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PREFACE

When I arrived in Lima, Peru in 1971 equipped 
with a M.A. in history, a law degree, and a 
masters in business management, I had no idea 
that I would be in Peru until 1980 and witness 
an experiment in Third Wbrld development. As 
a student of political history and a liberal, I 
carefully followed and even agreed with and 
supported many of the reforms of the Peruvian 
Revolution because I believed that the changes 
being made would eradicate the extreme poverty 
of the Peruvians. Although many Peruvian ac
quaintances argued consistently against the re
forms of the Revoiutionary Government of the 
Armed Forces, I joined with other Peruvian and 
foreign academics in their interest in the new 
ideas and reforms. I remember the exact day 
that I realized that the Peruvian Revolution was 
not as I perceived it: July 27, 1974, the day
the daily newspapers were expropriated and free
dom of the press ended.

From 1971 to 1980 I was a legal advisor for 
multinational cortpanies in Peru with the ac
counting firm of Price Waterhouse Peat from 1971 
to 1974, Occidental Petroleum Corporation of 
Peru, 1975 to 1979, and as a partner in the law 
firm of Estudio Garland, 1979 to 1980. I was 
admitted to practice law in Peru in 1974, am a 
member of the Lima Bar Association, and for a 
number of years I was a director of the American 
Chamber of Commerce. In these positions I con
tinually dealt with representatives of nulti- 
national corporations who wanted Peruvian law 
and the Peruvian Revolution explained to them 
before they negotiated with the Revolutionary 
Government. They were also very interested in 
hearing how other conpanies dealt with the gov-

xi
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errment. Throughout the years, I had extensive 
contact with foreign scholars who were studying 
specific reforms or areas because they always 
needed a general background on the Revolution.

I hcpe that this bock responds to the needs 
of both the multinational investors and the aca
demics. My discussion of Peru prior to 1968 is 
brief because this particular subject is treated 
in a number of the bocks listed in ny biblio
graphy. The extensive narrative in ny bock on 
the history of the Peruvian Revolution will be 
the basis for understanding the circuitous path 
the Revolution tock. I have combined concrete 
facts with ny interpretation of events based on 
scholarly works, local and foreign press cover
age, and iry personal contacts with both 
Peruvians and foreigners. Subsequently, I ana
lyze in more depth the areas which were and will 
be of most inportance to foreign businessmen 
dealing with Peru: industry, Andean Pact, petro
leum and mining. I have also included a short 
study on the Revolutionary Government's abuse 
of the legal system to shew the repercussions of 
a non-democratic process.

For businessmen and academics dealing with 
Third World countries, and for the entrepreneurs 
in those countries, the Peruvian Revolution is a 
study in the possibilities, realities and prob
lems of an ambitious experiment in development. 
I feel strongly that outside advisors and bark
ers should study a country in all aspects and 
dimensions before they give advice or loans 
which might be detrimental and counter
productive in the long term. A lesson which I 
believe all participants learned in the Peruvian

xii
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Revolution is that certain unexpected forces 
such as commodity prices, acts of nature, and 
political events in other countries can influ
ence the direction of a Revolution. No country 
exists in a vacuun; it is subject to many un
known or unpredictable international and inter
nal forces.

xiii
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CHAPTER 1

PEFLJ PRIOR TO 1968

Peru is a country that has changed very 
little since the seventeenth century once the 
visitor leaves its capital, Lima, and the coast
al environment. In the high mountain areas and 
the dense jungle region, its inhabitants live by 
a system of primitive agriculture, are outside 
the money eoonony and are either illiterate 
or barely educated. Only on the arid coast have 
the majority of the Peruvians been subject to 
modern development and the influx of immigration 
fran Europe, Africa and the Orient.

Pre-Twentieth Century Peru: Peru is so diverse
that it has only been united for short periods 
of time and always based on a rigid class 
system. The unity of all Peruvians against a 
common internal or external foe has been diffi
cult to achieve except through coercion. 
Oaring the Chavin civilization from 900 B.C. 
to 200 B.C., the cult of the feline god united 
the mountains, the jungle and the coast. 
Their architecture, stone sculpture, ceramics 
and magnificent textiles testify to what was 
a golden age.

After a long period of separate civil
izations on the coast and mountains, the Wari 
(Tiahuanaco of Peru) united Peru around 600 A.D. 
by military force, but their power declined 
suddenly in 1000 A.D. Again after the reign of 
various separate kingdoms, the Incas of Cuzco 
unified all of Peru, north Chile and parts of 
Ecuador and Argentina. Although culturally 
deficient, the Incas were excellent admini
strators and organized a rigid economic struc-
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ture of local groups of subject peoples in its 
entire enpire. All of these precolonial civil
izations had excellent irrigation systems for 
their coastal and mountain territories, good 
comnunications systems and strong artistic 
development in the areas of textiles and cer
amics. Interestingly enough, they had no 
written alphabets nor did they use the wheel. 
Hie major civilizations respected and incorpor
ated the remnants of those civilizations which 
they conquered.

This tradition was in direct contrast to the 
Spanish under Pizarro who conquered and destroy
ed a weakened Inca enpire in 1532. The inpact 
of the subsequent harsh white Spanish rule 
cannot be underenphasized because its reper
cussions are still felt today in modern 
Peru: white or mestizo lade of respect for
the Indians who have not adapted themselves 
completely to modern society; Indian distrust of 
the whites and mestizos due to centuries of 
mistreatment; the strength of the Catholic 
church whose faith the Indians follow in a form 
of mysticism; the lade of a complete irrigation 
system for the coast and the mountains, lack of 
infrastructure; lack of a strong national entre
preneurial class; and lade of national unity.

Under the Spanish rule from 1532 to 1821, 
the mineral r iches of Peru were exploited for 
the good of Spain. Ebrced Indian labor was 
utilized and resentment for their treatment by 
Spain developed among both the Indian population 
and their colonial settler masters. When fin
ally the colonies rebelled against Spain in 
1821, Peru entered the modern world with its 
precolonial economy and class structure destroy
ed, and the economic power permanently shifted 
to the coast where the sugar estates and quano
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trade would eventually form a strong dominant 
class, "la oligarquia" (the rich, the establish
ment) . Lima, and its port of Callao, was the 
center of government and the econorry and in the 
twentieth century experienced mass migration 
from other areas of the country.

Peru, like other Latin American countries, 
was not prepared for democratic rule. From its 
f irst declaration of independence in 1821 to 
1895, a series of military or military-backed 
leaders ruled for their own advantage. There 
were certain positive government periods under 
General Ramon Castilla, and disasters such as 
the War of the Pacific from 1879 to 1884 which 
resulted in a humiliating political and economic 
disaster for Peru and its ally Bolivia. Chile 
occupied Lima for several years and exacted a 
treaty from both Peru and Bolivia in which Peru 
lost its two southern mineral rich departments 
to Chile, and Bolivia lost its access to the 
sea. Peruvian desire for revenge and fear of 
Chile has been a constant reality in the twenti
eth century.

Pressure Groups and Political Forces in the 
Twentieth Century: Democratic development and
ejperience with representative government has 
been slight in both the nineteenth and twentieth 
centuries where fifty-two of seventy-nine presi
dents have been military officers from 1821 to 
1980. Experience with true representative gov
ernment on]y existed in the 1945 to 1948, 1956
to 1962, and 1963 to 1968 periods, and in these 
periods under less than ideal conditions due to 
political factionalism and the need for coali
tions.

Political Parties: The history of modern poli
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tical party development in the twentieth ceiv- 
tury is to a great extent the history of the 
Aliarxza Popular Revolncionaria Americana, the 
APRA party founded by Victor Raul Haya de la 
Torre in 1924 in Mexico. The APRA party was 
decidedly left wing for its time and called for 
both a Maximum Program (anti-inperialist, Latin 
American unity, nationalization of land and 
incbstry, internationalization of the Panama 
Canal and solidarity with oppressed peoples and 
classes) and a country-by-country Minimum Pro
gram. The APRA was formed in Peru in 1928 and 
become known both as the APRA and the Partido 
Aprista del Pueblo (PAP). It has had through
out its history strength in the northern coastal 
town Trujillo, Haya de la Torre's birthplace, 
and with labor. Its original Minimum Program 
for Peru called for a democratic, decentralized 
government, an honest, efficient public adminis
tration, and a sound currency and a balanced 
budget. Almost three hundred specific reforms 
were advocated, including an economic congress, 
a state bank, gradual nationalization of trans
portation and insurance, and certain restric
tions on foreign investment. There was a firm 
commitment to social change through the inter
vention of a technocratic state. 1 This partic
ular program was modified as the years passed 
because the APRA leaders clearly realized by the 
end of World War II that only through a cam- 
promise of certain of their fundamental tenets 
would they be allowed to govern Peru. Haya de 
la Torre had been defeated in the 1931 elections 
for president and either chose not to run, or

1. David P. Vferlich, Peru: A Short History, 
(Carbondale and Edwardsville: Southern Il
linois University Press, 1978), pp. 181, 
192-93.
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could not run, in 1936, 1939 and 1945. The 
AFRA's negative behavior in Congress from 1945 
to 1948 led to a 1949 to 1954 period in which 
Haya sought political asylum in the Colombian 
Embassy in Lima and the party was proscribed un
til after the 1956 elections.

The 1956 elections for president marked the 
emergence of the Accion Popular (AP) party under 
Fernando Belaunde Terry.2 Belaunde had formed 
the Frente Nacional de la Juventud (FNJ) in 1955 
in preparation for the 1956 elections, and in 
1956 AP developed from this base after the elec
tions in which Belaunde was second to Manuel 
Prado. The AP was based on the premise that 
Peru should be developed through strengthening 
its infrastructure and the involvement of all 
Peruvians in its destiry. Belaunde's strength 
was in the south in his native Arequipa, and he 
drew support from all segments of society who 
sail him as an alternative to the increasingly 
conservative APRA.

Two other parties established in the earfy 
1950s, the Partido Democratico Cristiano (PDC) 
and the Movimiento Democratico Pradista (MDP), 
had certain influence in the Belaunde presi
dency, 1963 to 1968, and in the Prado govern
ment, 1956 to 1962, respectively. Followers of 
the former president, Manual Odria, formed the 
Union Nacional Odriista (UNO) for his election 
canpaign in 1962 and provided support to the 
APRA in Congress from 1963 to 1968. The Partido 
Popular Cristiano (PPC) was a 1967 offshoot of

2. Throughout this bock the Accion Popular 
(AP) party and the Alianza Popular Revolu- 
cionaria Americana (APRA) party will be 
referred to as AP and APRA.
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the PDC and had more influence in the 1976 to 
1980 period. The Accion Popular Socialista 
(APS) was the faction that brcke with Belaunde 
in 1968 and never had nuch influence in ary 
period.

Hie Partido Gomrrunista Peruano (FCP) was 
founded in 1928 and had a similar history of 
persecution and proscription that the APRA had. 
Its Moscovite tendency was in contrast to cer
tain Peking or Trotsky oriented parties in the 
1960s led by Ricardo Letts and Ricardo Napuri 
(the Vanguardia Revolucionaria) and the Trosky- 
ite guerrilla Hugo Blanco (the Partido Obrero 
Revoluc ionar io (POR)). These left wing parties 
had little influence in 1968 except in the min
ing areas in the mountains and in Cuzco although 
sentiment for change definitely was increasing 
when in 1967 a left wing candidate for deputy 
from Lima received significant support.

The Military: The military has been a domanant
force and until 1968 the preserver of order, the 
status quo, and the establishment. Its ability 
to reach and control all geographical areas, 
and, as an institution, its knowledge of the real 
problems of Peru, has made it a self-appointed 
force to bring stability to the confusion of the 
democratic processes. Peru has been dominated 
by military or military-backed governments in 
the nineteenth and twentieth centuries. This 
political involvement has also encouraged the 
military's twentieth century hatred of the APRA 
since the APRA's uprising in Trujillo in 1932 
which was followed by a wholesale anry massacre 
of Apristas and APRA synpathizers. This ani
mosity continued to the late 1970s when the a m y  
attempted to forge an APRAr-mi 1 itary alliance.
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The military's schooling is extensive, from 
high school and college level to its top school, 
the Centro de Altos Estulios Militates (CAEM). 
This often has caused its officials to believe 
that they were better prepared than their civil
ian counterparts to deal with Peruvian reality 
because of their exposure to modern economic 
theory and visiting academics.

The Peruvian armed forces are basically 
a mirror of Peruvian society. The navy with 
its white uniforms and cruises can attract upper 
middle class Peruvians, the air force to a cer
tain extent does the same due to the attraction 
of airplane and heliccpter training, and the 
anty draws from the more mestizo elements of 
society for both its enlisted and officer rarks. 
Military tradition has been passed from family 
to family in Peru and a military career often 
viewed as a way to iirprove one's social and 
economic position. Studies of anty officer 
origins in the twentieth century reveal their 
middle class, provincial origins although there 
are certainly some families in Peru which are 
traditionally military, for exanple, the family 
of Gen. Francisco Morales Bernudez, Peru's pres
ident from 1975 to 1980.

Foreign Investors: Although ituch of foreign
investment in the early twentieth century was 
British, by 1968 United States investment clear
ly dominated Peru with $692 million invested. 3 
Besides the petroleum facilities of the Standard 
Oil of New Jersey subsidiary, International 
Petroleum Oonpary (IPC), on the northern coast

3. The United States investment was two-thirds 
of all private foreign investment. It was
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at Talara, there were three large mining 
conpanies: Cerro de Pasco, Southern Peru Copper 
Corporation and Marcona Mining Coup any. Industry 
was influenced by the holdings of W. R. Grace & 
Conpany and Goodyear del Peru, coronerce by
Sears Roebuck del Peru, and agriculture by 
the land holdings and export business of W. R. 
Grace & Conpany and Anderson, Clayton. The 
integration of Peruvians into middle and top 
management of these conpanies was infrequent 
and clearly an issue.

Labor: Although most Peruvians were not repre
sented by organized labor because they either 
were not part of the money econony or part of a 
unionized work force, by 1968 labor had made 
strides through the APRA oriented Gonfederacion 
de Trabajadores Peruanos (CTP) to obtain worker 
benefits in the textile and sugar industries 
where they were strong. The comminist labor 
confederation, the Gonfederacion General de 
Trabajadores Peruanos (GGTP), was not yet recog
nized by the government.

"La Oligarquia": This is the establishment,
perhaps a closed nucleus of fifty families and 
their relatives, which controlled either direct
ly or indirectly all of Peru's economic power 
in 1968 through large land holdings, industry, 
barking, commerce and government. This group had

heavily slanted toward mining and other 
extractive activities. John E. Huerter, 
"Peruvian Nationalizations and the Peruvi- 
an-American Agreements," 10 New York Uni
versity Journal of International Law aid 
Politics 1 (Spring, 1977): 5.
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strong European and North Alterican ties. 4

Other Organized Pressure Groups: There were
various groups representing economic segments 
such as the Sociedad Nacional de IncU stria 
(SNI), incUstry; Sociedad Nacional Agraria 
(SNA), agriculture; Sociedad Nacional de Pes- 
queria (SNP), fishing; and Sociedad Nacional 
de Mineria y Petroleo (SIMP), mining, whidi re
sented the vested interests in these sectors. 
Although in sane part these groups repre
sented establishment interests, they were also 
the pressure groups for the emerging Peruvian 
national investors.

Groups with No Representation: The majority of
all Peruvians had no representation in 1968 
because they either lived outside the money 
econaty; were in the economy, but desperately 
poor; had no vote because they were illiterate, 
or could vote, but had no effective way of mak
ing their voice heard; had no land, or were 
unenplcyed with little chance to ever become 
enplcyed in a job where there was a union struc
ture. Peru was a land of the rich, the 
edicated, the unionized— and everyone else. 
This latter category easily encaipased over 50 
percent of its 1968 papulation of approximately 
12 million to 13 million.

4. "The Peruvian oligarchy is a network of 
f anilies and their clienteles, it being 
understood that the family is a wider unit 
than the individual household". Francois 
Bourricaud, Power and Society in Contem
porary Peru, trans. by Paul Stevenson (New 
York and Washington: Praeger Publishers,
1970), p. 42.
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Other Institutions:

The State: The state in 1968 was weak and had
little or no power. It controlled only minor 
parts of the econony: a small percentage of the 
oil and gas incbstry, telecommunications and 
railroads, a large part of the steel, naval 
construction, and electricity industries, and 
the mail system.

The Church: The Catholic church was an irv-
f luencial institution which in its hierarchy was 
in part dominated by foreign clercy. The 
liberalization movement in the church caused by 
the meetings in Medellin, Colombia in 1968 was 
a factor which would be used by the military 
to gain an ally. The church's influence had 
been, and would continue to be felt by all 
classes and at all social levels.

The Press: The press in 1968 represented power
ful economic groups. The daily press was domin
ated by the anti-APRA and anti-IPC, El Comer- 
cio, of the Miro Quesada Family, and the free
trade oriented La Prensa, a modem newspaper 
edited by Pedro Beltran Espantoso. Other news
papers of daily national circulation included 
La Cronica of the Prado family, El Corteo, 
controlled by the f ishneal magnate Luis Banchero 
Rossi, Ultima Hora, Ojo, Expreso, and Extra 
owned by Dr. Manuel Ulloa the last finance mini
ster of President Belaunde, La Tribuna, the 
official APRA newspaper, and El Peruana, the 
official government daily. TWo weekly or bi- 
weekly magazines of importance in 1968 were oiga
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edited by Francisco Igartua, and Caretas, 
edited by Doris Gibson and Enrique Zileri 
Gibson. There was an English language weekly, 
the Peruvian Times, which gained greater 
circulation and predominance in the 1968 to 1975 
period. The comnunist party had its weekly, 
Unidad.

Peru - 1895-1963: Modern Peru's history com
menced with the election of Nicolas de Pierola 
and the civilist party in 1895. His election 
started a period of democratic rule in Peru and 
was eventually followed by the strong a m  rule 
of Augusto Leguia as president during the Once- 
nio (1919 to 1930). These periods were
marked by a certain economic stability, but also 
political chaos leading to continued military 
influence in the government. The 1930s and
early 1940s were chaotic in part due to the rise 
of the APRA, and wars were fought with both 
Colombia and Ecuador. It was not until 1945 when 
a truly representative government was elected 
under President Jose Luis Bustamante y Rivero. 
This experiment with democracy was undermined 
by the APRA and resulted in General Manuel 
Odria's coup d'etat in 1948 and rule until 1956.

The 1956 elections were significant because 
Fernando Belaunde ran in a national election 
for the first time and came in second behind the 
conservative MDP party candidate, Manuel Prado. 
The subsequent years were ones in which the APRA 
party operated as a legal party and lead to the 
election of 1962 in which none of the three can
didates, Victor Raul Haya de la Torre, Fernando 
Belaunde, or General Manuel Odria, received the 
necessaiy one-third of the votes cast to be 
declared president. Haya de la Torre received 
32.98 percent of the vote and Belaunde received
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32.1 percent. The resolution of this election 
was turned over to the Peruvian Gongress; how
ever, before a final decision was taken, a mil
itary coup d'etat tock place on July 18, 1962, 
and the military announced that new elections 
would be held on June 9, 1963.

In the 1963 election Fernando Belaunde called 
for agrarian reform, recovery of the La Brea y 
Parinas oil fields, tax and administration re
forms, and expanded government investment, espe
cially in infrastructure. In part due to the 
fear of the electorate that a vote for the APRA 
would result in the election results being over
turned again, Belaunde received 39 percent of 
the vote to Haya de la Tbrre's 34.3 percent. 
Fernando Belaunde was inaugurated president on 
July 28, 1963, commencing the presidential term 
which lead to the Peruvian Revolution.

Peru - 1963-1968: The Belaunde government was 
plagued by man/ of the same problems faced by 
other governments in the twentieth century. It 
did not control congress and was forced to gov
ern by alliances; the opposition parties 
often voted against or watered down its reforms 
such as the 1964 agrarian reform, censured Pre
sident Belaunde's ministers, and in general 
increased existing political and social unrest. 
There were constant economic problems caused by 
a weak currency and a major political issue over 
I PC continued throughout the period. President 
Belaunde faced at his overthrew the problems 
which the military had to solve in order to sur
vive, such as, land tenure, incane distribution, 
overemphasis on central government control, the 
marginal inclusion of the Andean Indian into 
Peruvian society, and the lack of national 
unity. The resolution of these problems would 
be the test of the Peruvian Revolution.
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THE FIRST PHASE OF THE PERUVIAN REVOLUTION 
(OCTOBER 3, 1968 TO AUGUST 29f 1975)

PART II
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CHAPTER 2

THE FALL OF BELAUNDE, MILITARY 
TAKEOVER AND CONSOLIDATION OF POWER 
(October 3, 1968 to January 31, 1969)

After a nunber of months of negotiations 
President Fernando Belaunde announced on the 
Peruvian Independence Day, July 28, 1968, the
settlement of the almost century old controversy 
with International Petroleum Gonpary (IFC), an 
Exxon subsidiary, over the La Brea y Parinas oil 
fields. The oil fields and their installations 
would revert to the state in return for the 
settlement of all pending claims against IFC.

Hie Act of Talara which resolved the IFC 
question in final form was signed fcy repre
sentatives of both the government and IFC on 
August 13. This document established that I PC 
returned the La Brea y Parinas oil fields, and 
the state cancelled bade tax claims against IFC 
amounting to approximately $144 million. I PC
retained its Talara refinery, its interest in 
the Lobitos oil field, its Peruvian marketing 
operations, and would receive a new exploration 
area in the jungle of eastern Peru.

After numerous crises, President Belaunde had 
consolidated his power and regained prestige. 
His efforts were aided by the work of his 
dynamic Finance Minister Dr. Manuel Ulloa who 
had refinanced $68 million of Peru's foreign 
debt. Plans existed to reschedule an additional 
$120 million falling due on March 31, 1969.
Ulloa placed restrictions on the foreign owner
ship of barks and insurance companies. He im
plemented a sweeping tax reform and issued a 
variety of measures giving incentives to invest
ors in the areas of petrochemicals, fertilizers,
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basic chemicals, and the manufacture of chemical 
prodicts.

The atmosphere of political uncertainty cre
ated by the September, 1967 devaluation measures 
and the continuation of the I PC problem was 
defused tenporarily. However, outside observers 
saw the country as one with a "paradoxical de
velopment picture - a picture of boom and 
crisis existing side by side. "1 IFC was solved, 
exports were booming, the government expected 
to receive over $1 billion in investment in the 
next few years, and oil conpanies were negoti
ating concessions. All the above occurred in 
the midst of chaos, mismanagement, unrest, and 
poverty.

Tensions created by the Act of Talara sur
faced quickly. It was criticized by the politi
cal parties, the conservative UNO, and the 
Christian Democrat PDC, as well as oiga and 
the Joint Chiefs of Staff. El Comercio, the 
archeneny of I PC, immediately began a newspaper 
canpaign against the Act of Talara. It was clear 
that nothing short of expropriation would 
appease IPC's more vocal enemies.

On September 6, the board of directors of the 
state oil conpary, Ertpresa Petrolera Fiscal 
(EPF), resigned because of differences with the 
government over the settlement of the IFC prob
lem. On September 11, the ex-president of the 
board of directors, Carlos Loret de Mola, 
appeared on television and stated that "Pagina 
Once" (Page 11) of the Act of Talara had dis
appeared prior to signature. He indicated that 
he had written on that page the price for the

1. New York Times, September 5, 1968.
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sale of crude oil from EPF to the I PC Talar a 
refinery. Thus, the "Pagina Once" controversy 
erupted and inmediately became a political is
sue. The general secretary of the AP, Edgardo 
Seoane Cor rales, the virtual AP presidential 
candidate for 1969 and the then first vice- 
president requested on television that the gov
ernment conduct an investigation of the contract 
with I PC and the Act of Talara. The Christian 
Democrat PDC and the APRA also made similar 
requests. Eventually Seoane brcke with President 
Belaunde over this issue, among others, and 
formed his own political party.

In an atmosphere of tension and confusion, 
certain subtle changes in the civil-military 
balance of power occurred. The present minister 
of aviation stated that the armed forces would 
not assume power. However, on the same day the 
head of the arny and president of the Joint 
Chiefs of Staff, Gen. Juan Velasco Alvarado, 
cancelled a planned trip to a meeting in Brazil 
and instead sent his Inspector General Gen. 
Ernesto Montagne Sanchez. The following day 
General Velasco implied to the press that the 
minister of aviation did not represent the armed 
forces. These statements immediately caused the 
APRA to react to what they perceived to be a 
threat of a coup d' etat harmful to their pres
idential aspirations for 1969.

On October 1, President Belaunde replaced the 
cabinet presided by Premier Oswaldo Hercelles by 
one presided by Miguel Mujica Gallo. However, 
early in the morning of October 3, tarks rolled 
into the Presidential Palace grounds. The arny 
apprehended the president and exiled him to 
Argentina. These actions began the Peruvian 
Revolution lead by the Revolutionaiy Government 
of the Armed Forces. Thus, a military govern
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ment replaced a civilian government which was 
elected in 1963 only because the military them
self s refused to accept the APRA's Haya de la 
Torre as president after the 1962 elections.

Early in the evening of October 3, the Revo
lutionary Government of the Armed Forces swore 
in its first cabinet. It appears that there 
had been a rather protracted debate in the mili
tary instruction center, the Centro de Instruc- 
cion Militar del Peru (CIMP), in Lima in regard 
to the new cabinet's composition and the mili
tary's role in the coup d' etat which had not 
had the backing of the air force, the navy and 
certain segments of the arny. Opposition by the 
navy, the most conservative of the military 
services, to mary of the Revolutionary Govern
ment's actions was a continuous occurrence dur
ing the next twelve years of military rule.

The ruling junta was made up of the heads 
of the arny, navy, and air force. It designated 
as president of Peru Gen. Juan Velasco Alvarado 
who appointed a twelve man cabinet (seven 
arny, three air force, two navy) which con
tained several persons who were to play import
ant roles in the Velasco government (the 
Velasco Era): Generals Ernesto Montagne, premier 
and minister of war; Rolando Gilardi, minister 
of labor, and before year-end, minister of avi
ation; and Edgardo Mercado Jarrin, minister of 
foreign affairs and subsequently premier. Gen
eral Velasco, the leader of the coup d' etat, 
was a man of humble origin from Piura in the 
north. He had risen from the ranks to attend 
the military academy and eventually reach the 
position of chief of staff of the arny and 
chairman of the Joint Chiefs of Staff.

The cabinet ratified the Manifesto and Re
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volutionary Statute issued by the ariry when they 
staged the coup d' etat and apparently written 
on that day by key members of the conspiracy. 
These documents indicated that the a m y  planned 
to act against immorality and economic chaos, 
and to enact structural reforms. The tenor of 
both documents indicated a left-of-center ide- 
olocy which had not previously been observed in 
the Peruvian armed forces. The more radical 
Manifesto blared powerful national and foreign 
economic forces and "unworthy" Peruvians for the 
frustration of the people's desires to carry out 
structural reforms. It further stated that 
national sovereignty and dignity had been in
jured and that the armed forces had hoped 
that the democratic process could have resolved 
Peru's problems.

The Manifesto further criticized the use of 
the extraordinary powers by the Belaunde govern
ment, and the resulting pseudo solution to the 
I PC problem. It stated that the military's 
actions were a constitutional mission. They 
were inspired by the necessity to transform the 
structure of the state, to transform social, 
economic and cultural structures, and "...to 
maintain a defined nationalistic attitude, a 
clear independent position and the firm defense 
of national sovereignty and dignity, to re
establish fully the principle of authority, the 
respect and the observation of the law...."2 
The Manifesto also indicated that the Revolu
tionary Government would respect international 
treaties, remain faithful to its western and 
Christian traditions, and encourage foreign in

2. La Prensa, October 3, 1968. All transla
tions from Spanish in the bock are by the 
author unless otherwise noted.
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vestment.
The Revo la t ionary Statute of the Armed Forces 

was issued subsequently on October 3, 1968.
Its objectives were less radical and more con
crete:

(a) Transform the structure of the state, 
making it more dynamic and efficient 
for the better action of the govern
ment.

(b) Promote a higher standard of living, 
compatible with human dignity, for the 
less favored sectors of the popula
tion, cariying out the transformation 
of the financial, social, and cultural 
structures of the country.

(c) Give government action a nationalistic 
and independent direction for the firm 
defense of national sovereignty and 
dignity.

(d) Moralize the country in all fields of 
national activity and fully re-estab
lish the principle of authority, re
spect for the law, and the dominion of 
justice.

(e) Promote the unity, concord, and inte
gration of all Peruvians, strengthen
ing the national conscience. 3

This statute stated that the junta would elect a 
president to perform both executive and legisla- 3

3. Decree Law No. 17063 of October 3, 1968.
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tive functions. It stated that the Revolutionary 
Government would rule by the constitution and 
the other laws of Peru as long as their provis
ions were corrpatible with the Revolutionary Gov
ernment's objectives, 4 and that international 
treaties would be respected.

Public reaction to the coup d' etat was nega
tive. There was some violence and r ioting in 
Lima, and condemnation of the military's actions 
by all the political parties, the comnunist 
labor union the OGTP, and the Lima Bar Associ
ation. ̂  The APRA was critical of the takeover, 
and one of its leaders, Armando Villanueva del 
Canpo, called for a revolt against the military.

Adding to the surprise of the coup d' etat, 
and the tone of the rhetoric of the Revolution
ary Statute and the Manifesto, on October 4, 
1968 the Revolutionary Government annulled the 
Act of Talara and the agreement between the 
state and I PC. On October 9, the a ray sent 
trocps into the oil fields of La Brea y Parinas 
and into the IFC installations and refinery in 
Talara to take possession of them. General 
Velasco immediately announced the measures in a 
television appearance and indicated that nation
al dignity and sovereignty had been revindi
cated. He pointed out that foreign investment 
was not only respected, but also encouraged as 4 5

4. This is the Article 5 discussed at length in 
Part IV of this bock.

5. The OGTP, the dean of the Lima Bar Associa
tion, Dr. Alberto Ruiz El dredge, and the 
Christian Democrat PDC and its leader Dr. 
Hector Cornejo Chavez subsequently became 
supporters of the Revolution.
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long as it was made in accordance with the leg
islation and interests of Peru. 6

It was clear that observers did not imnedi- 
ately understand the nature of the new leaders 
and did not know what were their intentions. 
Why the coup d' etat was staged is unclear. It 
could have been viewed as anti-APRA, anti-comnu- 
nist, nationalistic, pure ambition, or oppor
tunism. Some authors even say that the a m y  was 
worried about the eventual firing squad.7 Mary 
observers had believed that the coup d' etat 
would have no impact on the United States com
panies operating in Peru. 8 Their observa
tions were based on parallels dram with the 
1962 coup d' etat after which the military lead
ers had not altered existing agreements, had 
favored relations with the United States and 
opposed the APRA. These observers had not de
tected the phenomena of the changing attitudes 
of the military. A new nationalistic orienta
tion existed. There was clear antipathy for the 
political parties. Similar to the Argentine 
military who staged a coup d' etat in 1966, 
the military felt that the political party sys
tem was ineffective in dealing with current de
velopment problems and reforms. 9

The arny's taking of Talara was a masterful

6. El Comercio, October 10, 1968.
7. Alfred Stepan, The State and: Society Peru 

in Comparative Perspective (Princeton: 
Princeton University Press, 1978), p. 136.

8. Wall Street Journal, October 4, 1968.
9. New York Times, October 4, 1968.
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action at a time when the leaders of the recent 
coup d' etat needed support. This action bol
stered the prestige of the Revolutionary Gov
ernment because no political party or newspaper 
was in a position to criticize. The actions 
were viewed by the nation as a whole as a patri
otic measure which redeemed Peruvian sovereign
ty. One weekly newspaper characterized the I PC 
takeover as the most iirportant governmental ac
tion effecting foreign capital in Peru in the 
twentieth century. 10

The IFC issue dominated the rest of 1968. The 
government filed a number of law suits against 
former Belaunde ministers in which it alleged 
corruption in the loss of Page 11. TWo of the 
ministers sought political asylum and went into 
exile. A third, Dr. Manuel Ulloa, was already 
in Argentina at the time of the coup d' etat. 
The United States government protested the ex
propriation of IPC. The Peruvian government 
stated that IPC would be paid for its properties 
after a proper discount for monies owed. At 
this time, IPC took its case to the proper 
judicial channels and claimed that its property 
had been taken without just compensation con
trary to the Peruvian Constitution.

Both the United States and Peru wished to

10. Peruvian Times, October 11, 1968.
Other observers have characterized the 
takeover as "clear immediate political 
ejpediency." Adalberto J. Pinelo, The 
Multinational Corporation as a Force in 
Latin American Politics: A Case Study of
the International Petroleum Company In 
Peru (New York: Praeger Publishers, 1973), 
p. 150.
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avoid a confrontation. However, in late Novem
ber and December certain positions were estab
lished. The Peruvian government todc the stand 
that IPC was a Canadian corporation and that it 
had full recourse in the Peruvian courts as did 
ary other Peruvian corporate citizen. Although 
IPC was incorporated in Canada, the United 
States pointed out that it viewed IPC as one of 
its corporate citizens whose interests it was 
obligated to protect. The United States govern
ment used the Hickenlooper Amendment criteria of 
more than 50 percent United States ownership to 
characterize IPC as a United States conpary’s 
subsidiary. When a foreign government commits 
certain acts against United States investors, 
the United States government can suspend 
preferential prices to sugar producing nations 
under the U.S. Sugar Quota legislation, and 
under the Hickenlooper Amendment to the Foreign 
Assistance Act, it can suspend assistance to the 
government of ary country which expropriates the 
property of a United States citizen and fails to 
make speech conpensation for such property with
in the following six months. This particular 
part of the Hickenlooper Amendnent created an 
April 9, 1969 deadline. H

11. Luigi Einaudi, the expert on the Peruvian 
military, maintains that the IPC expropri
ation was not really irrational because 
past experience had demonstrated that the 
United States government would not apply 
the Hickenlocper Amendnent inspite of 
threats to do so. George M. Ingram, Ex
propriation of U.S. Property in South Amer
ica: Nationalization of Oil and Copper
Companies in Peru, Bolivia and Chile (New 
York, Praeger Publishers, 1974), p. 90 (re
ference to Einaudi).
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Peru's position on IPC was unbending and 
clearly fixed by the end of December inspite of 
what the government called international pres
sure and foreign interference in Peruvian inter
nal affairs. The Revolutionary Government de
sired to establish a new petroleum policy 
apart from their strict position on IPC which 
they wanted the werld to know was a unique case. 
President Velasco best expressed such sentiment:

... .On October 9, the Evolutionary 
Government of the Armed Forces put an 
end, once and for all, to the illegal 
exploitation of la Brea y Erinas on 
the part of a foreign company which for 
half a century rrade mockery of Peru
vian laws, made sport of her hospi
tality, and abused the sovereignty of 
an independent republic. 12

The president's statements showed the Peruvian 
indignation over the IPC case which had in
creased due to reactions to negative Uhited 
States press coverage and various Uhited States 
governmental threats: the application of the 
Hickenlocper Amendment, the reduction of the 
sugar quotas, and the increase in difficulty to 
obtain loans from the Wbrld Bank, the Inter
national Monetary Blind (IMF), and the Inter- 
american Development Bank.

As late as January, 1969 IPC still controlled 
approximately 80 percent of the marketing facil
ities for petroleum products in Peru. Most of 
these products were refined for IPC by EPF in 
the ex-IPC Talara refinery. When the Peruvian 
Supreme Gourt rejected the IPC expropriation

12. Peruvian Times, December 27, 1968.
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claim, I PC refused to pay EPF for its refining 
services pending settlement of I PC's claim for 
its expropriated property. EPF gave I PC thir
teen days from January 17, 1969 to pay. Presi
dent Velasco stated that if they did not pay, 
the government would expropriate IPC's 50 per
cent ownership in the oil fields known as Oon- 
cesiones Lima. EPF requested through judicial 
channels a preventive attachment of IPC's prop
erties. On Janaury 22, 1969 an embargo was 
placed on IPC's 50 percent interest in Gon- 
cesiones Lima. The embargo also included IPC's 
bark accounts and marketing network. EPF tock 
administrative control of all IFC properties on 
January 28, 1969. I PC was new Peruvian, and the 
governments had until April 9, 1969 to solve the 
pending Hickenlocper Amendment problem.

At this point in time only foreign investors 
should have been concerned due to the fact that 
a foreign carp ary had been expropriated. Just 
after the coup d'etat, the foreign investors who 
desired to gain political credits^ with the 
government had taken a stand that the I PC prob
lem was unique, and several companies with large 
investments, Belco Petroleum Corporation, with 
offshore oil fields near Talara, and Marcona 
Mining Conpary, with iron ore deposits in the 
south, announced that they planned to make ad
ditional investments. Belco's investment was 
to be $15 million and Marcona's $25 million. 
The chairman of the board of Belco stated that 
the junta was preparing to issue all necessary

13. Charles T. Goodsell, "The Politics of Dir
ect Foreign Investment" in Latin America 
in the 1970s, ed. Luigi Einaudi (Santa 
Monica: The Rand Corporation, December,
1972), p. 180.
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guarantees to other private companies to en
courage private investment in Peru.

Subsequently, in December, Bayer Industrial 
S.A., a subsidiary of a German company, announc
ed that it planned to build an acrylic fiber 
plant in Lima and invest $19 million. This in
vestment was to take advantage of a Petrochemi
cal Gonplementation Agreement of July 1968 be
tween Bolivia, Peru, Chile and Colombia.

Thus, the diplomatic problem caused by I PC 
was greater than the actual threat or perceived 
threat to foreign investors. At least up to 
January 31, 1969 the Revolutionary Government 
did not appear overly heavy handed regarding for
eign investors. However, there were certain 
signs ignored or not understood by both national 
and foreign investors. They primarily dealt 
with the future direction and thrust of the Re
volution.

Both national and foreign investors in a 
country where the government changes hands at
tempt to gauge the direction of the new govern
ment, its potential duration, whether there will 
be changes in leadership, and when elections 
will be held. Such questions faced the Peruvian 
armed forces almost immediately in spite of 
their patriotic move against IRC. TWo view
points clearly emerged. The conservative Pre
mier General Ernesto Montagne stated that a 
referendum would be held to decide if future 
elections were to be held under the present Con
stitution or a new one. Moreover, he stated that 
the government would call elections when it had

14. Wall Street Journal, October 11, 1968.
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achieved its objectives. 15 nore authori
tarian and ambitious General Velasco stated 
that he would deliver the government to who
ever was elected; however, he did not state 
when elections would be held, and he pointed out 
that first the country had to be "re-floated. "16 
These statements indicated that the military 
rule would not be short,

A decisive political event occurred in Decem
ber. According to the military retirement law, 
President Velasco was to retire at the end of 
Janaury 1969 and be succeeded by General Mon
tagne. However, General Velasco desired to con
tinue in office, and General Montagne was unable 
to get the unanimous vote of the junta to retire 
him. The deciding vote was reported to be that 
of General Velasco's favorite air force general, 
Gen. Rolando Gilardi. The President wanted 
to remain in power because he felt that his re
tirement would weaken Peru's case against IFC. 
Moreover, he reportedly did not believe that 
General Montagne was totally committed to "revo
lutionize" Peru. on December 14, General 
Montagne announced to the press that upon Gen
eral Velasco's retirement from active service 
at the end of January 1969, he would remain as 
president; a subsequent January 25, 1969 com
munique issued by the armed forces ratified 
that decision.

15. La Prensa, October 12, 1968 (but not
"overnight").

16. El ComerciOf October 18, 1968.
17. See generally, Alfonso Baella Thesta, El

Poder Invisible (Lima, Peru: Editorial
AndinaS.A., 1977), pp. 106-108.
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General Velasco had survived his first major 
leadership crisis. This was extremely signifi
cant for both foreign and national investors be
cause the more conservative General Montagne 
might have lead Peru down a different road to 
revolution, or quickly bade to democratic rule. 
General Velasco's survival also came at a time 
when the left began to criticize the more con
servative members of his cabinet, Finance Min
ister General Valdivia Morriberon, and Agri
cultural Minister General Benavides, for their 
orthodox finance and agrarian measures.

At this same time several of the Young TUrk 
colonels who had supported General Velasco were 
promoted to general: Jorge Barandiaran Pagador, 
the future agriculture minister and promoter of 
the agrarian reform; Anibal Meza Cuadra, the 
future minister of transport and comnunication; 
Jose Graham Hurtado, the man to lead the COAP, 
the president's advisory council created in 1969 
whidi had great power in the Velasco Era; and 
Jorge Fernandez Maldonado, the future minister 
of energy and mines and father of the Velasco 
Era petroleun and mining policies. 18

Observers and investors did not comprehend 
the impact of the promotions upon future pro
grams so as to gauge the direction Peru was 
taking. However, a study of the military's 
statements and actions in December 1968 and 
January 1969 showed that they planned to govern

18. Both the junta's original proclamation 
after the coup d'etat and the decree or
dering the assumption of the Talar a IFC 
installations had been read by the rising 
General Fernandez Maldonado, the ex-head of 
the military intelligence school.
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for a long time, and that they desired to incle
ment a large number of new ideas. There was no 
clear reaction from national and foreign invest
ors. Although the government was clearly moving 
to the left, foreign investors were waiting to 
see what would occur.

Further reforms were passed. There were in
creased sentiments in Peru for the takeover of 
the barking system. This particular movement 
was pushed by both the establishment and the 
left and put pressure on certain barking in
terests such as Chemical Bank, Chase Manhattan 
Bark, and Credit Lyonnais. New barking legisla
tion required barks to be 75 percent Peruvian 
owned. In effect, this was an extention of the 
barking reform initiated under President Bel- 
aunde.

There were increased signals that the mili
tary was steering away from the leadership of 
the conservatives. The changes were best ex
pressed fcy General Montagne in a speech to the 
nation on December 4 to explain Peru's new de
velopment plan. He announced that in petroleum 
the government would abolish the concessions 
system and replace it by a new system of oper
ations contracts. He also announced that the 
mining projects such as Cuajone and Madrigal 
and the development of the phosphate deposits 
at Bayovar in the north had priority. TVo im
portant points regarding business were that 
increased state participation in the mining and 
petroleum sectors would be sought and that the 
business entities would be "reformed." General 
Montagne also referred to the necessity to 
transform societal structures.

Other trends which were alarming were the 
government's moves toward recognition of Russia
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and the socialist bloc countries and its an
nouncement that Peruvians were free to travel to 
any country they desired. This was a radical 
departure from the Belaunde period. In view of 
the military's traditional anti-comnuniam, it 
was significant that their government establish
ed such ties.

Foreign investors did not react to either the 
changes in foreign policy or investment policy. 
The mining and petroleum proposals were normal 
and acceptable to them. Hew the reforms of 
the business enterprises would be carried out 
was an open question. It was only in 1970 
that the truth would be revealed in the govern
ment's major reform, the Industrial Gbmnunity. 
By the end of 1968 the government had re
ported that up to $1 billion of foreign invest
ment was processed, i.e., a sun equal to their 
1968 budget. They believed that they had 
momentum developed and that local investors 
would join with them. Oerro Corporation and 
Xerox Corporation both issued statements that 
they did not fear an expropriation.

Early governmental actions against Belaunde 
cabinet members and the press foreshadowed the 
future cut of the Evolutionary Government as 
one intolerant of criticism, subject to over
reaction against political opponents and the 
press, and sensitive to the necessity of main
taining institutional unity in the armed forces. 
Even though there was a temporary closure of 
several radio stations and Expreso, Extra, and 
Caretas, and the persecution and deportation 
of political opponents, investors generally were 
optimistic about the government's intentions in 
view of its statements about IIC and foreign 
investment. Jtesurances that the IIC case would 
be settled by the Peruvian courts were encour
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aging, bat illusory, in view of the future his
tory of the court system in Peru.

It appeared that both foreign and national 
investors had accepted the economic and poli
tical climate in January 1969. The foreign 
press had cammented carpiimentarily on the de
velopment of the econctty and the attenpt being 
made to establish a stable financial program. 
Moreover, there was a favorable $172.2 million 
commercial balance, a relatively low 9.4 percent 
inflation rate, and $713.1 million in refinanced 
foreign debt. For the moment even President 
Velasco was seen as a moderate who attracted 
supporters from various segments of society.

The first four months of the Peruvian Revo
lution were dominated by the I PC expropriation 
and the behind-the-scenes power struggle between 
Generals Velasco and Montagne. No clear trend 
was apparent to foreign or national investors 
although the December 1968 declarations of the 
Premier Montagne hinted at a new approach to 
investment and investors. It was clear that the 
government believed firmly in its pronouncements 
and would not be pushed by the United States in
to a quick settlement with IFC. This attitude 
in itself was a trend for the future.

19. All financial and statistical data for the 
1968 to 1975 period comes from either the 
Wall Street Journal, the New York Times, 
the Peruvian Times or El Peru a no. For the 
August 1975 to July 1980 period, ad
ditional sources include the successor to 
the Peruvian Times, the Andean Report, and 
the monthly, Peru Economico•
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CHAPTER 3

THE REVOLUTIONARY GOVERNMENT'S 
STRUCTURAL CHANGES

(February 1, 1969 to December 31, 1970)

Immediately after the first of February 
1969, the Peruvian government tock a further 
step to enlarge its circle of diplomatic con
tacts. It established diplomatic relations with 
the USSR. This occurred amid increased rumors 
that Peru was the "new Cuba" in Latin America 
because of its stand on I PC, the two hundred 
mile limit controversy and its overtures to the 
socialist and comnunist countries.

General Velasco had consolidated his own sit
uation as president, and he was in position to 
inplement the structural reforms which the mili
tary talked about in its Revolutionary Statute. 
Moreover, the United States corporations with 
business in Latin America were watching Peru as 
a new trend on this continent as Velasco had 
refused to negotiate with IFC or deal with the 
United States government.

The I PC dispute itself had become an emotion
al issue and provided the military with support. 
The military, supposedly anti-comnunist, had 
used IPC to join forces with the radical left of 
the Lima Bar Association and the universities to 
gain support. The Lima Bar's Marxist-leaning 
dean Ruiz Eldredge, was its representative be
fore the Peruvian courts in the IPC case.

In February, the government carried out the 
final expropriation of IPC. General Velasco 
claimed that IPC had illegally erqploited more 
than 440 million barrels of crude oil, and had 
illegally earned over $690 million from 1924 to
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1968. Hewever, he did indicate that the Peru
vian government was attenpting to resolve the 
problem, but would not be pressured. He re
iterated that the IFC case was unique and that 
foreign conpanies were welcome in Peru.l

With this final expropriation, the IFC dis
pute passed from an IFC-Peruvian government 
matter to a government-to-government matter be
tween the United States and Peru. At stake was 
both $25 million in aid and $65 million in sugar 
sales as well as Export-lnport Bank and Wbrld 
Bark financing. The change in the status of the 
IPC case established a trend which was to be 
followed throughout the Velasco and Morales Ber
mudez regimes: the resort to diplomatic chan
nels to resolve investment disputes with the 
Peruvian government. Ebr the Peruvians, this 
was a bad precedent; it was contrary to the 
Calvo Doctrine which stated that foreigners 
would be subject to the laws of the country in 
which they operated and would not settle their 
claims by intervention fcy their governments. 
The possibility now existed that if a foreigner 
or foreign investor got in trouble, then, re
gardless of fault, he could provcke an expro
priation, put up a reasonable fight through 
available legal channels, and turn the case over 
to the United States State Department for col
lection. 2

1. El Peruana, Etebruary 7, 1969. The unique
ness theory was originally coined by El 
Comercdo and adopted by Velasco.

2. Jessica Einhorn maintains that in the early 
1970s, only W. R. Grace & Coirpary tried to 
exert governmental pressures on Peru. 
Jessica Pernitz Einhorn, Expropriation
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The government estimated that $225 million 
was needed in existing oil fields on the coast 
to reach peak production and $400 million in the 
jungle to produce 100,000 barrels of oil per 
day. The calculation was that such investment 
would raise the present oil production in Peru 
from a current 72,000 barrels per day to 131,000 
barrels per day in 1975. It was thus not sur
prising that immediately after the final assump
tion of the IBC properties, the government an
nounced a new petroleum policy which abolished 
the concession system and established a new op
erations contract system for future investments. 
The new legislation respected all existing con
cession rights, those of Belco Petroleum Gonpary 
off-shore, the Lobitos (Burmah Oil Coup any) part 
of the "Goncesiones Lima", and the r ights of the 
more recent companies in off-shore work in Peru, 
Occidental Petroleum Corporation and Texaco. 
The government reserved for itself the refining 
and commercialization of petroleum and petro
chemical exploitation. However, the most sig
nificant change was to use the operations con
tract system as a model to deal with foreign in
vestment. Foreign cortpanies signed eighteen 
operations contracts to explore and exploit pe
troleum under President Velasco from 1971 to 
1973 and two contracts under President Morales 
Bemudez in April 1978.

Politics (Lexington; D.C. Heath & Conpary, 
1974), p. 71. The Grace actions were 
even viewed as imprudent fcy the American 
Chamber of Commerce in Peru which opposed 
them. Charles T. Goodsell, "The Politics 
of Direct Foreign Investment" in Latin 
America in the 1970s, ed. Luigi Einaudi 
(Santa Monica: The Band Corporation, Dec
ember, 1972), p. 182.
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In February the APRA leader Victor Raul Haya 
de la Tbrre returned to lima after an eleven 
month absence in Europe and in an address to the 
AERA, he called for elections as soon as pos
sible. However, his wards toward the military 
were conciliatory. Mother AERA leader Armando 
Villanueva del Campo indicated that the military 
had the full support of the APRA in any conflict 
over I EC.

During February, President Velasco used cer
tain events to move against his conservative 
colleagues. The local press reported that the 
Central Reserve Bank had permitted IEC to remit 
from Peru $17 million since October 3, 1968.
Finance Minister General Valdivia Morriberon had 
authorized the remittance of such amounts. The 
immediate result of these accusations was that 
the ex-IFC manager Fernando Elejalde left Peru, 
and a government commission was appointed to 
investigate the remittances. The conservative 
Minister of Development General Maldonado Yanez 
and General Valdivia Morriberon were forced to 
resign. The Central Bank was placed in reor
ganization after objecting to the findings of 
the commission and its top personnel, managers 
Carlos Rodriguez Pastor and Pedro Pablo 
Kuczynski, resigned and subsequently left Peru. 
The ministers' actions had been caipletely 
legal although obviously impudent. The Velasco 
regime's reaction indicated a future trend in 
which high-level officials were often account
able for taking a legally permissible action 
which went against the Velasco politics. The 
resignation of the ministers and bankers 
removed the last high-level conservative 
elements in the finance area from the gov
ernment.

The replacement of the ministers was signifi
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cant. Gen. Francisco Morales Bermidez became 
financial minister and Gen. Jorge Fernandez Mal
donado became minister of energy and mines on 
April 1, 1969. Both were to be influential 
during the course of the Peruvian Revolution. 
Also at this time Gen. Jose Graham Hurtado 
assuned the role of the head of the President's 
Advisory Gouncil, the COAP.

The government also gave strong measures in 
the areas of education and public comnunica- 
tions. In February, it issued a strict univer
sity Law which restricted stalent participation 
in university government and created a Gonsejo 
Nacional de la Universidad Peruana (OONUP). 
Legislation was issued restricting the use of 
foreign texts in schools. By 1972 Santa Claus 
would be "outlawed," and other measures taken to 
prevent the spread of what the left wing intel
lectual comnunity called cultural imperialism. 
In March the government created the Qficina 
Nacional de Informacion (ONI) as the press of
fice of the president. The ONI was to gain 
large control over the press through the efforts 
of President Velasco's press secretary Augusto 
Zimmermann Zavala who assumed that position in 
October 1969. The creation of the ONI, along 
with the deterioration of the government's re
lations with the press, and the government's 
over react ion to criticism, all indicated future 
trends.

The Hickenlocper Amendment threat remained. 
In March a special envcy sent ty President 
Richard Nixon, Mr. John Irwin, arrived in Peru 
to discuss I PC and the two hundred mile limit 
controversy. At this time all the parts of the 
I PC controversy were being processed within the 
Peruvian legal system, a requisite for non-ap
plicability of the Hickenlocper Amendment. The
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refinery conplex expropriation ($54 million) was 
under consideration by a group of appraisers; 
the refining of oil prodicts dispute ($17 mil
lion) was in embargo procedures; and the excess 
profits claim ($690.5 million) was in the admin
istrative collection system. Moreover, a valu
ation was being made of IFC's embargoed proper
ties, the Goncesiones Lima, the distribution 
facilities, storage tanks, and other property. 
Even when the United States government announced 
on April 9 that the application of the Hicken- 
locper Amendment would be suspended awaiting 
Peruvian court resolution, it was clear that the 
f inal decision had only been postponed to August 
6 when all appeals to President Velasco had to 
be resolved. This postponement calmed the tem
pers of the parties; however, it left foreign 
investors hanging because they had to await a 
final solution at a later date. President Vel
asco himself viewed the events as a Peruvian 
victory. In an attenpt to gather political 
support, he had met with certain of the politi
cal parties, the UNO, the APS, the MDP, and the 
PDC in order to keep them informed. The APRA 
and the FCP were not invited to participate.

Hie Revolutionary Government was new able 
to turn its attention to internal affairs. It 
was in an enviable position as the economy in 
1968 had bounced back from the 1967 downturn. 
Hie debt service burden was moderate due to 
debt repayment reschedulings. The exchange 
rate had stabilized. Hie only major negative 
factor was that the 1969 budget showed a 
deficit.

In a continued effort to convince the produc
tive sectors of the government's good inten
tions, General Morales Bermudez spoke to a num
ber of industrialists in May and stated that
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the Revolution was not socialist. He did state 
that there would be changes in property struc
tures which would respect ownership rights, and 
that the government was searching for economic 
independence which would permit a better dis
tribution of land and wealth. He clearly point
ed out that the state would play a more pre- 
dominent role and would emphasize planning. 3 
This attempt to convince the members of the 
industrialists' lobfcy, the SNI, of the Revolu
tionary Government's intentions was only mar
ginally successful due to the reluctance of 
businessmen to cooperate. This behavior was 
unfortunate because for the moment the govern
ment was trying to develop allies.

The APRA kept up its criticism of the govern
ment and in May accused it of being influenced 
by the comnunists; in return, the government de
nounced the APRA by linking the APRA's anti- 
comnunism to a CIA plot. During the Velasco 
Era, many problems of the Revolutionary Govern
ment were blared on those traditional targets, 
the APRA and the CIA. Moreover, a trend of per
secution of government opponents developed. The 
government would "moralize" the bureaucracy, the 
press, and ex-Belaunde ministers whenever they 
wanted to put pressure on political opponents; 
fair play was not an issue.

As the government tried to develop more sup
port and understanding internally, and simul
taneously supress criticism, international pres
sures mounted. Due to the seizure of United 
States companies' fishing boats, military sales 3

3. Henry Pease Garcia and Olga Verme Insua, 
eds. , Peru 1968 - 1973 Cronologia
Politics (Lima, Peru: DESCO, 1974), 1:86.
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were suspended in mid-May, retroactive to Feb
ruary 14. The military sales issue was added to 
the other United States-Peruvian problems. In 
late spring, Gov. Nelson Rockefeller's visit to 
Peru was cancelled, and the military assistance 
missions to Peru were withdrawn as a result of 
the increase in tensions. Lack of ability to 
reach ary satisfactory solution to the IFC 
controversy, coupled with all the other 
controversies, had pushed United States-Peruvian 
relations to their lowest point. The inpasse 
with the United States commenced to have an im
pact as foreign investors became more nervous. 
Belco reduced its petroleum operations in the 
Talara area pending solution of a price dispute 
with EPF. Gerro Corporation and Standard Oil of 
Indiana postponed merger plans in the United 
States pending a clarification of the Peruvian 
s ituation.

On June 11 the conservative Minister of Agri
culture Gen. Jose Benavides resigned over dis
crepancies with the proposed agrarian reform law 
and price control measures for agricultural pro
ducts and basic foodstuffs such as fish, meat, 
potatoes, and bread. He was replaced by the 
liberal Gen. Jorge Barandiaran Pagador. Rimors 
circulated in respect of the tenor of the new 
law, and rioting tock place in two mountain 
towns over the issue of school subsidies. On 
June 24, 1969 the Revolutionary Government 
passed the Agrarian Reform Law.

This law was perhaps the most important, far 
reaching and lasting of all the reforms of the 
Revolutionary Government. It bore certain simi
larities to various projects of agrarian reform 
laws proposed, but never enacted in the Belaunde 
period. The following day the coastal sugar 
estates which had been exenpted from takeover in
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the 1964 Agrarian Reform Law were seized by the 
government to be turned over to their workers as 
cooperatives. It appears that the government 
perceived the necessity to quickly enact an 
agrarian reform in order to gain credibility 
with the poor people for whom they claimed that 
the Revolution was intended.

President Velasco's speech of June 24 indi
cated that the government sought to realign 
society and to alter the structure of economic, 
political and social power. He said that land 
reform had the highest priority and that it 
would touch all size estates and cooperatives 
and would bring about the "definite cancellation 
of the old economic and social structures." He 
was most dramatic when he stated that "From here 
on out, the farmer of Peru will not be arymore a 
pariah nor a disinherited person who lived in 
poverty, from cradle to grave, and locked on im- 
potently at the equally dark future for his 
children... ."4

The law was clearly designed to realign prop
erty ownership. The size of the landholdings 
expropriated would vary depending on the region 
of the country in which they were located. Land 
now had to be wo iked directly by the owner. The 
previously exempt sugar estates were included in 
the law. An agrarian court was established to 
settle disputes. Compensation was to be paid 
for land expropriated, in cash and in bonds, and 
the bonds could be exchanged with the government 
for financial backing to create new industries 
if matching funds were available. The Agrarian 
Reform Law had a major impact on national inves
tors of all economic classes due to its wide

4. La Prensa, June 25, 1969.
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sccpe. Due to its application, even some peas
ants eventually lost land to other peasants. W. 
R. Grace & Goitpany lost approximately $10 mil
lion in sugar-growing land (the Hacienda Para- 
monga). Reaction to the measure in general 
caused declines in the Belco, Grace, and Gerro 
shares on the New York Stock Exchange. The im
pact on American investors was great; a state of 
panic was created. 5

The agrarian reform was clearly a gigantic 
step. It was applauded by the comnunist labor 
union, the GGTP, and other supporters of the 
Revolution such as the then dean of the Lima Bar 
Association, Dr. Alberto Ruiz El dredge. The 
military was now in a strong position in respect 
to one of its major foes, "la oligarquia" (the 
oligarchy, the establishnent). The reform was 
one for the people, the poor, and against the 
capitalistic forces which had always governed 
Peru. It was one of the postulates of the Revo
lutionary Statute "to transform the financial, 
social, and cultural structures of the coun
try." 6 Certain officers claimed that there was 
a need to move rapidly to avoid a violent Cuban 
style revolution in Peru.7

Further reforms were ejected in banking,

5. New York Times, June 29, 1969.
6. Decree Law No. 17063, October 4, 1968,

Article 3.

7. New York Times, June 28, 1969 (words of
General Leonidas Rodr iquez Figueroa). They 
feared a resurgence of the guerrilla pro
blem of the 1960s leading to more unrest 
both in the rural areas and the cities.
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taxes, fishmeal marketing, and public utilities, 
and the government established commissions to 
study reforms in fishing, banking, taxation, 
and industrial profit sharing. Increased 
state and worker participation and control 
appeared likely. The Peruvian Revolution was 
revealed to be what it was fcy the agrarian 
reform. That reform not a "unique case" and was 
the most far-reaching agrarian reform in Latin 
America other than the Cuban reform. It was 
unclear how far Peru would go. Even the 
Wall Street journal commented favorably 
about the reforms and the junta's action 
which appeared to be ".. .reasonable and con
structive nationalism, and a welcome tonic for 
the process of Latin American development." ® 
Fidel Castro chose to overlook previous anti- 
Cuba statements and remarked in a July speech: 
" If in Peru a true revolution ensues.. .our 
people will be ... at the side of the Peruvian 
people.

Further strains on Lhited States-Peruvian 
relations developed in July. The I PC contro
versy reappeared. The Ministry of Energy and 
Mines rejected the last IFC administrative ap
peal regarding the excess profits of $690 mil
lion. A problem developed over the Internation
al Telephone and Telegraph (ITT) holdings in the 
Peruvian telephone company, the Gbnpania Peru
ana de Telefonos, in which ITT owned 69 percent 
of the company. It started to hear complaints 
from the government regarding excess spending. 
Such complaints were a pretext to raise the 
nationalization issue contemplated in ITT's 1967

8. Wall Street Journal, June 26, 1969.
9. New York Times, July 15, 1969.
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contract with the government. These issues 
were all linked to the trend toward state owner
ship and control. At this time the government 
had created new state entities for food distrib
ution, EPSA; oil, Petrcperu (replacing EPF); and 
mining, Mineroperu.

As July 28 approached, it was clear that the 
radical element of the cabinet had won control 
and was influencing policy. The private sector 
was concerned that radical measures would be an
nounced in General Velasco's first Independence 
Day speech. This was not the case although 
President Velasco was quite revealing of his 
intentions. He indicated that Peru was carrying 
out a revolution; however, the revolution was 
not Marxist. The government was not moving to
ward a comnunist type of society. Although he 
recognized the necessity of foreign investment, 
he pointed out that it should be rationalized, 
and that new rules should be established to 
guarantee that the developing countries parti
cipate in the riches which foreign investors 
exploit. He indicated that if such would not 
be the case, the foreign investors would force 
Peru to re-evaluate its investment policy.

President Velasco went on to reiterate that 
the petroleum was now Peruvian. I PC was a closed 
case. He announced that there would be future 
reforms in barking, fishing, and the "enter
prise", i.e., conpary reform. This last reform 
would give the workers participation in profits 
and management; however, private property would 
not disappear nor would the private sector be 
made into cooperatives except in agriculture. 
He indicated that foreign and national private 
sector participation in economic development was 
welcome. The reforms already taken in barking, 
agriculture, and water rights were discussed.
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President Velasco made clear that at the end of 
the Peruvian Revolution, society would be a new, 
different, and just one in which the government 
under a new constitution would be elected by all 
Peruvians including the illiterates.

Hie ideas put forth in President Velasco's 
July 28 speech were reaffirmed vigorously in 
international forums and in its dealings with 
investors in the Velasco Era. Unfortunately, 
the government often tried to drive too hard a 
bargain due to a lack of realism, and, conse
quently, potential investors backed off. Hi is 
was especially true in incbstry and mining where 
the terms got extremely tough once several in
vestors had cote in, or for exanple in mining, 
just as they started to negotiate. In the case 
of petroleum, unclear or unwise policy created 
the same result in the latter half of the presi
dency of General Morales Bemudez.

Hie I PC controversy continued. Hie conpary's 
final appeal was rejected in early August by 
President Velasco. I PC had exhausted all admin
istrative appeal measures and the issue now 
rested with the diplomats as IPC's facilities 
were expropriated definitively on August 23.

August brought both positive and negative 
signs to foreign investors and indicated the 
government's lade of consistency. It revealed an 
ongoing dispute with two American road contrac
tors, Brown and Root and Morrison Knudsen, which 
were accused of malpractice and excessive and 
unnecessary expenditures. Simultaneously, the 
Revolutionary Government rescinded the second 
part of ITT's 1967 expansion contract and made 
clear its intentions not to honor the contract; 
it planned to run all telecomnunications facil
ities.
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At this time Homestake Mining Conpary of San 
Francisco negotiated a contract with the govern
ment to exploit the copper, lead and zinc mine 
Madrigal near Arequipa in the south. This was 
to be a $10 million investment and was agreed to 
on August 26. It was the first major opening of 
the government to the foreign investors. Other 
positive signs appeared as Belco Petroleum Oom- 
pary settled a petroleum pricing dispute with 
Petrcperu, and there were continuing negotia
tions between Southern Peru Copper Corporation 
and the newly created Minercperu over the devel
opment of the Cuajone project. Minercperu was 
also concbcting negotiations or preliminary 
talks regarding Gerro Verde with Anaconda; 
Morococha and Antamina, all with Cerro de Pasco, 
a subsidiary of Cerro Corporation; Michi- 
quillay in the north with the parent of Southern 
Peru Copper Corporation, American Smelting and 
Refining Cbitpary; and the Bayovar phosphate 
deposits on the northern coast with Kaiser Cor
poration.

In September, however, the government moved 
to gain more state control over the mines by re
quiring all mining companies to present a sched
ule of operations by year-end 1969, and to start 
work on dormant concessions no later than April 
1, 1970. This requirement generated favorable 
reaction from certain nationalistic groups who 
sew it as a way to speed up negotiations with 
the mining companies concerning potential in
vestments and to cause the reversion to the 
state of other areas which investors did not 
plan to develop. This action, on the other 
hand, presented investors with great diffi
culties due to the capital required to be com
mitted with such a short time schedule. Business 
Latin America called the action "inconpreherv- 
sible" and stated that mary of the government's 
decrees reflected "rhetorical nationalism and
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lade of realism" and were measures to develop 
support within Peru.

While following one line at hone, the Revo
lutionary Government preached a different line 
abroad. It tock its case to a number of inter
national forums, including the United Nations, 
where at the end of September, Foreign Minister 
Gen. Edgardo Mercado Jarrin defended Peruvian 
petroleum and mining policies and again reiter
ated that foreign investors were we leone as long 
as t h ^  were willing to work within the spirit 
of the Peruvian legislation. In order to 
alleviate fears of the scope of ccnpary re
form, he stressed that except for the agricul
ture sector, the government did not intend to 
turn the private sector into a cooperative one.

During the fall General Morales Bernudez was 
involved in the rescheduling of the debt due in 
1970 to 1974, $772 million, for the period 1970 
to 1980. To convince lenders, he was able to 
point to a favorable trade balance and a balanc
ed budget although it was clear that government 
spending was to pick up. Moreover, the Ministry 
of Enercy and Mines estimated that $1 billion in 
mining investment would enter Peru in the 1970s.

In the area of large projects, petroleuti, and 
mining, the government and the foreign investors 
had conpatible interests and, to a certain ex
tent at this stage of the Revolution, the for
eign investors could rely on the government's 
word. Op to new the government still believed 
in the necessity of foreign investment and even 
placed an advertisment in the New York Times 
highlighting the soundness of the econoiy and

10. Business Latin America, September 18, 1969.
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investment opportunities. Nevertheless, the 
question of the military's direction in fishing, 
petroleum, and cortpary reform presented obsta
cles to generate foreign investor confidence, 
and national investor reluctance was clear.

In General Velasco's speech on October 3, he 
focused on the problem of private investment, 
and he reaffirmed the announced guarantees for 
private enterprise, to include foreign com
panies, and indicated that he believed that con
ditions existed for confidence in investing in 
Peru. However, he also discussed a theme which 
would become a future problem when he criticized 
"la oligarquia" for not investing in Peru be
cause they had been harmed by the agrarian re
form. It was this lack of investor confidence 
which become more critical as the Revolution 
advanced. Nevertheless, General Velasco pro
ceeded to encourage the masses to take a direct 
involvement in the Revolution. The government’s 
resolve was to go ahead, based on the positive 
results of the agrarian reform.

In October two things occurred which were to 
have impact on indistrial development in the 
next few years. Peru became an official member 
of the Andean Common Market (ANCOM), the Andean 
Pact, a five country trade union including 
Bolivia, Chile, Colombia, Ecuador, and Peru. 
Peru's entrance into this group was significant 
because of its subsequent adoption of a strict 
foreign capital code which discouraged foreign 
investment and technology transfers. During the 
Velasco Era Peru adhered to the strict letter of 
the code to the detriment of its development be
cause the other ANCCM members developed various 
ways to take exception to the rigid rules when 
it was expedient. Moreover, on October 17, 1969 
the very nationalistic and anti-foreign invest
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ment Adm. Jorge Dellepiane tock office as the 
new minister of indistry. He would play an im
portant role in the implementation of the gov
ernment's company reform and clearly favored the 
laborers of the foreign and national companies 
over management.

The Revolutionary Government and President 
Velasco still were attempting to convince the 
national industrialists of their good inten
tions. In the annual conference for businessmen 
(CADE) in October the president told the busi
nessmen that they would have to carry on busi
ness in a country in the process of change, and 
such changes were indispensable for integral and 
accelerated industrial development. He re
iterated that the militaxy did not intend to 
develop a communist society and stated that in
dustrial development was a priority to be car
ried out with a new indistrial mentality. He 
1 irked accelerated indistrial development to the 
feasibility of carrying out structural trans
formations. He stated that "we expect and we 
want the patriotic and loyal cooperation of the 
business sector. " H

While attempting on one hand to convert the 
national investor, the Revolutionary Govern
ment on the other hand was negotiating with 
foreign investors. An agreement was reached on 
October 29 to nationalize the ITT holdings. 
Once ITT was at least tentatively settled, the 
government could turn to its great need, a large 
investment project.

It was clear to all observers that the Cua- 
jone mining project under negotiation with

11. New York Times, October 30, 1969.
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Southern Peru Copper Corporation indicated that 
a decision had been taken to attract foreign 
investment. A tentative agreement for a $355 
million investment over the next six and one- 
half years was reached in October. 12 This 
was a triumph for the cabinet moderates lead by 
General Morales Bernudez who was opposed by 
General Fernandez Maldonado as well as the 
mining and industry ministries over its financ
ing period and foreign exchange provisions. 
The contract was not signed until December 20 
after an intensive debate in the government over 
its terms and certain waivering of interest on 
the part of Southern Peru Copper Corporation 
regarding the wisdom of entering into the 
agreement. There was some public opposition 
to the deal. The nationalistic magazine oiga 
criticized the Cuajone project and General 
Morales Bernudez' actions in the finance areaf 
i.e.f conventional debt financing, foreign
investment, balanced budgets, and a private
banking system. 12

12. By 1979, its cost due to delay in bank 
financing and worldwide inflation was esti
mated to be $1 billion.

13. oiga, November 9, 1969. General Morales 
Bermudez had the last word. In 1976 when 
the Cuajone project was inaugurated, it 
was welcomed by all Peruvians due to 
their extreme financial crisis and short
age of foreign currency. The CUajone 
project was to be the first of the 
Revolutionary Government's major minerals 
projects with foreign capital to come fully 
on-stream during Morales Bermudez presi
dency.
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However, in spite of Cuajone, the September 
2, 1969 decree regarding mining company work 
plans had created a generally negative climate 
for foreign investors in that sector. The com
panies were in a dilemma because it was diffi
cult to commit more capital in a climate of 
growing nationalism, even at the risk of 
losing existing potentially profitable propert
ies.

While the investors, both foreign and na
tional, attempted to digest the changes taking 
place around them, the Revolutionary Government 
attempted to play down the ultimate effect of 
its reforms. Aflmiral Dellepiane announced that 
carp ary reform would be accomplished by changing 
attitudes. No clear explanation of the form of 
such reform was forthcoming. Meanwhile, at 
international conferences, Peru presented her 
Revolutionary viewpoint. President Velasco 
spoke at the inauguration of a Council of Cop
per Exporting Countries (CIPEC) conference in 
Lima in November, and called it a "terrible 
r eality" the utter dependence of the CIPEC coun
tries on foreign investment, capital and 
technolocy, and marketing channels. This parti
cular viewpoint was reiterated mary times during 
the Peruvian Revolutioa The Revolutionary 
Government's assumption of fishmeal and minerals 
marketing in the early 1970s was an attempt 
to control such destiry.

Further trends were developing which had an 
inpact on foreign investor decisions and were 
to push national investors away from the desire 
to cooperate with the government. The signature 
of the Cuajone contract indicated that the 
Revolutionary Government had ambitious plans 
for economic development and needed foreign 
capital and expertise to realize such plans. 
However, tough bargaining over the terms and
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enphasis on state involvement was a fixed 
pattern for the future. At least in this area, 
the foreign investor sav more clearly that the 
state would be his future adversary.

National investors were more concerned about 
the political climate. The Revolutionary Gov
ernment tock two significant actions in December 
which had great inpact. It placed the Supreme 
Court of Peru in reorganization on December 24 
and created the Consejo Nacional de Justicia 
(CNJ) through which the executive in effect tock 
control of the judiciary. At year-end the gov
ernment issued the Freedom of the Press Law. 
This Ism placed severe restrictions on the press 
and curtailed press freedom.

These two laws were indicative of the Revo
lutionary Government's future conduct in the 
Velasco Era. Its assumption of control of the 
judiciary and the restrictions on the press 
signaled to Peruvians and foreigners, whether or 
not investors, that the government desired to 
control certain segments of society. Moreover, 
it was clear that the Christian Democrat PDC had 
taken part in the drafting of the legi
slation through its leader Dr. Hector Cornejo 
Chavez. His support of the president in the 
Velasco Era was so open and unconditional that 
he has been referred to as the "Judas of the 
Revolution. "14

It was the Freedom of Press Law which pro
voked the strongest and loudest opposition to

14. La Prensa, August 12, 1978. He was
accordingly a traitor to the Peruvian peo
ple, not to the Revolution to whidn he was 
faithful.
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the Peruvian regime in fifteen months. It united 
bitter historical rivals in the journalism 
and political fields. Manuel Ulloa claimed from 
Mexico that the law was to "gag criticism of 
the inept military government. "*5 El Tiempo 
in Bogota even went so far to refer to it as 
"the insolence of the dictators. "16

Since the government had adopted a nation
alistic stand in various areas, it was logical 
that certain pressure groups would come to its 
aid. The workers of the Ulloa - controlled 
Expreso and Extra badced the press law. 
Hie Christian Democrat PDC did also, and its 
leader Dr. Hector Cornejo Chavez debated Dr. 
Enrique Chirinos Soto of the APRA on national 
television regarding the law. The majority of 
the newspapermen opposed it. The controversy 
caused the government to issue a comnunique 
which made clear that it would not guarantee 
unrestricted press freedom, and that the press 
would have to assume certain responsibilities. 
It was clear that the days of the free press 
were over.

At year-end certain of President Velasco's 
Young Turk colonels were promoted to general. 
Leonidas Rodriquez Figueroa and Javier Tantalean 
Vanini were among the group. The former became 
head of the Sis tana Nacional de Apoyo a la Mov- 
ilizacion Social (SINAMDS) created in 1971, 
and the latter, President Velasco's minister of 
fisheries and reputed successor in early 1975. 
The promotion of both men was significant in 
President Velasco's continued consolidation 
of power. Even though the moderates lead fcy

15.
16.

New York Times, January 14, 1970. 
Latin America, January 16, 1970.
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General Morales Bernudez had won a temporary 
victory for reason over the "earthquake" group, 
the radicals lead by General Fernandez Maldo
nado, the Revolution would not be slowed down. 17

Further moves were taken to place more con
trols on foreign investors. The government 
announced prior to year-end that the thirteen 
assembly plants for cars and trucks nust submit 
by March 1970 bids for auto assembly concess
ions effective from January 1, 1971. This was 
a clear attenpt to rationalize the auto 
assembly industry, and force it to increase the 
amount of local manufacturing content in each 
car. In banking, the deadline for Peruvian^ 
ization of the banks was extended; however, 
eventually this was to reduce the foreign hold
ings of Chase Manhattan, Credit Iyonnais, and 
Chemical Bank. Peruvian capital and cargo re-

17. The Promocion Terremoto (the "earthquake" 
class of the Peruvian Military Academy) 
included Generals Rodriquez Figueroa and 
Fernandez Maldonado, the radical generals 
of the Revolution. Its influence was felt 
in the Velasco Era. However, it is impor
tant to note that neither of these men, nor 
the other two radical generals, Ehrique 
Gallegos Venero and Rafael Hoyos Ribio, 
were graduates of CAEM. They all were pro
ducts of the military intelligence service 
which had been founded by General Mercado 
Jarrin in the 1960s and apparently had been 
convinced of the necessity of reform while 
carrying out their intelligence activities. 
Alfred Stepan, The State and Society Peru 
in Comparative Perspective (Princeton: 
Princeton University Press, 1978), pp. 135, 
146.
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quirements were also inplemented for shipping. 
These measures reflected the government's 
theoretical intentions of more Peruvian 
participation, less waste, and greater economies 
of scale. Investors would have to rethink 
their strategies if th^ were to continue 
working in Peru.

By the start of 1970, Peru's economic situ
ation had stablized. Foreign investment fig
ures were bolstered by projected inflows from 
large projects with the signature of the Cuajone 
contract. The ITT problem had been solved, and 
Peru's entrance into the Andean Pact would 
provide the government with inpetus to inplement 
development policies for the rationalization of 
indistry. Commodity prices were on the upturn. 
Inports were being rediced. The 1970 and 1971 
foreign debt was being rescheduled. National 
investors gained a certain amount of confidence 
in the government; a few of them inserted a full 
page ad in the New York Times to reaffirm 
their faith in Peru.

February 1970 appeared to be a crucial month. 
The government clearly indicated that it was 
considering commercial relations with Cuba. 
Moreover, it stated that it planned to be in 
office for at least the next four years. Gen. 
Javier Tantalean was sworn in as the minister of 
fisheries and initially made it clear that the 
fishing indistry would not become state con
trolled.

In February 1970 the APRA leader Victor Raul 
Haya de la Torre requested that the government 
open a dialogie. President Velasco had at
tested in October of the previous year to make 
peace with the APRA in a visit to their tradi
tional stroncjiold, Trujillo, where he called
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upon everyone to forget old quarrels, a ref
erence to the massacre of civilians and mil
itary men in an APRA revolt in Trujillo in 
1932.

However, by new a change of heart had oc
curred as the Revolutionary Government rejected 
this appeal when its radical spokesman General 
Fernandez Maldonado called the APRA an enerty of 
the Revolution. The decision not to reconcile 
with the APRA was obviously a sign that the 
radicals were in control. Subsequently, the
APRA newspaper, La Tribuna, would be embargoed 
in April and removed from circulation.

The government used different militaiy lead
ers to present different viewpoints. General 
Morales Bernudez usually presented conciliatory 
speeches to get national and foreign investor 
support whereas Generals Fernandez Maldonado, 
Rodriquez Figueroa, and Graham Hurtado made the 
nationalistic pronouncements. In March General 
Moralez Bernudez spoke and emphasized that the 
econotty had been stabilized because inflation 
was controlled and the budget balanced. He 
did indicate the necessity of the modification 
of economic, social, and cultural structures 
associated with the pattern of external de
pendence and overspecialization in the produc
tion of raM materials for the industrial 
nations. His speech was moderate and intended 
to instill confidence; however, his economic 
f igures were revealing. Industrial output had 
grown only 1.9 percent instead of the projected 
6.0 percent. Mining was up 2.7 percent instead 
of 4.5 percent. The construction, agriculture, 
and fishing sectors had not grown.

A further effort was made to stablize in
vestor confidence. The government reached an
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amicable settlement in March with ITT which 
finalized the preliminaiy agreement of October 
1969. ITT sold to the government its ownership 
in the Coitpania Peruana de Telefonos for approx
imately $16.4 million. Most of the funds would 
stay in Peru, either to construct a Sheraton 
Hotel or a preposed telecomnunication equipment 
plant. Peru paid $2.5 million cash and granted 
a substantial contract to an ITT subsidiary to 
supply phone equipment. This was a typical Vel
asco Era arrangement: the government would ap
pear extremely nationalistic; it would criticize 
the investor? and then it would negotiate a deal 
suitable for both.

There was not a consistent trend for inves
tors to follow. In March the Revolution moved 
against the free press and expropriated the 
Ulloa newspapers Expreso and Extra and 
turned them over to their leftist workers. This 
action kept observers off-balance. Their dilem
ma was best expressed by an editorial in El 
Come re io entitled "Where is the government 
taking the country?" ^  The editorial ques
tioned the newspaper expropriations and the 
measures against the judiciary and the press. 
It pointed out that the western and Christian 
civilization and its fundamental values were at 
stake. El Comercio indicated that the government 
had the responsibility to explain clearly to the 
country its thought and designs, and thus this 
traditionally nationalistic, anti-APRA, and 
anti-IBC newspaper todc its place in the anti- 
goverrment group. It had already moved toward 
such position with the passage of the press law.

18. El Comercio, March 11, 1970 ("Hacia dond 
lleva el gobiemo al pais?").
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To counteract rumors of unrest in the armed 
forces and accusations of communist infiltra
tion, President Velasco spcke at a meeting of 
military officers to show institutional unity, 
and reminded Peruvians and foreigners that the 
armed forces had never hidden the revolutionary 
and nationalistic character of the regime. He 
also refuted accusations of comnunist infiltra
tion, and he stated that it was not a form of 
comminism to fight against underdevelopment, to 
rescue the peasants from their misery, and to 
fight against hunger and exploitation. He warned 
that to divide the armed forces over the issue 
of leftist influence (obviously referring to 
Expreso and Extra) could lead to a civil 
war. Neither foreign nor national investors 
could be impressed by President Velasco's 
speech inasmuch as the signs of comnunist or 
leftist influence were clearly there in its 
actions against the press and in the govern
ment's reforms. Nevertheless, it was important 
that he asserted the non-comnunist nature of the 
regime.

There was a turn to the left at this moment. 
The expropriation of Expreso and Extra were 
significant because they were changes which 
could not be justified as necessary such as 
the reforms undertaken previously. Moreover, 
the president had commenced to warn about 
violence; a military loyalty ceremory was 
necessary to show unity; and the unofficial 
Comites de Defensa de la Revolucion sprang up.

When President Velasco spoke to the Congress 
of Latin American Industrialists in £pril, he 
revealed the exact government line regarding 
private national and foreign investment. He 
described foreign investment as a two-way street 
and eirphasized that so far very little benefit
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had been received from foreign investment. The 
investors were those who benefitted from the 
raw materials which they sold in foreign mar
kets. The Velasco model, the "Velasco Doctrine", 
was that the state should guarantee an entity 
the right to make a profit. Investments should 
be in mixed coitpanies or private companies 
with fixed periods of time for them to revert 
to the state once their investment and a reason
able return had been recovered. Although direc
ted at foreign capital, the Velasco Doctrine 
clearly gave signals to local private investors 
that there would be areas in which state invest
ment would predominate and leave them little 
room to expand or even invest. The Peruvian 
ambassador to the United States attempted to 
downplay the Velasco Doctrine as a "casual 
suggestion." The reaction abroad was mixed. 
The Cerro Corporation and American Smelting 
and Refining Gonpary (ASAROO) stock fell on the 
New York Stock Exchange while Belco Cor
poration' s stock fell sharply and then rose 
again on assurances fcy its chairman that
there was no "change in policy." 19

La Prensa published an editorial regarding 
communist infiltration in April. It stated that 
even though the armed forces are practically fcy 
definition anti-communist, that did not lessen 
the problem created by the unsolicited offers of 
assistance from the communist countries. La 
Prensa expressed the preoccupation that the 
communists would create an image that they were 
needed. 20 Confidence was shaken.

19. Wall Street Journal, April 9, 1970.
20. La Prensa, April 5, 1970.
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State control over natural resources in
creased. The government announced the bases for 
a new mining law which provided that the state 
would assume all refining and marketing of min
erals to include the sale and pricing of copper. 
The latter was to occur in eighteen months. Al
though the law provided anple incentives for 
those who desired to enter into ventures with 
the state, it hurt conpanies such as Southern 
Peru Copper Corporation in its atterrpt to fin
ance Cuajone because it could no longer guaran
tee a supply of ore to its buyers.

In May a draft of the proposed general law of 
indistries was circulated. The law's major 
radical points were the takeover by the state of 
basic indistries, and the inclusion of the Vel
asco Doctrine which guaranteed capital recovery 
plus a fixed return on investment. Confusion 
existed regarding the sccpe of the law to be 
passed and how it would be applied. Moreover, 
there were questions whether existing contracts 
such as the Bayer contract to manufacture acryl
ic fibers would be honored. Originally observ
ers believed that the state locked on the ITT 
deal as a model and merely ejected foreign com
panies to negotiate local equity participation. 
The Peruvian industrialists' lobby/ the SNI, in
itially was willing to accept nuch of the pro
posed legislation as long as its rules were 
clear. Foreign investors would have to adapt to 
changing times; however, there was a very real 
concern from where the local capital would core 
for the purchase of the foreign owners' shares 
and the establishment of joint ventures.

As Peruvians lost confidence in the Velasco 
regime, they began to place more of their funds 
in barks abroad. To counteract capital flight, 
and in general to establish a more controlled
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econony, the Revolutionary Government issued a 
very strict exchange control law in May. Peru
vians were not permitted to have bark accounts 
outside Peru nor possess foreign currency. All 
inflows and outflows of foreign currency were 
controlled. All existing bank accounts in 
foreign currency were converted to local cur
rency. This rule's application to most foreign
ers was revcked two days later. The estimate of 
the immediate amount of foreign currency con
verted or repatriated was $150 million; however, 
subsequent leakage of foreign currency was nuch 
higher as a black market flourished. It was 
with the reintrocUction of exchange controls 
that the investors saw the handwriting on the 
wall. In Peruvian history exchange controls 
have been introduced by governments in diffi
cult times and have never been overly success
ful. Free exchange and prosperity have general
ly gone together.

The introduction of the controls was to an 
extent politically motivated because the foreign 
exchange situation was positive. The last two 
years had resulted in an export surplus. For
eign conpanies now had to face the problem of 
purchasing currency to pay interconpany accounts 
and expatriate dollar salaries, the prospect 
of increased paperwork, and the possibility of 
non-availability of foreign exchange.

Although the military government continually 
denied commnunist influence, at the same time it 
advocated the support of groups and policies 
which counteracted this iiqpression. The depor
tations of opponents and, in several cases, 
the deprivation of government critics' citi
zenship, created a bad image everywhere. In ad
dition, it became clear that the government was 
close to establishing diplomatic ties with Cuba.
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Tb conpound investor worries, Cuban style 
Comites de Defensa de la Revolucion sprang up. 
Hie government initially offered certain un
official encouragement; however, their presence 
was criticized by governmental opponents due to 
the parallel to similar Cuban committees and 
their backing by the comnunist FCP. The govern
ment originally saw them as a way to lessen the 
influence of APRA; however, the anti-comnunist 
bias of the military conflicted with the commit
tees which could easily be manipulated by the 
comnunists and thus the military withdrew its 
support.

Peru experienced one of the greatest disas
ters in its history on May 31 when a massive 
earthquake occurred in the north causing great 
damage and loss of lives on the coast and in the 
mountain area known as the Callejon de Huaylas. 
The town of Yungay was conpletely destrcyed. 
Hie death toll was approximately fifty thousand 
persons. Aid to the survivors was provided by 
mary countries, to include the USSR, Cuba, 
the United States, and Britain. In later years, 
opponents of the regime would accuse the mili
tary of corruption and acts of theft of the 
equipment and materials. 21

Late in June, the Banco de la Nacion acquired 
the bankrupt Banco Popular from the Prado family 
in a move to strengthen the state barking appa
ratus and strike a blow against the government's 
opponents, the Prado family. Subsequently, in 
August the government would announce its plans

21. Hie jcke regarding aid and assistance re
ceived was "one for Juan (Velasco) and one 
for the JAN (the state social service or
ganization) ."
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to acquire the Banco International which was 
owned partially by Chemical Bank, and the Banco 
Continental, owned by Chase Manhattan. The 
purchases gave the state strong control over the 
banking system; however, the payment made for 
the purchase of the banks was criticized as 
over-generous by both the left and AP. It
appeared that the government was willing to pay 
a good price in order to purchase the banks 
while not alarming the international financial 
circles by their assumption of the banks. 
They paid a high price for good relations with 
its bankers; however, in future years, the 
Revolutionary Government would benefit because 
from 1973 to 1975 the international lending 
institutions loaned it substantial sums of 
money.

Hie traditional July 28 speech of President 
Velasco was a crucial speech in the history of 
the Revolution. He stated for the first time 
that Peru was charting a middle road between the 
two ideologies of comnunism and capitalism.22 
He discussed the various reforms which had al
ready taken place and then when he announced the 
prcnulgation of the General Law of Industries, 
he introduced a new revolutionary change in 
property ownership, the Industrial Gbmnunity. 
Hie Industrial Community vrould be made up of all 
workers in each industrial company. The com
munity would share in the company’s ownership, 
management, and profits. President Velasco also 
conf irmed that the basic industries, to include 
paper and cement, would be taken over by the 
state. Bbreign investment in most industrial

22. General Moralez Bermudez had mentioned the 
third road to development earlier when he 
spoke to the Interamerican Development Bank 
in £pril 1970.
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entities would be rediced to a third depending 
on the level of existing ownership.

Hie reaction to the legislation was mixed. 
Both foreign and national investors felt sur
prised and cheated because the original draft 
of the new General Law of Industries had not 
included the Industrial Community nor the state 
takeover of cement and paper. The Industrial 
Gomnunity idea became clearer to investors in 
September with the issuance of the Industrial 
Gomnunity Law. The comnunities were to exist in 
each conpary, were to share in the ownership, 
management and profits, and eventually could own 
up to 50 percent of the entity.

The entire meaning of the reform, its effects 
on present and future investment, and the con
sequences for Peruvian industry were unclear due 
to ambiguities in the law. Foreign investors ob
served that the provisions had great similarity 
with the proposed foreign capital code of the 
Andean Pact. Both foreign and national inves
tors reacted negatively to the bias against for
eign capital and the proposed takeover of the 
basic industries. The Peruvian industrialists' 
lobky, the SNI, denounced the reform as a threat 
to private property. The APRA labor union, the 
CTP, stated that the Industrial Community might 
conflict with the function of the labor unions. 
The AP and the convervative PPC also criticized 
the new legislation. In contrast, the communist 
labor union, the CGTP, and the Christian Demo
crat PDC, now government backers, favored the 
reform. oiga supported the Industrial 
Community although the press reactions in gener
al were varied. The "Industrial Revolution 1970 
Peru-Style" was the most radical innovation sin
ce the agrarian reform and the takeover of the
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sugar estates. 23

The basic industry provisions posed the most 
immediate threat. The W. R. Grace & Gonpary 
Sociedad Paramonga and Papelera Trujillo were 
included as were the Gerro Corporation metal 
fabricating and sulfuric acid plants. A number 
of the cement conpanies were nationally owned. 
In order to play down the impact, government 
spokesmen indicated that government control 
of cement and paper would ocaur over a ten 
year period. Mathematical models were released 
to show that the Industrial Gomnunity might 
readi 50 percent of ownership in a time frame 
of eleven to fifty-three years. However, in 
spite of these statements, the measure was 
clearly the "most radical single measure pro
duced by the military government in twenty-two 
months in office.

The move to consolidate its stand against 
foreign investors continued. The government 
passed legislation in August requiring that all 
mining conpanies present their mine exploitation 
plans and arrange financing before year-end. 
Mary conpanies would find this difficult to com
ply with, and there would be a reversion of a 
part of their properties to the state. This 
news, along with the announcement that the auto
mobile assembly plants would definitely be re
duced to five, was received with negative re
actions fcy all investors. It was clear that new 
elements had been introduced such as case-by- 
case negotiations, profit restrictions, industry 
rationalization, and state control in mining.

23. Peruvian Times, August 7, 1970.
24. Latin America, August 7, 1970.
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In September, General Morales Bentudez spoke 
at the XXV Reunion of the World Bank and the In
ternational Monetary Fund and helped clarify the 
government's ideological stand. In an inportant 
policy statement, he indicated that Peru intend
ed to place itself in the diplomatic sphere of 
the Third World. The concept of neither capi
talist nor comnunist was ejqplained as the former 
would lead to development of an underdeveloped 
and dependent society, and the latter was alien 
to Peruvian reality and unacceptable for the 
nationalistic and humanistic end of the Revo
lution. He indicated that it was necessary to 
create a more just world and to submit the acti
vities of foreign capital to just rules. His 
words were reaffirmed by a working paper of pol
icy guidelines issued by the National Planning 
Institute. This document called for the forma
tion of a more just society, without privileges 
or economic, social, and cultural ostracism. It 
enphasized the need for the acceleration of 
self-sustaining economic growth, and the 
achievement of a greater measure of economic 
independence. The power bases would have to be 
changed, and the state, once it was reformed, 
would assume a greater role.

General Velasco had gained popularity as evi
denced by the attendance in the Plaza de Armas 
in Lima for his October 3 speech. The crowd was 
reported to be from 200,000 to 500,000 persons. 
It was here that he alluded to the mechanisms 
for participation of the people in the Revo
lution. He criticized the left, the right, and 
the rich. However, his major enphasis was on 
national unity. President Velasco reiterated 
the neither comnunist nor capitalist road of the 
Revolution which was to be based on the creation 
of a "new man" who was willing to change the 
present system. He stated, as he was to do mary
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times in regard to the Revolution that "its ene
mies will never acccnplish that its direction be 
diverted. Each day it will be stronger. Because 
each day the union of the people and the armed 
forces will be firmer and more profound. "25 
He also denied that the government desired to 
abolish private schools, housing, and property. 
This was to attenpt to calm the increasing ru
mors about possible reduction of private prop
erty rights and freedoms.

The mining companies faced with the financing 
schedules decreed earlier in the year either 
were unable or unwilling to meet the schedules, 
or in some cases influenced by the changes in 
Peru's economic and political climate, wanted to 
withdraw from Peru. A number of mining con
cessions reverted to the state due to lack of 
work plans or financing. They included the 
American Smelting and Refining Cbnpary 's Mich- 
iquillay deposit, and Cerro de Pasco's Antamina, 
Tint^a, Chalcobamba, and Perrobamba conces
sions. All such concessions were turned over 
to Minercperu to develop. Minercperu was also 
to pick up the Gerro Verde copper concession 
before year-end when Anaconda's attenpt to 
negotiate a joint venture failed, and Southern 
Peru's Quel lave co deposit after year-end. The 
total value of concessions returned was esti
mated at $685 million. Only Marcona Mining 
Conpary announced an investment, the $25 million 
espansion of its facilities. The mining 
sector had now become a private-state sector 
due to the development of Minercperu.

Nevertheless, in the fall Peru still had a 
favorable economic climate. Although there was

25 La Prensa, October 4, 1970.
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a lack of private investment, the econcny was 
not sluggish. It was predicted to grow from 5.5 
percent to 7 percent on an annual basis. Im
ports were up. The major danger sign was in
creased government spending which made up the 
shortfall of any inflow of new investment. This 
was the pattern for the 1970s in Peru.

Inasmuch as the General Law of Industries was 
in part written to favor the national investors 
and to permit these indistrialists to partici
pate in more areas of the economy, the govern
ment turned again to the private indistrialists 
at CADE in the fall and asked for understanding 
and collaboration. When President Velasco 
closed the conference, he told the Peruvian 
businessmen that there should not exist antagon
ism between them and the government. He pro
posed an "Economic Action Front Against Under
development. " This front would foster the 
normalization of the relations between business 
and labor which had been strained by the General 
Law of Industries and the Industrial Community 
Law. He did warn that if the indistrialists did 
not cooperate, the state would fill the vacuum.

While the government spoke conciliatory 
words, it enacted the Labor Stability Law in 
November that was definitely anti-business. The 
lav made it almost impossible to fire an enplcy- 
ee after a three month trial period and would 
have major effects on industrialization and em
ployment during the Velasco Era and the Morales 
Bermudez presidency. It would be a major dis
incentive to investment and the creation of 
jobs. It was perhaps the biggest mistake made 
by the government in the Revolution.

In November the Marxist Salvador Allende was 
inaugurated president of neighboring Chile.
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Since the Allende regime was more radical, the 
Peruvian military could justify their expropri
ations and anti-business climate as necessary 
change to avoid a comrrunist takeover. However, 
Peruvian industry was nearly paralyzed, and the 
econony was sound only because of record 
world fishmeal prices and good returns from 
mineral sales. There was danger that Chile's 
leftist movement would put the militaiy under 
pressure from Peru's left. Moreover, if Allende 
were to buy armaments to placate the Chilean 
militaiy, this would create an arms race between 
the two old enemies.

In an attempt to create a climate of social 
peace, the government declared a Christmas am
nesty. It released a number of the guerrillas 
of the 1960s, including the comrrunist Hector 
Be jar and the Trotskyite Hugo Blanco. 26

The core years of the Peruvian Revolution 
were 1969 and 1970 when the key reforms, the 
Agrarian Reform Law, the Industrial Gomnunity 
Law, the General Law of Industries and increased 
state control of mining were enacted. Mary ob
servers viewed the Revolution to be progressive 
and creative, leading toward the inprovement 
of the condition of the common man. Fbreign and 
national investors, however, were alarmed at 
state repression, exchange controls, and the 
lade of commnunication between the state and 
the private sector. The investors watched the

26. Be jar was to collaborate in the later years 
as a high official in SINAMOS. Blanco re
mained an opponent of the regime, was de
ported several times, elected to the Con
stitutional Assembly in 1978, and ran for 
president in 1980.
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actions of the government and chose not to 
listen to its words of reconciliation.



Blank page 77



78 Blank Page



CHAPTER 4

A YEAR OF CHANGE AND MORE REVOLUTION 
(1971)

The years 1969 and 1970 were significant for 
the Peruvian Revolution because of the Agrarian 
Reform Law, the General Law of Industries, and 
the Industrial Gomnunity Law. The following 
year, 1971, had equal significance because the 
government implemented the reforms more com
pletely in the agrarian and industrial sectors 
and, in the case of the Industrial Gomnunity, 
extended that reform to the fishing and mining 
sectors. Moreover, further legislation appeared 
restricting foreign investment, and the state 
began to tighten its control over the economy 
and increase its use of repression.

General Velasco continued to consolidate his 
power by surrounding himself with the new gener
als of the proper ideological tendency. At the 
first of the year the government promoted Miguel 
de la Flor, Enrique Gallegos Venero, Pedro 
Richter Prada, and Arturo Valdez Palacio to the 
general rarks. General de la Flor subsequently 
became the foreign minister who continued to de
velop Peru's influence in Third World diplo
macy. General Gallegos became the minister of 
agriculture who vigorously applied the agrarian 
reform, and General Valdez Palacio became secre
tary to the president, an influencial position 
within the inner circles of military politics. 
General Richter became Velasco's minister of the 
interior and later premier under Morales 
Bermudez.1

1. None of these officers were CAEM graduates. 
Gallegos was an intelligence officer and
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In January the representatives of the govern
ment spoke on television to explain to the na
tion their intentions. The most revealing speech 
was fcy Planning Minister General Marco del 
Pont. He stated that the government desired to 
establish a more just society, create accelera
ted and self-sustaining development, and self- 
finance its national sovereignty in order to 
reduce the actual conditions of dependency. The 
government's medium term objectives included 
giving effective participation to national mi
norities, accelerating and concluding the trans
fer of rural property, and raising the health 
and social service levels available to the pop
ulation. Subsequently the new Minister of Fish
eries Gen. Javier Thntelean Vanini spoke 
and emphasized the role of private investment. 2 
The Finance Minister General Morales Bermudez 
followed several days later and announced a two 
year budget for 1971-1972 in which public in
vestment would increase from 11 percent in 1970 
to 29.8 percent in 1971-1972. He indicated that 
this was a short term measure to reactivate the 
econony. When the minister of indastries spoke, 
he indicated that foreign investment was still 
welcome and necessary as long as nutual benefits 
existed. Observers could see that the ratio of 
private-public investment was changing. Em-

had also participated in the 1962 coup d' 
etat. Carlos A. Astiz and Jose E. Garcia, 
"Hie Peruvian Military: Achievement Ori
entation, Training and Political Tenden
cies," XXV The Western Political Quarterly 
(December 4,1972): 675.

2. Within two and one half years, the govern
ment would expropriate the fishmeal in
dustry.
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phasis was placed on state projects and the role 
of the state. As the foreign exchange reserves 
stood at $420 million, a significant improvement 
ovsr year-end 1968, there was still room for 
maneuvering.

The most alarming government action came with 
the recognition of the Moscovite comitunist labor 
confederation, the CGTP, in late January. The 
CGTP had never before been given governmental 
recognition. The aim was to weaken the existing 
AFRA labor confereration, the CTP; however, the 
CTP quite correctly warned that such recognition 
could have serious consequences. 3 As expected, 
the CGTP contributed to the substantial increase 
in labor tension in mining and industry in 1974 
and 1975. Although the APRA-backed CTP lost a 
number of members to the CGTP, this action fcy 
the government to weaken the APRA did not com
pensate for increased labor agitation which pro
duced severe economic problems for the business 
sector.

In early February General Velasco inaugurated 
a UNESCO conference in Lima. In his speech he 
reiterated the government's commitment to trans
form the bases of the traditional socio-economic 
system. The government desired to change sub
stantially the existing power relations, and 
through an education reform, create a new con
sciousness and a new type of man. These post
ulates were enphasized many times in the Velasco 
Era and were to become part of the rhetoric of 
the Velasco regime.

However, the decision to push forward to re
order society was greatly dependent on good

3. La Prensa, January 31, 1971.
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economic results. Indicators released indicated 
more than 5 percent GNP growth in real terms for 
1970 due apparently to monetary expansion, in
creased exports, accelerated governmental con
struction, good crop conditions, and an increas
ed anchovy catch. Export proceeds exceeded $1 
billion in 1970; however, approximately one- 
half of such amounts was attributable to min
erals, and one-third to fishmeal, an obvious 
over-dependence on these two sectors.

A negative factor in the otherwise good 
economic picture was the lack of investment 
due to uncertainty in respect to the General Law 
of Industries and the Industrial Gbmnunity law 
and the recently announced foreign capital rules 
of the Andean Pact which would go into force in 
the course of the year. Even the General law of 
Industries' regulations issued at the end of 
January were not very helpful in clearing up 
previous legal questions. This commenced a year 
of great indecision and lack of clarity for the 
foreign investor. Piecemeal legislation coupled 
with falling commodity prices by March were to 
put a dartper on economic plans.

Moreover, confidence continued to erode in 
the national investor sector because of the gov
ernment's actions regarding the Hacienda Hiando 
near Lima. In early 1970 the owners of the 
Hacienda Huando had subdivided their land 
in accordance with the Agrarian Reform Law, but 
so that it would not pass to their workers. 
There were protests by the workers; a scandal 
was created in the press; and the workers began 
to strike. This problem was eventually solved 
in February 1971 when the government reversed 
the subdivisions and gave the land to the 
workers. This was one of the first major actions 
by which the government severely damaged its
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credibility with investors. The Agrarian 
Reform Law had permitted subdivisions of 
property; however, those provisions were 
repealed retroactively because of the Huando 
problem and cast doubt upon the stability of 
lavs given fcy the Revolutionaty Government.

Political bickering between the military and 
the APRA made clear that the Revolutionary Gov
ernment would be in power for quite a while. In 
its annual meeting whidi was sparcely attended, 
the APRA called for a common front to restore 
democracy and hold free elections. President 
Velasco responded that the armed forces would 
leave power when the transformations were as
sured and attacked the APRA as protectors of 
foreign exploitation.

The lack of confidence of the average foreign 
and national investor contrasted with the tac
tics enplcyed by the government in negotiations 
in industry and petroleum. The state carp ary in 
charge of industrial projects, Induperu, called 
for bids to set up a tractor assembly plant. 
One of the criteria established was that the 
assembly conpary would be obligated to export 
components equal to the value of its imports to 
prevent the drain on foreign currency due to 
high value imports necessary to assemble the 
final product.^ 4

4. See Pedro Pablo Kuczynski, Peruvian Demo
cracy Under Economic Stress, An Account of
the Belaunde Administration 1963 - 1968
(Princeton: Princeton University Press,
1977). He makes this particular point 
about the auto assemblers in the Belaunde 
Bra.
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In an innovative move, the Revolutionary Gov
ernment created its own financing institute, 
COFIDE. In theory COFIDE was to channel funds 
into basic inchstries and use funds of national 
industrialists whose reluctance to invest would 
be overcone fcy generous tax incentives. It 
could also be a partner for joint ventures.

The government issued new rules for the fish
ing industry in March. The General Law of Fish
eries reserved for the state the commercial
ization of fishmeal, reaffirmed Peru's stand 
regarding the two hundred mile limit for fishing 
rights, included a Fishing Comnunity similar to 
the Industrial Comnunity in the General Law of 
Industries, and established strict rules regard
ing foreign investment in the fishing sector. 
Both foreign and national investors reacted to 
the reform because of its clear statist focus. 
The national private sector had always been 
successful in the sale of fishmeal and did not 
need the unsolicited help of the state.

Petrcperu commenced negotiating its first 
production sharing contract after a number of 
initial attempts to formulate an acceptable con
tractual formula. They negotiated with an ex
isting concessionaire, Occidental Petroleum 
Corporation, for a contract area in the jungle. 
These negotiations began the Peruvian oil 
"boom." Occidental would be the first conpary 
to sign a model contract for petroleum produc
tion sharing.

In an effort to explain the Revolutionary 
Government's ideology, in March General Morales 
Bernudez indicated that the Revolution was 
trying to go from a liberal industrial society 
to a pure comnunitarian society which was 
1 irked neither to comnunism nor to capitalism.
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He explained that the government did not want 
either ideolocy to gain ground. The government 
desired to change the form of the present soci
ety in order to avoid a violent revolution and 
class struggle. The government believed that 
the extreme inequalities in income distribution 
would disappear by worker participation in the 
profits and ownership of their conpanies.

In April the government continued its move 
toward state control of the econony. It assumed 
control over the Central and Southern Railways 
due to non-payment of debts. Moreover, the pri
vate international air carrier, APSA, was nearly 
barkrupt, and such bankruptcy would leave a vac
uum to be filled in 1972 by a state airline, 
Aercperu.

Nevertheless, the government recognized that 
it was necessary to change the minister of in- 
dustiy in order to revive confidence in the in- 
dustiy sector. Adm. Alberto Jimenez de Lucio 
replaced Admiral Dellepiane. The new minister 
initially appeared to be friendly to private 
investment; however, his predisposition toward 
state control of certain industries was very 
clear by the end of the Velasco Era. 5

The comnunist countries began to identify 
Peru as a potential area for good commercial 
relations. A Yugoslavian conpary entered into 
an agreement to finance the $80 million first

5. Jimenez de lucio eventually represented 
one faction of the Velasco cabinet along 
with General Tantalean. Both favored a 
consolidation of the gains of the Revo
lution instead of further radical meas
ures.
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stage of the Chira-Piura irrigation project 
in the north. Trade ties were opened with 
Coiraiunist China, and the Revolution drew compli
ments from Dr. Fidel Castro who said that even 
though there was no Marxist-Leninist government, 
"it was possible to talk of a revolutionary 
process in Peru.

A high government spokesman, General Graham 
Hurtado of the COAP, mearwhile reaffirmed in a 
speech to the American Chamber of Commerce that 
the government rejected communism and capital
ism. It believed that the Incbstrial Gomnunity 
would unite capital and labor and eliminate the 
possibility of class struggle. General Graham 
Hurtado became famous in the Velasco Era for 
long, emotional, tearful speeches about pre
revolution injustice and how the "new revolu
tionary man" would lead to a new, just society.

However, Peru was still very much in the 
orbit of western capitalistic society and sub
ject to the corresponding pressures. Ehced with 
the loss of its sugar plantations and the immi
nent loss of its indistrial operations because 
most of them, i.e., pulp, paper, and chemicals, 
were basic industries, W. R. Grace & Conpary was 
lobbying in the United States Congress to levy a 
$15 per ton embargo on the proceeds of the sales 
of all sugar to the United States. The proceeds 
received would be used to pay the conpary for 
its expropriated properties.

The internal socio-political atmosphere in 
May was tense. As had occurred mary times be
fore, a group of landless slum dwellers invaded 
uninhabited land on the outskirts of Lima in

6. Oiga, April 23, 1971.
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order to establish homes for themselves. This 
land invasion attracted ituch attention because 
of clashes with the police and the jailing of 
Bishop Luis Bambaren who was in charge of such 
settlements, the "pueblos jovenes." The govern
ment eventually released the Bishop, fired its 
minister of the interior, and resettled the 
squatters outside Lima in a barren desert to be
come known as Villa El Salvador. The episode 
showed the government's willingness to deal with 
these problems as the initial negative reaction 
of the former minister resulted in his dismis
sal. The new minister was General Richter 
Prada.

At the end of May President Velasco made an 
inportant speech regarding investment at the XII 
Assembly of the Board of Governors of the Inter- 
american Development Bank. As the inaugural 
speaker, President Velasco had the opportunity 
to describe the Peruvian Revolution and its 
stand on investment. He stated that the Revolu
tion was essentially anti-inperialist. He 
affirmed that private companies had a role to 
play. They would have their investment guaran
teed; however, such investment not only nust be 
for profit, but also it mist contribute to soc
io-economic development and be conpatible with 
the transformations presently being carried 
out. He attacked the negative lending policies 
of the international, finance organizations, a 
reference to Peru’s problem with international 
lenders due to the pending IBC claim.

June was a banner month for investment. 
British interests were reported interested in 
financing the large Cerro Verde mining project 
and the Majes irrigation project in the south. 
Southern Peru Gopper Corporation announced a 
projected $48 million investment for 1971-1972
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in their Cuajone project. Most important, on 
June 22 Petrcperu signed the first procbction 
sharing contract with Occidental Petroleum Cor
poration. Peru was at a crossroads. It needed 
investment, but had to justify each case as 
unique. The Occidental contract was acceptable 
because the government did not have the nec
essary funds or technical skills to develop new 
oil areas.

This first production sharing contract pro
vided for a 50 percent - 50 percent split of 
petroleum and natural gas. Occidental was to 
make all the investment, and Occidental's taxes 
were included in the 50 percent portion pertain
ing to Petroperu. The search for jungle oil was 
on. Dr. Armand Hammer, Occidental's flamboyant 
chairman of the board, stated that the Peruvian 
agreement " .. .can do for Occidental in the 
future what the Libyan contract did in the 
past. "7

The announcement of these mining and oil in
vestments was positive. A final review of 1970 
economic data clearly indicated investment was 
down in spite of a respectible GNP growth, 7.5 
percent, a low 5 percent inflation rate, and net 
exchange reserves at year-end of $412 million. 
Except for the petroleum area, the legislation 
announced had caused a negative impact.

The Revolutionary Government also issued in 
June the General Mining Law which enlarged the 
role of the state. Minercperu would ultimately 
assume all copper refining and minerals market
ing. Although the law appeared flexible on its 
face, whatever investment incentives included in 
the law were generally tied to mandatory state

7. New York Times, June 24, 1971.
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participation in the venture involved. As in 
fishing and industry, the law included a Mining 
Oomnunity.

By the end of June the Revolutionary Govern
ment incorporated another anti-foreign invest
ment law into its legislation, the Andean Pact's 
foreign investment code, Decision 24. Decision 
24 restricted foreign ownership in various sec
tors, primarily indistry, and set out strict 
rules on technology transfers and royalty pay
ments, profit reinvestments, and remittances. 
Industry was the most hurt although Decision 24 
and its later application in the Velasco Era had 
great inpact on commerce. Decision 24 was bias
ed toward national investor participation in 
businesses heretofore run by foreign conpanies. 
Indirectly it was favorable to state control or 
surveillance of indistry and set the anti- 
foreign investment tone for the next six years. 8

Foreign investor reaction in the Andean Pact 
countries was quite negative. Mary conpanies 
predicted that the rules would mean that little

8. These rules evolved at a time when four of 
the five presidents of the ftidean Pact 
countries had anti-foreign, anti-business 
feelings: Gen. J. J. Torres of Bolivia,
Admiral Rodriquez Lara of Ecuador, Dr. 
Salvador Allende of Chile, and President 
Velasco. Thus, the inplementation of De
cision 24 was favored by the majority of 
the leaders. As early as 1967, the 
more conservative of the five countries, 
Colombia, had enacted a restrictive foreign 
investment law which had various simi
larities to Decision 24.
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or no new capital would cone into the countries. 
Hie European investors immediately commenced 
studying ways to get around the harsh provisions 
of the law. Hie Council of the Americas which 
represented American companies with interests in 
Latin America conplained bitterly about the 
rules.

On June 24 the government made a major poli
tical move by the creation of SINAMDS which was 
to facilitate the participation of all Peruvians 
in the Revolution. 9 President Velasco stated 
that it was not, however, a political party. It 
was clear that the short run goal of Sinamos was 
to defend and support the Revolution. Its long 
run goal was to facilitate the emergence of a 
new type of state. 10 It was, in fact, a form 
of drum-major, red guard, ombudsman, organizer 
of workers, election supervisor and creator of 
unions. H  During July SINAMDS was organized 
under the leadership of President Velasco's 
speech writer and ideological theorist, Dr. 
Carlos Delgado. The government also recognized 
the small Christian Democrat labor confedera
tion, the CNT, in another move against the APRA.

9. President Velasco announced such measure on 
the second anniversary of the agrarian re
form at a ceremony of military comaraderie 
at the Lima Armor Division, a key unit for 
presidential support.

10. James M. Mallcy, "Authoritarianism, Cor
poratism and Mobilization in Peru," 36 The 
Review of Politics (June 1, 1974): 61.
George W. Grayson, "Peru's Revolutionary 
Government," 64 Current History 337
(February, 1973): 61.

11.
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The creation of SINAMDS, the reoognization of 
the CNT, and the prior reoognization of the 
CGTP, plus a pro-labor attitude in the labor 
ministry, subsequently pronpted the industri
alists lobty, the SNIr to ask: "Where are we
going?"12

Both foreign and national investors were con
cerned with Peru's direction and President 
Velasco's July 28 speech to the nation made 
clear the government's leanings. He indicated 
that the military desired to create a democracy 
of participation wherein everyone could inter
vene in the decisions. The society would be 
noted for its libertarian, socialist, and human
istic thought. it was the first time that 
General Velasco had used the word "socialistic" 
in his speeches, and he tock great care to 
distinguish that from Marxism. General 
Velasco also announced that the government 
planned to encourage social property in 
land holdings. The social property concept, 
a form of worker-managed business, was not 
ejplained. Observers were left to interpret 
the idea and to discuss its inplications. He 
went on to explain that the Labor Gomnunities 
were designed to reform the traditional 
capitalist business entity and erase the 
effects of the capitalist system. They were not

12. La Prensar August 26, 1971.
13. This particular characterization of the 

Revolution's society was important from an 
ideological standpoint and the eventual de
letion of the libertarian and socialistic 
characterization in the presidency of Gen
eral Morales Bernudez would indicate a 
change of focus.
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designed to cause class struggle or to replace 
the labor unions. This allusion was clearly 
aimed at recent strikes of the comrrunist labor 
union, the CGTP, and agitation fcy the ccmnu - 
nists. Tb try to clear up other political 
questions, General Velasco again indicated that 
SINAMDS was not a political party.H

The President made an important statement on 
private property when he said that private prop
erty would continue to exist even though it 
would not have priority. He alluded favorably 
to the contracts with Occidental and stated that 
t h ^  were not a policy change. Ebreign invest
ment would never be rejected as long as the in
vestors recognized Peru's rules of the game. He 
pointed out that it was realistic to bring in 
outside financing to develop Peru's resources.

Whether or not Marxists, the Revolutionary 
Government clearly found the friendship of the 
socialist and comnunist countries and their 
leaders useful. Diplomatic relations were es
tablished with comnunist China in August. I5 
Dr. Salvador Allende, the freely elected Marxist

14. The next day at San Marcos tfriiversity he 
tried to put aside the threat of comnunism 
by saying "we who govern today are not 
Marxists. But we are making a Revolution. " 
El Peruano, July 31, 1971.

15. George W. Grayson maintains that populist 
regimes in Latin American usually see the 
recognition of comnunist states as a way to 
assert independence from the United States 
and get leftist support at home. George W. 
Grayson, "Peru's Revolutionary Government," 
67 Current Histoiy 337 (February, 1973): 61.
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President of Chile, visited in September. Sub
sequent to the Allende visit, the USSR promised 
more aid to help finance a large food fishing 
complex at Paita in the north.

The Allende visit was significant in view of 
the long standing differences between Peru and 
Chile dating from the 1879-1884 War of the 
Pacific. Moreover, the socialist orientation of 
the Chilean government and their close relations 
with the socialist countries provided certain 
security to Peru to chart its own way, espe
cially in light of the right wing Banzar coup 
d'etat in Bolivia in August 1971. President 
Velasco characterized his revolution as human
ist, libertarian, socialist, and Christian when 
he talked with Dr. Allende. Eh route to Cuba 
from a stay in Chile, Fidel Castro was to hold a 
four hour talk with General Velasco on December 
4 at Lima's airport.

Hie large foreign investors, however, appear
ed undaunted. Several more oil contracts were 
signed. Bayer announced that their acrylic 
fiber plant costing $15.5 million would start up 
in January 1972, and commenced negotiations 
with the government regarding the form in which 
it would adapt itself to the General Law of In
dustries and the Industrial Comnunity Law. The 
good investment news was tempered by an an
nouncement of General Morales Bermudez that the 
budget has been cut because certain financial 
goals had not been met. He claimed that mining 
strikes, low fishmeal shipments, and lower metal 
prices were the causes for the failure to meet 
the goals.

During the summer months, there had been nuch 
pressure from all political vantage points. The 
government deported the Trotskyite Hugo Blanco,
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a guerrilla leader of the 1960s released from 
jail at year-end 1970. They accused the APRA of 
subversion, and, in general, they showed them
selves insecure. At the end of September 
General Velasco embarked on a tour of the south 
to pick up support, and in Ouzco he issued a 
favorable decentralization law to help industry. 
In his speech he stated that the government was 
governing "...for the masses. Ebr the farmers. 
For the laborers. Ebr the e ees.. .the down-
continued, he drew crowds in Tacna on the Feru- 
Chile border and in Arequipa because of 
SINAMOS's organizational ability. Caretas was 
inpressed by the meetings and reported that they 
showed the real dimensions of popular support 
of the regime and the organization of SINAM0S.

In Arequipa he reiterated the priority empha
sis on social property and the desire to create 
a social democracy of full participation. Ha 
indicated that the future economy".. .will be 
based.. .on social property entities. "17 *ihe 
concept of social property, still not clearly 
defined, and its emphasis as a priority, vrorried 
both foreign and national investors. Moreover, 
the fact that General Velasco reiterated the 
social property emphasis at the II Ministers' 
Meeting of the Group of 77 in Lima in late 
October was important because this was an an
nouncement for international consumption. He 
stated that the old system of international de
nomination had to be abandoned. Peru's econony 
would be basically "autogestora" (self managed) 
under the social property system.

trodden. Ebr the poor As his trip

16. La Prensa, September 28, 1971.
17. El Peruano, October 4, 1971.
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In spite of the ertphasis in speeches on 
social property, there was a continued trend to
ward state control. In October Minercperu tock 
over all copper marketing except for existing 
contracts; the state assumed control of radio 
and television in November; and the government 
created a state entity, ENCI, to irqport basic 
ra» materials for industry. It issued a five 
year plan for 1971-1975 which was a clear at- 
tenpt to define economic policy and move toward 
a more state controlled econony. Moreover, in 
October it issued clarifying regulations to 
the new Andean Pact Decision 24 rules and 
reaffirmed its stand on foreign investment.

These trends toward state control and owner
ship came at a time of labor agitation. The 
first of the major mining strikes lead by comnu- 
nist labor leaders occurred at Cerro de Pasco in 
the central mountains. Eventually the police 
battled miners at Oerro's Gobriza mine and 
killed five workers.

In the petroleum area investment seemed 
secure. Petrcperu struck its first jungle oil 
well which encouraged the expectations for more 
oil. Exploration stepped up, and the govern
ment estimated that $800 million to $1 billion 
would be spent on oil exploration during the 
next seven to eight years.

It was at that point that the government ob
viously felt more secure about the Revolution. 
They issued an ultimatum to the industrialists 
to cooperate. At the businessmen's conference 
CM3E-71, General Velasco reaffirmed the revo
lutionary goals. He emphasized the common 
ground that the government had with the private 
industrial sector, but he warned them that they 
would not become a privileged class in society.
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Ha indicated that Peru was taking its own route, 
its plan was distinct, and the reforms would not 
be sacrificed due to temporary economic diffi
culties. The industrialists and investors were 
clearly on notice; however, they did not react 
sufficiently to get the government to change its 
course.

Thus, 1971 ended with general disinterest on 
the part of the foreign investor except for oil 
and large projects with a great deal of the 
commitment backed by foreign loans. National 
investors ware extremely suspicious of the gov
ernment. Its erratic course and pronouncements, 
along with certain arbitrary actions, tended to 
slew investment to a minimum. Industrial Com
panies did reinvest profits in order to extend 
the time period in which the Industrial Com
munity would reach its 50 percent equity owner
ship mark. However, the stage was set in Peru 
against the investors, both foreign and 
national. The 1970 and 1971 reforms, the 
General Law of Industries, the General Law of 
Fisheries, the General Law of Mining, the Indus
trial Comnunity Law, the labor Stability Law, 
and the Aidean Pact Foreign Capital Code, 
Decision 24, all contributed to a negative 
investment climate and negative investor reac
tion and represented an inordinate volume of 
legislation for the investors to deal with. 
Confusion over the application of these laws 
contributed to a slowdown and decline in invest
ment. Moreover, foreign exchange earnings 
had dropped due to weaker commodity prices. 
The economy was sluggish most of 1971. 
These indicators portended a difficult road 
for the Peruvian Revolution.

Despite the favorable reaction to the expro
priation of IBC in 1968, and attempts by the
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Revolutionary Government to enlist the support 
of the private sector, it was clear by the end 
of 1971 that such support was not forthcoming. 
Hie Agrarian Reform Law of 1969 and subsequent 
legal changes had eroded confidence. Once the 
government saw that the private sector would not 
bade its plans, the trend toward state control 
and heavy state investment commenced. Only in 
the mining and petroleum areas had investment 
been attracted. This was because of the attrac
tiveness of the terms offered. Peru clearly was 
turning toward its public sector and abandoning 
the private sector. The Revolutionary Govern
ment had gained confidence in hew to deal with 
both foreign and national investors and went on 
to develop the revolutionary ideolocy and 
rhetoric so characteristic of the Velasco Era.
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CHAPTER 5

THE REVOLUTION CONTINUES: INVESTORS FACE
THREAT OF STATE CONTROL

(January 1, 1972 to March 31, 1973)

During the period of the Peruvian Revolution 
from January 1, 1972 to March 31, 1973, state
control increased. Moveover, both foreign and 
national investors realized that there was a 
threat to their interests. The period opened 
with the spectacular murder of f ishmeal magnate 
Luis Banchero in his home near Lima and ended 
with the illness of President Velasco and an 
power struggle in the a m y  from which he emerged 
the victor.

At the commencement of 1972 two colonels, 
Rafael Hqyos Rubio and Gaston Ibanez O'Brien, 
were promoted to general. General Hoyos had 
participated in the coup d' etat in 1968 and, 
like General Richter Prada, survived the various 
upheavals in the officer ranks in both the Vel
asco Era and the Moralez Bernudez presidency.1 
General Velasco's major opponent in the cabinet, 
Admiral Vargas Caballero, became the head of the 
navy, and Gen. Miguel de la Flor became the 
minister of foreign affairs. He continued the 
policy of his predecessor, General Mercado Jar- 
rin, of enphasis on Third World relations.

Just after year-end 1971, the government ex-

1. General Ibanez O'Brien became a powerful 
figure in the Second Phase and then fell 
from favor along with several other hard
liners in the 1978 Morales Bermudez cabinet 
shuffles.
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tended the 1971 year-end deadline for foreign 
investors to register their investment to March 
31, 1972. The management of this registration 
program showed the government's disorganization. 
The forms to register the investment had been 
unavailable up to the deadline, and the deadline 
was extended after it had expired. Ebreign in
vestors and their national partners reacted to 
this problem with dismay because it demonstrated 
the government's difficulties in managing even a 
simple capital registration.

Modifications to the General Law of Indus
tries were issued in January 1972. It was 
clear in these changes that further state inter
vention and control of the economy was planned. 
Hie government reaffirmed the principle of pro
gressive national ownership in industry. A 
positive sign in the modifications was the cre
ation of strategic industries in which there 
would be a minimum of 30 percent state ownership 
and management control. The Industrial Commu
nity would not share in ownership of such com
panies. This formula was devised to solve the 
problem of the Bayer acrylic fiber factory which 
would enter into production shortly. Although 
this model would have provided a possible alter
native for foreign investors, the strategic 
industry concept was not used in the Revolution 
except for the Bayer case. Thus, a reasonable 
solution to the Industrial Community problem was 
left for the use of only one foreign investor.

While tightening up on industry, Peru contin
ued its search for oil and oil companies. Pour 
new contractors, Amoco/Shell-Pectan, Atlantic 
Richfield, Getty, and Riillips, signed model 
contracts. This search for oil bolstered ex
pectations that the government would be able to 
reinforce and strengthen the economy by elimin-
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ating the foreign exchange expenditures for oil 
and utilizing such monies to finance development 
projects. Moreover, it was clear that the 
search should be intensified in order to fill a 
developing vacuum in the investment area.

The political events in early 1972 indicated 
that the government planned to move against its 
critics. An article in the new press law re
quiring six months' residence in Peru for news
paper owners was utilized to force the conserva
tive, free market editor Pedro Beltran Espantoso 
to sell his ownership in La Prensa. The other 
conservative newspaper, El Comercio, was 
attacked by Expreso which was now under the 
control of the Moscovite comnunists. El Comercio 
also experienced a series of strikes.

Hie Revolutionary Government had its own 
trouble with labor and public criticism. It 
intervened in the TLiman sugar cooperative, a 
cooperative which had never been unionized, and 
arrested thirty-three workers. General Velasco 
attributed these problems to the enemies of the 
Revolution. This intervention showed that 
SINAMDS was increasing its power as it was su
pervising and auditing the sugar cooperatives. 2

Hie sugar cooperatives had always been the 
strongholds of the APRA which became active in 
its criticism of the government and called for 
elections, a free press, and an independent ju
diciary in their yearly meeting on February 18.

Subsequently, in April 1972 the state per
mitted elections in the cooperatives as a 
first step toward some form of participa
tion. Hie state was too weak to dominate 
the cooperatives.

2
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They stated that the wrong road to escape from 
underdevelopment was s tat ism and the establish
ment of relations with socialist countries. The 
APRA also called for the convocation of a con
stitutional assembly, and in his speech, Haya de 
la Torre criticized the military for suspending 
elections, restricting human rights, and creat
ing a new privileged officer class. 3

The move toward state control, political un
rest, and the military's tendency to undertake 
more and more of the governmental chores itself 
or through SINAMDS was apparent in early 1972. 
Opposition began to grow as the small and medium 
size industrialists realized that they could be 
in as great danger as the larger indistrialists 
who generally were the target of progressive 
governments. This had been the same reaction 
in the agrarian sector a year earlier when 
the small and medium size farmers realized 
that they were targeted also.

In February General Morales Bermudez announc
ed encouraging economic data. This was prior to 
his visit to Paris to present the Paris Club, 
i.e., the World Bank, the multinational credit 
agencies, and the major commercial barks when 
dealing with a single country's credit 
needs, a five year investment plan contenplating 
foreign currency needs of $1,077 billion and a 
total cost of $1,829 billion. Peru's growth 
rate in 1971 was 6 percent; private investment 
increased 8.4 percent, up from 5.1 percent in 
1970. Very significantly, public investment was

3. New York Times, May 3, 1972. A common joke 
was: "an oligarch (a rich priviliged per
son) is a man who lives like a general, but 
with his own money."
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up 23 percent. The public external debt stood 
at year-end 1971 at $952 million; exchange re
serves were $343 million. These figures reflec
ted favorably on the direction of the econony 
although the explanation for an increase in pri
vate investment was the new oil contracts and 
the commencement by industrialists of costly and 
unnecessary reinvestments to postpone the Indus
trial Community's attaining 50 percent ownership 
in their companies. The increase in public in
vestment was attributable to the initiation of 
several large projects. It indicated that the 
government would fill any shortfall in private 
investment with public investment. The min
ister's trip to Paris was successful. He re
turned with promises of foreign aid of $780 
million. The international bankers began to 
view Peru's ambitious development plans favor- 
ab]y.

Investment projects started to develop in the 
state sector. In spite of the supposed negative 
inpact of Minercperu's assumption of the market
ing of copper, lead, and zinc, foreign mining 
investors were still interested. Minercperu 
entered into a letter of intent with a Swedish 
conpany Granges to develop a number of copper 
deposits near Cuzco. The Chira-Piura irrigation 
project commenced. The financing for the Majes 
irrigation project was nearly finalized. 
Induperu bid a $68 million petrochemical conplex 
to come on-stream in 1976. COFIDE began to play 
a major role in financing development capital 
for all governmental conpanies and industrial 
corporations. The large project approach at
tracted the favorable attention of foreign 
investors and their advisors.

The Revolutionary Government issued the Gen
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eral Law of Education in early 1972 by which it 
desired to restructure the Peruvian education 
system. Late in 1971 a draft of the govern
ment's proposed education law had been released 
which shewed the influence of the educator Ivan 
Illich in its enphasis on a reduction in the 
Hispanic enphasis in education in the Indian 
rural areas and increased involvement of parents 
in education. The new law had an inpact on for
eign schools and their use of foreign languages, 
and it was one of the significant measures taken 
by the government because of its negative re
ception by the education camnunity.

National industrialists commenced to react 
openly in April 1972. Raymundo Euharte, the 
newly elected president of industrialists lobby, 
the SNI, indicated that they should step speak
ing softly and start to defend themselres and 
the economic structures in which they believed. 
He indicated that the government should bear in 
mind their thoughts and suggestions. The SNI 
thus emerged as an opponent of the government. 
In contrast, the small Christian Democrat PDC 
stated on television that they had similar ide
ological ideas as the Revolutionary Government. 
Two canps had developed. This polarization was 
disconcerting to foreign and national investors 
and would get worse in the future.

Announcements of investments continued. Min- 
ereperu entered into a letter of intent with 
the Rumanian mining conpary, Geomin, to develop 
the Antamina copper deposit in the north. In 
the agreement for Antamina, Minercperu received 
majority control of the mine, and Geomin made 
the investment. This agreement was similar to 
the one with Granges; however, the Granges deal 
was never to be finalized. This was the fontula 
which Minercperu would use without nuch success
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to attract investment in the Velasco Era, and to 
which they stuck well into the Morales Bernudez 
presidency. In addition, Minercperu assumed 
the Bayovar phosphate deposits because the con
cession holder, Kaiser Industries, did not pre
sent a development plan due to a depressed world 
market.

Continuing its erratic course, the government 
overshadowed the positive inpact of the an
nouncements of new foreign investments by cer
tain negative declarations. In a press confer
ence President Velasco revealed that the govern
ment had a plan, but that it was secret and 
would only be revealed one part at a time. 4 
La Prensa and El Comercio used this announcement 
to talk about a climate of uncertainty and lack 
of confidence. The following day the government 
dissolved the SNA which represented landowner 
interests and which had fought against the 
agrarian reform. The SNA was replaced with the 
Confederacion Nacional Agraria (CNA). The CNA 
would have a lot of political strength in the 
Velasco Era and the early part of the Morales 
Bernudez presidency until it became increasingly 
the opponent of the government. Its creation 
and development was very characteristic of the 
militaiy which attenpted to replace existing 
structures with new ones, but in many cases cre
ated organizations whose goals would become con- 
traiy to its own. The government then attacked 
the conservative press, especially El Comercio. 
President Velasco referred to the large conserv
ative daily newspapers as those run by unpatri-

4. This was the famous Plan Inca described at 
length in President Velasco's July 28, 1974
speech.
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otic people with no character. 5
These moves by the government against the 

press would have attracted more attention had 
not the oil boon mentality prevailed. The oil 
investments and news obscured nary political 
issues. Petrcperu had been successful in its 
drilling in the jungle. More companies were 
investing, and Petrcperu commenced studies for 
what would be the Nor-Peruano pipeline. The 
euphoria was to continue for another two years. 
It obscured the grave political and econ
omic realities from the investors.

Signs of reality were all around, but they 
were discounted or ignored. The Standard Oil of 
California Conchan Refinery was taken over for 
back taxes in what its owners referred to as a 
"surprising measure. "6 The government also is
sued a Basic Industries Law which made complete
ly clear that the state planned to assume con
trol of the basic industries which were iron and 
steel, paper, cement, chemicals and fertilizers. 
Although the General Law of Industries included 
this provision, the issuance of the Basic Indus
tries Law had a decisively negative effect on 
all indistrial investors. As national investors 
owned many of the basic industries, especially 
cement, it was clear that the Revolution was not 
only anti-foreign investment, but anti-national 
private investment in certain sectors such as 
cement, and later on, fishmeal.

In 1972 President Velasco announced that Peru 
would re-establish diplomatic relations with

5.
6

Expieso, May 26, 1972.
El Comerciot June 11, 1972,
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Cuba. Chile was the only South American country 
with diplomatic ties with Cuba until Peru 
re-established relations with Cuba in July
1972.

In June anti-government demonstrations and 
rioting occurred in the mountain areas near 
Puno, Cuzco, and Arequipa. Hie government's 
reaction was characteristic. President Velasco 
blamed "the forces of evil": the "ultra-left"
and the APRA (symbolic of the "ultra-right"), 
and at other times, the CIA and the rich ("la 
oligarquia"). The government stooped to ir
rational accusations and speeches whenever it 
felt itself threatened.

The state sector continued to expand by de- 
velcping a number of large scale projects. 
Minercperu reversed its negotiating stand with a 
British carp any regarding Gerro Verde and
emerged as the active partner and coordinator of 
the $65 million project. Induperu announced 
that it was in the process of finalizing talks 
with a Rumanian firm, Massey Ferguson of Canada, 
Perkins of the United Kingdom, and Volvo of 
Sweden, for investments in the Trujillo indus
trial park. These deals were concluded in mid-
1973. Incbperu also announced that it would 
establish a newsprint factory in Trujillo and a 
pulp factory in Chiclayo for a total $140 mil
lion investment. These projects had high gov
ernment priority. Plans were being finalized 
for a national airline which was to become by 
the end of the Velasco Era the state-owned and 
run international airlines, Aercperu. A Petro- 
peru pipeline from the jungle to the coast was 
under study even though only limited drilling 
had been performed in the jungle. Preliminary 
cost estimates were $200 million to $270 mil
lion. Even as early as April the ever optimist
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ic president of Petrcperu Gen. Marco Fernandez 
Baca stated that "the oil is there. Vfe [Petro- 
peru] should be producing 200,000 barrels [a 
day] by 1976 and 500,000 barrels a day by 
1980.

Economic data indicated an industry slow
down. Although production figures remained 
high, a sign of prosperous times, new plant in
vestment, was actually negative. Any existing 
spare capacity was being used up. Moreover, al
though the government stated that there had been 
an increase in investment from 1971 to 1972, 
this was illusory and could be esqplained by the 
oil investments and the industrial coup ary rein
vestments designed to slow down Industrial Com
munity ownership and take advantage of the ex
tremely favorable tax incentives for reinvest
ment under the General law of Industries. 
Ancho\y fishing was abruptly curtailed in July.

President Velasco delivered a key Independ
ence Day speech on July 28. In this speech he 
announced the creation of a new sector of the 
eooncny, social property, which would be the 
priority sector even though state and private 
enterprise would not disappear. The econony 
would be made up of these three sectors, and 
social property would have technical and f inaiv- 
cial priority.

Prior to the speech, foreign investors were 
still pushing ahead inspite of a breakdown in 
the negotiations of the sale of the Cia. Nacion- 
al de Telefonos owned by European money and op
erating in the south and its subsequent expro
priation. Marcona Mining Conpary was negotiating

7. New York Times, April 23, 1972.
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a $60 million expansion of its iron ore mine in 
the south despite the receipt of an adverse 
court decision on a back tax claim. This posi
tive action was taking place even though further 
investment controls which had an inpact on both 
foreign and national investors were implemented. 
Due to the increase in imports, the government 
replaced the system of cash payments for machin
ery and equipment by a letter of credit and time 
p^ment system.A supremely confident Petrcperu 
toughened the terms for its production sharing 
contracts. It demanded various add-ons such as 
interest free loans, lower splits of oil produc
tion, and crude oil loans. By September the 
government had passed a law permitting the grad
ual expropriation of the electricity conpanies 
such as Eipresas Electricas Asociadas which had 
many national shareholders. This was a clear 
sign to private national investors as in past 
years Enpresas Electricas Asociadas was a popu
lar stock on the small Lima Stock Exchange. In 
a move primarily directed against fraudulently 
declared bankruptcies of national industrial
ists, a legal disposition was passed to obligate 
barkrupt conpanies to continue to operate in the 
case of necessity and public utility. This 
would permit those conpanies to remain open for 
the workers to run, or for the state to run. 
Hie railroad system expropriation was conpleted, 
and a state railway conpary created.

Hie events in September and October indicated 
that the government was trying to consolidate 
its ground. The press commented on both the 
president's speeches and a tour of the jungle 
area. El Comercio viewed the tour as a success; 
however, its editorial commented on an increas
ing deterioration in production due to rigid 
legislation and a climate of tension and dis
cord. El Comercio stated that when the presi-
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dent referred to enemies of the Revolution, he 
referred to the comnunist labor union, the CGTP, 
and the comnunist party. In contrast, the other 
conservative daily, La Prensa, continued a newly 
adcpted line and talked about the positive works 
of the Revolutionary Government. It also enu
merated the existing problems: fishing crisis, 
devaluation threat, showdown in mining invest
ment, no new industry investment, and a petro
leum discovery of unclear magnitude. It ended 
by stating that the Revolution could not con
tinue "reforming all, bad or good, and be suc
cessful if it does not care for and give incen
tives to the production of the country."8

In September labor tensions increased. 
SINAMDS became more involved in worker manipu
lation, and the Revolutionary Government formed 
a new labor confederation, the Central de Traba- 
jadores de la Revolucion Peruana (CTRP). The 
CTFP was designed to counteract the comnunist 
CGTP which had been recognized to counteract the 
APRA's CTP. The government's strategy was back- 
f iring.

SINAMDS was criticized fcy the CGTP , the 
Christian Democrat PDC, and the comnunist FCP 
for its manipulation of people, organizations 
and labor unions. Hie leader of the PDC, Dr. 
Hector Cornejo Chavez, who supported the govern
ment, accused the SINAMDS leaders of "...manip
ulation, controlism, and interference in the 
organizations of the people and the unions. "9 
The CGTP's attack on SINAMDS was immediately 
responded to fcy President Velasco who stated

8.
9

La Prensa, October 4, 1972. 
La Prensa, November 14, 1972,
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that the proposals of the connrunist party 
leadership were by definition incompatible 
with the position and purposes of the Revo
lution.

At CADE)-72 General Velasco gave the Peruvian 
industrialists a warning about the future. He 
talked in his closing speech of economic plural
ism and the necessity of having complementary 
public and private sectors. As before, he em
phasized social property and the rejection of 
capitalism as a system due to its individualism. 
When President Velasco had an qpen and disagree
able clash with the president of CADE, Walter 
Piazza, the businessmen found that they were 
worlds apart from the military and their tech
nical advisors. Investor confidence was lost 
until CADE-76 when General Morales Bermudez an
nounced the reversal of the Industrial Comnunity 
system. In addition at CADE-72 the military 
spokesmen attacked the Christian Democrat PDC 
and the communist FCP as minority parties, pre- 
revolutionary, and linked to international or
ganizations. Although subsequently they were 
able to get back into good graces with General 
Velasco, the issue had been raised of what form 
of participation was open to civilians sharing 
revolutionary ideals. It was at this same time 
that the Peruvian industrialists lobky, the SNI, 
like the SNA agrarian organization, was stripped 
of its national recognition; however, it was not 
dissolved. The industrialists had suffered 
another blow.

Investment ne^s at the time of CADE compli
mented the trend toward state control. Occi
dental, the contractor with the state oil compa
ny Petrqperu, struck oil in the jungle; this 
perpetuated the myth of an oil boon. Mineroperu
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negotiated a contract for a capper refinery at 
Ilo in the south in order to develop downstream 
copper refining capacity- Induperu awarded the 
rights to assemble tractors to Mass^r Ferguson, 
and to build diesel engines to Perkins-Volvo in 
private-state joint ventures.10 Induperu was one 
of the mary organizations where the young tech
nocrats appeared to be in charge. The military, 
as was most evident in CADE-72, was surrounding 
itself with idealistic economists and lawyers to 
carry out the revolution.

State control over external commerce increas
ed. EPSA, the state food conpary, and ENCI, the 
state inport conpary, assumed greater state con
trol over inports, and the Ministry of Agricul
ture assumed the external marketing of sugar, 
cotton and coffee.

Nevertheless, economic prospects were 
acceptable entering into 1973. There was a 
resurging economy, easier credit lines, good 
erport earnings, and a potential oil boom. The 
growing budget deficit, increased loss of

10. See generally Gouncil of the Americas, 
Andean Pact: Definition, Design, and Analy
sis (New York: Council of the Americas, 
1973). This booklet describes Peru's 
search for joint venture partners and makes 
clear that an attenpt was made to replace 
United States investment with European and 
Japanese investment. The less sympathetic 
leftist writers merely characterized this 
as a shift in dependency to the Europeans 
and Japanese. Anibal Quijano, Nationalism 
and Capitalism in Peru, trans. fcy Helen 
R. Lane (New York and London: Monthly Re
view Press, 1971), p. 40.
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foreign exchange reserves die to a drop in 
copper prices and no fishmeal export sales, 
increased external loans, and stagnated indus
trial growth were discounted because observers 
felt that other fonts of doing business could be 
developed. On balance, the first six months of
1972 had been positive, but the rest of 1972 
gloony, extending into 1973. The GNP was ex
pected to be 4 to 4.5 percent instead of the 7.5 
percent target.

Arny promotions and retirements in January
1973 were important. General Graham Hurtado and
General Fernandez Maldonado, both liberal gener
als, became major generals. The conservative 
Premier General Ernesto Montagne retired on Jan- 
uary 31, 1973 and was replaced by General
Edgardo Mercado Jarrin. The scene was set for a 
power struggle when General Velasco became ill 
in February 1973.

Peru continued to attract foreign investors 
for large projects, and, in general, the invest
ment panorama in certain areas was good. An 
English-led consortium provided financing for 
the Majes irrigation project in the south. The 
Russians worked out a tentative arrangement for 
the Olmos irrigation project in the north. 
Southern Peru Copper Corporation was proceeding 
ahead on Cuajone inspite of resistance in the 
international money markets to financing another 
open pit mine when there were a number of such 
mines active in the world in 1973. Moreover, 
Peru's erratic course and pronouncements were 
hard to sell to barkers abroad although the gov
ernment itself would soon find the bankers 
easily persuaded to loan money for development 
projects.

The future of the fishmeal industry was pes
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simistic because of the disappearance of the 
anchovy due to an unexpected warm ocean current, 
the "El Nino" current, and overfishing, and 
EFCHAP, the state fishmeal and oil sales conpa- 
ny, had overextended itself in the sale of fish
meal future deliveries. However, the oil scene 
became more optimistic as Occidental found a 
second discovery. Petroleum investors continued 
to negotiate in groups with Petrcperu for pro
duction sharing contracts. Petrcperu had dropped 
its insistence on loans of cash or crude and 
was new requesting a larger split of ary oil 
discovered. The prodiction split got as low as 
44 percent for the contractor in the last 
round of contracts to be negotiated in 1973.

In the early part of 1973, Minercperu was 
trying to develop a number of projects. One of 
them, Michiquillay, had reverted to the state in 
1970 and was the subject of a letter of intent 
signed with the Japanese to carry out a $2 mil
lion feasibility study to develop the mine. Due 
to its isolation and a lade of infrastructure, 
mining engineers estimated that the investment 
needed to develop the mine would be $457 mil
lion.

In February President Velasco helped convince 
Venezuela to join the fridean Pact (ANCCM) in 
meetings with the Venezuelan President Rafael 
Caldera in Lima. This was significant because 
the ANCCM leadership new shifted to Venezuela 
from Peru. Foreign investors were concerned 
about the potential stand which Venezuela would 
take on foreign investment. National investors 
were encouraged fcy the possible increase in 
intra-regional trade.

In mid-February President Velasco suffered an 
internal hemmorage caused by an aneurism of the
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abdominal aorta. He was not able to govern, and 
the presidential powers were turned over to Gen
eral Mercado Jarrin. Velasco's health worsened, 
and he lost his right leg. In a struggle be
tween Velasco supporters and Premier General 
Mercado Jarrin, the influence of General Graham 
Hurtado of COAP was instrumental so that the 
cabinet decided to give General Mercado Jarrin 
power of the chief executive only to March 31, 
1973. He had lost his fight for the presidency 
and never regained his former influence in the 
Velasco Era. The finely tuned propaganda 
machine of SINAMDS, along with Expreso' s sup
port, arranged a large demonstration at the mil
itary hospital in Lima in favor of General Vel
asco. Observers such as caretas saw the re
tention of General Velasco to represent the 
unity of the armed forces and the strength of 
the general. It was even speculated that the 
Revolution had been strengthened. By the end 
of March, President Velasco had returned to of
fice and the Revolution continued. However, the 
question remained whether he was strong enough 
to continue governing in a dynamic fashion.

Apart from President Velasco's illness in 
February and March, other events indicated that 
vigorous, clear and dynamic leadership would be 
needed in the future. APRA continued to ask 
that a dialogue be reopened. From the other 
ideological side, another of the government's 
creations, the Confederacion Nacional de Conuni- 
dades Industrials (CONACI), began to present 
problems. In its first congress the delegates 
made such requests as the transformation of all 
businesses to social property and the repeal of 
the Mercantile Law. Their demands were so 
radical that even the representatives of the 
Ministry of Industry were astonished and left 
the congress. Thus, another Revolutionary
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Government creation to develop unity and parti
cipation was actually causing discord and dis
agreement with both the government and the in
vestors.

Both foreign and national investors could 
gather from the recently released 1973-1974 gov
ernment plan that its proposals were becoming 
more idealistic. The aim announced was to 
create five hundred thousand new jobs and reduce 
unenplcyment from 24.4 percent in 1973 to 16.8 
percent in 1975. The plan forecast an increased 
GNP, to 7.5 percent, and a significant increase 
in public investment, up 47 percent. The in
crease in public investment was clearly designed 
to conpensate for the decrease in private na
tional investment which had been caused particu
larly by caution in industry because of the In
dustrial Community Law and the Labor Stability 
Law. The reduction in investment was in spite 
of the various incentives existing in the laws 
for importation tax reductions and tax savings 
for reinvestments. In this area, nary govern
ment officials started to mislead the public and 
there elves over the investment figures. As the 
year went on, industry investment increased; 
however, it was generally due to a reinvestment 
of profits to combat the takeover of the Indus
trial Community, and not new funds for new in
vestment. New investment and reinvestment 
figures were combined and revealed to the public 
as new investment. Other increases were due to 
mining and petroleum. Both sectors were in one 
form or another partially protected from the 
Revolution's structural reforms.

In March, Southern Peru Copper Corporation 
announced that it had obtained a series of loans 
for $180 million to enable it to continue its 
Cuajone project. In petroleum, contract negoti
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ations continued. Petrcperu announced that con
struction of the Nor-Peruano pipeline would be
gin in May 1974. The jungle oil would be on 
the coast in January 1976 at a projected cost 
of $340 million.

Peru's ability to obtain large project fin
ancing and to offset negative private sector re
action by an increase in public investment had 
been unexpected. What the future held for the 
existing industrial investor, foreign or nation
al, and the private sector in general, was para
mount in the minds of those who had not worked 
out special contract arrangements with the gov
ernment. It appeared that all new investments 
in mining, oil, and industry were being agreed 
to in special formulas with state entities.

The Revolutionary Government had moved quick
ly in the last four years fran a "unique" case 
of the expropriation of IFC to the clear trend 
toward state control of the economy. The gov
ernment had made numerous attempts to convince 
the private industrialists to collaborate with 
the Revolution. However, this was not to be the 
case. CADE-72 clearly demonstrated that the two 
sides had little in cannon. An attempt had been 
made to develop an industrial bourgeoisie; how
ever, this failed, and its role was replaced by 
the state so that a state-foreign capital re
lationship was formed. H  The last year of the 
trial period was 1972. Gears would be shifted 
in 1973 to the state-foreign joint venture 
model, foreign exchange allocations, and the de

ll. E.V.K. Fitzgerald, "Peru; The Political 
Economy of an Intermediate Regime," 8 
Journal of Latin American Studies, Part 1, 
(May, 1976): 53, 63.
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velcpment of social property.

The Revolution thus became more radical due 
to the leadership of General Velasco, the in
fluence of the COAP, and the evolution of the 
regime itself. The military used their experi
ence on their initial measures to conclude that 
a more radical approach was needed in order to 
prodace the desired effects. ̂ 2 However, the 
military had reached this far because the 
first four years of the regime were notable for 
the absence of immediate pressures which had 
tied the hands of the Belaunde government. The 
political parties were in disarray; the elite's 
power was reduced; there were few pressures of 
an economic crisis; and the trade balance and 
current account figures were sound, primarily 
due to strong commodity prices. It should 
also be noted that the Belaunde reform measures 
of 1967 and 1968 benefited the Revolutionary 
Government. It inherited a stabilized govern
ment and a depressed econom/ with a strong pos
itive balance of payments. 13

The survival of General Velasco was signifi
cant. The Revolution was at a turning point in 
the Velasco Era and in this case turned to the 
left because the strong general remained in 
power. The next few months were to present a 
number of surprises because the pace of the Re- 12 13

12. Abraham F. Lowenthal, "Peru's Ambiguous Re
volution," 52 Foreign Affairs 4 (July, 
1974): 813-14.

13. Rosemary Thorp and Geoffrey Bertram, Peru
1890-1977 Growth and: Policy in an Open 
Ecoixmg (New York: Colombia University
Press, 1978), pp. 304-05.



1973 119

volution quickened and lost control. It was at 
this time that the government turned to the in
ternational financial comnunity to mortgage its 
future based on the supposed continuation of the 
oil boom. Subsequent events demonstrated the 
error of those actions and the effect it had on 
the fate of the Peruvian revolutionary experi
ment.
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CHAPTER 6

STATE CONTROL AND STATE ACTIONS TO PLACATE 
AMERICAN INVESTORS

(April 1, 1973 to February 28, 1974)

The Revolutionary Government's trend toward 
state control of the economy became clear in 
1973. Although it is unclear whether such meas
ures were contemplated fcy the government in 
October 1968, a state-dominated economy was de
veloping. The number of state entities prolif
erated, and certain of them gained great power. 
Petrcperu and Minercperu were in charge of the 
negotiations of the major projects in oil and 
mining, and to a lesser extent, Induperu had de
veloped considerable negotiation expertise in 
the industrial area. The illness of President 
Velasco and the subsequent shift of power in his 
cabinet to state oriented ministers, i.e., the 
Minister of Fisheries General Tantalean Vanini, 
the Minister of Industries Admiral Jimenez de 
Lucio, and the Minister of Enercy and Mines 
General Fernandez Maldonado, certainly influ
enced the further course of the Velasco Era. In 
addition, the reluctance of the national invest
ors from the beginning of the Peruvian Revolu
tion to provide their support clearly pushed the 
Revolutionary Government closer to the statist 
model. Foreign investment in mining and petro
leum could be viewed as the exception to the 
rule. This was an area in which the government 
could seek foreign participants without risking 
the accusation of ideological deviation because 
of the large sums of capital involved.

Hie two year mining program for 1973-1974 re
vealed an investment goal of $540 million, of 
which 55 percent of this amount pertained to
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Cuajone and Marcona. Major eirphasis was placed 
on the projects of Minercperu which it would 
carry out itself or do with the equity partici
pation of the foreign raining conpanies, for ex- 
anple, Gerro Verde, Tintaya, Santa Rosa, Oerro 
Verde II, Bayovar, the Ilo refinery, a lead 
smelter and refinery and zinc refinery at 
Huacho, Chalcobamba, Ferrobamba, Antamina, 
Quellaveco, and Michiquillay.^ Hie Antamina 
project had been agreed to between Minercperu 
and the Rumanian mining conpary, Geomin; how
ever, the majority ownership fontula agreed to 
in Antamina and customarily demanded by Minero- 
peru did not prove attractive to other mining 
conpanies.1 2

The other dominant area, petroleum, was opti
mistic. Fetrcperu and Occidental made addition
al discoveries. However, as of Tpril 1973 the 
two conpanies had drilled and ccatpleted only six 
wells in the jungle, and the potential jungle 
reserves were unknown. Nevertheless, on the 
faith of more oil discoveries, Japan granted 
Petrcperu a $350 million loan in exchange for 
the agreement to supply Japan with petroleum 
from 1976 to 1988. The loan was to finance the 
construction of the Nor-Peruano pipeline.

1. As of 1980, except for the Ilo refinery, 
Antamina and Cerro Verde, these projects 
have not been carried out for various rea
sons such as the depressed world mineral 
market for copper and zinc, the tough bar
gaining position of the Minercperu negoti
ators, and the availability of alternative 
projects elsewhere.

2. Even the Antamina project has not progres
sed as expected.
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The optimism over oil and certain optimism in 
mining did not convince foreign investors in 
other areas. Moreover, good economic news based 
on a rise in international commodity prices did 
not offset the drop in fishmeal exports due to 
the ancho\y crisis and its impact on the balance 
of payments. Investors saw the true feelings 
and attitudes of the government because criti
cism of the press, always a sign of crisis, be
gan again. Prior to departing for Cuba for a 
meeting with the Cuban government, General 
Rodriguez Figueroa of SINAMOS attacked El Cam
era io and stated that it should become a social 
property conpany .3

The government nationalized the fishmeal 
indistry on May 1. It blamed the necessity of 
such measures on the debt structure of the fish
meal companies and the absence of the anchovy 
caused by the appearance of the El Nino current. 
When the government assumed control of the fish
meal companies, it created a new state 
entity Pescaperu to administer them. Bock value 
of the assets was approximately $450 million. 
They included ninety private ccmpanies, approxi
mately 27,000 fishermen and plant workers, 1486 
boats, and 105 fish or fishmeal plants. Star- 
kist, Heinz, Cargill, General Mills, and Inter
national Proteins owned a third of such hold
ings. The International Proteins holdings were 
valued at $11 million and Cargil at $7.3 
million.

In the fishmeal industry the foreign ccm
panies, the most efficient and best organized, 3

3. La Prensa, /^>ril 16, 1973. "I believe that 
the counter-revolutionary press [will] dis
appear. " ibid.
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were eliminated. However, the private Peruvian 
investors were those who suffered most. Many 
of them had lost money with the agrarian reform, 
and had taken nuch of their capital and inves
ted in the speculative fishmeal industry. For 
them to take the remainder of their capital and 
invest in another sector of the econony seemed 
unrealistic.

The expropriation of the fishmeal conpanies 
had an immediate unfavorable inpact on foreign 
investors who could not justify this move as 
"unique" like IFC. Both foreign oil and mining 
investors were concerned because General Thnta- 
lean Vanini had argued that since fish were a 
natural resource, the fishing industry should be 
under state control. El Come redo condemned 
the expropriation as "unsuitable even from the 
national point of view.. .constituting justified 
reason for national alarm. "4

The private sector criticized the expropria
tion of the fishmeal conpanies whereas the pro
government Expreso and Nueva Crondoa justified 
the measure because of the fishing crisis. Pub
lic confidence was reduced so much that various 
ministers spoke during May to explain the gov
ernment's ideas. Those chosen to clarify points 
were General Mercado Jarrin and General Morales 
Bernudez who were well regarded by the private 
sector. General Mercado Jarrin indicated that 
the government did not want to place the methods 
of prodiction and all companies under state con
trol. General Morales Bermudez, in response to 
runors regarding the seizure of saving accounts, 
assured the investors, and above all the small 4

4. New York Times, May 13, 1973.
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investor, "that his rights would be cared for. "5 
He indicated that the Revolutionary Statute did 
not contenplate statist. At a later date Gen
eral Morales Bernudez stated that there would 
not be irrational expropriations; moreover, he 
indicated that economic policy should be made 
clear so that the far left would not be able to 
take advantage of indecision or unclear policy.

New oil contracts were signed with Betroperu 
despite the rumors that a Petroleum Gbmnunity 
would be created. Occidental announced that bas
ed on their discoveries, they would be producing 
oil by 1975. The new contracts with such com
panies as the Japanese Aides Retroleun, Cities 
Service Gonpary, and several European conpanies 
were the last Peruvian model contracts to be 
signed. later the Revolutionary Government an
nounced that it would not sign ary more produc
tion sharing contracts. This was just after 
Belco Petroleum Corporation changed its con
cession agreement to a production sharing agree
ment in mid-August. The government based its 
hopes on optimistic petroleum reserves figures 
of 400 million barrels in the jungle, 300 mil
lion of which pertained to Occidental. Ifcwever, 
up to that time there had been only three com
mercial discoveries by Occidental in three wells 
drilled and, for Betroperu, three commercial 
discoveries, one non-commercial discovery, and 
two dry holes in six wells drilled. Daily pro
duction for 1972 had averaged 37,700 barrels 
(Petroperu), 27,450 barrels (Belco), and twenty- 
one hundred barrels of other producers. A Con
tinental Oil executive estimated that there 
could be up to 1 billion barrels per day produc- 5

5. La Prensa, May 19, 1973.
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tion by mid-1980.6
Large foreign investors and barkers minimized 

the trend of events. In April a resident barker 
stated: "Frankly we feel Peru is a good risk...
stable government.. .no riots.. .and there is a 
relatively strong currency. "7 The incbstrial 
nations represented by the Paris Club agreed to 
grant Peru loans of $470 million for 1973 to 
1976 to finance development projects. General 
Morales Bermidez made this request at a meeting 
of the consultative commission of the World 
Bark. He then carried Peru's largest loan re
quest to Paris, a total of $3,071.9 million in 
projects for which he sought $1.9 billion in 
soft credit foreign currency. General Morales 
Benrudez based the large request on the fact 
that the banks understood that Peru was combin
ing economic growth with social justice, and 
the/ planned to pursue a policy to encourage 
both national and foreign investment. The major 
investment projects for which financing was 
sought were all public investment backed by for
eign capital and technology, i.e., the Nor- 
Peruano pipeline, the Chimbote steel plant ex
pansion, and the Majes irrigation project.

The inpact of the disappearance of the an
chovy, the resulting takeover of the fishmeal 
industry, and President Velasco's illness had 
not yet been felt. General Morales Benrudez was 
able to present to the potential lenders a heal
thy econony, a stable political situation with 
high liquidity, and a sound currency. The GNP 
had increased by 5.8 percent in 1972 primarily 6 7

6. Peruvian Times, August 3, 1973.
7. New York Times, April 18, 1973.
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due to more government spending and greater ac
tivity in construction, mining, and to a certain 
extent with reinvestments in industry. Private 
investment rose 8 percent in 1972 and public 
investment 23 percent to give the public sector 
a 30 percent share in all investment. The pro
jected foreign borrowings for the 1973-1974 
budget were up from the 1971-1972 budget.

It was at this time that the World Bank warn
ed of Peru's unfavorable debt structure and 
urged that its creditors find ways to increase 
long term borrowings. Moreover, it indicated 
that the private sector's participation was 
critical: "If the government succeeds in in
spiring. . .confidence in the stability of the re
forms already made as 'fixed rules of the game', 
it would be reasonable to expect an early re
sumption of private investment in the procbctive 
sector. "8

The events in the first half of 1973 had 
much more political than economic impact. Gen
eral Velasco received the president of Cuba 
and its chancellor in June and stated at that 
occasion: "I wish that you see in this meeting, 
the meeting of two revolutionary governors whose 
countries, by different roads, are constructing 
their own revolution to resolve the fundamental 
problems of their people. "9 it was interesting 
that President Velasco drew a parallel with Cuba 
as he had with Chile in his visits with Doctor 8 9

8. International Bank for Reconstruction and 
Development Mission to Peru, Current 
Economic Position and: Prospects of Peru, 
1973, p. 54.

9. El Peruano, June 6, 1973.
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Allende in 1972. At the same time he distin
guished the processes taken. This distinction 
was little appreciated by opponents of the re
gime. If the government had been able to con
vince observers of their fundamental differences 
from Chile and Cuba, it might have been more 
successful in attracting national private in
vestor support.

In an internal struggle over the role of the 
press in May, Admiral Vargas Caballero defended 
El Comercio and La Prensa and stated that 
criticism was acceptable if it were healthy and 
constructive. This contrasted with the Velasco 
factions of the government which believed in 
government-directed news coverage and opinions.

General Graham Hurtado of COAP negated in 
July nuch of the cushioning of the blow of the 
f ishneal industry expropriation when he confirm
ed the role of private property in the economy: 
"we will not leave uncared for private riches. 
It can be that some means of production might be 
in their hands, but those will not be the most 
significant. "10 He went on to stress the 
non-comnunist, non-capitalist nature of the gov
ernment so as to soften his words on private 
property. These same postulates were echoed fcy 
General Fernandez Maldonado in a later speech in 
which he stressed that the revolutionary model 
was autonomous and Peruvian. General Velasco in 
an interview with the Mexican newspaper siempre 
indicated that Peru would stay equidistant from 
both ideologies and go its own way . H  10 11

10. La Prensa, July 5, 1973.
11. Henry Pease Garcia and Olga Verne Insua, 

Peru, 1968-73, 6 Volumes (Lima, Desco,
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In June the small investors reacted. The 
preliminary fishmeal coup ary valuations appeared 
unfair because they were at least 40 percent 
under the expected value. Comments were made 
that the valuations depended on the previous 
foreign or national owner of the conpanies, a 
point often raised during the Revolution. The 
Peruvian industrialists lobfcy, the SI, immedi
ately got involved on a different matter. At 
a party in honor of its combative president 
Raymundo Duharte, he cited production statistics 
shewing declining growth and production in in
dustry. Euharte stated that he was only trying 
to defend his ideas and principles using legal 
methods and channels. Even though he agreed 
that the structural changes were necessary, he 
stated that industry should have taken positive 
actions earlier. As a final point he called for 
the military to go back to the barracks. This 
last statement, an often heard remade during the 
presidency of Morales Bermudez, earned Duharte 
the repudiation of. Expreso and the applause of 
El Comercio and La P re ns a. Duharte sub
sequently traveled to Europe and Ecuador and was 
not allowed back into Peru until late 1974.

Hie goverment began to attack through its 
aggressive Transport Minister General Meneses 
Arata and also used the television to defend 
itself. The appearance of a high level SINAMOS 
technical advisor on the television program "La 
Revolucion Responde" indicated that the govern
ment was concerned about the "counter revolu
tion's" canpaign to take prestige away from the 
armed forces and the Revolution ty maintaining 
that it was going toward comnunism.

1974), 11:543-44.
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In General Velasco's Independence Day speech 
on July 28 he gave a clear exposition of the 
government's stand on business property- Ebr 
the first time, the four sectors of property 
were clearly outlined as the predominant social 
property sector, a strong state sector, a pri
vate reformed sector (reformed by the Labor Com
munity to have co-management), and a newly an
nounced sector of small scale commerce, artisan, 
and service functions. The social property com
panies were to be essentially worker owned and 
managed. Their form became clearer in late 
August when the drafting commission of Gen. 
Arturo Valdez Palacio, Jaime Llosa, Luis Guilfo, 
and the future head of the Social Property 
System Angel de las Casas released a draft of 
the social property law.I2

In the end of July El Comercio went on 
strike. There had never been a labor union in 
El Comercio until 1970 when the government 
authorized one in an effort to harm its major 
press opponents. Ey 1973 the workers pushed by 
"unseen hands" had begun to create problems for 
the owners, the Miro Quesada family. This par
ticular strike lasted for twenty-nine days and 
pit General Meneses, an opponent of El Comercio, 
against Admiral Vargas Caballero who reminded 
the public that El Comercio had always been a 
good newspaper and had helped fight IIC. It was 
clear that the newspaper controversy would con- 12

12. Although there were other children of "good 
families" involved in the Peruvian Involu
tion, de las Casas went the furthest and 
fell the hardest in the end. His Anglo- 
Peruvian prep school and American univer
sity education was a contrast to his mili
tary bosses.
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time to be a problem for its owners and for the 
government.

Cerro Corporation announced in early July 
that it was commencing negotiations with the 
Revolu tionary Government for it to take over its 
mining operation, Cerro de Pasco Corporation. 
Cerro valued its properties at $146 million. By 
August 1973 President Richard Nixon named James 
Greene of Manufacturers Hanover Trust to head a 
mission to Peru to resolve outstanding invest
ment problems and avoid ary ultimate application 
of the Hickenlocper Amendment while the IRC case 
was still pending.

Various problems faced the negotiators in re
gard to valuation of the properties, repatri
ation of profits and depreciation. However, in 
general the move to negotiate was beneficial be
cause in spite of dim short term economic pros
pects, Peru's medium term future appeared good 
due to the World Bank money, private sector oil 
and mining financing, and foreign bark loans 
coming into the public sector. Inflation had 
picked up, but no major balance of payments 
problem existed. However, measures to correct 
trade balance problems needed to be taken in 
view of continued increases in imports. Thus, 
if the government could solve its long standing 
investment disputes, it could turn to concen
trate on its economic situation and development 
programs.

In a very characteristic manner, the Revolu
tionary Government announced a series of pro
jected investments in late August and September. 
A metallurgical-medianical complex was to be 
built near Arequipa in the south. Czechoslova
kian investors provisionally agreed to an in
vestment of $53,290,000 for a project that would
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consist of four basic plants and twelve factor
ies to produce tools and machinery. The twelve 
factories would be a social property catplex 
costing $13,040,080. Investment in the automo
tive sector in Trujillo was also announced. The 
five assemblers, Volkswagen, Volvo, Toyota, 
Nissan, and Chrysler, were bidding for the right 
to produce vehicles and parts and conponents in 
Trujillo. A Romanian machine tool factory, 
Maquinas Herramientas Andinas S.A., was program
med for Trujillo. Induperu announced that the 
Perkins-Volvo group would manufacture diesel en
gines, and Massey Ferguson would produce trac
tors in Trujillo. The announcement of such ar
rangements impressed potential foreign investors 
and the general public. It appeared that the 
government had started to convince investors of 
their industrial development plans. Tie an
nouncement of these projected investments caused 
an unrealistic heightening in expectations be
cause by 1980 little actual progress had been 
made either in volume of production or capital 
invested. Tie social property projects had not 
been started due to a government policy shift. 
Tie Revolutionaiy Government and its ministries 
often announced news of this type to divert the 
attention of the public from real issues.

Events in September were important for Peru. 
President Salvador Allende of Chile was over
thrown on September 11 in a bloody coup d’etat, 
and, consequently, President Velasco lost a 
friendly socialist neighbor to the south. From 
its inception the military regime of General 
Augusto Pinodiet was anti-comnunist and very 
suspicious of the Velasco government. Moreover, 
internal political forces began to criticize the 
government again. In a communique AP warned 
that the existing tendency toward class struggle 
and the division among Peruvians had to be con
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trolled. The Lima Bar Association protested the 
draft of the social property law and stated that 
it was a scheme to inplant comnunism. As the 
internal events heated up, the government de
ported several AP leaders.

The Cerro de Pasco negotiations broke down in 
September. Gerro accused the government of bad 
faith in its valuation of the Cerro properties. 
The government countered by stating that they 
had not begun negotiations yet and stressed 
Cerro's bad historical record of labor disputes 
and inadequate housing for its workers. It was 
clear that the Cerro issue was leading up to 
some government action. Fbreign investors cog
nizant of the issues at stake watched develop
ments closely because there were signs that it 
could become a second IFC expropriation, i.e., a 
large multinational with friends and enemies in 
Peru, a long history of mixed governmental re
lations, and a record of hard bargaining with 
the government. Gerro referred to the govern
ment' s offers as "tantamount to expropriation." 
Cerro had appraised the value of its assets at 
$175 million, and Peru had offered $12 mil
lion. 13 Peru acoused Cerro of trying to "falsify 
and distort the government's condact with the 
clear purpose of damaging the well-earned pres
tige of Peru in the international financial 
world. "14

President Velasco's October 3 speech was im
portant because he stated that social property 
did not iitply the disappearance of private prop
erty in Peru and denied that the government had 13 14

13. Wall Street Journal, September 25, 1973.
14. Wall Street Journal, September 28, 1973,
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ary Marxist-Leninist leanings. The foreign and 
national investors and businessmen appeared to 
be more concerned over social property than the 
economy due to its priority in financing, gov
ernment contracts, and export incentives. The 
debate by the political parties and interest 
groups over social property continued and in 
effect created somewhat of a diversion from 
major issues.

The economic data released was positive due 
to capital inflows by oil companies and unprece
dented export prices. However, a large first 
half budget deficit of S/.7,485 million 
($193,410,850) existed. This had to be made up 
in S/.6,893 million ($178,113,690) by long 
term loan monies. Rjblic investment was up 18 
percent compared to 6.2 percent for private 
investment. The half-year 1973 trade balance 
showed a $75.9 million deficit. The economy 
started to show danger signs such as externally 
financed budget deficits, large public invest
ments, and a trade deficit.

Certain positive events occurred in November 
because the private national investors moved 
slightly closer to the government at CADE-73 
which dealt with the Andean Pact. CADE-73 was 
the last frank discussion of investor problems 
with the government until 1976. Unfortunately, 
the government officials appeared too techno
cratic to really understand investor problems. 
For example, the head of the Economic Integra
tion Office General Barandiaran Pagador stated 
that foreign capital had accepted the new form 
of ownership, the Industrial Community. That 
indeed was the case. The rules had been accept
ed, and the investors had gone elsewhere. As a 
final statement to the business community# Gen
eral Mercado Jarrin closed CADE by stating that
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"we believe that a prudent redefinition of the 
interests of the national businessmen will per
mit them to conciliate their expectations with 
those of the people and the Peruvian state. "15 
He also stated that the liquidation of the bus
iness sector was not one of the objectives of 
the Revolution. How long the government's posi
tion on the private sector was to continue re
mained unclear.

The favorable economic conditions vrere over 
by the fall. Inflation began to build up parti
ally because cheap OPEC oil was no longer avail
able. Inports in general increased. Inflation 
was up 14.5 percent on an annual basis, double 
that for 1971-1972. The budget deficit was be
coming more inpressive. It was being financed 
through the saie of treasury bonds, and the 
drawdown of external loans and cash balances. 
Tax revenue collection was down 18 percent due 
to the General Law of Industries tax incentives 
which helped the industrialists put off the 
Industrial Comnunity at the expense of treasury 
collections, and due to confusion over the 
December 1972 sales tax. Pood scarcities ap
peared while farm output was static.

On the investment side Southern Peru Copper 
Corporation signed a loan agreement for $200 
million between themselves and twenty-nine banks 
led by Chase Manhattan Bank to finance the Cua- 
jone project. However, $170 million of the or
iginal $370 million was lacking, and costs due 
to inflationary pressures had run the Ouajone 
project to an estimated $550 million. The gov
ernment announced a $420 million investment pro
ject at Bayovar in the north. These state-owned 15

15. La Prensar November 19, 1973.
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investments would be made in mining, metalurgi- 
cal, petroleum and indistrial projects, and a 
one hundred fifty thousand barrel a day re
finery at the site of the projected end of the 
Nor-Peruano pipeline. 16

In December the government continued its 
plans for state control of basic industry by 
purchasing the first of the cement companies, 
Cement os Norte Pacaamayo, for $9.5 million. 
The Pacasmayo plant was the only cement plant to 
be sold without problems to the government. The 
price offered was basically a fair price. In 
other incbstry news, the Ministry of Industry 
selected the Japanese Toyota in the conpetition 
to build gasoline motors, gear shifts, and 
assemble cars in Trujillo. The other three 
automobile assemblers were to continue for the 
present time on three year assembly contracts.

However, the biggest news came at the end of 
the year with the expropriation of Gerro de 
Pasco. Gerro was expropriated on December 31, 
1973 and became a state corporation known as 
Centromin. General Velasco referred to the ex
propriation as the best answer of the Revolution 
to its reactionary enemies ("the right") and the 
ultra-left. In an atterrpt to justify the expro
priation as a planned action, the Minister of 
Energy and Mines the radical General Fernandez 
Maldonado stated that the expropriation was not 
an isolated event, nor was it an immature and 
rash act. He praised the expropriation as a 
defeat for imperialism. Neither foreign nor 
national investors were overly surprised by the 
measure inasmuch as it was expected. The con- 16

16. Little of the Bayovar project was completed 
by 1980 except for the petroleum terminal.
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servative press did feel that it was an exercise 
of sovereignty, good mining policy, and a na
tionalist action on the part of the military.

Observers believed that a final settlement 
of the Cerro problem would be part of ary deal 
with the United States on all investment dis
putes so that the flew of significant bank cred
its and major investment funds would be resumed. 
Unfortunately, ary settlement would care when 
the Peruvian economy showed serious signs of de
terioration. General Morales Bermudez had 
issued certain optimistic statements: a stable
economy, no devaluation, a $40 million balance 
of payments surplus, unemployment down, and ex
port income slightly up. However, he flagged a 
danger sign because the government was now mak
ing 43 percent of the country's investment. 
Moreover, inspite of international reserves of 
$564 million in mid-November, inflation was 
catching up. General Morales Bermudez called 
for backing by business and more production. 
His call to prodice more had been echoed fcy 
Caretas which criticized business's resis
tance to change and fear of uncertainty inspite 
of the government's explanations.

This was General Morales Bermudez last warn
ing as finance minister. In early 1974 he be
came the chief of staff of the arny, a normal 
promotion step, and was replaced fcy General 
Marco del Pont, the ex-head of the National 
Planning Institute. General del Pont inherited 
an economic nightmare. Peru's external borrow
ing was up from $249 million in 1971 to $382 
million in 1972 to $650 million in 1973. The 
foreign debt service was over 30 percent of ex
ports, and only the high borrowing rate and ex
cellent commodity prices were sustaining the 
record exchange reserves at year-end of $564
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million. The problems were clear as inflation 
had increased to 13.8 percent at year-end; there 
was a current account deficit of $191 million 
and a budget deficit of the public entities of 
S/. 21.8 billion ($563,307,490). Costs had ex
ceeded prodiction. Great pressure was exerted 
on internal prices, the current account, and the 
external debt. All the signs of economic crisis 
existed, i.e., inflation, generally stagnant per 
capita prodiction, and a large balance of pay
ments deficit. As expected, life styles started 
to deteriorate, prices went up, and more demand 
was generated for imported goods. Moreover, due 
to controlled food prices and exchange rates, 
internal production decreased. This phenomenon 
prevailed for the next fev years in mining and 
agriculture. Investment in industry was report
ed up; however, a significant portion of this 
was undoubtedly reinvestment.

Investor confidence, especially among Peru
vians, was at a new low in the beginning of 
1974. Ertpresas Electricas, now majority state- 
owned, omitted its traditional yearly dividend. 
Hi is created havoc and loss of confidence among 
small and medium sized investors. The govern
ment increased pressure on the privately owned 
national airline Faucett. A form of gas ration
ing through restricted days of driving was in
stituted, and a report from New York Times 
warned that Cerro de Pasco could become another 
IIC wherein the comp ary would not receive a cent 
for its property.

The economy had gotten out of control, and 
the government had no real program to manage and 
control it. It continued to subsidize food
stuffs, and blamed the existing problems on ex
ternal factors. An air of unreality prevailed 
in which economic revival was based on the hopes
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of oil and anchovies. The trade balance by 
fourth quarter 1973 was clearly in disequili
brium. Balance of payments forecasts were posi
tive only because of the inflow of loan financ
ing for mining and oil. There were still hopes 
that a positive balance of payments forecast of 
$100 million for year-end 1974 was realistic. 
However, imports created the problem, with oil 
up almost five times ($30 million in imports in 
1972 and $140 million in 1973). This was due to 
oil crisis and the OPEC increases which present
ed the Velasco regime problems in maintaining 
its gasoline subsidy system. Moreover, wheat 
prices had almost doubled.

The economic disarray was not yet understood 
by the Revolutionary Government or by the Peru
vians. To add to the economic confusion, re
ports from abroad stressed Russian and Cuban in
fluence in Peru and a chance of a war with 
Chile. The moderate Admiral Vargas Caballero 
tried to play down these rumors when he stated 
that "this Government is not, and will not be 
comnunist, nor Marxist-Leninist.. .we are not 
capitalists, we wish a government that goes to
ward the welfare of the great masses, of all the 
Peruvians. "17

The government acted to solve pending invest
ment problems by appointing a commission to ne
gotiate with the United States. Simultaneously 
they issued a law to permit the takeover of the 
basic industry companies which did not agree to 
their assumption by the state within an appro
priate negotiation period. This law called for 
payment to the companies’ shareholders the value 
of their investment 10 percent down and ten 17

17. La Prensa, February 2, 1974.
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yearly payments on the redaction of bonds is
sued. Immediately the law was used to ex
propriate Cementos Lima S.A. of the Peruvian 
Rizo Patron family and the North American W. R. 
Grace & Conpary holdings in paper and chemicals, 
Sociedad Paramonga Ltda., Cartavio S.A., Pap- 
elera Trujillo S.A., and Envases Sanmarti S.A.

The expropriations sparked the continued con
troversy of the Peruvian Revolution. As would 
be the case, the foreign investors would eventu
ally be paid in cash for their properties where
as the national investors received virtually 
worthless paper. El Comercio picked up this 
problem immediately and reacted negatively fcy 
asking where the money would come from to pay 
the owners. It also pointed out that it seemed 
unfair to expropriate Peruvian conpanies which 
carried on their business correctly and hinted 
that the foreign conpanies got a better 
deal. 18 Subsequently, the declared enemy of 
El Comercio, Transportation Minister General 
Meneses Arata, stated that the basic industry 
expropriation only tock into account national 
interests and was not concerned with the 
nationality, the success, or the condict of the 
owners. Thus, one of the most crucial problems 
of the Peruvian Revolution was created: unequal
treatment of the Peruvian investors as catpared 
to foreign investors, and expropriation of the 
Peruvians' efficient conpanies.

Almost immediately after the Grace expropri
ation, Peru and the Uhited States signed the 
Greene Agreement which was to resolve their out
standing differences over the treatment of 
United States investors. The Peruvian govem- 18

18. El Comercio, February 16, 1974.
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ment agreed to pay $76 million to a number of 
companies listed in the agreement, to include 
Cerro Corporation, W. R. Grace & Conpany, Gold 
Kist, Starkist, Standard Oil of California, In
ternational Proteins, and Morrison Knudsen, 
among others, and to free up another $74 million 
in blocked remittances. Ebr those companies 
compensated, the deal appeared fair. IEC was 
not included in the list of companies to be 
paid.

The Greene Agreement appeared "reasonable 
under the political realities" 20 and cleared 
the way for such companies as Southern Peru 
Copper Corporation to receive Export-Inport Bank 
financing, plus loans from other international 
bark consortiums. The Peruvian government had 
also placed itself in the situation of a pro
spective borrower. However, the conservative 19 20

19. However, this was the Peruvian position 
adiieved by the drafting of the document 
and the wording of its Annexes A and B. A 
snail scandal occurred in December 1974 
when it was revealed that the United States 
government had paid Esso Standard (Inter- 
American) for the I PC losses. Interpre
tation of the Greene Agreement indicates 
that the payment was permissable. Annex B 
basically stated that the United States 
government recognized that Annex A (which 
included a list of conpanies covered by the 
agreement) represented Peru's position. 
There was no ejpress agreement by the 
United States government to follow the 
list.

20. New York Times, February 20, 1974 (State
ment of Cerro Corporation).
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forces saw the agreement as favoring the foreign 
investors. El Comercio claimed that it violated 
Article 17 of the Constitution of 1933 because 
the various demands of the companies had been 
sol\ed by diplomatic channels. Moreover, it 
protested the situation of the Peruvians who 
could not present diplomatic claims against 
their own government. The AP also critized the 
Greene Agreement which it saw to be a condona
tion of the $690 million debt of IBC.

From the United States standpoint, the Greene 
Agreement demonstrated a desire to settle bi
lateral problems with Latin American nations in 
an atmosphere of good faith and compromise. It 
was the f irst settlement of a post World War II 
claim between the United States and a Iatin 
American nation. 21 On the other hand, the 
Peruvian government settled the dispute because 
of North American economic pressure to carry out 
its international law obligations to compensate 
the owners of the expropriated companies. This 
was a way in which the government could clear 
the way for foreign investment if such 
were forthcoming.

Thus, the last relatively positive period of 
the Velasco regime had ended. The Greene Agree
ment was seen by both governments as the prelude 
to a better climate for investment and for loan 
financing. However, the treatment of the 
national investors placed a cloud over what 
otherwise could have been a positive step. The 
Revolutionary Government had tried to come to 21

21. David A. Gantz, "The United States-Peruvian 
Claims Agreement of February 19, 1974," 10
The International Lawyer 3 (Summer 1976): 
398-99.
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agreement with the Peruvian private investors; 
however, they were unable to do so and thus de
cided to go their own way toward state control.

During the March 1973 to February 1974 per
iod of the Velasco Era, General Velasco had come 
bade from his illness to provide sate form of 
leadership. Moreover, in spite of the fishmeal 
takeover, the conpletion of the basic incbstry 
ejpropriation, and the expropriation of Gerro de 
Pasco, the Greene Agreement permitted the period 
to end on a positive note. The euphoria of an 
oil boom and the up-to-now generally unfelt ef
fects of the rise in international oil prices 
due to the gasoline subsidies all pointed to a 
positive turn in the Peruvian Revolution.
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CHAPTER 7

THE DECLINE AND FALL OF VEIASCO 

(March 1, 1974 to August 29, 1975)

Once the Greene Agreement was signed at the 
end of February 1974, the Peruvian Government 
should have slowed down and reflected regarding 
the political and economic direction of the Re
volution. However, this was not the case. From 
March 1974 to the fall of Velasco, the leaders 
of the Revolution forged ahead with their re
forms. As the economic crisis worsened and was 
hidden by the governmental advisors in their 
speeches, political opposition and lack of con
tentment among the people increased.

News on the investor scene in March 1974 was 
varied. The government hired the Macon consor
tium to carry out the Majes irrigation project 
whose first stage alone would cost $150 million 
and take five years. This project had been 
aborted a number of times before under previous 
governments and had been negotiated for a number 
of years by the Revolutionary Government prior 
to the announcement. As more large projects 
with or by the state were announced, the govern
ment continued to move against private national 
investors. The government expropriated Gementos 
Andinos, the last of the privately-held cement 
factories, in early March and thus conpleted 
part of the basic industry takeover.

Peruvian investor confidence was further re
duced when the blue chip Enpresas Electricas de
clared a 1 percent dividend and its shares fell 
to an all time low on the Lima Stock Exchange. 
The state had assumed majority ownership of 
Errpreasa Electricas as per the 1972 Electricity
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law. By July 1974 Enpresas Electricas vras 100 
percent state-owned. The private Peruvian 
shareholders had received bonds for their shares 
while the foreign shareholders had been paid for 
their shares through a loan and bond buy-back 
arrangement with COFIDE. Cnee again the nation
al investors received unequal treatment as com
pared to the foreign shareholders.

Other news in March 1974 was disconcerting. 
In the education sector the Maoist-oriented 
teachers' union, SUTEP, was gaining strength. 
They denounced the creation by the government of 
its own teacher's union, SERP, which appeared to 
be an appendage of SINAMDS. By late June 1975 
it was clear that SUTEP had great power because 
it polled 82 percent of the votes in the 
teachers' cooperative elections.

These political problems were accompanied by 
certain external political frictions between 
Peru and Chile. Peru, Chile, and Bolivia had 
fought the War of the Pacific, 1879-1884, in 
which Peru had lost considerable valuable ter
ritory in what is today a part of northern 
Chile. Bolivia lost to Chile her coastal access 
to the Pacific Ocean. It appeared that the 
old frictions caused by such conflict were 
developing. The Revolutionary Government 
moved the Peruvian Armor School to the south 
because it needed wider terrain for maneuvers. 
However, at the same time President \felasco 
stated that Chile could not cede to Bolivia an 
access to the sea through land which had been 
Peruvian in accordance with existing treaty 
arrangements.

When the 1973 economic figures were released 
in early 1974, they confirmed heavy government 
borrowings ($672 million), increased inports at 
soaring import prices, a current account deficit
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of $304 million, and a debt-service ratio which 
had risen to 38 percent of exports. There had 
been a rise in direct investment, $71 million in 
1973 conpared to $48 million in 1972; however 
this was attributable almost exclusively to the 
oil conpanies as the expansion in the industry 
and mining sectors other than Cuajone was slow 
to minimal. The Cuajone project of Southern 
Peru Gopper Corporation obtained its long- 
needed financing. The Export-Inport Bank came 
up with a $55 million loan for goods and serv
ices, and with a Southern Peru Copper Corpora
tion contribution of $91.5 million, the Cuajone 
financing reached the $550 million necessary to 
go onto production prior to year-end 1976.

The "oil boom" obscured the crisis very nice
ly as General Fernandez Maldonado even announced 
Peru would join the Organization of Petroleum 
Exporting Countries (OPEC) because it would be
come an oil exporter in 1976. This type of an
nouncement diverted the public's attention from 
reality.

The problem of the economy continued to pre
occupy both investors and the government in May. 
Tbugh controls on imports were imposed which 
called for imports to be paid on one hundred 
eighty day letters of credit. This measure ap
peared to be in reaction to an existing and pre
dicted shortage of foreign exchange. However, 
the measures caused a great deal of confusion 
and, therefore, the minister of economy held a 
press conference to assure the country that the 
economic situation was stable and that there was 
no exchange crisis. His figures locked surpris- 
ingly good, and the question immediately arose 
why had import controls been imposed. According 
to the minister, the balance of payments was 
positive; inflation was not serious; and very



148 The Decline and Fall of Velasco

favorable foreign debt figures (only $1.49 bil
lion) were revealed. In view of the minister's 
statements at the press conference, the weekly 
English language newspaper, the Peruvian Times, 
issued a warning that the economic panorama 
might not be good as it sounded. 1

The government released the Social Property 
Law in May 1974 and created the National Com
mission of Social Property presided by Angel de 
las Casas. The concept of social property, 
worker-managed companies, had already been dis
cussed by all sectors of the econony since the 
release of its draft law in late 1973. It had 
been attacked by the private sector as designed 
to erradicate private enterprise. Opponents 
compared the system to that of the social prop
erty entities in Yugoslavia from which it obvi
ously had been copied. However, in May the re
action against social property had temporarily 
died down. Observers thought that the creation 
of the social property concept did not mean 
that the government planned the elimination of 
other forms of property. Angel de las Casas in
dicated that the social property sector would be 
predominant. It would be installed in strategic 
sectors of the economy. Moreover, incentives 
existed to permit the creation of social prop
erty companies outside Lima. It was only in 
late 1974 and in 1975 that the Peruvian private 
sector companies commenced a violent fight 
against social property because they feared that 
it would threaten the existence of the private 
sector through what appeared to be unfair gov
ernmental assistance.

However, in May and June the national debate

1. Peruvian Times, May 13, 1974.
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over the role of the free press was an even 
greater concern. In mid-May a luncheon of the 
conservative newspapermen was held; the other 
faction of newsmen, primarily Expreso, de
nounced the luncheon as a meeting of the reac
tionaries and counterrevolutionaries. A series 
of statements by the conservative newsmen and 
the deportation of an AP leader followed. Ad
miral Vargas Caballero stated that the news
papermen had the right to express themselves and 
to criticize the government. He stated that it 
was an error to call counterrevolutionary and 
anti-Peruvian one who is critical of the govern
ment, and he called for unity of all Peruvians. 
El Comercio then went on record that the comnun- 
i st-oriented labor union, the CGTP, and the com
munist party were attempting to destroy the free 
press and sow hatred among Peruvians. In a 
press conference President Velasco referred to 
the luncheon of the newspapermen as counter
revolutionary, stated that only he and the prime 
minister could speak for the government, and 
that Vargas Caballero should resign. This pro
voked an army-navy split in the cabinet and the 
armed forces over the role of the press and in 
general over the focus of the government. The 
navy backed its leaders; however, eventually 
Vargas Caballero resigned to preserve the gov
ernment's unity* The ariry had won the first 
round. It appeared that the naval attache in 
Washington Admiral Arce and the Minister of 
Industry Admiral Jimenez de Lucio had stayed 
clear of the fight in order to preserve their 
position with President Velasco.

By mid-June Caretas was closed again for a 
" frankly anti-revolutionary attitude. "2 its

2. flew York Times, June 17, 1974.
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editor Enrique Zileri was deported because of 
his continuous attacks on the Revolution and 
statements that creole comnunism was pushing 
Peru toward an iron-like, absolute, personalist 
dictatorship. Zileri blamed the idea circulat
ing in Lima that the government would take over 
the press on the Stalinism of the Moscovite com
munists in Expreso and the comnunist PCP. 
However, General Velasco added to the confusion 
when he stated on June 26 that no one was con
sidering taking over the newspapers, but an "in
tegral solution" of the newspaper problem was 
close at hand.

As time drew near for the July 28 speech of 
President Velasco, the free press increased its 
fight against the government with El Comercio in 
the lead. El Comercio pointed out that the com
munists were pushing the government to takeover 
the newspapers even though supposedly the idea 
was that the papers would go to the "people. "3 
It stated that if the papers were turned over to 
appointed directors and councils, that this was 
basically turning the papers over to comnunism. 4 
Even oiga, the supporter of the government, op
posed the change of the press ownership and 
stated that the Revolution should not cut back 
on liberty, but amplify it. 5

The daily press was expropriated on July 27. 
The decree law of expropriation provided for 
payment to the owners and for the appointment 
of directors to run the papers. After a transi- * 4

3. El Comerioo, July 8, 1974.
4 El Comercio, July 21, 1974.

5. Oiga, August 2, 1974.
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tory period, the newspapers were to be transfer
red to "organized" social sectors such as the 
farmers, the labor comnunities, service enti
ties, professional societies, and cultural and 
ecbcational organizations, and each group would 
have the control of one newspaper. Although the 
government maintained that the expropriations 
guaranteed greater freedom of speech to every
one, in effect this reduced greatly the freedom 
permitted. This final action against the press 
came as a surprise and a shock. It was condem
ned by the free press (the non-daily press) in 
Peru and the press abroad, oiga stated that 
the facts would lead one to believe that the 
desire was to silence, regiment, and control the 
media. All investors viewed the takeover as a 
"step too far" by the government and a move 
towards totalitarianism. Their credibility was 
destroyed by the press takeover in its total
itarian and anti-democratic form. 6

Cn July 28 President Velasco revealed the 
existence of the secret government Plan Inca 
which he said had been written by a very small 
group of arny officers in preparation for the 
October 3, 1968 coup d'etat as a plan of action 
for the government to follow in future years. 6

6. The newspapers were ordered returned to 
their former owners by President Belaunde 
in 1980 after General Morales Bermudez 
could find no solution to the "greatest 
error of the revolution." They were never 
transferred to their designated sectors 
during the Velasco Era or the Morales 
Bermudez presidency. Their circulation 
drastically declined and, in effect, they 
were replaced as reliable news media by the 
weekly press.
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However, it was difficult for anyone to believe 
such a statement in view of the plan's contents. 
Mary of the reforms could not have been thought 
of in 1968, for exanple, social property and the 
Labor Camnunity, and it was doubtful that others 
could have been so clearly developed. It was 
primarily the agrarian reform which could have 
been contemplated in 1968. On July 28-29, 1974 
there were large spontaneous demonstrations in 
the middle and upper class suburb of Miraflores, 
Lima. Inasmuch as General Velasco had no one 
really to blame for the riots other than general 
discontent, he blamed his major foes, the AP and 
the AFRA.

By mid-1974 inflation appeared to be 20 to 25 
percent due to an increase in imports; shortages 
appeared; and there was a pronounced increase in 
the money supply as the government began to 
print more money. No increases ware taking 
place in production and although exports were up 
28 percent, commodity prices were falling. The 
budget deficit deepened, partially due to the 
government's policy of subsidies for petroleum 
and foodstuffs. In order to keep the poor under 
control, the Velasco regime imported foodstuffs 
at world prices and then sold than through state 
entities at below cost. This provided cheap 
food for the poor at the cost of the national 
budget.

Nevertheless, in spite of gloony forecasts, 
the oil boom still brought in loan money. Using 
as a basis some rather optimistic potential re
serve figures for the jungle, Peru obtained from 
Japan an agreement for $330 million to finance 
the Nor-Peruano pipeline and further jungle ex
ploration and development. Potential jungle 
production was estimated to be seventy thousand 
barrels per day and reserves 500 million barrels.
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This was the only real good news for inves
tors in July and early August. All foreign in
dustrial companies had signed fade-out contracts 
with the state by June 30 to sell portions of 
their ownership to Peruvians over a fifteen year 
period. The Andean Pact Decision 24 rules were 
being enforced. Once the press solution and 
Plan Inca were announced, these presented the 
investor, both national and foreign, with clear 
reasons to cease investing other than to keep 
their businesses open or corrply with commitments 
which were too costly to break.

The increasing military tensions with Chile 
could only present additional roadblocks to in
vestment. Reports from Quito, Ecuador appeared 
in the government-controlled El Comerico con
cerning Chilean reaction to the large exhibition 
of military might put on by the Paruvian mili
tary in the July 28 parade. Moreover, reference 
was made to Cuban assistance, and in a later 
issue, El Comercio quoted the Washington 
Star's preoccupation with Peruvian military 
strength and a possible war with Chile. 7 All 
this came during the July 27 to August 8 visit 
to Lima of the Cuban Raul Castro.

The minister of industry had announced in 
April 1973 that a new Industrial Goimrunity Law 
would be issued. A draft of the revised law ap
peared in mid-summer 1974. In what was con
sidered to be a beneficial measure by many indi
viduals who had not studied the proposal, the 
community was to increase its ownership by 5 
percent a year so as to take ten years to reach 
50 percent. This formula did not alleviate in
vestor fears of the 50 percent-50 percent dead

7. El Comerciot August 5, 1974.
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lock because there were too many factors involv
ed in each conpany, such as, the size of its 
existing capital, profitability, and present 
comnunity ownership. A clearly positive measure 
incorporated in the draft was to exenpt from the 
comnunity system companies with approximately 
twenty workers or less. These measures in them
selves were insufficient; however, they did evi
dence a trend in the government to rethink same 
of their structural reforms. Potential foreign 
investors were interested in the change of atti
tude whereas investors already in Peru recog
nized that the proposed changes were not as sig
nificant as they appeared.

The government itself experienced certain 
problems with its reforms. In Gentromin, the 
successor to the expropriated Gerro de Pasco, 
the union struck and presented a labor claim 
for S/.8,399 billion ($217,028,420). According 
to a report in La Prensa, this was equal to 
the total net profits of Gerro de Pasco for the 
past twenty-two years. This strike of the 
miners was to continue into September. The 
light engineering ccirpanies' union and the 
miners' federation joined the strike. The gov
ernment began to understand the problems which 
they had created through the years for the pri
vate sector in the government's favoritian to
ward labor when it was encouraging behind the 
scenes labor unrest in El Comercio and Gerro 
de Pasco in order to cause their private owners 
problems.

During September, mining and petroleum in
vestment projects were in the headlines of the 
newspapers. Final financing for the Nor-Peruano 
pipeline was almost conpleted for $550 million, 
and catpanies were being signed up to build the 
pipeline. It was reported that the costs might
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even rise to $650 million. A Peruvian Times 
article stated that the contracts whidi the 
Japanese had signed with Dstroperu specified 
English arbitration and the application of 
Japanese law.

It was only the oil conpanies which remained 
hopeful. Plan Inca had stated that all petro
leum activities would be carried out by the 
state. Hcwever, such matters were clarified by 
President Velasco himself when he stated that 
the production sharing contracts would be honor
ed, and that foreign investment was necessary in 
the petroleum field. Although no new contracts 
were being signed, this at least encouraged ex
isting conpanies such as Occidental and Belco to 
keep drilling, and in the case of Belco, to keep 
purping oil.

Positive news was also reported about the 
Cuajone project of Southern Peru Copper Corpora
tion. It was to be conpleted on time in 1976. 
Sources pointed out that it could have been in 
production in mid-1975 or the end of 1974 if 
there had been proper financing available and 
fewer strikes and labor problems from 1970 
to 1973. Its cost would have been approximately 
$150 million less. It was these types of 
cost overruns caused by internal problems within 
the power of the Revolutionary Government to 
control which had created a lack of foreign 
investor confidence.

In October the National Development Plan for 
1975-1978 was released. It made clear that the 
government's aim was increased state control. 
The plan called for the acceleration of efforts 
to organize and regiment the econcny and soci
ety, to redistribute wealth, and to transfer 
power to organized groups. A pluralistic econ-
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ony was stressed, and the private sector played 
down. The finance minister was to speak by the 
end of October, and every segment of the weekly 
free press was anticipating his talk.

Available figures showed a balance of serv
ices deficit for 1974 estimated at $400 million, 
up $97 million from 1973, and a balance of trade 
deficit of $270 million, up from $200 million in 
1973. Thus, there was a deficit to be financed 
of anywhere from $500 million to $700 million. 
Alditional trade deficits and heavy borrowing 
was predicted because the future had been mort
gaged on the anticipated export earnings of raw 
materials such as copper and oil to pay for 
heavy government subsidies as the import bill on 
basic foodstuffs was estimated over $300 million 
in 1974. Government spending had also increased 
substantially, oiga commented that it was un
usual to call the econcny sane when the govern
ment would not give the public an idea of the 
size of the total foreign debt and when enor
mous sums was spent on subsidies at the expense 
of the budget.

Nevertheless, when the minister spoke at the 
end of October, his words were not at all be
lievable. He enphasized that the economy was in 
good shape inspite of the recession in the de
veloping nations. He pointed out that a GNP in
crease for 1974 was predicted of 6.3 percent. 
He stated that there would be 18.7 percent in
flation, and gross internal investment would be 
up 24 percent. Riblic investment was increasing 
twice as fast as private investment. The in
flation figure seemed low, and the export and 
inport figures varied from previous ones re
leased. In other areas, he enphasized that the 
budget deficit was estimated to be increas
ed fcy at least 80 percent over 1971-1972.
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It was clearly financed by part of the announced 
external debt of $1,910 million. The trade gap 
seemed as estimated, but it was also announced 
that in 1974 the government would borrow $881 
million in long term and $446 million in short 
term debt. Overall the performance left the im
pression of a bright future. However, the over
reliance on debt clearly sounded an alarm to 
lenders and investors although the international 
barkers from Europe and the United States kept 
writing loans, oiga clearly questioned the 
figures and said that it was hard to believe 
them since no national accounts had been pub
lished since 1968.8 These statements angered 
President Velasco and caused the definite split 
of oiga from the Velasco camp; oiga had been 
moving toward the opposition since the newspaper 
expropriations.

Politically October and November were marked 
by confrontation between the political parties 
and the government. In a revealing statement at 
an industrial plant inauguration, the minister 
of indistry stated "the alternative to this Re
volution is not another revolution, but a fasc
ist dictatorship. "9 The military and the poli- 8 9 * * * *

8. oiga, November 8, 1974. In late November 
the foreign debt was estimated to be $3,090 
million.

9. La Prensa, October 27, 1974. locking at
these wards from a 1980 viewpoint, the min
ister was correct because in 1979 the
country moved closer to a military-APRA 
coalition of potentially totalitarian cut.
This tendancy was obviously reversed with 
the death of Haya de la Torre and the Bel-
aunde election in 1980. President \fel-
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tical parties began to react. The military re
iterated that elections were for the future, and 
were not to be held until the civilians ideolo
gically could carry on the Revolution. APRA and 
AP called for elections.

The government came under severe criticism 
when the Lima Bar Association made public the 
recently-signed pipeline contracts and their ar
bitration and choice of law clauses. This par
ticular point erupted into a constitutional de
bate used by opponents of the regime to attack 
it, and was one of the Velasco Era's worst 
crises. The government issued a comnunique 
stating that the lawyers allegations regarding 
the contracts were those made in a campaign car
ried out by enemies of the Revolution against 
the well-being and security of the state. The 
scandal brought into the open what had been oc
curring all along. The military had been ignor
ing the Constitution and, specifically, certain 
provisions regarding sovereignty when they had 
to come to an agreement with a party which 
locked attractive for Peru and which assisted 
the military in making political advertising for 
itself. Permitting diplomatic channels to be 
used for claims, and the renunciation of sover
eignty, were only two of such actions taken by 
the government. Once caught in its own game, 
the government denounced its opponents, jailed 
several of the members of the Lima Bar Associa
tion, closed the weekly press including the 
Peruvian Times, and deported a number of jour- * 15

asco's speech writer Carlos Delgado had 
also emphasized this point earlier in the 
year that the only alternative was a Chile- 
style dictatorship. New York Times, January
15, 1974.
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nalists from oiga and Opinion Libre, two of 
the weekly journals.

There was no real meeting of the minds with 
the government at this point. CADE-74 was a 
failure. The businessmen and the technocrats 
had no common ground and were openly antagon
istic.

It was clear that there was no turning bade 
as the government continued its erratic course. 
The Peace Corps was expelled as SINAMDS gained 
power. He ns ions continued to rise as unknown 
assailants made an attempt in Lima on the lives 
of Generals Mercado Jarrin, Thntalean, and 
Arbulu in December. In 1975 and 1976 various 
attempts were made on the lives of President 
Velasco's naval supporters.

In order to reduce external tensions, the 
chief of staff of the army, General Morales Ber
mudez, met with Chilean arny leaders in Tiacna 
and Arica to bolster friendship ties. Moreover, 
in mid-December the Peruvians celebrated the Act 
of Ayacucho to commemorate the 150th anniversary 
of their independence. They invited the Andean 
presidents to this celebration, and General Vel
asco called for unity of Latin America and a ten 
year moratorium on arms purchases, especially 
for Peru, Bolivia, Ecuador, and Chile. This 
countered a report from Aviation and:Technology 
in the United States that Peru projected to at
tack Chile within two years. 10 General dela 
Flor, President Velasco's foreign minister, re
jected this information and said that Peru was 
trying to stop the arms spending in its area. 
Whether President Velasco's offer was sincere 10

10. El Come redo, December 11, 1974.
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can be debated; however, it is clear that the 
economic crisis was to a certain extent provoked 
by excessive arms spending. The military be
lieved that it had to improve its armament 
stockpile in order to bolster national secur
ity. Its spending on arms created a bad image 
for them with both foreign and national inves
tors and barkers. Actual amounts spent on arms 
were kept a closely guarded secret. 11

The police riot of February 1975 shewed the 
strong antagonisms toward the government. The 
national police force, the Guardia Civil, struck 
for higher wages and better treatment. After 
the strike was broken by armed a ray intervention 
on February 2, rioting and looting commenced in 
Lima and its suburbs. lima was without police 
protection for over twenty-four hours, and the 
a ray had to intervene to regain control of the 
city. Over one hundred persons were killed and 
considerably more wounded. Damages were approx
imately $50 million. A curfew was imposed. It 11

11. Arms expenditures for 1975 to 1980 appear 
to have been at least:

1975: $300,000,000 
1976: $700,000,000 
1977: $350,000,000 
1978: $400,000,000 (estimate)
1979: $100,000,000 (estimate)
1980: $100,000,000 (estimate)

Military and civilian defenders of these 
purchases always referred to them as a form 
of "insurance policy." These figures ware 
perhaps much higher; however, the exact 
amount included in the 1978 Duisenberg Re
port was never revealed.
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was clear that the military were not prepared 
for this problem. General Morales Bermudez had 
just become premier, and he and President Vel
asco relied on the Lima military commander, 
General Rodriquez Figueroa to quell the rioting 
and looting which, in contrast to the July 1974 
unrest, was carried out by those persons for 
whom the Revolution existed, the poor. The gov
ernment, as always, accused the APRA, the far 
left, the far right, and the CIA of responsibil
ity for the riots. The riots brought to a head 
the problem of the government and existing dis
content. From Buenos Aires Haya de la Tbrre 
called for immediate elections and categorically 
denied APRA responsibility for the riots.

The civilian supporters of the government, 
lawyer Alberto Ruiz Eldredge, banker Jose Iuis 
Brousset, writer Guillermo Thorndike, and jour
nalist Gilberto Escudero, issued a call for a 
political party of the government, the Movimi- 
ento de la Revolucion Peruana. They believed, 
or at least their pronouncement stated, that the 
Peruvian society should be one based on social 
property which would enable the country to over
come the limits of capitalism and comnunism. 
The goal was a democracy of full participation.

Inasmuch as a political party apparatus had 
always been contrary to the government's de
sires, 12 General Velasco declared that the 
political force behind the process would be the 
government. He established a military commis- 12

12. The official party concept had been re
jected because it had not worked well else
where. Ib use the traditional parties 
would have been a contradiction of the Re
volution's aims. Thus, SINAMDS was formed
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sion to lock into the political party aspiration 
of the government and its backers. Almost im
mediately the Revolutionary Government issued 
the Bases Ideologicas de la Revolucion Peruana, 
the most important ideological document of the 
Revolution since the Revolutionary Statute. The 
Revolution was to be independent and national
istic. Gomnunism and capitalism were rejected. 
It sought to establish a social democracy of 
full participation which would have a funda
mental participatory character and permit the 
progressive transfer of economic and political 
power. The institutionalization of the Revo
lution in the form of a political party was re
jected.

The rioting of February shocked the Peruvian 
comminity and investors as to the viability of 
the government and its ability to continue for
ward in a coherent manner. However, it was not 
clear that the government shared such views or 
was willing to find a manner in which it could 
correct its weaknesses. In March it assumed all 
international telegram and telex services owned 
by the All-American Cable and West Coast Cable 
companies. Moreover, it decreed that a worker 
fired for a serious labor offense (generally ex
treme acts as assault or larcery) could no 
longer be deprived of his severence pay except 
to the extent that the worker prejudiced his 
company. Once again the Revolution had favored 
the workers over management.

In the promising oil sector, the minister of

and the original idea of "no party" devel
oped. Carlos Delgado, La Revolucion 
Peruana: Un Nuevo Camino, March 5, 1973
Conference for Land Judges, p.16.
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enerc^ and mines announced that public invest
ment would exceed private investment in 1975. 
He had announced previously that a Petroleum and 
an Electricity Gomnunity, like the Industrial 
Community, would be created. These announce
ments came after Occidental's February announce
ment in the oil and Gas Journal that they had 
200 million barrels of reserves and a capacity 
of production of one hundred twenty thousand to 
one hundred thirty thousand barrels per day. 
From the bargaining viewpoint, the government 
was in a good position if it maneuvered cor
rectly.

The economic picture continued to darken. In 
late March preliminary year-end figures for the 
trade deficit for 1974 were estimated to be ap
proximately $426 million. Commodity prices were 
falling. Copper was $0.60 a pound after being 
as high as $1.50 a pound in May 1974. The cost 
of living continued to increase, a 21.86 percent 
rise from February 1974 to February 1975. For
eign exchange reserves at January 31, 1975 were 
$667 million. However, the country's economic 
status did not deter the Revolutionary Govern
ment from requesting more loans. A presentation 
was made to the Paris Club, this time regarding 
$3.5 billion for projects. Moreover, continued 
negotiations by the government to take over var
ious basic industry companies procbcing metal 
alleys and chemicals tock place. The Revolution 
was not slowing down.

In late Spril General Graham Hurtado pointed 
out very significantly that the political organ
ization discussed in February would have as its 
principal characteristic the participation of 
base organizations rather than the model of a 
political party. This started the metoric rise 
of the government-backed agrarian confederation,
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the CNA, as a vocal pressure group of the left
ist faction of governmental supporters.

Continued foreign reports of communist influ
ence were published. Correo reported on April 
24, 1975 that the New York Times published a 
paid notice on Radio Free America stating that 
in Peru there were two hundred Cubans and 
Soviets and that Russia and East Germany were 
arming Peru for a war with Chile. 13 The war 
scare phenomenon and the supposed Soviet-Cub an 
influence has never been verified and was denied 
by the government.

In May Marcona Mining Coup any offered to sell 
their holdings to the state, thus leaving only 
Southern Peru Copper Corporation as a foreign 
presence in the large mines. Occidental Petro
leum commenced production and estimated that 
the/ could produce ten thousand barrels of oil a 
day to be barged to Brazil. Moreover, very op
timistic bankers estimated an exportable oil 
surplus by 1977 of forty-seven thousand barrels 
per day. The oil boom was starting to come 
true on a small scale.

The Revolutionary Government was very aware 
of its prestige in the Third Wbrld as a strong 
force fighting against inperialism and the pow
erful industrialized countries. When the Gulf 
Oil Corporation revealed to the U.S. Securities 
and Exchange Commission bribes given to govern
mental officials in Korea and Bolivia, the Re
volutionary Government in its role as policeman 
and defender of international morality expropri
ated the assets of the local Gulf marketing sub
sidiary and cancelled its operations on May 13 13

13. Correct April 23, 1975.
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because of its lack of international morality, 
as evidenced by its concbct in other countries. 
There was no actual legal basis for the actions 
of the government because the cortpary had com
mitted no illegal actions in Peru. The inpact 
on foreign investors was great because of gen
eral disbelief that the government could have 
taken such an illogical action.

Subsequently, in another propaganda measure, 
the government declared Quechua to be one of the 
official languages of Peru. This language is 
spoken primarily by the Indians in the mountain 
areas and has remained in existence throughout 
the Spanish, colonial, and modem times in var
ious forms and dialects. The idea to make it an 
official language to be used in the court system 
and in administration along with Spanish was es
sentially sound and in keeping with the govern
ment's desire to raise the levels of dignity of 
all members of society. However, to a great ex
tent CXjechua was used as a propaganda symbol to 
help the government regain some of its lost 
prestige. This only angered the middle and 
upper classes because they considered it to be a 
siliy and iirpractical act.

Ch June 7 President Velasco re-appeared for 
the first time in many months before a crowd 
estimated at five hundred thousand. 14 The 
ceremony was televised in Spanish and Quechua 
for the first time, and the crowds were enthusi
astic, continually yelling "Velasco, Velasco." 
The backing for the president appeared to still 
be there although conflicting reports were given 
as to the size of the crowd and how much actual 14

14. Rjmors that \felasco had died constantly 
circulated in Lima at this time.
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favorable vocal support was shown for the presi
dent. APRA politicians naintained privately 
that the television reproductions of the cere
mony and Velasco's appearance were faked. Sub
sequently the military continued to apply pres
sure against the APRA. The traditional military 
ceremony commemorating the dead in the APRA - 
arny conflict in Trujillo in 1932 was well pub- 
licized by the local papers and appeared to be a 
public repudiation of the APRA. However, the 
premier and head of the arny, General Morales 
Bermudez, stated that this was strictly a mili
tary ceremony carried out each year, is

June's reported economic figures continued to 
be optimistic. The Central Bank announced that 
international reserves at the end of the first 
quarter were $720 million, and the Planning In
stitute's new plans for 1975-1978 predicted a 
growth of the econaty at 6.8 percent a year. 
Public investment was to grow 32 percent and 
private investment, 9.6 percent.

The priority of the social property sector 
over the private sector was in debate. The 
social property carp any Mato Andino, supported 
by the head of the Social Property System, Angel 
de las Casas, threatened to put out of business 
a local joint venture with Honda of Japan. The 
issue was whether the Revolutionary Government 
should grant the social property conpanies in
centives that would allow them to unfairly com
pete with the private sector. Moreover, in a 
continued move toward state control, the govern
ment assumed the largest single shipbuilding en- 15

15. Under President Morales Bermudez, the 
ceremony was downgraded, and the military 
became closer to the APRA.
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terprise in the private sector in Peru, the 
PISCA shipyard, which was turned over to the 
navy shipbuilder, SIMA. A smaller shipbuilder, 
Fabrimet, also appeared to be in trouble. Even
tually it would be the first of the conpanies 
taken over by its comnunist labor union and 
workers and converted to social property.
The problem of state takeover and worker take
over clearly eroded both national and foreign 
investor confidence in the security of their in
vestments and caused investors to refrain from 
making any more investments than necessary. 
Mary times they did not even replace machinery.

The government attempted to take some moder
ate economic measures in June in order to regain 
certain economic equilibrium. Incentives were 
granted to agriculture by the removal of a num
ber of subsidies on foodstuffs and increases in 
certain prices. Wages were increased, primarily 
at lower levels. Significantly, gasoline prices 
were almost doubled after being frozen since 
1959, and even reduced as a Velasco policy. Al
though the changes were not drastic, the aban
donment of many subsidies and the increase in 
prices represented a major change in economic 16

16. The owners of Fabrimet waged a continuing 
but unsuccessful court battle with the 
Revolutionary Government in an attenpt to 
recover their business. They maintained 
that the conpany had been infiltrated by 
communist workers (in some cases married to 
women from iron curtain countries). This 
was a good exanple of the problem of the 
small investors during the Peruvian Revo
lution: if they had no real military con
nections, they could not solve their prob
lems if they got into difficulties.
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policy which most observers attribute to General 
Morales Bernudez. The major measures of cur
rency devaluation and an increase in interest 
rates were taken at this time.

The economic measures, however, contained a 
hidden disincentive to investors. The government 
had placed a S/7 0,000 per month (approximately 
$1,600) limit on salaries which could be paid to 
future personnel and deducted from income tax. 
This made it more costly to pay high salaries to 
top level personnel and put an artificial ceil
ing on them. The unrealistic limit forced com
panies to place key employees on various pay
rolls, provide them with lavish expense ac
counts, and other rather unorthodox devices to 
enable them to pay conpetitive wages. This type 
of legislation clearly was a disincentive to all 
investors because of the problems presented in 
circumventing the law in order to pay top per
sonnel a salary conpetitive in other developing 
countries such as Brazil and Venezuela, or even 
Ecuador.

The econony was clearly suffering a setback 
caused by inflation and tight money conditions. 
Export prices had declined and the trade deficit 
widened. Final figures for 1974 had shown that 
iirports were up 94 percent and exports down 38 
percent. The trade deficit of $426 million for 
1974 was expected to grow at least to $749 mil
lion by 1975.

Except for the resolution of the first of 
mary Braniff - Aercperu disputes over landing 
rights in early July 1975, events continued to 
worsen. In the private sector a draft of a In
dustrial Community Law revision was circulating 
in Lima. It appeared to give the community veto 
power over almost all major investment decis
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ions. Moreover, there were no limits on how 
fast the comrrunity could reach 50 percent. In 
the social property sector, COFIDE opened a 
S/. 837 billion ($216,279,060) credit line for 
the social property fund. It was announced that 
twsnty-five social property conpanies would be 
established at Samanco on the northern coast. 
The investment would be exceptionally 
large, and the government projected that by 
1978 twenty thousand people would be employed 
in Samanco.

In a surprise measure the Revolutionary Gov
ernment expropriated the installations of 
Marcona Mining Company and cancelled its con
tract to operate its iron Ore mine and instal
lations. The government maintained that Marcona 
was guilty of breach of contract and that no 
compensation would be paid for the major Marcona 
asset, the San Nicolas processing facilities. 
Moreover, the Revolutionary Government accused 
Marcona of irrational exploitation of its mines 
and tax evasion. Marcona supposedly owed the 
government S/.700 billion ($180,878,550) for ir
rational depletion of its reserves. The Marcona 
facilities were turned over to the state com
pany, Hierrcperu, and its iron ore marketing 
task was given to another new state company, 
Minercperu Commercial, which would be in charge 
of all minerals marketing.

The expropriation shodced all investors who 
questioned its wisdom. The Marcona expropria
tion proved to be the last imprudent move of the 
Velasco government because the marketing of the 
iron ore now recaptured had not been adequate
ly assured, ffercona's legal maneuvers in var- 17

17. This project was never started.
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icus countries against the sale of ore from the 
ejpropriated mines eventually stepped production 
pending negotiations. The government discovered 
that the international legal measures resorted 
to by Marcona effectively closed them down as 
high mounds of iron ore collected on the dock at 
San Juan de Marcona in the south.

President Velasco's message to the nation on 
July 25 was moderate in tone. He issued a call 
for the unity of all Peruvians and announced the 
future formation of a governmental political or
ganization. He also used the speech to deny 
rumors of a war with Chile, the presence of 
Russian bases, and Russian, Cuban, Yugoslavian, 
and Chinese advisors.

President Velasco was apparently trying to 
smooth over a number of raw edges which had ap
peared in the Revolutionary Process in recent 
months. There had been recent attempts by left 
wing journalists to identify the Revolution's 
anti-capitalist position with a pro-comnunist 
one, thus creating false polarization. More
over, President Velasco's own press secretary 
had just the week before imprudently stated that 
the connunists were the tactical allies of the 
government and the military.

The call for unity was needed. Only several 
days before, his Minister of Energy and Mines 
General Fernandez Maldonado had given an ex
tremely abusive speech at the Marcona installa
tions at San Juan de Marcona. Here he called 
"bad Peruvians" those top level Peruvian person
nel in Marcona who had opposed the expropri
ation.

The drive for unity did not last long. By 
mid-August the government deported twenty-eight



1975 171

people, to include left and right wing politi
cians and representatives of all sectors of soc
iety. It appeared that the Velasco dictatorship 
had readied its limit of toleration of dissent. 
It was in such atmosphere that President Velasco 
opened the Fifth Conference of Chancellors of 
the Non-Alligned Nations in late August. How
ever, he did not close the conference due to the 
bloodless Morales Bermudez coup d'etat which 
commenced at the Chile-Peru border town of Tacna 
on August 29, 1975. Etew if ary of General Vel
asco's supporters were on Velasco's side at this 
moment except for his air force favorite General 
Gilardi.

It was clear that a change had been needed. 
The government had to quickly gain popular sup
port and steady the economy. Inflation and un
employment were serious. International credit 
was tightening, and the international reserves 
had dropped from $700 million to $200 million in 
the past six months. The petroleum finds ap
peared to be less spectacular than reported, and 
the mining industry, especially the small and 
medium copper mines, were in serious trouble due 
to tight money, high costs, slow payment terms, 
and a soft commodities market. Economic projec
tions were clearly grim, and morale in the 
country low, as President Morales Bemudez took 
over on August 29 to end the Velasco Era of the 
Peruvian Revolution.

The last part of the Velasco Era had ended. 
Due to increased economic problems and internal 
governmental differences, the period from March 
1, 1974 to August 29, 1975 was a negative one 
for the Peruvian Revolution and a disconcerting 
one for all investors. Inasmuch as there was no 
distinction at that time between the present 
Velasco Era and any future phase of the Revolu
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tion, all investors and Peruvians viewed the 
future as dark and uncertain. The intensifica
tion of Peruvian-Chilean border tensions over 
the Bolivian corridor to the sea problem, the 
surprising moves fcy the government regarding 
Marcona and Gulf, and the establishment of 
Quednua as an official language all gave signs 
of a government out of control.

The Velasco Era had started with good inten
tions regarding the revitalization of national 
pride and dignity. Subsequent measures such as 
the agrarian reform, the creation of a new pet
roleum policy, the signature of production 
sharing contracts, the signature of the Madrigal 
and Cuajone mining contracts, and the establish
ment of an independent foreign policy were posi
tive because they were necessary or helpful to 
the country. The government had been able to 
raise substantial amounts of loans for their de
velopment projects because the bankers believed 
in the stability of the economy, the future of 
oil product ion, and the sincerity of the devel
opment plans.

Hcwever, the Industrial Community, the basic 
industry and fishmeal conpary expropriations, 
the creation of SINAMDS, and the expropriation 
of Cerro de Pasco were all questionable actions. 
Even though pending investment problems with the 
United States were settled by the Greene Agree
ment in February 1974, the passage of the social 
property law and the expropriation of the press, 
Gilf, and Marcona cast a negative image on the 
latter half of the Peruvian Revolution's Velasco 
Era. Under Velasco the state nationalized most 
of the country's large enterprises and public 
utilities. It assumed control of over 90 per
cent of the imports, the majority of the finan
cial institutions, and provided 50 percent of
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the investment capital. 18 Rhetoric had often 
been used to cover up the government's short
comings and created the Velasco isolation lead
ing to the coup d'etat. 19 Clearly the length 
of the Velasco Era was surprising in the face of 
the fact that there was no actual institutional
ization of the reforms passed. 20 The failure of 
this process inspite of the political and econ
omic changes made their permanence suspect. 18 19 20

18. David P. Vferlidi, "The Peruvian devolution 
in Crisis," 72 Current History 423 (Jan
uary, 1977): 61.

19. Lowenthal argues that the Velasco Era fail
ed because the military went too fast, 
overemphasized the state enterprise con
cept, and failed to provide meaningful par
ticipation. Abraham F. Lowenthal, "Peru's 
Ambiguous Revolution" in The Peruvian Ex
periment Contimity and Charge Under Mili
tary Rule, ed. Abraham F. Lowenthal 
(Princeton and London: Princeton University 
Press, 1975), pp. 42-43. The author does 
not agree completely. The Velasco Era 
perhaps could only have been successful if 
the Peruvian military had immediately moved 
toward a Cuba-style state.

20. Alfred Stepan, The State and Society Peru
in Comparative Perspective (Princeton: 
Princeton University Press, 1978), p. 292. 
Aguirre argues that as late as 1976 the 
government was attempting to institutional
ize the process by some form of transfer of 
power to the "pueblo organizado." The tra
ditional political parties still had no 
role. Hernando Aquirre Gamio, La Revolu- 
cion: Tiene Future? (Lima: Ediciones
Plural, 1978), p. 193, 196. By 1977 and 
the call for the Constitutional Assembly, 
institutionalization was no longer an 
option.
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Nevertheless, the Velasco Era might have been 
different and its conduct daring the later years 
more reasonable and organized had factors beyond 
human control such as increased oil prices, the 
disappearance of the anchovy, and the Velasco's 
illness not intervened to threaten the military 
and their Revolution. If the oil boom had been 
a reality, the government might have been able 
to finance its propensity to spend and borrow; 
the results of the anchovy disappearance might 
not have been felt; and the Velasco Era of the 
Revolution, and, perhaps the Revolution itself, 
would have continued. Changes in economic real
ities have ended more than one revolution, and 
in the case of Peru, they were a major contrib
uting factor.
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CHAPTER 8

THE MORALES BERMUDEZ INSTITUTIONAL COUP D'ETAT: 
UNFULFILLED HOPES FOR A QUICK REVERSAL OF THE

REVOLUTION

(August 29, 1975 to December 31, 1976)

When Gen. Francisco Morales Bernudez as
sumed power in a bloodless coup d'etat on August 
29, 1975, it was generally believed that the 
Peruvian Revolution was over, and that he would 
lead Peru quickly bade to the road of sane eco
nomic and investment policies, sound politics, 
and clear direction. The new president had the 
reputation as a fiscal conservative who had 
studied economics and had served as the minister 
of eoonony and finance under both President 
Belaunde and General Velasco. He came from a 
middle class Catholic background in Lima, and 
both his father and his grandfather had been 
arny officers. His grandfather had been presi
dent of Peru from 1891 to 1894, and his father 
had been a rising arny officer at the time of 
his death at the hands of the APRA in the late 
1930s.

There were no aspects of the new president's 
personality which would have lead observers to 
suspect that the reversal of the Revolution 
would not be rapid. 1 However, this was not the 
case, perhaps because of the arny officers who 
supported General Morales Bernudez in his coup

1. The Andean Report disagrees in this as
sessment. They typed Morales as a commit
ted socialist and foresaw no likelihood of 
a showdown or moderation of program except 
to curb the wilder fantasies. Andean Report 
September, 1975.
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d'etat such as General Fernandez Maldonado and 
General Rodriquez Figueroa. The former Velasco 
supporters now were Morales Berrrudez supporters. 
For this reason he moved cautiously in order to 
consolidate his position. There was nuch to be 
said by the statement of a diplomat that "the 
military is most concerned about what the mili
tary thinks of them, not what the civilians are 
saying about them. "2 After all, their source of 
strength was their institution and not civilian 
support.

It is unclear why the new president eventu
ally reversed the policies he had espoused for 
the last seven years and therety changed the fo
cus of the Peruvian Revolution. Whether he was 
conpletely convinced of the Revolution and fin
ally abandoned it piecemeal due to economic 
necessity, or whether he was convinced that 
changes had to be made, but slowly in order to 
enable himself to remain in power, is question 
which may remain unanswered for years. A com
bination of the two theories is possible. Gen
eral Morales Bermudez was probably dedicated to 
some form of liberal "revolutionary" change; 
however, economic problems pushed him to be 
pragmatic and slowed the Revolution down and re
versed its course. The reversal on both the eco
nomic and political front had to be a "Pinochet- 
azo a la Peruana" (a slow gradual change instead 
of an abrupt reversal of poli<y as occurred in 
Chile with the overthrow of Doctor Allende fcy 
General Pinochet) in order not to alarm unduely 
the remaining progressive forces within the 
armed forces and lead to the overthrow of Gen
eral Morales Bernudez. This delicate political 
situation lead to the frustrations of the Moral
es Bernudez presidency. It always appeared that

2. Wew York Times, September 21, 1975.
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the changes which were premised were not forth
coming, were done piecemeal, or were taken too 
slowly for the satisfaction of the Peruvians and 
the foreign and national investment comnunity.

In President Morales Bernundez's first speech 
to the nation, he indicated that no abrupt 
changes were forthcoming. It appeared that 
he was attempting to consolidate his position. 
He called for the unity of all Peruvians. 
Surprisingly he did not repudiate the Velasco 
Era except to criticize the development of 
certain forms of a personality cult. He empha
sized that there would be no change in the Revo
lutionary Process and indicated that because 
the Revolution's main objectives had been 
met during the Velasco Era, it was time to 
strengthen and consolidate the Process. This 
strengthening process would occur when the 
values inherited from the capitalistic scheme 
would be completely replaced and when social 
property would be recognized as the priority in 
the production system.

The new president indicated that the ideas 
which governed the Revolution would be found in 
the 1968 Manifesto, the government's Plan 
Inca issued in 1974, and the Ideological 
Bases issued in 1975. He also indicated 
that the change of presidents was merely a 
change of personalities. The government and 
the ideas of the Revolution would be the 
same. He emphasized that there would be 
more participation of the armed forces and 
the police forces in the government, and he an
nounced a new cabinet which would start a "sec
ond phase to make more lasting and consolidate 
the Process. "3 Thus, President Morales

3. La Prensa, September 2, 1975.
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Bernudez in a very politically expedient ges
ture coined the terminolocy to describe the 
Peruvian Revolution: the First Ehase of the
Revolution led fcy President Velasco and the 
Second Phase of the Revolution led by President 
Morales Bernudez. It was extremely important 
for the president to talk about phases of the 
Revolution because he intended for obviously 
political reasons to enphasize the continuity of 
the Revolutionary Process, and at the sane 
tine allow leeway to distinguish the periods 
whenever necessary.

The Peruvian comrrunist party immediately 
backed the changes as necessary to eliminate 
errors of leadership and deviations from revo
lutionary goals. The APRA announced that the 
Morales Bernudez period would be a new and posi
tive stage of the Revolution and attadced its 
archenemy General Velasco. Each political party 
and each observer drew his own conclusions re
garding the change and its meaning. Even the 
left wing writers in Expreso backed General 
Morales Bernudez and in effect quickly abandoned 
the Velasco canp.

General Morales Bernudez had no initial sur
prises for the Peruvian people and investors. He 
did replace a number of the Velasco ministers 
who were rumored to be part of what was known 
as "La Mision." This part of the cabinet in
cluded General Javier Tantalean Vanini, the min
ister of fisheries; Admiral Jimenez de Lucio, 
minister of industries; General Sala Orosco, the 
head of SINANDS; and General Vargas Gavilano, 
the minister of finance. The members of this 
group were supporters of General Velasco. How
ever, they were also reputed to be pro-APRA and 
having a tendency toward totalitarianism because 
of their backing of a militant labor group, the
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Movimiento Lateral Revo In c ionario (MLR), which 
was known for its strong arm tactics.

Hie other part of the political spectrum, the 
liberal, or progressive generals, at least tacit 
Morales supporters, General Fernandez Maldonado, 
the minister of energy and mines; General 
Rodriquez Figueroa, the commander of the Second 
Military Region and ex-head of SINAMDS; General 
Gallegos, the minister of agriculture; General 
de la Flor, the minister of foreign relations; 
and General Meneses Arata, the minister of 
transport, remained in the government for the 
moment. ̂  For those who understood military 
politics, this change did not signify a rever
sal of the Revolutionary Process. If ary thing, 
it indicated that the Revolution would con
tinue, but with less personality cult orienta
tion.

In a significant move, President Morales 
Bemudez appointed Dr. Luis Barua Castaneda as 
the minister of econcny and finance, the first 
civilian minister in the Revolutionary Govern
ment, and a civil servant known to the presi
dent from his days as finance minister when 
Doctor Barua had served in the ministry and as 
the head of COFIDE. Although in practice this 
move did not result in substantially increased 
civilian participation at minister level, it 
was clearly a reversal of policy- Previously the 
civilians had been excluded from minister posi
tions. Hie result was that the military filled 
positions for which th<y were not trained, often 4 * * *

4. For a somewhat leftist oriented discussion,
but the best in Spanish on these political
movements, see Henry Pease Garcia, El Ocaso
del Poder Oligarquico (Lima: DESGO, 1977).
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violated military seniority rules, and in gen
eral alienated the civilians with real technical 
ability from participating in the gorernment. 5

In September the petroleum sector presented 
certain signs of growth. The reserves in the 
jungle and on the coast were reported as 
546 million and 220 million barrels respect
ively. The Nor-Peruano pipeline was in process 
of construction for what was estimated to be a 
cost of $634 million, and Occidental and Petro- 
peru were negotiating to build a branch pipeline 
to link the Occidental area with the Nor-Peruano 
pipeline.

A number of oil conpanies had left due to 
their inability to find oil, certain tax changes 
in the United States, and increasingly hostile 
treatment by Petrcperu functionaries. Most of 
the oil fields found were small, and mary were 
uneconomical to develop without proper incen
tives. The pipeline negotiations with Occi
dental would give foreign investors an indica
tion of the government hardline inasmuch as 
Petroperu was reportedly asking $6.80 per bar
rel for the use of the most expensive, mile per 
mile, pipeline in the world.

In indistry a $32 million investment in cot
ton mills was announced by the Peruvian Romero 
group in Piura and by the Gildemeister group in 
Pisco. These investments had been made in part 
by the use of agrarian reform bonds and matching 
funds from the investors and the Industrial * 14

5. Alfred Stepan, The State and Society Peru 
in Comparative Perspective (Princeton: 
Princeton University Press, 1978), pp. 313-
14.



1975 185

Bank. It turned out that this was one of the 
few times that the bond exchange and matching 
funds program of the Industrial Bank worked as 
stipulated in the law. A major problem appeared 
to be the lade of funds for the bank to make the 
contributions it had to make if the investors 
delivered the bonds and put up matching funds. 
Hi is problem in itself was a disincentive to the 
national investors who by new had both agrarian 
reform and f isbmeal inchstry bonds* It created 
a climate of lade of confidence because of the 
difference between the law as written and as 
applied.

It became clear in the first month of General 
Morales Bemudez 's presidency that the Inter
national Monetary Fund would become involved in 
Peru's financial difficulties. The foreign debt 
continued to increase in 1974 and 1975 and had 
readied $2.5 billion according to the figures 
available in September. Peru had significant 
monthly loan repayments and needed $200 million 
in short term money and $400 million in medium 
term financing. The budget deficit and the 
trade balance, as well as the foreign debt, ap
peared to be critical issues. Public investment 
in 1975 was S/.33,523 million ($866,227,390) 
and private sector investment, S/.23,236 million 
($600,413,430). Hie trade deficit had increased 
on the negative side from minus $403 million in 
1974 to a projected minus $985 million in 1975. 
Hi is figure was subsequently revised upward to a 
minus $1.2 billion due to a reduction in miner
als exports because of strikes, and the lack of 
recovery of the anchovy fishing incbstry. Peru 
was in serious economic difficulty because there 
was no reader solution how the trade deficit 
would be covered. Moreover, although it was 
known that a large budget deficit existed, no 
reliable figures were available. Hie govern
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ment's desire to control inflation without caus
ing a recession, while at the sane tine increas
ing production and investment, seened unreal
istic.

It was with these ideas in mind that General 
Morales Bernudez todc a major step in the eco
nomic policy. He devalued the Peruvian Sol 
16.3 percent from S/.38.70 per $1 to S/.45.00 
per $1 in the first devaluation since 1967.6 
The primary reason for this action was to make 
exports more conpetitive, especially in the min
erals sector which was hurt fcy rising costs, 
lower world prices, and a fixed exchange rate. 
This particular measure plus selective price in
creases came at a time when the government was 
forced to choose between further state control 
or an attenpt to stimulate private investment.

Due to the worsening trade balance and slug
gish industrial production, private businessmen 
could no longer make as large profits as before 
by merely benefitting from the relatively high 
growth patterns of the past years. The govern
ment heretofore had controlled the Peruvian 
Revolution and faced little organized opposition. 
This was no longer the case as both business and 
labor commenced to define their interests.

The president also moved to gain civilian 
backing. He appointed a second civilian min- 6

6. Devaluations have generally been political 
suicide. One of the reasons for the mili
tary takeover in 1968 had been the increas
ing dissatisfaction of the general public 
and the military with President Belaunde, 
in great part brought on by the September 
1967 devaluation.
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is ter, Angel de las Casas, the head of the 
National Social Property Commission.

General Morales Bernudez and the new govern
ment were under a great deal of pressure in 
October, both in the foreign relations area be
cause of increasing border problems, with the 
threat of deepening internal differences in the 
military, and with labor problems. Gentromin 
was threatened with a strike, want on strike, 
and then the strike was suspended. Toquepala, 
the sister mine to Cuajone, was in its seventh 
week of a strike as of mid-October. Due to the 
labor situation, the gorerrarent turned to strike 
legislation dating from 1913 in order to re
strain strikers. That legislation established 
long time periods of notice prior to a strike 
and required majority worker consent to a 
strike. The legislation was primarily utilized 
to declare strikes illegal.

The major events in October and November were 
political. In early October, there was a minor 
reshuffle at the top of the air force, and then 
in a surprise more on October 30, 1975, Gen. 
Jose Graham Hurtado, the head of the COAP since 
the early Velasco days, and Gen. Leonidas 
Rodriquez Figueroa, commander of the Lima Mili
tary Region and minister of information, were 
relieved of their duties and retired. General 
Morales Bermudez was left with only one of the 
three powerful left wing cabinet members, Gen. 
Jorge Fernandez Maldonado, the minister of en
ergy and mines. These actions helped him to 
consolidate his position although th^ appeared 
to be more significant than they would be in 
the short term because the Peruvians expected 
more rapid changes and a reversal of many of the 
government's previous actions. This would not 
be the case because General Fernandez Maldonado
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and sore of his supporters remained. The re
tirement of the two generals caused conster
nation among the left in a number of the farmer 
organizations created in the First Phase and 
manipulated by SINAMDS when General Rodriquez 
was its head; however, it gave the president 
breathing room because if the radical generals 
had remained in government, he might have merely 
been a transition leader to a more radical phase 
of the Peruvian Revolution.

The civilians who had been taken from power 
in 1968 constantly conplained that there was 
large scale and wide spread corruption in the 
military ranks during the Revolution. They 
maintained that the military consistently 
spcke of morality and the good of the country 
and at the same time accumulated wealth outside 
Peru. President Morales Bermudez began a tem
porary moralization canpaign when he assumed the 
presidency because a number of General Velasco's 
civilian advisors came under investigation for 
corruption. Ttoo ex-ministers, General Valdez 
Angulo of agriculture and General Thntalean 
Vanini of fisheries, were investigated for their 
actions as ministers.

General Morales Bermudez recognized, however, 
the limits beyond which he could not go to con
solidate his power. He announced that General 
Fernandez Maldonado would be the country's next 
premier as of January 31, 1976. This appeared 
to be the president's desire to keep a revolu
tionary image to appease the left in view of the 
recent retirements of Generals Rodriguez 
Figueroa and Graham Hurtado.

In a trip to the mountain region General 
Moralez Bermudez tried to show that the Revo
lution was still on stream. In Puno, near the
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Bolivian border, he indicated that "we have 
chosen the socialist route, but a Peruvian soc- 
ialign the procbct of our own reality... ."7 in 
a significant meeting in Cuzco the president 
listened to the criticism by Avelino Mar repre
senting a Cuzco farmers' confederation regarding 
the firing of General Rodriguez Figueroa. He 
then called for the formation of the Frente 
Nacional de Defensa de la Revolucion Peruana. 
Mar, an ex-guerrilla of the 1960s, was involved 
in the government - backed agrarian confedera
tion, the CNA. He announced that the CNA would 
form what would become the Frente de Defensa 
de la Revolucion Peruana (FDRP) and was subse
quently elected the president of the organizing 
committee. President Morales Bernudez often 
made political gestures which would prove to be 
harmful to his long-term objectives for Peru. 
Hie FDRP was such a gesture because it catapult
ed Mar into national prominence which he enjoyed 
until the dissolution of the CNA in 1978. The 
presence of Mar and the head of the Social Prop
erty System Angel de las Casas during Presi
dent Morales Bermudez's trip gave the inpress ion 
that the military was not changing the course of 
its revolution. Their metoric rise and the in
crease in rhetoric was unsettling to national 
and foreign investors who had thought that Peru 
had turned the corner.

In November in an interview with the Mexican 
newspaper Excelsior, the president indicated 
that the Second Phase would last six years after 
which there would be a transfer of power. No 
mention was made of elections. He stated that a 
new government Plan Tupac Amaru was being stud
ied and that social property would eventually be 7

7. La Prensa, November 4, 1975
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the predominant economic sector.
Thus far, the first three months of the 

Morales regime were a disappointment. The in
dustrial sector did not have nuch news to en
courage it. CADE-75 revealed no new govern
mental positions on investment as the entire 
investment comnunity had expected. The presi
dent merely mentioned the effect of the economic 
crisis on developing nations and stated that 
there was a need to have autonomous industrial 
development. At the end of November, it ap
peared to be the same Revolution under perhaps a 
more cautious leader who was aware of Peru's 
limitations.

In December General Morales Bernudez spcke 
to the nation and emphasized that the 
country nust adept austerity to meet the exist
ing economic crisis. He warned of attempts to 
thwart the aims of the Revolution designed to 
build Peruvian socialism, and he indicated that 
freedom was being misconstrued by the counter
revolution, i.e., the opposition. Later in the 
month at a luncheon given by the arny, he stated 
that the present struggle, ".. .the struggle for 
our Second Independence is the struggle for the 
construction of a Peruvian socialist!."8 General 
Morales Bernudez subsequently made clear at a 
year-end press conference that the Second fhase 
was to make permanent the social changes, ana
lyze and achieve the transformation of the state 
structure, and raise the conscience of the or
ganization and political participation of the 
people.

Politically the government was still on the

8. La Prensa, December 10, 1975
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route to some form of Peruvian socialism. Its 
statements made clear to all investors that no 
policy reversals were yet to take place. Both 
foreign and national investors continued to 
adept a "wait-and-see" attitude because no 
changes in the prior revolutionary reforms had 
occurred.

Nevertheless, the economy needed measures of 
a capitalistic nature. There was rising infla
tion, a growing budget deficit, and a widening 
trade gap and payments deficit. Year-end re
serves were estimated at only $50 million with 
an astronomical current account deficit of 
$1,750 million. The structure of the debt had 
changed to be only 19 percent to suppliers and 
40 percent to barks. It appeared that the 
suppliers had bowed out, and the bankers had 
stepped in.

From July until the end of 1975, Peru was 
unable to market the Marcona iron ore due to the 
legal measures taken by Marcona worldwide. Be
fore year-end the Peruvian and United States 
governments reached an agreement in principle 
so that the Marcona iron ore could be shipped 
while discussions tock place over compensation. 
Due to the abrupt manner in which the mine had 
been expropriated, there was no way that the 
Marcona could negotiate with the gorernment. A 
special United States State Department team was 
negotiating a settlement.

In the petroleum area, the boom fervor waned 
as four or five more oil companies out of the 
original sixteen operating in the jungle were 
about to leave. Eight companies had already 
rescinded their contracts and left. Occidental 
Petroleum was producing approximately thirteen 
thousand barrels of oil per day; however, it was
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going slow on exploration and drilling while it 
tried to finalize a pipeline and crude sales 
contract with Petrcperu. At that point, Occi
dental was negotiating to build a feeder pipe
line from its area on the Ecuadorian border to 
the Nor-Peruano pipeline's Punp Statical No. 5 
to carry its and Petrcperu's oil to that point, 
and to pay Petroperu for the transport of its 
oil from there to Bayovar. The estimated cost 
of the feeder pipeline would be $100 million 
and the development of Occidental's fields, 
$120 million to $130 million. However, the 
key to the deal was Occidental's insistence 
that the Revolutionary Government guarantee the 
loans obtained by Occidental to help finance 
the project.

The government was unable to agree to such a 
guarantee due to the position of Foreign Mini
ster General de la Flor who insisted that the 
guarantee would violate the Andean Pact legis
lation. However, the government then decided 
that Petrcperu would build the feeder pipeline 
and transport Occidental's oil for a fee. Once 
again, a politically inspired decision had for
ced Peru to spend its own money to fund a pro
ject that a foreign investor was willing to do.

In January 1976, the civilian Finance Min
ister Barua announced his Plan of Economic Re
activation. Doctor Barua had chosen a policy of 
economic gradualism. He announced the introduc
tion of a number of economic measures designed 
to control inflation, increase production, and 
keep the balance of payments deficit from get
ting out of hand. The measures included tax and 
price increases and controls on government 
spending. The salary limit of deductibility of 
salaries for new employees was extended to all 
eiiplcyees. House rents were frozen. Collective
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bargaining limits were established. Inports 
were curbed by the introduction of an importa
tion license program which had been used in the 
late 1940s without nuch success. Exports were 
encouraged by an improvement of the export tax 
rebate system. A general wage increase was de
creed which primarily helped low level employ
ees. Everyone criticized the minister for his 
program. The conservative Op inion Libre stated 
that listening to the minister was like hearing 
a story of a very large bankruptcy.9 There 
existed a $1,113 million trade deficit and only 
$150 million in reserves. Opinion Libre 
blamned President Velasco for the problems and 
protested the ceilings on remunerations and 
freezing of rents. The ultraoonservative El 
Tiempo went further and pointed out that Peru 
needed to attract foreign investment, stimulate 
national investment, gain the respect of busi
nessmen and technicians, and counteract commun
ist demagogjery.10 Other parts of the free 
press raised questions regarding the budget 
deficit, the future status of state companies, 
the payment of the foreign debt, and the reserve 
level. The most thorough of the magazines of 
the communists, Marka, raised question regard
ing the minister's figures showing growth in 
mining, agriculture, and fishing since September 
1975.n
The Chile-Bolivia-Peru corridor problem seemed 

to be heating up as Chile had offered Bolivia 
a corridor to the Pacific Ocean through ex- 9 10 11

9. Opinion Libre, January 21, 1976.

10. El Tiempo, January 23, 1976.
11. Marka, January 30, 1974.
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Peruvian territory. Needless to say, this was 
unacceptable to Peru and caused the Peruvian 
diplomats to ask for time to study the proposals 
in a commission presided by the ex-Peruvian 
president Jose Luis Bustamante y Rivero.

It was clear to the government and to foreign 
investors dealing with Peru on a regular basis 
that the economic problems were worsening. A 
dollar shortage appeared in the banks and, par
tially due to a need for cash as well as the 
availability of the money, Peru drew down from 
the International Monetary Fund (IMF) $36 mil
lion from its gold tranche facilities. The 
country began to become unattractive to bankers 
because of the trade gaps which had been pre
dicted, the bad economic figures which were re
vealed, and the general feeling in the inter
national barking comnunity that they had over
extended their credit lines and loan facilities 
to certain countries such as Argentina, Chile, 
Italy, Indonesia, South Korea, Zaire, and Peru. 
Zaire and Peru, as well as Turkey a year later, 
appeared to have been selected as having the 
worst problems in the group. At a meeting of 
the Group of 77 Ministers in Manila General de 
la Flor suggested that the countries with the 
most severe foreign debt problems should bind 
together and declare a moratorium on foreign 
debt. 12 Occidental and Southern Peru were 
upset about these statements because th^ were 
in the process of raising loan money for their 
projects. It was this type of Third World rhet
oric which caused Peru to lose some of the con
fidence of the banking comnunity.

In February the United States Secretary of

12. El Peru a no, February 10, 1976.
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State Henry Kissinger visited and was followed 
by Robert McNamara of the World Bank, and in 
early March, Antonio Ortiz Mena, the president 
of the Interamerican Development Bank. Al
though the results of visits of foreign offi
cials are often pure conjecture, observers be
lieve that these visits forced General Morales 
Bernudez to take certain decisions to change the 
Revolution's focus.

The government issued a Small Business Law 
which allowed Peruvian owned cortpanies with less 
than the then $700,000 a year gross revenue 
level to function without a Labor Gomrrunity. 
This was the first move away from the comnunity 
concept. The change was at first misinter
preted and then bitterly criticized by the left 
wing, especially the government-owned newspaper 
Expreso.

Mearwhile, in certain areas, national private 
investment was picking up, or at least, projects 
which had been started were being finished. 
Three major hotels in Peru had been conpleted in 
the last year, Hotel Cesar's Miraflores in Lima, 
El Pueblo outside Lima, and Hotel Golf in Tru
jillo. Moreover, the Ilo refinery was finished 
and would open in 1976; Cuajone would come on
stream in September 1976; and the oil produc
tion forecast for the jungle for 1977 was one 
hundred thousand barrels a day, with an increase 
to one hundred thirty thousand barrels per day 
in 1980. The long delayed iron ore shipments of 
Marcona commenced again.

However, these positive signs were surrounded 
by other less predictable moves of the govern
ment. The government prohibited further urbani
zation projects. The impact on the construction 
business was obviously catastropic. In a move
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to save foreign exchange, and obviously advised 
by the final remnants of the left wing in the 
education ministry, the government banned the 
inportation of certain magazines such as Batman, 
Robin, Supermouse, Cosmopolitan, and Vanidades 
as unsuitable for the intellectual, moral, and 
civic development of the people. Not onfy was 
the measure ridiculous on the face, but in the 
case of the last two magazines, it deprived 
Peruvian middle class women, except the wives of 
the rich and the military officers, of nuch of 
their contact with the outside world.

Thus, the government was still charting an 
erratic course. General Morales Bernudez and 
his advisors reviewed the new proposed govern
ment plan, Plan Tupac Amaru, and it was clear 
that it had too much of the First Ehase ide- 
olo#. According to El peruana, it was being 
redone and would then be reissued. However, on 
the other hand, many of the people and organi
zations with a First Phase mentality continued 
in or at the side of the government. Ebr ex- 
anple, General Morales Bernudez had referred 
favorably to the "Frente de Defensa de la 
Revolucion Peruana" as ".. .the source of the 
political organization of our Revolution... ."13 
Future events would demonstrate that the Ave- 
lino Mar group was not an appropriate ally.

It was the events in March which showed that 
General Morales Bernudez, and at least a faction 
of the army, was in favor of a different route 
for the Second Phase. The changes could be at
tributed to both external pressures and internal 
labor tensions and a growing realization that 
certain actions had to be taken.

13. La Prensa, February 27, 1976.
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The daily newspapers under the Velasco ap
pointed directors had criticized the Revolution
ary Government's new policies exemplified by the 
Small Business Law and the receipt of loans from 
"traditional sources," the IMF and the World 
Bank. Moreover, the newspapers had approved 
of General de la Flor's suggestion of a debt 
payment moratorium. This particular slant of the 
news was unacceptable to the new Revolutionary 
Government which replaced the left wing intel
lectuals as directors with middle-of-the-road 
journalists. The reform of the "reformed" news
papers was most obvious in Expreso where the 
"comnunist mafia" was replaced by the ex-dean of 
the Cantuta University. At the same time, the 
government passed strict rules for the estab
lishment of new newspapers, basically gorernment 
approval, so as to keep the fired directors from 
starting opposition weeklies.

At the end of March, General Morales Bermidez 
gave the first of several speeches which indi
cated the shift in the government's political 
views. He encouraged freedom of opinion; he ad
mitted that there had been past errors for which 
criticism had to be accepted; he made reference 
to a referendum of some type in the future and 
pointed out that the first version of Plan Tupac 
Amaru had been shelved and that a new plan was 
being formulated. In a repetition of prior 
statements, he pointed out that the Peruvian 
model could not be socialist-Marxist and contin
ued to stress a society which was humanistic, 
socialistic, and Christian. In two significant 
policy changes, he omitted ary statement that 14

14. The Small Business Law had been seen as 
contrary to the Ideological Bases. Expreso, 
March 2, 1976.
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social property would be predominant in the 
Peruvian pluralistic economy, and he indicated 
that the foreign policy focus would be more to 
Latin America. Moreover, he announced incen
tives for private investment and the sell-off of 
sate parts of state conpanies.

Hie general public received the speech posi
tively. However, there was a strong negative 
reaction fcy the left, especially the government- 
backed agrarian confederation, the CNA, and its 
agrarian federations. They published a statement 
in El Comercio in which they demanded that the 
government adhere closely to the Revolution's 
ideological bases for the formation of a 
"workers' society." They stated that the/ hoped 
Plan TUpac Amaru would move toward Peruvian soc
ialism and demanded carpiiance with Plan Inca. 15 
Foreign investors, unfortunately, were so accus
tomed to the government's rhetoric that many did 
not recognize its significance, especially the 
majority of American investors and diplomats who 
throughout the years had grown convinced that 
the government was dangerously left-of-center 
and were just awakening to read the signs of 
change. Hie president's speech was such a 
departure from prior policy that the Revolution
ary Junta sew fit to issue a comnunique backing 
his words. Hie communique, in a very signifi
cant point, stated that the Junta considered the 
message's content as a political directive fcy 15 16

15. Lima Timesf April 23, 1976.
16. Hie author was present at a United States 

Embassy meeting with businessmen where only 
he believed the change to be significant. 
The lack of perception of those present was 
startling.
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the president to formulate the government's plan 
in the Second Phase.

In another major move in flpril 1976, the 
government todc advantage of a fishing strike 
to declare the fishmeal indistry in reorganiza
tion to he]p the state fishing company, Pesca- 
peru, trim the excess amount of fishermen 
on its payroll. Pescaperu had over 10,000 
fishermen in its employment and was authorized 
to fire all fishermen who would not work. 
The fishermen had gone on strike for the 
first three days of the anchovy season and 
according to Pescaperu, cost the nation $3 
million per day in lost revenues. This 
reorganization was to be followed in August fcy 
an attempt to save Pescaperu from bankruptcy by 
getting rid of excess equipment by selling it 
back to the private sector. In a similar law 
the mining sector would be declared in emer
gency due to continued strikes. In indistry, 
the government announced that it was preparing 
a law for the entire private reformed sector. 
The draft of this law, when circulated, clearly 
indicated that the Labor Community idea had not 
yet been abandoned; however, the law never ap
peared in final form.

Politics were still the most important 
subject for the present. General Morales 
Bermudez chose Trujillo as the site of a speech 
in which he would ask for unity. Trujillo 
was a traditional APRA stronghold in the 
north where the military and the APRA had 
been involved in a well-remembered bloody clash 
and massacre in 1932. President Morales 
Bermudez announced an amnesty and while stress
ing the need for unity, he asked that the APRA 
and the military bury the hatchet: "...It is 
time to forget occurrences which todc place 45
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years ago in Trujillo...."17 These memorable 
words were to help change the course of Peruvian 
modern history in which the fiPRA - military 
hatred has been a continuous source of friction. 
President Morales Bernudez’s speech left the 
door wide open for the government's opponents 
from all political inclinations. Moreover, it 
created a certain amount of unrest in the any, 
especially with General Fernandez Maldonado and 
the younger hardline and liberal Minister of 
Food General Hoyos Rubio.

The concern of certain generals was so great 
that the president spoke again on May 13 to set 
the record straight. The president energetic
ally answered his critics and in an agressive 
tone announced certain austerity measures and 
clarified the government's position regarding 
elections for which APRA and AP were calling. 
Hie speech's aim was to reassure the left, but 
not alarm business. The president stated that 
there would be no elections in the foreseeable 
future and no participation of the traditional 
political parties. He denied a swing to the 
right and pacts with political parties since the 
orerture to the APRA in April had been inter
preted as a potential pact. He stated that the 
Revolutionary Process had not worn itself out, 
and that there was no relation between a call to 
dialogie and elections. "There is.. .no turn to 
the right... Our Revolution is humanist, our 
Revolution is Christian, socialist non-Marxist

17. El Peraaro, May 1, 1976. In a point related 
to investment, the president indicated that 
foreign investment was necessaxy although 
it should be replaced eventually by nation
al investment.
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and ...a Peruvian Revolution... ."18 He went 
on to say that there is a difference between 
national conciliation and a political pact.

This speech was necessary because the politi
cal parties were openly discussing and calling 
for elections. Moreover, they had accused the 
government of a "turn to the right." Haya de la 
Torre had practically provoked the reactioi when 
he said that the APRA did not wish a dictator
ship of the proletariat, the rich people, or 
the military. He stated that the military 
should return to their specific functions.^ 
The left-of-center magazine Equis commented that 
never again would the military be able to "veto" 
the APRA.18 19 20

The president's speedn was characteristically 
followed by commentary by a minister who inter
preted and elaborated on the sense of his de
clarations. Minister of Interior General 
Cisneros spoke to the Mexican newspaper 
Excelsior and indicated that the government 
would be in power until 1981; however, it could 
leave power prior to that time if the eoonony 
inproved. He indicated that the military had

18. El Peruano, May 14, 1976.
19. La Prensa, May 8, 1976. ("Los marinos a 

los puertos, los mi litares a los caminos, 
los avi adores a que marchen bien").

20. Equis, May 6, 1976. The "veto" of the 
APRA was a phenomenon by which the military 
would always step in to take over the gov
ernment or annul elections or take some 
other action if it appeared that an APRA 
president would come to power.
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no intention to operate a one party system, 
such as the FRI in Mexico. However, the parties 
eligible to assume power would have to be those 
willing to continue the changes that the Revo
lutionary Government considered necessary. In a 
very surprising statement he stated that "in the 
First Phase the arny was corrpletely separated 
from the political problem. The institution did 
not intervene at all... ."21 it was this type 
of statement which made foreign investors and 
Peruvians wonder who had managed the First Phase 
and who was now in control.

The economy continued to be plagued by severe 
problems including a lade of liquidity and fear 
of 40 to 45 percent inflation. Peru had to make 
a third IMF drawdown in April for $53 million 
and a fourth in May for $70.5 million. The IMF 
became more involved in Peru's financial plan
ning and was preparing a detailed report on the 
economy. The Central Bank was exploring the 
possibility of a $400 million loan from Uhited 
States, European, and Canadian bankers to refin
ance in part the foreign debt. The government 
was forced to take certain concrete measures in 
May when it announced sales, inport, and social 
tax increases, inport restrictions, export tax 
rebate increases, restrictions on the availabil
ity of foreign currency, and interest rate in
creases. These measures only aggravated the 
ejplosive labor problem.

In an attenpt to defuse violence which had 
already occurred earlier in the month, President 
Morales Bernudez announced on June 24 that the 
government must take a series of unpopular but 
indispensable measures. Then, in order to dis- 21

21. La Prensa, May 21, 1976.
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tribute responsibility and keep the left wing 
generals involved, he chose Premier Ebrnandez 
Maldonado to announce the measures. General 
Fernandez Maldonado stated in his speech on the 
measures that "Peru is not an economic island 
nor a political island. Vfe move within an es
sentially capitalistic context...."22 He vent 
on to apologize for applying measures which were 
to resolve gaps in the external commerce bal
ance, the budget deficit, savings, and invest
ment. The measures were clearly the strongest 
taken since June 1975. Gasoline prices were 
doubled again, interest rates were raised, and 
subsidies cut. Vfeges and salaries were in
creased at low levels. A partial wage and price 
freeze was implemented. More taxes were placed 
on exports and imports, to include a 15 per
cent tax on traditional exports such as min
erals. The recently increased export rebate 
was reduced by 10 percent. Ps a major policy 
deviation, the government devalued the sol from 
S/.45 to S/.65 per U.S. dollar. The sol had 
now been devalued 68 percent since September 
1975, and gasoline prices raised 500 percent in 
a year.

The measures seemed to be regressive or re
cessionary. It was unclear how they would help 
prodiction. The 15 percent tax on traditional 
exports was a clear disincentive to investors in 
mining where most heavy investment was sought. 
The government's ultimate goals were unclear. 
Industry still awaited changes in the Labor 
Stability Law and the Industrial Gbmnunity law 
which provided as great or greater disincentive 22

22. El Peruana, July 1, 1976
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to investment than the gorernment's economics. 23
Hie reaction of the general public to these 

measures came on July 1 when Lima's private bus 
system struck to protest the increase in gaso
line prices. There was nation-wide rioting to 
protest the price increases. The government 
closed the schools and weekly opposition news
papers. As usual, the rumors of deaths and in
juries were never confirmed.

The economic measures and riots evidently 
brought to a head the differences between the 
factions of the arny. The head of the Centro 
de Instruccion Militar del Peru (CIMP), the con
servative General Carlos Bobbio, had a run-in 
with Premier Fernandez Maldonado who then order
ed his retirement. General Bobbio retired only 
after a gun battle at the school in Lima. His 
retirement was followed by six confused days of 
military in-f icjhting. It appeared that General 
Morales Bermudez emerged as a referee between 
the original group of generals who were the re
volutionary colonels and a different pragmatic 
group in the arny. On July 16 General Fernandez 
Maldonado suddenly retired from the arny along 
with the arny chief of staff General Luis la 
Vera Velarde. Generals de la Flor and Gallegos 
were removed from the cabinet, the civilian head 
of the Social Property System Angel de las 
Casas resigned, and the left, except for the 
pragmatic General Hoyos Rubio, had been removed 23

23. The ideologue of the First Chase, Dr. 
Carlos Delgado, stated in an interview with 
Excelsior of Mexico City that the Revolu
tion was practically paralyzed. La Prensa, 
June 17, 1976.
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from government.24 At this sane tine the 
president's .Advisory Council, the GOAP, was 
downgraded and a civilian career diplomat ap
pointed minister of foreign affairs.

These events were astonishing to the general 
public, but they clearly represented the culmin
ation of the intra-anty conflict. Immediately 
the government reversed policy in a number of 
areas. It announced that Pescaperu would sell 
off its fishing fleet to small business com
panies, a move away from state control. Oil 
conpanies could once again negotiate production 
sharing contracts with the government. Auto 
assemblers could raise their prices. The trans
fer of the newspapers to their designated sec
tors was postponed indefinitely.

The president's traditional Independence Day 
speech on July 28 clearly outlined the changes. 
He indicated that social property would be down
graded as it obviously was because the fishing 
fleet was to be sold to small business entities. 
Moreover, the state was to sell off some of the 
conpanies or assets it had acquired, for exaitple 
the Pescaperu fleet. Significantly, he omitted 
from the speech the word socialism, and he in
dicated that an effort would be made to revive 
the private sector. He backed liberty and con- 
denned subversion. This was to be the govern
ment's attitude in the Second Phase toward the 
press: freedom and free press except when the 
press was "subversive."

The retirement of General Fernandez Maldonado

24. A short-lived conspiracy in August attenpt- 
ed to return General Fernandez Maldonado to 
the government.
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was significant. As pointed out fcy the left- 
wing intellectual and newspaperman, Rafael 
Roncagliolo, one of the leaders of SINAMDS in 
the First Phase, the Revolution commenced to be 
dismantled by the retirement of General Rodri
quez Figueroa on October 29, 1975, and its
dismantlement was completed in mid-July 1976 
with the retirement of the last radical gen
erals, Fernandez Maldonado, de la Flor, Gall
egos, and Valdez Palacio. 25

With the reorganized cabinet, it appeared 
that General Morales Bermudez and his financial 
team could pay more attention to economic prob
lems. Basic among the economic problems was 
liquidity for the business sector and foreign 
debt negotiations for the government. Loan ne
gotiations seared to be temporarily delayed 
because of the reported purchase or intended 
purchase of thirty-six Sukhol-22 aircraft from 
Russia for $250 million. This was not to be the 
first time that the arms purchase issue entered 
into the government's economic planning. It was 
a sore point with the international banks, es
pecially the American ones, who did not like to 
lend capitalist money to buy comnunist arms and 
also felt that the money should not be spent on 
unnecessary "toys" when the econony needed help.

The month of August was encouraging to both 
foreign and national investors already in Peru. 
An investor could now establish a corrpary to 
conpete with the social property companies and 
the state. Moreover, the government revised the 
laws allowing workers to take over their company 
because of bankruptcy. The list of procbcts 
eligible for importation was expanded, and some 25

25. La Prensa, July 28, 1976.
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relief for small and medium mining conpanies was 
decreed. Both tire conpanies, Goodyear and Lima 
Caucho (B. F. Goodrich), announced reinvestments 
designed to increase production, lb improve the 
foreign investment climate in the Andean Pact 
and in Peru, revisions of the strict provisions 
of the foreign capital code, Decision 24, were 
discussed at governmental level. In keeping 
with the change in the petroleum investment po
licy, the top managers in Petroperu, both mili
tary men, were replaced by a colonel with a de
gree in petroleum engineering as president and a 
civilian technician as general manager. In 
another policy reversal, land development was 
turned back to private enterprise.

The government began to take a strong stand 
against strikes. The minister of interior an
nounced that the government was investigating 
the labor centers to ascertain the extent of 
leftist infiltration. Moreover, strikes during 
the existing state of emergency and suspension 
of guarantees were declared illegal. For the 
first tine in mary years the government's stand 
provoked the criticism of the comnunist FCP, a 
staunch supporter of the First Phase. It criti
cized its monetary devaluations, the gas price 
increases, the orthodox monetary measures, the 
freeze in collective bargaining, and the sus
pension of labor stability in certain sectors, 
to include the suspension of the right to 
strike.

By the first anniversary of the Morales 
Bermudez coup d'etat, the president had made 
strides to consolidate his control and now was 
trying to regain the confidence of the private 
sector. When he spcke in Tacna on August 29, 
he reaffirmed the gorernment's backing of pri
vate initiative and pointed out that Peru could
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not progress forward without it. The president 
also indicated that private enterprise up to 
new had been threatened because of certain er
rors of focus. He stated that the Revolution 
was humanistic, Christian, and nationalistic. He 
pointed out that he did not use the words lib
ertarian or socialist because they could be mis
understood. In a reaction to this speech and 
that of July 28, President Velasco's ex-press 
secretary, Augusto Zimnermann, stated that the 
Revolutionary Process was over with the omission 
of the word socialism.

The president's words were clearly concili
atory. However, even though Peru's relations 
with the United States were improved, the bank
ing community was holding off due to a lade of 
confidence. Arms purchases of three Lockheed 
Hercules C-130 and nine Mirage supersonic fight
ers in September did not raise confidence. The 
fear of Chile and the spectre of the hundredth 
anniversary of the commencement of the War of 
the Pacific drove the military to buy more arms. 
Rumors circulated about lucrative comma ssions 
for the military.

The trade deficit showed some improvement fcy 
September; however, there was a projected cur
rent account balance of minus $1,044 million. 
Both the bankers and foreign investors recog
nized the problems which still existed and had 
to be corrected to create a positive investment 
climate: red tape and governmental indecision, 
lade of changes in the Labor Stability law and 
the Industrial Community Law, unclear in
vestment incentives, and negative interest 
rates. As a first step, the newly reorganized 
foreign investment bureau, the CONITE, was just 
starting to study methods to reduce foreign in
vestor red tape and uncertainty.
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Nevertheless, the Revolutionary Government 
did take a number of measures to boost confi
dence. After mary years of debate on the mat
ter, the government introduced a cradling peg 
exchange rate. It also reached agreement to 
compensate Marcona Mining Conpany. The govern
ment repealed the restrictions on the formation 
of companies to compete with the projected 
social property complexes in the south in light 
engineering and electronics. A loan from 
Swiss banks of $40 million assisted in compen
sating Swiss shareholders for their ownership in 
the expropriated electricity, cement, and tele
phone companies. This action encouraged foreign 
investors; however, national investors became 
increasingly angry over the government's uneven 
treatment of its own people. The shareholders 
of Cement os Andino and Cement os Lima sued the 
government for illegally expropriating their 
property.

Clearly there was a political change. The 
government now maintained that the Labor Stabil
ity Law should be modified in order to achieve 
better production and to better labor relations. 
Moreover, the president in declarations to the 
French newspaper, Le Monde, pointed out that the 
Revolutionary Government had made errors and was 
trying to correct them. There was a necessity 
to increase production because the state could 
not do everything. The private sector's partic
ipation was essential. He explained the omis
sion of the word socialism:

.. .the great part of the people of the 
groups of the right confuse the word Soc
ialism with Communism... And the groups of 
the other side give different interpreta
tions to the word "Socialism," different 
interpretations which do not coincide with
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the Ideological Bases of our Revolutionary
Process. 26

In regard to elect ions and the transfer of pow
er, he enphasized the necessity of an orderly 
transfer of political power. Needless to say, 
the left, along with the comnunist PCP, felt 
that the Revolution was going backwards. The 
government-backed agrarian confederation, the 
CNA, informed President Morales Bernudez exactly 
this in a comnunique in which they also criti
cized his foreign policy, the increasing 
debt, the rise in the cost of living, and the 
return to protection of private enterprise.

However, words are not as useful as actions 
to build confidence. Unfortunately, it tock the 
government until the end of November to take 
certain decisions because of disputes at high 
levels. Inflation continued to increase; a bor
der conflict with Ecuador developed due to the 
speech by the Ecuadorian foreign minster in the 
United Nations questioning the frontier bound
aries settled by the 1942 Treaty of Rio;27 and a 
fishing strike broke out in Chimbote. External 
press coverage was not favorable as Le Monde 
published a story on the increased budget spend
ing on defense, 19 percent in 1967 and 27 per
cent in 1976. The article pointed out that Peru 
was going to the right, and commented on the 
top-heavy structure of the military. 26 27

26. El Peruano, September 12, 1976.
27. Although no one knew oil was located in 

these areas in 1942, it is interesting that 
the entire Occidental area in northern Peru 
is in the frontier area claimed by Ecuador.
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By November the situation in Peru from an 
economic and political point of view remained 
unclear. Pn internal struggle over economic 
policy was taking place between the Central Bank 
and the Banco de la Nacion, and the Ministry of 
Economy and Finance inaanuch as the Minister was 
more disposed to IMF suggestions than the bank
ers. The outlock for next year depended on 
whether the negative trade balance could be 
reduced and balance of payments financing ob
tained. The future would be aided fcy the in
crease in petroleum production and the ccnple- 
tion of the Guajone mining project. Bfcwever, 
there was a tense labor situation in both the 
mining and fishing sectors. Externally, certain 
stresses developed between Iteru, Bolivia and 
Chile over the corridor to the sea issue. Peru 
had called for a three party commission to 
supervise arty such corridor. President Morales 
Bermudez visited the jungle areas in November 
to meet with the Brazilian President Geisal on 
the Brazil-Peru frontier, a significant foreign 
policy change after the Velasco Era coldness to 
Brazil. Cn his return to Iquitos, in an ill- 
advised and irrational gesture he created a 10 
percent tax on gross oil production in the De
partment of Loreto. This tax was to be paid by 
Petroperu to finance the Department of Loreto 
development. Although the tax did not impact 
the oil companies directly, i.e., Occidental 
and other companies which might invest in the 
jungle, it represented an additional cash drain 
on the already depleted Petroperu finances and 
would become a political issue in future years.

In order to get private investors to cooper
ate, a number of actions were necessary. In 
CADE-76 in November, President Morales Bermudez 
called for private enterprise to help the 
country and announced a change in the Labor
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Comnunity structure. In an interview the presi
dent admitted that the Labor Comnunity ..in
stead of being an element to incentivate produc
tion, the facts show us that it is an element 
that retards production. .. ."28 He had previ
ously announced that neither the state nor soc
ial property could provide the jobs needed in 
Peru. It was clear that the government nust 
re3y on private enterprise. Mary observers 
believed this reversal of policy was a major 
turning point; it clearly undercut one of the 
basic tenets of the Revolution, the Industrial 
Comnunity.

The most obvious exanple of the success of 
private enterprise in the early Morales years 
was the Cuajone mining project in the south 
which he inaugurated at the end of November 
1976. Here he stated that Cuajone was an 
exanple of what could be done with foreign in
vestment. In some bade-patting, he pointed out 
that when he was minister of finance in 1969, 
he had to overcome opposition to get approval 
for this project. He pointed out that without 
the project, the foreign exchange outlock would 
be very poor today. Pfost important, the presi
dent said that:

.. .Equally we are seeing that there exists 
demagogery and there exists chauvanism, 
when we are told that it is not necessary 28

28. La Prensat November 22, 1976. The presi
dent referred to the broader concept, the 
Labor Comnunity, which was the government's 
idea of co-management. In practice, the 
Labor Comnunity for the industrial sector, 
the Industrial Comnunity, was to be the 
first to be changed.
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to use foreign capital. This is false, and 
this is demgogery. This great work is
proving that. Vfe are using foreign capital 
and technology for Peru. This great work 
of Cuajone in no moment conpromises the 
dignity and sovereignty of Peru. On the 
contrary, by exploiting our riches, it is 
giving us the means that each day we be 
freer and more sovereign. 29

This clearly indicated what would develop to be 
General Morales Bernudez's attitude on foreign 
investment. It was necessary to exploit natural 
resources which vrould otherwise remain in the 
ground and benefit no one. Large projects 
clearly should be financed by those with the 
mon^r, and not Peru.

Some of the First Phase military and civilian 
leaders announced the creation of a new politi
cal party, the Partido Socialista Revolucionario 
(PSR). The PSR leaders included retired Generals 
Rodriquez Figueroa and Valdez Palacio, retired 
Adm. Jorge Dellepiane, Dr. Antonio Meza Cuadra, 
and newspaperman Francisco Moncloa, who in the 
First Phase was the writer of the column 
"Fuente Unico" in the then comrrunist-controlled 
daily Expreso. In its manifesto^ the PSR 
indicated that the changes in Peru which 
were made in the First Phase should be made ir
reversible. This had not yet occurred in the 
Second Phase which was obviously delaying such 
final implementation. The part/ clearly op
posed the actions of the Second Phase and 
because of its retired military members, it 
became the target of iruch criticism by the 
government. The Minister of Interior General 29

29. El Come redo, November 26, 1976
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Cisneros commented that the PSR Manifesto only 
confirmed that during the First Phase there were 
persons who wished to distort the final ob
jectives of the Process, and in accordance with 
its content, he stated that the PSR members 
backed a socialist! of the Marxist-Leninist type 
contrary to the Bases Ideologicas. 30 qpon the 
renunciation of the vice president of the 
Velasco Era Comision Nacional de la Mujer Peru
ana (an event which was not news in itself), 
there was a clear break between the First and 
Second Phases vhich she articulated: "...it 
results inoperable to continue in charge of the 
leadership of a bod/ which was based fundament
ally on principles that, at this date, are no 
longer valid."3l

By year-end 1976, Peru appeared to have paci
fied the international bankers because they 
granted a $330 million loan. Minister Barua 
assured the bankers that the Revolutionary Gov
ernment had no intention of declaring a loan 
repayment moratorium, and that they planned to 
fulfill their obligations. It was clear that 
they were counting on oil and mining to pull 
them out of the crisis. Some of the military, 30 31

30. Although the PSR's founding did not overly 
concern investors or the public at year-end 
1976, their presence as a leftist pressure 
group was to be significant in 1977 and 
early 1978 prior to the Constitutional 
Assembly elections in June 1978. It ap
pears that the PSR included several young 
army officers who had tried to put General 
Fernandez Maldonado in power in August 
1976 after he retired.

31. La Prensa, November 29, 1976.
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however, seated to ignore the crisis and the 
need for international bark loans to resolve it 
and to strengthen the econony. There were 
rumors that the military was purchasing an un
disclosed number of vertical takeoff and land
ing planes (VTOL) from Russia. The planes' 
purchase came at a very inopportune time as 
Peru's borrowing in 1976 had reached $1,426 
million, of which $564 million was a balance of 
payment loan. The budget was an unknown; it was 
reported to be increasing from one-third to 47 
percent for the subsequent year. Previous 
statements fcy the president had indicated that 
the budget would be rediced by a redaction in 
government investments as private investment 
would be emphasized. However, this was not the 
answer. Public investment was reduced, but gov
ernment spending continued. No large amount of 
private investment, either foreign or national, 
appeared to fill the gap.

Prior to the end of the year, a political 
amnesty was granted. It included those 
ex-Belaunde ministers still in exile. Moreover, 
at the year-end press conference General 
Morales Bernudez announced that the new Plan 
Tupac Amaru would be released. He indicated 
that the military did not plan to stay in power 
forever; however, it would be harmful to turn 
over power too soon or too fast in a short per
iod of time. He announced that he planned to 
call nunicipal elections. As a final point, he 
defended the purchase of the planes from Rissia 
as economical, i.e., the best offer.

In spite of the president's good faith and 
his announcements in CADE-76 and at the end of 
the year press conference, a great deal of con
fusion existed for both foreign and national 
investors because of the lack of the regulations
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to the Small Business Law, the delay in the 
change in the Industrial Gomnunity Law, and 
the resistance in the government to change the 
Labor Stability Law. Moreover, the inport 
quota and prior license system for inports went 
into effect on January 1, 1977 to add to con
fusion for importers and investors. Pew dollars 
were available to purchase goods abroad. In ad
dition, the government did not appear to be get
ting its budget under control and was not taking 
actions to trim the state bureaucracy.

The government had clearly established a 
trend for a return to emphasis on private in
vestment. However, the appropriate mechanisms 
had not yet been put in place due to the nature 
of President Morales Bernudez's slow move to the 
right. The de-enphasis of social property, the 
changes in the Industrial Gomnunity, the resale 
of the fishing boats, and the possibility of new 
oil contracts signaled a start. However, due to 
the wait-and-see attitude of foreign investors, 
the only significant presence in investments 
and in negotiations was Southern Peru Copper 
Corporation and Occidental Petroleum. The 
future was still very uncertain.
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CHAPTER 9

A YEAR OF INDECISION 
(1977)

At the start of 1977, the situation both po
litically and economically was uncertain. In 
his December 31, 1976 press conference, Presi
dent Morales Beraudez had announced that the 
government would be handed over to the civilians 
within three or four years. However, he did not 
indicate what form such transfer would take, and 
he ruled out traditional elections. Therefore, 
the political future was an unknown.

In the economic-business side, President 
Morales Bermudez criticized the Industrial Com
munity and characterized it as impractical. 
However, the government had not changed the In
dustrial Comnunity system yet. This particular 
problem was typical of the first year and a half 
of the Second Riase. Even though President 
Morales Bermudez could blame General fiasco's 
First Phase for a lot of the problems that his 
government faced, most financial and business 
leaders felt that nuch more progress could have 
been made during the first year and a half of 
the Second Phase than had actually taken place. 
Hie various reforms of the Revolution had not 
been reversed although there had been much dis
cussion regarding the Labor Stability Law and 
the Industrial Community Law. Moreover, the 
climate for private national and foreign invest
ment had not improved enough to convince in
vestors to adopt other than a "wait-and-see" 
attitude.

In January the government continued its con
tradictory measures. In an attenpt to liberal
ize the press, it authorized the reopening of
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the weekly newspapers and magazines, except for 
Opinion Libre and Marka, as long as they 
respected the "honor of persons and government 
institutions. "1 This restriction, known as a 
"gentlemen's agreement," was designed to dis
courage the press from criticizing the military 
who began to feel attacked from all ideological 
viewpoints. The government exiled five of the 
leftist PSR leaders who were retired military 
officers. The PSR had accused the government of 
becoming dangerously repressive and dismantling 
the basic structural reforms: the agrarian re
form, social property, and the Labor Cbmnunity. 
For its part, the government stated in a comnu- 
nique that the deportees had been:

.. .realizing political activities with the 
aim of presenting before the public and es
pecially within the Military Institution, a 
situation of paralysis of the revolutionary 
process, acting in this form against the 
government and the necessary cohesion of 
the Armed Forces and the Police Forces....2

The government was concerned that a leader might 
emerge from the PSR to give coherence to the re
volutionary left. The PSR interpreted correctly 
that the deportations were a direct attack of an 
intolerant government against their party.3 The 
government's attitude toward the previous lead
ers of the Revolution indicated a grave problem 
for national unity, oiga best expressed the

1. Lima^ Times, January 7, 1977.
2. El Peruano, January 11, 1977.
3. La Prensa, January 12, 1977.
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problem when it wrote:

Sincerely we do not see it easy to achieve 
this desired national unity when through 
one gate enter, with the air of the win
ners, those who did everything possible to 
smother this revolution at its start, and 
for another leave to ostracise some of 
those which made it possible... A

Caretas also backed this line of thought and 
commented that the deportations clearly indi
cated a break with certain sectors of the First 
Phase and, due to the connection of one of those 
deported, General Rodriquez Figueroa, an advisor 
of the government-backed agrarian confederation, 
the CNA, a break with the CNA and the Frente de 
Defensa de la Revoluc ion Peruana (FDRP).

Other events in January shewed the contra
dictions which beset the government. After a 
nunber of years of criticism for their pro-capi
talist, imperialist leanings and works, the 
Institute Linguistico de Verano (ILV), a mis
sionary society which carried out language 
studies and had developed health services 
and infrastructure in the Peruvian jungle, 
was granted permission to stay for another five 
years. The ILV had been severely attacked by 
the left during the First Phase and in the 
1975-1976 period. Peru still was reputed to be 
in the Soviet camp, at least as regards arms 
purchases, and the French Le Nouveau Journal 
announced that Peru and Russia had signed an 
arms treaty. The Peruvian Ministry of Ebreign 
Affairs denied this in an attempt to escape 
some of the First Phase stigma of dependence

4 Olga, January 14, 1977
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on Russia.

In the industrial area, the government con
tinued to give contrary signals. The Ministry 
of Industry issued a list of activities and 
industrial products in which it would not au
thorize new industries or tax free reinvestments. 
In addition, the new inport license system now 
in effect created considerable chaos. The li
cense was a prerequisite to obtain foreign cur
rency, open letters of credit, receive collec
tion documents, or make any consignment of mer
chandise, and, therefore, inporters were unable 
to obtain the necessary foreign currency to im
port products. The inport restrictions and the 
Incbstrial Comnunity were a subject of a cane 
paign by the Peruvian industrialists' lobby, the 
SI.

Hie SI and the national investors had finally 
gotten the attention of the government. Even 
though the government-organized Industrial Com
munity organization, the CONACI, protested 
against the change in the Industrial Comnunity 
Law, the Revolutionary Government decided that 
such change was necessary. On February 1 they 
issued the new Industrial Comnunity Law under 
which the workers would own their shares indi
vidually and, in the aggregate, never hold more 
than one-third of the shares of their carp any. 
Hie workers would only vote in the board of 
directors' meetings and not in the shareholders' 
meetings. All investors were pleased about 
this reversal in policy. It was in effect a 
conplete turnabout and most indicative of the 
possibility of other changes. Hie consensus 
among observers was that the government had 
established a thick smoke screen of legal jargon 
to hide its retreat from the Industrial Gomnun- 
ity concept established in 1970. Hie change was
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designed to solve the "fifty percent of nothing 
is nothing syndrome" 5 and was expected to open 
the door for a certain amount of non-government
al industrial investment by both national and 
foreign investors. However, investor reaction 
to the change was slaw because of the law's in
tricate nature. Moreover, the law only part
ially solved the problem because the community 
remained and at best was new a neutral consider
ation for a new investor. The government's in
ability to do away with the Industrial Comrtunity 
was viewed by all investors as negative even 
when they considered the government's particular 
political constraints.

In other areas in February it was clear that 
things were not getting better. The government 
lifted price controls on all except certain se
lected items and as a consequence, prices began 
to rise. The inflat ion goal of 15 percent ap
peared unrealistic; 40 percent was more likely. 
In i nebs try, the ex-owners of the cement com
panies began to attack the government regarding 
its conduct of the cement industry since its ex
propriation in 1973. Peru had become an im
porter of cement in 1975 and 1976; however, the 
government was charging that before the expro
priations, cement had been scarce and expensive 
due to speculation and inefficiency in the ce
ment industry. The ex-owners of the cement 
factories refuted this charge and commenced to 
battle the government.

Also in February the newly revised draft of 5

5. Andean Report, February, 1977. If each of 
two shareholders or shareholder groups 
owned 50 percent of the conpary, no one had 
control.
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Plan Hipac Amaru was released. It was the gov
ernment's plan for 1977-1980 and called for gen
eral elections not later than 1980. ̂  It pro
vided for a new constitution to institutionalize 
the basic structural reforms of the Itevolution- 
ary Process. It defined political pluralism and 
the mechanisms for the participation of the pop
ulation.

In theory/ the plan was a form of military 
self-criticism; however, it was hampered fcy a 
lack of balance and had various defects. The 
role of the armed forces and the police forces 
was not clarified and the future of the expro
priated newspapers was not discussed. The plan 
in itself was notable for its emissions. It 
signaled a clear break with social property; 
however, it appeared that the government was de
termined to hold on to its external commerce 
monopoly. Foreign investment was not overly 
favored; however, this particular point was 
clarified in a meeting of North American bus
iness executives with the finance minister in 
mid-February where he maintained that the gov
ernment would welcome foreign investment. 6

6. This particular version of Plan Hipac Amaru 
was dravn up by an army commission under 
the chairman of the Joint Chiefs of Staff, 
Gen. Oscar Molina Iblocchia. The plan 
originally was drafted by the National 
Planning Institute in 1976 by a group head
ed by General Valdez Palacio, but that ver
sion was too radical, and after the purge 
of the leftists in July 1976 and early 
1977, a new plan was developed which repre
sented a compromise between an immediate 
turnover to the civilians and a move toward 
a Chilean Pinochet solution.
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The APRA followed a "wait-and-study" atti
tude toward Plan TVipac Amaru. In their yearly 
meeting in Trujillo, Haya de la Tbrre called 
for a civilian front and the re-establishment 
of constitutional guarantees. However, he in
tentionally avoided a discussion of the plan 
itself in a sign of accommodation with the mili
tary. It was only in March and Tpril that cri
ticisms of the plan appeared from both the left 
and the right of the political spectrum.

The government attempted to reactivate for
eign interest in the petroleum sector in March 
1977 and at the same time relieve Petroperu of 
its financial burden caused by the taxation pro
visions of the production sharing contracts 
singed from 1971 to 1973. In a surprise move, 
the government published the terms for bids 
for new oil contracts for the jungle, 
off-shore, and secondary recovery areas. It 
also decreed changes in the petroleum carp any 
tax system retroactive to January 1, 1976. The 
tax law had been passed to lower the tax burden 
of Petroperu in regard to its obligations under 
the production sharing contracts. liider such 
contracts Petroperu had agreed to pay the con
tractors' income taxes and by 1976 it appeared 
that such obligation left little, if any, of the 
money from the contractor's oil production for 
Petroperu. The new guidelines were received 
with interest by foreign investors. However, 
there was considerable confusion over the tax 
la* because it had been drafted without consul
tation with the oil conpanies presently operat
ing in Peru and had to be repealed within a 
month due to its adverse effects on Belco Petro
leum Corporation in the United States. The lack 
of consultation with existing investors regard
ing the tax law proved quite damaging to the 
reputation of both Petroperu and the Ministry of 
Ehergy and Mines when the news of the confusion
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became public. It revealed their lade of so
phistication in dealing with international tax 
problems.

In the inebstry sector the government's for
eign investment board, the CONITE, began to de
monstrate its desire to apply the foreign in
vestment rules in a more flexible manner. A 
CONITE resolution permitted the remittance of 
profits and royalties to foreign companies' home 
offices by a mere presentation of a request for 
remittance of funds to a local bank. Even 
though the conpanies might not obtain the for
eign currency immediately due to lack of for
eign exchange, they were at least able to fix 
the exchange rate. The conpanies were still re
stricted by the Andean Pact Decision 24 profit 
remittance rule of profits equal to 14 percent 
of direct foreign investment per year. There 
was also a local rule applying to financial 
year 1976 which limited profit distributions to 
10 percent. By the middle of April 1977, Peru 
had ratified the changes approved in Decision 24 
which increased the 14 percent to 20 percent. 
These changes encouraged foreign investors re
garding the attitude of Peru and the other An
dean Pact governments.

Even in the small business area the govern
ment tried to be more flexible. The impending 
deadline for conversion of foreign to national 
investment under the Small Business Law was put 
off to December 31, 1977. A single tax was cre
ated for the sector to reduce the nultiple pay
ments needed for payroll, capital, and social 
security taxes. Surprisingly enough, the single 
tax proved to be a disincentive for some compan
ies and individuals to enter into the small 
business sector because, depending on the num
ber of workers and capital, the tax might be
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greater when paid alone than when the three com
bined taxes were paid separately.

It became clear that the industrialists had 
more opportunity to criticize the government's 
measures and propose others. Their lobty, the 
SI, published a comrrunique on the country's 
labor situation and the constant lack of dis
cipline, strikes, and sabotage; the SI blamed 
such occurrences on comnunist agitators. The 
Revolutionary Government was also listening to 
industrialists' conplaints of labor agitation 
and labor unrest and chose this moment to defend 
itself from charges that the Industrial Com
munity changes were bad. The Ministry of In
dustry stated that Industrial Comnunity changes 
were not regressive and did not go against the 
rights of the workers. Moreover, the minister 
said that the change was not in contradiction to 
the Bases Ideologicas de la Revolucion Peruana; 
the changes were made with a position of revolu
tionary authenticity J

Peru was requesting from the international 
barks a balance of payment loan of $250 million 
on the heels of the $400 million loan of 1976. 
The government's foreign debt appeared to have 
mounted to between $4.3 million and $4.5 mil
lion, and the banks were requesting prior dis
cussion between Peru and the International Mone
tary Fund (IMF). Peru was reaching a point of 
no return as its private debt was also estimated 
to be $1,620 million, and debt service for 1977 
$700 million. The economic situation was becom
ing critical. GNP growth in 1976 was 3 percent 
and estimates for 1977 varied from plus 3 per
cent to minus 5 percent. Moreover, even though

7. La Prensa, March 10, 1977.
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interest rates had risen to 19 percent, there 
were little internal savings because there was 
no positive rate of interest.

The trade balance was one area in which the 
government was happy to release information. 
Due to increases in copper and oil production 
and commodity prices, a trade balance deficit of 
only $150 million was predicted for 1977. The 
deficit in 1976 had been $721 million and over 
$1 billion in 1975. This inprovement was appre
ciated by the international banks and should 
have helped Peru negotiate their $105 million in 
standby credits with the IMP. The plan was to 
obtain another $125 million from the private 
barks. However, the IMF opted to ask for dra
conian measures in their April negotiations. 
They demanded an increase in gas prices and that 
the Revolutionary Government place all state 
companies on a paying basis. They also re
quested a cut in the budget deficit from S/. 80 
billion ($990,099,000) to S/. 35 billion 
($433,168,310). Debt limits were necessary inas
much as the IMF warned that Peru would be using 
50 percent of its export revenues in 1980 to re
pay debt.

In preparing to negotiate with the IMF, the 
gorernment passed several other measures which 
were inportant to investors. It drcpped plans 
to establish social property conpanies in 
Arequipa to develop a light engineering ccmplex 
and instructed COFIDE to lock for private na
tional and foreign investors for that project. 
This area had been reserved to the state in 
1973, turned over to social property in 1974, 
and bade to private enterprise in 1977. More- 
orer, it began a canpaign against strikes, pri
marily directed at the comnunist labor union, 
the CGTP. Strikes had diminished since 1973
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when there were 968. In 1976 there were only 
440; however, this was partly due to a nightly 
curfew from July 1, 1976 to April 1977, pro
hibitions of public meetings, and a state of 
emergency and suspension of constitutional guar
antees.

To reinforce the appearance of government 
solidarity with the president in anticipation of 
the forthcoming negotiations with the IMF, on 
April 22 the armed forces held a ceremony of 
solidarity for President Morales Bermudez who 
was due to retire on January 31, 1978. The an
nouncement was made that he would remain in 
power after he retired and signaled the triumph 
of the institutionalists over the hardliners. 
Thus, the conservative El Tiempo announced 
a Third Phase, 8 or merely the continuation of 
the president's liberalization policies; both 
foreign and national investors were encouraged 
by the announcement. President Morales Ber
mudez then commenced to meet with labor organ
izations, industrialists, businessmen, and the 
political parties and confirmed that elections 
would eventually be held. Simultaneously, he 
began to put distance between his government 
and the government - backed agrarian con
federation, the CNA, which maintained that 
traditional elections would destrcy what the 
pecple had achieved and urged that the re
forms of the Revolution be made permanent.

The government's actions in the political 
area encouraged existing investors. However, 
day-to-day economic problems continued. All 
investors were concerned about the economy be
cause the liquidity crunch and labor strike

8. El Tiempo, April 27, 1977.
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problem hit them hard. Much of Peru's incbs- 
trial production depended on raw material im
ports tied to dollar quotas and laborious inport 
procedures. Delays in this area resulted in be
low capacity operations and lower procbctivity. 
Hie automobile incbstry commenced to cut produc
tion because of a drop in sales of over 10 per
cent. The drop was caused by a lack of liquid
ity and financing and steep price increases due 
to the devaluation in July 1976. Over fifty 
companies had applied to go on short work weeks. 
Hie industrialists continued on the offensive 
and called for free elections, conventional 
liberties, and a clear exposition on the 
country's economic status. Even though the gov
ernment newspapers attacked the Si's stand, La 
Prensa did admit that some clarification of the 
economic situation would be helpful.

An internal debate in the government erupted 
in mid-May over the economic measures to be 
taken to correct the precarious economic situ
ation. Hie two usual antagonists, the Central 
Bark and the Minister of Economy and Finance 
Doctor Luis Barua, were joined by a third group, 
a military commission appointed by President 
Morales Bermudez and headed by General Ibanez 
O'Brien, to make recommendations on what to do 
about the IMF. Hie Central Bank had opposed the 
draconic measures suggested by the IMF, but, in 
general, it favored sound monetary policy. Hie 
military commission urged a slowdown in the 
mini-devaluations, a price freeze, and an in
crease in all salaries. Hiey also urged only 
limited budget cuts and suggested that money be 
pumped into the economy. Caught by the impos
sibility of applying such a ridiculous program, 
the minister of economy resigned and was re
placed by another civilian, businessman Whiter 
Piazza. Piazza's appointment was primarily due
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to Premier General Arbulu's recommendation as 
the two men had collaborated on several engine
ering projects in the Bayovar complex in the 
north. The appointment of Piazza was a sur
prise to almost everyone in and outside govern
ment, in Peru and abroad.

Minister Barua had been unable to carry out 
his economic program, especially the redaction 
of the budget deficit fcy an adequate increase in 
the price of gasoline and other petroleum pro
ducts to help reduce the Fetrcperu budget 
deficit reported to be S/. 10,664,000,000 
($131,980,190). It was essential that Minister 
Piazza be given a "carte blanche." Ministerial 
spending clearly was a problem. The last three 
months had been ones of non-action and political 
indecision. A sudden disappearance of the an
chovy increased potential trade balance problems 
and a major disaster loomed for 1978 with $1 
billion in debt repayments. The necessity to 
reschedule the debt seemed clear. Inflation 
figures continued to climb. The government re
ported a final figure of 41.7 percent for 1976.

On the theoretical level, the investment cli
mate improved every day. The government an
nounced in its 1977-1978 plan that it intended 
to "promote direct foreign investment within the 
framework of the development policy for produc
tive activities which by their nature are inten
sive in the use of foreign capital and technol
ogy. Moreover, General Morales Bermudez had 
kind words toward foreign investment in the 
Cerro Verde mine inauguration where he pointed 
out that the investor needs a climate of secur
ity generated by political stability and return

9. Andean Report, May, 1977.
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on investment. He admitted that the investor 
does not invest money to lose it. These pro
nouncements were the most favorable heard in a 
number of years toward foreign investment. Sub
sequently, the industrial conpany obligations to 
sell foreign ownership to Peruvians in their ex
isting companies were repealed. The climate for 
investment would have locked better had it not 
been for the econotry. This appeared to be the 
appropriate time to study potential mining and 
petroleum investment although foreign investor- 
government mistrust remained a holdover from the 
Velasco Era. President Morales Bermudez was not 
enough to attract investment. Traditional legal 
changes and changes in attitude in the gore mi
me nt were needed. While seeking foreign invest
ment at high levels, lower level bureaucrats 
were still considering such anachronisms as a 
Petroleum Community, and majority state owner
ship and management control in Minercperu mining 
projects.

As the economic problems emerged, the Revo
lutionary Government tried to divert attention 
by the talk of elections. General Morales Ber
mudez convinced the top army officers and civil
ian supporters of the army that a transitional 
government was needed. He began to talk about 
both a new constitution and municipal elections 
and the role that the civilians should play in 
the country's political life. As was to be ex
pected, the newly elected government of Presi
dent Carter in the United States received these 
words as positive signs. When President 
Carter's wife visited in June the conversations 
with President Morales Bermudez dealt with arms 
purchases and elections.

Foreign investor reaction to the economic 
crisis and to prospectives of renewed political
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life was at best no reaction at all. Even the 
continued corrections of past errors in invest
ment policy and the announcement that the petro
leum was now reaching the coast from the jungle 
were not enough. Such events did not obscure 
the deep economic crisis and severe social un
rest which had overcome Peru. The opening to
ward elections had a "Catch-22," the economy. 
Uhtil the government could find a solution to 
the economic problems and consequent social 
firecradcer, few foreign investors were inter
ested in new investments, and existing inves
tors proceeded with caution except to reinvest 
profits when it benefitted them.

Minister Piazza had been granted virtual em
ergency powers to solve the crisis. However, he 
was in the unenviable position that he was the 
possible scapegoat if he could not solve the 
economic crisis and contain the social unrest 
which would take place. When he announced the 
Piazza Plan on June 10, it resembled a plan 
written by a businessman with the help or sug
gestions of the IMF. The minister slashed gov
ernment spending, increased gas prices and the 
price of public transportation, and cut food 
subsidies drastically. In a televised speech, 
he blamed the government's problems on "econ
omic stagnation," the growth of the bureaucracy, 
and badly planned government spending. He 
stated that savings should be stimulated, pro
duction bolstered, and foreign investment 
attracted. Rioting immediately started in 
Cuzco, Rino, and Arequipa.

Surprisingly enough, the minister received 
criticism from everyone for his plan. The IMF, 
in what was to be a major error, continued to 
maintain that the program should be stronger in 
order to make up for lost time. It appeared
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that the economic recovery had progressed well 
until the end of 1976. At that time Minister 
Barua and his advisors had lost their nerve, 
primarily over the budget. Nevertheless, in 
spite of the Piazza Plan to correct this prob
lem, the IMF continued to push for a S/. 35 bil
lion ($433,168,310) budget deficit, reduction in 
Petrcperu's deficit, and a cut in $200 million 
in public sector imports. Ch the other side, 
the press criticized Minister Piazza for his 
drastic plan and his lack of showmanship. 
Car etas pointed out that he never once referred 
to the Revolution in his speech. He had refer
red to himself as a businessman, and had a pro
jected a negative image to the public. oiga 
published a headline: "Mr. Piazza: a country
is not a b u s i n e s s . E v e n  groups as ideolo
gically different as the APRA and the govern
ment-backed agrarian confederation, the CNA, 
criticized the measures because they were harm
ful to the working people.

The Piazza plan created more problems than 
solutions. The unrest was greater than anti
cipated. There was rioting and strikes in the 
mountains in Tarma, Cuzco, Spurimac and Chja- 
marca. The plan was intended to appease the 
IMF and obtain the necessary standky credits. 
However, such was not the case as the Evolu
tionary Government and the IMF brcke negotia
tions on July 2 over budget deficits and devalu
ation. The IMF team left Peru, and left both 
President Morales Bernudez and Minister Piazza 
with very little in the way of money or room to 
maneuver. Open capitulation to the IMF could 10 11

10. Caretas, June 23, 1977.
11. oiga, June 17, 1977.
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have caused the president's fall. However, if 
there were no understanding, there would be no 
needed funds. It locked as if the IMF would 
come closer each day to running Peru, or at 
least making the inportant decisions.

Hie economic program had lost direction from 
January to March. The ministers had expanded 
their budgets and refused to remove certain sub
sidies on food, gas, and diesel. The IMF had 
come in March, but no coherent program was im
plemented. When Minister Piazza tock over, he 
got the ministers to agree to his plan, but pri
marily out of ignorance. Therefore, once the 
government had breathing room and was confronted 
by more IMF demands on the budget and the ex
change rate, it reversed its stand on the aus
terity measures because there had been time to 
see the effect on the budget of the cuts and the 
limits on arms purchases. Faced with major cab
inet resistance and an adamant IMF, Minister 
Piazza resigned on July 6 because he could not 
convince the cabinet to stick to his emergency 
plan. His resignation was acconpanied shortly 
thereafter by that of the five top Central Bank 
managers.

A new finance team came in under an armor 
general in whom the president had confidence. 
At this point it appeared that no more civilians 
would be in the cabinet for quite a while and 
that President Morales Berrtudez would manage the 
econcny himself. The new minister and the Cen
tral Bank team were clearly undistinguished, and 
t h ^  had no clear policy. The team stepped the 
mini-devaluation system, a gesture of defiance 
of the IMF, and in order to cool off the social 
unrest in Lima and the provinces, it lowered 
the prices of certain basic foodstuffs which had 
recently been raised. A neo-Velasco policy was
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established: stablize governmental spending, 
freeze the exchange rate, and ease cost of liv
ing pressures. Bankers agreed that such meas
ures would only cool things off tenporarily and 
would create additional inflationary pressure.

The fall of Walter Piazza was a major dis
aster for investor and banker confidence. Ob
servers had seen the selection of Piazza as a 
sane move to solve the inpending economic cri
sis; however his resignation and the events that 
followed revealed a far greater political than 
economic crisis. Hie fifty-five days of Piazza 
showed all investors that Peru's problem was a 
political one because without the political will 
to take the proper economic measures, no prob
lems could be solved. Hie political problem was 
one of unity and leadership. It was clear that 
until the Revolutionary Government was unified 
and convinced of the measures to be taken by 
strong leadership, either in the economic or the 
political sphere, that nothing would be done, 
and a state of drift would set in. 1977 is cal
led the year of indecision for this reason. 
Stopgap measures and inprovision were the rule 
as President Morales Bernudez searched for a 
policy which would save himself and his country.

The extent of the social unrest and the abil
ity of the left to mobilize their followers was 
evident with the call for a general strike for 
July 18-19. Prior to the general strike, the 
minister of interior spcke on television to try 
to calm the tenpers of the people. In a speech 
characteristic of the military, he blamed the 
ultra-left and the ultra-right, the enemies of 
yesterday and today, and in general succeeded in 
creating alarm and aided the strikers. More- 
orer, the government-controlled newspapers crit
icized the forthcoming strike in an unusual
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propaganda effort. Even though the APRA backed 
labor union, the CTP, did not participate, the 
communist CTGP led the strike which was the most 
successful in the history of Peru because it 
completely paralyzed the country for two days 
and was accompanied fcy violent rioting. The 
major points of contention included the 52 per
cent rise in the cost of living from June 1976 
to June 1977, and a need to freeze the prices of 
basic foods and to restore their subsidies. The 
government acted severely and authorized both 
private and public companies to rescind the work 
contracts of those workers who struck. This was 
to be a short-lived measure because within sev
eral days the government decided to obligate the 
conpanies to replace the fired workers and to 
take back ary workers fired unjustly. The gen
eral handling of the strike and the Revolution
ary Government's inability to bade discipline 
measures taken by industry at the request of the 
government sent national and foreign investors 
confidence to another low.

If the political atmosphere had been more 
tranquil, the July 28 speech of President 
Morales Bermudez could have been accepted at 
face value. However, due to the labor situa
tion, the speech appeared to be designed to curb 
strikes and riots and to appease the angry work
ing classes. The president announced that a 
Constitutional Assembly would be elected and 
seated in the second half of 1978. General 
elections would take place by 1980 although the 
president warned that peace, harmony, nutual re
spect, and order were essential for ary transfer 
of power. From the political point of view, the 
speech recognized formally the change in mili
tary thinking because the president had recog
nized the necessity of the political parties. 
The success of the strike inspite of the absence
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of the APRA-backed CTP convinced the military 
of the depths of popular unrest and opposition 
to its policies.

The July 28 speech also included harsh words 
for the international barkers. President Morales 
Bentudez pointed out that in 1975 the World Bank 
and the government representatives of the Paris 
Club had recommended that Peru receive loans 
based on the prospect of increased exports. The 
1977 projections were $2.8 billion and the real
ity $1,850 million. The president suggested 
very directly that the banks had gotten Peru in 
a mess and must now get them out.

Thus, Peru entered August in a critical situ
ation. There was an urgent need to refinance 
the debt quickly and to get relief from the 
large debt service obligation. Moreorer, the 
econorty had to be reactivated internally, and 
private national investors were pushing the am
bitious Minister of Industry General Ibanez 
O'Brien to liberalize the indistry rules. The 
minister had recognized the bureaucracy devel
oped in his area and even commented: "...the 
regulations to the General law of Industries 
seemed to have been made with the end of inter
fering with the industrial development of the 
country... ."12 it was in his ministry that 
little by little the rules were beginning to be 
relaxed. Moreover, he sided with the national 
businessmen in regard to certain of their posi
tions on the Andean Pact's automotive program, 
and even threatened that Peru might not partici
pate in it. This in itself was a reversal of 
traditional backing of the Andean Pact. However, 
the Industrial Comnunity remained, even though 12

12. El Comercio, July 9, 1977.
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in a watered down form, and presented a clear 
disincentive to both foreign and national inves
tors with its additional cost payable to the 
labor force.

Peruvian and foreign investor confidence in 
the government had sunk because of its handling 
of the general strike. Although approximately 
eighteen hundred union leaders lost their jobs, 
new workers had to be hired to replace them. 
Hie government was clearly concerned about the 
explosive eirployment situation in the country 
and was reluctant to allow the industrialists to 
abolish any job positions in a period of reces
sion. This same attitude had presented the 
major problem in ary projected revision of the 
Labor Stability Law. In addition, the Revo
lutionary Government moved to take heat off it
self by increasing the minimum wage and removing 
collective bargaining limits. At this same 
time it hurt industry by cutting inport quotas.

During this entire period of indecision, the 
government continued to favor the workers and 
the public sector over the private sector when
ever austerity was needed. On the other hand it 
exorted private sector cooperation and produc
tion. Labor support was seen as essential. In 
order to keep the peace, increased control of 
the television, radio, and press was instituted 
in the form of censorship of certain articles 
and statements.

Hie internal political problems were added to 
the economic problem which had become obvious to 
the international banking comnunity. Hie Cen
tral Bank's cash position in May had been 
$300 million; it was $33.5 million in mid- 
August. Hie threat of default was not 
orer. Moreover, no one person seemed to be run
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ning the financial machinery. There were even 
rumors of an attempt to pledge the gold re
serves. This problem was especially difficult 
for the banks with over $250 million exposure 
such as First National City Bank, Bank of Amer
ica, Chase Manhattan, Morgan Guaranty, Manufac
turers Hanover Trust, and Wells Fargo.

Nevertheless, there were seme bright signs. 
The oil production continued to increase. 
By August it was ninety-eight thousand barrels 
per day, and Peru was well on its way to self 
sufficiency. In addition, the government 
tock certain pro-investor actions. It author
ized the payment of Gulf Oil for the 1975 ex
propriation. It passed a nultinational bank 
law with substantial tax concessions in order to 
attract the establishment of the Arab-Latin 
American Bank in Lima. Improvements were made 
in the General Law of Industries' tax incen
tives.

In response to criticism by politicians re
garding his Constitutional Assembly proposal, 
both as to its composition and as to its neces
sity, President Murales Bentudez's speech in 
Tacna on August 29 tried to enphasize that the 
elections wculd be different from those in the 
past and that in order to transfer power, there 
must be a climate of social tranquility. This 
was an often repeated phrase, interpreted to 
mean that if the civilians wanted the govern
ment, they had to cooperate and behave them- 
sel\es. At this time, the president also re
stored constitutional guarantees and lifted the 
state of emergency in effect since 1976.

General Morales Bernudez suggestions were not 
received with satisfaction by all sectors. The 
comrrunist party which had consistently supported
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the Revolutionary Government indicated: "When we 
talk of advances in the present political pro
cess, we refer not to its nine years, but only 
to the first seven; you know in the last two 
there has not been implemented ary substantive
reform.

The military was separating itself from its 
previous allies, and commencing to take on new 
ones, for exanple, the APRA. Although there is 
no actual proof to the supposition that the 
United States government encouraged this tacit 
military-APRA alliance, General Morales Bernudez 
had met with American leaders in September for 
the signature of the Panama Canal Treaty and 
subsequent actions by the United States Embassy 
staff in Lima evidenced a predisposition to make 
contact with the APRA party leaders, at least at 
a middle level.

However, up to this point no economic plan 
had been developed. The Wall street Journal 
best explained the atmosphere by its statement: 
"If you want to see what a worried international 
barker locks like, come to Lima. "14 Peru had 
borrowed over $2.5 million in the last four 
years and now its finance minister and Central 
Bark head were unknowns. Their unwillingness to 
accept sound economic programs might have ef
fects in the Third World, setting a pattern of 
resistance to the IMF and possible further de
mands for a moratorium.

In September the IMF returned to Lima to ne
gotiate. Among the problems to be solved were 13 14

13. Correot September 2, 1977.
14. Wall Street Journal, September 1, 1977.
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the exchange system to be employed and gasoline 
prices. By mid-September a deal had been struck, 
but not signed, amid increased labor agitation, 
another threatened general strike, and a 
doctors' strike in the Ministry of Health. The 
cabinet had agreed to implement basically the 
Piazza Plan three months later. The fiscal def
icit agreed to was S/.40 billion ($495,049,500) 
even though a realistic target would have 
been S/.65 billion ($804,455,440). This 
agreement would free up the first installment 
of a standby loan and achieve the president's 
major objective that the bankers would go easy 
on demanding repayment of their loans and 
facilitate refinancing. Debt service figures as 
a percentage of exports were now projected to 
be: 1978 (49 percent); 1979 (58 percent); and 
1980 (62 percent).

Certain foreign investors were in a strong 
bargaining position due to the economic situa
tion. Occidental Petroleum Corporation's chair
man of the board Armand Hammer and his president 
and chief executive officer Joseph Baird arrived 
in Lima on September 23 to meet with representa
tives of Petrcperu and President Morales Bermu
dez and to announce an additional $100 mi Ilian 
investment. They signed a letter of intent with 
Petrcperu to develop a heavy oil area in the 
jungle and announced that Occidental would bid 
on secondary recovery activities on the coast in 
Talara. In a realistic prediction, Doctor Hammer 
announced that Occidental would produce forty 
thousand barrels per day by the end of 1977 
and one hundred thousand barrels per day by 
mid-1978 when the feeder line, the northern 
branch, and the Nor-Peruano pipeline would go 
into combined service. Internal demand in 1978 
was estimated at one hundred thirty thousand 
barrels per day with production at two hundred
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thousand barrels per day. In other investment 
areas, Minercperu and a Spanish carp ary agreed 
to form a special mining conpary to extract the 
Bayovar phosphates. However, as a general rule, 
foreign investors were not encouraged. They 
continued to adopt a "wait-and-see" attitude in 
order to judge how Peru would solve its politi
cal problems.

It was clear by the end of September and 
early October that the military was unsure how 
to transfer the government to the civilians. 
They recognized the necessity to do so, but 
wanted to continue to have a strong voice in 
government. On the other hand, increasing num
bers of groups of civilians saw the Constitu
tional Assembly approach as a delaying tactic. 
Among them was ex-president Jose Luis Bustamante 
y Rivero who argued that the government should 
hold general elections and then the new govern
ment would write a new constitution. Neverthe
less, the Revolu tionary Government proceeded 
ahead with what it had announced. Plan Thpac 
Amaru was approved in final form. Elections for 
a Constitutional Assembly were set for 1978 and 
general elections for 1980.

On October 5 the government convoked elec
tions for a Constitutional Assembly for June 4, 
1978 for the "exclusive end of the giving of a 
new Political Constitution of the State which 
will contain essentially, among others, the dis
positions to institutionalize the structural 
transformations that are being carried out by 
the Revolutionary Government of the Armed 
Forces. "15 Hie Constitutional Assembly would 
be installed July 28, 1978 and end its delibera- 15

15. El Peruanar October 5, 1977.
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tions and work in the first fifteen days of 
July 1979. The call for elections was received 
with a certain amount of reservation fcy all 
parties and interest groups and criticized fcy 
the government-backed agrarian confederation, 
the CNA, as a return to the traditional elector
al route. The AP pointed out that the Constitu
tional Assembly was not "...the solution to the 
problems of the country and.. .maintains its po
sition that general elections should be called 
as soon as possible. "16

On the other hand, the APRA was receptive to 
the call for elections because it felt that it 
could win a majority in arty assembly. In an un
guarded moment in an interview with a Venezuelan 
magazine, Resume the APRA leader Victor Raul 
Haya de la Torre indicated that his party had 
had several conversations with President Morales 
Benrudez, and that he himself had conversed with 
him. This gave clear idea to the public and the 
political parties of a potential military - APRA 
alliance. As a measure to assist the develop
ment of a free electoral climate, the go\rarnment 
allowed all the closed weekly newspapers to re
open.

To corply with a part of the projected IMF 
agreement, the Peruvian sol which had been fro
zen at S/.80.80 per $1 in July 1977 was freed 
to float, and a new economic package was an
nounced. The intention was to reduce inflation 
from 40 percent to 20 percent, to redice the 
budget S/.5 billion ($61,881,188), and to solve 
the problem of the lack of cash and credit for 
business. Initially the sol did not rise alarm- 16

16. La Cronicai October 6, 1977.
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ingly because of a lade of soles in the econorty 
to purchase dollars. The agreement with the IMF 
was to prohibit gowrnment intervention until 
the sol reached S/.108 per $1. Yet, the rise of 
the sol could not be too quick because it would 
scare the military and jeopardize what was a 
conplete turnabout from what the military had 
said they would accept from the IMF. At this 
point, the government should have gone into the 
international money market to obtain more loans 
and refinance its debt; however, it delayed too 
long. By the time it was reac^ to talk to len
ders, it was evident that the figures presented 
to the IMF had been somewhat fixed. The IMF 
agreement immediately disintegrated, and the 
econcny tock a turn for the worse.

Both foreign and national investors could 
on]y observe the movements of a confused govern
ment and hope for the best. Local industry was 
having tremendous problems due to the lack of 
liquidity, and those national industrialists 
with foreign currency debts watched in alarm as 
initially the sol remained stable, and then fcy 
the first part of November breke the S/.100 bar
rier to achieve a 25 percent devaluation in less 
than a month. Strikes also hanpered the bank
ing, mining, and inebstry sectors as there were 
worker demands for the reinstatement of those 
fired in July.

Investors outside Peru clearly were holding 
off as evidenced by the results of the end of 
September bid presentations to Petrcperu for new 
petroleum areas: one bid for secondary recowry 
in the El Alto, Los Organos area near Talara fcy 
Occidental Petroleum, and two bids for the La 
Brea y Parinas area from a Venezuelan and an 
Argentine conpary- It was clear that even in 
the oil industry, the dim prospect of finding
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oil plus the socio-economic-political climate 
deterred foreign investors and made them react 
negatively. Interestingly enough, in mining a 
significant change in focus tock place, and 
Mineroperu ceased demanding 51 percent and man
agement control in any project negotiated with 
it.

In the economic area, the sol had collapsed 
by the end of November and had devalued over 40 
percent in five weeks. The effects on the pri
vate sector, especially weak, debt-ridden Peru
vian conpanies, was catastrophic inasmuch as the 
private sector had outstanding in short and med
ium term private sector debt approximately $1.8 
billion. The sol kept on deteriorating in 
December until it reached S/.141 per $1. At 
that point the Central Bank and the private 
banks entered into an agreement to reduce the 
exchange rate gradually to S/.130. This worked 
out to a 75 percent devaluation in less than 
eight weeks and 314 percent since June 1976. The 
net reserve figures at the end of September 
stood at minus $1 billion.

A certain amount of stability was seen momen
tarily at the end of November when the IMF 
standby was signed. Some attempts were made to 
bring political and economic stability and re
duce government expenditures (even though six 
M-6 helicopters valued at $3 million each were 
bought from Russia), streamline ministries, and 
correct the trade balance. Nevertheless, by 
late December the financial situation was uncer
tain, partially due to the refusal by the U.S. 
treasury to grant a $100 million bridge loan 
presumedly due to a forthcoming $60 million loan 
repayment to Russia for arms expenditures fall
ing due in January 1978.
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First quarter 1978 debt service appeared to 
be $370 million and $900 million for the entire 
year although bankers estimated the figure to be 
over $1 billion. The New York Times reported 
"Peru is skidding toward insolvency."17 Part 
of the reason for this was that financial decis
ions continued to be carried out with no clear 
leadership. It appeared impossible to cortply 
with the November IMF plan. The French news
paper Le Monde began to refer to Peru as the 
"IMF's Vietnam." Even though the IMF made its 
first loan payment to Peru at year-end to give 
the government a chance to maneuver, there were 
renewed pressures by the Group of 77 for a debt 
moratorium. The financial crisis continued and 
at General Morales Bermudez's press conference 
at year-end, he accused the United States' banks 
of action in conjunction with political inter
ests against Peru.

In the political area, the government pub
lished its election rules for the Constitutional 
Assembly. It was to have one hundred members 
elected by political parties and groups.18 
Ihe parties or groups required forty thousand 
signatures to register themselves. The govern
ment enacted legal changes to give the eighteen 
year old the vote. However, there was no vote 
for the illiterates. The law also provided that 17 18

17. New York Times, December 18, 1977.
18. Originally it had been rumored that the 

Constitutional Assembly would be elected 
one-third by the base organizations such as 
the CNA, one-third by the unions, and one 
third by popular vote. The decision to go 
with the political parties was significant 
because it recognized their role.
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all candidates would have access to the press, 
the radio, and television. Hie election law 
adopted the D'Hondt proportional representation 
system in which the voter would select sepa
rately the candidate of his choice and the 
political party of his choice. This appeared to 
be a futile attempt by certain elements of the 
military to cause the APRA leader Haya de la 
TOrre to lose prestige if he were outvoted by a 
member of his party with overwhelming support 
in a certain department.

Nevertheless, the makeup of the guidelines 
made it clear that the military and the APRA 
were in some form of agreement. The APRA had 
insisted that only political parties be allowed 
to put up candidates, and not the government- 
created base organizations like the CNA which 
the government had began to attack. The Chris
tian Democrat PDC and the comnunist FCP were 
against this form of election, and the intel
lectual comnunity viewed it as the first step by 
the Revolutionary Government to link up with the 
APRA at the expense of its own base organiza
tions. Many politicians viewed the assembly 
with skepticism and questioned its potential 
freedom of action. 19

Nevertheless, General Morales Bernudez was 
very firm in his ideas. Cm A m y  Day he stated 
that the government would not permit a return to 19

19. Hie announcement of the Constitutional As
sembly elections helped the new television 
show "Gontacto Directo" of Alfredo 
Bamechea. The program and its political 
interviews contributed in large part to the 
opening toward free expression in the 
Second Phase.
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the past. He indicated that constructive criti
cism would not concern the Revolutionary Govern
ment; however, insults would. It was, of course, 
up to the military to decide which was which. 
In an obvious attempt to downplay rumors of an 
alliance with APRA, the president stated that 
the Revolutionary Government had no alliances 
with political parties. In an interview at the 
end of the year, General Morales Bermudez clear
ly indicated his concept of government. He in
dicated that there would be a transfer of gov
ernment, but not the power because the armed 
forces had the power. He indicated that if the 
left won in an honest election, such results 
should be respected, and in a surprise state
ment, he indicated what would happen if the Con
stitutional Assembly did not incorporate the 
structural reforms:

What does the convocatory decree law of the 
Constitutional Assembly say? It says that 
the Assembly is convoked, and in one of its 
considerations, it says that they incor
porate the reforms. Thus, the de facto 
government, which is this gorernment, an
nuls, you know, the assembly and that ends 
the story... .Because if there is no reform, 
the process is annulled and and the Mili
tary Government continues...with me or with 
another person... ."2®

Two of the left wing parties which were to 
take part in the elections were formed in Dec
ember: the Frente Obrero Canpesino Estudiantil y 
Popular (FOCEP) and a part of the Unidad Demo- 20

20. El Peruaix), December 31, 1977.
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cratica Popular (UDP).21 Ex-president Velasco 
died on December 26, 1977 and was buried at a 
gigantic funeral. There was a large crowd 
which paid him homage and shouted anti- 
Morales Bernudez slogans. The First Phase had 
not conpletely died inasmuch as it was clear 
that there still existed a number of Velasco 
supporters.

The last two months evidenced a continuation 
of the opening by the gorernment to investors, 
both national and foreign. The Peruvian indus
trialists' lobty, the SI, continued its aggres
sive canpaign against strikers and the threat 
they posed for discipline and authority on a 
national level. The minister of industry went 
on record that foreign investment was indispens
able to carry out development plans, and the re
cently announced government plan for 1978-1979 
stated that the government would promote foreign 
investment to complement local efforts and for 
use in areas requiring a high degree of techno
logy. Actions taken by the government in Decem
ber to create confidence included the authoriza
tion of dollar accounts and bearer foreign cur
rency certificates which could be freely traded 
in Peru and abroad.21 22

Th other areas, the government extended the 
reinvestment deadlines for industry companies 
strapped for cash and unable to make programmed

21. Their strength was not appreciated until 
the June 1978 elections when the POCEP 
gained 12 percent of the vote.

22. Once the dollar certificates went on the 
market in January 1978, they created a 
speculative surge in the dollar rate which 
reached its peak in May 1978.
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reinvestments. The government's foreign invest
ment boc^, the CONITE, announced that existing 
foreign investments in Peru would be re-regis- 
tered in foreign currency to protect them 
against the constant monetary devaluations. 23 
Measures were taken to encourage the investor; 
however, the economic and political environment 
was such that caution was the characteristic of 
their reactions, both in Peru and abroad.

1977 was clearly a year of indecision, both 
in the economic and political areas. Despite 
the changes in the Industrial Comnunity Law, the 
new bases for oil contract bids, and the call 
for the elections for the Constitutional As
sembly, the year was a disappointing one for in
vestors and for all Peruvians. It was hard to 
get more investment at a time in which the in
dustrial sector was almost paralyzed due to the 
econorty's recession. The deepening economic 
problems and the inability to cate up with a 
coherent economic program and team backed by the 
government were a great disappointment for 
Peru. Moreover, the convocation of a Constitu
tional Assembly of limited scope delayed the 
transfer of the government to the civilians. 
The vast crowd at ex-president Velasco's funeral 
was both a tribute to him and a sign of the lack

23. Surprisingly enough CONITE figures of for
eign investment at year-end 1977 vere $1 
billion. The Revolution had actually not 
resulted in a retraction of foreign invest
ment. However, the new investment which 
came in to replace the old investment was 
primarily in oil (Occidental) and mining 
(Southern Peru). A clear lack of balance 
existed. The CONITE figures are unclear as 
to whether they included such amounts.
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of popularity of the Morales Bernudez govern
ment. It was clear that significant ground had 
to be regained in 1978 and 1979 in order to turn 
the country around. Peru would be saved barely 
in time from disaster because the government al
most waited too long to act on the problems. It 
believed that the economic crisis could take a 
bade seat to the elections.
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CHAPTER 10

THE CONSTITUTIONAL ASSEMBLY 
(January 1, 1978 to July 28, 1979)

It is difficult for any country to move to
ward democratic elections after ten years of 
military rule. If the country has deep econ
omic, political, and social problems, this makes 
it even worse for the present leaders to create 
a viable transition to a civilian government. 
Such was the chore President Morales Bernudez 
faced in 1978 and 1979 as the Revolutionary Gov
ernment moved to return Peru to the civilians in 
an honorable manner for the military.

At the beginning of 1978 this transfer of 
government did not appear easy. The lade of 
economic policy and leadership was clear because 
at the most a short term plan had been developed 
to satisfy the IMF and to prevent riots and 
strikes. In January another economic package 
was issued. The various measures, revaluation 
of fixed assets, increased business capital 
taxes, and wage and salary increases, generally 
hurt the business sector more than the working 
man. The exceptions were increases in the 
prices of diesel, rice, and milk. Investors 
could only lock on in dismay as the government 
continued to attempt to generate more tax reve
nues from the already stretched-thin and almost 
bankrupt business sector.

The government also continued to announce 
questionable economic figures such as a decrease 
in inflation from 44.7 percent in 1976 to 32.4 
percent in 1977. No action was taken to stabil
ize the sol which continued to fall relative to 
the dollar on the legal foreign currency certi
ficate market. Gonpanies were unable to price
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their goods correctly because they had no idea 
of the future value of the sol; however, there 
was concensus that the sol would stabilize at 
S/.200 because the incbstrialists would not be 
able to purchase foreign currency at a higher 
rate.

Hie particular economic disequilibrium seen 
in January 1978 was the result of the past years 
of demagogery and populist management of the 
econotry with frank disregard for the interna
tional economic crisis caused by the rise in oil 
prices. The Revolutionary Government in the 
First Phase had tried to shield Peru from such 
crisis by basing its hopes on the oil boom which 
did not materialize. In 1978 in the Second 
Phase they were faced with two major problems, 
inflation and unenplcyment, apart from the ques
tion of the external debt.

Although all the political parties had react
ed negatively to the year-end press conference 
statements of President Morales Bernudez regard
ing the role of the Constitutional Assembly, the 
economic and labor situation and the weak posi
tion of the military made it the proper moment 
for them to take elections seriously. February 
4 was the deadline for party registration for 
the Constitutional Assembly. Both the AP and 
APRA held rallies with their leaders, Fernando 
Belaunde of AP in Cuzco, and Haya de la Torre of 
APRA in Lima where an estimated seventy thousand 
persons congregated in the Plaza de San Martin. 
At that meeting, Haya de la Torre called for a 
free and sovereign Constitutional Assembly. The 
AP was the first party to inscribe itself with 
the National Election Board. The government 
continued its pro-APRA and anti-CNA stand, and 
the National Election Board ruled that the for
merly government-backed CNA could not inscribe
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itself because it was not a political party.

Hie government continued to develop a posi
tive foreign investment attitude. It tock a 
flexible stand fcy permitting, up to certain 
limits, the automatic reinvestment of profits 
without necessity of CONITE approval. Moreover, 
it announced that it was drafting a new industry 
lav. Minercperu indicated that there would be 
attempts made to reactivate the gold mines in 
the southeast. In an attempt to get rid of 
costly state operations, the government announc
ed that it would place on sale its fishing and 
canning carp any, Pepesca.

However, most conpanies faced a dollar 
squeeze and a lack of sol liquidity because of 
the government's economic mismanagement. The 
mining incbstry liquidity crisis became crucial. 
The state comp ary, Centromin, cancelled its 
$160 million expansion project at the Gobriza 
copper mine due to a lack of the local currency 
counterpart for an international bark loan. The 
mining incbstry was in a depressed state due to 
labor difficulties, low world mineral prices, 
and overtaxation. In part, the incbstry was be
ing ruined by the 15 percent tax on ejports, 
sales taxes, and fees for marketing services fcy 
Minercperu. In an effort to alleviate the min
ing incbstry's problems, tax exonerations from 
the export sales tax were granted to certain 
mines, but not to Southern Peru Copper Corpora
tion which was to continue to be plagued by 
lower copper prices, high taxation, and high 
costs. Their plight was clearly observed by 
all potential foreign mining investors.

Prodaction was also down due to the lack of 
demand in a contracted market. One of the po
tentially attractive investments of the First
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Phase, the Tractores Andinos tractor plant in 
Trujillo, was running at 10 percent capacity and 
planning to manufacture auto parts and front-end 
loaders to keep afloat. Automobile prodaction 
had dropped from 34,344 units in 1976 to 25,224 
in 1977. The government had not yet resolved 
the cement conpany and newspaper expropriations. 
The Peruvian industrialists' lobfcy, the SI, had 
joined the fight of the cement carp ary owners 
and created a pressure group known as the Union 
de Enpresarios Privados. This group lobbied for 
the return of the cement factories, further re
duction in the participation of the Industrial 
Community, and more incentives to private in
dustry. There was no new investment other than 
Occidental's secondary recovery and heavy oil 
projects and various national investors locking 
into buying state conpanies at bargain prices.

The government could only go so far to help 
industry even though General Morales Bermudez 
had recognized this necessity as far back as 
June 1976 when he stated:

The recent economic measures placed in nec
essary order in the financial aspect tend 
to readjust consumer habits and create the 
proper base for savings and investment, but 
on the other side this will be sinply an 
abatement if we do not consider in a paral
lel manner the promotional measures and the 
readjustments of certain structural reforms 
and the consolidation of others to achieve 
real increases in savings which will permit 
more and better opportune investments... .1

The time was not yet right because of the ex

1. Peru Economicof February, 1978.
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plosive labor situation. The labor and economic 
problems dominated January and February. A 
general strike for January 23-24 had been 
narrowly averted by the intervention of the 
president and some flagwaving and appeals to 
patriotism because of a border incident with 
Ecuador. Nevertheless, the fishermen were on 
strike in Chimbote where a tense situation ex
isted. The government was unable to defuse the 
situation corpletely and a violent strike took 
place on February 27-28 amid continuing govern- 
ment- labor disagreement. 2 The handling of the 
strike in February was to the credit of Premier 
Molina who appeared to have enough flexibility 
to keep the social situation under control and 
counteract the strong-arm tactics proposed by 
the Minister of Interior General Cisneros.

Hie strike had been 80 percent successful, 
but it was a political failure because the gov
ernment did not accede to the strikers’ demands. 
A combination of heavy government propaganda, 
labor leader mismanagement, and "moderate re
pression" helped the government avert total 
success of the strike.

Despite moderate success with labor, the in
ternational bankers became more concerned re
garding a possible default on debt payments and 
formed a steering committee to study the prob
lem. The committee was made up of Manufacturers 
Hanover Trust, Wells Fargo, City Bank, Dresdner- 
bark, the Bank of Tokyo, and the Bank of Nova

2. Prior to the strike, the Peruvian indus
trialists' lobby, the SI, had published an 
advertisement in the newspaper warning that 
the February strike was a traitorous com
munist act. La Prensa, February 22, 1978.
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Scotia. The situation was critical because a 
number of local banks were unable to meet their 
foreign currency commitments and were in an un
declared default situation. The foreign cur
rency scarcity was becoming a itajor problem, 
especially in the private sector, because the 
Central Bank was retaining 50 percent of the re
patriated export earnings and using them for 
peblie sector obligations. This dollar scarcity 
continued to push up the sol on the foreign 
currency certificate market to the S/.160 to 
S/.170 level. Peru needed a capable economic 
team and strong leadership.

Even the political scene appeared unclear. 
Despite the registration of thirteen political 
parties by February 4, the month was marked by 
various challenges to the registration of three 
of the left wing parties, the POCEP, the UDP, 
and the PSR. The AP, the AFRA, and the PEC all 
voiced concern over the possibility of fraui in 
the new electoral system. In an effort to de
fuse certain of the criticism regarding censor
ship and freedom of elections, in March the gov
ernment permitted the return of the exiled left 
wing labor leaders, politicians, and ex-amy of
ficers who had been deported. Nonetheless, 
President Morales Bermudez entered Nhrch in a 
strengthened political position due to the han
dling of the strike and his opening of the elec
tion route to the civilians.

Peru's economic position continued to worsen. 
An IMF assessment of the government's carpiiance 
with its stand-by agreement revealed that it had 
not been abided by and that the Revolutionary 
Government was even "cocking the books." Thus, 
the government was ineligible to borrow from the 
IMF and was warned to come up with the proper 
figures. The government had also been turned
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down for a $260 mi Ilian loan from private
barkers, another vote of no confidence in the 
Morales Bernudez economic administration. In 
the only face-saving gesture available, Presi
dent Morales Bernudez immediately called the 
IMF "an anachronism without ary political 
or economic sense"3 and declared its chief 
negotiator persona non-grata. New negotiations 
were needed at once because the country’s
present cash position of $80 million allowed 
only a forty-five to sixty day cushion. Peru 
even went back to the international forums with 
its case. At an UNCTAD meeting their Foreign 
Minister the civilian career diplomat Jose 
de la Puente suggested that Peru and other 
developing countries should use only 25 
percent of their yearly export earnings 
for debt service. The president in an inter
view with Folha de Sao Paulo Stated that 
the debt problem was mainly payment terms and 
put the debt at $4.2 billion, but this appeared 
to be only public debt.

The blow-up with the IMF and the breakdown of 
other bank negotiations signaled trouble. It 
also was a sign that it was the appropriate time 
for certain foreign investors to return to talk 
with government officials regarding stalled in
vestment plans. The Peruvian petroleum situa
tion appeared encouraging because prodiction 
jumped from one hundred thousand barrels per day 
to one hundred forty thousand with the inaugura
tion of the feeder line from the Occidental 
area. Both Belco and Occidental were negotiat
ing new contract areas, and Occidental's Dr. 
Armand Hammer and his chief executive officer 
Joseph Baird arrived in Lima to meet with Pre
sident Morales Bernudez and the minister of f in-

3. Andean Report, March, 1978.
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ance. Doctor Hammer announced that Occidental 
would enter into contracts for both a heavy oil 
recovery project in the jungle and a secondary 
recovery project in Talara and that this would 
reinforce the image of economic recuperation. 
Hie investment of Occidental would be increased 
ovar a number of years from $212 million to $500 
million, and Peru's oil production would be two 
hundred thousand barrels per day by year-end 
1978. The production split of the jungle con
tract for the first twelve million barrels pro
duced from the heavy oil areas locked very ad
vantageous although Occidental pointed out cor
rectly that the heavy oil project was potential
ly costly and very risky because of the engin
eering problems involved.

When both contracts were signed by the gov
ernment in early April, the free press and gov
ernmental advisors contracted to study Peru's 
economic problems questioned the terms as being 
too advantageous to Occidental. The heavy oil 
contract in the jungle received the bulk of the 
criticism because of the favorable production 
split for Occidental.

Previously in March the government finally 
changed the Labor Stability Law of 1970 which 
had prevented enplcyers from firing unproductive 
or troublesome workers. The result of the law 
had been that industry was saddled with excess 
labor in times of recession, new workers enter
ing the job market could not find stable jobs, 
and a part-time personnel system grew up wherety 
workers would be contracted for a less than the 
three month period necessary to give them labor 
stability. The new law increased the three 
month period to a three year period; however, to 
appease labor, existing workers were guaranteed 
labor stability, and management was subject to
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fines if it fraudulently fired its workers. The 
change in the law was evidence of the progress 
that industry had made with the government. It 
was clearly ready to fight with them over labor. 
For example, the day before the new labor law 
was issued, the president and the premier had 
ordered industry to take bade seventy-eight 
workers who were on a hunger strike. Ebr the 
first time in many years industry openly defied 
the government and did not obey the order.

In a surprise move, AP decided that it did 
not wish to run in the Constitutional Assembly 
elections because there would be no adequate 
guarantees for the political parties. It stated 
that the process would not be impartial and 
that the Constitutional Assembly would be a 
dependency of the de facto government. Inasmuch 
as the Assembly was seen by many politicians as 
an escape valve for social tensions created fcy 
the government, and a means for military intel
ligence to see the real electoral power of each 
party, the refusal of AP to participate pre
sented serious problems. 4

Certain electoral trends developed in April, 
and a preliminary poll showed the following po
tential results:

Left Wing PSR 11 
UDP 8

4. There was also some suspicion that the AP 
had dropped out because recent opinion 
polls showed it to be trailing the APRA and 
the conservative PFC. The stakes were too 
high to enter the race. Other observers 
believed that they were trying to push the 
navy to stage a coup d'etat.
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Left Wing PDC 6
PCP 6
FOCEP 4
FNTC 3 (Frente Nacional de Tra-

bajadores y Canpesinos)
ARS 3 (Accion Revolucionaria

Socialista - the AP fac
tion)

Center APRA 28
Right Wing PPC 23

MDP 4
UNO 3
PDRP 1 (Partido Democratico Re-

volucionario Beruano - 
supporters of ex-Presi- 
dent Leguia)

Even though the results were clearly slanted to 
the left, they gave a certain idea of election 
results without the presence of AP.

In April and early May President Morales Ber
mudez was trying to avoid implementing the nec
essary austerity program because he feared that 
ary riots and strikes which might occur would 
undermine his plans for June 4 elections. He 
seemed to believe that the promise of elections 
would get President Carter and the State Depart
ment to help him hold off the IMF. However, as 
the sol passed S/.180 per $1, the international 
barkers pressured the Revolutionary Government 
to find a respectable financial team and issue 
the necessary measures. The government attempt
ed to put up a "smoke screen" as its function
aries made various trips to talk with inter
national banks, and consulted in Peru with econ
omic advisory missions of the Dutch (the Duisen- 
berg Mission) and the Spanish. There was no
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political strength to take the adequate steps: 
tax increases, spending cuts, subsidy cuts, in
creased gas prices, and increased tax collec
tions. The urgently needed governmental auster
ity was not forthcoming. Mass confusion and in
action had set in. labor unrest continued, es
pecially in the mining sector, instigated in 
part by the left wing FOCEP and UDP which made 
violent denunciations of the government on their 
free television spots in the Constitutional As
sembly canpaign.

It was clear that economic measures had to be 
enacted. As a prelude to taking them, President 
Morales Bermudez consolidated his position with 
the anty in a speech in the Lima Armored Divi
sion Headquarters. He expressed the opinion 
that the military should stay out of politics, a 
radical change of thought after ten years of 
very real participation in government. More
over, he stated: "we are not a political party 
.. .Vk are not made for politics... ."5 He did in
dicate that the army should have some say in 
politics, but not as a party.

The Revolutionary Government subsequently 
announced its strongest set of economic measures 
since June 1975 on Mother's Day, May 14. The 
left refers to this as the "Mother's Day Mas
sacre. " The measures were tough and caused 
great anguish among the consumers as long lines 
of tearful frightened women waited their turn 
at supermarkets to buy foodstuffs at the the old 
prices. Gasoline was raised 67 percent. Pood 
increases varied from 40 percent for canned milk 
to 130 percent for cocking oil. The mining in
dustry was also hurt as the minerals export tax

5. Expreso, May 13, 1978.
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went up to 17.5 percent, industry tax incentives 
were reduced, and travel taxes increased. Riot
ing commenced almost immediately in the pro
vinces and spread to Lima. Schools and univer
sities were closed. All weekly newspapers were 
closed, the election campaigns were suspended, 
and the left wing leaders were rounded up as 
martial law was imposed.6

The economic measures had been a prerequisite 
to the turnover of the economic future to the 
new Minister of Economy and Finance Dr. Javier 
Silva Ruete and the new head of the Central 
Bank Dr. Manuel Moreyra. Doctor Silva Riete 
had been minister of agriculture in the Belaunde 
era and was a functionary of the Andean Develop
ment Corporation. He had previously served for 
seven years with the Andean Pact and was well 
known for his previous Christian Democrat PDC 
affiliation and anti-foreign investment bias. 
However, he was a sound economist and a flexible 
politician who could bring Peru bade from the 
akyss. His right hand man Doctor Moreyra had 
been in the Central Bank previously and had been 
one of the opponents of Minister Barua's strict 
adherance to the IMF. A practical person, he 
had condemned the conduct of the First Riase 
economic policies as demogogery- The new cabinet 
also included a civilian minister of industry.

The economic team immediately went to work in 
order to make up for the last ten months of no 
economic policy or direction. A bridge loan of 
$80 million was arranged due to the prestige of

6. The military even believed that the rioting 
was so well organized as to have been 
planned by the ex-military members of the 
leftist PSR.
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both men. Clearly new loan money and refinanc
ing was necessary, and the preliminary contacts 
were made at once. Since the rise in the cost 
of living estimate for 1978 appeared to be 80 
percent to 90 percent, a sound exchange policy 
had to be adopted. The sol on the official ex
change was raised from S/.130 to S/.150 per $1, 
and the foreign currency certificates stablized 
at S/.220 and began to drop.

While the economic team began working, Pre
sident Morales Berrtudez attempted to calm the 
political fires which were leading up to a May 
22-23 general strike. He went on television and 
accused the political parties of demogogery and 
negative criticise of the government. He blamed 
the press for a lack of respect and misuse of 
its freedom. Moreover, even though the Assembly 
elections were put off to June 18, he clearly 
indicated that they would be held and offered to 
hold general elections earlier than mid-1980. 
He called for the collaboration of the people 
and understanding that the economic measures 
were necessary.

On Sunday May 21 the a m y  was positioned at 
strategic points in Lima in preparation for the 
strike which occurred amid a curfew and a sus
pension of constitutional guarantees. It had 
been pushed by the camrrunist-backed labor con
federation, the CGTP, the Christian Democrat CNT 
and the government-backed CNA as wall as the 
Lima federation of the government-organized 
labor union, the CTRP. Moreover, its organiza
tion was such that the APRA's CTP had to join to 
shew worker solidarity. Although clearly there 
was high worker absenteeism in the factories on 
May 22-23, the riots and disturbances prior to 
the strike were more effective than the strike



268 The Constitutional Assembly

itself. Nevertheless, the government had sur
vived another crisis and was on its way to elec
tions.

Hie idea of free elections was certainty 
limited by concrete political realities. A num
ber of labor leaders and politicians, including 
Hugo Blanco and General Rodriquez Figueroa, had 
either been exiled or were in hiding at the end 
of May. The television spots were tenporarily 
suspended and the newspapers closed. Moreover, 
when reopened, there was clearly an element of 
censorship. Therefore, the month of June pre
sented an unusual panorama for a democratic 
election under semi-democratic conditions. The 
military itself was concerned about the chaos. 
General Richter had been in favor of banning the 
left wing UDP, PSR, and FOCEP in order to insure 
a docile assembly. However, President Morales 
Bernudez and General Molina prevailed and re
jected this idea because of their worry over 
potential damage to Peru's international image. 
There ware continuing estimates of leftist 
strength among the voters and a movement in the 
armed forces to call immediate general elec
tions.

There were fears that the left would pull out 
of the elections at the last moment; however, 
t h ^  did not do so. When the elections were held 
on June 18, 1978 in an orderly and straight
forward manner, no problems ware encountered 
even though the country had been under martial 
law for the prior three weeks. Credit for the 
elections appeared to go to President Morales 
Bernudez and General Molina who had made clear 
that whatever the result, the will of the people 
would prevail. The president had even intimated 
that general elections could be held in the fall 
of 1979 to install a new civilian government in
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early 1980 if all went well. Ebr the historical 
reason that 1979 narked the one hundredth anni
versary of the War of the Pacific against Chile, 
it appeared that no turnover of government could 
be made in 1979. Moreover, the armed forces had 
to be assured of a say in the government without 
being involved in the daily political life of 
the country; the point was that the military 
should have a constitutionally acknowledged role 
in the running of the country.

Ihe military's varying ideas about politics 
and elections ware clear. They lashed out 
against the retired military members of the PSR 
who they believed should not be involved in 
politics due to their former roles in the gov
ernment, closed the agrarian confederation, the 
CNA, and accused it of being linked with the 
left wing PSR. There were rumors of a civilian 
cabinet; however, the military structures ware 
too rigid to permit this.

3h the Constitutional Assembly election, 
3,511,895 valid votes were cast. The APRA re
ceived 1,241,174 votes, the conservative PPC, 
835,294, and the left wing FOCEP, a surprising 
433,413.

The delegate breakdown for each successful
party was:

Left Wing FOCEP 12
PSR 6
FCP 6
UDP 4
FNTC 4
PDC 2

Center APRA 37
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Right Wing PFC 25
MDP 2
UNO 2

The three highest individual vote-getters 
were Haya de la Torre of the APRA with 
1,038,516, Luis Bedcya Reyes of the PFC with 
644,361, and Hugo Blanco of the POCEP with 
286,285.7 in a result which alarmed the mili
tary, the left had received more votes than ex
pected, especially the Maoist-Trotskyite front, 
the POCEP, lead by Genaro Ledesma and Hugo 
Blanco. The FOCEP received the vote of many 
workers and a number of young first-time voters 
in what the center and right characterized as 
the "protest" vote. The poor showing of the 
left wing PSR indicated the lack of popularity 
of the Velasco group and an overemphasis on in
tellectual promises which did not reach the 
working classes. Tie vote for the APRA shewed 
it still had mass appeal; however, the PFC fol
lowing was clearly only in middle class Lima.

How Peru had ended up where it was in mid-May 
was not difficult to surmise. Many factors were 
involved, to include, the low copper and anchovy 
prices on the world market, the contradictions 
and errors in the Revolutionary Government's 
proposed development model, and its lack of

7. Blanco had been the leader of the Cuzco 
peasant revolts in the 1958-1963 era. He 
admitted that his struggle had failed then 
because of no connection with the urban 
working class. As a semi-folkhero, he now 
appeared to have that following. Hugo 
Blanco, Land or Death The Peasant Struggle 
in Peru (New York: The Pathfinder Press, 
1972), p. 135
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realism as to means and goals. There had been a 
lade of definition and leadership combined with 
the egoism of those in power, the military, 
their technicians, and intellectual advisors. 
Moreover, lade of austerity at the time when it 
was needed in government spending was added to 
the crisis. The new economic team first had to 
pide up the pieces before it came up with a 
clear economic policy. By mid-June the foreign 
exchange reserves of the Central Bank were back 
to $50 million from near zero, and the private 
sector debt problem was being solved. The cer
tificate exchange rate had dropped 16 percent to 
S/.183 to S/.185. With this improvement the 
international banks agreed to roll over $185 
million of public sector debt to the end of the 
year to give Peru time to come up with some 
long term debt and debt rescheduling.

Rescheduling was essential. Dr. Silva Riete 
revealed on television that the country had $8.2 
billion in foreign debt ($4.8 billion in medium 
and long term public debt, $1.3 billion in pri
vate sector debt, and $2.1 billion in short term 
debt). There was a minus $1.3 billion in ex
change reserves and a prediction of minus 1.8 
percent in GNP growth. Cnly mining and petro
leum were positive, primarily due to the Occi
dental Petroleum and Southern Peru Cbpper Cor
poration investments. Inflation was estimated 
at 80 percent for 1978.

Ebreign investors continued to lock in the 
oil area and make new inquiries. National pet
roleum production in May had been 156,800 bar
rels a day. However, there was an impending 
crisis in Petroperu which was running out of 
funds in spite of the increased oil production 
due to the tax provisions of the production 
sharing contracts. Such problems prompted an
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official to hint that the Occidental and Belco 
contracts "will have to be renegotiated."® New 
lews for gold prospecting and for mining rein
vestments were enacted. The foreign exchange 
laws were liberalized even more. Progress was 
made in agricultural and forestry projects in 
the jungle areas. These provisions had followed 
other changes early in the year establishing the 
amount of land exempted from the agrarian reform 
which were for new farms of up to 150 hectares. 
The agrarian reform was being stopped in order 
to get agricultural production started again.

In July Peru appeared to be moving toward 
more stability although no clear economic policy 
had yet been formulated. It had survived the 
elections and now had to survive another round 
of negotiations with the IMF. Observers anti
cipated that the budget deficit would be kept at 
S/.65 billion ($382,352,940), comparable in 
local currency terms to that in 1977 of S/.63 
billion ($779,702,970). The mini-devaluation 
system would continue, and interest rates would 
rise less than the rate of inflation. Liquidity, 
unemployment, inflation, and the foreign 
debt and its necessary rescheduling all ware 
continuing problems.

The Constitutional Assembly was seated on 
July 28, and there was optimism that the civil
ians would get to have more power and say in the 
government. Haya de la Torre was elected pre
sident of the Assembly. In his opening speech 
he stressed the Assembly's independence and the 
fact that it expressed the power of the people. 
Almost simultaneously President Morales Bermudez 
spoke to the nation and said that the country

8. Andean Report, July, 1978.
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had commenced its opening to democracy, fte cal
led for the mobilization of all Peruvians and 
pointed out that even though the military's soc
ial transformations may have contributed to pro
duce a difficult economic situation, their con
solidation was necessary for a true democracy - 
He denied that any of his cabinet members had 
political aspirations or party preferences and 
stated that political parties were necessary for 
the existence of democracy.

The seating of the Assembly came on the heels 
of several actions taken by the government to 
solve old problems. A new press law had been 
issued recently which would sell back the ex
propriated newspapers to the public. COFIDE 
would pay the original owners for the papers 
within one year. A municipal election law was 
issued. The two and a half month long teachers 
strike lead by the Maoist-oriented teachers' 
union SUTEP was settled by the government which 
gave in to almost all their demands, including 
the recognition of SUTEP if it met certain in
scription requirements. The settlement was 
clearly a bad precedent for the future as it 
indicated that an effective tactic for strikers 
would be to wait out the government.

More changes were made in the Industrial Com
munity law to permit workers to sell their labor 
shares immediately instead of holding them for 
the previous statutory six year period. Other 
changes were made in the law to improve company 
liquidity. Nevertheless, neither foreign nor 
national investors reacted as if the changes 
were a real improvement because the clear feel
ing among industrialists was that the Industrial 
Community should be abolished. More tax exoner
ations from the 17.5 percent export tax were 
given to mining conpanies, and the Central Bank
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lifted its restrictions on contracting in for
eign currency. Moreover, there were rumors that 
basic industry investments might be developed by 
the private enterprise. It was on this point, 
especially the return of the cement factories to 
their prior owners, and in regard to interest 
rates, that an inter-ministerial fight developed 
between the ministers of finance and industry.

The economic team appeared to be making pro
gress and to be in control. Ch August 7 they 
agreed with the IMF to a tentative deal which 
would bring in $230 million. Steps ware being 
taken to refinance the external debt, including 
the foreign debt of Fetrcperu in order to enable 
it to regain solvency. The government con
sidered austerity measures and the layoff of a 
number of state employees. The balance of pay
ments problems appeared to be the easiest prob
lem to solve, then inflation, and then the dif
ficult one of increasing production. The August 
17, 1978 IMF report stated:

The process of reactivating the economy 
will be slow. Confidence has been. ..eroded 
during the past three years.. .considerable 
time is likely to pass before private capi
tal is repatriated from abroad and invest
ments in new productive facilities take 
place on any major scale... .Private entre
preneurs appear to be far too discouraged 
and frustrated to be expected to react 
quickly to the new economic policy orient
ation. .. .9

9. Andean Report, October, 1978.
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The petroleum picture was brighter. Occi
dental' s production was up, and it was exporting 
three hundred thousand barrels of oil per month. 
Peru's total production was now 165,760 barrels 
per day, and consumption had dropped to one hun
dred ten thousand per day. However, these pro
duction figures wore initially only a marginal 
aid to the balance of payments. The IMF report
ed that the oil conpanies would be making sub
stantial capital recoveries in 1978. M  impend
ing problem was to be focused on: the oil con
tracts and their effect on Petroperu's liquidity 
and on the country in regard to the conpanies' 
capital repatriations. This problem was well- 
known in the oil industry and was becoming a 
topic of conversation in the government.

The Assembly tried to organize itself, but it 
got off to a slow shaky start. The APRA and the 
conservative PIC strategy had been to get a con
stitution written as quickly as possible in 
order to push for elections and a civilian gov
ernment. Cn the other hand, the left's strategy 
was to push the Assembly into an immediate con
frontation with the government in order to weak
en ary tacit alliance between the Revolutionary 
Government and the PFC and APRA. Only after a 
month of debate did the Assembly get its operat
ing rules approved and get down to business. 
The slowness of the Assembly immediately brought 
on criticism both from the newspapers and the 
government and Haya de la Torre himself.

President Morales Bernudez and the military 
were clearly alarmed. In a speech on August 27 
he stated that if the Assembly finished its work 
prior to July 1979, general elections could be 
held after a minimum period necessary to issue 
an election law, develop party campaigns, and 
update the voters' registry. He did point out
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that the military did not intend to be rushed. 
They would not permit the rules of the game to 
be broken so as to frustrate a democratic trans
fer of power. Obviously concerned fcy leftist 
agitation in the Assembly and among striking 
bark and mine workers, he warned that there were 
groups trying to break the unity of the Peru
vians and cause them to fight among themselves.

Investors were still reluctant to commit 
themselves except in certain sectors such as oil 
and mining. Occidental was negotiating to build 
a second pump station on the feeder pipeline to 
increase daily throughput to one hundred 
thousand barrels. Fetrcperu continued negotiat
ing a secondary recovery contract for the Talara 
area with a Venezuelan and an Argentine company 
and with a North American conpany Mapco. Min- 
ercperu was negotiating again the copper oxide 
mine of Gerro Verde II, and had finally hit 
upon a formula to attract foreign investment in 
its sector. Using the mixed company formula of 
Minercperu (25 percent), a foreign investor (35 
percent), and a local investor (40 percent), 
Minercperu had abandoned its majority state 
control formula for the first time and announc
ed that they would be willing to negotiate on 
the new terms the Tintaya copper mine. This 
was a significant step to attract both foreign 
and Peruvian investors in the mining area. In 
line with this, Minercperu intended to develop 
the San Antonio de Foto gold reserves in Rino. 
In the fishing industry, the state fish food 
carp any, EPSEP, was authorized to sell off its 
fishing boats and all processing and refriger
ation installations in a move to turn back most 
of the food fishing industry to private hands. 
Thus, the scene had been set to return to the 
private sector of the economy many companies or 
activities presently carried on by the state.
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The labor situation in Peru was tense during 
the first part of September. A nationwide min
ing strike had commenced on August 4. The mining 
industry was declared in emergency after nine
teen days, and the army troops intervened in the 
mines of Southern Peru Copper Corporation. Pre
sident Morales Bermudez had offered a solution 
to the miners at the end of August. Cnee he was 
rejected, the strike was broken by the arny on 
September 7 and the miners sent home fcy rail. 
In another area, for the first time in Peru the 
public sector employees, threatened by a massive 
cut of jobs, banded together under the leader
ship of the Coordinador Intersectorial de Traba- 
jadores del Estado (CITE) and created unrest for 
a number of weeks in the center of Lima until 
the finance minister's plan to cut the state 
bureaucracy was shelved. Doctor Silva Riete had 
offered substantial bonuses to those state em- 
plcyees who resigned. However, only the good 
ones accepted, and the bad and inefficient work
ers remained as jobs were scarce. The bank 
workers also struck, and newspapermen dismissed 
by the government newspapers protested by oc
cupying the Assembly. labor was a serious prob
lem because martial law was no longer in force. 
For the first six months of 1978 there were 154 
strikes, compared to 68 in the same period in 
1977 when strikes were outlawed.

In the Assembly there was a division of opin
ion in regard to whether it should focus on the 
labor problems. The APRA-led forces in the As
sembly stated that it should concentrate on the 
future and leave the present to the military 
government. The left disagreed and in the week
ly plenary meetings attempted to discuss issues 
of national concern such as the strikes of the 
miners and the public sector.
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The Silva Riete team developed a strategy to 
refinance the external debt for 1979 and 1980, a 
$1.3 billion operation. The refinancing was 
made more difficult by unclear military politi
cal cross currents, the Assembly's disappointing 
performance, an uneasy labor situation, and an 
unclear medium term outlook for the economy. 
The dollar certificate rate rose again to S/.197 
from an August value of S/.175 due to lack of 
confidence. Moreover, the mining strikes had 
clearly hurt the potential year-end balance of 
payments position. Nevertheless, the prestige 
of the economic team prevailed, and an agreement 
with the IMF was signed on September 15. It 
permitted a first tranche drawdown of $22 mil
lion and a compensatory credit fund draw of $61 
million. The team now had room to work and was 
to formulate a development plan after a cabinet 
reshuffle in which Doctor Silva Riete's oppo
nent the civilian minister of industry was 
ousted. Although this move did not raise inves
tor confidence in the short run, it clearly en
abled the finance team and the finance minister 
to consolidate their hold on the cabinet.

The emphasis in the economic picture turned 
to refinancing the foreign debt. This partic
ular approach did not get a totally positive 
response from the banking sector and was oppo
sed by a number of North American and Japanese 
lenders because they did not want to extend the 
term for Peru to repay its loans. At least two 
years of debt had to be refinanced in order to 
give the business sector the chance to plan and 
regroup from the past year's political-finan
cial chaos. A November 2-3 Paris Club 
meeting appeared to be key to the refinancing of 
$647 million of government-to-government and 
government-guaranteed debt.
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The refinancing of Peru's debt restored the 
president to good graces with his military coun
terparts and increased investor confidence be
cause it enabled the country to divert attention 
to the political scene Where the Assembly had 
became increasingly bogged down in problems un
related to its task of writing a constitution. 
The finance team was able to conplete the re
financing of the primary public debt for 1979 
and 1980 in November. This operation could be 
described as a prime example of how to save a 
bankrupt country; however, the consequences 
would clearly be harsh for Peru. A budget defi
cit not exceeding S/.72 billion ($400 million) 
was agreed on for 1978 and S/.79 billion ($395 
million) for 1979. This brought to a halt all 
state projects except the Centromin Cobriza pro
ject. There were considerable doubts about the 
program and whether the government could stick 
to it. Moreover, no one knew if the program 
really was as it was presented to the public, 
and whether the civilian government in 1980 
could manage it. Needless to say, such doubts 
were characteristic of the lack of civilian con
fidence in their government after ten years of 
military rule.

The refinancing program was a clear relief. 
The debt service to exports percentage for 1979 
was reduced to 32 percent ($1.025 billion in
stead of $1.37 billion for 1979), and for 1980 
to 25 percent ($814 million instead of $1,299 
billion). The international banks would take 
90 percent of the public sector debt owed to 
commercial banks in 1979 and 1980 and roll it 
over for a year and then consolidate it into 
medium term loans. This amounted to $712 mil
lion. The Paris Club figures were $588 million. 
The refinancing was similar. Ps far as other 
countries, there wculd be government-to-govem-
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ment refinancing including the $147 million 
owed to Russia. The total amount refinanced was 
$2,048 million.

In mid-fall, Dr. Silva Riete revealed his 
rather unimaginative financial plan in which he 
vcwed to give incentives to private investment, 
combat tax evasion, and raised interest rates to 
37 percent. He stated that there would be a 
selective promotion of increased production in 
agriculture, energy, mining, and industrial ex
ports. Exports of goods and services would be 
increased. Inflation, unenployment, underem
ployment, and the ratio of total debt to the 
GNP would be reduced. Ha indicated that pri
vate sector investment would be conplemented ty 
foreign investment, especially in capital inten
sive areas. He went on to say that the CONITE 
had been coordinating with foreign companies to 
apply the new relaxed rules for foreign capital 
and that a new registration of foreign conpanies 
was underway.

In the Assembly the APRA and the conservative 
PEC were attempting to resolve differences in 
order to group forces, and the PEC's leader 
Luis Bedoya Reyes suggested that the three 
major democratic parties (the AP, the APRA, and 
the PEC) join to agree how to govern the coun
try. Ife suggested a form of pact of Punto Fijo, 
a cross between the ^fenezuelan and Cblombian 
models used to enter into democratic rule in 
those countries in 1950s. Ifevertheless, a elec
tion coalition of the type suggested by 
Doctor Bedoya appeared to be a remote possibi
lity by the end of October.

The Assembly was racked by disorder both on 
the floor and outside the congress building. 
The left walked out temporarily in protest over 
its treatment in the Assembly and lack of guar
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antees of physical security as there had been 
attempts on the lives of certain of its members. 
Ihe president held an impromptu press confer
ence to express confidence in the debt restruc
turing and pointed out that the government's 
objectives were economic recovery and the trans
fer of power. In the press conference he re
iterated his idea that the IMF was an anacronian 
and admitted that the deportation of the politi
cal leaders of the left wing parties in May had 
been a political error. It appeared that he was 
locking for support for his policies at this 
time inasmuch as strikes once again occurred as 
students rioted over the increases in bus fares, 
and schools were closed again.

The foreign debt was refinanced; however, the 
most difficult problem continued to be one of 
unity and civic maturity which could lead to a 
transition to civilian government. It became 
apparent that neither the center nor the right 
(the APRA and the PFC) could agree to unify. 
There was no unity on the left either. The 
major difference of opinion dealt with who would 
be the presidential candidate. Due to his 
eighty-four years of age, Haya de la Torre the 
potential APRA candidate wished to move as fast 
as possible to general elections, but without 
identifying himself or his party with the coun
try's economic problems. The left apparently 
was benefitting from its presence in the Con
stitutional Assembly. They were taking advantage 
of the media coverage and were picking up sup
port. Major issues upon which they could have 
influence were the vote for the illiterates, ex
ecutive-legislative balance of power, the legal 
system, and the role of the armed forces in gov
ernment. The vote for the illiterates created a 
P PC-APRA split as APRA supported this proposal.
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The government commenced facing up to a num
ber of problems of the foreign investors which 
could no longer be put off. The oil sector pre
dicted production of forty-eight thousand bar
rels per day for export in the first quarter 
1979. Tbtal October production averaged one 
hundred eighty thousand barrels per day; how
ever, it became public knowledge at that time 
that Petroperu had run out of money. Petroperu 
could not finance any more development and seem
ingly was prejudiced by its past years' burdens 
of gas subsidies and the income tax regime in 
the production sharing contracts under which 
they paid almost all the taxes of the contrac
tors, to include income taxes, export taxes, and 
inport taxes. Peru as a country profited from 
the contracts while Petroperu lost money, or at 
the best broke even.

Moreover, there was a problem with the cred
itability in the United States of the income 
taxes paid in Peru. This particular problem did 
not prevent investors from negotiating new con
tracts with Petrcperu; however, it was a clear 
stumbling block to getting any contracts signed 
and created tension in the industry among the 
contractors, especially Belco, which had the 
most to lose by not having the situation solved, 
local press criticism of the contracts appeared 
in oiga and Marka.

In an effort to continue to "reform" the re
forms, both the Fishing and Mining Cbmnunity 
legislation were revised in November to make 
them similar to the Industrial Gomirunity. These 
particular changes were clearly welcomed by for
eign and national investors although the elimi
nation of the Fishing and Mining Gomnunities 
would have produced an even warmer response. In 
other areas, the government fulfilled its prom
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ise to give priority to non-traditional export
ers by issuing a very broad law of incentives 
for that sector.

Despite these measures to help primarily nat
ional investors and the industrialists, the gov
ernment's credibility was not improved because 
it undercut the potentially positive atmosphere 
by trying to defend its tarnished institution 
and honor. President Morales Bermudez made ref
erence to the old "socialist-humanist" idea of 
the Bases Ideologicas de la Revolucion Eteruana. 
Severed of his ministers had made remarks prom
ising projects which would obviously be diffi
cult to carry out, for example, a coastal train 
and a metro for Lima. Moreover, a law which 
angered all civilians was passed which placed 
under the military justice system civilians who 
slandered the military in order to permit trials 
in military courts.

The last month of 1978 was narked by the 
usual political-labor confusion and certain 
amount of threats to the stability program. 
Strikes hit the Cuajone mine and closed down 
the jungle town of Iquitos in clear tests of 
the government. Although the austerity program 
appeared to be working and was on or under tar
get, the inflation rate for 1978 appeared to be 
close to 75 percent, and social pressures were 
building up again. General Morales Bermudez 
spent the months working on getting continued 
military backing for his budget and his finan
cial program and consolidating his backing be
cause at the first of the year certain aniy 
changes reactivated fears of a new First Ihase. 
General Richter Prada would become premier and 
General Hoyos Rubio the chief of staff of the 
army and the head of the Joint Chiefs of Staff. 
In addition, the commander of the air force
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would be Gen. Luis Arias Graziani, a prominent 
First Phase figure. Aside from the president, 
these men ware the last officers to have played 
prominent parts in the Velasco coup d'etat or 
First Phase government.

The internal military situation was not very 
stable. Continued criticism of the military by 
the left was heard on the Assembly floor. They 
even went so far as to suggest the abolition of 
the armed forces and their replacement of them 
with a militia. The process of the constitution 
was slow. Earlier predictions that it would be 
finished in January 1979 were revised to £pril.

Observers were unclear whether the govern
ment's structural reforms would be included in 
the new constitution as had been the original 
idea of the military. The initial report of the 
Commission on Economy and Finance ignored the 
existence of social property except as it might 
exist in cooperative form. It did acknowledge 
the basic government stand on foreign invest
ment: necessary, but with regulation. The vary
ing opinions of the Assembly members were not 
helped by a leadership vacuum created by the 
illness of Haya de la Torre who had to rest for 
several weeks in order to continue as president 
in January 1979. It was possible that the tur
moil on the Assembly floor, and the constant 
walk-outs and boycotts by both the left and the 
conservative PBC, caused tensions and complica
tions detrimental to Haya's health. It was 
clear that the government was attempting to pro
vide a transition to democracy in some form of 
stability. As requested, they ordered the il
literates to be registered as the first stage of 
the voting process for them.

Continued measures to create investor confid
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ence were issued, to include a small reduction 
in personal and corporate income taxes and a re
ordering of the tax reinvestment system. The 
Andean Report stated that the government con
tinued to bade away from "workers power"^0 by 
its changes in the Industrial Comitunity Law and 
the Small Business Law, and other laws even to 
the extent that mining companies with contracts 
with the government could wait seven years from 
proebetion start-up before forming a Mining Com
munity. The Non-Tr adit ional Export law con
tained ample dispositions to allow the majority 
of a company's work force to be temporary and 
therefore not a part of the Industrial Commun
ity. In addition, by year-end the government 
took measures to assume the Betraperu debt, a 
first step in correcting its financial situa
tion.

Confidence in the government should have 
risen. However, the Ministry of Economy and 
Finance in a shortsighted effort to detect po
tential taxpayers and tax evaders upset the up
per and middle classes when it announced that 
in the 1978 tax declaration for individuals, 
taxpayers would have to declare their assets 
such as houses, land, bank accounts, company and 
club shares, art objects, and boats. H  This type 
of declaration and the problems inherent in its 
misuse created a major run on the banks in Lima, 
especially the mortgage banks where middle class 
people kept their money. The memories of the 
First Phase and its constant capricious viola

10. Andean Repo rtf January, 1979.
11. There were only eighty-eight thousand in

dividuals who presented income tax returns 
the previous year.
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tions of civil liberties continued.

The year 1979 commenced with more economic 
measures which were part of Doctor Silva 
Ruete's plan to get Peru bade on the road to 
recovery. However, a number of problems existed 
which needed a solution or an answer. Cbuld in
flation be controlled? Would there be any eco
nomic development in 1979, or would it be a year 
of zero economic growth? What could be done to 
raise salaries and create employment without 
causing more problems in the industry sector? 
Would the general elections be held in 1979 or 
early 1980, or would they be postponed because 
of some unforeseen crisis? Wbuld there be sig
nificant ministerial changes in which more 
civilians would be brought into the government?

The economic measures included a decision 
to sell off some more of the state companies. 
Limitations on the foreign purchase of capital 
goods with letters of credit were reduced, and 
gas prices were raised. The threat of riots 
and strikes and press criticism of the measures 
and the finance minister caused the government 
to declare a state of emergency and close the 
majority of the free press. In a clear show of 
strength, the government was able to withstand 
the January 9-11 strike called by the comnunist- 
backed CGTP. The strike was only partially suc
cessful, and the government clearly emerged 
strengthened while at the same time the labor 
unions, especially the comnunists, lost prestige 
and backing. The assistance of the APRA in keep
ing its CTP from striking, and the leadership of 
Premier General Richter Prada, were important 
reasons for the strike's failure.

The finance minister spoke on January 12 and 
indicated that the economic plan of the govern
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ment had more than met the goals established. 
The estimated exports for 1978 were $1.9 billion 
which enabled Peru to have a positive trade bal
ance of $200 million. The net international re
serve situation had improved slightly, and the 
budget deficit was S/.4.5 billion ($25 million) 
less than expected. A greater amount of liquid
ity for the private sector was available. It 
appeared that the increase in confidence and the 
increase in interest rates had given savings a 
stimulus. Ctertain goals for 1979 were announc
ed: 40 percent inflation, S/.250 exchange rate 
at the end of the year, $2,375 million in ex
ports, and a positive trade balance of $501 mil
lion. The minister was clearly optimistic and 
had certain reason to be so. An area which 
would help was petroleum where daily production 
was up to one hundred ninety thousand barrels 
and consunption down to one hundred twenty thou
sand. Moreover, Occidental had announced a new 
light oil discovery in the jungle located in the 
heavy oil area it contracted in Jpril 1978.

The political situation both internally and 
externally was tense. Peru became involved in a 
spy scandal with Chile. The Chilean government 
had conducted certain amount of spying during 
previous years both in the north and south and 
used in one instance an ex-Peruvian airman. The 
airman was captured, tried, and executed amid 
extensive press coverage. The Chilean ambassador 
was declared persona non-grata. ̂  This part
icular incident upset the Assembly. Doctor

12. There were rumors that the military had 
created the scandal for its own political 
ends and used a mentally handicapped person 
with a broken instamatic camera as the 
stool pigeon.
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Bedcya of the conservative PEC even stated, and 
then retracted his statement, that if inter
national conditions dictated a postponement of 
the general elections, he would back such meas
ures due to the necessity for unity. The APRA 
party opposed this idea and subsequently an
nounced that the elections could be held October 
14. It was here that the APRA and the military 
were not in agreement. The APRA preferred to 
have elections as soon as possible due to the 
health problems of Haya de la Tbrre and party 
unity. The conservative PPC could afford to 
wait and strengthen its position.

The month of February was a calm period in
spite of the fact that Haya de la Torre's health 
continued to fail. In a significant election in 
the Lima Bar Association the non-APRA candidate 
Gonzalo Ortiz de Zevallos Rondal won in a run
off. His victory was a measure of growing anti- 
AERA sentiment due to its clear collaboration 
with the government, and once again proved that 
in ary run- off election, the APRA would 
generally not attract the votes of the splinter 
parties who would vote for the APRA opposition. 
The run-off situation would be a point that the 
AERA and the PEC would argue over regarding the 
text of the new constitution.

Cn the investment scene, it appeared likely 
that Ford, Renault and General Motors might bid 
to assemble vehicles for the Andean Efect for 
Peru. Che of the present assemblers, Chrysler, 
was in the process of searching for a buyer to 
sell its operations. In mining, the Benavides 
group announced that the gold mining venture of 
San Antonio de Bo to would be pushed ahead with 
both local and foreign investment. However, in 
a negative measure which was not cleared with 
the CONITE, the labor ministry changed the labor
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regulations governing the contracting of for
eigners Who could be placed on a company's pay
roll. At a time in which the country was trying 
to attract foreign investment, the measures 
seemed anti-productive and somewhat reminiscent 
of the First Phase. 13

Haya de la Torre's health turned for the 
worse in March, and he was sent to Houston, 
Texas for hospitalization in a cancer hospital. 
Hi s internment clearly shock the APRA party and 
created great concern over the future of the 
APRA. President Morales Bermudez even hinted 
indirectly to a New York Times senior editor 
that he could be a presidential candidate. The 
editors of the closed weekly newspapers went on 
a hunger strike and received the backing of the 
Assembly. Even though the government revoked 
the suspension of guarantees in early March in 
order to give an appearance of democracy, this 
action did not defuse the labor situation as 
an extended strike tock place at the Tbquepala 
and Qiajone mines. The strike was primarily 
over wage demands and extremely damaging at a 
time of rising copper prices. The strike was ev
entually broken by the end of March when troops 
were placed in the mining camps.

In the political arena, uncertainty existed 
regarding the general elections, Haya de la 
Torre's imminent death, and the military's role 
in any future government. There were consistent 
runors of a coup d'etat and a rise in anti-APRA

13. It was rumored that the provisions requir
ing the registration of all foreigners 
working in Peru were aimed at taking a cen
sus of the number of Chileans, Bolivians, 
and Ecuadorians in Peru.
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sentiment in the army. This had prompted Pre
sident Morales Bermudez to tell the French Le 
Monde in an interview in early Jpril that he 
would not be a candidate for the presidency and 
that there was no formal agreement between the 
arny and the APRA. Chce Haya de la Ibrre re
turned from the thited States, the APRA was 
quidc to announce elections for December 1979. 
Immediately Premier General Richter Prada stated 
that the transfer of power would take place in 
1980. Such seemingly contradictory remarks 
kindled the fire of runors of a "Third Phase" 
of the Revolution.

Thspite of a well publicized trip to the 
United States by the finance minister to en
courage foreign investment, both foreign and 
national investors faced continued changes in 
the rules of the game. Due to a rise in world 
mineral prices, the medium sized zinc and copper 
producers had their tax exonerations from the 
17.5 percent export tax on sales repealed. This 
was very unsettling to St. Joe Minerals Corpora
tion of New York which was considering a new 
mining venture. No resolution had been reached 
to the Fetroperu tax problem. The foreign oil 
catpanies were given until June 30, 1979 to file 
their tax returns in Peru amid statements by 
both the finance minister and the president that 
their contracts would be renegotiated. Occi
dental's chief executive officer Joseph Baird 
made a quick trip to defend their point of view. 
At this time a Lazard Freres-Kuhn Loeb team of 
investment bankers was doing a study for the 
government on how to attract investment, spec
ifically in the petroleum sector. No clear 
sign of how to attract and treat foreign in
vestors was evident.

The military was still concerned about the
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politics of the Revolution. President Nbrales 
Bermudez granted an interview to the conserva
tive Lima weekly El Tiempo in which he discussed 
the future transfer of power. Be referred to it 
as institutional and indicated that he hoped 
that the APRA could resolve its internal prob
lems caused by ideological splits and Haya's 
illness. It was his belief that any new govern
ment needed a wide political base and the back
ing of the armed forces. In two surprising 
statements, he called the expropriation of the 
newspapers the greatest error of the Revolu
tion and indicated that the existing petro
leum production sharing contracts would be rene
gotiated. By the early June it was clear that 
no new government would be installed until July 
28, 1980. Elections were rumored for the first 
semester of 1980.

The Maoist teachers' union SUTEP struck on 
June 4 for higher wages, the re-hiring of fired 
teachers, the reopening of la Chntuta, the 
teacher's college, and union recognition. Cer
tain leftist leaders, especially Higo Blanco, 
ejqoerienced harassment and temporary detention 
by the police. There was no decision yet on the 
newspapers even though President Morales Ber
mudez had acknowledged the problem should be re
soled.

The Constitution was virtually approved ex
cept for the Constitution's transitory disposi
tions and certain articles which had been re
served for debate due to disagreements on their 
text. There were still differences regarding 
the definitions of the state, whether there 
should be an economic congress, the ancient APRA

14. El Tiempo, May 16, 1979.



292 The Constitutional Assembly

idea of an economic planning system, and how the 
president should be elected. The APRA was faced 
with a decision whether to ally with the con
servative PEC or the left in order to get ap
proved its favored provisions. As had occurred 
all along, the AFRA's 37 percent in the Assembly 
was insufficient to carry its proposals without 
support of either the left or the PEC.

Except for continued high inflation, the fin
ance team had accomplished its goals by the sum
mer of 1979, primarily because of the unexpected 
increases in raw material prices. A very siz
able trade balance for 1979 appeared possible 
because export income was predicted to be $3.2 
billion to $3.5 billion. Inport restrictions 
were eased considerably and were removed by July 
in order to soak up excess foreign exchange and 
enable industry to purchase machinery to reacti
vate the economy. These measures had followed a 
controversial July 1979 to July 1980 economic 
plan to reactivate the economy by emphasis on 
industry and construction. The improved econ
omic picture helped to create a potentially more 
favorable investment climate. At the same time, 
although there were mid-year pressures from the 
military to spend the "excess" dollars, contin
ued austerity was still necessary. The govern
ment issued further economic measures in early 
July. Salaries were increased S/3000 (ap
proximately $15) a month; there were tax de
duction increases to help the overtaxed middle 
class; limitations were placed on interest 
deductions and restrictions placed on foreign 
borrowing; gasoline, diesel, and gas prices 
were increased, and the prices of foodstuffs 
such as rice, sugar, bread, flour, noodles, and 
molasses went up 30 percent to 40 percent.

Although the economy had improved, there were
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contrary signals issued by governmental offi
cials regarding investment. The government had 
decided that it would stuiy how to renegotiate 
the Occidental and Belco contracts instead of 
attracting new oil investment and then renegoti
ate the old conpanies based on a new fornula. 
Ihis decision was not made public; however, it 
was generally known that a freeze had been 
placed on a large $1 billion secondary recovery 
deal in process of negotiation with Mapco of 
Tulsa, Oklahoma. oiga and Marka continually 
called for renegotiations of the existing con
tracts. Ebrther signs of stress appeared with 
the resignation of the minister of energy and 
mines and the general manager of Batroperu who 
had been campaigning unsuccessfully to increase 
oil investment because of fear that Peru would 
became an oil importer again in 1985.

The Constitution was completed in early July 
and on July 12 was taken to Haya de la Tbrre on 
his death bed for his signature. Twenty-two 
members of the left refused to sign the desti
tution, and the military rejected certain arti
cles based on the premise that the Assembly had 
exceeded its functions. The objectionable 
articles included the abolition of the death 
penalty, certain articles on political and 
civil rights including the prohibition of 
sunmary arrests and deportations, the right to 
strike for public employees, exemption of the 
agrarian reform debt for the peasant farmers, 
and the limitation on the jurisdiction of 
military courts to military personnel. In a 
last defiant gesture, the Assembly disregarded 
these observations and approved the Constitution 
which would go into effect with the new civilian 
government on July 28, 1980.

The new Constitution of 1979 retained many of
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the features of the Constitution of 1933. How
ever, its text was much longer and more detailed 
to the extent of being criticized as regulatory. 
Labor stability was included. All citizens, 
including illiterates, were given the right to 
vote. The final definition of the state, "Peru 
is democratic and social republic, independent 
and sovereign, based on work,"-^ represented 
the victory of the conservative PEC and the left 
over the APRA which had fought for the inclusion 
of its definition of the state as one made up of 
"manual and intellectual workers."

The definition of the economic system reflec
ted the thinking of the PEC. The APRA economic 
congress proposal had been voted down by the 
left and the PIC and the role of the state the
oretically lessened as conpared to that of the 
last eleven years. There was emphasis on free 
enterprise, and social property was only men
tioned briefly as self-management ("autogestion- 
arisT).

The structure of government and the power of 
the president was strengthened in the Consti
tution of 1979. The legislature would be made up 
of two chambers of congress, a Senate with 
sixty members elected every five years, and a 
Chamber of Deputies of one hundred eighty mem
bers elected every five years.

In the executive branch, the term of the 
president was shortened from six to five years. 
The president would be elected by direct vote by 
a majority of the valid votes cast. However, 
for the 1980 election the transitory provisions 
provided that if no candidate received at least

15. Constitution of 1979, Particle 79.
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36 percent of the vote, the congress would elect 
the president and vice-president from the same 
party list from among the two top candid
ates in the presidential election. The Consti
tution of 1979 strengthened the president’s hand 
because it made it harder for congress to cen
sure his ministers, and gave the president the 
one-time right to dissolve the chamber of depu
ties if it had censured or denied a vote of 
confidence to three councils of ministers. The 
decree of dissolution would include a call for a 
new election for the chamber of deputies.

Few of the Revolutionary Government's struc
tural reforms were included explicitly in the 
Constitution. labor stability and the agrarian 
reform were the most notable inclusions, and two 
other reforms, social property and the labor 
Gomnunity, were only referred to in a passing 
manner. A number of provisions of the Constitu
tion which limited the powers of de facto gov
ernments were clearly aimed at any future ad
venturism by the military. The absence of the 
AP did not in the end weaken the work product of 
the Assembly as the Constitution was clearly a 
catpromise between the APRA, the conservative 
PEC, and the left. The harsh years of military 
rule clearly had an impact on the Assembly mem
bers and molded to a degree the provisions they 
wrote.

President Morales Bermudez had accomplished 
half of his mission, the drafting and approval 
of a new Constitution. Ife now faced the task of 
convoking presidential elections and governing 
the country in a manner that would guarantee the 
fulfillment of that goal. The road to elections 
would not be easy; the SUTEP strike vas still 
on, and a relatively violent July 19 labor 
strike occurred. The left was now a political
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force because it had developed and matured with 
its participation in the Assembly. TWo blocs be
gan to emerge, the FOCEP-independent group under 
Genaro Ledesma, and a ffeoist-Trotskyite group 
under Hugo Blanco and Doctor Barrantes LLngan. 
This second group was leftist-UDP and partly 
FOCEP-oriented.

Thus, from the beginning of 1978 to the end 
of July 1979, Peru had completely changed 
course. It had gone from near bankruptcy to a 
relatively sane economy. The trend of empha
sis on private investment which commenced in 
1976 continued; however, the confusion of the 
Revolutionary Government concerning how to stim
ulate both foreign and national private invest
ment was an on-going concern. While espousing 
the need for, and the desire to attract foreign 
investment, the government's actions in labor, 
mining and petroleum all gave the contrary im
pression. The only major investment commitment 
was Occidental's secondary recovery project al
though Peruvian investors did form non-tradi- 
tional export cortpanies where the profit margins 
were high.

It is clear that the approval of the new Con
stitution was a boost to the confidence of all 
observers and of the Peruvians themselves. How
ever, there was no national agreement among the 
political parties to insure an orderly transi
tion to civilian rule. Moreover, the particular 
form of government of President Morales Ber
mudez, a military democracy, or, in fact, rule 
by committee with Morales Bermudez as the ref
eree between opposing military factions, had
been unable to solve certain problems which had 
to be faced prior to July 28, 1980. These
included the agressive promotion of agricultural 
production, the definition of an energy policy,
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the establishment of a framework for foreign 
investment, tax reform, a new industrial policy, 
a redefinition of the role of the state, an 
increase in the independence and efficiency 
of public companies, the elimination of state 
bureaucracy and control, and the return of the 
press and the cement companies to the private 
sector, or at least a reduction of state control 
in these sectors, and a reduction in the contin
ued high inflation rate. The most important 
task for the 1980s would be for Peru to affirm 
its status as a nation and to irake real the 
potential of Peruvian life. 16 It was up to 
the Morales Bermudez government to make this 
possible through a return to democratic rule.

16. Peru Economico, July, 1979.
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CHAPTER 11

RETURN TO DEMOCRACY 
(July 28,1979 to July 28, 1980)

In his Independence Day speech on July 28,
1979, General Morales Bermudez announced that 
presidential elections would be held on May 18,
1980, and the military would transfer the gov
ernment to the elected civilian president on 
July 28, 1980. Baru was at one of its most 
crucial points in its history because the al
ready eleven years of military rule had ser
iously veakened the country, and new leadership 
was needed to restore civilian confidence in 
its future.

Ch August 2 Victor Raul Haya de la Torre died 
of cancer and was buried the next day in a 
large, emotion-filled funeral. His death marked 
the passing of a truly great figure in the his
tory of Baru and set the stage for a power 
struggle within the party over who would be the 
AFRA's candidate for president. Ex-president 
Belaunde announced that he would run for presi
dent as the AP candidate. The left was simul
taneously trying to develop an electoral coali
tion under either Gemaro Ledesma of the Marxist 
FOCEP, the Trotskyite Hugo Blanco, or the law
yer Alfonso Barr antes Lingan although ideolo
gical differences and problems between ex- 
Velasco backers and the presidential aspira
tions of both Blanco and Ledesma conplicated the 
issue. The government issued an electoral law 
which the left and AP supporters criticized as 
favoring the APRA.

All political parties faced similar problems 
after eleven years of military rule. They 
lacked technical people and were unable to 
handle difficult problems which were more eco
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nomic than political in focus. Both the AP and 
the APRA’s plans for 1980 to 1985 lacked depth 
of analysis and concrete solutions. The AP 
had espoused in its plan and subsequent campaign 
the return of certain state enterprises to the 
private sector, continuation of the agrarian 
reform, more credit and technical assistance to 
industry and agriculture outside Lima, i.e., a 
move toward decentralization, and the attraction 
of foreign investment in mining and petroleum. 
In contrast, the APRA reiterated its nationalist 
and state-oriented program and emphasized that 
foreign investment would be complementary to 
national investment. The conservative PEC 
announced their program subsequently and em
phasized the need to fight inflation, create 
jobs, and attract foreign investment in mining, 
fishing, industry, and petroleum.

It was important to recognize that the elec
torate had changed since 1968; its base was now 
urban, and the potential voters were more polit
ically aware and interested. In order for the 
parties to take advantage of an "escape elec
tion, they needed to come to grips with their 
new electorate and master the issues troubling 
Peru. Moreover, the fear persisted that if 
there were no national consensus among the par
ties, the military would move toward a Brazilian

1. "Escape elections?1 occur when a group (us
ually the military) tries to reorder soc
iety by authoritarian techniques and de
cides for whatever reason to get out of of
fice. Iuigi R. Einaudi, "The Revolutionary 
Tradition in Perspective" in Iuigi R. 
Einaudi, ed., Beyond: Cuba: Latin America
Takes Charge of its Future (New York: Crane 
Russak & Company, Inc., 1974), p. 65.
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solution and not transfer power completely.

Foreign investors were experiencing certain 
difficulties at this time in the petroleum sec
tor. Marka and oiga continued their criti- 
cisn of the production sharing contracts. Pre
sident Morales Bermudez announced that the gov
ernment would renegotiate the contracts, a 
statement reiterated later by the minister of 
enercy and mines. Both Dr. Manuel Ulloa of the 
AP and ex-president Belaunde warned that the 
government must resolve the problem of the oil 
contracts prior to the civilian government tak
ing power. Nevertheless, Mapco continued nego
tiating a contract to do secondary recovery work 
in the Thlara area and announced that Be trope ru 
would participate as an active partner.

Peru's economic situation continued to im
prove. In August the Central Reserve Bank esti
mated that exports could reach $3.4 billion or 
$3.5 billion by year-end. The thirty month fin
ancial recovery program of Doctor Silva Raete 
and the Central Bank president Dr. Manuel 
Moreyra was at its halfway point and generat
ing a host of confident predictions for 1980: 
5.5 percent increase in GNP as compared to 2.2 
percent for 1979; inflation of less than 35 per
cent instead of 1979's 60 percent; budget defi
cit of 1 percent of GNP as ccnpared to the plan
ned 2.2 percent in 1979 and 6.5 percent in 1978; 
exports of $4 billion compared to $3.4 billion 
to $3.5 billion for 1979; and imports of $2.4 
billion compared to $1.9 billion for 1979. Both 
the rise in international prices of minerals and 
petroleum and the sound planning of the Finance 
Ministry team, the Cosmos, ware responsible for 
the turnaround of the economy in fifteen months. 
There was even talk that the $642 million in 
pre-arranged financing for 1980 would not be
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needed. Ch the negative side, the Central Bank 
planners were faced with a problem of how to 
keep the excess export dollars from entering 
Peru and fueling inflation. Eventually in a 
change of policy, the government liberalized im
portations to soak up certain amounts of the 
dollars. Planners did recognize that a reces
sion persisted and that the excess dollar situ
ation had been created because of low imports.

During October the APRA selected its candid
ate for president, Armando Villanueva del Cartpo, 
and the two vice-president candidates, Sndres 
Townsend Ezcurra and Luis Negreiros. Villanueva 
was an old line APRA leader who had come up 
through the ranks. He had a Chilean wife and a 
reputation for strong arm tactics. Tie more 
gentlemanly, cultured Tbwnsend had challenged 
Villanueva unsuccessfully to be the presidential 
candidate in a fight which laid the basis for 
the subsequent APRA internal divisions. Subse
quent to Villanueva's selection, the political 
parties ware discussing the necessity of a 
national concensus to permit the orderly turn
over of the government to the civilians. There 
were various rumors of alliances between the AP, 
the APRA, and the conservative PPC to reach this 
resuLt. It was even rumored that the Marxist 
FOCEP might be included in the alliance although 
the left itself was working on the creation of a 
unified front.

By late fall Peru was able to come to a con
ditional agreement with the IMF for 1980 re
garding its recommended goals for increases in 
international reserves, credit to the public 
sector, and expansion of liquidity. This agree
ment was necessary for further IMF financial 
backing; however, it was less necessary than in 
previous years because of the economy' s improve
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ment.

The problem of a new petroleum tax law and 
the renegotiations of the existing petroleum 
contracts was the major concern for foreign in
vestors in the latter half of 1979. The minis
ter of energy and mines had announced in October 
that his ministry was concluding the basic 
guidelines for new petroleum contracts which 
would be attractive to both national and foreign 
investors and at the same time protect the 
nation's interests. He mentioned that state, 
national, and foreign joint ventures in oil com
panies would be permitted; however, the way the 
government would attract investment and what 
would be the form of the new legislation was 
unknown.

The new legislation was issued on December 7, 
1979 and included Decree law No. 22775, a new 
tax law for petroleum conpanies, and Decree 
law No. 22774, the bases and authorization for 
Fetroperu to negotiate new oil contracts and 
renegotiate existing ones with Occidental Petro
leum, Belco Petroleum, and their partners.2 A 
surprising innovation in the bases was that all 
secondary recovery operations, except for those 
presently under contract, would be reserved 
for Fetroperu. This killed the Mapco deal.

On December 8 both ministers gave speeches on 
national television and radio which were clearly 
nationalistic. Doctor Silva Riete called for 
national unity to enable Peru to renegotiate the 
oil contracts with firmness and justice. He

2. Fbr a more conplete discussion of this sub
ject, see Chapter 15.
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stated that the decision taken to renegotiate 
the contracts had been taken with revolutionary 
m a t u r i t y He also made it clear that Betroperu 
should be strengthened and that any foreign in
vestment in the oil sector by a limited amount 
of ccnpanies should be complementary to national 
investment. This particular point was consis
tent with the ideological stand expounded
throughout Doctor 
public servant.

Silva Riete's career as a

Ebreign investors reacted very negatively to 
the legislation. They had anticipated that Peru 
would decide to sign up some new oil ccnpanies 
under stricter bases and then renegotiate Belco 
and Occidental. Ifcwever, the government chose 
to do the opposite, and opted for a very 
nationalistic stand which caused investors to 
lose confidence although the legislation, when 
catpared to that in other parts of the world, 
was not overly harsh. Moreover, the Pe troperu 
tax problem had to be solved fcy transferring 
the conpanies' tax burden to them and giving 
Peru a larger share of its oil. Mining 
investors were also alarmed because they feared 
that if the government would revoke the tax 
stability provisions of the petroleum contracts, 
it might do the same in mining. All petroleum 
contract negotiations were suspended, pending 
an indication how the government would 
renegotiate the existing oil contracts.

The government's handling of certain other 
issues such as taxation, devaluation, decentral
ization, the bureaucracy, and continued lack of 
credibility also failed to instill civilian con
fidence. They made an attenpt before year-end

3. El Peruanot December 10, 1979.
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to solve the decentralization problem by issuing 
a new decentralization law which included tax 
incentives for conpanies established outside 
Lima. The law also indicated that public com
panies, for example, Petroperu, mist establish 
their head office in the capital of the depart
ment or place where they carry on their major 
activity. The personal income tax deductions 
were also increased to relieve the heavy tax 
pressure on the middle classes. However, the 
newspaper problem was not solved, and the ex
owners issued a declaration on December 28 in 
which they demanded the return of the news
papers. It was clear that the government had 
no ready answer because President Morales 
Bermudez indicated that any solution must guar
antee worker participation in management and 
labor stability for the workers of each news
paper.

January 1980 economic figures confirmed that 
the government's economic programs were bearing 
fruit. All economic sectors experienced posi
tive growth in 1979 except for the public sec
tor. Mining was the leader, up 10 percent. In
dustry had a 2.6 percent growth rate, up from 
minus 2.1 percent in 1978. The earlier fore
casted export figures proved correct with an 
estimated $3.4 billion in exports and $2 billion 
in imports. The only major problem was the 65 
percent inflation figure.

During January certain changes were made to 
make the petroleum legislation more flexible. 
The government established its negotiating team 
led by an insurance executive Dr. Jamie Garcia 
Ribeyro, a personal friend of Doctor Silva Riete 
and negotiations began by the end of the month 
amid rumors that the lazard Eteres-Kuhn loeb 
investment banker team was directing the negoti
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ations. The team's position from the start was 
a 50-50 production split with the taxes paid fcy 
the oil companies. The deadline to file 1978 
and 1979 tax returns, and, implicitly, to agree 
to new terms, was April 30, 1980.

During late 1979 and early 1980, Eteru dis
tanced itself from its former political ally 
Cuba because of a diplomatic incident in which 
refugees had sought asylum in the Eferuvian 
Embassy in Cuba. The poor treatment of the 
Cubans by their government was important for the 
Peruvians to see in an election year when the 
left was campaigning strongly. The APRA’s elec
tion chances depended on its organizational 
strength and not its candidate, Villanueva del 
Caitpo, who trailed Belaunde in early election 
polls. APRA's chance to control the Gbngress 
appeared dependent on a pact with the left as 
the political parties inscribed themselves by 
early February. Initially two new left wing 
coalitions of potential significance were 
formed, the Uhidad de Izquierda (UI), made up of 
the Moscovite comminist FCP, the faction of the 
leftist PSR conprised of the Velasco supporters, 
and an independent part of the Marxist POCEP, 
and the Alianza Revolucionaria de Izquierda 
(ARI), made up of various Marxist, ffeoist, and 
Trotskyite groups. Fifteen presidential candid
ates inscribed themselves by February 28. The 
list included Belaunde (AP), Villanueva (APRA), 
Luis Bedcya Reyes (PPC), Gernaro Ledesma 
(FOCEP), and Hugo Blanco (PRT).4

4. Blanco split with the moderate left at the 
last moment and ran under the banner of his 
own Trotskyite party, the Bartido Revol- 
ucionario de los Trabajadores (PRT). This 
split had an impact on earlier election
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The government resolved another of its prob
lems in February when it agreed to solve the 
cement problem for at least the Rizo Patron fam
ily's Oementos Mdino and Oementos Norte 
Pacasmayo. The government reserved the owner
ship and right of use of the cement conpanies 
and had the right to grant concessions. Both 
conpanies were to be given in concession to 
their former owners and the state, 51 percent to 
49 percent. Concession contracts were signed in 
April. The owners of Cementos Lima resolved to 
continue their fight in the courts. In other 
areas encouraging to investors, the government 
continued to negotiate its Andean Pact automo
tive program assignments in which Volkswagen and 
Renault appeared favored. Mineroperu was final
izing negotiations with an Italian firm for a 
$250 million turnkey project for the Gerro Verde 
II copper deposits. Betroperu was granted a 
$32.5 million loan by the World Bank to carry 
out secondary recovery work in Talara.

Despite continuing problems of unenployment, 
poverty, inflation, and a large external debt, 
the last year's high commodity prices and suc
cess in the non-traditional export area enabled 
Peru to lock to politics as a prime concern

predictions which shewed the following

Candidate %
Be launde 29
Villanueva 28
Bedcya 15
Blanco-Barrantes 12
Ledesma-Del Prado 10
Others 6

Peru Economico, December, 1979.
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rather than economics. The political parties 
commenced campaigning in earnest, and apprehen
sion grew that no candidate would get 36 percent 
of the vote and thereby cause a run-off election 
in the Congress. 5 Many persons believed that 
the military had encouraged the proliferation of 
parties to create chaos and keep themselves in 
power.® Due to the split of the left, the major 
parties involved in the election were the con
servative PFC, the AP, and the APRA. Predic
tions in late April indicated that the AP and 
the APRA would get 25 to 30 percent of the vote, 
the PPC, a lesser percentage, and the left, ap
proximately 20 percent.

Average petroleum production in 1979 was one 
hundred ninety-two thousand barrels per day. 
Domestic consumption was one hundred twenty-six 
thousand barrels per day, and exports averaged 
approximately sixty-six thousand barrels per 
day. Oil exports accounted for $650 million in 
export earnings? however, calculations showed 
that by 1983 or 1984 Peru would no longer have 
an exportable oil surplus. Production at year- 
end was up to approximately two hundred five 
thousand barrels per day. Thus, it was import
ant for the government to reach a final agree
ment with the oil companies. There ware intri
cate negotiations with Belco and Occidental from

5. Concern was voiced over possible chaos and 
military intervention as occurred in 
Bolivia after two consecutive inconclusive 
elections of Bolivian presidents.

6. Others thought that the military might vote 
themselves out in 1980 and come in again in 
1982 or 1983 as had occurred several times 
in recent history in Argentina.
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February through April lead personally by Doctor 
Silva Fuete. Amid rumors of Occidental's im
pending expropriation, its chairman of the board 
Dr. Armand Hammer flew to Lima to resolve pend
ing points. Apparently a possible expropriation 
of Occidental was discarded as infeasible by the 
government when Petroperu informed it that they 
lacked the necessary technicians to run the 
Occidental oil fields.

The bases of the new contract agreement with 
Occidental for its jungle areas were signed on 
April 30 and were subject to the subsequent re
negotiation and re-drafting of the existing con
tracts. Ibtroperu agreed that Occidental would 
receive 50 percent of the oil produced as a base 
amount and reduced percentages for production 
over one hundred fifty thousand barrels per day. 
Occidental agreed to pay its future income 
taxes. The bases for the renegotiation of the 
Belco contracts for its offshore blocks in the 
north were almost the same.

The agreement for the renegotiation bases 
cleared the air for the elections because the 
government had now resolved, subject to final 
signature, the most pressing political and econ
omic problem facing it. It was significant that 
the government was able to negotiate the 50 per- 
cent-50 percent split and to obligate the con
tractors to pay their own taxes. This attested 
to the profitability of the previous contracts 
and the possible viability of the new contracts 
as a formula although it was clear that 
Occidental and Belco had no alternatives except 
to sign or to leave lteru. Nevertheless, it 
should be remembered that the risks for the con
tractors were low inasmuch as Occidental had 
almost recovered its original investment, and 
Belco had done so years before. The formula
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appeared harsh for new investors.
Mearwhile, governmental spending picked up 

inasmuch as the military apparently desired to 
spread the wealth around in order to improve 
their image. They appeared to want to spend the 
excess cash from the export surplus and to ap
pease the masses to avoid a "protest" vote for 
the left on May 18. Inflation continued to in
crease and the government continued certain sub
sidies on cocking oil, sugar, and flour.

During March and April the electoral tide 
turned against the APRA which was hurt by the 
death of Haya de la Tbrre resulting in faction
alism and internal disputes, a badly focused 
pcpuList canpaign strategy which did not expand 
their electorate, and their reputation for to
talitarianism. ̂ Ex-president Belaunde com-

7. The election and future events proved the 
correctness of the theory that the APRA 
leadership would eventually self-destruct 
due to old age and outmoded ideas. Carlos 
Delgado Olivera, Testimonio de Lucha (Lima, 
Peru, Ediciones Peisa, 1973), p. 105. Ebr 
the APRA in general, see Richard lee 
Clinton, "APRA: An Appraisal", XEI Journal 
of Inter American Studies and: World Affairs 
2 (£pril 1970) and Grant Hi Hiker, The 
Politics of Reform in Peru, The Aprista and 
Other Mass Parties of Latin America 
(Baltimore and London: The Johns napkins
Press, 1971).
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menced to forge ahead due to a combination of 
anti-APRA and anti-military sentiment as well as 
his cwn personality. Thus, on May 18 amid a calm 
atmosphere, 5,306,816 Peruvians voted, casting 
4,123,756 valid votes, and elected for the sec
ond time Fternando Belaunde as the president. 
The AP had not been hurt by its not participat
ing in the Constitutional Assembly. 1b every
one's surprise Belaunde had exceeded the 36 per
cent of the vote needed to be elected on the 
first round of voting. The APRA received 
1,129,971 votes, almost equal to their vote for 
the Constitutional Assembly. Ifcwever, their 
percentage of the vote had slipped as the re
sults of the elections were:

%
AP 45.4
AERA 27.4
PEC 9.6
Left wing parties 15.8
Others 1.8

In Congress the AP won 98 of the 180 seats in 
the Chamber of Deputies and 26 of 60 seats in 
the Senate. It appeared that a possible coali
tion with the PEC would insure support for Pre
sident Belaunde in both houses, a pledge which 
was given for a two year period on June 14. The 
left surprisingly only elected 10 congressmen 
and 9 deputies and appeared to be virtually el
iminated as a force for the present time.

One weakness in the Belaunde election was its 
lack of support in the labor union area domina
ted by the APRA. Moreover, many observers be
lieved that his economic policies were unclear 
and a promise to create one million new jobs 
utopic. Even though Belaunde believed in a lar
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ger state role in much of the economy, there 
were clear signs that many of the present state 
companies would be returned in part or in their 
entirety to private hands. The treatment to be 
expected by foreign investors was unclear al
though even if Decision 24 were to be adhered 
to, its application would be more flexible and 
contribute to a more relaxed operating climate.

After the election, the Revolutionary Govern
ment continued to finalize unresolved problems 
during its last days in office. A loan of $121 
million was obtained to continue the financing 
of the Majes irrigation project. to official 
Soviet delegation arrived in Lima to sign a con
tract to undertake the Olmos hy3 roelectrie and 
irrigation project whose first stage cost was 
estimated at $525 million. The depressed auto 
industry started to revive due to increased de
mand and better liquidity.

The Ministry of Energy and Mines announced 
the solution to the impasse which had developed 
over the Occidental-Br idas-Petroperu secondary 
recovery project in the Talara area. The bases 
for renegotiations were signed on June 7, and 
the parties agreed to convert the contract to a 
risk-service contract retroactive to January 1, 
1980. The parties agreed that they would estab
lish a new company, Petrolera Latinoamerica S.A. 
(Petrolatina), with ownership participation of 
Occidental (49 percent), Petroperu (26 percent), 
and Bridas (25 percent) to carry out the con
tract. The agreement was significant because it 
was Petroperu’s first equity participation in a 
petroleun venture with a foreign conpary. This 
particular formula had been outlined in the con
tract bases in December 1979 and had been dis
cussed previously with Mapco in their unsuccess
ful secondary recovery negotiations.
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By July 18 Occidental, Belco, and Bridas had 
signed all the negotiated production sharing 
contracts and their problems with the present 
government were over. However, the introduction 
of the equity participation formula caused nego
tiations between Betroperu and Royal Cutch 
Shell, Husky Oil, Superior Oil, and Vfriitestone 
International to stall. It appeared that any 
new deals would wait for the new government.

President Belaunde was inauguarated on July 
28, 1980. The Peruvian Revolution of the Armed 
Forces was over, and a new era of democracy com
menced. The Belaunde Independence E&y speech 
was in sharp contrast to the military demogogery 
of the prior twelve years. Unfortunately the 
speech was a mixture of rhetoric and promises of 
prosperity and reform and led observers to adopt 
a wait-and-see attitirle regarding what the new 
government would do. The speech included prom
ises of reform in education, infrastructure and 
health, and the continuation of the various ir
rigation projects commenced in earlier years. 
The president indicated that more oil contracts 
would be signed and that the first priority in 
foreign relations was to improve relations with 
Peru's frontier neighbors. Due to increased 
labor tensions, President Belaunde offered a 
corrplete employment program of salary increases 
and inflation indexed earnings, and called for 
labor tranquility to work for the progress of 
Peru.

The most significant measures taken by Pre
sident Belaunde were the appointment of his cab
inet and the return of the newspapers to their 
owners. Dr. Manuel Ulloa was appointed premier 
and minister of econorty, finance, and commerce. 
Ulloa's ability to present a coherent economic 
plan to enable Peru to develop without fueling
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inflation due to excess public spending will be 
the key to success of the fragile Peruvian ex
periment at democracy- The appointments of in
ternationally-known economists Pedro Pablo 
Kuczynski as the minister of energy and mines 
and Dr. Richard Webb as the president of the 
Central Bank are also significant.

The Revolution is now over. Its successes 
and failures can only be judged in future years 
when we are able to see their irrpact on the 
Belaunde presidency. The Peru of 1980 is dif
ferent from 1968? however, it is clearly not an 
inproverrent in many areas. It will be the task 
of President Belaunde and all Peruvians to re
build Peru, inprove on the good of the 
Revolution, and correct the bad if the model of 
representative democracy in the southern part 
of South America is to survive.
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PART IV

THE REVOLUTION'S METHODOLOGY
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CHAPTER 12

CONSTITUTIONAL ABUSE AND USE OF THE LEGAL SYSTEM

Curing the Peruvian Revolution the 
Revolutionary Government of the Armed Ebrces of 
Peru tried to govern in a structured, rules- 
oriented, legalistic system primarily because 
their training made its leaders most comfortable 
in this type of society where authority ruled 
supreme. Thus, the use of law and the legal 
system in the Peruvian Revolution, and the use 
of Article 5 of the Statute of the Revolutionary 
Government, is a necessary part of the discus
sion of governmental investment actions and in
vestor reactions from 1968 to 1980 because in
stability in the rules of law, and knowledge 
that such rules changed at the stroke of a pen 
affected the investment climate and hindered 
investment during the Peruvian Revolution.

In the twelve years in which the 
Revolutionary Government was in power, it en
acted a voluminous amount of legislation. If we 
are to talk only about the number of laws, there 
were 6151 decree laws from October 3, 1968 to 
July 28, 1980, as corrpared to only 17062 laws 
and decree laws dating back to 1904 when number
ing of such legal dispositions began. The 
volume of legislation did not always produce 
good results due to faulty drafting and incom
plete conceptualization of the problems to be 
regulated or solved by a particular law. More
over, in the Second Hiase of the Itevolution 
often the underlying theoretical basis of the 
legislation demonstrated serious flaws because 
the combination of social reform with business 
legislation in a country in economic crisis 
does not attract investors. The government 
issued incentives to save investors money
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which were almost always, if not conpletely, 
nullified by other provisions in the same laws 
which would cost the investor more money.

As far as lawmaking in the First Ihase, a 
well-quoted criticism of the agrarian reform 
made by a Peruvian agricultural expert at 
CADE-76, Eduardo Watson Cisneros, indicates the 
problem faced in all sections by lawyers and in
vestors:

The Agrarian Reform was modeled and carried 
out with very little participation of the 
true professionals and persons knowledgable 
of agriculture, you know, it was placed 
... in the hands of lawyers, pseudo
sociologists, and other persons ignorant 
of agriculture....1

This particular comment was heard in regard 
to almost every sector. If lawyers did inter
vene, they generally knew nothing of the business 
involved or were anti-business. Businessnen, in 
general, did not intervene in the reforms as 
they ware drafted, and the publication of many 
of the reforms was so shocking and surprising 
that investor confidence in the legal system 
dropped substantially.

The absence of any checks and balances be- 
tvfcen the executive and legislative branches 
created this problem. In accordance with the 
Revolutionary Statute, President Juan \felasco 
Alvarado had assumed the executive and legi
slative functions. Moreover, by late 1969 the 
government took steps to insure that the

1. La Cronicat November 21, 1976.
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judiciary would no longer be independent and 
would follow its dictates.

In December 1969 the Revolutionary 
Government formed the Qonsejo Nacional de 
Justicia (CNJ). This council had two represent
atives from each branch of the government, plus 
four other members. It was clearly dominated by 
the Revolutionary Government and presented a 
problem for an impartial judiciary inasmuch as 
it also appointed all judges. The same law 
which established the CNJ declared vacant all 
the judgeships of the Supreme Court and enabled 
the government to place its cwn men in the high
est court of the judicial system. Subsequent 
legislative actions in 1973 imposed President 
Velasco's desire to dismiss the criminal section 
of the Supreme Court in a disagreement over the 
outcome of a court case. Several times in both 
the First Phase and the Second Ehase the age of 
retirement of Supreme Gourt justices was changed 
to appoint new judges or dismiss unacceptable 
ones.

In addition to the legislative changes of 
the Supreme Gourt, a separate court system was 
created for agrarian, labor, and Labor Community 
cases. Ehch system had two stages and no appeal 
to the ordinary court system. Therefore, by 
1978 Peru had in practice five Supreme Courts: 
civil and penal, military, agrarian, labor, and 
Labor Community. This particular system was 
criticized by most Peruvian lawyers and viewed 
as a political mechanism to protect the govern
ment's agrarian, labor, and Labor Community 
reforms. The labor and Labor Community courts 
were combined in early 1979. The creation of 
the new courts, the reorganization of the 
Supreme Court through the judiciary council the 
CNJ, and the existence of the Evolutionary
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Statute which could take precedence over the 
Constitution in the case of a conflict, all 
created an atmosphere of juridical insecurity.

Moreover, the siioordination of the 
Constitution of 1933 to the aims and goals of 
the Revolutionary Government created a new ap
proach, the application of what has been termed 
revolutionary interpretations of the law by re
volutionary lawyers. This approach vras merely 
the application of the law in an arbitrary 
and uneven fashion to reach the desired 
political solution to a legal problem and was 
often the absolute refusal to accept legal 
interpretations when such interpretations re
sulted in solutions opposed to current politi
cal thought. This particular attitude was best 
expressed by the words of the APRA lawyer Dr. 
Javier Valle Riestra, ugandization of the 
law.  ̂ His words had followed those of his fel
low party member Dr. Carlos Ehrique Fferreyros 
when interviewed in exile in Mexico in 1975; he 
stated that Peru was in a "profound juridical 
crisis."-* These attitudes were sunmarized by 
the editorial headline in El Tiempo in 1977 
which stated "without justice, there is no con
fidence. "4

Obviously the Revolut ionary Government's
attitude toward law and the legal system had its

2. a b c , June 1-15, 1977.
3. La Cronica, August 25, 1975.
4. El Tiempo, May 25, 1977. The editorial

dealt with the cement conpany expropria
tions by which many Peruvian investors 
were seriously prejudiced.
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proponents and its defenders at the high levels 
of the government. Gen. Jorge Fternandez 
Maldonado, the Revolution's left-leaning mini
ster of energy and mines in the First Phase, and 
premier during part of the Second Phase until 
his forced retirement in July 1976, referred to 
pre-revolutionary law as the old legalistic law 
which was unjust. When he spoke, he often 
tended to establish the opposites of law-anti- 
law, justice-injustice, truth-falsehood, revo
lution-anti-revolution, and liber at ion-imperial
istic oppression.5 Moreover, his wards of 
contempt about the legal system in general 
were best stated at the Marcona Mining Cbnpary 
installations the day after the ffercona expro
priations in 1975:

We have made triumph law over anti-law, 
justice over injustice, reason over the ir
rationality of petty lawyers...[and refer
ring to Marcona's Peruvian lawyers' con
duct] a devalued manner to focus law and 
prostitute it through legal artifaces to 
oppose that legal to that just.. .and to 
deal in their own benefit with the laws and 
the dispositions...

In another instance of revolutionary
thirking in 1974, General fiasco himself ad
dressed the issue of the interpretation of a 
loan agreement with the Japanese to finance the 
Nor-Peruano pipeline. He stated that since the 
military did not need to know law, they had gone 
to lawyers with a revolutionary mentality who 
would understand laws as seen through the

5. La Prensa, July 26, 1975.
6. Ibid.
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Revolution. Moreover, he reiterated that if the 
Constitution were in conflict with the 
Revolutionary Statute and the desires of the 
government to do a certain thing, the government 
would take the needed actions based on Article 5 
of the Revolutionary Statute.7

Certain jurists and scholars backed the 
government's approach, and they clearly were 
those rewarded for their attitudes. Dr. 
Ezequiel Ramirez Novoa, a CNJ member, praised 
the decisive intervention of the state to defend 
national wealth and push forward social gains. 
He indicated that such social gains had produced 
".. .a fundamental change in the structure of law 
which has caused the creation of new juridical 
institutions."® He then referred to such 
changes as the takeover of the press, the 
agrarian reform, the nationalization of natural 
resources (IRC), and the Industrial Gbmnunity. 
These wards were backed by those of the presi
dent of the Supreme Gourt, Dr. Francisco Velasco 
Gallo, who pointed out that the courts were 
applying with a social and a humanistic sense 
both those laws given prior to the Revolution 
and those given by the Revolutionary Government. 
He stated that the "Revolutionary Government is 
creating a law for the good and the progress of 
all Peruvians."®

It appeared that if the lawyers and judges 
alone had applied the law in a revolutionary 6

7. Henry Pease Garcia and Alfredo Filomeno,
eds., Peru 1975; Cronologia Politics
6 vols., (Lima, Peru, Desco, 1977) IVil063.

8. La Cronica, August 23, 1975.
9. La Cronica, August 25, 1975.
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manner, a certain amount of fairness might have 
prevailed. However, political considerations 
intervened, legislation was passed, and actions 
taken through the guise of the legal system 
in order to stop threats to the Involution. 
Hie controlled press even stated that law 
should be used to defend the prestige and 
existence of the involution. M y  opposition 
might be termed as a "felony of counterrevolu
tionary activism. " H

Hie end result was that the Peruvian legal 
system did not function fairly or provide pro
tection to all of its corporate and natural 
citizens from October 3, 1968 to July 28, 1980.
Hie legal system on its face appeared to be a 
sound functioning entity in which the ordinary 
principles of justice, fairness and equity pre
vailed. The system, however, promoted a fear of 
arbitrariness and politically-based decisions at 
various levels of the bureaucracy due to fear 
of making a wrong, or u nrevolu t ionaiy deci
sion. The three new court systems, the agrarian 
courts, the labor courts, and labor Gbmnunity 
courts, became political tools to implement the 
acceptable legal results desired by the govern
ment in these areas.

In the case of legislation itself, the rapi
dity by which a decree law could be passed to 
assist a certain pressure group, or to harm 
another, became a factor in creating the atmos
phere of instability. Such instability becomes 
apparent when one locks at a very characteristic 
case of the long arm of revolutionary law in the 
First Ehase. TWo days prior to the * 11

10. La Cronica, January 9, 1975.
11. Correo, August 7, 1975.
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expropriation of the Gulf Oil subsidiary in 
Peru, its general manager told the Uhited 
States Ambassador that he foresaw no problem 
concerning the revelations of Gulf bribery in 
Bolivia in the late 1960s inasmuch as there had 
been no wrongdoing in Peru. Decree law No. 
21141 of May 13, 1975 decreed the expropriation 
of Gulf's properties for international dishones
ty. The rapidity of the Marcona Mining Goirpany 
expropriation in July 1975 can be cited as 
another exarrple of the arbitrariness dealt by 
the quick stroke of a pen.

During the First Ehase of the Peruvian 
Revolution, arbitrariness was often manifested 
in the passage of laws aimed against certain 
groups, for example, the Peruvian industrial
ists' lobby the SI, and in the interpretation of 
the laws themselves, for example, the large back 
tax claim against the Exxon subsidiary IRC which 
resuLted in IFC owing Peru money far in excess 
of the value of its expropriated properties. 
This arbitrariness was also seen in the Second 
Phase. The ex-government-backed agrarian con
federation, the CNA, the creation of the Firs 
Phase and the the representative of the Peruvian 
Revolution's emancipated farmers, was dis
solved by President Morales Bermudez's govern
ment in June 1978 after having fallen into 
disfavor. Decree Law No. 22339 of November 14, 
1978 established the felony of abuse against the 
armed forces and police and all related in
stitutions as any actions taken publicly to of
fend or injure them in ary manner. Such offen
ses were to be tried in the military court 
system. These measures were taken against the 
left wing political parties and the weekly press 
in order to stop criticise of the armed forces.
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As a general principle of Peruvian constitu
tional law, a law was not in force until the day 
after its publication. 12 Nevertheless, there
were a number of laws since 1968 which were not 
published in the daily government newspaper, El 
Peruano, and which had force and effect for 
the Revolutionary Government. Based on a study 
of the well-known and reputable legal corrpil- 
ations Normas Legales and Compilacion de la 
Legislacion Peruana, it appeared that from 
October 3, 1968 to July 28, 1980, 190 laws were 
not published. Ninety-one of such laws are 
from the period, 1974 to January 1, 1979 and
sixty-seven from January 1, 1979 to July 28, 
1980. This particular mode of behavior, and 
the subsequent discussion of Article 5 of 
the Revolutionary Statute and its use by
the Revolutionary Government, leads one to
conclude that both failure to publish certain 
legal dispositions, and the use of Particle 5 
of the Revolutionary Statute became more 
common as the Involution started to tread on 
unknown waters and flounder in the sea of 
theory.

Most lawyers believe that a number of the 
legal instruments which remained unpublished 
were laws sanctioning pay raises for the mili
tary and the police, laws governing military 
promotions, arms purchases, and international 
loans. The defense of national security could 
be utilized to justify the non-publication of 
larfs on military promotions and arms purchases? 
however, the general climate of rumors in Lima 
since 1968 was such that the failure to publish 
legal dispositions created great mistrust and

12. Constitucion Politica del Peru (1933), 
Article 132.
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lack of confidence.

The use of Article 5 of the Evolutionary 
Statute was the most flagrant abuse of the legal 
system. The statute's Article 5 states: "The
Evolutionary Government will act in conformity 
with the dispositions of the present statute and 
those of the State Constitution, laws and other 
dispositions as long as they are compatible with 
the Evolutionary Government's objectives. "13 
Article 5 was similar to the military legisla
tion used in Argentina in 1966.

This article gave the Evolutionary
Government a free course of action and was used 
to overcome express constitutional provisions 
regarding annual budgets of the republic, 
prohibitions of receipt of more than one salary 
from employment with the state, 15 prohibitions 
against retroactivity of laws, 16 prohibitions 
against expropriation of property without public 
utility, cause, and previous payment of fair 
compensation!7 and the guarantees of freedom of

13. Decree law No. 
Article 5.

17063 of October 3, 1968

14. Constituc ion 
Article 9.

Politica del Peru (1933)

15. Constituc ion 
Article 18.

Pol itica del Peru (1933)

16. Constituc ion 
Article 25.

Pol itica del Peru (1933)

17. Const ituc ion 
Article 29.

Pol itica del Peru (1933)
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the press. 18 Moreover, the article had 
been used to justify the denial of entry 
Peru of Ebruvians temporarily abroad,!^ 
deprive Peruvians of their nationality,^0

also
into
to

and

18. Constitution Politics del Peru (1933), 
Article 63.

19. Article 67 of the Constitucion Politics del 
Peru (1933), states that "the right to 
enter, pass through and leave the territory 
of the Republic is free, with the limit 
that will be established in penal and 
health laws and laws for foreigners." 
Article 5 of the Revolutionary Statute was 
invoked at least tacitly in the case of a 
Peruvian industrialist Raymundo Duarte when 
he was refused entrance from Ecuador in 
1973 because he had been leading the cam
paign of the Peruvian industrialists' 
lobby, the SI, against the General law of 
Industries.

20. Constitucion Politics del Peru (1933), 
Article 7, states that the Peruvian nation
ality is lost if one serves in the arny of 
another state without congressional permis
sion, or works in a position of power for 
another state, or acquires nationality of 
another country except in certain cases of 
Spanish citizenship. Both newspapermen 
Eudocio Ravines and Manuel D'Ornellas were 
deprived of their citizenship in the First 
Phase. D'Ornellas subsequently recovered 
his citizenship in 1976, but fevines. died 
in Mexico in 1979 without recovering Peru
vian citizenship.
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to deport political opponents. 21 Article 5 
of the Revolutionary Statute was used numerous 
times to deport Peruvians of all ideological 
leanings from right wing journalists, lawyers, 
and political figures to left wing lawyers and 
journalists. P& a general rule, especially 
in the First Phase, those persons who were 
too openly critical of the regime got a free 
trip to either Argentina, Panama, or Spain; 
this treatment continued in the Second Ihase.

Article 5 was usually not invoked for most 
reform measures in the First Phase. It was pri
marily used for purposes of carrying out expro
priations. As indicated previously, a more com
mon use of Article 5 in both phases of the 
Peruvian Revolution was to enforce various acts 
against individuals or groups of individuals in 
order to infringe on certain liberties, to de
port them, deprive them of their nationality, 
and close their newspapers and periodicals.

The history of Article 5 indicates that its 
use had become more prevalent when the govern
ment did not feel on strong ground. From 1968 
to 1972, Article 5 was cited ten times, and from 
1973 to 1975, the article was cited fifteen 
times. Subsequently it was used eight times in 
1976, twenty-one times in 1977, and nineteen 
times in 1978. Hcwever, its usage was infrequent 
in 1979 and 1980 as the military tried to appear 
more constitutionally oriented. This conpilation

21. Constitucion Politics del Peru (1933), 
Article 68, states that "no one can be sep
arated from the territory of the Itepublic, 
nor from the place of his residence, except 
in the carrying out of a court order, or by 
application of the law of foreigners."
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does not contain all the times in which the 
article may have been cited in order to deport 
political opponents. Early citations of the 
article are only significant in the case of the 
General Law of Uelecomnunications in 1971, the 
fishmeal conpany expropriations in 1973, and the 
Gerro de Pasco expropriation at year-end 1973.

A conclusion regarding Article 5 in the 
first years of the First Phase is that it had 
various uses. It was used as an administrative 
tool to discipline individuals and groups. In 
some cases it was used to do beneficial acts for 
individuals. However, its largest and most pre
valent use was to expropriate property. In the 
Second Phase, it was used at times to change the 
existing reforms, for exanple, the new 
Industrial Comnunity Law. In regard to expro
priations, the Article 5 usage demonstrated the 
growing military desire to become the leaders of 
a state-controlled society.

It was with the 1974 expropriation measures 
that the Revolutionary Government clearly indi
cated that future Article 5 usage would be arbi
trary and uneven in its application. The law in 
question established procedures to expropriate 
entities in the basic industry sector, especial
ly the cement corrpanies which were primarily 
owned by Peruvian capital. The corrpanies were 
expropriated in violation of the pronpt and just 
payment and public utility provisions of the 
Constitution of 1933. Moreover, there appeared 
to be some question whether Article 23 of the 
Peruvian Constitution was violated which states 
that both Peruvians and foreigners would receive 
equal treatment under the law.22 Hie for-

22. Constituc ion Politica del Peru (1933), 
Article 23.
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eign shareholders in the basic industry sector 
when forced to sell out obtained prompt com
pensation for their holdings whereas payment 
for Peruvian owned cement factories, i.e., 
Gementos Andino and Gementos Norte Bacaanayo, 
remained an issue until 1980.

The expropriation of the cement industry 
dominated by national investors was justified by 
the use of Article 5 as was the expropriation of 
the Peruvian owned daily newspapers of national 
circulation whose assets were not paid for as of 
July 28, 1980. The cement industry and the 
press expropriation were several of the major 
mistakes of the Revolutionary Government. The 
owners of the cement factories waged a campaign 
against the government in which they indicated 
that the expropriations did not allow one to be
lieve that the respect for law and justice was 
re-established and the companies themselves 
asked whether the law was the same and applied 
equally to everyone. They consistently referred 
to the expropriations of Osrro de Pasco, 
Marcona, Empresas Electricas, and Hidraandina 
for which the foreign shareholders were 
paid in foreign currency. "In the aforementioned 
expropr iations, the Constitution has been re
spected in benefit of the foreigners. "23

Hie entire problem of the cement companies 
and the press is one of property rights and the 
Revolutionary Government's change in approach in 
respect of the prevailing legal system. A new 
legal order and concept of property seemed to 
have been developed. In the old order the 
Peruvian Civil Code had granted the owners of 
property the right of possession, enjoyment, and

23. La Cronica, April 29, 1977.



Use of the Legal System 333

disposition of the property. 24 The 
Constitution had guaranteed private property 
subject to the social interest. 25 Inasmuch as 
disputes arising out of expropriations gen
erally dealt with the property valuation and the 
requirement of previous payment and not the 
problem of expropriation itself, the cement con
troversy was not unusual although the conpanies 
generally made a very vocal case that both the 
Organic Law of Judicial Power and the Consti
tution were violated by Article 5. Their basic 
argument was that of insufficient payment, delay 
in payment, and unfair treatment as conpared 
to the foreign shareholders in several of the 
conpanies.

Apart from the problem of the cement com
panies, the use of Article 5 became almost a 
dead letter as regards expropriations after the 
last year of the First Ehase and the first two 
years of the Second Ehase. In the last part of 
the Velasco period, there was the expropriation 
of the Gulf Oil facilities on May 13, 1975 and 
the expropriation of Marcona Mining Company on 
July 29, 1975. The Marcona case used Article 5 
to leave it unclear from the text of the decree 
if Marcona would be paid for its installations.

Initially it appeared in the Second Ehase 
that the government would consider the use of 
Article 5 necessary to change the First Ehase 
reforms. Ebr example, a case could be made that 
the Industrial Gomrrunity Law modifications cite 
Article 5 because the government felt that it 24 25

24. civil Code, Article 850.
25. Constituc ion Politica del Peru (1933), 

Article 29.
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was not on constitutional ground to make drastic 
revisions to one of the pillars of the Peruvian 
Revolution. Somewhat confusing was the Second 
Ehase government's use of Article 5 in repealing 
a tax law which was intended to benefit the 
foreign oil conpanies and Petroperu, but whose 
adverse effects on United States oil conpanies 
regarding United States taxation had not been 
foreseen. Che might argue that Article 5 was 
used to convince observers that the government 
was being revolutionary in repealing a tax law 
which was overly beneficial to the foreigners. 
This conclusion can be reached by reading the 
piiolic statements of Manuel Ulloa, the ex- 
minister of finance under Belaunde. 26 The 
aforementioned commentary on Article 5 and its 
use in the repeal of a tax law for oil conpanies 
shews the uncertainty and juridical instability 
created by this "extra-legal" disposition.

The Evolutionary Statute states that an ob
jective of the government will be to restore 
respect for law and justice. 27 However, ra
pidity of legislative enactments and the lack of 
evenhandedness created a juridical vacuum. 
Distrust voiced both publicly and privately, and 
lack of confidence in fair treatment, left the 
foreign and the Peruvian investor with the im
pression that if their interests were infringed 
upon, or challenged accepted political goals, 26 27

26. oiga, £pril 7, 1977. Doctor Ulloa seamed 
to believe that the law had given vast con
cessions to the oil conpanies and that 
internal government pressures had caused 
its repeal.

27. Decree Law No. 17063 of October 3, 1968,
Article 2.
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they would not be treated fairly. Moreover, the 
inpression existed that if the Revolutionary 
Government did not need you, or perceived that 
it did not need you, the consequences would be 
severe for the foreigner and "fatal" for the 
Peruvian. "The military regime has understood 
Article 5 as a blank check to commit any 
abuse."2“ Article 5 severely curtailed the 
rights and liberty and the property and the 
wealth of all Peruvians because such ideas were 
viewed as bourgeois and counter-revolutionary.

Other abuses of justice committed by the 
Revolutionary Government included denial of the 
right of habeas corpus, denial of the right of 
privacy of hospitalized defendants, trial in 
military courts of civilians who defamed the 
armed forces, and the issuance of decree laws
granting the government the power and right to 
suspend any newspapers and magazines it 
desired. 29 These infringements of liberties 
angered and distressed Peruvians. The military 
had gone far beyond its traditional duty "to 
assure the rights of the Republic, the 
carpiiance with the Constitution, and with the 
laws and the conservation of public order. 30 28 29 30

28. Opinion Libre, September 15, 1978.
29. Article 5 was not used in this case because

of a civilian-military agreement not to 
evoke it as of mid-1978. Surprisingly 
enough, as of President Belaunde's assump
tion of power on July 28, 1980, the
Revolutionary Statute and its Article 5 had 
not been repealed although now the 
Constitution of 1979 governed.

30. Constitvcion Politioa del Peru (1933), 
Article 213.
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In the Constitution of 1979, the Peruvians 
reacted to the years of denial of civil and 
legal rights. The Constitution was approved by 
the Constitutional Assembly on July 13, 1979 and 
entered into force on July 28, 1980. It con
tained many examples of phraseology which clear
ly reflected overreaction to Article 5 and the 
general abuse of the civil rights of the civil
ian population during the last twelve years. 
For example, it states that no one can be denied 
the right to obtain or renew his passport, 31 and 
no one can be tried in courts of exception or by 
special commissions.32 The Constitution clear
ly indicates that no one owes obedience to a 
usurping government or to those who assume 
public functions or employment in violation 
of the procedures established by the laws and 
the Constitution. 33 in regard to the tradi
tional right of asylum, the Cbnstitution 
states that if a person with political asylum is 
expelled from Peru, he will not be delivered 
to the country pursuing him.31 32 33 34 This article was

31. Const ituc ion Politics del Peru (1979), 
Article 2(19). This document is essen
tial to enter or leave Peru.

32. ibid,, Article 2 (20) (1).
33. ibid,, Article 82. All such acts are null. 

The people are given the right to rise up 
in defense of the public order. This 
article is directed against the chance of a 
future coup d'etats.

34. ibid,, Article 108.
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directed at the Revolutionary Government's 
custom of turning over Argentine political 
refugees to the Argentine government.

In another area which shows the Assembly 
members reactions to the Revolutionary 
Government, the state will guarantee the payment 
of the public debt only when contracted by con
stitutional governments in accordance with the 
Constitution and the law.35 Hiis article is 
designed to hinder a future de facto government 
from obtaining as large amount of debt as the 
Revolutionary Government was able to contract 
from 1968 to 1980, i.e., $9.4 billion, and lead
ing the country toward bankruptcy again. More
over, in theory it would impede any future coup 
d'etat leaders from establishing a permanent and 
revolutionary government because of a lade of 
foreign bank financing if foreign lenders were 
unsure if their loans would be backed fcy the 
Peruvian state. In the part of the new 
Constitution which deals with regimes of 
exception, basically states of emergency and 
states of siege, the legislators made clear that 
no one can be deported in those periods. 36 This 
was a reaction to the airlift conducted in the 
First and Second Biases to silence political 
opponents.

The Constitution of 1979 re-established the 
power and independence of the judiciary and its 
exclusivity in its function3' in a reaction to 
the proliferation of court systems in the prior

35. ibid,, Article 141.
36. ibid,, Article 231(a).

37. ibid., Article 233.
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twelve years. Fbreover, it established a 
Gonsejo Nacional de la Magistratura to recommend 
judges for nomination by the president. 38 This 
article was in reaction to the judiciary coun
cil, the CNJ, established in 1969.

In a final slap at the military, the 
Constitution of 1979 established that the armed 
forces and police forces are not deliberative 
bodies. They are subordinated to the 
constitutional power. 39 This same section 
goes on to make clear that civilians are not to 
be submitted to the jurisdiction of the military 
courts or made subject to the dispositions of 
the Code of Military Justice except in times of 
war, acts of treason, or if they violate the 
Selective Service Law.^0

As the last years of the Second Phase devel
oped, the reaction against Article 5 continued. 
The courts at least at the trial court level 
declared Article 5 unconstitutional in regard to 
the cement cortpany expropriations. The use of 
Article 5 almost completely disappeared from the 
legislation, and with the installation of the 
new Belaunde government on July 28, 1980, this 
particular abnormality ceased to govern although 
it was not repealed. It will be up to the 
Belaunde government to re-establish respect for 
the legal system and laws and regain investor 
confidence lost by the use of this revolution-

38. Ibid., Article 245.
39. ibid., Article 278. They are not a gover

ning bocfy or a political party.

40. Ibid., Article 282.
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ary mechanism.41 it is also hoped that legal 
draftsmanship will improve in the next decade 
under the civilian Belaunde regime in order 
to give Peruvians clear legal guidelines under 
which they may live and work with security in 
their country and confidence and trust in their 
lea3ers.

41. A fairly updated bock on Peruvian law and 
all its components can be found in the 
author's portfolio on Peru, 329-2d 
Business Operations in Peru, (Washington, 
Tax Management Inc., 1979).
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CHAPTER 13

INDUSTRY

Earing the Peruvian Revolution, Peruvian 
industry did not grow at the rate which the 
military government and its advisors expected. 
There were various reasons for the lack of sus
tained and coherent growth; however, many ob
servers believe that the military was clearly 
out of their league when they chose the industry 
sector as one of the areas for their experi
ments. The type of advice which they received 
in this area also contributed greatly to the 
deteriorated state of Peruvian industry in 1980 
although Peru's economic crisis in large part 
magnified the problem by applying a liquidity 
squeeze to many already overextended and 
weakened industrial companies.

Prior to 1960 Peruvian industry was in its 
incipient stage. There was a lack of incentives 
to develop on the scale necessary to produce 
sustained industrial growth. However, the gov
ernment of President Prado passed the first 
Peruvian Industrial Promotion law on 
November 30, 1959. This law established an in
dustrial promotion regime which included various 
exonerations from income taxes and importation 
duties and granted reinvestment incentives. 
These incentives varied depending on the loca
tion of the entity, i.e., the Lima-Callao area, 
the coast other than Lima-Callao, the mountain, 
or the jungle area. Moreover, the extent of the 
exonerations and benefits depended on the type 
of article produced by the particular industry.

During the subsequent decade there was a 
substantial growth of industrial output as de
monstrated by the following: 16.8 percent (1961), 
17.0 percent (1962), 17.6 percent (1963), 17.9
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percent (1964), 18.5 percent (1965) , 19.2 per
cent (1967), 19.4 percent (1967), 23.6 percent
(1968), 23.0 percent (1969), and 23.8 percent 
(1970). The growth was enhanced by certain 1968 
tax incentives for specific industrial activi
ties. These included tax exemptions and rebate 
incentives for non-traditional exports (those 
other than products such as cotton, minerals, 
fishneal, sugar), tax benefits for reinvest
ments, exonerations from stamp taxes for the 
canning industry, and similar incentives for the 
manufacture of machinery and spare parts.

Although economists differ on this particu
lar subject,^ by 1968 Peruvian industry was 1

1. Rosemary Thorp argues that the Peruvian in
dustrial process was not self-sustaining 
and that investment would have decreased by 
the end of the 1960s regardless of the 
events in 1968. Rosemary Thorp and 
Geoffrey Bertram, Peru 1890 - 1977 Growth 
and:Policy in an Open Economy, (New York: 
Colombia University Press, 1978), p. 272. 
She also points out correctly that the 1959 
Industrial Promotion Law increased foreign 
domination of industry, ibid., p. 267. 
This argument is presented in a slightly 
different form by E.V.K. Fitzgerald as he 
discussed the "failed" national bourgeoise. 
E.V.K. Fitzgerald, "Peru: The Political
Economy of an Intermediate Regime", 8 
Journal of Latin American Studies 1 (May, 
1976): 71. A dissenting opinion is that of 
the Peruvian Pedro Efeblo Kuczynski who 
argues that in 1968 Peru was ready to enter 
a period of rapid economic growth and the 
domestic private sector was ready to start
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relatively developed. It was not entirely real
istic to state that drastic measures needed to 
be taken in order to stimulate industrial activ
ity. However, the Peruvian industrial base did 
need to be expanded and decentralized. From 
the socio-political standpoint, it could have 
been argued that the workers should have more of 
a share of the profits derived from their labor. 
Up to that time, industry workers received obli
gatory cash bonuses of up to one month's salary 
when the profits of their carp any exceeded 10 
percent of capital in any one year.

During the Peruvian Revolution the 
Revolutionary Government's relations with the 
private industry sector were never clear and 
concise. leaks about future laws would circu
late as rumors in Lima and drafts of proposed 
legislation proliferated. Itowever, it was sel
dom that the military would ask for comments or 
constructive critician from the business com
munity. When a law was finally issued, it often 
contained surprises which had not been included 
in the circulated drafts. Even if the laws were 
sound in general, businessmen and investors re
acted so strongly against the more radical mea
sures that there was little room for dialogue. 
Conversely, when the need to reverse various re
forms was evident, the military issued its 
changes slowly and unevenly in an effort to save 
face and avoid criticism by labor, the left, and 
their own comrades in arms. The slow

major investment in manufacturing. Pedro 
Pablo Kuczynski, Peruvian Democracy Under 
Economic Stress, An Account of the Belaunde 
Administration, 1963-1968, (Princeton, New 
Jersey: Princeton University Press, 1977), 
p.261.
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changes were never sufficient to appease the 
industrialists.

One of the first reforms which the 
Revolutionary Government announced in 1968 was 
" carp any reform" which entailed an attempt to 
redefine the concept of business property al
though no details were given. The focus was on 
the private sector which would become known as 
the private reformed sector because of the in
clusion of the Industrial Gomrrunity.

The General Law of Industries which would be 
the cornerstone of the government's "conpany 
reform" was issued in July 1970 after a draft 
of the law had circulated in lima for several 
months. It was quite innovative and should have 
procbced industrial growth. Its opening pre
amble emphasized that the state had an objective 
to satisfy the general welfare needs of the pop
ulation. The Ffe volu t ionary Government's goal 
was to attain permanent socio-economic develop
ment and permanent and self-sustaining indus
trial development which would contribute to 
effective economic independence. Incentives 
would be granted in order to make the 
development dynamic. The law's preamble also 
indicated that the development sought required 
that those who work be conscious of their social 
function and harmonize their participation with 
the productive process.

The General law of Industries divided in
dustry into four priorities and gave major em
phasis to the basic industries which included 
steel, nonferrous metals, chemicals, fertili
zers, cement, and paper. The law also included 
the sectoral groupings of public, private, and 
cooperative. The basic industries were reserved 
for the public sector.
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The General Law of Industries created vari
ous tax incentives which varied with the indus
trial priority. It granted generous importation 
duty reductions and reinvestment incentives and 
included reductions in the share capitalization 
tax. The various incentives in the law clearly 
favored the first priority industries. They 
were granted up to 90 percent reduction of the 
inportation duties for capital goods and 80 per
cent for raw materials. Moreover, they had re
investment incentives of up to 85 percent of the 
net taxable income. Second and third priority 
industries also had considerable incentives for 
reinvestment; 75 percent and 65 percent of net 
taxable income, respectively, could be reinves
ted free of tax.

The General Law of Industries originally in
cluded incentives for industries outside the 
Lima-Callao area. These industries automatical
ly qualified for the first priority industry re
investment percentage and were granted reduc
tions in their tax base for purposes of income 
tax. These incentives were replaced by the 
Industrial Decentralization law in September 
1971. Its central focus was on industrial acti
vity outside Lima. Ite investment incentives 
were granted of up to 99 percent of net taxable 
income for first priority industry and 85 per
cent for second and third priority. There ware 
tax exonerations for the distribution of divi
dends, including reductions in both corporate 
tax and dividend tax, and additional import duty 
reductions. 2

2. These particular tax incentives and the 
focus of the law ware to encourage national 
investors. Experts, however, generally 
caution developing nations from granting
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The importation duty reductions and savings 
in incone and share capitalization taxes led 
national and foreign industrialists to present 
for government approval numerous investment 
plans in the successive years. Unfortunately, 
these plans' major goal was not only industrial 
ejqpansion, but also to implement their conpany's 
strategy vis-a-vis the Industrial Gbmirunity or 
the Andean Pact fade-out rules. The treatment 
of the basic industry conpanies and the exces
sive amount of red tape required to qualify for 
the incentives under the law were definite dis
incentives. In the case of red tape, the best 
examples were the reinvestment plans which were 
to receive governmental approval within short 
time periods of presentation. Generally this 
was not the case. Industrialists constantly 
were faced with the insecurity of having their 
reinvestment plans rejected on a post facto 
basis after they had been commenced.

Hie Velasco Doctrine, as announced by General 
Velasco in April 1970, and its formula for capi
tal recovery, was included in the General Law of 
Industries. Wholly-owned foreign conpanies were 
required to sign a contract with the state 
through which they would be guaranteed the right 
to recover their capital and obtain a reasonable 
profit. They were obligated to sell off their 
ownership to nationals to reduce it to one- 
third. Seventy-five percent foreign-owned com
panies, however, were allowed to step their

tax exemptions and tax holidays to attract 
foreign investment. See generally David N. 
Smith and Iouis T. Vfells Jr., Negotiating 
Third No rid Mineral Agreements: Promises as 
Prologue, (Cambridge, Massachusetts: 
Ballinger Publishing Gonpany, 1975).
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their fade-out at 51 percent national sharehold
ings. Nationally owned entities could bring in 
foreign shareholders only up to 33 percent of 
capital and had to have the authorization of the 
Ministry of Industry and Commerce. The General 
Law of Industries had a six-month deadline for 
the foreign investors to adopt their sharehold
ings to these rules. However, this deadline was 
changed fcy the law's regulations issued in 
January 1971.

These particular regulations indicated that 
foreign catpanies could reduce their equity 
holdings by the sale of their shares, the renun
ciation of their remittance rights, or fcy ad
vanced sales on credit to the Industrial 
Gomnunity. The time period for 100 percent 
foreign-cwned conpanies to reduce their hold
ings to 75 percent was £pril 14, 1971. However, 
the regulations were unclear how foreign 
branches might divest portions of their owner
ship, and what was the time period required 
for conpanies to reach their 49 percent or 33 
percent foreign ownership requirements. Che 
United States company, ftrmco Steel, even went 
piblic in May 1971 to increase Peruvian parti
cipation.

It was clear that the state would be more 
involved in the plans and programs of industrial 
conpanies because the state had the power to 
approve or deny investments, importations, tax 
plans, and certain share sales. Many foreign 
conpanies initially reacted by starting to de
capitalize their conpanies. Others with small 
capital bases were to capitalize their retained 
earnings to create a larger base from which to 
value shares sold to Peruvian investors or to 
the Industrial Gomnunity. Since a majority of 
the foreign industrial conpanies were wholly-
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owned subsidiaries, the rush was on to find 
Peruvian buyers to reduce shareholdings to 75 
percent before the April 14, 1971 deadline. The 
rules were vague enough to create considerable 
investor uneasiness. There was no definition of 
a "reasonable profit" nor a clear indication 
from where the funds would come to purchase the 
foreign owned shares. The deadline for the 
foreign conpanies to reach the 75 percent owner
ship limit was extended a second time in April.

The initial shodc of the General Law of 
Industries was reduced somewhat, and the rigid 
Velasco Doctrine modified in July 1971 when 
Peru adapted the Andean Pact Decision 24 rules.3 
Although considered strict by the foreign inves
tors, these rules were more flexible than the 
Velasco Doctrine. They permitted a return on 
investment of remittable profits equivalent to 
14 percent of investment per year. Moreover, 
the requirement of compulsory sales of shares to 
national investors applied only in the case of 
foreign investors making an investment after 
June 30, 1971, and existing foreign investors 
desiring to trade within the Andean Pact.

The Andean Pact rules did soften the Velasco 
Doctrine rules, but they also reduced the flexi
bility which had been built into the General Law 
of Industries by its vagueness. At the time of 
that law's passage government spokesmen were 
talking about dealing with industry on a case- 
by-case basis in which each company might nego
tiate its equity sales, profit rates, and 
remittances depending on its industry priority, 
its investment, and the technology required.

3. See Chapter 14 for a full discussion of 
Decision 24.
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The Decision 24 rules provided less room for 
negotiation and in January 1972 the Modifica
tions to the General Law of Industries brought 
that law's provisions in line with Decision 24. 
Hie modifications established that all indus
trial entities with more than 49 percent foreign 
capital participation were obligated to sign a 
contract with the state which would detail the 
conditions and time periods to convert the en
tity into a mixed conpary (49 percent foreign 
capital). The Modifications to the General law 
of Industries reaffirmed the Decision 24 limita
tions on foreign conpanies' purchasing shares of 
national conpanies and the prohibition of for
eign investment in areas where national com
panies could satisfy Peru's needs.

Both the General Law of Industries and its 
modifications contained other provisions which 
shewed the government's approach toward foreign 
investment. The General Law of Industries es
tablished a one hundred eighty day period for 
industrial conpanies to declare their foreign 
investment. This time period was put off sever
al times. Foreign capital was finally registered 
by March 31, 1972 in an unprofessional manner. 
Moreover, all foreign industrial conpanies in 
Peru on July 1, 1971 were to sign contracts by 
December 31, 1972 to sell a portion of their 
shares to Peruvian investors. This deadline was 
eventually extended to June 30, 1974. A simi
lar time period of one hundred eighty days was 
established for the basic industry conpanies to 
sign contracts with the state. This period was 
also extended several times, then set at 
June 30, 1972, and eventually led to the expro
priation of the basic industry conpanies by 
early 1974.

Gertain foreign conpanies had foreseen the
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impending problem of the need for national 
shareholders and taken steps to protect them
selves. The local subsidiary of Sunbeam sold 
48 percent of its shares to its local distribu
tor for Qster products, Reiser and Curioni, and 
"Feruvianized" 3 percent of its equity by re
nouncing remittance rights on those shares. 
This move enabled Sunbeam to became a mixed 
company even before the 1972 Modifications to 
the General Law of Industries. The corrpany re
ported that the share sale improved its rela
tions with the Evolutionary Government and 
helped them obtain foreign exchange easily as 
compared to the other foreign conpanies.

A major point which startled both foreign and 
national investors in the General Law of 
Industries was the creation of the Industrial 
Gomnunity. This innovation had not been includ
ed in the draft of the General Law of Industries 
when it was circulated in the spring of 1970 and 
surprised all investors. They had no model from 
other countries to compare although there were 
vague resemblances to worker participation in 
industry in France and Germany. The Industrial 
Gomnunity was an association of all the workers 
of an industrial company which was to be estab
lished in all industrial conpanies. This group 
as a unit would share in the net taxable profits 
of the company for purposes of a profit partici
pation and an equity participation. The equity 
ownership gave the community the right to vote 
in the shareholders' meetings and the board of 
directors' meetings in proportion to ownership. 
The Industrial Gomnunity's participation in 
pre-tax income was established as 10 percent to 
be distributed in cash to the members of the 
community and 15 percent to be used to reinvest 
in the company in exchange for shares. The 
15 percent could also be used to purchase exist-
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ting shares from the present shareholders. In 
both cases the comnunity would obtain a maximum 
50 percent ownership of the entity in an indef
inite period of time.

The Industrial Gomnunity's alleged purpose 
was to develop harmony and understanding between 
the workers and the owners and was a key element 
of cortpany reform. The workers were to take 
part in the decision making process. This was a 
way to enact one of the aims of the government: 
full participation. Nevertheless, these parti
cular ideas obviously clashed with business re
ality. The cash drain of 25 percent of net tax
able income was significant to industrialists. 
Moreover, fear of the eventual fifty-fifty 
stand off in the shareholders' and board of 
directors' meetings concerned both foreign and 
national investors due to their knowledge of 
the lack of sophistication of Peruvian labor. 
The problem of the Industrial Comnunity being 
involved in the decision-making process of the 
business and thereby in the decision on company 
profitability was the most troublesome to in
vestors. Ebr the foreign investors, this fade- 
out mechanism v©s only marginally beneficial 
because the foreign investors preferred to 
choose to whom to sell their shares.

Industrial investors continually took 
measures to counteract or fight the Industrial 
Comnunity. Most national investors and seme 
foreign investors immediately moved the most 
profitable parts of their industrial operations, 
generally sales and marketing, to commercial 
ccmpanies which had no Industrial Comnunity. 
They often employed accounting me chan i arts to 
push profits into their sales companies, incur
red extraordinary expenses which generated in
come for those companies, and as a general rule
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devoted a great deal of time to circumventing 
the direct participation of the comnunity. In 
order to exclude the Industrial Comnunity repre
sentatives from effective participation in the 
board meetings, management often tock major de
cisions outside the board room or used Ehglish 
or German in the meetings.

The Ihdustrial Comnunity, in effect, helped 
to create two labor unions within already union
ized companies. In non-union companies, it 
created a unionization mechanism. Eton 1970 to 
1975, a study of newspaper announcements of 
Industrial Comnunity positions on labor matters 
clearly indicated that the Industrial Comnunity 
was potentially a negative factor in management- 
labor relations. The communities in most com
panies became labor forces dominated by the 
unions. Both the Industrial Comnunity leaders 
and the union leaders became privileged members 
of the work force. Moreover, the government 
went to the extent of forming the Gonfederacion 
Nacional de Cbmunidades Industriales (CONACI) 
whose only national congress in early 1973 was 
so anti-private industry that the participants 
alarmed even the members of the Ministry of 
Industry and Commerce. Subsequently the govern
ment "planted" individuals within the organi
zation to create divisions and prevent it from 
becoming a major pressure group.

Peruvian labor and its lack of sophistica
tion was a severe problem which became more pro
nounced with the implementation of a number of 
the other of the Revolutionary Government's pol
icies towards labor. The major policy was best 
ejpressed by the November 1970 Labor Stability 
Law. Under this law, no worker could be fired 
without just cause after three months. Even 
with a clear case of just cause, it became ex
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tremely difficult to get the backing of the 
labor authorities. The strict measures of the 
Labor Stability Law caused employers to hire 
temporary instead of permanent laborers and, as 
a result of this practice, there were not suf
ficient job positions created to assimilate the 
new entrants into the work force.

The Industrial Gomnunity Law and the labor 
Stability Law presented industrialists continual 
obstacles until their revisions in 1977 and 1978 
respectively. These pieces of legislation were 
prime deterrents to obtaining new investment and 
increasing production in industry. The com
panies were unable to fire undisciplined workers 
and were concerned that they would lose 50 per
cent of the business to them. Peruvian labor 
discipline was at a low point in these years and 
management experienced problems in dealing with 
unsophisticated workers who knew little of the 
inner workings of a business. atmosphere of 
labor-management discord existed which was also 
caused by the government's permissive attitude 
toward strikes and its encouragement of the 
comnunist labor union, the CGTP.

The treatment of the basic industry sector 
hurt both foreign and national investors. Uhder 
normal circumstances, the basic industry guide
lines in the General law of Industries could 
have been accepted. However, the manner in 
which the industry was assumed was heavy-handed. 
In the case of cement, the inclusion of the pro
duct in the basic industry sector, and the 
treatment of the Peruvian owners of the cement 
companies, alarmed all investors and observers.

The Revolutionary Government issued Decree 
Law No. 19453 on June 27, 1972 just three days 
prior to the deadline established in the Modi
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fications to the General Law of Industries for 
basic industry conpanies to sign contracts with 
the state. This law set out the norms for the 
gradual acquisition of the basic industry com
panies by the state. It indicated the manner by 
which the contracts for such acquisition would 
be carried out, and established that the con
tracts would be between the private entities, 
the Ministry of Industry and Commerce, and 
COFIDE, the state financing institution. The 
ministry would set the time period to sign such 
contracts. It was to be a maximum of six months 
after which time expropriation procedures could 
be initiated. The law included the recognized 
principles of previous conpensation and fair 
price for the shares. It also contained guide
lines of how to value the shares. The contracts 
themselves would include the conditions of sale 
and actual time periods for acquisition.

This decree law for the gradual acquisition 
of the basic industries was an emminently fair 
lav. It even contained provisions permitting 
small basic industry conpanies using little or 
no advanced technology to remain in private 
hands if such were the decision of the Ministry 
of Industry and Commerce. However, the practi
cal realities of the basic industry takeover 
were otherwise because the state encountered 
great difficulty in negotiating contracts with 
the private sector from July 1972 to year-end 
1973. This was the case of the cement conpanies 
and the various basic industry conplexes owned 
by W. R. Grace & Company. The Grace conpanies, 
which included pulp and papermaking interests, 
were expropriated just before the signature of 
the Greene Agreement in February 1974. Grace 
was conpensated for such properties in that 
agreement.
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The national investors in general did not 
fare as well, especially the cement company own
ers of Gementos lima, Cfementos Andino, and 
Cementos Pacasmayo. These companies, along with 
other basic industry companies, were expropria
ted under Decree law No. 20525 issued in 
mid-1973. The decree law indicated in its 
opening preamble that it was designed to estab
lish the necessary form and time periods in 
which the state would expropriate the shares of 
the basic industry companies which either did 
not sign contracts with the state or failed to 
comply with them. The Ministry of Industry and 
Commerce would be in control and would set a 
time period. If no agreement ware reached dur
ing the time period, the company would be expro
priated. The value of the shares expropriated 
would be assets minus liabilities. The shares 
were to be paid 10 percent down and the rest in 
bonds to be amortized in ten years at 6 percent 
interest.

By 1974 the companies assumed under this 
law claimed that the compensation offered them 
was in violation of the Peruvian Constitution 
and that they were expropriated without a judi
cial order and without previous indemnity pay
ment of a fair price for their properties. They 
pointed out that the International Finance 
Corporation shares in the expropriated companies 
had been excluded from the expropriation. They 
also complained that they were not paid for 
their ownership whereas the foreign shareholders 
in various companies were paid under the Greene 
Agreement or other arrangements. This focused 
on a major problem in the First Phase. The na
tional investors claimed correctly that expro
priated foreign investors always got paid, 
either with the help of able or influencial 
Peruvians close to the Revolutionary Government,



358 Selected Sectors

or due to diplomatic pressure. The Peruvian in
vestors were not so fortunate. They lost their 
property and in many cases never were paid due 
to bureaucratic delays and prejudice against 
them as part of the previous power group.

In spite of the problems which have been 
mentioned, there were certain investments in the 
industry sector in the First Ehase. However, 
each investment was for a specific project which 
fit within the Peruvian strategy for the Andean 
Pact or other form of regional trade. The Bayer 
Industrial S. A. acrylic fibers factory was 
agreed to in 1968 and commenced production in 
1972. It basically was to sell in the Iatin 
American Free Tirade Association (LAFTA) and 
Andean Pact markets. Bayer received special 
treatment under the Modifications to the General 
law of Industries as a strategic industry in 
which the state need take only a maximum of 
30 percent ownership for the Bayer venture to be 
considered a mixed company eligible for Andean 
Pact tariff reductions. This innovation, in 
practice, only applied to Bayer. Their 
Industrial Community did not receive equity own
ership, but they were given bonds or COFIDE 
shares. Bayer eventually ended up with COFIDE 
as a 30.14 percent partner as the state re
presentative.

Induperu negotiated a series of investment 
projects in 1972 and 1973 in anticipation of 
Peru's position within various Andean Pact sec
toral programs. Che such investment was a trac
tor assembly contract with Ttactores Andinos. 
It was to be owned 25.5 percent by COFIDE, 
25.5 percent by Induperu, and 49 percent by 
Massey Ferguson. The deal was carefully con
ceived to satisfy the requirements of 
Decision 24 and the General Lav of Industries as
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well as to take advantage of the additional 
advantages offered by the Industrial 
Dscentralization law for investments outside 
Lima. The plant was to be in Ttujillo and 
produce 4.5 units per shift in 1976. It was to 
be using Perkins-Volvo engines by 1977.

The Perkins-Volvo engines were the subject 
of a second contract negotiated for Trujillo by 
Induperu with Perkins of the Uhited Kingdom and 
Volvo of 9weden. In this motor and engine 
assembly plant, the state would also have major
ity ownership. Although the Industrial 
Gomnunity would share in ownership in both ven
tures, the presence of the state was viewed as a 
control mechanisn of the Industrial Cbmnunity 
while at the same time enabling the state not to 
denominate as strategic another segment of in
dustry as Bayer had been classified under the 
Modifications to the General Law of Industries.

These investments were the exception to the 
rule that there was little actual new industrial 
investment in the First Phase although millions 
of dollars of projected investments were 
announced by the Revolutionary Government. Most 
investments were reinvestments of profits to 
dilute the present ownership of the Indu
strial Gomnunity and extend the time period 
when it would achieve 50 percent ownership. 
The very generous profit reinvestment incentives 
in the General law of Industries provided enor
mous tax savings and encouraged reinvestments 
in capital intensive projects. This itself 
was contrary to the state's desire to generate 
more employment. M  added result was the 
serious reduction of tax income to the public 
treasury.

In the First Phase a foreign industrial com
pary in Peru faced a hostile environment. These
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companies, as with their Peruvian industrial 
counterparts, were subject to a large amount of 
administrative restrictions resulting from in
terpretations given by the authorities to both 
the industrial legislation and the Aidean Efcct 
legislation. ̂  These particular attitudes cre
ated a bad investment climate and fostered the 
lack of confidence in the government.

The industrial investment figures from 1971 
to 1976 showed a general decline in the increase 
in industrial production: 13.2 percent (1970), 
9.9 percent (1971), 8.1 percent (1972), 7.5 per
cent (1973), 7.9 percent (1974), 4.5 percent
(1975), and 3.4 percent (1976). Moreover, the 
change in the overall investment composition 
from 1968 to 1974 was alarming. In 1968 there 
was S/. 18,310 million ($473,126,661) in private 
investment, and S/. 25,963 million ($670,878,550) 
in public investment. These figures in 1974 
were S/. 26,655 million ($688,759,680) in the 
private sector and S/.51,269 million 
($1,324,780,300) in the public sector. 
Industrial investment increases were reported;

4. The minister of industry and tourism (be
fore industry and commerce) admitted in 
July 1977 that these problems existed when 
he stated that it appeared that the 
regulations to the General law of 
Industries had been written to stop the in
dustrial development of the country. Ha 
referred to the restrictive wording of the 
reinvestment incentives which forced inves
tors to reinvest the maximum percentage of 
profit stipulated in the law, or not at 
all. He also criticized the difficult 
steps required to form a company. El 
Comercio, July 9, 1977.
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however, no distinction was made of new capital 
versus profit reinvestments. By 1974 reinvest
ments appeared to be 66.2 percent of the total.5

Since 1970 firms had initiated or planned 
their expansion through the use of retained 
earnings or local credit rather than new money. 
Goitpanies such as Lima Rabber Conpany in which 
B. F. Goodrich was a minority owner presented 
large reinvestment programs to take advantage of 
the tax incentives in the General law of 
Industries and to put off the eventual 50 per
cent ownership of the Industrial Gbmnunity. 
Numerous other conpanies such as Goodyear del 
Peru also made large reinvestments.

Although no real proof exists, it is be
lieved that the Peruvian industrialists misused 
the importation incentives for industry under 
the General Law of Industries enabling them to 
inport overvalued equipment and to get rebates 
abroad from their suppliers. In this rtanner 
they circumvented the Revolutionary Government1 s 
exchange control laws which had been in 
force since 1969 for importations, and 1970 
for all Peruvian residents. Due to the First 
Prase's insistence upon maintaining an artifi
cial exchange rate, foreign currency was a cheap 
commodity at that time, and imported goods were 
cheaper than many national products.

The investment atmosphere in industry was 
clearly unfavorable in the fiasco Ora and 
foreign industrialists faced an additional dis
incentive, the obligation to sell portions of 
their ownership to national investors. From 
1970 to 1974 they devoted an excessive amount of

5. Caretas, February 3, 1977.
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time to choosing the most practical manner to 
fulfill this obligation and protect their short 
and medium term interests. Obviously there was 
no reason for them to sell shares more quickly 
than the time periods stipulated in the ftidean 
Pact's Decision 24: 15 percent national owner
ship on July 1, 1974, 45 percent national owner
ship on July 1, 1981, and 51 percent national 
ownership on July 1, 1986. It is important to 
note that there was no specific Peruvian rule 
requiring fade-out to the Industrial Comnunity. 
Although a number of companies took this partic
ular route, many entities locked for national 
investors who would buy the required ownership 
so as to keep the comnunity ownership to a 
minimum for the present. This method was not 
necessarily helpful to all conpanies because 
some of them, for example, the subsidiary of a 
large American drug company, started with low 
capital bases and large earnings in 1970, and by 
1975 had almost become 50 percent owned by their 
Industrial Comnunity. Ch the other hand, there 
were a number of entities in loss positions who 
were able to keep the comnunity at zero owner
ship through June 1974. They generally met the 
national ownership requirement on July 1, 1974 
by selling to their lawyers or suppliers or 
agents in the commercial side of the business.

The Chrysler Corporation subsidiary was 
faced with the 15 percent problem in 1974 and 
sold to the cwners of one of their suppliers, 
Mo rave co S.A., Samuel Drassinower and Gilberto 
Ramos. The advantage of this sale was that the 
Chrysler Industrial Gomnunity Which was domina
ted by comnunists was kept at 1 percent owner
ship for the time being. The Singer Sewing 
Machine Company subsidiary was also faced with a 
similar type situation with somewhat the same 
labor force. In certain cases the national
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investor would make a deal to purchase the re
quired percentage of shares and agree to sell a 
part of such shares to the Industrial (bmnunity 
each year in return for its 15 percent share of 
pretax profits.

The obligation to sell shares (fade-out) be
came a reality in the first half of 1974. The 
companies were to sign fade-out contracts by 
June 30, 1974. In early May the Ministry of In
dustry and Gommerce issued a communique asking 
that all industrial conpanies come to the minis
try to sign their contracts. This was basically 
a non-negotiable prepared form. By June 30, 
1974 all but two or three of the conpanies had 
signed the form. In some cases the foreign in
vestors were insulted by the bureaucrats. The 
manager of the local subsidiary of Sterling Drug 
reported that he had his contract thrown at him 
and was ordered to sign without reading it be
cause the clerk was busy reading the newspaper. 
To their credit, several European companies re
fused to sign a fade-out contract and a number 
of others signed under protest.

The final blow to industrial investor confi
dence was the issuance of the Sbcial Property 
Law in 1974.6 A variation on a Yugoslavian 
model, these conpanies would be essentially run 
by their workers and owned indirectly by them 6

6. Ebr a theoretical analysis of this subject, 
see Peter T. Knight, "New Ebrms of Economic 
Organization in Peru: Toward Workers' Self- 
Management" in The Peruvian Experiment 
Continuity and Change Under Military 
Rule, ed. Abraham F. Lcwenthal (Princeton: 
Princeton University Press, 1975), pp. 
350-401.
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inasnuch as the ownership of each company vas 
that of all the workers of the social property 
sector. The Revolutionary Government assigned 
top priority to the social property conpanies. 
It reserved many large industrial projects for 
them although such projects appeared more 
capital than labor intensive. The Industrial 
Communities had merely been a redistribution of 
property whereas social property was a different 
concept. Due to the need for less capital in
vestment, it could be developed most efficiently 
in industry and commerce, and not in oil and 
mining where large capital inflows were needed.

The favoritism shown to the social property 
sector was designed to develop it into the pre
dominant sector of the economy. Extensive 
government funds were set aside for this sector 
by COFIDE which was in charge of social property 
company funding. Consequently, many reinvest
ment and new investment projects presented to 
the Ministry of Industry by industrialists in 
1974 and 1975 and the first half of 1976 were 
rejected because such areas were reserved to the 
social property sector. The Peruvian workers 
immediately grabbed ahold of this concept as a 
way to attack management. In the very political 
last years of the First Phase, workers took over 
a number of small factories and once the social 
property idea was a reality, several conpanies 
were assumed by their workers and converted to 
social property conpanies. These conpanies in
cluded a boat builder, Fabrimet, and a sack 
manufacturer, Sacos Feruanos.

In addition to worker takeovers, persons 
with political influence in the social property 
system temporarily were able to obtain importa
tion rulings favorable to the conpanies. 
The best example of this problem was the con
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flict between the social property cortpany, Mo to 
Andino, which was to assemble Czechoslovakian 
motorcycles and a joint venture between Honda 
Motors and Mavila Hermanos to assemble Honda 
motorcycles. The Honda investment was one of the 
few new investments in the private sector. It 
was to be a $3 million initial investment in
creasing to $10 million in five years. The 
Peruvian Mavila family was to own 51 percent. 
This assembler was forced to conpete with 
the lower import duty rates assigned to 
Moto Andino and the persistent vocal and often 
obnoxious lobbying in the government press by 
the head of the social property system ftigel de 
las Chsas.

By 1977 the social property idea lost its 
top priority. Peru's flirtation with it had 
been costly. It had not developed more jobs 
than the private sector could have done. The 
workers had been influenced with a great deal of 
ideological propaganda/ and the entire idea was 
branded as a refuge for comnunists and left wing 
radicals. In the social property conpanies 
which did function, such as Alpaca Peru, the 
management and direction appeared to be purely 
private enterprise with only lip service paid to 
the social property idea.

When the Second Phase began on August 29, 
1975, all industrial investors thought that the 
Revolutionary Government would change its atti
tude toward industry. Ip to 1975 the tendency 
had been to propose the strengthening of the 
Industrial Gomnunity. Ctertain mid-1974 and May 
1975 drafts of changes in the Industrial 
Gomnunity Law would have given the comnunity 
considerable veto power over management deci
sions and decisions in the board of directors' 
and shareholders' meetings if they had been
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issued in final form. Fortunately, these 
changes never took place. In February 1976 the 
first move away from the comnunity concept ocur- 
red when the Small Business Law was passed. It 
enabled businessmen with certain levels of gross 
revenues, then up to approximately $700,000, to 
establish small business conpanies in which 
there would be no Labor Comnunity, but in which 
the workers would share in profits on an indivi
dual basis. This particular decree law was re
stricted to new conpanies and did not permit ex
isting industrial conpanies with Industrial 
Comnunities to convert to small businesses. It 
caused consternation among left wing proponents 
of social property and was the first sign that 
industrial policy would be changed.

However, even as late as May 1976 a draft 
law for the private reformed sector circulated 
in Lima in which almost all sectors of the econ- 
ony would have a labor Comnunity, but this pro
posal was never issued. The resignation of the 
civilian head of the social property system in 
July 1976 and the subsequent repeal of govern
mental rulings reserving certain projects to the 
social property sector finally indicated the 
weakening of the influence of social property. 
The Peruvian businessmen continued their offen
sive and criticized the Labor Comnunity concept 
at a public meeting with the military at CADE-76 
in November.

The government made changes to the 
Industrial Cbmnunity law in February 1977. 
This new law represented a reversal of the 
Peruvian approach to the comnunity inasmuch as 
the maximum share participation was reduced from 
50 percent to one-third of the ownership of each 
conpany. The ownership would be individual in
stead of collective, and would give certain
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representation rights on the board of directors, 
but no vote in the shareholders' nee tings. 
Moreover, the shares, known as labor shares, 
were freely transferable by workers after they 
had held them for six years.

The government had finally responded to the 
industrial leaders and their criticisms of the 
eventual fifty-fifty deadlock in the share
holders' meetings and the board of directors' 
meetings. The change represented one of the 
more significant policy reversals of the 
Peruvian Revolution because the workers now be
came individual shareholders and had only up to 
a maximum one-third representation in the board 
of directors. Thus, they no longer had real and 
effective participation in the coup any because 
they could only voice a minority opinion al
though they still had access to the conpanies' 
accounting records. The Industrial Community 
under the original 50 percent fornula was gener
ally dominated by union leaders and militant 
wo deers who were the minority while the rest of 
the workers stood by passively.

The government defended its change by stat
ing that the new law did not clash with their 
Bases Ideologicas and that nowhere in such docu
ment was the percentage of 50 percent, or for 
that matter, any other percentage. Moreover, 
the Revolutionary Government stated that since 
the ownership was now individual, the worker 
benefitted more directly from this scheme. 
Not everyone agreed with this approach; however, 
the pro-labor Revolutionary Government had 
switched to become pro-management. Just prior 
to the February 1977 changes, the comminity 
confederation, the CONACI, had clashed with the 
minister of industries over the potential 
"liquidation of a revolutionary conquest." The
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minister for his part had defended the change 
because the cannunity had harmed seriously 
small businesses which had over 60 percent of 
the comitunities. According to the minister, 
there had been very few new investments. The 
government was correcting a major error in its 
industrial development strategy.

The change from voting shares to hybrid 
shares had certain effects that were unforeseen. 
Since the shares no longer gave full voting 
rights, they ware not national ownership for 
purposes of the fade-out requirements of the 
Andean Pact. These requirements stated that 
ownership percentages also must reflect the same 
amount of intervention in the technical, admini
strative, managerial, and financial direction of 
the carp any. This problem was obvious immedi
ately, but only became clear to high governmen
tal circles subsequently. 7 The share classific
ation problem, i.e., whether the labor shares 
were national investment within the criteria of 
the Andean Pact Decision 24 rules, was studied 
by CONITE® and resolved in May 1977 by the 
publication of Supreme Decree No. 005-77. 
It stated that the labor shares referred to 
in Article 40 of Decree Law No. 21789 would 
be considered for all purposes to be national 
investment.

7. The author mentioned this case to the then 
Minister of Economy and Finance Dr. Iuis 
Barua Casteneda in a meeting on February 
10, 1977. Doctor Barua thought a moment 
and then admitted that a problem existed 
and directed his vice-minister to lock into 
it.

8. Interview with Dr. Luis Bordo Garcia
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While the share classification problem was 
being resolved, the government took another step 
to reverse its investment policies in regard to 
foreign investors. The foreign cortpanies which 
had signed fade-out contracts in 1974 were given 
the authorization to agree with CONITE to re
scind their contracts. Fade-out contracts 
would only be required for companies estab
lished prior to January 1, 1974 if such com
panies desired to use the Andean E&ct trade 
advantages. All cortpanies established subse
quently still were required to fade-out. These 
changes were defended in the decree law's pre
amble on the grounds that this wculd bring Peru 
more in line with the industrial regulations in 
the other Andean Pact countries.

Continued flexibility was given to industry 
in 1978. A new Labor Stability Law vas passed 
in March 1978 which granted labor stability to 
new workers only after a three year rather than 
a three month trial period. This law was posi
tive; however, it still recognized labor sta
bility and was criticized by the industrial sec
tor. A May 1978 decree law permitted the 
Industrial Gbmnunity members to freely sell 
their labor shares instead of forcing them to 
hold the shares for six years. This was seen by 
Peruvian industrialists as the final liquidation 
of the comnunity concept although they continued 
to lobby for its repeal. They commenced to buy

Resell, President of CONITE, on April 19, 
1977. He stated that CONITE was trying to 
be flexible and classify the shares as 
national investment in order to permit the 
foreign conpanies to conply with the fade- 
out contracts they had signed.
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up the Industrial Community shares through nomi
nees in order to receive whatever dividends were 
paid on them and to reduce further the communi
ty's participation in their company.

Due to continued pressure from the Peruvian 
exporters' association, the ADEX, in late 1978 
the Revolutionary Government passed a law to 
promote non-traditional exports (essentially all 
types of products except minerals, fishneal, and 
other commodities). This export law vras de
signed to strengthen the Peruvian export sector. 
It declared of preferential national interest 
the exportation of non-traditional goods pro
duced in Peru and the establishment of companies 
to produce such goods. Ib qualify for incen
tives under the law, a compary had to export 5 
percent of its sales as of year-end 1978 and 
meet certain increased percentage requirements 
reaching a maximum of 40 percent at year-end 
1986.

The law offered exonerations from customs 
duties and other taxes on exports, granted tax 
rebates of up to 30 percent of the value of the 
products exported, and various depreciation 
allowances and tax reductions for the creation 
of additional work positions. The tax rebate 
system, the CERTEX, was already in effect at the 
time of the law's passage and the incentives in 
many cases merely confirmed those granted in the 
General Law of Industries and the Industrial 
Decentralization Law and extended them.

The law also provided significant exonera
tions from the duties levied on the importation 
of capital goods used to produce goods for ex
port; it permitted companies to hire temporary 
labor to manufacture goods for export, and pro
vided certain potential loopholes to avoid the
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Industrial Cbmnunity and the Andean Pact 
Decision 24 divestment requirements. The law 
was clearly the most pro-business legislation 
issued by the Evolutionary Government since 
1968 and would contribute to the surge in ex
ports in 1979.9 Non-traditional exports in 1979 
reached $680 million and were 20 percent of 
total exports whereas in 1970 they were only 3.5 
percent of the total. 10 The law and the use of 
the CERTEX was subject to abuses. Alpaca tops, 
a questionable item to be classified as non- 
traditional, were exported in such quantity and 
at such high prices that traditional Indian 
ponchos, blankets and scarves had to be made 
from synthetic fibers because the Indian arti
sans could not buy crude alpaca.

At year-end 1978 the Evolutionary 
Government changed the General Law of Industries 
pretax calculation for industrial tax incen
tives to a tax credit system for 1979 and subse
quent years. The Industrial Gomnunity's profit

9. See generally Stanley F. Ese, "Peru: 
Promotion Law for Nantraditional Exports: 
Ample Tax Incentives for Ereign 
Investments, Tax Management International 
Journal, (Washington: Tax Management Inc., 
September, 1979), pp. 25-27.

10. These figures clearly support the thesis
that the Eruvian Evolution might have had 
a better chance if it had encouraged ex
ports on a massive scale instead of favor
ing import substitution. Eaniel M. 
Schy31owsky and Juan J. Wicht, Anatomia de 
Un Fracaso Economico, Peru 1968-1978,
(Lima, Peru: Centro de Investigacion de la 
Oliversidad del Pacifico, 1979).
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share of 10 percent was also to be calculated 
after tax. The changes were designed to correct 
certain abuses and to insure that the public 
treasury shared in more tax revenues from the 
industrial sector than in previous years.

During 1979 the most important issue in the 
industrial area was the problem of the cement 
cotipanies. Despite continuous discussion on 
this matter with the government, the former 
owners of the cement companies were unable to 
get back their expropriated plants until the 
final solution was reached at the end of 
February 1980. In what was clearly a compromise 
solution to "save face" for everyone, cement was 
to remain a basic industry. The state would 
have the right to own and control it; however, 
it could grant concessions to private companies 
to operate cement plants. With this mechanism, 
the state worked out a concession regarding 
Gementos Andino and Gementos Norte Pacasnayo in 
which the state would retain 49 percent owner
ship of these companies. There was no solution 
readied regarding Gementos Lima which remained 
100 percent state-owned and subject to a lawsuit 
by its former owners claiming it was unconstitu
tionally expropriated.

Also in late 1979 the state became the 
majority shareholder of the Peruvian-owned light 
engineering firm Moraveco S. A. which had been a 
model for Peruvian industrialists in the early 
1970s. The company had expanded too rapidly and 
was hit by the recession and thrown into virtual 
bankruptcy due to high financing charges, con
tinued devaluations, and legal prohibitions to 
fire excess workers. By 1979 it had $19 million 
in debts and bade taxes and only $2 million 
capital. Its failure was surprisingly enough 
the only large bankruptcy of the Evolution.
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By July 28, 1980 and the inauguration of 
President Belaunde, the Revolutionary Government 
had reversed its field and changed the essential 
structural reform of the industrial sector. 
Industry has been the laboratory for the revolu
tionary changes and to experiment how such 
changes could be reversed.

The industrial reforms as implemented, basic 
industry takeover, labor stability, labor parti
cipation, foreign conpary fade-out, and social 
property, all suffered from the same problems. 
They were too ambitious for Peru at this time in 
history. They alienated a part of the pcwer 
structure which continued to have relevance,
i.e., the industrialists. Inasmuch as the 
Peruvian industrialists resisted, and were often 
harassed and deported, and the foreign industri
alist stood by and refused to introduce new 
technology or new money, the result of the 
Peruvian Revolution was the reduction of pro
ductivity and national prosperity in the indus
try sector. The industrial boom which could 
have been generated in 1970 with the proper ap
plication of the General Law of Industries had 
to wait for better economic times which may have 
commenced with the 1979 export bonanza. The in
dustrial lobfcy, although badly mauled during the 
Peruvian Revolution, is still alive and able to 
defend its interests. Hopefully it will be will
ing to invest its energy and resources in re
activating the economy. The unfortunate ex
periment is over, and it is up to President 
Belaunde to implement policies leading to 
the self-sustained industrial growth foreseen by 
economists in 1968.
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CHAPTER 14

THE ANDEAN PACT: TREATMENT OF FOREIGN INVESTORS

The Andean Pact is a five country trade 
group formed in 1969 by Bolivia, Chile, 
Colombia, Ecuador, and Peru and headquartered in 
Lima, Peru, \fenezuela became a member in 1973, 
and Chile left the Andean Pact in 1976. It is 
best known for its foreign capital rules which 
were drafted and approved in 1970 and placed in 
the legislation of all its member countries in 
1971.

The approach toward foreign investment adop
ted in the Audean Pact's Decision 24 was not 
unique to Peru and the other Andean Efcct coun
tries. Such attitudes were embodied in recent 
Mexican legislation and the 1973 Argentine for
eign investment legislation under Gen. Juan 
Domingo Peron. Because of the legislative pro
nouncements by such countries, the Andean FUct 
attitudes had more force and support than would 
have been anticipated.

The Andean Pact rules were quite complemen
tary to the Peruvian approach to industrial re
form and foreign investment. The Evolutionary 
Government's original statements all indicated 
that foreign investment would be welcome on the 
government's own conditions. The promulgation 
of the General Law of Industries at the end of 
July 1970, and the inclusion of the \felasco 
Doctrine ("capital recovery plus reasonable pro
fits )1 reinforced such opinions. Peru almost 
placed itself on par with the Allende regime in 
Chile in respect of the treatment of private in

1 El Peruano, April 7, 1970.
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vestment. The difference was that Dr. Allende's 
attitudes were anti-private investment in gen
eral whereas initially Peru's attitudes were 
anti-foreign and pro-national investment.

For the years 1971-1975 the Peruvian 
approach to Decision 24 was the harshest, most 
inflexible, and counter-productive of all Andean 
Pact countries except socialist Chile. \fery 
little understanding was developed between the 
host country and the foreign investor. The 
Decision 24 fade-out rules suited Peru insofar 
as almost invariably they forced fade-out to the 
peculiarly Peruvian entity, the Industrial Com
munity. Bhde-out is a term used to describe the 
obligatory sale of foreign-owned shares to na
tional investors. The foreign industrialists 
was faced by the triple threat of Decision 24, 
the Industrial Comnunity and the Labor Stability 
law. Fbr its own part, the Peruvian government 
was very selective regarding what investments it 
would allow, and generally tock the stand that a 
combination of Decision 24 and the Andean Pact 
sectoral programs of industrial development 
would allow them to achieve both selectivity and 
regulation.

Ib a certain extent, the foreign investment 
rules represented a retreat from the \felasco 
Doctrine. The Peruvian Government saw the rules 
as a conpromise to foster Andean solidarity. 
However, Decision 24 was interpreted differently 
in all of the Andean Pact countries. Consequent
ly, the Evolutionary Government could state 
that the "rules of the game are set," and at the 
same time interpret the rules to give the needed 
flexibility to their approach, generally favor
able to Peru and harsh on the foreign investors.

The Andean Pact foreign investment rules,
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Decisions 24, 37 and 37a of the Cbmmission of 
the Cartagena Agreement, were enacted into 
Peruvian law by Decree Laws Nos. 18900 and 
18999.2 The government added an additional ar
ticle in the decree which put into force the 
Article 44 exemptions to Decision 24 and exclud
ed a wide range of activities from the local 
shareholder requirements and profit remittance 
restrictions of Decision 24, and from the strict 
fade-out requirements contained in Articles 
40-43 of Decision 24. The exempted sectors in
cluded mining, petroleum, forestry, pipelines, 
services for water, lighting, electric energy, 
garbage, sanitation, telephones, postal and 
telecommunication services, insurance, banks, 
finance institutions, internal transport, pub
licity, radio stations, television stations, 
newspapers, magazines, and internal commerce.

In other areas such as pit)lie services, 
newspapers and magazines, telephone, telecommun
ications, finance institutions, and banks, Peru 
applied stricter rules than those in Decision 24 
and eventually nationalized such entities or re
duced foreign ownership to less than 20 percent 
in spite of the Article 44 exemptions. The pet
roleum, and to a lesser extent, mining sectors 
received favorable treatment because they were 
exempted from the fade-out requirements and pro
fit remittance limitations. This was because of 
special laws and because of the rule that com
panies which exported 80 percent or more of 
their products to non-Andean Pact countries were

2. Decree Law No. 18900 of June 30, 1971 and
Decree Law No. 18999 of October 19, 1971.
Further references to Decision 24 will be 
understood to be the rules contained in 
these two decree laws.
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not subject to the Andean Pact profit remittance 
limits. This treatment was necessary in order 
to entice new investment in the natural resour
ces area.

Decision 24 had immediate impact on foreign 
businessmen. There was total confusion as to 
its application and in regard to its relation to 
the various legal changes given in the previous 
year and early 1971 in the industry, fishing and 
mining areas. The areas of greatest concern 
were capital registration, remittance of pro
fits, transfer of technology, reinvestment of 
profits, and fade-out. There were various 
opinions regarding these subjects in both the 
government and in the private sector, and the 
constant changes in governmental interpretations 
and the inability for the investor to get a 
clear, fair, sound legal opinion presented prob
lems which eroded confidence.

The most immediate problem created by 
Decision 24 was the capital registration re
quirement for all foreign investors. This re
quirement already existed for industrial com
panies in accordance with the General law of 
Industries and was replaced by the Andean Fact 
registration requirements which provided that 
all foreign conpanies and foreign investors 
should be registered with the government by 
year-end 1971.

Foreign investment registration was extremely 
inportant for foreign investors because their 
capital registered as direct foreign investment 
formed the base on which profit remittances and 
reinvestment of profits would be calculated. 
Direct foreign investment was defined as those 
capital contributions coming from abroad, the 
property of foreign natural or juridical per-
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sons, for the capital of an entity. Such 
contributions could be in freely convertible 
currency and industrial plants and machinery 
or equipment. Their owners would have the right 
to re-export their value and transfer abroad 
profits earned from such investment. Direct 
foreign investment was also considered to be in
vestment in national currency coming from re
sources with the right to be remitted abroad. 3 
Moreover, the registered direct foreign invest
ment would be eligible for repatriation in the 
event of the sale of the foreign investor1 s 
assets.

A requirement to register foreign capital 
could be extremely helpful to a developing na
tion because it reveals statistically the sec
tors in which foreign capital predominates and 
provides data on the cost to the country of the 
payment abroad by the foreign cortpanies of pro
fits, royalties, technical assistance and tech
nology payments, and the use of local loan funds 
by foreign companies. Ifcwever, a registration 
demands highly qualified personnel and clear 
guidelines concerning what should be the regis
tration process. Uhder proper circumstances the 
information gathered can be a useful tool for a 
country to analyze the penetration of foreign 
capital in order to decide on a coherent policy 
for foreign investment.

Unfortunately, this was not the case in 
Peru. Ftom the publication of the registration

3. What were resources with the right to be 
remitted abroad was strictly interpreted in 
the First Ehase to create the limbo capital 
problems discussed later.
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requirements on July 2, 1971 through the end of 
1971, private sector lawyers and accountants 
analyzed Decision 24 in order to register 
foreign investment with the government. How
ever, the governmental agencies provided no 
written guidelines or printed forms and by 
year-end, the foreign companies had registered 
themselves and the foreign investors in varying 
manners. A notice of the extension of the 
year-end deadline to March 31, 1972 was pub
lished subsequently in January, and only in 
those additional three months did several of 
the ministries develop proper forms.

The new forms were ambiguous and lacked de
tailed guidelines. They were subject to inter
pretation, and the companies with a year-end 
closing date other than December 31, 1971, for 
example, various pharmaceutical companies, were 
unsure whether to report data for a financial 
year closing in 1971 or 1972. to example of the 
forms developed were those of the Ministry of 
Economy and Finance which vere ambiguous and 
difficult to complete in their entirety because 
of the information requested such as data con
cerning fixed assets and the values of intang
ibles, i.e., trademarks, managerial talent and 
non-patented technical knowledge, information 
on the history of remittances, loans, and 
capital contributions.

The registration was made in national cur
rency and not in foreign currency in violation 
of the Decision 24 requirement that direct for
eign investment be registered in freely convert
ible currency. This action in itself presented 
foreign investors problems because of fear of 
currency devaluations and the consequent erosion
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of the value of their investments.4 Many for
eign investors reacted to this problem fcy sup
plying both sol and foreign currency values for 
their investment in the hope that the foreign 
currency equivalent would be recognized. The 
difficulty in registering validly their direct 
foreign investment was an example of the future 
problems which foreign investors were to face.

From 1971 to 1976, each ministry bureaucracy 
took charge of foreign capital registration and 
control through its own organization. They 
managed the application of the rules for rein
vestments, fade-out and new investments in their 
own sector. The CITE of the Ministry of Econony 
and Finance was created in 1972 to handle repa
triation of capital, loans, technology transfer 
payments, and remittance of profits. Technology 
transfer contracts were handled by the Office of 
Industrial Property and Registration of the 
Ministry of Industry amd Commerce prior to the 
creation of a separate office on technology, 
INTIOTEC, in 1974. Nevertheless, the CITE had 
limited jurisdiction because it did not handle 
the key issues of reinvestment and new 
investment which impacted on the foreign

4. It is obvious that the sol devaluation from 
S/43.38 per $1.00 in 1975 to more than 
S/200 per $1.00 by January 1977 caused 
most foreign investors to lose a signifi
cant part of their registered capital in 
dollar terms. Dr. Stanley F. Rose, "Peru: 
New 1979 Registration Rules applicable to 
Foreign Cbrporate and Individual 
Investments," Tax Management International 
Journal (May, 1979), p. 9 [hereinafter 
cited as Rose, "Peru: New 1979 Registration 
Rules"].
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investors' capital base for remittance purposes.

In 1971, apart from capital registration, 
the foreign investor faced the question of capi
tal repatriation and profit remittances. The 
Decision 24 rule was that the foreign investor 
could repatriate his invested capital when he 
sold his ownership rights, shares, or participa
tions, or when he liquidated his conpany. The 
investor could remit abroad annually his profits 
equivalent to those profits not exceeding 14 
percent of his registered direct foreign invest
ment. There were various exceptions to the pro
fit remittance rules of general application in 
Peru. Each ministry with jurisdiction over the 
conpanies in its area applied varying interpre
tations to the rules.5

This state of ministerial confusion became 
an extremely important point to consider for ex
isting and potential foreign investors. Cbnfi- 
dence in a company's ability to remit profits 
was severely eroded. Not only was uncertainty a 
problem, but also there were shortages of for
eign currency, administrative delays in granting 
remittance authorizations due to the 1970 ex
change controls, and general uncertainty con
cerning the legal interpretation of the remit
tance rules at both the level of private sector 
legal advisors and the government.

5. In the Andean Pact countries in general, 
the treatment varied according to the in
terpretation given by the government of a 
particular member nation. See generally 
Stanley P. Rose, "The Andean Pact and its 
Foreign Investment Code - Need for Clarity?" 
Tax Management International Journal 
(January, 1975), p. 15.
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The determination of what was a company's or 
a branch's direct foreign investment was the 
first problem for foreign investors to resolve. 
This problem depended on the government's inter
pretation of the phrase direct foreign invest
ment in Decision 24. A Peruvian corporation's 
capital accounts include share capital and re
valuation surpluses from fixed asset revalua
tions which have not been capitalized and made a 
part of share capital. They also include a le
gal reserve required by law equivalent to 
20 percent of capital. Ffetained earnings from 
the current year or prior years also form a part 
of the capital account. In addition, there are 
certain accounts to be capitalized at fixed time 
periods, for example, reinvestment reserves 
required by the General law of Industries. 
These reserves may be capitalized, made a part 
of share capital, and shares issued after a por
tion or all of the reinvestment project has been 
carried out.

Branch capital accounts generally include an 
assigned capital account of a nominal sun and a 
home office account. The latter account may in
clude retained earnings, revaluation surpluses, 
and charges owed to the home office which have 
not been paid. After much discussion, the CITE 
decided that the direct foreign investment base 
of corporations was their share capital, and for 
branches, their assigned capital. This particu
lar interpretation enabled foreign investors to 
knew what base to use to calculate their remit
tances. However, the problem of the refusal of 
particular ministries of the government to au
thorize reinvestments and to permit increases in 
company share capital or branch assigned capital 
was to render meaningless this interpretation. 
Commercial companies such as the Fluor Utah
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branch experienced serious problems in this 
regard.

The Sears Roebuck & Go. subsidiary was very 
profitable and had to expand in plant and equip
ment in hopes that eventually this attitude 
would change. It spent long hours negotiating 
with the government how to repatriate or capi
talize its excess profits to increase its direct 
foreign investment base. Moreover, highly pro
fitable commercial pharmaceutical branches such 
as Richardson Merrill were faced with the prob
lems of small assigned capital, large profits, 
and no way to increase their bases. These 
particular issues contributed substantially 
to the erosion of foreign investor confi
dence, especially in their home offices where 
considerable frustration over the inability to 
remit profits existed. 6

There were other problems related to the 
capital base issue. It was unclear whether 
the profit remittance limit of 14 percent was 
gross or net of any dividend or remittance 
taxes. CITE applied the net figure although 
an early verbal interpretation by a colonel in 
the Peruvian tax office was that the 14 percent 
was gross of tax.

The varying opinions in governmental agen
cies encouraged investors to search for the 
right agency or official to approve their re
quests. 3h 1972 and 1973 the exceptions to the 
Decision 24 rules were applied in a more liberal 
manner than in subsequent years, probably due to 6

6. Chly with the creation of the CONITE and 
the change in attitude of the Revolutionary 
Government in 1977 was this problem solved.
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administrative lack of experience in applying 
the rules. Boyles Brothers Diman tina, a local 
branch of a large mining service conpany, was 
permitted to remit without restriction its 1972 
profits even though its capital base was mini
mal. By 1974 when an application was made to 
remit 1973 profits, the same Ministry of Ehergy 
and Mines had changed its criteria.

One area where foreign investors encountered 
great difficulty was in the payment abroad of 
the proceeds from the sales of shares, either to 
national investors in the private sector, or to 
the Industrial Community. The remittance of 
share sale proceeds was held up for a number of 
years for some companies due to fear of overval
uation of the shares. This particular problem 
resulted from bureaucratic fears of making 
wrong decisions. However, it created distrust 
on the part of the foreign investors because 
they believed that it was unfair to force them 
to sell their ownership in a conpany and then 
hold up the remittance abroad of the proceeds. 
This particular problem occurred to a number of 
the industrial companies in the basic industry 
sector. It was a generally accepted fact that 
the proceeds of the sale of shares to local in
vestors might be difficult to repatriate al
though once again there was different treatment 
applied to various companies.

Another area of concern created by 
Decision 24 was the problem of the reinvestment 
authorization necessary to increase a conpany's 
or a branch's capital. This problem was crucial 
because the authorized reinvestment of profits 
and the increase in a conpany's share capital or 
a branch's assigned capital raised the direct 
foreign investment base upon which profit remit
tances were calculated. The general rule in
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Decision 24 which was applied inflexibly from 
1971 through 1976 was that the reinvestment of 
profits received by the foreign entities would 
be considered as a new investment, and that such 
reinvestment of profits of a foreign conpany up 
to 5 percent of the capital of the conpany in 
which the reinvestment was made would be automa
tically approved. All amounts over the 5 per
cent required prior approval.

In this area the rules were applied strictly 
and in varying ways depending on the ministry to 
which a conpany pertained. Although it was 
tedious to get the proper Ministry of Industry 
approvals for reinvestment plans, industrial 
conpanies as a general rule were able to rein
vest their profits and increase their capital 
bases. Ifcwever, in the commerce area the for
eign conpanies received a different treatment 
from the governmental authorities. No reinvest
ments by foreign conpanies were permitted in the 
First Phase in the commerce area, even to the 
extent of the theoretically automatic 5 percent. 
Approval was required for amounts over the 
5 percent to be recognized as raising the direct 
foreign investment base. This approval was 
never given even when conpanies offered to make 
worthwhile investments in significant develop
ment projects. This treatment appeared to stem 
from the fact that the commerce officials in the 
Ministry of Industry and Cbmmerce had decided 
that commerce was an area in which foreign in
vestment was not needed, and any existing for
eign investment should not grow in size.

Therefore, commercial conpanies found that 
they were restricted in their remittances to a 
small portion of their profits because their 
foreign investment bases were low, and they were 
unable to obtain approval to reinvest their
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profits and increase the base, or they were 
extremely profitable and were unable to reinvest 
sufficiently and build their foreign investment 
base to keep up with their increase in profit
ability. If a company's original base vere 
snail, and no reinvestments were allowed, the 
companies continued to accumulate profits which 
could not be reinvested nor repatriated. This 
problem was critical to a major retail chain and 
a number of drug companies and caused consterna
tion among the foreign conpany managers and 
their home offices. Since the commerce sector 
of the Ministry of Industry and Commerce would 
not authorize reinvestments, and even refused to 
establish the office to pass on such matters, 
some companies were forced by Peruvian tax law 
to make reinvestments and capitalize such rein
vestment even though they would not be consider
ed as direct foreign investment, or to pay the 
funds into a bank account in the name of the 
parent conpany knowing that no remittance would 
ever be authorized.7

The reinvestment problem was known as the 
limbo capital problem. Limbo capital was money 
which was the property of a foreign investor, 
but which was not considered part of his foreign 
investment base if reinvested and capitalized 
because the reinvestment and subsequent capital
ization had not been authorized by the proper

7. The Peruvian tax law issued in 1968 stipu
lated that if in any financial year a com
pany had accumulated profits in excess of 
its capital plus S/. 100,000 ($2,584 at the 
exchange rate of 1968), it had six months 
from year-end to either capitalize or dis
tribute those profits. Supreme Decree 
No. 287-68-HC, Article 77.
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governmental authority. It could not be remitted 
because the sums exceed the 14 percent which was 
permissible for remittances if authorized by the 
appropriate authorities. limbo capital was pro
fit which was not eligible to be remitted and 
not profit which had not been remitted due to 
administrative delays or inaction.

Limbo capital problems were the constant 
headache of foreign investors from 1971 to 1976, 
and investors constantly asked consultants what 
could an investor do with his profits vAiich he 
could not remit and which no one would authorize 
him to reinvest. Some companies such as Sears 
Roebuck went ahead and reinvested their profits 
due to the conflict with the Peruvian tax law. 
Other conpanies tried to reduce profits by as
suming expenses of home office personnel travel
ing through Lima and to other countries by pur
chasing plane tickets. Mary profitable com
panies like the Goodyear subsidiary went into 
the parallel money market and made loans to 
other conpanies once liquidity began to become a 
problem for industry.

This type of foreign investor behavior and 
money management was provoked by the combination 
of the harsh Decision 24 rules and the treatment 
given the investors by the authorities. Many 
commercial conpanies constantly discussed with 
the government the possibility of investing ex
cess funds in other conpanies, especially in the 
areas of industry or tourism where such funds 
could be put to use for the betterment of both 
their own conpanies and the country. However, 
these discussions never progressed to ary pro
fitable end due to administrative inaction and 
hostility. Thus, the excess liquidity in the 
Peruvian commercial conpanies which could have 
been used to create enplcyment and more
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productive facilities was not taken advantage of 
at a time when it existed in the First Hiase. 
In the Second Phase, Peruvian companies had lit
tle liquidity to make investments and create 
jobs. Those conpanies who did use their excess 
cash such as J. Vfalter Thonpson purchased fixed 
assets and invested in plant and equipment. 
This had the result of creating more productive 
assets to generate more limbo capital.

Another major area of concern for foreign 
conpanies in the original Decision 24 was the 
problem of fade-out, the obligatory transfer of 
foreign shareholdings to Eferuvian shareholders 
over a period of time. This problem was criti
cal to industry, banking and insurance entities 
inasmuch as most other sectors of the econorry 
were exempt from these rules. The banks and the 
insurance conpanies were faced with even harsher 
fade-out rules than industry and were forced to 
reduce their foreign shareholders to less than 
20 percent of their capital. Ch the other hand, 
they vrere not burdened by the Industrial 
Community.

Peru applied the Decision 24 rules and 
forced all Peruvian industrial conpanies with 
majority foreign interest to sign fade-out con
tracts on or before June 30, 1974.® It took the 
hard line approach compared to the other Andean 
Pact countries and even forced conpanies exenpt 
from fade-out in the industry area under

8. Inasmuch as the industry fade-out require
ments are discussed in Chapter 13 of this 
bock, they will not be discussed here al
though it is important to note that the 
Andean Pact fade-out rules formed a part of 
the basic Peruvian industrial policy.
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Decision 24 to sign fade-out agreements even 
when they had no desire to take advantage of the 
tariff reduction offered. The fade-out in most 
cases was in practice to be to the company's 
Industrial Community and furthered the social 
goal of worker participation. Due to communist 
union infiltration in a number of Industrial 
Communities, certain companies such as Chrysler 
and Singer did not sell the necessary shares 
to the community to reach the 15 percent nat
ional ownership requirements by July 1, 
1974. They chose to sell to their lawyers or 
suppliers.

A final area of great concern to investors 
in the Andean Pact countries was the provision 
on the transfer of technology and the restric
tion on such transfer vdnich was a major part 
of the ideological thrust of Decision 24.9 The 
strict rules for this area are largely due to 
the writings of Gbnstantine Vaitsos and his 
stulies on technology transfer pricing and the 
over-and-under valuation of raw materials pur
chases. Doctor Vaitsos was an advisor to the 
Andean Pact Junta for a number of years and had 
great impact on the Andean countries' approach 
to these matters. Decision 24 stated that in
tangible technological contributions give the 
right to the payment of royalties if such were 
authorized. If the payments were to be between 
a foreign company and its home office or another 
affiliated company of the same home office, they 
could not be made or deducted for tax purposes. 
Moreover, the technological contributions could 
not be computed as capital contributions.

9. See generally, Constantine V. \fedtsos, 
Come rcializac ion de tecnologia en el Pacto 
Andino (Lima, Peru: Institute de Efetuiios 
Feruanos, 1973).
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Decision 24 also indicated that all tech
nology, patent and trademark contracts should be 
examined and approved by the host country. Each 
contract should include a clause to identify the 
technology to be transferred, its value, and the 
time period of the contract. Certain clauses 
would not be allowed, for example, those re
stricting raw material purchases or obligating 
continued use of the personnel of the provider 
of technology, price fixing arrangements, re
strictions on production and use of competing 
technology and other clauses tying the recipient 
of the technology to the supplier. Licensing 
agreements could not contain clauses which re
stricted or prohibited exports of products made 
under licensed trademarks to certain countries. 
Other prohibited clauses were those that obli
gated the use of a certain raw material supply, 
that fixed prices, or in other manner tied the 
recipient of the trademark to the supplier.

In October 1971 the Revolutionary Government 
established a registration process for all 
technology transfer contracts and contracts 
under which royalties were payable. It obli
gated all companies to present to the Office of 
Industrial Property and Itegistration in the 
Ministry of Industry and Commerce a copy of 
their technology contracts and a declaration 
whether there existed an affiliated relationship 
between the parties. The interesting point in 
the legal disposition was that all such con
tracts in force as of July 1, 1971 remained in 
full force until the office ruled to ratify or 
cancel them.

It was the technology contract registration 
provision which was to create a continuing prob
lem for foreign companies. Subsequently, the 
government decided that this legal rule con
flicted with the Decision 24 prohibition against
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paying royalties between affiliated conpanies. 
Such prohibition had been in effect in Peru 
since July lf 1971. However, from July 1, 1971 
to approximately the middle of May 1973, for
eign companies with technology contracts con
tinued to pay royalties to their technology pro
viders. The conpanies as a matter of practice 
would set aside the amount of the royalty by 
crediting it to an account payable to the bene
ficiary/ pay the appropriate tax on account of 
the beneficiary, and then request the foreign 
currency from the exchange authorities in order 
to remit the payment abroad. Prior to obtaining 
final approval to remit the royalty, a consider
able expense was incurred by virtue of the tax 
payment on the account of the beneficiary of the 
royalty payment. If the remittance of the pay
ment were denied, the tax paid could not be re
claimed from the tax authorities because there 
was no legal basis to make such claim. The for
eign investors and technology suppliers, there
fore, experienced considerable uncertainty and 
lack of confidence in this procedure. No coor
dination existed between the tax department, the 
CITE, and the exchange authorities.

In May 1973 the CITE informed all foreign 
conpanies that if their royalty contracts were 
between affiliated companies, they could not pay 
royalties even though the contracts themselves 
had not been voided. CITE did not have the 
authority to void the contracts; however, it 
could stop payments under them. This action 
brought up a variety of problems such as how to 
treat royalties which had already been paid and 
remitted abroad from July 1, 1971 to May 1973, 
and how to treat royalties on which tax had been 
paid, but which ware pending remittance. The 
tax deductibility of all payments made since 
1971 was in question. This action pointed out
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the problem of dealing with an inconsistent 
bureaucracy. Many lawyers tried to calm their 
clients by maintaining that this particular 
action was merely temporary due to a shortage of
foreign currency.10

The royalty contract problem had also become 
a bureaucratic nightmare in INTINTEC.H This 
contract review problem, as well as the unwill
ingness of companies to commit new technology to 
an uncertain legal and political climate, helped 
slow technology transfer from 1971 to 1976. 
Moreover, review of existing contracts and the 
negotiation of new contracts proved difficult 
because of the lack of experience on the part of 
the governmental officials who were suspicious 
of foreign technology transfers. This suspicion 
caused impossible demands to be made on the 
suppliers of technology.^-2

Despite Peru's strict implementation of the 
technology transfer restrictions and the fade- 
out rules, it had also adapted certain rules 
which it could use when it desired to make an

10. ffeny lawyers tried to distinguish this case 
of royalties from payments for technical 
services.

1L A bureaucrat-lawyer once boasted to me that 
she had over 200 contracts on her desk in 
1976 and was starting on those presented in 
1971.

The subject of technology transfer has been 
the one on which the Andean Ibct and 
Peruvian authorities have remained firm. 
No changes in their rules or attitudes have 
yet been made.

12.
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agreement for state-private joint ventures in 
the sectoral programs or in key industries such 
as those entered into with Bayer, Massey 
Ferguson, Perkins, and Volvo. In late 1971, Peru 
adopted Decision 47 of the Andean Pact which 
stated that if a government entity or the 
government itself owned 30 percent of a foreign 
carpany and had determinant decision-making 
power, the conpany would be considered a mixed 
cortpany for purposes of the Andean Pact foreign 
capital regime. If a conpany were classified as 
a mixed conpany, no further sale of foreign 
shareholdings would be necessary to meet the 
fade-out requirements, and the authorities would 
permit any amounts of reinvestments without 
prior approval. This decision, as implemented 
in Peru, was to form the basis of the govern
ment's policy decision to negotiate joint ven
tures with foreign conpanies. It left the door 
open that in some cases only 30 percent state 
participation would be required even though as a 
general rule majority state ownership was nego
tiated. The strategy to negotiate investments in 
the sectoral programs was set.

The Revolutionary Government based nuch of 
its industrial economic strategy on the proposed 
sectoral programs of the Andean Pact. Uhfortun
ately these programs were hindered and delayed 
in their negotiations between the various Andean 
Pact countries due to the changing politics and 
economic considerations of the member countries, 
and thus limited the growth of Peru's industrial 
potential when they did not materialize.

A sectoral program of industrial development 
is based on the premise that if a group of coun
tries divides the manufacture of a group of pro
ducts among themselves, reserving for each coun
try the exclusive right to manufacture a certain
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product and sell it on an exclusive basis in the 
other countries, then by economies of scale 
the eventual result will be to create complemen
tary industries in each of the countries, reduce 
manufacturing costs, and increase intra-regional 
trade. Such product assignments are protected 
for only a certain number of years to permit the 
eventual weeding-out of inefficient industry. 
The major protection is against foreign products 
and foreign investment to be made in the other 
countries which would compete against the na
tional industry. After a certain period of 
time, from ten to twenty years, all protection 
against competing foreign products from outside 
the region and against new foreign investment to 
make such products in the region would be re
moved.

The first Andean Pact sectoral program was 
approved in September 1972 as Decision 57 and 
implemented in Peru in October 1972. It dealt 
with the assignment of certain light-engineering 
products, for example, small machinery tools and 
parts. The implementation of Decision 57 was 
significant because its philosophy was identical 
to that of the Revolutionary Government, and it 
fit into their broader policy guidelines. The 
Peruvian view was best expressed fcy the ex- 
Premier General Mercado Jarrin who pointed out 
that the sectoral programs allowed the Peruvians 
to attract investment on their cwn terms because 
the products assigned to Peru could only be 
manufactured in Peru for purposes of the Andean 
Pact. Therefore, if a company wanted to manu
facture a certain product and have the exclusive 
benefit of the Aadean Pact monopoly for it, the 
company would have to make an investment in Peru 
for that specific product. It would also have 
to accept the Peruvian Revolution's various
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structural changes such as the Industrial 
Gomnunity and the Labor Stability Law. 13

The approval of the first sectoral program 
and the hope that future programs would be 
approved in the automotive area and petrochemi
cal areas allowed Peru in 1973 to maintain their 
policy direction of joint venture negotiations 
in the areas of machine tools, engines and trac
tors and other light engineering products. Suc
cessful negotiations permitting minority foreign 
participation were carried out by the state en
tity, Induperu, for the manufacture of tractors 
by ffessey Eterguson, and engine blocks and 
engines by Perkins and Volvo. 14

The attraction of the sectoral programs to 
new foreign investors allowed the government to 
continue to apply its harsh and somewhat unfair 
interpretations of Decision 24 to existing for
eign investors because the potential new invest
ors believed that they could negotiate better 
treatment. The fast development of the Andean 
Pact encouraged Peru that the Andean Pact sec
toral programs and an intra-regional strategy 
would benefit her from a development standpoint 
and force some of her revolutionary changes on 
investors' desirous to benefit from the expanded

13. Alfred Stepan, The State and Society Peru
In Comparative Perspective (Princeton:
(Princeton Uhiversity Press, 1978), p. 279.

14. John R. late Jr., "New Jbint Venture
Approaches and a Review of Gbnpetitive 
Forces Within An com" in Andean Pact:
Def inition, Design, and:Analysis (New York: 
Council of the Americas, 1973), pp. 38-54.
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Andean market. The entrance of \fenezuela in 
February 1973 helped because the addition of 
the rather sophisticated market of an oil rich 
nation brightened the picture in respect of re
gional consumers and manufacturers and was a 
shot in the arm for the Andean Pact. Ip to 1974 
investors accepted this rationale; however, it 
was based on the continuing good health and pro
gress of the Andean Pact. The sectoral programs 
as of 1980 were not developing into concrete 
workable programs in the three approved areas, 
light engineering, petrochemical, automotive, 
and the member countries' inability to agree on 
these programs and other proposals was clearly 
an incentive for Peru to go its own way when its 
strategy to attract foreign industrial invest
ment failed. The continual renegotiations of 
the automotive program and the stagnation of the 
Andean Pact's sectoral program mechanism weak
ened Peru's position vis-a-vis foreign investors 
and was eventually one of the factors leading 
to a reconsideration of its Andean Pact 
Decision 24 criteria.

However, until May 1976 the leaders of the 
Second Riase had not demonstrated their desire 
to apply Decision 24 less strictly. Dae to 
Andean Pact and Third World considerations, Peru 
turned down an Occidental Petroleum Corporation 
offer to build the feeder pipeline from its area 
to Ramp Station No. 5 on the Nor-Peruano 
pipeline because Occidental had requested a loan 
guarantee from the Peruvian government. If the 
pipeline were to be expropriated, the 
Revolutionary Government would have had to 
assune the unpaid amount of the loans used to 
build the pipeline. This request was opposed 
by General Miguel de la Flor, the minister of 
foreign affairs, who argued that Peru could not 
give a guarantee because it would damage her 
relationships in the Andean Pact and the



398 Selected Sectors

Third World. His basis was the article in 
Decision 24 that stated that the Andean 
Pact nations would not guarantee in any form, 
either directly or indirectly, through official 
or semi-official institutions, external credit 
operations entered into by foreign conpanies 
in which the state did not participate. Revo
lutionary politics won out over pragmatism. 
Petrcperu agreed to build the feeder line in
stead of Occidental at a time when it could 
least afford to commit itself to new projects.

The Andean Pact hard line was still in 
effect until President Morales Bermudez's speech 
to the nation on March 31, 1976. In that
speech he stated that Ebruvian foreign policy 
would be re-oriented so that more attention 
would be paid to South America and especially 
such regional groups as the Andean Ebct, the 
Latin American Free Trade Association (LAFTA), 
and the South American Economic Cbuncil 
(SEIA) .-*-5 Only several days after the speech, 
Minister de la Flor spoke before the Peruvian 
diplomatic academy and indicated that Peru's 
approach toward the Andean Pact foreign capital 
regime should be more flexible and that its 
rules should not be applied literally in every 
case. 15 The President had made a decisionto 
attract more foreign capital in areas governed 
by Decision 24.

However, the actual mechanisms to do so in 
the industrial area were actually to develop 
from the 1976 todean Pact - Chile crisis. Chile 
continued to take a negative stand on

15. El Peruano, April 1, 1976.
16. La Prensa, April 4, 1976.
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Decision 24 because it blocked investment. 
Chile also criticized the Judean Pact's common 
outer tariff which would eventually apply to all 
goods from countries outside the Andean Cbmmon 
Market which it maintained was excessively pro
tectionist against third country products. Due 
to the Chilean opposition to fundamental poli
cies and the fact that the majority of the sec
toral programs had not been approved by year-end
1975, the Andean Pact plunged into a crisis 
which resulted in Chile's exit on October 30,
1976. Although the departure of Chile was 
clearly negative for the Andean Pact, Chile's 
ideas concerning foreign investment had been 
heard. In the same session in which Chile 
agreed to leave the trade group, a number of 
changes in Decision 24 were adopted, and addi
tional reforms ware agreed to in meetings at the 
end of November 1976.

The major reforms, Decisions 103 and 110, 
indicated that at a high political level the 
government accepted the shift in attitudes to
ward foreign investment in the Andean Pact. The 
reforms adopted were to solve the major problems 
created by the Mdean Pact Decision 24 and ware 
taken in the areas of the definition of direct 
foreign investment, reinvestments, profit remit
tances and the fade-out of foreign shareholders. 
In these areas, a reversal in Peruvian attitudes 
occurred as they adapted the Andean Pact revi
sions. Ebreign investors welcomed the changes 
although they adapted a "wait-and-see" attitude 
in regard to how they would be implemented.

The rules contained in the changes to 
Decision 24 were significant, especially in the 
definition of direct foreign investment. The 
major change in this area was that it was 
airplified to include various physical or
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tangible goods not originally included in 
Decision 24's Annex I such as overhauled 
machinery and equipment, spare parts and pieces, 
raw materials, and intermediate products. How
ever, the most important change was the re-draft 
of the second part of the direct foreign invest
ment definition. It now included as direct for
eign investment the reinvestments made in con
formity with Decision 24. Thus, the limbo capi
tal problem was resolved provided that most 
countries would authorize reinvestments in ex
cess of the automatic reinvestment amount allow
ed by Decision 24.

The redefinition of direct foreign invest
ment was also made more attractive by the change 
of the automatic 5 percent reinvestment rule to 
7 percent and the remittance levels from 14 
percent to 20 percent. Since more profits could 
be remiitted, there should be less cash in limbo. 
If reinvestments were approved evenhandedly in 
addition to the automatic 7 percent, there 
should be no more limbo capital problem. Ch 
the remittance side, the new changes also al
lowed each member nation to establish higher 
levels of remittances if they saw fit.

An important change in policy occurred in 
1977 when the Andean Pact governing body ruled 
that all companies established in their respec
tive countries prior to January 1, 1974 could 
renegotiate their fade-out agreements with their 
host governments. If they did not wish to, they 
did not have to comply with their fade-out 
agreements if they did not want to benefit from 
the Andean Pact's tariff reductions and trade in 
the Andean Pact countries. This policy was 
adopted by the Revolutionary Government in the 
Secorv3 Ihase in respect of the industrial 
companies forced to sign fade-out contracts in
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June 1974; these contracts could be rescinded 
by the conpanies if they did not wish to benefit 
from them.

The Industrial Gomnunity Law was changed in 
February 1977. Although that change vas not 
directly related to the Andean Pact, it weakened 
Peru's interest in it as it was no longer 
possible to use the sectoral programs in order 
to force the Industrial Gomnunity on the foreign 
investor. This weakened Peru's need for the 
sectoral programs of industrial development, 
and the Andean Pact in general. An example of 
the change was Peru's resistance to the assign
ments of the automotive sector under which Iteru 
was in disfavor. I7 Peru vras no longer a strict 
member of the trade group. It locked out 
for its cwn interests in view of the economic 
crisis and requested part of the vehicles 
assigned to Bolivia and Ecuador. Those 
countries had objected strenuously to this 
as they had no vehicle assembly.

Moreover, the establishment of the govern
ment's foreign investment body the CONITE at 
year-end 1976 was to signal a change in attitude 
toward foreign investors. CONITE went into 
full operation in 1977 when the Decision 24 
changes were adopted. The conduct of the CONITE 
demonstrated Peru's attitude of flexibility 
regarding foreign investment and desire to cre
ate a positive investment climate. CONITE at
tempted to regulate foreign investment in an 
easier and simpler manner. It worked to untan
gle the mass of technology contracts in INTINTEC 
and in the various ministries and tried 
to find legal ways to have the investment 17

17. New York Times, August 11, 1977.
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rules be applied in a more evenhanded and just 
manner. Ebr example, the CONITE issued various 
resolutions favoring investors and established 
that all foreign investment registered in 1972 
in soles should be re-registered in hard curren
cy to permit the foreign investors to have a 
non-devaluated base of direct foreign investment 
on Which to calculate profit remittances.

In addition, CONITE accepted that outstanding 
debts on a company or branch's bocks, roy
alties payable, and loan amortizations could be 
capitalized to increase its capital base. 
Moreover, the home office credit balances on a 
branch's bocks could be capitalized, thus allev
iating the persistent problem of low capital 
bases of the commercial branches. Royalties, 
technical service fees, and profits vere per
mitted to be remitted directly through the 
banking system with merely post facto approval 
by CONITE. Moreover, the 20 percent limit on 
remittances was in force as from financial 
year 1977; a carry-forward of profits earned 
in one financial year not remitted at that time 
was in effect; and reinvestments up to the 7 
percent were made automatic and needed no 
approval.

It should be pointed out that the Andean 
Pact policy focus parallels and highlights 
changes of policy which the government tock dur
ing the Revolution. The early foreign invest
ment pronouncements of the Revolutionary 
Government placed Peru in the anti-foreign in
vestment camp. They provided the Vfelasco 
Government with a platform from which to cam
paign for local support. If foreign investors 18

18. See generally Rose, 
Registration Rules."

"Peru: New 1979
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had to sell out to the national investors, the 
national investors would not object as long as 
the beneficiary was not the state. Peru was, 
therefore, a natural choice for Decision 24. It 
used it to the full advantage of the Revolution 
in order to try to squeeze the ultimate politi
cal use from such position in the Third World.

However, when Peru's economic situation wor
sened, it became clear that some of the sacri
fices demanded by the Andean Pact programs would 
not fit into Peruvian reality. Reru first 
accepted the modifications in Decision 24 as 
realistic and then started to challenge the 
automotive sectoral program which did not appear 
to be advantageous enough for Peru. The future 
of Peru and the future of the Andean Pact were 
no longer necessarily linked unless Reru could 
gain from such association. The Peruvian rever
sal on the Industrial Cbmnunity and fade-out 
confirmed the emergence of a new attitude which 
todc into account Peru's changed interests.

This practical attitude should continue 
under the Belaunde government which favors for
eign investment as long as it is regulated, and 
supports the Aidean Pact although it believes 
that its rules should be applied with flexibili
ty. It will be interesting for foreign invest
ors to observe Peru's stand on the sectoral pro
grams and its participation in the Aidean Pact 
in the 1980s. The emerging focus of the 
Aidean Pact itself as a political bargaining 
unit may also be an important consideration for 
Peru and its decision to be an active or passive 
member of the Pact.
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CHAPTER 15

PETROLEIM

The one area of investment in which the
Revolutionary Government was successful was
petroleum. Peru's petroleum policy since 1968 
has been marked by certain spectacular events 
and achievements and a number of errors and 
failures. The expropriation of I PC and the 
development of the model contracts for produc
tion sharing were clearly achievements for Peru 
as it defined a new petroleum policy. The con
struction of a transandean pipeline, the
Nor-Peruano pipeline, has in the medium term 
been positive. The premature closure of the 
petroleum sector to foreign investment in 1973 
and the generally onerous treatment of the 
petroleum companies during the last part of the 
First Phase of the Peruvian Involution were 
errors. The inability on the part of the 
government to resolve quickly the liquidity and 
tax problems of the state oil company, 
Petrcperu, and to react to the United States tax 
problem created by an adverse Internal Revenue 
Service ruling on production sharing contract 
tax credits hindered the growth of the Peru
vian oil industry to its full potential in the 
years 1973 to 1979.

However, the 1980 renegotiation of the 
model contracts signed with Occidental and 
Belco and their partners stands as a singular 
achievement in Peruvian history as the Peruvian 
government and Petrcperu improved significantly 
its share of the oil revenues by renegotiating 
the contracts signed in 1971, 1973, and 1978.
These renegotiations appear to have damaged 
Peru's ability to attract oil companies to 
negotiate and sign new contracts although it
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is too early to tell the ultimate effect. 1
Up to 1969, the petroleum industry was 

governed by the Peruvian Petroleum Law of 1952, 
Law 11780. This law established a concession 
system of petroleum exploration and exploita
tion. It provided for a depletion factor and 
importation duty reductions. It was not the 
petroleum law itself which caused a change in 
policy, tether, a major rupture with the past 
tock place with the I PC expropriation by the 
Revolutionary Government on October 9, 1968. 
The removal of the giant among Peruvian oil com
panies permitted the military certain psycholo
gical relief in spite of the consequent problems 
with the Uhited States government.

The Revolutionary Government began to draft 
a new petroleum law in the fall of 1968. How
ever, during the time period from October 9, 
1968 until the publication of a law abolishing 
the concession system in February 1969, the 
existing system remained in force. The govern
ment granted several concessions, to include one 
offshore to Occidental Petroleum Corporation 
in January 1969. The new petroleum law itself 
was never published, and the government, upon 
the urging of the future Minister of Enercy and 
Mines Gen. Jorge Fernandez Maldonado acted 
merely to abolish the concession system and 
provided for a new contract system.

The author argued this same point in an 
article in February 1980. See Et. Stanley 
F. Rose, "Peru: New Petroleum Thx Legi
slation and Contractor Provisions," Tax 
Management International Journal (Feb
ruary, 1980), p. 21.

1.
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Decree Law No. 17440 appeared on February 18, 
1969. It ended the petroleum concession system 
and replaced it by a contract system. The law 
recognized all acquired rights which existed 
when the decree law was issued. 2 The law pro
vided the rules for a new form of management of 
Peru's petroleum riches. All deposits of petro
leum and analogous hydrocarbons were the proper
ty of the state. A contract system would be 
established for the prospecting, exploration, 
exploitation, and manufacturing activities re
lated to the petroleum industry.

This contract system was to be the future 
basis of the development of the petroleum indus
try. tp to 1969, the coast had been fairly well 
explored both on and offshore around the Thlara 
area in the north by I PC and Belco Petroleum 
Conpany. There had been some work done in the 
jungle areas prior to 1969 by Ttexaco, Gulf, 
Mobil, and Union. However, except for several 
small oil and gas discoveries at Aguas 
Calientes, Maquia, and Aguaytia, the jungle re
mained a virgin territory in great part due to 
its inaccessibility except by air.

The prior state oil ccnpany Enpresa 
Petrolera Fiscal (EPF) was reorganized in July 
1969 and renamed Petrcperu. Petrcperu commenced 
to negotiate seriously its first production 
sharing contracts in late 1969 and early 1970 
with various foreign oil companies for areas 
both on the coast and in the jungle. The con
cept of production sharing contracts was not 
necessarily a unique one because it had been

2. As of year-end 1973 all concessions had 
either been bought by Petrcperu or changed 
to production sharing contracts.
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used with success in Indonesia by the Be trope ru 
counterpart Bertimina. Nevertheless, it was a 
novel experiment for the Evolutionary 
Government and Peru, and when the first produc
tion sharing contract was signed by Occidental 
and Petroperu on June 22, 1971, there was mixed 
reaction.

The fact that the Evolutionary Government 
had expropriated I PC and intimated that they 
planned to develop a nationalistic petroleum 
policy had lead a number of the supporters of 
the government to believe that Petroperu would 
develop Peru's petroleum resources. Ewever, 
this was not the case because of the govern
ment's very practiced realization of the costs 
involved. President Velasco stated this partic
ular philosophy in his Independence Day speech 
on July 28, 1971:

This contract respects entirely the nation
alist position of the Government of the 
Armed Forces; it takes into account the 
country's interests....Certain opposition 
groups have considered it in a biased man
ner as a type of correction of our petro
leum policy, insinuating that at one point 
the government might have supported a 
policy of conplete rejection of foreign 
investment. That assertion is conpletely 
wrong.. .Occidental Etroleun Corporation 
cates to work in Peru on a basis of total 
respect of these principles....

Other opposition groups have tried to argue 
that this contract detracts from the na
tionalistic nature of the Government.... 
They also are conpletely wrong. A respons
ible revolutionary policy has to be a real
istic policy. Therefore, it has to
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recognize the economic limitations of our 
country to finance all the large 
investments....3

The signature of this first production shar
ing contract signaled the start of the oil boom. 
However, the contract had been preceded by long 
months of negotiations, and its text had demand
ed certain legal changes prior to signature. 
The legal changes were significant because they 
demonstrated the military's attitude toward the 
encouragement of foreign investment in this 
area and the determination to be flexible.

The most significant change from a legal and 
political viewpoint was the issuance of Decree 
Law No. 18883. The Peruvian Constitution states 
that within fifty kilometers of the frontiers, 
foreigners cannot acquire or possess by any 
title lands, waters, mines, or combustibles, 
either directly or indirectly, individually or 
through a cortpany, except in the case of nation
al necessity declared by an express law. Decree 
Law No. 18883 declared of national necessity 
prospecting, exploration, and exploitation for 
petroleum and analogous hydrocarbons, and the 
transportation of those products within the 
fifty kilometer zone. It authorized Petroperu

3. El Peruano, July 29, 1971. The Ehglish 
economist E.V.K. Fitzgerald maintains that 
the Peruvian state could have done this 
except for the press of time and difficulty 
of raising money. E.V.K. Fitzgerald, The 
State and Economic Development: Peru Since 
1968 (Cambridge: Cambridge Uhiversity
Press, 1976), p. 69 [hereinafter cited as 
Fitzgerald, p. ].
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to enter into contracts for those activities 
with foreign or national juridical or natural 
persons. In view of Peru's persistent problems 
with its neighbors Ecuador, Colombia, and Chile 
with which three wars have been fought, ̂  this 
change was very significant. Peru had recog
nized the need to explore for oil in its border 
areas, and the move was interpreted as an 
attennpt to firm up national ownership of an area 
which might contain petroleum.

A second change of great significance dealt 
with the financial and remittance rights of the 
oil conpanies. This was of great importance to 
attract investors because of the change in the 
exchange control system as embodied in the 
second of the two decrees published prior to the 
signature of the first model contract. Decree 
Law No. 18890 permitted the Central Reserve Bank 
to intervene in the model contracts to guarantee 
the availability of foreign currency for the 
life of the contracts. This exchange guarantee 
was similar to that contained in the govern
ment's 1969 contract with Southern Peru Capper 
Corporation for the Cuajone project, lb under
stand the law, the public needed to appreciate 
that oil investment is extremely costly. It

4. Wars were fought with Chile (1879-1884), 
Colombia (1933), and Ecuador (1941). The 
Occidental block lies completely in the 
area which Ecuador still claims in spite of 
the Treaty of Rio of 1942 which recognized 
Peruvian rights to the area. The border 
territory was and is still shown on Ecua
dorian maps as Ecuadorian. Ecuador made 
various oil discoveries on its side of the 
border in the 1960s in similar terrain.
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demands a large amount of investment prior to 
ary capital recuperation. Therefore, a formula 
was reached whereby in any one year the com
panies would be allowed to remit abroad their 
net profits (free to the contractor), plus 
depreciation. *

The decree law was not well drafted and a 
quick reading would cause one to believe that 
the contractor, the oil company, could pay 
abroad net profits free to the contractor, de
preciation, justified services, amortization of 
loans and interest. Upon further stuly, the 
reader would conclude that the decree referred 
to after tax profits plus depreciation, the tra
ditional formula for branch remittances. 
Neither interpretation was correct. The intent 
of the legislation was that the foreign com
panies could remit the excess of their gross 
revenues over their expenditures in national 
currency. This formula was as follows:

(i) Net Profits Free to the Contractor 
(NFFC)=Gross Revenues (GR) minus Local 
Currency Expenditure (ICE) minus 
Depreciation D)

(ii) Contractor can remit NEFC + D
(iii) NEFC + D = GR-LCE-D+D
(iv) Contractor can remit Gtoss Revenues 

(GR) minus Local Currency Expenditure 
(LCE)

At the insistence of Occidental, the government

5. Decree law No. 18890, June 17, 1971,
Article 1.
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issued a January 1975 legal disposition which 
cleared up this point and indicated that expend
itures included only local currency and not 
foreign currency, expenditures. This particular 
clarification of the decree law suited the oil 
companies, but remained a mystery to the general 
public because no adequate explanation was given 
at the time by either the government or the oil 
ccnpanies of the reason for the clarification. 6

Hie initial contractor financial rights 
established in 1971 and clarified in 1975 evi
denced the government's desire to be flexible 
and provide terms under which the oil ccnpanies 
could work. Uider the 1971 legislation the con
tractors were able to invest large amounts of 
funds in the early years of exploration and de
velopment and then remit available cash flow 
thereafter in order to recover their investment 
and make a profit. Due to its radical departure 
from the Andean Pact rules and philosophy on re
mittances which was placed into Peruvian law a 
mere nine days after the Occidental contract was 
signed, Decree Law No. 18890 was on its face 
surprising. However, from a financial point of 
view, both the companies and Be trope ru could 
demonstrate its acceptance of economic reality. 
It was a tribute to the restraint and under
standing of Petroperu and the government and in
dicated their desire to open petroleum invest
ment to foreign oil companies.

Hie Occidental contract, the first model 
prodiction sharing contract, provided that

6. Neither Occidental nor Belco were willing 
to clarify the change and explain it in 
laymen's terms when asked fcy the Lima 
Times in early 1976.
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Occidental would assune all the risks involved 
and pay all the costs of exploration and exploi
tation. The parties would split the production 
equally. However, from the portion of the 
production which pertained to Petroperu, the 
contractor's income, export, and import taxes 
were to be paid by Petroperu for the account of 
the contractor. The remainder of the production 
would pertain to Petroperu.

The contract's term was thirty-five years. 
That period included a guaranteed exploration 
program during the first four years in which the 
contractor had to drill at least three wells 
even if prospecting results and conditions were 
unfavorable. After the conpletion of the 
fifty-fourth month of the contract, there were 
additional drilling commitments. Within seven 
years from signature of the contract, the 
contractor had to declare a commercial discovery 
in order to exploit the area. If not, the con
tract area reverted to the state.

The contractor agreed to submit to the 
jurisdiction of the Peruvian courts and laws and 
agreed to conply with Peruvian legal, accounting 
and tax requirements. Petroperu agreed to pay 
on the account of the contractor its income and 
profits taxes and import and export duties. The 
contractor agreed to pay for its own account a 
number of small taxes on share capital, business 
licenses, real estate and real estate income 
taxes on non-utilized property, stamp taxes, 
equipnent export taxes, and certain labor law 
taxes and payments. The contract included a 
share capital tax stability clause.

The model contract demonstrated that the 
Revolutionary Government was interested in 
making a deal, and to the best of its ability,
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in accommodating the investor. However, in 
order to avoid any overt public criticism, the 
arrangement was always presented to the public 
as an even 50 percent-50 percent production 
split in spite of the fact that the contract
or's taxes came from the Betrcperu 50 percent 
of the oil. At the very least, the Fetroperu 
and private investor calculations indicated 
that the contractor received a 50 percent 
split of the production plus all najor taxes 
paid for its account. This, in the best of 
cases, left Fetroperu with 25 percent of pro
duction. 7 However, in the case of the import
ation duties, these were generally paid in the 
pre-production stage of an oil company's oper
ation and presented a cash drain to Fetroperu 
in the early years of the model contract when 
no oil was being produced by the contractors. 
This particular problem was added to the more 
serious problem of payment of income taxes, 
profit taxes, and export duties by 1977 and 
1978 to create a major threat to the

7. A good example of misunderstanding of the 
provisions was the conclusion of Latin 
America that the contracts would turn out 
to be more beneficial to Peru if production 
costs were high, i.e., the contractors re
turn on investment would be lower. This 
would have benefited Fetroperu, but as re
gards the state, the deal was static (50 
for Peru, 50 for Occidental) although ob
viously the oil company return on invest
ment would be lower. The article does in
dicate that the formula arrived at achieved 
the result that there was no need for the 
state to continuously audit oil company 
costs. Latin Americat tyarch 3, 1972.
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viability of the concept. 8 it was a deterrent 
to Petroperu to negotiate oil contracts which 
would benefit Peru, but be marginally benefi
cial or lose money for Bstrcperu. The profit 
goals and lack of liquidity of Ebtroperu more 
than once in the mid-1970s made it difficult for 
foreign investors to come to an arrangement on 
new contracts.

Be troperu had clearly intended to pay the 
income taxes on behalf of the contractors out of 
the portion of the oil it received for taxes and 
for its participation, i.e., a form of tax sta
bility. They believed that the tax rates in the 
August 9, 1968 Supreme Decree 081 of 25 percent 
to 50 percent applied for the jungle contracts 
and a flat 50 percent rate applied for the coast 
and continental shelf. Betroperu believed that 
no tax on profit remittances would apply, and 
that any taxes paid by Betroperu on behalf of 
the contractors under Supreme Decree 081 would 
not be considered to be income to the contrac
tors. It appears that the parties were not sure 
of this interpretation because the contracts do 
guarantee that Betroperu would pay any taxes on 
remittances if they were to be assessed. The 
advisors of the North American oil companies be
lieved at that time that any taxes paid under 
the model contracts would be considered to be 
creditable for United States tax purposes.

Based on these principles, Betroperu signed 
a total of nineteen model contracts between 1971 
and 1973. There were very few changes in the 8

8. Moreover, the concept was based on 1971 
crude oil prices. In the later years a new 
model needed to be developed to reflect a 
special tax (another error of concept) or a 
higher pipeline tariff. Fitzgerald, p. 69.
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terms of the contracts except for the produc
tion split. At least for the first year and a 
half after the Occidental signature, Betroperu 
and the government showed the same flexibility 
although they negotiated with more of an upper 
hand because demand for contract areas out
stripped allocated supply. Lpon the recommenda
tion of the Ministry of Ehergy and Mines and 
General Ffernandez Maldonado, the government 
eventually curtailed negotiations for new areas 
in mid-1973 after the signature of a last round 
of contracts because the nationalist advisers 
mistakenly felt that Betroperu could develop the 
oil sector with the money to come in from the 
oil. By the time this decision vras made, 
twenty-nine different conpanies from at least 
seven countries had invested in Peru. The last 
remaining concession holder, Belco Petroleum 
Corporation, converted its eighteen existing 
concessions into a production sharing contract 
in August 1973. It was to be the Belco contract 
which first warned the Betroperu finance group 
that the income tax provisions of the production 
sharing contracts might be detrimental.

The contracts subsequent to Occidental's 
contract varied regarding production split. The 
contractor's split was as low as 44 percent for 
ary production over one hundred thousand barrels 
per day, and 45 percent for the first hundred 
thousand barrels of production. Other differ
ences included variations in drilling commit
ments and drill-through provisions, and the 
formula for the price of the sale of natural 
gas. Each contract contained a clear statement 
that any income tax paid by Betroperu for the 
account of the contractor would be income to the 
contractor and grossed-up for tax purposes. Al
though this was an accepted principle of 
Peruvian tax law, it had been expressly excluded
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from from the Occidental contract in its point 
7.2 and initially was used to distinguish that 
contract from the others; this distinction had 
no legal basis.

Due to the changed circumstances, an area of 
difference in many of the future contracts was 
the pipeline clause. That clause in the 
Occidental contract gave Occidental the right to 
build a pipeline, a Principal Pipeline, from the 
contract area to the coast, or any other place. 
Petrcperu had the option to participate up to 50 
percent in the pipeline. This pipeline concept 
continued through the Sun Oil - Petrcperu con
tract signed in November 1972. However, all 
the new contracts signed in May and June 1973 
presented two alternatives. Retroperu would 
be the sole transporter of petroleum, or the 
contractor would construct a pipeline to 
transport only oil from its own contract area. 
In this case, Petrcperu had the option to par
ticipate. The change in the focus of the pipe
line clause was because a change in pipeline 
philosophy had occurred. By 1973 Petrcperu had 
commissioned the preliminary studies to build 
the 859 kilometer Nor-Peruano pipeline from the 
jungle town of San Jose de Saramuro to Bayovar 
on the coast.

It had been in June 1972 that the govern
ment declared the construction of a transandean 
pipeline to be of public necessity and utility 
with the highest national priority to allow Peru 
to recover its status as a petroleum exporting 
nation. During the rest of 1972 and 1973 
Petrcperu and other governmental agencies worked 
on this pipeline project vdiile the petroleum 
contractors continued exploring for petroleum.

By the first part of 1974 the pipeline



418 Selected Sectors

studies had been concluded, and Peru was ready 
to bid and build the pipeline. In order to bid 
the project, the government passed Decree Law 
No. 20538 which reiterated the necessity of the 
pipeline construction and indicated that a com
petition among enterprises of high quality and 
technical capacity should be held. The decree 
law also emphasized the world energy crisis and 
called for the construction of the pipeline. 
Petroperu was authorized to contract directly 
the studies, consulting, supervision, construc
tion, equipment, and installations for the pipe
line and the necessary materials and services in 
Peru and abroad in order for the pipeline to be 
completed by year-end 1975. The government 
authorized debt limits of up to $330 million and 
indicated that the successful contractors could 
inport temporarily their equipment.

The building of a transandean pipeline and 
the decision not to sign more model contracts 
were characteristic of the last half of the 
First Ehase's petroleum policy: grandiose 
schemes and nationalistic do-it-yourself philos
ophy. lb keep the existing oil companies un
easy, the minister of energy and mines announced 
that a Patroleum Gbmnunity, similar to the 
Industrial Gomnunity, would be implemented. 9 By 
1976 and 1977 the pipeline construction decision 
appeared to be an error as the size and capacity 
of the pipeline, thirty-six inches and two hun
dred thousand barrels capacity in its Pimp 
Station No. 5 to Bayovar segment, were often 
criticized as being too large for the known 
petroleum potential of the jungle. However, 9

9. This problem was to arise again in 1976 
and eventually dropped as the government's 
attitudes changed.
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by 1979 it could be defended as fundamentally 
sound due to the Occidental discoveries.

As of mid-August 1974, Fetroperu had drilled 
only twenty-three wells in the jungle and had 
found twelve producers. Occidental had found 
ten commercial wells in twelve drilled. No 
other company in the jungle had made a com
mercial discovery. Chly two other wells had 
been conpleted by the new oil companies, and 
both were uncommercial. Tten wells were being 
drilled at that time of which only two were to 
prove commercial, both in the Occidental area. 
No definite oil reserve numbers existed, and 
geologists and petroleum engineers could only 
estimate their size.

Nevertheless, Japanese lenders believed that 
a loan of $330 million to Fetroperu for its pet
roleum activities was at least a marginal in
vestment and would assure them of an oil supply 
if oil were found in quantities. The Japanese 
agreement consisted of three contracts: a basic 
contract for the loans and the supply of crude 
oil and refined products and two associated 
contracts for the loans and for product supply. 
The basic contract between Japan Petroleum 
Development Corporation and Japan Peru Oil 
Go. Ltd. and Fetroperu was for $100 million for 
exploration and exploitation of oil deposits in 
the Peruvian jungle, and for $230 million be
tween Japan Peru Oil Go. Ltd. and Fetroperu for 
the pipeline construction. The Peruvian finance 
corporation, COFIDE, guaranteed the contracts. 
The loans were to be repaid in crude oil or in 
products. Ps a general rule there was a four 
year grace period, a ten year basic loan repay
ment period, and a five year period in addition 
to the basic period for repayments. The repay
ment schedule was at a daily rate of thirty-six
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thousand barrels of crude oil and twenty-four 
thousand barrels of finished products.10 The 
government contracted the North American 
Williams-Sedco-Horn joint venture and Tfechint 
of Argentina to build the pipelines.

The contracts with the Japanese contained 
annexes of production predictions which from the 
1974 standpoint seemed startling, from the 1977 
viewpoint somewhat incredible, and in 1979 with
in reason because of the continued persistence 
of Occidental in finding new oil in the jungle. 
Two cases were given for jungle production: the 
low case called for production in 1977 to reach 
one hundred forty-nine thousand barrels per 
day; two hundred seventy-five thousand barrels 
per day was the upper limit. Production for 
1980 on the lower end would be one hundred 
forty-two thousand barrels per day, and the 
upper extreme, seven hundred thirty thousand 
barrels per day. These figures seemed incred
ible in 1974 because substantial drilling re
mained to be done in the jungle. The cut-off of 
new contracts and the construction of the large 
pipeline were attributable to the hopes of the 
Revolutionary Government that large quantities 
of oil would be found in the jungle. There were 
even statements in 1974 fcy the demagogic 10

10. Prior to the Iranian oil crisis and the 
exile of the Shah, observers believed that 
at the present value of crude oil on the 
world market, the loans would be repaid in 
two years from 1978. After that time, the 
sales and supply part of the contracts 
would be in force which stipulated that 
Petroperu would be obligated to supply 
153.3 million barrels of crude and 
102.2 million barrels of product.
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minister of energy and mines that Ebru would 
become a member of OPEC and export 1 million 
barrels of oil a day by 1980.H  All these 
statements, plus inflated production and reserve 
figures released to the public, created the myth 
of oil in the jungle.

The Revolutionary Government continued to 
reveal whatever figures it desired on petroleum 
prodiction and reserves and caused such a lade 
of credibility that when the jungle oil did 
reach the coast in 1976, no one believed what 
was publicized. Ip to 1979 the persistent 
question to industry spokesmen was "is there 
really any oil?" and there were even suggestions 
that the pipeline be used to carry water from 
the jungle to arid areas on the coast.

The loan with the Japanese sparked a major 
scandal in the First Riase of the Peruvian 
Revolution due to its clauses dealing with 
choice of law and arbitration. The scandal over 
these problems, rather than the oil production 
estimates, was partially because there were 
more lawyers and politicians who understood the 
legal framework of the contracts than geologists 
and petroleum engineers who wished to challenge 
publicly the estimates.

The controversy over the petroleum contracts 
dealt with the application of Article 17 of the 
Constitution of 1933, and whether the contracts 
were for loans or for investments. This article 
had incorporated the Calvo Doctrine and provided 
that both national and foreign cottpanies were 11

11. In defense of the minister, American Con
tinental Gil Coup ary officials had made 
similar remarks in 1972 in Lima.
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subject without restriction to the laws of Peru. 
Opponents of the contract claimed that this 
article was applicable whereas the Revolutionary 
Government stated that it was a loan agreement 
with a non-domiciled foreign company. The con
tracts stated that the parties were governed fcy 
Japanese law, and in one case by Ehglish 
law. Arbitration was to take place in Japan 
or another forum. These provisions caused great 
political embarrassment to the government which 
deported or jailed a number of persons in
cluding the foreign investment committee of 
the Lima Bar Association which denounced the 
contracts. The newspaper which originally re
vealed the provisions, the Peruvian Times, was 
closed.

The petroleum contract problem continued the 
erosion of foreign investor confidence in the 
viability of the Peruvian petroleum policy which 
was already shaken by the July 1974 reference to 
the oil industry in the Evolutionary 
Government's Plan Inca. The plan stated that in 
the second phase of Plan Inca, the oil industry 
would be run by the state. This pronouncement 
upset oil executives, and President Velasco was 
forced to state several days later that the oil 
contracts would be respected.

Bureaucratic problems worsened in all sectors 
of the economy and the oil industry in 1974. In 
the air support area the Peruvian Air Fbrce 
(FAP) previously had been granted a monopoly. 
The contractors were only permitted private 
sector helicopter support on a short term basis. 
This problem was to continue because the FAP, 
like Petrcperu and other sectors of the govern
ment, viewed itself primarily as a profit 
center and if there were no profit for it in 
a deal though Peru itself profited, any
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such arrangements were entered into begrudging
ly or not at all.

The one bright light in 1974 was the con
tinued progress of Occidental in the development 
of its fields and in exploration. Inasmuch as 
the pipeline to the coast, the Nor-Peruano, 
would take time to build, Occidental and 
Petroperu signed a barging agreement to move oil 
to Iquitos from the jungle port of Nfersella on 
the Tigre River. The oil was sold FOB Iquitos 
to Petrobras, the Brazilian oil conpany, for use 
in their Manaus, Brazil refinery. At this same 
time, the negotiators of Rat rope ru and 
Occidental commenced discussions for the con
struction of a pipeline from Occidental1 s area 
to link up with the larger Nor-Peruano pipeline.

1975 was a year of transition in the petro
leum industry because all foreign companies ex
cept Occidental, and the Tte nneco-Un ion-Ch apl a in 
offshore joint venture, were in the process of 
finishing their drilling commitments, selling 
their equipment, and closing their offices be
cause little oil had been found, and relations 
with Petroperu continued to deteriorate. The 
Tte nneco-Un ion-Ch apl a in group was negotiating the 
inclusion of Belco in their offshore block; 
Belco wished to be the operator and continue 
drilling in an area where that group had drilled 
eight wells and found two discoveries. 12

Occidental was involved in arduous and dif
ficult negotiations with Etetroperu concerning 
the feeder pipeline which would run from 
Occidental's contract area to the Nor-Peruano 12

12. This was finally authorized by the govern
ment in 1976.
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pipeline at Pump Station No. 5. This contract 
was finally agreed to in December 1975 after 
long acrimonious negotiations and signed on 
January 30, 1976. It consisted of three docu
ments: a pipeline throughput agreement, a crude 
sales contract, and a contract to permit 
Occidental to install a topping plant (a primary 
refinery) to produce diesel and jet fuel for use 
in Occidental's operations, in its Marsella bar
ging project, and in the construction of the 
northern branch of the Nor-Peruano pipeline.

The negotiations' focus was that Occidental 
would build the northern branch feeder pipeline. 
However, due to Andean Pact foreign investment 
code reasons, the Revolutionary Government at 
the last moment refused to guarantee any loans 
that Occidental might need in order to finance 
the line, and decided that Petroperu would build 
it. Petroperu agreed to transport through the 
entire pipeline system up to forty thousand 
barrels a day of Occidental's oil in return for 
a yearly tariff of $21,775,000. The tariff was 
payable in full regardless of the quantity of 
oil transported. The line was to be in service 
by December 31, 1977.

Occidental took this particular opportunity 
to clarify by a legal disposition the ambiguous 
foreign exchange dispositions of its 1971 con
tract and to firm up the previously nebulous 
section in the contract concerning the sale 
price of crude oil. The parties agreed that the 
price for the oil which Occidental would sell to 
Petroperu at the Bayovar Terminal to cover in
ternal demand would be the price of Arabian 
Light Crude, FOB Ras Tanura, Saudi Arabia, in 
force on January 1 or July 1 of each six months 
period during which sales were made to 
Petroperu. At the date of the contract and as
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of January 1, 1976, the price was $11.51 per 
barrel. The agreement with Petroperu cleared 
the air of uncertainty in Peru and abroad con
cerning the continued development of the 
Occidental fields and the construction of the 
northern branch to bring the prodiction from 
Occidental's area to the Peruvian coast. 
Negotiations had started in mid-1974 and had 
been long and difficult. This was a sign of the 
hard bargaining of the Velasco Era with foreign 
companies and the holdover of this attitude when 
President Velasco was replaced by Gen. Francisco 
Morales Bernudez on August 29, 1975.13

After a certain amount of delay in bidding 
the construction of the northern brandi, it was 
the subject of two final proposals from 
Techint, the Italian Argentine firm which had 
built part of the Nor-Peruano pipeline, and 
Protexa, a construction firm from Monterrey, 
Mexico. A nultisectoral commission was estab
lished to study the proposals and awarded 
Protexa the contract for the northern brandi in 
September 1976. The price of the contract was 
$108 million, and the job was to be finished in 
fifteen months. The Nor-Peruano pipeline had 
been started in 1974 and was alreacfy almost com
pleted in 1976 for an estimated cost of $1 bil
lion. The oil from the jungle readied the coast 
in 1977. The northern brandi connection was 
made in early 1978. Its final cost was esti
mated at $180 million.

The Occidental-Petrcperu 1975 barging arrange- 13

13. Mary Peruvians attribute this to the "never 
give a penry" attitude developed by top 
Petrcperu officials when th^ worked for 
IFC.
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ment was replaced by a September 1976 contract 
with Petrcperu to construct the loading facili
ties at the entrance to the Nor-Peruano pipe
line. This contract curtailed Occidental's 
deliveries of crude oil to the Brazilian state 
oil company Petrobras and began sales to 
Petrcperu at Pump Station No. 1 of the Nor- 
Peruano pipeline.

It was clear that the prospects for oil com
panies had improved. Once Gen. Jorge Fernandez 
Maldonado retired in July 1976, the government 
could announce again that areas would be avail
able for petroleum exploration both offshore and 
in the jungle area. There would be bids for 
secondary recovery in the coastal areas of La 
Brea y Parinas,Lobitos, El Alto, and Los Organos. 
The opening of the new contract areas evidenced 
a substantial change in the attitude of the 
government. It had realized that its petroleum 
boom was only a moderate success and that the 
Revolutionary Government must continue to lock 
for oil investment.

The change in the government's attitude tock 
place alnost simultaneously with changes in the 
United States Internal Revenue Service's opinion 
on the creditability of income taxes paid fcy 
governmental oil companies for their contractors 
under prodiction sharing contracts. Rilings on 
Indonesian and Saudi Arabian agreements stated 
that such taxes paid for the contractors would 
not creditable for United States tax purposes.1* 
These changes were to make it difficult for Peru 14

14. Rev. Rul. 76-215, 1976-1 C.B. 194. In
accordance with the Tax Reform Act of 1976, 
the United States companies had until year- 
end 1977 to renegotiate their production
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to attract new foreign investment because the 
necessity to rewrite conpletely the production 
sharing agreements, or at least their production 
participation and tax provisions, was evident. 
Inasnuch as the political risks inherent in any 
new production split and its tax treatment were 
very real, the foreign conpanies, especially 
those from the tJhited States, were unable to 
view with total interest the fact that new pro
duction sharing contracts could be negotiated.

Surprisingly enough, until the first half of 
1977 this particular tax problem was not dis
cussed in depth with the government by the 
Uhited States conpanies and at that time was 
clearly not understood by the Ebruvians. The 
contracts would have to be changed to make the 
contractor the taxpayer and the contractor would 
in theory receive a higher percentage of produc
tion, pay its taxes to the Peruvian tax authori
ties, and end up with the same amount of oil 
that it would have had before under the old 
50 percent-50 percent arrangement. Uhfortunately 
this split would have to be 75 percent-25 per
cent or 80 percent-20 percent and was a politi
cal firecradcer for Bet rope ru and the govern
ment. Even though in practice the contractor 
would receive no more oil than before, there 
was no obvious way to sell this to the man on 
the street who would believe that the oil had 
been given to the foreigners. Moreover, under 
the existing arrangement the contractor was 
protected from ary increases in income tax 
rates because Eb trope ru in effect paid its

sharing contracts to accordance with Uhited 
States law and Internal Revenue Service 
criteria. Thx Reform Act of 1976, P.L. 
94-455, 1976-3 C.B. (Vol.l) 1,107.
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taxes. This would not be the case if it were to 
be the taxpayer.

This particular problem of Uhited States 
taxation was conplicated by Peruvian taxation 
questions over how the taxes of the contractors 
should be calculated. In 1973 and 1974 Peruvian 
tax authorities' rulings on both an official and 
unofficial level commenced the turmoil in the 
oil industry tax situation which continued until 
1980. The Peruvian Tax Department ruled that 
the tax rates applicable to the oil companies 
were those in Supreme Decree No. 287, and not 
those in Supreme Decree 081. The scale rates of 
20 to 55 percent in that disposition plus a pro
fit remittance tax of 30 percent applied. This 
created an effective rate of 68.5 percent at top 
levels of income. The Tax Department also in
formed Petroperu that the income tax paid fcy 
Petrcperu on behalf of its contractors was in
come to the contractors and was subject to in
come tax, creating a spiral effect of successive 
recalculations of income tax payable on the in
come of the contractors. The tax authorities 
also informed Petrcperu that any income paid on 
behalf of a third party, i.e., their contrac
tors, was not a deductible expense for 
Petrcperu. These particular rulings were first 
felt by Petrcperu upon the conversion of the 
Belco concession in 1973 to a production sharing 
contract. Belco had previously paid its income 
taxes for its own account. The tax burden now 
shifted to Petrcperu for tax years 1973 and sub
sequent years and caused Petrcperu's cash flow 
problems to become progressively worse by 1976.

This problem surfaced on March 3, 1977 when 
a new tax law for the oil industry was issued in 
conjunction with the bases for bids for new 
contract areas. The tax law had been issued in
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part to help Petroperu which had become a large 
cumbersome bureaucracy heavily in debt and ex
tremely illiquid. Hie Revolutionary Government's 
continuing policy of subsidizing gasoline 
prices had fcy year-end 1976 caused Petrqperu 
to close financial year 1976 with a S/.12 
billion deficit ($171,428,570). Moreover, the 
effect of the income tax gross-up on the total 
amount of incone taxes paid by Petroperu for the 
account of its contractors left little of the 
fabled 50 percent Petroperu share of oil after 
the state was paid its taxes. Debt service 
from ambitious construction and petroleum devel
opment projects further worsened the situa
tion.

The new oil tax law of 1977 illustrated the 
way not to attract investment. Petroperu1 s 
management perceived that they mist remedy their 
liquidity problem. They consulted with their 15

15. Petrqperu was hurt for a number of other 
reasons and hindered in developing the 
state oil incbstry. Mary of its top and 
middle level personnel had left, either to 
work for Occidental or for other oil com
panies, and some had left Peru. Morale was 
lew due to the legacy of military manage
ment during the First Phase, which carried 
over into the Second Phase, and the inabil
ity of Petroperu to pay carpet it ive sala
ries. Leadership and technical advice were 
at a premium, and, consequently, substan
tial problems were faced in attenpting to 
resolve conplex issues. The initial strong 
base inherited from IPC had been hurt by 
bureaucratic mismanagement and policy 
errors, i.e., gas prices, taxes, and the 
pipeline.
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various advisors, but not with their tax attor
ney who was somewhat knowledgable in foreign 
taxes. Moreover, they assumed that since they 
paid all the foreign oil companies’ taxes, a 
change in the tax rates would have no effect on 
the foreign companies. They did not consult the 
oil companies prior to the passage of the law.

The petroleum law of 1977 was retroactive to 
the 1976 financial year. It reduced the oil 
company tax rates to the Supreme Decree No. 081 
rates plus 20 percent remittance tax, eliminated 
the gross-up, made the Be troperu tax payments 
tax deductible, and exonerated export sales from 
export duties. Moreover, it established a sys
tem of tax stability for the companies. Uhfor
tunately , the retroactivity to 1976 and the 
elimination of the gross-up had a multi-million 
dollar effect on Belco Petroleum in its tax con
solidation in the United States. Belco had al
ready announced its 1976 earnings and could not 
shield itself from the effect of the law be
cause their only oil production income came from 
Peru. Belco reacted strongly and after a month 
of discussions, the law was repealed although it 
was clear both in the government and in the 
press that no understanding of the problem had 
been reached. The law's repeal was interpreted 
by opponents as the result of pressures on the 
government to repeal tax legislation vAiich was 
overly advantageous to the oil companies.16 
Many Be trope ru and Ministry of Energy and Mines 
personnel remained hostile to Belco to 1980 
because of the embarrassment caused by the re
peal of the tax legislation.

The call for the new round of negotiations 16

16. Oiga, April 7, 1977.
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with foreign oil companies was issued on 
March 3, 1977. The guidelines included bases 
for contracts in the jungle area, in the contin
ental shelf, and for secondary recovery opera
tions on the coast both in the north and near 
Lima. 17 The reaction of foreign companies to 
the possibility of oil investments was quite 
minimal. The prior lade of success of the com
panies in the jungle and Fetroperu's reputation 
of being difficult to deal with were also con
siderations. The tax problem was clearly a de
terrent.

The bases for exploration and exploitation 
of the jungle areas and the continental shelf 
blocks were structured so that a contractor 
could enter into a geological and geophysical 
exploration stage, an exploratory drilling 
stage, or a production stage. As before, the 
contractor assumed the entire risk and received 
a payment for his services. The bases retained 
the previous system of contractor's taxes being 
paid by Bstroperu. The guidelines detailed cer
tain drilling commitments in the exploratory 
drilling and production phases. The contractor 
had to furnish bank guarantees for its compli
ance with its promised program. Payment could 
either be in cash or in kind. This was a 
slight change from the previous contracts which 
contemplated a pure production sharing system. 
Petrcperu reserved the right to purchase the oil 
paid to the contractor in order to cover 
national consumption demands, and the bases 17

17. Although no secondary recovery contracts 
were signed in the First Riase, Petrcperu 
negotiated in 1974 at least one secondary 
recovery contract which was never signed
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stipulated that the international market price 
of petroleum would be paid.

The secondary recovery bases were slightly 
different because they formed a part of an in
ternational bid. Bases were established for 
secondary recovery in the petroleum fields of 
Lobitos, El Alto, and Los Organos and for La 
Brea y Parinas which was reserved for conpanies 
from Latin America. Bids were due at the end of 
September 1977.

The Peruvian government had adopted a com
plete change in attitude toward the oil com
panies and foreign investment in the oil sector. 
However, this attitude was not necessarily 
shared by the weekly press which as early as 
March and April 1977 began to attack the oil 
contracts in oiga. oiga turned its focus to 
Occidental in May. The attitudes in Petroperu 
did not necessarily soften inasmuch as they 
continued to be difficult to negotiate with, 
especially after the failure of their petroleum 
tax law which would have resolved their 
liquidity problem.

At the end of September only one conpary, 
Occidental Petroleum in partnership with Bridas 
of Argentina, presented a bid for the major 
secondary recovery area in Talara. Occidental 
was also negotiating a contract to develcp the 
heavy oil areas in Block IB adjacent to its own 
area Block 1A. In Block IB Union Oil had 
drilled four wells from 1972 to 1974 and found

with a consortium headed by Cayman 
Exploration.
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three heavy oil areas which they considered non
commercial. Perez Cbnpac of Argentina and 
Cigeco of Venezuela presented bids for the La 
Brea y Parinas areas for secondary recovery.

Occidental had everything to gain by bidding 
on the jungle area and the Talara secondary re
covery area. It had just hired the Peruvian ex
exploration manager for Union who was familiar 
with Block ]B; it had its infrastructure in the 
jungle adjacent to the ]B area; and it had light 
oil from the 1A area to mix with the heavy oil 
in the 3B area in the event that this proved 
feasible from an engineering standpoint. In 
Talara, a carp any already established in Bsru 
and knowledgable about Raru would have an ad
vantage although it was surprising that Belco 
had not bid also. Moreover, the partnership 
with Bridas was ideal due to traditional Peru
vian-Argentine military and political ties.

The contract negotiations were not easy for 
the foreign coitpanies. Neither of the la tin 
American conpanies could demonstrate sufficient 
financial solvency to win the award for La Brea 
y Parinas. Be trope ru management changed in the 
middle of the Occidental negotiation, and only 
after Occidental's president Dr. Armand Hammer 
and his chief executive officer Joseph Baird 
visited with President Morales Bernudez and the 
finance minister in March 1978 did negotiations 
finish.

Ch April 4, 1978 Occidental signed contracts 
with Petroperu to do a secondary recovery pro
ject in the El Alto and Los Organos areas near 
Talara and to develop the heavy oil areas in 
Block ]B. The contracts in general were the 
same model as the previous production sharing 
contracts, even including the tax payment system
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which was under attack by the United States 
Internal Revenue Service. The production splits 
were different. In secondary recovery Petrcperu 
had negotiated a 51 percent share of the second- 
aiy oil. Occidental was obligated to produce 
and deliver to it all primary oil free of 
charge. The deal granted Occidental in IB a 
basic production split of 50 percent-50 percent, 
and an additional payment of 25 percent of 
the first 12 million barrels of heavy oil pro
duct ion, 20 percent of the next 8 million bar
rels of heavy oil produced, and 10 percent of 
the next 10 million barrels of heavy oil pro
duced. M y  heavy oil prodiction over 30 million 
barrels was to be split 50 percent-50 percent. 
Occidental agreed to drill several wildcatwells.

The new contracts were immediately criti
cized. The Duisenberg Mission, a Dutch economic 
mission invited by the government to advise it 
on its economic problems, called the contracts 
injurious to Peru. 19 Moreover, the weekly press 
turned again to a discussion of the 1974 loan 
agreements as well as the Occidental contracts, 
primarily the IB contract and the extra oil pay
ments. Marka referred to Occidental and 
Southern Peru Copper Corporation as "the friends 
of the Second Phase, "20 and oiga commenced its 
canpaign again against Occidental. The AP 18 19 20

18. This was to be beneficial to Occidental be
cause in 1979 they discovered a large light 
oil zone in the IB area near the 1B-1A 
boundary line.

19. Equis, April 24-30, 1978.
20. Marka, March 8, 1978.
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jumped into the fight and conpared Occidental 
to IFC.21

Nevertheless, the contracts remained, and 
pressure mounted in late 1978 and 1979 for their 
revision because of their negative effect on 
Petrcperu. It became clear that Petrcperu was 
not benefiting from the contracts due to the 
escalating tax rate and the spiral effect of 
additional taxes due on the taxes paid for their 
contractors account (the tax gross-up). Fetro- 
peru had to pay more money to the government 
treasury than it received in oil and even lost 
mone/ after paying the contractors' income 
tax, import tax, and export tax. If the 
contractors had paid their taxes for themselves 
even under a hypothetical 75 percent-25 
percent production split, Petrcperu would 
have been better off, and the state would have 
received the same revenues except for the 
aberration caused by the tax gross-up. Moreover, 
the 10 percent levy on gross jungle 
prodiction for the Department of Loreto decreed 
by President Morales Bentudez in May 1976 
increased Petroperu's cash flow problems 
because it was to pay such amounts out of 
its share of the oil, but the calculation was 
based on the entire amount of the oil prodiced 
in Loreto

The government became more aware and con
cerned about the Petrcperu tax problem in late 
1978. Moreover, its understanding of the prob
lem of the creditability of the taxes in the 
United States inproved. However, other than the 
state assuming Petroperu's enormous foreign debt 
at year-end 1978, no solution was taken

21. a b c, Second TWo Weeks of April, 1978 ("De 
la IFC a la OFC").
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regarding the tax problem and Petrcperu's liq
uidity due primarily to its great political im
pact. oiga reported that the petroleum con
tracts would be revised and that no minister 
dared to sign the new ones being negotiated on 
the old model.22 By mid-summer 1919, Marka had 
formed a committee to expel Occidental.

Peru retained the Wall Street investment 
barking firms of Lazard Freres-Kuhn Loeb and 
Warberg of London to advise them how to attract 
foreign investment, restructure their existing 
oil contracts, and create a new model for future 
contracts. Initially, the investment barkers 
stated privately that it was not their mission 
to focus specifically on the oil contracts. The 
firm issued its report in the latter part of the 
sunmer of 1979, and after a number of high 
level commissions had studied the various alter
natives for an oil policy and tax law, the 
government issued appropriate legislation on 
December 7, 1979.

General Morales Bernudez and his Finance 
Minister Doctor Silva Fuete had announced pre
viously that the oil contracts would be renego
tiated. The legislation was discussed with 
various petroleum industry executives. Be loo

22. oiga, April 23-30, 1979. An early warning 
that the production split might be too 
generous and force a renegotiation was 
issued by Dr. Shane Hunt. Shane Hunt, 
"Direct Foreign Investment in Peru: New
Rules for an Old Game," in The Peruvian 
Experiment Continuity and: Change Under 
Military Rule, ed. Abraham F. Lowenthal 
(Princeton: Princeton University Press,
1975), p. 337.
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presented a proposed tax law based on IRS guide
lines for an income tax on gross income inasmuch 
as the IRS in 1978 had changed its criteria on 
the creditability of foreign taxes paid under 
production sharing contracts. In a ruling on 
Indonesian taxes, it established certain "safe 
haven" criteria. 23

However, the new legislation of 1979, the 
petroleun tax law Decree Law No. 22775, and the 
legislation authorizing Petroperu to negotiate 
no* oil contracts and renegotiate existing ones

23. See generally Rev. Ril 78-222,1978-1 C.B.
232. See also Proposed Regulations regard
ing creditability of foreign taxes issued
June 15, 1979. 44 Efed. Reg. 36071 (June
20, 1979). The criteria was as follows:

(i) The taxpayer bear the actual burden of 
the tax;

(ii) The tax must be imposed on realized 
net income or be a tax on gross pro
duction, a "tax in lieu of income 
tax";

(iii) The taxpayer should pay a substantial 
royalty in addition to the foreign 
tax;

(iv) The calculation of net taxable income 
should resemble to as great a degree 
as possible the applicable U. S. pro
visions; and

(v) M l  gains and losses in a particular 
country should be consolidated.
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and containing the new bases, Decree law 
No. 22774, did not appear to have taken into 
account many of the suggestions of the contrac
tors. The legislation appeared more designed 
to renegotiate Occidental and Belco and their 
partners than to attract new investment.

Decree Law No. 22775 indicated in its pre
amble that the government had the obligation to 
establish a petroleum policy oriented to a ra
tional exploitation of its energy resources in 
harmony with national interests. It emphasized 
the continued increase in world petroleum 
prices, and the decision to use taxation as the 
means to assure the appropriate participation of 
the state in the petroleum sector and to promote 
private investment. In a characteristic under
statement, it said that the conditions under 
which the existing oil contracts were signed had 
changed. It was necessary to adapt them to 
present conditions.

The decree law established that all com
panies carrying out petroleum activities would 
be subject to the ordinary tax regime and to 
the specific dispositions contained in Decree 
Law NO. 22775. The tax provisions in 
Supreme Decree 287, and where there was no 
conflict, in the petroleum law No. 11780, would 
apply to the oil conpanies. They would be 
considered to be juridical persons for income 
tax purposes and subject to the scale rates 
established in Article 60 of Supreme Decree 
No. 287. The Decree law further stated 
that the tax on profits contained in Article 
61 of Supreme Decree 287 would apply, thus at 
top income levels, a 68.5 percent effective tax 
rate. The petroleum ccnpanies carrying out 
petroleum extractive activities under contracts 
signed with Petroperu were to adapt themselves
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to the dispositions of Decree Law No. 22775 by 
January 6,1980 for tax years 1978 and after-warcte.̂ 4

The new tax lew's provisions for the payment 
of income taxes were significant. Ttoo rules 
were established, depending on whether the con
tractors received payment for their services in 
cash or in kind. If the contractor received its 
payment or participation in crude oil, it was to 
pay in crude oil 40 percent of sales on account 
of income tax. Final yearly income and profits 
tax payments would also be made in crude oil. 
Moreover, the oil tax revenues would go to 
Petrcperu instead of the governmental treasury, 
and Petrcperu itself would pay a royalty on 
gross oil prodiction. Thus, Petrcperu increased 
its take of oil revenues significantly.

Initially the tax law did not permit the 
consolidation of gains and losses by an oil com
pary operating in various areas in Peru, and 
this did not meet the IRS criteria for a tax 
la/ which generated a creditable foreign tax. 
The particular provision in question required 
the determination of profit or loss in each area 
on an independent basis and permitted the 
consolidation of all profitable operations for 
purposes of income tax calculation. It did not 
permit consolidation of profitable operations 
with those which had losses. This problem was 
resolved in January 1980 when the government 
issued certain modifying provisions to the bases 
and the tax law in Decree law No. 22862

24. Due to Petrcperu's liquidity problem, the 
contractors' tax returns had not been filed 
for 1978 and the period to file for 1979 
had not yet elapsed.
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and established that gains and losses could be 
consolidated. Originally the companies were 
given thirty days from the date of the December 
law to adapt to the new system although it was 
unclear who would pay the 1978 and 1979 
taxes for which a return had not yet been filed. 
This same decree law stated that the cotpanies' 
tax returns for 1978 and 1979 could be presented 
without fines and sanctions up to April 30f 
1980.

The tax law also contained one other onerous 
provision. It stated that none of the new oil 
contracts could contain a tax stability guaran
tee for income tax. 25 ihe contractors were 
merely guaranteed that with a signed contract, 
they would not have applied to them ary new 
taxes created specifically for the oil inchstry.

Decree Law No. 22774 approved the bases for 
petroleum contracts and also authorized 
Petrcperu to negotiate new oil contracts and 
renegotiate existing oil contracts in accordance 
with its provisions. The bases declared that 
hydrocarbons "in situ" were the property of the 
state, extracted hydrocarbons would be the 
property of Petrcperu, and Petrcperu was the 
title holder of the contract area. The con
tracts would be for the carrying out of hydro
carbon exploration and/or exploitation by the

25. The existing prodiction sharing contracts 
granted tax stability for increases in 
rates of the shareholder equity tax and the 
sales and service taxes, and, in effect, 
placed Petrcperu between the contractor and 
the tax authorities to shield the contract
or from the impact of future income tax in
creases.
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contractor in a limited territorial area under 
specific conditions to be established in the 
contract. The rehabilitation of oil wells and 
secondary and tertiary recovery were declared 
to be the exclusive responsibility of Petroperu, 
respecting acquired rights. 26 The new pro
visions indicated that Petroperu could enter 
into contracts for operations or services. 
Petroperu could intervene associated with 
mixed entities with a minimum 25 percent 
participation or through a subsidiary. 27

Under the new governmental contract bases, 
the contractor has the right to repatriate its 
profits and depreciation, and the obligation to 
sell to Petroperu a part or all of its payment 
in oil or non-associated gas for internal con
sumption. All hydrocarbons not purchased by 
Petroperu or necessary to pay income taxes

26. This decision appeared influenced ty 
Occidental's success under its secondary 
recovery contract signed in April 1978. 
Occidental almost doubled the petroleum 
production in the area which it assuned in 
the El Alto, Los Organos, Talara area. The 
provision killed the Mapco deal which was 
being negotiated.

27. This idea was similar to the provisions for 
special mining conpanies in the General law 
of Mining of 1971 where Minercperu, the 
state mining company, could participate 
with a minimum 25 percent ownership. 
Minercperu went through a long period in 
whidn they demanded 51 percent ownership 
and management control. They were unsucces
sful in using the special mining company 
model.
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be exported. The contractors would have a two 
phase petroleum program of a itaxiitum six year 
exploration phase and an exploitation phase for 
a maximum thirty year period. No contractor may 
have more than two blocks unless a third were 
assigned by supreme decree. As in the previous 
contracts, the contractor would provide all the 
f inancial resources necessary for petroleum 
operations and be totally responsible for the 
operations except if Petrcperu were to take an 
equity position. Once the contractor started 
exploiting the hydrocarbons in its contract 
area, it had the right to be paid in cash or in 
kind.

The governmental contract bases stated that 
the contractor may inport capital goods and raw 
materials necessary for its operations. It can
not sell or export them without prior authoriza
tion of Petrcperu and the authorities. The law 
provided that ary tariffs for use of Petrcperu's 
oil or gas pipelines would be subject to escala
tion clauses based on international oil prices. 
It made clear that the contractor would pay its 
own income tax and all other taxes except import 
and export duties on equipment, materials, and 
crude oil. Those duties would clearly be for the 
account of Petrcperu.

In the important f inancial rights area, the 
contractor must turn over to the Centred Bank 
all foreign currency proceeds from the sale of 
the crude. The contractor has the right to 
foreign currency availability in the amount of 
the depreciation of the amount invested in 
foreign currency plus the profit free to the 
contractor. In addition, the contractor mist 
register in the Central Bank of Peru the amount 
of its investments each year and indicate in 
each case whether it was capital.
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Co December 8, 1979, the day after the 
publication of the government's contract bases 
and the new tax law, the minister of enercy and 
mines and the minister of economy and finance 
spoke on television and radio to explain the new 
provisions. The speedies were very nationalis
tic and indicated that Peru wanted a better 
deal. Dr. Javier Silva Riete called for 
national unity to renegotiate the oil contracts 
with firmness and justice and to bade a decision 
taken with revolutionary maturity. The real ob
jective of the speech was to convey a political 
message to Occidental and Belco that they must 
renegotiate quickly, and to the military that 
actions were being taken.

Peru was definitely at a crossroads because 
the renegotiation of its production sharing 
contracts would define its petroleum policy for 
future years. It was clear that Peru was richer 
for the experience and because of the three-fold 
increase in oil production in the last two 
years. The result of $1,583 million investment 
by contractors and $1.5 billion ty Petroperu 
from 1971 to 1979 was that Peru had gone from 
spending $600,000 per day to import oil in 
1977 to $2 million per day in oil export earn
ings in 1979. In large part, the credit for 
this went to Occidental and Belco who 
risked significant sunns of money daring the 
First Phase of the Peruvian Revolution at a 
time when the future of foreign investment was 
uncertain.

However, the words of the new law and bases 
and the speech of the finance minister indicated 
that foreign conpary dominance in the oil 
indastry was history and that a dramatic shift 
in governmental policy had occurred. Petroperu 
was to be strengthened, and with the new excess 
oil revenues, made a top level oil conpary in
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the state oil cortpany comnunity. Ebreign oil 
investment was to be complementary to national 
investment. Joint ventures would be encouraged. 
All these ideas coincided with Doctor Silva 
Ruete's statist and nationalistic approach. 
This attitude, of course, coincided with that of 
top level Petroperu officials, and was most ob
vious in their reservation of all secondary re
covery operations to Petroperu. The support of 
Petrcperu was a significant shift of enphasis in 
thinking among top level Gentral Bank officials 
who for the last year and a half had locked upon 
Petroperu's financial situation with less than 
sympathetic eyes.

Subsequently, the minister of energy and 
mines made it clear in press declarations that 
Petroperu would get 50 percent of the oil and 
that the contractors would pay their own income 
taxes.2® This left little doubt that the rules 
of the game had changed. The government appoint
ed a commission to renegotiate the contracts in 
January 1980, and after severed, false starts, 
negotiations began seriously in February. The 
companies by this time had realized that the 
Revolutionary Government was adamant in its de
cision for 50 percent of the oil and that the 
contractor pays his taxes. This point, oil 
pricing, limitations on profits, and the payment 
of the 1978 and 1979 income taxes were major 
issues.

Ch Spril 30 after three months of tough 
face-to-face negotiations with Doctor Silva 
Ruete personally in charge and during which time

28. The problem was clear. The original con
tracts were based on $2.00 a barrel oil and 
not spot $35 to $40 a barrel oil.
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runors of a government takeover of the 
Occidental operations circulated, both Belco and 
Occidental signed documents stipulating the 
bases under which they would renegotiate their 
contracts. The agreement with Occidental for 
both Block 1A and IB indicated that it would 
receive 50 percent of the oil on a base amount 
and reduced percentages for production over one 
hundred fifty thousand barrels per day. 
Occidental agreed to pay its own income taxes. 
A price was established for sales to Betroperu 
to satisfy internal demand. There was a pro
vision to adjust the contractor's participation 
in the crude oil if there were a variation in 
income taxes. Occidental agreed to a yearly 
S/.1.9 billion (approximately $6,909,091) 
contribution for national petroleum development 
and to pay a new pipeline tariff of $1.80 per 
barrel, which was sifcject to readjustment, and 
to an additional variable tariff. The bases 
included a formula to calculate Occidental's 
obligations to sell crude to Betroperu to satis
fy local demand, and a scale was agreed to which 
would limit Occidental's profits when export 
prices exceeded certain limits.29 in an 
inportant disposition, Ifetroperu agreed to a 
"must favored" contractor clause under which 
Betrcperu agreed to renegotiate its contract 
with Occidental and grant it new conditions 
equivalent to those of any new contract signed 
with other foreign contactors in contiguous 
areas of the northern jungle.

29. This version of the windfall profits tax 
provided that if oil prices calculated 
according to a price calculation formula 
were less than actual export sales prices, 
Betroperu would receive 50 percent of the 
excess.
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Beloo's agreements for their offshore Blocks 
Z-lA and Z-2A were essentially the same except 
for the differences in the scale for crude oil 
produced. Since Occidental was the larger pro
ducer, it was to receive 50 percent of the crude 
prodiced up to one hundred fifty thousand bar
rels per day, and Belco, a smaller producer, up 
to fifty thousand barrels per day. Over such 
amounts, the scales grant the contractors de
clining percentages of volumes of crude prodiced 
although it is worth indicating that neither 
contractor has yet produced oil in excess of 
those volumes for which it had been granted a 50 
percent participation. The initial crude ref
erence price for both conpanies was $26.00 per 
barrel for crude oil sold to Petrcperu to supply 
the internal market in Peru. This price would 
be in effect as from January 1, 1980 and 
would be adjusted depending on the average of 
a group of crude oil prices which included 
Arabian Light Crude, Qatar Marine Crude, and 
Ex-Sider Iybia Crude.

Occidental and Bridas were unable to reach 
an agreement with Petrcperu upon the bases for 
their new contract for Talara secondary recovery 
until June 7, 1980. The bases agreed upon es
tablished that Occidental and Bridas in the fu
ture would carry out the secondary recovery op
erations as risk contractors through a new 
conpary, Petrolera Latinoamericana S.A. (Petro- 
latina), owned fcy Occidental (49 percent), 
Bridas (26 percent), and Petrcperu (25 percent) 
The contractors would receive for each barrel of 
oil produced $17.50 and would pay their income 
taxes. As in the other bases, there would be a 
fonrula to adjust contractor payments upon a 
variation of the income tax rate, a formula to 
reduce contractor's per barrel fee on amounts 
ovar a certain number of barrels per day, and a 
"most favored" contractor's clause.
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Occidental, Belco, Bridas, and their partners 
all signed their new contracts with Petrcperu in 
mid-July 1980. The agreements basically follow
ed the contract bases agreed upon by the com
panies and included several points of interest. 
Petrcperu agreed to pay ary and all rights, 
canons and royalties on the production of petro
leum, all export duties, and all inport duties 
for Occidental, Belco, and their partners in 
their renegotiated operations contract. This 
same arrangement, except for export taxes which 
were inapplicable, applied to Occidental, Bridas 
and their new partner Canadian Occidental in the 
risk contract for Talara. Occidental, Bridas, 
and their partners resolved their 1978 and 1979 
tax questions in a reasonable manner as Petro- 
peru agreed to be responsible for the taxes for 
which it had originally been responsible. This 
allowed a potential major back tax claim issue 
to be resolred. Any additional tax assessments 
on 1978 and 1979 and ary other tax years prior 
to 1980 will be for Petrcperu's account although 
as before, the contractors remained responsible 
for ary fines, interest penalities, and sur
charges which might apply if additional taxes 
were assessed. The Belco Z-2A contract has a 
similar statement and the Z-IA contract can be 
interpreted to have the same result.

The contracts had been renegotiated and a 
new era for the Peruvian petroleun inchstry 
commenced at the moment in which President 
Belaunde tock office on July 28, 1980. In his 
Independence Day speech he promised that more 
contracts would be negotiated to continue to 
develop Peru's petroleum industry. His words 
were subsequently echoed fcy his dynamic 
Minister of Enercy and Mines Dr. Pedro Pablo 
Kuczynski who enphasized to oiga that for Peru 
to become an inporter of oil in the mid-1980s
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would be far more tragic than to grant reason
able terns to oil conpanies to lock for oil at 
their own risk and account.

The mere influx of the increased amount of 
oil revenues could potentially benefit Peru as a 
country and Petrcperu as a conpary although new 
foreign investors expect to experience difficul
ty in negotiating satisfactory deals unless the 
government is flexible. The contractors' risks 
have increased because of the new tax system; 
the financial rights of the contractor are de
pendent on excellent tax accounting because of 
the financial cost in fines and interest charges 
which result from any accounting errors; and in 
general the contractor's margin for error has 
reduced because of their smaller net take of 
production. This will mean that there will be a 
premium on clear precise tax and f inancial ad
vice and continuous surveillance and monitoring. 
Moreover, the "most favored" contractor clause 
in the renegotiated contracts has already pre
sented an inpediment to the finalization of new 
contracts as a Superior Oil Conpany deal for the 
block adjacent to Occidental was turned down at 
a high government level in July 1980 because 
it violated that provision.

The renegotiations closed the Peruvian 
Revolution on an uneasy footing in the oil sec
tor where lack of decision had been characteris
tic of the Peruvian oil policy. The policy was 
one which waivered from spurts of decisive 
action to indecision and wastefulness. After 
the expropriation of I PC, the Peruvian govern
ment showed extreme pragmatism in negotiating 
contracts with foreign oil conpanies to explore 
en masse the unknown jungle. At that time, 
1971-1973, costs in the oil industry and other 
factors such as United States tax problems had
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not become deterrents to overseas investments.

As the years passed, the Evolution quick
ened its pace, and Petroperu became harder to 
negotiate with. Oil industry costs soared, es
pecially in the jungle where operations proved 
to be extremely costly due to large infrastruc
ture problems. Moreover, little oil was found 
other than in the Occidental and P2 trope ru 
blocks, and the oil boom fervor declined.

In 1977 the Ebruvian government realized 
that it had been a mistake to stop signing oil 
contracts in 1973. With the admission that more 
oil exploration was essential, Ebtroperu was 
faced with a difficult task of attracting new 
investment to areas where most oil men felt the 
hope of finding oil was marginal. Severed new 
contracts were signed in 1978, and others were 
negotiated, but remained unsigned primarily due 
to the tax problem in the thited States. The 
two problems of the oil sector, re trope ru 
liquidity and the Peruvian tax problem and the 
foreign oil conpanies' United States tax prob
lem, were not worked on with sufficient deter
mination and speed although an investment bank
ing firm and a group of lawyers were hired for 
advice which led to the 1980 renegotiations.

The 1980s is a new decade for Peru and the 
early years will be critical to attract new 
foreign investment and to develop new oil pro
duction so that Peru will not become an inporter 
or of oil in 1983 or 1984. Even if new invest
ments were made today, there will be at least a 
two to three year lag for existing conpanies to 
develop any given oil field where new oil would 
be found. The time may already be too late to 
reverse the trend to importation of oil by 1983 
or 1984. Neither Occidental nor Belco have the
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incentive to develop new areas, and any new com
panies would need five to seven years to get a 
project on-stream if the oil were there. lb a 
great extent this depends on Fetrcperu's ability 
to use its newly found wealth to make proper new 
oil investments and to attract the sorely needed 
technical personnel which have left Peru or gone 
to work for the private sector. At the present 
time the new government has not authorized a 
number of Fetroperu investment projects. It 
appears that the Belaunde regime views with 
skepticism the last Revolutionary act of the 
military government to convert Betrcperu from 
near bankruptcy to a multi-millionaire overnight 
and may develop a mechanism to channel the oil 
revenues back into the state treasury in another 
policy reversal in the oil sector.

It is clear that Fetroperu has increased its 
level of sophistication in the last twelve 
years due to the necessity to continually nego
tiate new deals with Occidental and Belco. The 
1980 contracts when compared to the 1971 con
tracts clearly evidence this improvement. How
ever, Fetroperu has long been out of its league 
due to illiquidity and lack of sufficient mana
gerial talent. It will be a key to the Peruvian 
oil industry in the 1980s that they build a 
sound organization at all levels through the use 
of rational employment policies and in conjunc
tion with foreign investors woxk to develcp the 
industry for the long term betterment of Ebru.
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CHAPTER 16

MINING

One of the areas in whidi the Revolutionary 
Government could have developed a coherent 
policy was in the mining sector. Inasmuch as a 
policy was developed in petroleum wherein the 
state could predominate while at the same time 
take advantage of foreign and national capital 
and technology, there was no major reason why 
the same could not be done in mining. However, 
this was not the case from 1968 to 1980 due to 
the desire of Minercperu, the state mining com
pary established in 1970, to dominate the sec
tor, or at least to have a majority-say in all 
major projects which it carried out. This was 
not the same as petroleum where the theoretical 
dominance of Petroperu was offset fcy the 
independence of the service cotractors under 
each prodiction sharing contract.

In October 1968 Peru was a major world mining 
country. Over 50 percent of its export revenues 
came from minerals such as copper, lead, zinc, 
iron, and silver. Three major United States com
panies predominated. They were Cerro Corporation 
(the Cerro de Pasco copper mine in La Oroya and 
Cerro de Pasco in Central Peru), Marcona Corpor
ation (the Marcona Mining Conpary iron ore mine 
at San Juan de Marcona in the south), and 
Southern Peru Copper corporation, a subsidiary 
of American Smelting and Refining Conpary (the 
Toguepala capper mine in the south). These 
three conpanies also held a number of conces
sions which they had developed. Anaconda, 
Kaiser, Homes take Mining Conpary, St. Joe 
Minerals, and Mitsui Mining Oonpary of Japan 
were also present. In addition, there were var
ious medium size mines run fcy foreign interests,
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for exanple, Cia Minera del Madrigal S.A. 
(United States), Cia Minerales Santander (United 
States), and Cia. Des Mines de Huaron (French). 
There did exist certain other mines run by 
Peruvian capital such as Cia. Minera Milpo S.A. 
and Cia. de Minas Buenaventura. No significant 
state intervention existed in the mining sector 
in 1968.

The conpanies in 1968 were governed by the 
Mining Code of 1950. This code granted tax re
ductions and tax deferrals during the investment 
recovery period and provided for a 15 percent 
depletion allowance. Provisions existed in Ar
ticle 56 of the Mining Code for additional con
cessions for the development of marginal mining 
operations.

As early as mid-December 1968, mining in
vestors knew a new mining policy was forth
coming. The Premier General Montagne indicated 
in a speech that the Revolutionary Government 
planned to define a new policy. It desired to 
start the exploitation of the copper deposits of 
Cuajone and Madrigal; however, it also wished to 
modify the national participation in the bene
fits of mining exploitation so as to increase 
the Peruvian role in the sector and change cer
tain articles in the Mining Code.

The Madrigal Contact was the first mining 
venture into which the Revolutionary Government 
entered. The government signed a contract with 
Conpania Minera del Madrigal on August 5, 1969 
to exploit the Madrigal copper-lead-zinc mine 
near Arequipa. Madrigal's parent, Home stake 
Mining of San Francisco, made an initial invest
ment of $760,000 and was financed by a $6 mil
lion loan from Maubeni Corporation of Japan.
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The Madrigal contract was attractive because 
it was signed under Article 56 of the Mining 
Code and contained tax stability during the in
vestment recovery period daring which time 
Madrigal would pay a 40 percent tax on net tax
able income. However, the contract stated that 
in no case would they pay less than what they 
would pay in the United States as a Western 
Hemisphere Trade Corporation. 1 After investment 
recovery, the tax rate in force would be 54 per
cent for six years, and, thereafter, the tax 
rates in force would apply. Hie contract includ
ed a work program and a ten year period from the 
initial exploitation of the mine for recovery of 
the capital investment. The Gentral Reserve 
Bark intervened to guarantee the availability of 
foreign currency. Its negotiation, and to a 
certain extent its format, paved the way for the 
Cuajone deal.

During the Cuajone negotiations, however, the 
government issued a measure which warned inves
tors of the future role of the state. The gov
ernment established that all mining concessions 
for which an operations calendar was not pre
sented as of December 31, 1969 would revert to 
the state. Plans to bring such concessions into 
prodaction fcy 1975 had to be presented. It was 
mentioned that the state might exploit those 
concessions for which an operations calendar and 
plans were not presented. oiga praised the 
measure: 1

1. With the United State income tax changes 
in 1976, the provisions of the contract 
should benefit the Peruvian government with 
more tax revenues. In 1980 Western Hemis
phere Trade Corporations became subject to 
the ordinary corporate tax rates in the 
United States.
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The government had said "enough” to the 
damaging system o£ mining concessions in 
the hands of foreign corpanies, and has 
opened the doors of encouragement to the 
small and medium miners, basically nation
al, and to the direct participation of the 
state in the mining business activity ty 
creating a bank of mining investment. 2

This measure clearly indicated that the com
panies could no longer sit on their unexploited 
concessions. They had to commence planning to 
develop them.

Two of the largest unworked concessions were 
the Cuajone copper deposit, the sister deposit 
of the Toquepala mine which was already in oper
ation, and Quellaveco, an unexploited concession 
which lay between the two. The Cuajone contract 
was preceded by difficult negotiations, and, 
moreover, there was considerable criticism of 
the deal in the local press prior to its signa
ture. oiga was the leading critic although it 
eventually reserved its judgement depending upon 
how the financing and commercialization issues 
were arranged. It had initially attacked Fin
ance Minister General Morales Bernudez on this 
issue and caused the government to issue a com
munique backing him.3 in a press conference at

2. oiga, September 4, 1969.
3. The Cuajone deal almost forced the Finance 

Minister General Morales Bernudez to re
sign. If that had occurred, Peru certainly 
would have moved closer to a Cuba-Nicaragua 
model in the 1970s because General Morales 
Bernudez would have been forced to retire 
from the arny and left the road clear for a
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at the end of November 1969, General Velasco de
fended Cuajone and stated that the country was 
in a critical situation because there was no 
capital or investment. It appeared that the 
Cuajone was intended to renew investor confi
dence in Peru and abroad.

The Revolutionary Government and Southern 
Peru Copper Corporation signed the Cuajone con
tract on December 19, 1969. To a certain ex
tent, it was different from the earliet Toque- 
pala contract because it was more specific in 
regard to mine installations, construction, 
and financing. Gost estimates were very specif
ic as were the tax regime and exchange guaran
tees contained in the contract.

Hie contract adopted the Madrigal tax stabil
ity system. Hie maxinum tax rate applicable to 
Cuajone during its capital recovery period was 
47.5 percent. Ebr the first six years after re
covery of investment, there was a 54.5 percent 
tax rate. The Central Reserve Bank intervened 
to guarantee availability of foreign exchange 
subject to the accepted governmental control 
mechanisms. Moreover, in a system to be util
ized in future oil contacts, a separate bark 
account in a New York bark was to be established 
in the name of the Central Reserve Bark. The 
c cup any would deposit in that account its min
erals sales proceeds and have the irrevocable 
drawing right on such account for withdrawal of 
monthly profits, depreciation, depletion, in
vestment amortization, interest, and certain 
other items detailed in the contract. The 
Cuajone agreement was based on Article 56 of the

leader like General Rodriquez Figueroa 
or General Fernandez Maldonado.
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Mining Code of 1950. The initial cost of the 
project was estimated to be $355 million. ̂  1969 
had been a very successful year for the state in 
the mining area. Ttoo investment projects, one of 
major size, were agreed to, and a preliminary 
warning was given to the mining industry that 
they would be expected to exploit their dormant 
concessions at an accelerated pace.

The new investments would have encouraged in
vestors in mining except for the events of 1970 
which indicated the trend that the Revolutionary 
Government would take in the mining area. It 
issued in April 1970 a Basic Mining Law which 
stated the future norms for the mining industry 
and affirmed that the state would have a strong 
voice in the industry. The new Basic Mining Law 
indicated that the Mining Code of 1950 would be 
substituted by a General Mining Law which de
clared that it would encourage national invest
ment in mining and a reduction of foreign in
vestment. In a significant move, the refining 
of copper was reserved for the state. All other 
refineries would operate by government conces
sions. All commercialization of minerals was 
reserved for the state. Moreover, the contro
versial Article 56 of the Mining Code was re
pealed, and a new tax system established for 
mining companies. The Basic Mining Law did in
dicate that the government could promote mining 
investment by granting certain companies tax 
stability, increased write-offs, and the poss
ibility to revalue their machineiy and instal
lations. It included the possibility of mixed 
mining conpanies with state and private capital. 
In a very important disposition, the law created 
Mineroperu, the state mining conpary.

4. By 1979 this sum was $1 billion.
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This Basic Mining Law was followed in August
1970 by a disposition requiring all large mining 
conpanies to provide information and plans con
cerning the exploitation of their concessions. 5 
If such plans were accepted, the conpanies had 
until year-end to obtain the financing of their 
concessions and start work. This short fuse was 
obviously designed to enable the state to take 
control of most of the large mining concessions 
not presently in operation and then turn them 
over to Mineroperu. The concessions which re
verted to the state by year-end were Cerro de 
Pasco's copper concessions of Antamina, Cralco- 
bamba, Sulfobamba, and Tintaya, Anaconda's Cerro 
Verde copper concession, Southern Peru's Quella- 
veco, American Smelting's Michiquillay, and 
Kaiser's Bayovar phosphate deposits. By early
1971 the state had definitely increased its role 
in the mining sector with the reversion of the 
concessions.

The watershed in Peruvian mining history 
under the Revolutionary Government was 1970 and 
1971 for a number of other reasons. The com
munist labor confederation, the CGTP, was recog
nized by the government. Moreover, in the in
dustrial sector, a new industry law was issued 
which included an Industrial Gomnunity, a 
mechanism for worker participation, which would 
be implemented in the mining sector in 1971. 
The pro-labor Labor Stability Law was issued in

5. The government mistakenly believed that 
this would pressure the mining conpanies to 
develop and push local entrepeneurs to in
vest. Rosemary Thorp and Geoffrey Bertram, 
Peru 1890-1977 Growth and:Policy in an Open 
Economy (New York: Golombia University
Press, 1978), p. 308.
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November 1970. It made it extremely difficult 
for a conpary to fire ary of its workers. The 
stage had been set for labor-management confron
tation, especially in the mining sector where 
mary of the left wing comnunist unions existed.

In 1971 the move towards state control of the 
mining sector became more pronounced. The Revo
lutionary Government issued its General Mining 
Law on June 8, 1971. The law clearly emphasized 
the state's role and in particular, Minero- 
peru's role in the sector. The previous 1970 
rules for marketing and refining were reiterat
ed. A system of state associated and special 
mining conpanies was established wherein the 
state would participate with a minimum of 25 
percent interest. The Mining Comnunity did not 
participate in these conpanies' capital and had 
limited voice on the board of directors.

The General Mining Law established a tax sys
tem and specified taxes to be paid by the mining 
conpanies. An explicit exoneration from all 
other taxes except income taxes was included in 
the law.® Accelerated depreciation, asset re
valuation, profit reinvestment and capitaliza
tion tax incentives, and tariff reductions for 
the importation of machinery, equipment, spare 
parts, and in general all products required for 
their operations were included in the law. It 
offered the option of negotiating tax stability 
with the government and other advantages such as 
exchange availability.

Other than the clear emphasis on the role of 
the state, the area of major concern in the law

6. Decree Law No. 18880 of June 9, 1971, 
Article 119.
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was the establishment of a Mining Gomnunity 
which would receive 10 percent of net taxable 
income to be used to purchase shares in their 
conpary and as a cash distribution. The Mining 
Gomnunity would eventually own 50 percent of its 
carp ary and have a voice proportionate to its 
ownership in both the shareholders' meetings and 
the board of directors' meetings. The trend for 
the future of the mining industry was set, that 
is, state control over most activities and 
worker participation.

National investors reacted quickly to the 
lew. The Sociedad Nacional de Mineria y 
Petroleo issued a comnunique in which it criti
cized the clear move to state control. It 
pointed out that the assumption of the marketing 
activities would cause a decrease in investment 
and indicated that the Mining Gomnunity would 
not grant the necessary freedom of action to the 
investor.

Once the General Mining Law had been announ
ced and studied, foreign investors initially 
made inquiries into the possibility of forming 
special mining conpanies with Minercperu to de
velop such areas as Oerro Verde, Santa Rosa, 
Michiquillay, Ant ami na, Tintaya, Chalcobamba, 
and Ferrobamba. Except for Gerro Verde and 
Antamina, little in-depth interest was forthcom
ing because of Minercperu's consistent demand 
that they be given 51 percent ownership and man
agement control of the project.

After considerable negotiations, Minercperu 
decided in 1970 to develcp the Cerro Verde-Santa 
Rosa project itself with British and Canadian 
financing and technical support. However, fcy 
1972 and 1973 Santa Rosa was being viewed as a 
separate project due to its magnitude. Some



462 Selected Sectors

surveying was done at Quellaveco and Tintaya in 
1972 and 1973. Qialcobamba and Ferrobamba were 
negotiated with a Swedish conparty, Granges, in 
1972; however, the government did not sign a 
final agreement due to the management control 
question. During this period the Japanese 
shewed interest in developing Michiquillay

By 1973 the Revolutionary Government's mining 
policy was clear. Strict legislation and quasi- 
g ove mme ntal ly -provoked labor problems hurt 
Cerro de Pasco and Marcona. This particular 
situation, and the Revolutionary Government's 
continued turn to the left, had the anticipated 
effect of drying up interest in investment from 
abroad and made it difficult for Southern Peru 
Copper Corporation to obtain its Cuajone finan
cing. The only real project agreed to was be
tween Mineroperu and Geomin, the Rumanian state 
mining coup arty, in 1972 to develop the Antamina 
zinc and copper deposit in the north. Geomin 
would supply all the needed foreign currency and 
take a minority position. Minercperu would 
supply title to the mine, all local currency ex
penditures, and receive 51 percent of the pro
fits. It appeared to observers that Antamina's 
attraction to the Rumanians was ideological and 
an opportunity to sell machinery and equipment.®

Hie government increased the pressure being 
applied to Cerro de Pasco to turn over its mines

7. The Japanese have continued to have an in
terest in this concession throughout the 
years; however, their demands were raised 
to include exenption from income tax.

8. This project was still in its preliminary
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to the state in mid-1973. It issued arbitrary 
rules on the development of housing and the val
uation of mining assets. Harsh words were re
leased to the press by both sides as sore form 
of expropriation was negotiated. The Gerro de 
Pasco installations were expropriated at year- 
end 1973, and Centromin was created to run them. 
The Revolutionary Government faulted Cerro for 
its lack of conpliance with housing, hygiene, 
and industrial security obligations and its 
supposed lack of interest in developing its 
Peruvian activities. In fact, these reasons 
were merely pretexts inasmuch as the expropri
ation was the start of the government's policy 
to assume the large mines. The Revolutionary 
Government and President Velasco saw the Gerro 
expropriation as a major accomplishment when he 
stated "with the expropriation of the Gerro 
de Pasco Corporation and with the eradication of 
its economic dominion and its political power, 
the Revolution makes the best answer to its 
enemies... ."9 General Velasco's Minister of 
Enercy and Mines Gen. Jorge Fernandez Maldonado 
referred to the expropriation as "a day of vic
tory for the people of Peru.. .a day of defeat 
for imperialism. All Peruvians accepted this 
as a necessary and nationalistic step.

stage in 1980. A tcp Minercperu official 
once told the author that this type of ar
rangement occurred in the Velasco Era due 
to leftist infiltration in Minercperu and 
the tendency to favor socialist friends.

9. El Peruana, January 1, 1974.
10. El Peiuano, January 2, 1974
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The February 1974 Greene Agreement resolved 
the Cerro de Pasco expropriation problem as well 
as a number of other investment controversies. 
It resulted in the freeing up of $76 million in 
blocked Cerro remittances as well as a payment 
for its installations. From this point Peru 
could have started afresh in the mining incbstry 
to encourage private investment. This, however, 
was not the case.

The problems of Marcona Mining Gonpary with 
the Peruvian Government worsened in 1974, and 
Marcona itself announced that it was willing to 
enter into negotiations to turn its properties 
over to the state. In additional, labor problems 
increased in intensity not only for the private 
mining sector, but also for Gentromin which 
inherited the labor problems which were used 
to harass Cerro de Pasco and increase Gerro's 
desire to leave Peru.

In 1974 the Revolutionary Government arbi
trarily created a 10 percent tax on the FOB val
ue of traditional exports. Minerals were con
sidered to be traditional exports, and with this 
new tax added to a 2 percent sales and service 
tax and a 2 percent Mineroperu marketing fee, 
the tax burden on a mining conpary became steep. 
In 1974 and 1975 when Peru could have turned 
around its mining industry, it proceeded ahead 
with policies that either kept foreign investors 
away or made it difficult for both foreign and 
national investors to stay in business. The 
government's anti-business and pro-state bias 
was clear. Even though the General Mining Law 
offered incentives, in practice the incentives 
were illusory due to the inpossibility to deal 
with Mineroperu and the governmental bureauc
racy. This problem existed for both foreign and 
Peruvian investors and clearly discouraged
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foreign investors from pursuing ary possible in
vestment opportunities in large scale projects.

Hie prices of most minerals began to slump 
severely in 1975, and this phenomenon hit the 
mining sector because inflation had significant
ly increased costs. Aside from a minor S/.38.70 
to S/.45.00 devaluation in September 1975 after 
General Morales Bemudez tock over as president, 
little positive was done in the mining sector 
other than to clear up sane vaguely worded rein
vestment legislation.

However, in July 1975 prior to the change in 
the leadership of the Revolutionary Government, 
considerable damage was done in Peru and abroad 
to investor confidence and the investment cli
mate by the surprising expropriation of the 
Marcona Mining Gonpary's installations at San 
Juan de Marcona and the recision of the Marcona 
contract which was to expire in 1983. The 
Revolutionary Government created a new conpary, 
Hierrcperu, to run the Marcona installations, 
and made it clear from the date of expropriation 
that they did not plan to pay Marcona for its 
installations at the port of San Nicolas. The 
ejprcpriation law also indicated that Peru would 
collect from Marcona whatever debts it owed.

Hie expropriation demonstrated the lack of 
international political sensitivity and under
standing of international commerce that the 
Revolutionary Government's top leaders had. 
Marcona was expropriated in an irrational act 
primarily for political reasons, and subsequent 
to the expropriation it became clear that the 
government had not obtained iron-tight assur
ances from potential purchasers of the iron ore, 
specifically Japan, that they would continue to 
buy from the new owners.
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Upon expropriation, Marcona immediately em
bargoed all shipments of iron ore and all at
tempted iron ore sales by the newly created com
mercial entity for minerals, Mineroperu 
Commercial. When it became clear that the iron 
ore could not be sold, Peru decided to negotiate 
with Marcona and its representative, the United 
States Department of State, regarding compensa
tion for the expropriated facilities. Mean
while, the expropriated iron ore piled up at the 
ex-Marcona installations and paralyzed the iron 
ore incbstiy. The Marcona problem was provision
ally settled in early 1976 so that shipments 
could commence again. Marcona readied a final 
settlement with Peru in September 1976.

However, problems in the raining sector had 
become quite severe in 1976. There was an ex
treme liquidity problem; the tax of 10 percent 
on exports was raised to 15 percent although 
most mineral prices fell. The labor situation 
became so bad that the mining sector was de
clared in emergency to curb labor unrest and 
assist in firing troublemakers.

It was in this particular situation that the 
Cuajone project went on-stream in November 1976 
amid favorable comment from foreign and national 
investors and the press. Almost simultaneously 
the new Mineroperu Ilo Refinery started opera
tions. These two projects plus the Madrigal 
mine, and to a certain extent Mineroperu's Cerro 
Verde project, were the results of the 
Revolutionary Government's mining policy since 
1968.

Certain measures were taken in 1976 and 1977 
which helped the mining companies. The govern
ment established a fund to help small mines and 
a bond system for the payment of the export
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taxes. Certain medium size mines were exoner
ated from export taxes if they were zinc and 
copper prodicers. The zinc producers were not 
actually exonerated from the 15 percent export 
tax until 1978 when it was increased again to 
17.5 percent on FOB value.

Inasmuch as the Peruvian currency had suf
fered a severe devaluation since November 1977, 
the mining conpanies liquidity problems were 
helped somewhat in 1978. However, the tax on 
ejports plus the other taxes and fees payable on 
eiports hit those non-exempt conpanies hard at a 
time when minerals prices were still down. On 
the positive side, the Mining Comnunity Law was 
changed in November 1978 to insure that the Min
ing Comnunity would never control its company. A 
new law was issued to attract investment in gold 
mining. The government also made changes in the 
mining law to permit more flexibility in asset 
depreciation, asset revaluations, and reinvest
ments. In addition, the mining sector became 
eligible to receive non-mining sector investment 
funds from both juridical and natural persons. 
Minercperu also changed its attitude toward de
manding majority ownership and management con
trol and was discussing a Cerro Verde II turnkey 
project with a West Germany ccmpany and the San 
Antonio de Poto gold project with St. Joe 
Minerals Corporation. In theory, these changes 
should have pushed the sector into a more 
optimistic situation regarding new mining pro
jects.

However, early in 1979 the prices of certain 
minerals, i.e., copper, zinc, and lead, rose on 
the international markets. The Revolutionary 
Government immediately revoked the tax exonera
tion for the copper and zinc producers and re
duced the system established to pay the export
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taxes with the purchase of treasury bonds. The 
government claimed that it should share in the 
bonanza of high mineral prices and would not ac
cept the argument that this was unfair in a cyc
lical industry which only a short time before 
was plagued by illiquidity and losses. This 
change provdced the reaction of the heme office 
of the Peruvian Cia. Minera Santander Inc., St. 
Joe Minerals Corporation, which immediately 
paralyzed its zinc production facilities and 
called a halt to its projected investments, 
one of which would have been for San Antonio 
de Foto with Cia. de Minas Buenaventura under 
the new 1978 Gold Law. Moreover, the Home- 
stake Mining Gonpary subsidiary and various 
national investors represented by the mining 
carpary lobby voiced its protest.

Hue effect of these tax measures on medium 
size conpanies such as Santander, and on the 
large conpanies such as Southern Peru Copper 
Corporation, has had a clearly negative impact 
on the climate of foreign mining investment. The 
Revolutionary Government's continual behavior in 
adopting changing criteria toward the mining 
sector was a disincentive to investors. 
Minercperu Commercial's monopoly on marketing 
also disheartened investors.

In spite of large increases in mineral prices 
and mining profits in 1979, the mining sector 
was in disarray due to a lack of a clear policy 
toward private investment. It was clear that 
Minercperu could not adequately fulfill the job 
of an omnipotent state mining company due to 
lack of experience and resources. Taxation 
based on gross product ion plus continued diffi
culties in solving labor problems were disincen
tives. The excessive strikes necessitating the 
intervention of the Peruvian anty to control
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them worried both national and foreign inves
tors. In spite of these impediments, as late as 
early 1980 Minercperu was still receiving propo
sals for Tint ay a and for Gerro Verde II. 
European and Canadian investors were interested 
in the former either through a special mining 
conpary or a turnkey project, and Fiat and 
Klodcner GmbH of West Germany were bidding for 
Cerro Verde II. Nevertheless, fcy March 1980 
Tintaya was removed once again from the private 
investment area as the state established 
Enpresa Estatal Minera Asociada Tintaya S.A. 
(Ematinsa) to carry out the project. Ematinsa 
would be owned 45 percent each fcy Minercperu and 
Centromin and 10 percent fcy COFIDE.

It has always been said that Peru is a mining 
country and that nuch of its destiny depends on 
the success of its mining sector. Very little of 
a positive nature was acconplished in it from 
1968 to 1980 on a large scale except for 
Cuajone. Large scale mining projects take years 
to develop, and the Peruvian mining sector will, 
therefore, take considerable time to recover. 
President Belaunde and his new Minister of 
Energy and Mines Pedro Pablo Kuczynski, a recog
nized economist and international mining expert, 
are cognizant of this issue and should work to 
develop a coherent policy for mining during the 
short term. In his Independence Day speedi on 
July 28, 1980, President Belaunde made it clear 
that both foreign and national investment is 
needed in mining and that this sector is "the 
key of our economic recuperation. " H  11

11. El Peruano, July 29, 1980,
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PART VI

THE END OF THE REVOLUTION: PERU
RETURNS TO DEMOCRACY IN THE 1980s
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CHAPTER 17

CONCLUSIONS AND REELECTIONS REGARDING 
INVESTOR POLICIES AND REACTIONS AS PERU ENTERS

THE 1980s

As Peru enters the 1980s, it brings with it 
the concrete results and hidden repercussions of 
twelve years of military rule and the attenpt at 
coitplex changes— the Peruvian Revolution. In
vestment policy, investor reaction, and the con
sequent investment climate of the 1968 to 1980 
period form the backdrcp for ary investment in 
the 1980s.

The attitude of the Revolu tionary Government 
toward private investment evolved from 1968 to 
1970. In this initial period the IFC expropri
ation in October 1968 did not reflect a definite 
attitude toward investment. Rather, the action 
was the culmination of long years of friction 
between I PC and Peruvian governments and not a 
punitive action against IFC as a foreign inves
tor per se. The expropr iation was necessary to 
heal a half century of misunderstandings between 
the parties and friction among Peruvians con
cerning how to resolve the problems.

Hie events in 1969 indicated that the leaders 
of the Revolutionary Government were searching 
for a policy and trying to find allies within 
the national private sector. The agrarian re
form in June 1969 and the reforms taken in 
barking did not evidence an anti-private in
vestment attitude, and investors did not react 
that they perceived the actions as such. Even 
though both Peruvian and foreign investors ware 
injured fcy the agrarian reform, the necessity 
to take such actions had been well known to all 
observers and was not unexpected. Moreover,
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the announcement of the Bayer i nebs trial invest
ment in late 1968 and the Cuajone and Madrigal 
contracts in 1969 could only have encouraged 
foreign investors that the government would 
continue to lode to private foreign capital to 
help develop Peru.

The government's attitude toward investment 
in the private sector commenced to change in 
April 1970 when General Velasco spoke to a group 
of industrialists and stated that Peru would 
accept foreign investment in certain sectors as 
long as it was made according to Peruvian rules 
of the game and on Peru's terms. The July 1970 
General Law of Industries' creation of the In
dustrial Oommmity, its indication that the 
state would assume the basic industries, and its 
harsh treatment of foreign capital all signaled 
that the military government's approach to for
eign and national investment had changed. The 
Revolutionary Government had also decided to in
crease state control of the econary through the 
creation of Petrcperu and Minercperu, the as
sumption of the basic industries, and the forced 
reversion to the state of all undeveloped large 
mining concessions. The creation of the Indus
trial Comnunity, the passage of the Labor 
Stability Law in 1970, and the recognition of 
the comnunist labor union, the GGTP, in January 
1971 all indicated an anti-business and pro
labor bias which was readily identified fcy in
vestors.

In 1971 the anti-foreign investment attitude 
of the government became clear. The new fish
ing and mining laws were clearly oriented toward 
encouraging private national and state invest
ment and increased state control. Moreover, the 
adoption on July 1, 1971 of the restrictive 
foreign capital rules of Decision 24 of the
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Andean Pact reinforced the trend although it 
should be noted that in some ways the rules 
were slightly more flexible than the General 
Law of Industries in regard to divestment and 
profit remittances.

The petroleum sector was the exception to the 
anti-foreign investment bias. The first model 
petroleviu contract for production sharing was 
signed in June 1971 and seventeen additional 
contracts for new areas were signed through 
May 1973. This was the one area where the 
Revolutionary Government recognized that foreign 
capital and technology were needed. In return, 
the petroleum conpanies accepted the challenge 
and signed up to participate in the oil boom.

In 1972 and 1973 observers believed that the 
new approach to foreign investment might be ac
ceptable to foreign conpanies which could adapt 
themselves to the idea of the Andean Pact sec
toral programs of industrial development and to 
the necessity of forming joint ventures both 
with local partners and with the state in order 
to make very specific products for the Andean 
Common Market. However, the progress of the 
negotiations between the Andean Pact countries 
was slow and hurt Peru considerably in her at
tempt to attract investment on her own terms.

The government's insistence on the takeover 
of the basic industries, the increased statist 
policies, the expropriation of the fishmeal in
dustry in May 1973 and the establishment of 
Pescaperu, and the general increase in labor 
union and Industrial Community militancy all 
contributed to an unfavorable climate for both 
national and foreign investment. All investors 
continually heard the government say one thing, 
sau it issue laws which were contrary to their
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statements, and then apply them in an arbitrary 
manner.

Cerro de Pasco was expropriated at year-end 
1973 in the Revolutionary Government's first 
move to assume the large mining companies. 
Hie Cerro de Pasco expropriation was followed 
by negotiations between the United States gov
ernment and the Peruvian government to settle 
all pending disputes between United States com
panies and the Revolutionary Government. The 
Greene Agreement signed on February 20, 1974
provided for the compensation of all conpanies 
which had disputes with Peru except I PC which 
eventually was compensated unilaterally fcy the 
United States government. This was a positive 
sign to foreign investors; however, at the same 
time the national investors expropriated in the 
basic indistry sector found that their disputes 
with the government were not resolved. The 
optimism of the foreign investors was short
lived because the rest of the Velasco Era was 
noted fcy anti-private investment actions: the
ejprcpriation of the press, the creation of the 
social property sector, and the expropriations 
of Gulf Oil Conpary and Marcona Mining Cbnpary.

When General Morales Bernudez assured power 
on August 29, 1975, the outlook was bleak for 
foreign and national investment. It appeared 
that the new president took over in the face 
of a then unappreciated economic crisis of 
great magnitude. Observers hoped that the change 
signified a reversal of policy and a new atti
tude and approach toward private investment. 
However, this change did not automatically de
velop because the president had to consolidate 
power before he could enact any changes. There 
was continued enphasis on the social property 
sector. The only positive measures were the
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Small Business Law which provided certain relief 
from the Industrial Comnunity for small busi
nesses, and the signature of a pipeline agree
ment with Occidental Petroleum Corporation at 
year-end 1975 after a year of arduous negoti
ations.

The change in Peru's economic program and the 
devaluation of its currency in June 1976 from 
S/.45.00 per dollar to S/.65.00 showed that 
President Morales Bermudez had started to face 
up to the reality of the economic problems. At 
the same time a reshuffle of the cabinet occur
red as General Fernandez Maldonado who had at
tempted to increase his power was removed from 
the government and the head of the Social 
Property System resigned. From July 1976 there 
was a decline in enphasis on social property, 
and an attempt to rehabilitate the private sec
tor began.

The movement toward enphasis on the private 
sector was slow, and foreign and national in
vestor reaction slower. All investors adopted a 
wait-and-see attitude in most areas. Even the 
president's positive appearance at the business
men's meeting at CADE-76, the announcement of 
changes in the Industrial Community, and the 
inauguration of Cuajone could on]y be viewed 
with reserve due to the worsening economic sit
uation. A July announcement of new oil con
tracts and the settlement of the Marcona expro
priation in September also raised foreign in
vestor confidence, but this was too little, too 
late. The actions in themselves were insuf
ficient due to the impending economic problems.

Even as changes such as new petroleum con
tract bases, new dividend remittance procedures, 
changes in the Industrial Comnunity, the payment
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of Gulf Oil Conpary, and the reversal of Peru's 
stand on investment continued to take place in
1977, they were met with relative indifference. 
Chances to find large amounts of oil were mar
ginal, and Fetrcperu was still difficult to 
deal with. The political and economic situation 
and leadership were unclear and concerned for
eign and national investors as elections for a 
Constitutional Assembly were called for June
1978.

Thus, as 1978 developed, interest in foreign 
investment was slight. New oil contracts were 
signed with Occidental in known areas of rela
tively minimum risk where the return on invest
ment seemed assured. Private national invest
ors continued to conplain about the basic in
dustry and press expropriations. Investors 
observed the increased strength of the left amid 
growing economic and political disorder. Only 
with a change in the economic and financial team 
in May 1978 did it appear that the Revolution
ary Government accepted that economic reality 
had to be faced in order to save the country.

Because the government had to concentrate on 
its economic and political problems, however, 
those of the investors and the necessary actions 
to attract them todc second place. Changes in 
the Mining Community and the Fishing Gomnunity, 
a liberalization in the Small Business Law, 
and a new Non-Traditional Export Law were is
sued only in late 1978. The Export Law did in
crease the confidence of the national investors 
who scrambled to profit by its incentives en
couraging exports.

Changes in the mining tax laws in 1979 to 
increase the tax burden of the mining conpanies 
were clearly negative for both foreign and
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national investors. The threats of oil contract 
renegotiations and the eventual passage of a new 
tax law and contract bases in December 1979 were 
both negative measures for investor confidence. 
These actions evidenced the government's will
ingness to change the rules of the game when 
faced with what seemingly was a disadvantageous 
financial arrangement which they themselves had 
negotiated previously.! No new foreign com
panies have invested in the petroleum sector 
as of year-end 1980.

The Peruvian Revolution's attitudes and pol
icies toward foreign and national private in
vestment from 1968 to 1980 resembled the swing 
of a pendulum. In the incbstry area the govern
ment commenced on a relatively pro-private in
vestment stance and turned against the private 
sector only when it became clear that the pri
vate sector would not cooperate with the 
Revolutionary Government's reforms. By 1980 
the pendulum had swung back to the private sec
tor; however, the effect of the economic crisis 
on increased interest rates, inflated wages, and 
costs of raw materials had greatly damaged in
dustry. Moreover, increased taxation because of 
asset revaluation in times of low sales, ex
change rate fluctuations, inability to fire ex
cess workers, and inflation all crippled indus
try.

The foreign capital treatment under the

In an interview with the Andean Report, 
the economist Paul Samuelson warned that 
this type of behavior was dangerous. "Money 
is cold. It has no heart. It will go where 
it's treated properly." Andean Report, 
September, 1980.

1.
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Andean Pact Decision 24 rules also had negative 
results, and the flexibility of the government's 
foreign investment bod/, the CGNITE, from 1977 
to the present in its treatment of the foreign 
companies regarding remittances and reinvest
ments could only go so far to develop a positive 
investment climate for foreign industry* The 
economic problems harming nationally-owned in
dustry were also those of foreign indistry and 
could only be overcome by the vigorous develop
ment of an export-oriented economic base and 
rapid developments in the Andean Pact.

Only in the petroleum and mining sectors did 
Peru have success attracting investment during 
the Peruvian Revolution, and it was only that 
success with oil, Cuajone, and the 1 9 7 9 rise in 
mineral prices which kept her solvent in the 
lean years. In the petroleum sector the atti
tude was generally favorable throughout the 
Revolution in spite of certain difficult and 
tense negotiations between the contractors and 
Petrcperu. The contract renegotiations in 1980 
could be seen as merely a Peruvian attempt to 
better an unfair deal, and not an anti-foreign 
investment position. However, it remains to be 
seen if increased investment will flow into this 
sector under the new fontulas worked out with 
Petrcperu or variations of them formulated fcy 
the new government. In the mining sector, the 
successes were early, i.e., Madrigal and 
Cuajone, and were followed by the asphyxiating 
demands of Minercperu and excessive taxation fcy 
the government. Many government mining projects 
were announced, but even the well publicized 
Cerro Verde has been only a limited success. A 
conplete reversal in approach will t>e necessary 
to attract foreign investment and fully develop 
the mining sector.
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President Belaunde assumed power in July 
1980 as the first democratically elected presi
dent to govern Peru since his overthrow on 
October 3, 1968. Peru again has come under the 
scrutiry of investors and lenders and political 
observers as they watch with interest how the 
new democratic government will deal with the 
minerals problems left by the military.

Hie future of Peru could well depend upon the 
leadership of President Belaunde. It will be 
necessary for the president to provide the 
national leadership required to develop the 
country through clear and coherent support of 
his Premier and Minister of Econony, Finance, 
and Commerce Dr. Manuel Ulloa and his economic 
development policies designed to reduce infla
tion and reactivate the econony. The $9,301 
billion foreign debt at year-end 1979, the 60 
percent inflation, and the necessity to elimi
nate food subsidies present grave impediments to 
stability. Strong leadership is needed to de
velop policies to pull Peru out of its recession 
and at the same time control inflation and re
store to all Peruvians a portion of their lost 
purchasing power.

The role of the state will be important in 
the task of reconstructing Peru. The govern
ment's technocrats will be the key, and contin
ued state influence and investment in most areas 
of the econony should be expected. However, in 
the case of petroleun exploration and secondary 
recovery projects, it is advisable that foreign 
investment be sought in order to reduce the 
pressure on Petrcperu to develop areas for which 
it lades technical expertise. The dynamic Min
ister of Energy and Mines Dr. Pedro Pablo 
Kuczynski will play a paramount role in revanp
ing petroleum and mining policy and resolving
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certain distortions in these sectors caused fcy 
the present overtaxation of the oil industry 
resulting from the military’s 1980 prodiction 
sharing contract renegotiations. Solution of 
this particular problem is urgent to keep Peru 
from becoming an oil inporter in 1983 or 1984 
due to lack of new petroleum exploration. Re
vision of the December 1979 petroleum legisla
tion to correct its taxation provisions through 
either tax redaction or reinvestment incen
tives is necessary. In the minerals areas, the 
17.5 percent tax on mineral export sales nust be 
eliminated or phased out over a period of years 
in order to create incentives for new mining in
vestment. It is clear that foreign investment 
is welcome in both mining and petroleum, and it 
is merely the proper mechanisms to attract such 
investment which must be put in place.

Concurrently, investment by national and seme 
foreign investors will be encouraged in agri
culture where productivity mist be raised in 
order to feed the ever-increasing number of 
Peruvians. In industry, reactivation of that 
sector and its development will depend on the 
management of liquidity as well as the govern
ment's approach to the Industrial Comminity Law 
and Labor Stability Law. Its actions in this 
area will be important to raise the country's 
productivity, but must be taken in a manner 
which does not increase social tensions and en
courage strikes.

It was once commented that the I PC expro
priation was the only issue that ever united 
all Peruvians. 2 The unity of all Peruvians 
in the 1980s is essential for the development

2 New York Times, April 17, 1969
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of a strong but benevolent state with dynamic 
leadership backed by the cooperation of the 
private sector.

1* * * * * * * * * * *

Peru is a different country than it was in 
1968; however, it is unclear if there has been 
an improvement because except for oil it is only 
marginally more self-sufficient than before. 
Hie standard of living of most Peruvians has 
actually declined with the real wages down since 
1976 in the order of 40 to 50 percent. Extreme 
poverty still exists, and no great measure of 
income redistribution and social justice on a 
national level has been adiieved.

Hie situation of the various institutions 
and pressure groups after twelve years of mil
itary rule, however, has changed substantially, 
and their participation in and cooperation with 
the Belaunde government will be significant for 
Peru's development in the 1980s. Although it is 
difficult to predict the future or assess ex
actly the effect of the Peruvian Revolution, it 
is inportant to survey the development or de
terioration of the country's basic structures.

Political Parties: Fran 1968 through 1976 the 
Peruvian political parties virtually disappeared 
from public life and their leaders were si
lenced. It was only in 1977 with the call for 
elections of the Constitutional Assembly that 
the parties began to participate again in poli
tics. However, one could argue that in Peru 
there are no real political parties, only poli
tical leaders such as Victor Raul Haya de la 
Torre and Fernando Belaunde. This particular 
theory may explain the victory of the AP in the 
1980 elections and its emergence as the domin
ant political party in part due the charisma
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of its leader President Fernando Belaunde and 
in part due to the weakness of the APRA caused 
by internal disputes which came to a head after 
Haya de la Torre's death in August 1979. The 
key to Peru's success in the 1980s will be the 
AP's ability to organize itself as a coherent 
political party with viable national and local 
leadership and develop a new group of party 
leaders to cany on Belaunde's work after the 
1985 presidential elections. AP's chances to 
control Peru and for Peru to realize its po
tential development are strengthened fcy the 
Constitution of 1979 which enhances the role of 
the executive and his cabinet and corrects the 
constitutional anomalies which existed in the 
1960s and caused continuous cabinet changes and 
eventually the overthrow of President Belaunde 
on October 3, 1968.

Although the conservative PFC's 1980 presi
dential and congressional vote indicated that 
its power base is insufficient to command a 
widespread national following, at present the 
PIC will serve as the "swing" party for future 
elections due to its willingness to ally with 
the Belaunde government. The PPC has in effect 
replaced the conservative UNO and the Christian 
Democrat PDC in their roles of coalition members 
of the 1960s. The drop in the APRA's percentage 
of voter strength reflects not only its internal 
struggles, but also the inpact of the death of 
its leader Victor Raul Haya de la Tbrre. The 
APRA can only regain its traditional guaranteed 
one-third of the electorate through a moderate 
approach to the country' s reality and the de
velopment of a younger group of more realistic 
and less demagogic leaders.

The role of the left grew substantially in 
the twelve years of military government and was 
most evident in the left's showing in the
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Constitutional Assembly vote in 1978. However, 
the lack of its leaders' interest in the 
Constitutional Assembly process and the left's 
disunity were causes for its poor showing in the 
1980 presidential elections. These results in
dicated that without unity and a strong, intel
ligent, dynamic leader, the rag-tag groups of 
Maoist, Trotskyite, and Moscovite comnunists 
might never have a major inpact on freely held 
congressional and presidential elections unless 
the conditions of economic crisis and repress
ion of 1978 are recreated.

The Military; The failure of the Peruvian mil- 
ltaiy to carry out the Peruvian Revolution and 
its enunciated structural reforms has tarnished 
it as an institution and caused it to lose 
prestige and power. Its ranks have been weak
ened by the constant retirements and purges of 
rising officers in all services during both the 
First Phase and Second Phase of the Peruvian 
Revolution. The military's failure to achieve 
its goals was due to many causes: the over-
extension of its powers and its extended period 
in office; its increasing isolation as it tried 
to rule in a vacuum; its conceptual inadequacy 
and overs iitpl if ication of the way to resolve 
the country's problems; and its inability to 
ccpe with the international reality of fluc
tuating commodity prices. Strengthened ty the 
Constitution of 1979, the new civilian leaders 
and the Peruvian people should work together 
to avoid the military's reappearance on 
the political scene. This, of course, is based 
on the premise that the Belaunde government 
can provide the proper national leadership 
to unify the country and carry out its own 
form of national economic, political, and 
social revitalization to avoid ary national 
emergencies which might result in military 
intervention.
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Foreign Investors: During the last twelve years 
foreign investment has actually increased in 
real dollar terns although the influence of the 
foreign investors has clearly declined. The in
crease has been primarily due to the investments 
by Occidental Petroleum Corporation in petroleum 
and Southern Peru Gopper Corporation in the 
Cuajone mining project. These conpanies have re
placed the expropriated International Petroleum 
Corporation, Cerro de Pasco, and Marcona Mining 
Conpary as the large natural resource investors 
although the Southern Peru Copper Corporation's 
Toquepala mine existed prior to 1968 and the 
other major oil conpary, Belco Petroleum Corpor
ation, has been in Peru since the early 1960s.

In industry and commerce there has been a 
decline in real dollar terms of foreign invest
ment as well as its influence because of gov
ernmental restrictions. The large agro-indus
trial operations of W. R. Grace & Conpary and 
Anderson, Clayton have been turned over to 
cooperatives and only Sears Roebuck del Peru 
and Goodyear del Peru remain as the large pre- 
1968 foreign investors. Foreign ownership has 
also been reduced due to the impact of the 
Industrial Comnunity, the Andean Pact fade-out 
rules, and the generally negative investment 
climate which encouraged investors to place 
their money elsewhere.

The Peruvian state has clearly learned nuch 
in the way of negotiating with multinational 
enterprises, and one task of the Belaunde gov
ernment will be to retain that edge. At the 
same time it must encourage additional invest
ment once the government clarifies its policy 
on the key issues of the Industrial Community 
and labor stability.
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Labor: The Peruvian Revolution strengthened 
organized labor in part due to its failure to 
weaken the APRA-backed CPT by the recognition 
of the comnunist CGTP and by the creation of 
its own CTRP. Its continued denial of recog
nition of the Maoist-oriented teachers' union, 
the SUTEP, and its struggles with the organized 
government eitplcyees gave further reinforcement 
to the union movement. By 1978 figures the 
membership of most labor confederations was sub
stantial: CGTP (700,000), CTP (450,000), CTRP 
(200,000), the Christian Democrat CNT (85,000), 
and the SUTEP (131,000). Both urban labor and 
rural farmer groups demonstrated their influ
ence in 1978 with the election of four APRA 
members and twenty-four of the thirty-four of 
the left wing members of the Constitutional 
Assembly from the leadership or advisor ranks 
of labor or farmer organization. In spite of 
the left's poor showing in the 1980 presidential 
elections, this tendency has not changed sub
stantially.

"La Oligarquia": The establishment was never 
realty destroyed daring the twelve years of 
military rule although certain non-divers if ied 
landowning families did lose their wealth. 
Most of the larger landowners merely continued 
to develop their fortunes in other areas such 
as barking, commerce, indastry, and mining. 
Other families have consolidated their positions 
in the top ranks of the elite through their 
entrepreneurial talents in the mining and hotel 
indjstiy. The new rich of 1980 were generally 
social register families prior to the Revolu
tion although their wealth and power has in
creased and placed them in the forefront of the 
national entrepreneurial heirarchy.
Other Organized Pressure Groups: The various
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lobbies for industry, the SI, and the exporters, 
the ADEX, became significant pressure groups 
in the Second Phase of the Revolution as they 
vocally and aggressively pursued their particu
lar goals with the government. These groups 
have replaced the all-powerful agrarian society, 
the SNA, as the significant lobfcy due to the 
virtual destruction of the landowner class per 
se and the dissolution of the SNA and its re
placement for a period of time by the now de
funct CNA. The SI and the ADEX may be at a 
crossroads in their development: their future
influence with the Belaunde government is un
clear unless they compromise their stand on 
inports. The mining lobfcy and certain members 
of the establishment involved in that sector 
will play a role in guiding government policy 
in the development of Peruvian owned medium
and small scale mining ventures and joint ven
tures in large mining projects.

Groups With No Representation: There has fcieen
certain improvement in the representation of 
all Peruvians since 1968 due to the agrarian 
reform, the establishment of the agricultural 
cooperative system, to a certain extent the re
duction of the voting age to eighteen, and the 
granting of the vote to illiterates. The now 
landowning Andean Indians have clearly organized 
themselves and therefcy will eventually gain 
economic improvements. On the other hand, the 
Labor Stability Law has impeded the growth of 
the organized lafcor force fcieyond that of in
creases of union organization in previously un
organized unions and sectors. In this case, the 
review of the hiring and firing rules in the 
labor legislation will be essential to bring 
more workers into the organized, unionized 
work force.
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Since 1968 the extension of the vote and, 
in general, greater rural-urban mobility has 
decreased numerically the number of Peruvians 
without representation. It is quite possible 
that the turbulent years of the Revolution and 
its rhetoric have raised the masses' conscious
ness level and aspirations and encouraged them 
to seek more access to those in power. Peru's 
marginal population, except for the Andean 
Indian farmers benefited by the agrarian reform, 
still remain, however, outside the political 
and economic mainstream. A relatively unap
preciated benefit of jungle oil exploration has 
been that its population is more integrated 
than before due to the increased airplane, 
boat, and helicopter service to outlying 
jungle areas.

The population has increased by over 5,000,000 
and is still growing. The low calorie and pro
tein levels and nutritional practices of the 
urban and rural poor which make up a large 
part of this increase is clearly reducing the 
intelligence level of the next generation. For 
those more fortunate children, the prospect of 
obtaining an education and then being unable to 
find a job is increasing as the size of the 
labor force has not kept up with population 
growth. President Belaunde's interest in the 
integration of Peru and his desire for social 
justice for all Peruvians may redace further the 
rarks of the unrepresented in the 1980s. This 
achievement should be a major priority for his 
government.

Other Institutions:
The State: In 1980 the state controls the 
telecommunications, the railroads, gas distrib
ution, the mail system, and the steel industry, 
as well as significant parts of the petroleum,
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naval construction, mining, and aviation 
industries. Its increase in size and tech
nocratic conpetence during the Peruvian Revo
lution is an obvious acconplishnent although the 
strains on the state bureaucracy in the health 
and education sectors, among others, have been 
felt. Its negotiating and financial conpetence 
in the cases of Petrcperu and COFIDE respective
ly speaks highly of increased skill levels in 
the upper levels of the bureaucracy. A new 
group of technocrats has developed in the 
government whose capacity to negotiate with the 
private sector, both foreign and national in
vestors, has greatly inproved. The Belaunde 
government's policy as regards the state 
should be to keep and increase its technocratic 
abilities and at the same time return to 
the private sector those areas of the econcny 
which are not essential for the state to develop 
and control.
The Press: The free press of 1968 is free again
as President Belaunde in one of his first acts 
of government ordered returned to their owners 
the daily newspapers expropriated in the First 
Phase. However, the power structures of the 
press have clearly changed due to the Revolu
tionary Government's attempt to control the 
press. A strong and sophisticated weekly and 
bi-weekly press lead by the Gomrrunist Marka 
and its daily Diario de Marka, the conserva
tive El Tiempo and Opinion Libre, and the 
monthly economic and political reviews, the 
Andean Report and Peru Economico, have provided 
the traditional press strong conpetition. 
Car etas had continued to develop as a in- 
fluencial and well-informed middle-of-the-road 
weekly as has oiga from a slightly left-of- 
center position.

Peru in 1980 is a changed country. What would
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the country be like if the military had not 
ruled for twelve years and had not attenpted its 
Revolution? What would have been the results of 
the Revolution if the experiments had not been 
thwarted by international economic conditions? 
TO judge clearly, the years nust pass. Never
theless, many lessons can be learned by asses
sing the successes and failures of the Peruvian 
Revolution from 1968 to 1980.
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