Emerging Markets Review 4 (2003) 472–496

Exchange rate volatility and economic
performance in Peru: a firm level analysis夞
c
´
´
Luis J. Carranzaa,b,*, Juan M. Cayoa, Jose´ E. Galdon-Sanchez
a

´ de Porres, Escuela de Economıa,
´ Av. Las Calandrias syn. Santa Anita,
Universidad San Martın
Lima, Peru
b
´ Campus Universitario, 31080 Pamplona,
Universidad de Navarra, Departamento de Economıa,
Spain
c
´
´ Campus de Arrosadia,
Universidad Publica
de Navarra, Departamento de Economıa,
31006 Pamplona, Spain

Abstract
This paper analyzes the impact of the exchange rate volatility on the performance of the
Peruvian economy using financial information from 163 non-financial listed firms. We find
evidence that, for firms holding dollar-denominated debt, investment decisions are negatively
affected by real exchange rate depreciation. The reasons behind this result are: (i) the high
degree of liability dollarization and currency mismatch that create the conditions for a balance
sheet effect and a financial stress in the aftermath of a currency depreciation; (ii) the strong
bank-lending channel that follows and reinforces the balance sheet effect; (iii) the domestic
demand shrinkage that affects severely firms’ sales; and (iv) the relatively small and poorly
diversified export sector.
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1. Introduction
Which is the impact of exchange rate volatility on the economic activity? This
seems to be one of the most compelling questions in the economic literature in
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recent times. In the last decade, several countries experienced large exchange rate
depreciations with different results. In some cases, such as Mexico in 1994 and
Thailand in 1997, currency depreciations were followed by a large contraction in
economic activity and the collapse of the financial sector. The most striking
characteristics of these currency crises were that, previous to the crises themselves,
the degree of exchange rate misalignment was considered small, and the macroeconomic fundamentals were considered sound in terms of low inflation, strong fiscal
situation and prudent monetary stance, among other variables. On the contrary, in
some other cases such as South Africa in 1998, after the currency depreciation
economic conditions improved as output growth was restored.
What is driving these different results? Currency depreciation affects the real side
of the economy through different channels. First, a real depreciation can have
expansionary effects through increasing the operating profits in the export sector, as
well as increasing the cost of the imported goods favoring tradable activities in the
economy. The strength of this ‘competitiveness’ effect depends heavily on the price
elasticity of the export sector as well as on the price elasticity of the imports. In
particular, when a large fraction of imports are highly inelastic to changes in the
relative price, as is the case with imported inputs and capital goods, the higher cost
of inputs and capital goods could offset the positive effects in the exportytradable
sector, having an overall contractionary effect in aggregate output as well as in
investment. The evidence of the existence of this channel is mixed. On one side
Ghei and Prittchett (1999) and Duttagupta and Spilimbergo (2000) provide evidence
´
of how exports increase after a currency depreciation. On the other side Agenor
and
Montiel (1996) and Reif (2001) show the contractionary effects of a real exchange
rate depreciation due to the cost-of-input mechanism.
A second main channel emerges when there exists a significant currency mismatch
in the economy. A currency mismatch means that a large fraction of firm’s debt is
dollar denominated while the flow of income as well as assets are mostly
denominated in domestic currency. In such economy, a large real depreciation
deteriorates the firm’s net worth. As the firm’s risk increases, credit becomes more
expensive and more restricted, which finally affects investment and therefore,
aggregate demand. As a result, through this ‘balance-sheet effect’, currency depreciations have contractionary effects in the economy.
To understand this channel, on the theoretical side, a large body of literature is
being developed around what is known as the ‘open economy Bernanke–Gertler’
framework (a phrase coined by Krugman), which refers to the inclusion of some
sort of imperfection in the domestic financial market within a standard model of
open economy, along the lines of the Mundell–Fleming workhorse. Krugman (1999)
and Aghion et al. (2001) present models that have as a common feature the
existence of multiple equilibria. This feature is needed to explain the fact that most
Asian countries experienced large currency depreciations without ex-ante significant
changes in macroeconomic fundamentals.
Whether or not the competitiveness effect offsets the balance sheet effect is an
empirical question that needs to be answered using firm-level data. So far, the
evidence is not conclusive. Most notably, Bleakley and Cowan (2002), analyzing a

