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Gentlemen
I acknowledge receipt of the text of the stand-by
arrangement for Portugal kindly sent with your letter of
October 18, 1983, Operations Division for General Resources.
/'\ .
ih/ ~ Sincerely yours,

o st W VAU

Carlos Saldanha do valle
Director,
Relations with International Organizations

International Monetary Fund
Washington D.C. 20431
U. S. A.
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EBS/83/196
Supplement 1

CONFIDENTTAL

October 13, 1983

To: Members of the Executive Board

)

From; The Secretary

Subject: Portugal - Stand-By Arrangement

Attached for the records of the Executive Directors is the
text of the stand-by arrangement for Portugal agreed at Executive Board
Meeting 83/148, October 7, 1983.

Att; (1)



Stand—-By Arrangement - Portugal

Annexed hereto is a letter dated September Y, 1983 from the Minister
~of Finance and Planning and the Governor of the Bank of Portugal request—
ing a stand-by arrangement and setting forth the objectives amd policies
that the authorities of Portugal intend to pursue for the perlod of this
stand by arrangement.

To support these objectives and policiea the International Monetary
Fund grants this stand—by arrangement in accordance w1th the tollow1ng
provisions:

1. For the period from Uctober 7, 1983 to February 28, 1985
Portugal will have the right to make purchases from the Fund in an amount
equivalernt to SDK 445 million, subject to paragraphs 2, 3, 4 and 5 below,
without further review by the Fund.

2. Purchases under this stand-by arrangement shall not without the
consent of the Fund exceed the equivalent of SDR 96.75 million until
January 31, 1984, SDR 166.40 million until April 30, 1984, SDR 236.05 mil-
lion until July 31, 1984, SDR 305.70 million until October 31, 1984, amd
SDR 375.35 million until January 31, 1985. WNone of these limits shall -
apply to purchases under the stand~by arrangement that would not increase
the Fund's holdings of Portugal's currency ‘in the credit tranches beyond
25 percent of quota or increase the Fund 's holdings of that currency
rebultlng from purchases of borrowed resources beyond 12. 5 percent of
quota.

3. Purchases under this stand—-by arrangement shall be made from
ordinary and borrowed resources in the ratio of 2 to 1 until purchases
under this arrangement reach SDR 96.75 million, and thereafter in the
ratio of 1 to 1.2, provided that any modification by the Fund of the
proportions of ordinary and borrowed resources shall apply to amounts
that may be purchased after the date of modification.

4. Portugal will not make purchases umder this stand-by arrangement
that would increase the Fund's holdings of Portugal's currency in the
credit tranches beyond 25 percent of quota or increase the Fund's hold-
ings of Portugal's currency resulting from purchases of borrowed resources
beyond 12.5 percent of quota:

(a) during any period in which the data at the emd of the preceding
period indicate that (i) the 1imit on total domestic credit described in
paragraph 12 of the attached letter; or (ii) the limit on credit to the
public sector described in paragraph 12 of the attached letter; or (iii)
either of the limits on extermal debt described in paragraph 16 of the
attached letter, is not observed; or

(b) during any period through the end of February 1984 in which
the net loss in foreign assets of the banking system exceeds the limit
described in paragraph 17 of the attached letter; or



(¢) after March 31, 1984 until the proposed policies for 1984 have
been reviewed and suitable performance criteria have been established in
consultation with the Fund as contemplated by paragraph 18 of the attached
letter; or after such performance criteria have been established, while
they are not being observed; or '

(d) after March 31, 1984 if the intention on the rolling-back of
the import surcharge mentioned in paragraph 15 of the attached letter is
not being observed; or

(e) during the entire period of this stand~-by arrangement, if
Portugal (i) imposes new or intensifies existing restrictions on payments
or transfers for current international transactions; or (ii) introduces
multiple currency practices; or (iii) concludes bilateral payments agree-
ments which are inconsistent with Article VIII; or (iv) imposes new or (:)
intensifies existing import restrictions for balance of payments reasons.

When Portugal is prevented from purchasing under this stand-by
arrangement because of this paragraph 4, purchases will be resumed only
after consultation has taken place between the Fund and Portugal and
und erstandings have been reached regarding the circumstances in which
such purchases can be resumed.

5. Portugal's right to engage in the transactions covered by this
stand~by arrangement can be suspended only with respect to requests
received by the Fumd after (a) a formal ineligibility, or (b) a decision
of the Executive Board to suspend transactions, either generally or in
order to consider a proposal, made by an Executive Director or the
Managing Director, formally to suppress or to limit the eligibility of
Portugal. When notice of a decision of formal ineligibility or of a
decision to consider a proposal is given pursuant to this paragraph 5,
purchases under this arrangement will be resumed only after consultation
has taken place between the Fund and Portugal and understandings have
been reached regarding the circumstances in which such purchases can b%
resumed .

0

3

6. Purchases under this stand-by arrangement shall be made in the
currencies of other members selected in accordance with the policies and
procedures of the Fund, and may be made in SDRs if, on the request of
Portugal, the Fund agrees to provide them at the time of the purchase.

7. The value date of a purchase under this stand-by arrangement
involving borrowed resources will he normally either the 15th day or the
last day of the month, or the next business day if the selected day is
not a business day. Portugal will consult the Fund on the timing of pur-
chases involving borrowed resources.

8. Portugal shall pay a charge for this stand~by arrangement in
accordance with the decisions of the Fund.



9. (a) Portugal shall repurchase the outstanding amount of its
currency that results from a purchase under this stand—by arrangement in
accordance with the provisions of the Articles of Agreement and decisions
of the Fund, including those relating to repurchase as Portugal's balance
of payments and reserve position improves.

(b) Any reductions in Portugal's currency held by the Fund shall
reduce the amounts subject to repurchase under (a) above in accordance
with the principles applied by the Fund for this purpose at the time of
the reduccion.

(c) The value date of a repurchase in respect of a purchase financed
with borrowed resources under this stand-by arrangement will be normally
either the 6th day or the 22nd day of the month, or the next business day
if the selected day is not a business day, provided that repurchase will
be completed not later than seven years from the date of purchase.

10. During the period of the stand-by arrangement Portugal shall
remain in close consultation with the Fund. These consultations may
include correspondence and visits of officials of the Fund to Portugal
or of representatives of Portugal to the Fund. Portugal shall provide
the Fund, through reports at intervals or dates requested by the Fund,
with such information as the Fund requests in connection with the prog-
ress of Portugal in achieving the objectives and policies set forth in
the attached letter and annexed memorandum.

11. In accordance with paragraph 19 of the attached letter Portugal
will consult the Fund on the adoption of any measures that may be-appro-
priate at the initiative of the Government or whenever the Managing
Director requests consultation because any of the criteria in paragraph 4
above have not been observed or because he considers that consultation on
the program is desirable. In addition, after the period of the arrange—
ment and while Portugal has outstanding purchases in the upper credit
tranches, the Government will consult with the Fund from time to time,
at the initiative of the Government or at the request of the Managing

Dlgector, concerning Portugal's balance of payments policies.

il
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September 9, 1983
Lisbon, Portugal

CONFIDENTIAL

Dear Mr. de larosiére,

1. In the last two years, the current account deficit on Portugal's
balance of payments deteriorated to a level that was clearly unsustain-—
able over the medium term. This deterioration reflected in part factors
beyond the Portuguese authorities' control, including the recession and
high interest rates abroad. An important role was also played by the
maintenance of a rate of growth of domestic demand substantially higher
than abroad and by the lack of adequate flexibility in interest rate and
exchange rate policies. Finally, the balance of payments continued to be
affected by serious structural weaknesses, including high dependence on
imports of energy and agricltural products and a relatively narrow export
base,

The escalation of the current account deficit of the balance of
payments from the equivalent of around 5 per cent of GDP in 1980 to
11 1/2 percent in 1981 and to 13 1/2 percent in 1982 resulted in a sharp
increase in the extermnal debt and its service burden, which reached
27 percent of foreign exchange earnings in 1982. The Government recog-
nizes that, particularly in the present conditions of intermational capi-
tal markets, the maintenance of high current account deficits in the
balance of payments would lead to acute financing difficulties and to
large losses in international reserves of the country. accordingly, it
attaches high priority to a reduction in the current external deficit to
USS$2Z billion (9 1/4 percent of GDP) in 1983 and to around USS$ 1/4 bil-
lion (6 percent of GDP) in 1984.

2. The targeted improvement in the external accounts will be pursued
through a comprehensive program of monetary and budgetary restraint,
flexible and realistic policies with respect to interest rates, the
exchange rate and administered prices, and through efforts to moderate ;
the growth of nominal incomes. By promoting a sustained growth of
exports and a decline in imports, these policies are expected to moderate
the impact of the required cutback in domestic demand on output and e
employment. As a first step in its adjustment program the Portuguese
Government introduced a package of financial and economic measures
shortly after assuming office in June. These measures included a 12 per—
cent effective devaluation of the escudo, substantial increases in the;,
prices of a wide range of subsidized commodities (including bread, vege=
table oils, feedstuffs, milk, sugar, fertilizers and oil products), the-
freezing of the public sector investment program pending review amd tne
introduction of an extraordinary company profit tax.

i1,

The Government intends to complement its short-run adjustment 5
efforts with policies aimed at correcting the structural weaknesses of .
tne economy, also in preparation for its forthcoming entry into the LEC. .
Accordingly, steps will be taken to promote the restructuring and diver-
sification of public and private industry, to reduce energy dependence,
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to increase productivity in agriculture, and to modernize thé financial
and fiscal systems. Progress in these areas is essential to creating -

the conditions for resumption of a sustained growth of output and employ-
ment over the medium term within the constraint of the malntenance of a
viable external p051t10n. .

3. In support of its stabilization effort, the Government requests a
stand-by arrangement from the International Monetary Fund. This arrange-
ment will cover the period October 7, 1983 to February 28, 1985 and will
be in the amount of SDR 445 million. Before making purchases under this
arrangement the Bank of Portugal will consult with the Managing Director
on the particular currencies to be purchased.

4, The main contribution to stabilization will come from fiscal
restraint. The initial 1983 budget targeted an overall deficit of the
General Government (Sector Publico Administrativo) on a cash basis equi-
valent to 9 1/2 percent of GDP as compared with 11 3/4 percent in 1982,
However, slippages during the first half of the year would have substan-
tially raised the deficit in the absence of remedial measures. The
Government is determined to take the necessary measures to contain the
deficit to below 10 percent of GDP. To this end a package of revenue-—
raising measures will be 1ntroduced in September. ;

5. Beyond 1983, the Portuguese Government is determined to secure a
substantial and sustained reduction in the deficit of the General Govern-
ment in relation to GDP, As a first step, the 1984 budget will target a
reduction in the current account deficit of the General Government to
below 1 percent of GDP and in the overall cash deficit to 7.3 percent -
of GDP. This is to be achieved through an increase of over 1 percentage
point in the ratio of revenues to GDP and in a reduction of 1.4 percen—
tage points in the ratio of expenditures to GDP (3 percentage points
excluding interest payments). The main steps envisaged to secure the -
targeted revenue performance include ad justments in the rates of various
indirect taxes and improved tax administration and enforcement. On the
expenditure side the Government will contain the increase in wage rates
fér civil servants for 1984 and will ‘extend the existing hiring freeze
to categories of civil servants now exempted, while intensifying efforts
to promote personnel mobility within the public administration. It will
also review the system of social benefits with a view to limiting their
gfowth within the economic capacity of the country and to eliminating
abuses. The mechanism of determination of interest payments on public
déebt held by the Bank of Portugal has been modified to moderate the
growth in this item of expenditure, which has more than doubled during:
the last two years. At the ‘end of 1983 interest rates on government
securities held by the Bank of Portugal will be rolled back to the level
prevailing at the time of issue, instead of being ad justed to the current
discount rate. Transfers to peripheral public entities, including the:
local authorities, will be strictly contained in the 1984 budget. The
targeted reduction in public dissavings will be complemented by a deter-
mined effort to contain capital expenditures and extrabudgetary opera-—
tions, In this respect a thorough review will be made of the investment

-
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program of the Central Government, with the aim of containing its total
amount to below the 1983 level.

6. The Government is firmly committed to taking necessary steps to

improve expenditure control in all areas of the public sector, to moder-

nize the structure of the tax system and to strengthen tax administration

and enforcement. On the expenditure side, these steps will include: a

firm control over Treasury operations, which will be limited to meeting

temporary financing needs, to be reversed in the course of the year; the

strict enforcement of the requirement that borrowing from the banking

system by autonomous funds and services be authorized by the Ministry of

Finance; a close monitoring of developments in the finances of local

authorities, which will be required to submit timely quarterly accounts

to the Central Government. In addition, a joint committee of the Ministry N
of Finance and the Bank of Portugal has been set up to monitor develop- <w>
ments in domestic and external credit to the public sector and to ensure

better coordimnation of credit policy with the borrowing requirements of

the public sector.

7. The Government intends to begin promptly preparations for a compre-

hensive reform of the tax system, which remains overly complex and rela-

tively income inelastic. The transactions tax and other indirect levies

will be replaced with a value—added tax, which will represent the major

source of imdirect revenues for the State budget. To this end, the

Government will complete the remaining technical and administrative steps

to introduce the tax by the beginning of 1985. DMoreover, the Government

will promptly initiate a study on the reform of direct taxes, aimed at

replacing the existing schedular income taxes with a global personal

income tax and a single company income tax. Efforts will be continued

over the mediuw term to broaden the tax base through reductions in fiscal

benefits and exemptions and to provide additional own revenue-raising N
capacity to local and regional authorities. .

8. The improvement in the finances of the General Government is to be
complemented by a substantial strengthening of the position of the Supply
Fumdi which serves as a mechanism for the . cross subsidization ot import%d
essential commodities. In this regard an important beginning was made in
June with substantial increases in the prices of subsidized commodities.,
As a result of these measures the Supply Fund is expected to shift from

a deficit of kEsc 16 billion or 0.9 percent of GDP in 1982 to a surplus
of £sc 18 billion or U.8 percent of GDP in 1983. This surplus is to be
utilized to repay arrears accumulated over the last ftew years by the
Supply Fumd to public enterprises that import the commodities subsidized
by the Fund. 1In 1964 the Goverument intends to take measures to ensure
that the surplus of the Supply Fund is increased to Esc 35 billion or
almost 1 1/4 percent of GDP. Un tnis basis the combined position of

the General Government and the Supply Fund will improve from a déficit”x
equivalent to 12.8 percent of GDP in 1982, to around 9 percent in 1983
and to arouma b percent in 1984. '



'-’f’

-4 ANNEX

9. The Government attaches high priority to a substantial and sustained
iwprovement in the financial position of public sector enterprises. For
this purpose a comprehensive effort will be made to contain the borrowing
requirements of these enterprises and to increase their self-financing.
This effort will involve a thorough review of their investment program to
ensure’ the allocation of scarce financial resources to projects with the
largest and quickest payoff in terms of foreign exchange earnings or
savings. The review of the 1983 program was completed at the end of
August, and tlie Government intends to limit gross capital formation by
state-owned enterprises in 1983 to around kEsc 135 billion (of which about
bsc 27 billion reflects tlie delivery of new aircraft purchased by the
national airline company in 1980), as cowpared with Esc 107 billion in
1982, which implies a decline in real terms. The investment program for
1984 will be defined during the last quarter of this year, with the total
amount being constrained by the need to ensure a substantial deceleration
in domwmestic bank credit to the public enterprises amd to limit their
resort to external borrowing along the lines described in paragraphs 12
and 1o below. Preliminary projections suggest that this would involve a
substantial decline in real terms in investment by public enterprises.

The effort to improve the self-financing of public enterprises will
be articulated on several fronts. Realistic pricing policies will be
pursued with respect to those enterprises which are not subject to inter-
national competition by, as a minimum, allowing the tull pass through of
cost increases onto prices. 1In some areas price increases higher than
those of costs may be necessary. As steps in this direction, public
transport fares were raised by 30 percent on September 1, 1983 while
electricity tariffs will be significantly raised again before the end of
the year, following a 10 percent increase in July 1983. Realistic pric-
ing policies will be complemented by a determined effort to contain costs
and raise productivity. The Government intends to keep wage increases
in public enterprises below the rate of inflation in both 1Y83 and 1Y84.
In enterprises declared in fimancial difficulties wage increases will be
kept below the average and the Government will take other necessary
measures to ensure the economic viability of these enterprises over the
longer term. Appropriate income support mechanisms will be instituted
to moderate the impact of these measures on the workers affected.

In shaping its policies with respect to the public enterprises
sector, the Government intends to draw on the advice and expertise of
the 1IBRD.

10, Honetary policy will be geared to securing the targeted improvement
in the balance of payments and a deceleration of inflation from around

29 percent at the emi of 1983 to aroumd 2U percent by end—~1Y84. Accord-
ingly, the monetary program of the Bamk ot Portugal will target a signifi-
cant deceleration in the growth of the monetary and credit aggregates

from the high rates recorded in recent years. This deceleration will be
facilitated by the expected improvement in the finances of the General
Government and of the public enterprises. In addition, the rate of growth
of credit to the private sector will be contained through both a more
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effective enforcement of the credit ceilings set by the Bank of Vortugal
and an increase in the effective cost of credit. The latter will be
raised not only through increases in nominal lending rates as described
in paragraph 11 below, but also through a reduction in interest rate
subsidies provided by the Bank of Portugal and by the budget. As a first
step in this direction the existing interest rate subsidies to exports
will be eliminated effective end-1983. No new interest rate subusidies
will be approved by the Bank of Portugal umder the housing and investment
incentive schemes. The Government also intends to undertake before the
end of the year a thorough review of the incentive schemes with a view to
making them more selective and substantially reducing their cost to the
bud get.

11. The Government is committed to maintaining a flexible stance with
respect to interest rate policy in order to ensure the relative attrac-—
tiveness of holding domestic financial assets and to control the demand
for credit. Deposit amd lending rates which were raised by between

4 and 5 percentage points in March 1983, were increased by a further

2 to 2.5 percentage points in August 1983. Rates prevailing in the inter-—
bank bond market were increased by more amd will continue to he raised in
the next few months in order to strengthen the profit position of banks,
and to improve incentives to comply with the credit ceilings. Following
these moves, which restored rates on the main domestic financial assets
to positive levels in real terms, interest rates will be managed in a
flexible manner, both in an upward and a downward direction, to ad just
for developments in domestic inflation and in interest rates abroad. The
Government intends to promote the developument of domestic financial war-
kets so as to raise the share of nonbank financing of the public sector
deficit as well as to channel savings into productive investments.

12, 1In order to give effect to the monetary policy outlined above, the
authorities have set the following binding ceiling on domestic bank

credit for December 31, 1983 and indicative ceiling for December 31, 1984,
Total domestic credit extemded by the banking system (which stood at

Esc 2,145.9 billion on Uecember 31, 1982) is not to exceed ksc 2,78b.5
billion as of December 31, 1963 and Esc 3,416.5 billion as of December 31,
1984, Within tnhis ceiling it is intended to limit domestic bank credit

to the public sector (which stood at Esc 462.3 billion on December 31;
1982) to Esc ©29.3 billion by Lecember 31, 1983 and to Esc 779 billion

by December 31, 1Y84. The limits for 1983 are predicated on the assuﬁ}-
tion that the net increase in external credit to the Government will

reach Esc 60 billion in 19Y83. The ceilings on domestic bank credit ti
the public sector and on total domestic bank credit for 19s63 will be (
automatically ad justed upward (downward ) for any shortfall (excess) of
external credit to the Government with respect to the targeted amount hp
to Esc 12 billion. The limits on total bank credit and on credit to the
public sector for 1984 will be subject to the review scheduled to take’
place by Marcn 31, 1984 as mentioned in paragrapn 18 below, at which
time quarterly ceilings and subceilings will be agreed upon, At that time
agreement will also be reached with the Fund on an indicative target for
domestic credit expansion to the public enterprises.
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13. ‘Financial policies will need to be complemented by policies aimed at
moderating labor costs, if the desired deceleration of inflation is to be
obtained without unduly sacrificing the growth of output. and employment.
The wage policy. for the public sector described in paragraphs 5 and 9
above will set an example for wage negotiations in the private sector.
The effort to moderate wage increases will be accompanied by structural
measures to improve labor productivity through enhanced labor mobility,
training programs and other steps to promote a more flexible utilization
of the workforce.

14, 1In the external area, the Government regards the maintenance of a
competitive exchange rate as an essential condition for the attalnment of
the desired improvement in the external accounts. The 12 percent effec—
tive devaluation of the escudo in June has resulted in a substantial
improvement in competitiveness. The Portuguese authorities intend to
continue the policy of depreciating the effective exchange rate vis—-d-vis
a weighted basket of partner countries' currencies at the rate of 1 per-
cent 2 month which is deemed to be sufficient in present circumstances to
ensure Portugal an adequate competitive position. The authorities will
keep the evidence on the competitive position under review, especially in
the light of the trade and relative inflation performance, and will be
prepared to make further ad justments in the rate of monthly depreciation
if, in consultation with the.Fund, such ad justments are deemed necessary.

15, The Government of Portugal is committed to the maintenance of a trade
and payments system virtually free of restrictions on payments and trans-
fers for current international transactions. During the course of the
program, the Govermment will refrain from the introduction of any new
restriction or the intensification of existing ones either on payments
and transfers for current international transactions or on imports for-
balance of payments reasons. In the 1984 budget and, .in any event no
later. than March 31, 1984, the ifmport surcharge will be rolled back to
10 percent from.the 30 percent {to which it was raised in January 1983.

, ;
16. The Government intends to ilimit resort to external borrowing to
Tevels consistent with a reduction in the ratio of external debt service
o foreign exchange earnings over the medium term. To this end, the
‘authorities will limit Portugal's disbursed external debt outstanding
(lncludlng short—term and nonguaranteed debt but excluding foreign lia-
bilitles of the Bank of Portugal and short-term liabilities of the bank-
1ng system) which amounted to US$12,864 million at the end of 1982 to no
more than US$13,800 million at the end of 1983 and US$15,000 million at
the end of 1984. Within this ceiling, short~term external debt disbursed,
excluding foreign liabilities of the Bank of Portugal and of the banking
system, which stood at US$3,756 million at the end of 1982, will not
Vexceed US$3,800 million at the end of 1983 and USS$4,000 mlllion at the
'end of 1984. The indicative limits on the external debt for the end of
1984 will be reviewed during the review scheduled to take place by
March 31, 1984, at which time quarterly ceilings will also be established.
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The restraint on external borrowing will be accompanied by a strengthen-
ing of the official control mechanism through the creation of an inter-
ministerial committee, with the participation of the Bank of Portugal,
which will be in charge of defining the criteria for access to external
borrowing and of reviewing and authorizing major operations.  Moreover,
the Bank of Portugal will intensify its ongoing efforts to improve the
statistical reporting system on the external debt, with a view to short-
‘ening the time lags in the collection and processing of relevant-data.

17. The Government expects that the determined implementation of the

ad justment program described above, with the support of the IMF, will
strengthen confidence and improve the access of Portugal to external
financing. Accordingly, the cumulative loss in the net foreign assets
of the banking system since the beginning of 1983, which amounted to
US$981 million during the first half of 1983, should not exceed US51.6
billion at any time from October 7, 1983 to the end of February 1984.
Appropriate tests on the net foreign assets of the banking system during
the rest of 1984 will be agreed with the Fund, if deemed necessary, at
the time of the review in March 1984. :

18. The Government of Portugal believes that the policies set forth in
this letter are -adequate to achieve the objectives of the program but it
will take any further measures that may become appropriate for this pur-
pose. Portugal will consult with the Fund in accordance with the poli~—
cies of the Fund on the adoption of any measures that may be appropriate.
Portugal will refrain from making purchases after March 31, 1984 until
understandings have been reached with the Fund on the limits referred to
in paragraphs 12, 16 and 17 for calendar year ;1984 as well as on any
other performance clauses that may be deemed appropriate. In addition,
after the period of the stand-by arrangement and while any Fund holdings
of escudos above the first credit tranche include currency resulting from
purchases under the stand-by arrangement, the Government will consult
with the Fund, at the initiative of the Government or at the request of
the Managing Director, concerning Portugal's balance of payments policies.,

Sincerely yours,
Ernani Rod rigues Lopes : Manuel Jacinto Nunes

Minister of Finance and Planning Governor N
Bank of Portugal

O
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The. International Monetary Fund has .approved the use of its .

resources totaling SDR 703 million by the Government of Portugal.

0f the total, SDR 445 million, equivalent to 172.5 percent of -

quota, will be avatlable over the period through February 1985

under a stand-by arrangement to support the Government's. economic

and financial program. The first drawing under the stand-by arrange-

ment in the -amount of SDR 96.75 million will be available immediately.
(:) In addition, SDR: 258 million, equivalent to 100 percent of quota,

is also available immediately under the compensatory financing

facility. - Currently, Portugal has no outstanding :financial obli-

gations to the Fund. - = : -

The easing of financial policies that began in 1980 stimulated
real domestic demand which, coupled with relatively inflexible
exchange and interest rate policies, contributed to a deterioration
in the current account balance of payments. These policies were
exacerbated by exogenous factors, including a 10.5 percent decline
in the terms of trade between 1979 and 1982, the international
recession, high interest rates abroad, and adverse weather which
triggered additional agricultural and energy imports. As a result,
the current account, which had been in near-balance in 1979, had
moved to a deficit equivalent to 13.2 percent of gross domestic
product (GDP) in 1982,

<:) The economic and financial program, which the present stand-
by arrangement supports, is primarily designed to reduce the current
account deficit to a level that does not give rise to financing
difficulties over the short-run, and that will allow a reduction
in the debt service burden over the longer term. The envisaged
improvement in the current account is to be secured through a
combination of policies aimed at curbing domestic demand and at
diverting resources toward the export sector. The main contribu-
tion to the stabilization program is to come from fiscal restraint.
The combined position of the General Government and the Supply Fund,
which subsidizes essential commodities, is targeted to move from a
deficit equivalent to 12-1/2 percent of GDP in 1982 to a deficit of
9 percent in 1983 and 6 percent in 1984. The improvement in the
finances of the General Government is to be complemented by a compre-
hensive effort to contain the borrowing requirement of public enter-
prises. At the same time, monetary policy is to be geared toward
securing a scaling down of the growth of the monetary and credit
aggregates consistent with the targeted improvement in the balance
of payments and a deceleration of inflation.

- over -
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As the first steps in implementing these policies, the authorities
have undertaken a number of measures including an effective 12 percent
devaluation of the escudo in June, substantial increases in prices of
a wide range of subsidized products, a cutback in the public sector
investment program, and the introduction of new revenue raising measures.
In addition, interest rates have been increased to levels that are signi-
ficantly positive in real terms. ~

The drawing under the compensatory financing facility is in
respect of a shortfall in earnings from merchandise exports, tourism,
and workers' remittances experienced in the 12-month period ended
March 1983. The primary cause of the shortfall was the adverse
impact of the world recession on Portugal's export receipts and
service income. The stagnation of real growth in the industrial
countries not only weakened demand for exports and depressed
commodity prices, but also affected travel abroad, decreasing tourist
receipts, and reduced real wages and employment opportunities for
emigrant Portuguese workers.

O
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AND NOT FOR PUBLIC USE FOR

AGENDA

EBS/83/196

CONFIDENTIAL

September 9, 1983

To: Members of the Executive Board
From: The Secretary

Subject: Portugal - Request for Stand-By Arrangement

Attached for consideration by the Executive Directors is a paper
on a request from Portugal for a stand-by arrangement equivalent to
SDR 445 million. A draft decision appears on page 15.

It is proposed to bring this subject, together with Portugal's
request for a purchase under the compensatory financing facility
(ERS/83/197, 9/9/83), to the agenda for discussion on Friday, October 7,
1983.

If Executive Directors have technical or factual questions
relating to this paper prior to the Board discussion, they should contact
Mrs. Ter-Minassian, ext. 60853,

Att: (1)
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CONFIDENTIAL

INTERNATIONAL MONETARY FUND

Portugal--Request for Stamd -by Arrangement

Prepared by the European and Exchange and
. Trade Relations Departments

(In consultation with the Legal
and Treasurer's Departments)

Approved by L. A. Whittome and Subimal Mookerjee

September 9, 1983

I. Introduction

In the attached letter dated September 9, 1983 to the Managing
Director from the Minister of Finance and Planning and the Governor of
the Bank of Portugal, the Portuguese authorities request a stamnd-by
arrangement to cover the period October 7, 1983 to February 28, 1985 in
the amount of SDR 445 million (37 1/2 percent of present quota for 1983
ard 135 percent of present quota for 1984). The stabilization program
that forms the basis for this request was discussed with the Portuguese
authorities in Lisbon during the period July 18 to August 8 by a staff
mission consisting of Mrs. T. Ter-Minassian, Messrs. D. Lachman,

E. Spitaeller, T. Catsambas (all EUR), Mr. E. Kalter (ETR) and as secre-
tary Miss P. Emerson (EUR). The Portuguese authorities have also reques—
ted a purchase under the Compensatory Financing Facility in the amount of
SDR 258 million or 100 percent of present quota. This request is dealt
with in a separate document (EBS/83/197, 9/9/83) which is circulated
jointly with this paper.

In June 1983, Portugal purchased the bhalance of its reserve tranche
and the Fund 's holdings of Portuguese escudos stand at present at 100 per-
cent of Portugal's quota of SDR 258 million (Annex I provides a fuller
description of the Fund's relations with Portugal). Full utilization
of the requested stand-by arrangement would raise the Fund's holdings of
escudos to the equivalent of SDR 703 million or 272.5 percent of quota.
Including the full purchase requested under the Compensatory Financing
Facility, the Fund 's total holdings of escudos would amount to 372.5 per—
cent of Portugal's present quota. The last stand-by arrangement with
Portugal in the amount of SDR 57.35 million expired in May 1979. The
last consultation.w.t.. Portugal was concluded on June 13, 1983 (SM/83/88,
5/18/83).



IT. Background

Following the successful implementation of a stabilization program
supported by a stand-by arrangement with the Fund in 1977-7§, the Portu-
guese economy experienced a marked improvement in the balance of payments
in 1979 while growth remained above the trade-weighted average of OECD
countries. The restoration of external balance encouraged the Portuguese
authorities to relax the stance of financial policies in 1980 with the
principal objectives of stimulating investment and of securing a recovery
in real disposable income. The recent staff report on the 1983 Article
IV discussions with Portugal (5M/83/88) described how the easier stance
of financial policies accommodated a rate of growth of real domestic
demand in Portugal some 15 percentage points in excess of the OECD aver-
age over the period 1980~82. Moreover, the relative inflexibility of <:>
interest rate and exchange rate policies reduced incentives for Portuguese
residents to hold domestic financial assets, contributing to capital out-
flows through the current account. The adverse impact of these policies
on Portugal's external accounts was compounded by exogenous factors.

These included a 10 1/2 percent deterioration in the terms of trade
between 1979 and 1982, the international recession, high interest rates
abroad, and adverse weather conditions which necessitated a sharp increase
in energy and agricultural imports. As a result, the current account of
the balance of payments shifted from near equilibrium in 1979 to deficits
of US%1,250 million or 5 percent of GDP in 1980, US$2,450 million or

11.5 percent of GDP in 1981 and US$3,239 million or 13.2 percent of GDP

in 1982 (Table 1), Preliminary indications point to an improvement in

the current account during the first half of 1983 with the deficit tenta-
tively estimated at around US$1l.4 billion (compared with US$2.2 billion
during the first half of 1982). The main factor underlying this improve—
ment was a sharp drop in imports especially of o0il and agricultural com-—
modities, associated in part with the difficulties of public sector (i)
enterprises in obtaining extermal financing. '

The current account deficits over the past three years were largely
financed through substantial external borrowing, especially by public
enterprises. By end-1982, Portugal's total externdl debt had risen to
USS13 1/2 billion of which some US$4 billion was of a maturity of less
than one year, The debt service ratio (excluding the rollover of short-
term debt) reached 27-1/2 per cent in 1982 (Table 2). The deterioration .
in economic performance in 1982, together with the political uncertain—
ties connected with the fall of the Government and the subsequent
elections at the end of April 1983, caused considerable uneasiness in
international capital markets in the first half of 1Y83. There was a
significant deterioration in the terms obtained on a US$300 million
med ium~term loan to the Treasury while some difficulty was experienced
in renewing part of the short-term external debt of the public sector
enterprises. Foreign exchange reserves of the Bank of Portugal declined
to less than two weeks' imports, forcing the Bank to request two BIS
loans secured by gold collateral in the amount of US8$700 million. These
B1S loans were repaid in July and August with the proceeds of gold sales,
and a further gold-guaranteed loan of US$300 million through the end of



1983 was contracted with the BIS. During the first half of 1983 net for-
eign assets of the banking system declined by US$980 million. Unpledged
reserves'of the Bank of Portugal amounted to around US$8.5 billiom at . .
the end. of June 1983 with gold valued at current marketiprices," 2

. . .The. pr1nc1pal sogurce of weakness in economic: management in Portugal
over the past several years has been in the area of the public sector's
finances, including the operations of the public sector enterprises
(SM/83/88)., The deficit of the General Government on a cash basis .
amounted to 11.7 percent of GDP in 1982 (Table 3).  Moreover, sizable
arrears, equivalent to 0.9 percent of GDP, continued to be run up by the
Supply Fund (which subsidizes essential commodities) toward the public
enterprises that import those commodities. The initial budget presented
to Parliament at the beginning of 1983 sought to maintain the cash defi-
cit of the General Government -in nominal terms at the level set in the
initial 1982 budget, which would have implied a reduction in terms of -
GVP of -over 2 percentage points to around 9 1/2 percent. The bulgetary
targets were to be attained . through an .increase 'of. 2 pércentage points
in the tax ratio amd through a small decline in ‘the ratio of public
expenditure (other than interest payments) to GDP. Wide ranging tax
increases, mainly in the form of. surcharges on existing taxes and includ--
ing the raising of the import surcharge from 10 percent to 30 percent,
were introduced in ‘the 1983 budget. However, there were delays in the -
implementation of these tax increases and more importantly there were
substantial slippages in -expenditure control during the first half of
1983 coinciding with the period. of a caretaker Govermment. As a result,
the deficit of ‘the Gemeral Gevernment for: 1983 would have significantly
exceeded the initial budget target, possibly reaching 11 percent of GDP,
in the absence of the remedial measures introduced by the new Government
which are.described 'in Sectiom III of this paper.. o

The large financing-requirements of the public.sector have contribu-
ted importantly to the rapid expansion in the credit and monetary aggre-—
gates in recent years (Table 4). However, domestic credit to the private
sector and- the public enterprises also increased by over 25 percent .in
1982, or by about 4.5 percent in real terms. .In March 1983 ‘the Bank of
Portugal raised interest rates. by between 4 and 5 percentage points
restoring these rates to positive levels in real terms. This increase -
in interest rates contributed to some moderation in the expansion of
credit to the private sector which through the 12 months ended June 1983
slowed to around 23 1/2 percent, despite an acceleration of inflation to
over 21 percent during the same period. In addition, there was. a sharp -
decline in extermal financing to the public sector enterprises. As a
result, total domestic and. external financing to the economy decelerated
markedly from around 30 percent at the end of 19&2 to 24 percent by June
1983, : : :

The expansionary stance of financial policies in recent years was
reflected in strong increases in real domestic demand and in the mainte-
nance of inflation at a relatively high level. . Keal domestic demand is
estimated to have increased by mnearly 3 1/2 percent in 1982 following .



increases of 3.8 percent and 6.7 percent in the preceding two years

(Table 5). Preliminary indications for the first half of 1983 suggest
that, while consumer demand continued to grow albeit at a significantly
slower rate, investment especially in construction declined, and there
was a sizable rundown of inventories, particularly of oil and agricultural
commcdities. Inflation accelerated in the first few months of the year to
a lZ2-month rate in excess of 21 percent, partly reflecting ad justments in’
several administered prices at the beginning of the year.

ITI. The Prbgram

1, The overall strategy

The Portuguese authorities' primary economic objective is to reduce
the current account deficit in the balance of payments to a level that
does not give rise to financing difficulties in the short run and that
allows a reduction in the debt service burden over the longer run. The
achievement of this objective is recognized to be an essential condition
for the resumption of a sustained rate of growth of output and employment
in the medium term. Accordingly, the authorities attach high priority to
containing the current external deficit to at most US52 billion (9 1/4 per~
cent of GDP) in 1983 as compared with US$3.2 billion (13.2 percent of GDP)
in 1982, and to reducing it to around USS$1l 1/4 billion (just under 6 per-
cent of GDP) in 1984. Projections of the debt service burden through
the end of this decade made by the staff suggest that, if the current
account deficit were kept on average at the level targeted for 1984 during
the rest of the 1980s, the debt service ratio excluding amortizations of
short—-term debt would decline moderately to below 45 percent. The total
debt service ratio would fall from 71 percent in 1983 to below 50 percent
by 1990. The maintenance of the deficit at around US$1 1/4 billion would
be consistent with a moderate real growth of imports and consequently of
demand over the medium term (Table 6).

The targeted improvement in the current account during the program
period is to be secured through a combination of policies aimed at curb-
ing domestic demand and -at switching resources toward the export-sector.
Domestic demand is projected to decline by a cumulative 7 percentage
points between 1982 and 1984, 1In the light of the expected continued
moderation in foreign demand, the decline in domestic demand is unlikely
to be fully compensated for by an improvement in the real external
balance. 7Thus, GUP is expected to show some decline and unemployment to
rise significantly in both 1983 and 1984 (Table 5). Inflation will be
boosted to around 29 percent by the end of 1983 as a result of the recent
sharp increases in administered prices and of the recent devaluation of
the escudo, but it is targeted to be substantially reduced in the course
of 1984, to around 20 percent by year—end.

The strategy to achieve the targeted adjustment in the external
position is centered on budgetary restraint, complemented by measures to
strengthen the financial position of the public enterprises. The decline



in the fimancing requirements of: the broadly defined public sector should
allow a deceleration in the growth of the monetary and domestic credit
aggregates in the course of the program period without excessively
restricting credit to the private sector. -The restraint in domestic
credit is to be complemented by-a stricter control over resort to exter-
nal credit, especially by public enterprises. Interest rate policy is
to be operated more flexibly, with a view to maintaining adequate incen-
tives to the holding of domestic financial assets and to moderating the
demand tor credit. The Government intends to continue its efforts to
moderate the growth of wages and to preserve an adequate competitive. -
position through a flexible exchange rate policy. Steps will also be
taken to reduce rigidities in the labor market.

As a first step in its ad justment program, the Portuguese Government
introduced a package of financial and economic measures shortly after
assuming office in June. These measures included a 12 percent effective
devaluation of the escudo, substantial increases in the prices of a wide
range of subsidized commodities, the freezing of the public sector invest-
ment program pemding review and the introduction of an extraordinary comr
pany profit tax. Subsequently, on August 9, interest rates on deposits
were raised by 2 percentage points and those on loans by-:2.5 percentage-
points, to levels which are positive in real terms. -Additional revenue:
raising measures will be presented to Parliament in mid~September,. to
" ensure the containment of the 1983 :budget deficit at its target level.
The details of .budgetary and other financial policies for 1984 will be-
defined in the next few months within the framework outlined in the
attached letter of intent and w1ll be reviewed with the Fund during the
first quarter of 1984. o

Za Fiscal pollcy

The main contribution to the adjustment effort is to come from fis-
cal restraint. The cash deficit (including Treasury operations) of the
General Government is to be contained at Esc 229 billion (just under:

10 percent of GDP) in 1983 and is to be reduced to Esc 207 billion

(7.3 percent of GDP) in 1984. The targeted improvement in the finances
of the General Governmment is more substantial when account is taken of
the changes in arrears of the Supply Fund toward public enterprises.
After ad justment for the latter the deficit is to decline (as a ratio to
GDP) from 12.6 percent in 1982 to around 6 percent in 1984.

The reduction  in the deficit.is to be achieved through a wide rang-
ing set of measures, some of which have already been implemented. In
1983 the main contribution to.the ad justment is to come from an increase
in the tax burden and from the recent ad justments in administered prices.
Reference was made in section II above to the increases in various direct
and indirect taxes enacted in the 1983 budget. In order to compensate
for the revenue loss due to the delayed implementation of the budget and
to absorb purchasing power of households, the Government introduced in
September an additional package of tax measures designed to yield an esti-
mated Esc 12 billion (2.6 percent of tax revenue). These measures include



increases in the rates of selected indirect taxes (the stamp tax and var-
ious excises) and a once-over tax on incomes for the rest of 1983. The
ad justments in administered prices announced in June included increases
of 22-24 percent for bread, 15 percent for sugar, 45 percent for milk,

50 percent for wheat, 55 percent for cormn, 58 percent for vegetable oils
and 85 percent for fertilizers. Petroleum product prices were raised

on average by 13 percent in July following substantial increases at the
beginning of the year. As a result of these measures, which are expected
to boost the consumer price index by around 5 percentage points, the
Supply Fund is expected to shift from a deficit equivalent to 0.9 percent
of GDP in 1982 to a surplus of 0.8 percent of GDP in 1983. 1In addition
to the revenue-raising measures and the price increases, the authorities
intend to contain the public deficit through a tighter control of expendi-
ture, in particular of Treasury operations which escalated in 1982 and
during the first half of 1983.

Preparations have begun for the 1984 budget, which is scheduled to

be presented to Parliament in the second half of October. Preliminary
projections point to a further small increase in the tax burden, mainly
in reflection of the full-year impact of the increases in indirect taxes
enacted in September 1983 and of fiscal drag. The Portuguese authorities
regard the scope for further increasing the tax burden over the short rum
to be limited. At nearly 32 percent of GDP, the tax ratio is in line
with (indeed slightly above) those prevailing in most countries at compar-
able levels of development. However, the tax burden remains unevenly
distributed, with tax evasion and avoidance being widespread among nonwage
earners. Moreover, the tax system is overly complex and the tax base has
been eroded by a proliferation of exemptions. Therefore, the authorities
attach high priority to a comprehensive restructuring of the tax system
and a strengthening of tax administration and enforcement. Preparatory
work is well advanced for the introduction of the value-added tax, tar-
.geted for 1985. It also is intended to proceed quickly with a study for
the replacement of the existing schedular income taxes with global per-
sonal and company taxes. Steps will be taken in the 1984 budget signifi-
cantly to reduce fiscal incentives and exemptions.

On the expenditure side, a comprehensive effort is envisaged to
secure a significant reduction in public spending in relation to GDP.
Total expenditure, excluding changes in arrears of the Supply Fund, is
targeted to decline from 43.5 percent of GDP in 1982 to under 41 percent
in 1984 (Table 3). Wage increases for civil servants in 1984 are expected
to be contained at around 17 percent as in 1Y43, implying a substantial
reduction in real terms. The existing hiring freeze is to be extemded to
categories of civil servants currently exempt from it, such as teachers
and medical personnel, while efforts will be intensified to promote mobi-
lity within the public administration. Transfers to peripheral public
entities, in particular the local authorities, will be strictly contained.
This may require a modification of the existing law on local finances,
which automatically links transfers to certain receipts of the state
budget. The adjustment of pensions at the beginning of 1984 is expected



to be graduated, and to -involve a reduction in purchasing power of pen-
sions on average. Un the other hand, a significant increase is to be
expected  in payments for unemployment compensation, in reflection of the
likely increase of unemployment in 1Y83 and 1984. The mechanism of
determination of interest payments to the Bank of Portugal will be modi-
fied to moderate the growth of this item of expenditure which has risen
most rapidly in recent -years, to the equivalent of 3.3 percent of GDP

in 1983. As of the end of 1983, interest rates on government securities
held by the Bank of Portugal, which since 1980 has been adjusted in line
with the discount rate, will be rolled back to the levels prevailing at
the time of issue of each security. Despite this ad justment, interest.
payments to the Bank .of Portugal are expected in 1984 to increase further
in relation to GDP by 1/2 percentage point, reflecting the continued
growth of the public debt. The growth in capital spending, excluding .
.repayments of arrears by the Supply Fund, is also to be strictly contained,
especially through a careful scrutiny of projects included in the invest~
ment plan- for the central administration (PIDDAC). .

.A further substantial improvement is targeted for the finances of
the Supply Fund, which is expected to rum a surplus equivalent to 1.3 per~
cent of GDP. This is to be achieved through a new series of substantial
price increases for subsidized commodities and for petroleum products at
the beginning of 1984. These increases will be designed to eliminate
subsidies for cereals and vegetable oils amd to halve those for fertili-
-zers and milk. In addition, receipts from taxes on oil products are
targeted to increase by over 40 percent.

The improvement in the position of the financial General Government
is to be complemented by a strengthening of the finances of public sector
enterprises, which have represented an increasingly weak area of the
Portuguese economy over the last few years (SM/83/88 and SM/83/94,
5/25/83). This effort will be aimed at containing their resort to domes-
tic and external credit through a cutback in their investment program
and .through measures to increase their self-financing. A review of the
1983 investment program was conducted in the last-two months, and the
decision was taken. to freeze,K some large investments, such as the planned
expansion of capacity in steel, pending a more thorough scrutiny of the
longer—term prospects for the projects. Following the review of the
public enterprises' investment program (PISEE), fixed investment by the
latter will be limited in 1983 to around Esc 135 billion, as compared
with Esc 107 billion in 1982, The authorities were limited in their
scope for reducing the total amount of investment expenditure by public
enterprise in 1983 by the fact that Esc 27 billion of these expenditure
reflected the delivery of new .aircraft purchased by the national airline
company in 1980. Excluding the aircraft expenditure, investment by pub-
lic enterprises is expected -to decline by 20 percent. in real terms in
1983. The investment program for 1984 will be defined during the last
quarter of this year, with the total amount being constrained by the need
to ensure a substantial deceleration in.domestic bank credit to the public
enterprises and to limit their resort to external borrowing. Preliminary
projections suggest that this would again involve a substantial decline



in real terms in investment by public enterprises. In the selection of
projects, priority will be given to those with the largest and quickest
payoff in terms of foreign exchange earnings or savings. The authorities
intend to draw in this process on the advice of the LBERD.

The effort to improve the self~financing of public enterprises will
be articulated on several fronts. Realistic pricing policies will be
pursued with respect to those enterprises which are not subject to inter-—
national competition by, as a minimum, allowing the full pass through of
cost increases into prices. In some areas, price increases higher than
those of costs may be necessary. As steps in this direction, public
transport fares were raised by 30 percent on September 1, 1983 while
electricity tariffs will be significantly raised again before the end of
the year, following a 10 percent increase in July 1983. Realistic pric-
ing policies will be complemented by a determined effort to contain costs
and raise productivity. The Government intends to keep wage increases in
public enterprises significantly below the rate of inflation in both
1983 and 1984. 1In enterprises declared in financial difficulties wage
increases will be kept below the average and the Government will take
other measures, including reductions in capacity and workforce, required
to ensure the economic viability of these enterprises over the longer
term. To this end, proposed legislation has just been unveiled authori-
zing the management of both public and private enterprises declared in
financial difficulties to lay off redundant workers for a periocd of up to
two years, It is envisaged that these workers would receive compensation
equivalent to two thirds of their salary and the costs of this compensa-
tion would be equally shared by the unemployment fund and the enterprise
concerned .

3. Monetary policy

Monetary policy will be geared to attaining the targeted improvement
in the balance of payments amd deceleration of inflation. Accordingly,
the monetary program agreed with the Portuguese authorities envisages a
deceleration in the rate of growth of total domestic credit from over
2Y percent in 1982 to 27.5 percent in 1983 and to around 21.5 perceat in
1984 (Tables 4 and 7). In real terms the rate of growth of total domestic
credit is expected to fall from around 9 percent in 1982 to —1 percent in
1983 before recovering to around 1 percent in 1984. The deceleration’
in total financing to the economy (including external credit) is signifi-
cantly more pronounced, namely from around 30 percent in 1982 to 23 per-
cent in 1983 amd to about 20 percent in 19Y84. This deceleration will be
facilitated by the targeted improvement in the finances of the public
sector. Domestic bank credit to the public sector is targeted to increase
by 26.5 percent in 1983, compared with 33.3 percent in 1982, and by
around 19 percent in 1984. The ceilings on total domestic credit and on
credit to the public sector for 1983 are predicated on the assumption
that net external financing to the Government will amount to Esc 60 bil-
lion (about US$550 million) in 1983. The ceilings will be ad justed for
any shortfall (excess) with respect to the latter amount up to a maximum



of Esc 12 billion. This limited flexibility .in the ceilings was intro-
duced in the light of the uncertainty regarding the amount of the Euro-
loan expected to be raised by the Government of Portugal in the fourth

‘quarter of this year. The domestic credit targets for 1984, which are

indicative ones, are predicated on an assumed decline in velocity of M2
which is significantly smaller ‘than those recorded in most of the recent
years and will need to be reviewed early in 1984, particularly in the
light of the response of quasi-money to the recent ‘increases in interest
rates.,

The Portuguese authorities intend to pursue the targeted decelera-
tion in the credit aggregates through both a more effective enforcement
of the credit ceilings set by the Bank of Portugal and an increase in
the effective cost of credit.. To this end penalties for noncompliance
with the ceilings will be raised to 100 percent and rates in the interbank
bond market will be increased by several percentage points over the next
few months to provide commercial banks with a more attractive outlet for
their excess liquidity and to reduce incentives to exceed the credit ceil~ -
ings. 1In order to curb the demand for credit, in August the authorities
raised lending rates by 2.5 percentage points, following: a 4 percentage
point increase in March 1983. As a result, lending rates are now
substantially positive in real terms. 1/ The authorities intend to com—
plement the increase in lemnding rates with a substantial reductlon in
interest subsidies. They will eliminate the existing interest rate sub-
sidies to exports by the end of the year and review other incentive
schemes with a view to making them more selective and reducing their cost

to the budget.

- Following the recent interest rate ad justments, rates on deposits
have also risen to levels currently positive in real terms (Table 4) and
will be managed in a flexible manner to adjust for developments in

- domestic inflation and in interest rates abroad. The authorities 1ntend

to take further steps to promote the development of domestic financial
markets in order to.raise the share of nonbank financing of the public
sector deficit, which in 1982 amounted to only 1 percent of the total
financing, and to channel savings into the financing of productive public
and private investments.

be External policies

. The Portuguese authorities recognize the importance of the mainten-
ance of a competitive exchange rate in achieving the -targeted external
ad justment. The 12 percent effective devaluation of the escudo in June
has placed the competitive position of Portugal at a level significantly

- above its previous peak in 1979 (EBS/83/135, 6/28/83 and Chart 1).

The Portuguese authorities 1ntend to continue the- pollcy of depreciating

l/ lending Tates range from 29.5 percent for operatlons of less than
three months to 32.5 percent for those over five years. However, since
interest on loans with maturity less than one year is paid up front, the
effectlve rates on those loans are substantially higher.
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the exchange rate vis-d-vis a weighted basket of partner countries' cur-
rencies at the rate of 1 percent a month. Such a rate of depreciation,
although implying some loss of competitiveness over the next few months,
would appear sufficient to maintain an adequate level of competitiveness
provided wage settlements can be held at around the Government's objec—
tive of 20 percent in both 1983 and 1984. The authorities intend to keep
the development of the competitive position under review and to ad just
the rate of crawl if, in consultation with the Fund, such an adjustment
is found necessary.

The authorities are also committed to the maintenance of an exchange
system free of restrictions on payments and transfers ror current inter-—
national transactions. They will refrain from introducing new restric—
tions on trade and from intensifying existing ones for balance of payments
reasons, and will enact in the 1984 budget the rollback of the import sur~—
charge to 10 percent from the 30 percent to which it was raised in January
1983. This measure is estimated to entail a revenue loss of about
Esc 4 billiom.

The Portuguese authorities recognize that a more effective control
over resort to external borrowing is essential to ensure a reduction in
the debt service burden to a level sustainable over the medium term and
to containing total financing to the economy to levels consistent with
the targeted improvemeéent in the current account and inflation. To this
end, they intend to limit disbursed external debt outstanding (including
short-term and nonguaranteed debt but excluding foreign liabilities of
the Bank of Portugal and short-term liabilities of the banking system)
which amounted to US§12,864 million at the end of 1982 (Table 2) to at
most US$13,800 million at the end of 1943. According to preliminary +.
information, external debt so defined stood at around US$13.3 billion at
the end of May 1983. 1In order to improve the maturity structure of the
debt the authorities intemd to limit the increase in the short term (less
than one-year maturity) portion of the debt to at most US§50 million in
1983. 1In the first five months of the year short-term debt declined by
an estimated USS$S240 million. » 5

Indicative targets, subject to the review scheduled to take place
with the Fund by March 1984, have been set for end-1984. 1In the course
of nmext year the increase in external debt is to be limited to at most
US$1.2 billion and that in the short-term portion of the debt to at most
US$200 million. - The overall debt ceiling is broadly consistent with the
current account target and with no loss in net foreign assets of the
banking system. The Portuguese authorities' objective would be to main~
tain the short—term portion of the debt unchanged or even to reduce it
slightly. However, in view of the uncertainties regarding the scope for
access to foreign capital markets amd of the amount of amortization pay-
ments on medium— and long-term debt due in 1984 (over US$l.5 billion) a
relatively small increase in the short-term debt, such as the one referred
to above may prove necessary. Such an increase would in any event allow
a reduction for the third consecutive year in the share of the short-term
debt in total debt, to below 26 percent. '

@,
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Chart 1. Portugal: Exchange Rate Indices
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The authorities-expect that the implementation of the ad justment
program, with the support of the Fund, will strengthen confidence about
Portugal in international capital markets. Accordingly, the cumulative
loss in the net foreign assets of the banking system since the beginning
of 1983, which amounted to nearly US$1 billion in. the first half of 1983,
. should not exceed US$1.6 billion at any time from the inception of the
stand-by arrangement until the end of February 1984. Although the loss
in net foreign assets for 1983 as a whole is expected to be limited to
around US$1.15 billion, it is likely to.exceed that amount by a signi-
ficant margin during the third quarter, in reflection of the timing of
dishursements of foreign loans, This has been allowed for in setting
the net foreign assets floor.,

5} . Prospects

‘ The stabilization program outlined in the preceding section, if
implemented with determination, should result.in a significant decline in
domestic demand in both 1983 and 1984 {Table 5). This decline is likely
to involve all components of demand, albeit at different rates. Private
consumption is expected to decline by more than 3 percentage points over
the period, in reflection of the expected fall in real disposable income
of households. If the authorities are successful in holding the line on
wage demands, real wages can be expected to decline significantly in
both 1983 and 1984. Preliminary indications on wage settlements so far
suggest that they have remained in general below 20 percent, or well
below the 25 percent rate of inflation expected on average in 1983. The
main test of the Government's determihation in this area is likely to
come at the beginning of 1984, following the acceleration in consumer
prices in the,second'half of 1983 due to the wide-ranging increases in
administered prices. Purchasing power of households will also be absorbed .
by .the sharp increase in taxes and by the moderation in the growth of
social transfers envisaged in the program. The savings ratio is expected
to decline in both years, as households attempt to -cushion the impact of
the fall in disposable income on consumption. =~ : -

Fixed investment will probably show sizable declines in 1983 and
especially 1984, In the latter year the decline is likely to be parti-
cularly sharp in the broadly defined public sector, including the public
enterprises. It is hoped, however, that the maintenance of a sustained
growth of exports will provide some incentive to expans;on of capacity
in that sector. Stockbuilding is likely to make a large negative con-
tribution to GDP in both years, with the decline being especially pro-
nounced in 1983, partly in reflection of difficulties experienced by
some public enterprises in securing external financing for their imports.

Exports of goods are expected to continue to score gains in market
shares, in reflection of the favorable competitive position. However,
some leveling off is expected in the growth of new exports, such as petro-
chemicals and assembled vehicles from the new Renault plant (EBS/83/197) .
On the other hand, a recovery is expected in exports of services from
the depressed level of 1982. Imports are likely to show a significant
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decline in both 1983 and 1984. A sizable reduction of imports of oil

and agricultural products in 1983, reflecting the above-mentioned rundown
of stocks, will be partly offset by the delivery of several aircraft
imported by the national airline (TAP). On the whole, the real foreign
balance is expected to make a significant contribution to GDP in both
years. Nevertheless, output growth is likely to remain negative, leading
to a significant decline in employment. Unemployment, as measured by

the new survey of the Statistical Institute, may well exceed 12 percent
of the labor force, particularly if action is taken to reduce overmanning
in some public enterprises.

The projections for the balance of payments (Table 1) are predicated
on the assumed behavior of the real balance and on an improvement in the
terms of trade in both 1983 and 1984, The latter reflects in part some
reversal of the disguised capital outflows through over— and underinvoic-
ing which appear to have occurred on a sizable scale over the last couple
of years. 1t is also assumed that tourism receipts and emigrants' remit-
tances will respond favorably to the re—establishment of realistic
exchange rate and interest rate levels, as well as of more stable politi-
cal conditions. '

6. Performance criteria

The program, in support of which Portugal is requesting a stand-by
arrangement, contains the following performance criteria for December 31,
1983 as well as indicative ceilings for December 31, 1984, as reflected
in Table 7: (a) ceilings on total domestic credit extended by the bank-—
ing system, (b) ceilings on domestic bank credit to the public sector,
(c¢) ceilings on total disbursed external debt of the nonmonetary sector,
(d) ceilings on short—term disbursed external debt. In addition, the
program contains the following performance criteria: (a) a net foreign
asset test for the period from the beginning of the arrangement through
February 29, 1984, and (b) the usual provisions regarding the exchange
and trade system as well as the requirement that the import surcharge
be rolled back from 30 percent to 10 percent in the 1984 budget and in
any event no later than March 31, 1984. In addition, Portugal has under-
taken to refrain from making purchases after March 31, 1984 until under-
standings have been reached with the Fund on the quarterly ceilings for
1984 as well as on any other performance clauses that may be deemed
appropriate. At the time of this review of the program, the adequacy of
interest rate, exchange rate, administered price and fiscal policies
will also be reviewed.

IV. Staff Appraisal

In the view of the staff, the ad justment progrém outlined by the
Portuguese authorities in the attached letter of intent represents a
comprehensive effort which, if carried out with determination in both
1983 and 1984, should allow the restoration of a sustainable external
position and lay the foundation for a resumption of growth over the
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medium term. The program lays emphasis on the reduction of domestic

"demand as the maintenance of an excessive rate of growth of the latter
-in recent years was in large measure responsible for the weakness in the

balance of payments. The restraint on demand is, however, complemented
by policies aimed at promoting a shift of resources into the export
sector and at restoring the attractiveness of holding domestic financial
assets. - ‘ . ‘ . . '

A major role in thé adjustment program is to be played by the tar-—
geted improvement in the finances of the public sector, including the
public enterprises. This improvement is to be achieved first of all
through a comprehensive effort to reduce public dissavings. The measures
envisaged by the authorities to increase revenues and contain the growth
of current expenditures will require a considerable degree of determina-
‘tion but the Government has already provided evidence of it by taking a
number of important steps, particularly in the areas of taxation and sub-
sidies. The formulation of the 1984 budget will constitute an important
additional test of the Government's commitment. Inevitably, the magnitude
of the ad justment contemplated in the public sector finances will require
a cutback in public investments. It is important that these cuts be
concentrated on projects that have a smaller prospective payoff in terms
of foreign exchange earnings or savings and, to the extent possible, a
smaller impact on employment. The staff welcomes the authorities’'
intention to seek the advice of the IBRD in this area.

The monetary program agreed with the Portuguese authorities repre-

° sents a considerable tightening of the stance of domestic credit policy

“ and is to be supported by a tighter control over resort to external cre-

‘%- dit, especially by public entities. The monetary program for 1984 is

based on relatively cautious assumptions about the response of the demand

- for money to the recent increases in interest rates and may need to be
- reviewed in the course of next year in the light of the available evidence.

The staff welcomes the flexibility shown by the Portuguese authorities
in interest rate policy in recent months and their intention to continue

' to ad just this policy in the future in the light of developments in
% domestic inflation and in interest rates abroad. The maintenance of an

adequate level of renumeration on escudo-denominated financial assets is
crucial to promote the targeted reflow of capital and to moderate the
decline in the private savings ratio. It is also important that the
effective real cost of credit be maintained at a level sufficient to
contain the demand for credit. 1In this respect the staff welcomes the
authorities' intention to review and substantially reduce existing
interest rate subsidies before the end of this year.

The tightening of finmancial policies will be accompanied by efforts
to moderate the growth of nominal wages., In its economic program pre-
sented to Parliament in June, the Government indicated the need to con-
tain the growth of wages significantly below the rate of inflation in
both 1983 and 1984. The authorities have not set a specific guideline
for wage increases because they believe that it would be regarded by the
unions as a floor rather than as a ceiling for wage demands. However,
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through a firm policy with respect to wages in the public sector includ-
ing the public enterprises, as well as through a tight stance of finan-
cial policies, the authorities hope to contain wage increases on average
at around 20 percent in both years. 1In the view of the staff any signifi-
cant excess over these objectives would seriously jeopardize the achieve-
ment of the inflation target especially for 1984, and would require

ad justments in exchange rate and interest rate policies. 1In this respect,
the staff regards as important the commitment of the authorities to keep
the recent and prospective development of competitiveness under review
and to make timely ad justments in the rate of monthly effective deprecia-
tion, if necessary.

The staff shares the Portuguese authorities view that the implementa-
tion of the program should restore confidence and ease Portugal's access
to foreign capital markets over the next few months. In this repect
Portugal's record in servicing its external debt and the relatively high
level of its reserves including gold give ground for cautious optimism.
The net foreign asset test agreed with the authorities does, however,
provide a safeguard that would lead to a reassessment of the program in
the event that such optimism were to prove unfounded.

The staff welcomes the authorities' committment to an open exchange
and trade system and to a rollback of the import surcharge in the 1984
bud get.
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V. Proposed Decision

The following draft decision is proposed for adoption by the
Executive Board: : '

1. The Government of Portugal has requested a stand-by
arrangement for the period October 7, 1983 to Eebruary 28,
1985, for an amount equivalent to SDR 445 million.
2. The Fuqd approves the stand-by arrangement attached to
O EBS/83/196.
3. The'Fund waives the limitation in Article V,

Section 3(b)(iii).



Table 1. Portugal:

(In millions

16 -

of U.S. dollars)

Summary of the Balance of Payments, 1981-84

1983 2/

1981 1982 1/ 1984 2/
Exports, f.o.b. 4,088 4,119 4,535 5,000
Imports, f.0.b. 9,282 8,972 4,385 8,340
Merchandise trade balance -5,194 ~4,853 -3,850 -3,340
Services, net -544 -1,047 -880 -860
Of which: '
Tourism, net 777 611 670 770
Investment income, net -375 -1,223 -1,250 -1,400
Transfers, net 2,888 2,661 2,730 2,950
Of which:
Emigrants' remittances 2,832 2,599 2,660 2,878
Current balance -2,850 -3,239 -2,000 -1,250
As per cent of GDP (11.5) (13.2) (9.3) (6.0)
Med ium— and loéong~term capital 1,853 2,192 1,075 1,300
Short-term capital 3/ 8438 1,137 =215 -50
Overall balance ~149 90 ~1,140 -
Change in net foreign assets
of commercial banks ﬁ/ 43 138 — -
Change in offiecial net foreign
assets &/ 106 -108 -1,140 -
Memorandum items: (percentage change) :
Market growth 1.1 1.1 3.0 4.7
Effective exchange rate -3.6 -13.9 -22.3 ~16,3
U.5. dollar/escudo rate -18.7 -22.06 ~36.0 -23.0
Export, f.o.b., unit value :
(in escudos) 5/ 13.2 16.5 37.5 26.5
Export, f.o.b., volume 5/ ~2.0 11.2 8.5 6.5
Import, c.i.f., unit value
(in escudos) 5/ 21.2 16.9 32.0 25.5
Import, c.i.f., volume 5/ 5.7 6.4 -3.4 -3.0

Sources:
mates and projectiomns.

1/ Provisional estimates.

zy Starf forecast.

bData provided by the Portuguese authorities;

3/ Includes errors and omissions and S5LR allocatiom.
4/ Negative sign denotes an increase.
5/ Merchandise trade, customs basis.

and Fund staff esti-
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Table 2. Portugal: External Debt Qutstanding and Debt Service Ratio, 1980-83

(In millions of U.S. dollars; end of periad)

S [RrE

1980 1981 1982 1983 (Proj.)

0f which: 0f which: Of whichs: 0f which:
Short~— Short— Short— Short~
Total term Total term Total term Total term

General Government ' 1,691 -— 2,195 — 2,856 - 3,365 —

Bank of Portugal ©o1,116 . 220 © Y62 . 250 670 120 807 100

Other monetary institutions and i ,
nonmonetary financial sector 737 3 882 - 23 - 1,377 50 1,649 50

Public enterprises 4,603 1,939 5,974 2,754 7,686 3,565 7,794 3,500

Nonfinancial private sector 831 235 1,002 262 993 182 865 200

Total 8,978 2,397 11,015 3,289 13,582 3,917 ’ 14,480 3,850
0f which: , ‘ ‘
Public and publicly .

guaranteed 3,785 220 4,120 251 4,725 " 176
Bank guaranteed © 1,085 68 926 13 833 7

Memorand um items: (in per cent) A .

" Share of short-term debt 26.7 e 29.9 ene 28.8 cee 26.6 ees
Ratio Of debt to GDP 39-5 s e 49-7 e a’ 64-6 sem 76-8 oo n
Ratio of debt to foreign :

exchange earnings i/ 92.1 cen - 120.5 cee 161.1 e 159.7 -
Ratio of debt to gross

official reserves g/ 6l.1 .e 111.8 ces 117.9 - " eee .
Ratio of debt service 3/to ’ ‘

foreign exchange earnings 14.6 . 22.5 - 27,3 e 27.8 “as

Sources: Bank of Portugal; and staff estimates.

1/ Foreign exchange earnings from exports of goods and nonfactor services plus remittances.

2/ With gold valued at the official price of SDR 35 per ounce until December 31, 1979 and at the quarterly
average London market price thereafter. , ’

3/ Excluding amortizations of short-term debt.

__L‘[_
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Table 3. Portugal: General Government Accounts, 1981-84

(In billions of escudos)

1981 1982 1983 1/ 1984 2/ 1983 1984

Percent change

Current revenue 449,7 563.7 774.0 979.0 37.3 26.5
Direct 107.9 138.8 196.0 248.0 41.2 26.5
Indirect 212.0 26l.1 361.0 452.0 38.3 25.2
Social security contributions 114.3 140.3 167.0 204 .0 19.0 22,2
Nontax revenue 15.5 23.5 50.0 75.0 112.8 50.0

Current expenditure 526.3 643.6 818.0 990.0 27.1 21.0
Wages and purchases 228.8 280.3  340.0 405.0 21.3 19.1
Subsidies 69.4 79.9 90.0 76.0 12.5 -15.6
Transfers 148.4 182.3 227.0 271.0 24,5 19.4
Interest payments 79.7 101.1 161.0 238.0 59.4 47.8

Current balance -76.6 -79.9 -44.,0 ~11.0

Capital revenue 8.3 14.8 13.0 15.0 -12.2 15.4

Capital expenditure 76.5 98.6 132.0 158.0 33.9 19.7
Investment 62.5 71.6 78.0 74.0 8.9 =-5.2
Transfers 14,0 3/ 27.0 3/ 54.0 4/ 84.0 4/ ... .

Net lending 18.2  25.9° 27.0 " 30.0

Overall balance (natiomnal
accounts basis) ~-163,0 -189.6 -190.0 -184.0
Treasury operations - -10.7 -35.3 -26.,0 =15.0
Other ad justments 1.4 4.7 -13.0 -8.0
Overall cash balance ~172.3 =220.2 ~229.0 =207.0 L

Financed by:
Domestic bank credit 133.6 162.9 167.0 150.0
Domestic nonbank credit 4.1 2.4 2.0 2.0
External credit 34.6 54.9 60,0 55,0 ¥

Memorandum items: (In per cent) ol
Ratio of revenue to GDP 30,6 30.7 33.9 35.1 ey

Of which:
Tax revenue 29.0 28.7 31.2 31.9 V

Ratio of total expenditure 5/to GLP 42.2 42.6 43.3 42.1
Same arter adjustment for changes

in arrears of Supply Fund 46.0 43.5 42.5 40.9
Same excluding interest payments a
to the bank of Portugal 43.8 39.6 39.2 37.0
Ratio of current deficit to GDP -5.1 ~-4.2 -1.9 ~0.4 )
Ratio of overall cash deficit
to GLP -11.5 =-11.7 ~9.9 -7.3

Ratio of overall cash deficit to GDP
after adjustment for changes
in arrears of Supply Fund ~-15,3 -12.6 -9.0 -6.0

Source: Data provided by the Portuguese authorities.

1/ Estimates.’

:Z/ Preliminary forecast.

2/ Excluding Esc 55 billion increase in arrears of Supply Fund toward public
enterprises in 1981 and Esc 17 billion in 1982.

4/ Including Esc 18 billion repayments of arrears of Supply Fund in 1983 and
Esc 35 billion in 1984.

5/ Including Treasury operations.
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Table 4. Portugal: Monetary Survey, 1982-84

(In billions of escudos; end of pericd)

1982 1983 1984 19863 1984
: Percent change

Change in net foreign assets

of the banking system 569.5 624.5 624.5
Total domestic credit 2,148.9  2,786.5 1/ 3,416.5 2/ 27.5 3/ 21.3 3/
O0f which:
To the public sector 462.3 629.3 1/ 779.0 2/ 26.5 3/ 18.8 3/

To enterprises and households 1,633.9 2,100.2 2,577.5 28.5 22,7
To nonmonetary financial

institutions 52.8 57.0 60.0
Total assets 2,718.4  3,411.0  4,041.0 24,0 2/ 17.6 2/
M1 ' 599.9 660.0 726.0 10.0 10.0
Time deposits of residents - 1,066.3 1,337.0‘ 1,635.0 25,4 22,3
M2 1,666.2 1,997.0 - 2,361.0 19.9 18.2
Emigrants' deposits 488.8 667 .0 895.0 36.5 34,2
Nonmonetary financial
institutions 23.1 18.0 - 15.0
M2* 2,178.1 2,682.0 3,271.0 23.1 22.0
Nonmonetary liabilities 122.1 192.0 233.0
Exchange rate valuation 231.2 347.0 347.0
Other items, net ’ : 187.1 1%0.0 190.0

Memorandum items:
"~ Percent change in total domes—

tic and external credit 4/ 29.8 23.1 19.8
Percent change in velocity

of M2%5/ -3.0 0.8 -1.0
Interest rate on six-month

deposits 6/ 21.5 28.0 ese

Source: Data provided by the Portuguese authorities.

1/ Performance clauses.

Z/ Indicative targets.

3/ Percentage changes calculated including in total domestlc credit (credit to
the public sector) Esc 168.7 billion as counterpart of revaluatlon of gold
reserves in February 1980,

4/ The percent changes in the external credit component are calculated by refer-—
ence to the flow of borrowing in each year converted at-average exchange rates.

5/ Percentage change in nominal GDP (IV quarter-IV quarter)/percentage change
in M2%,

6/ End of period.
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Table 5. Portugal: Selected Economic Indicators, 1Y79-84

(Annual percehtage change)

1981 1982 1/ 1983 2/ 1984 2/

Real demand and output

Gross domestic expenditures 3.8 3.4 -3.7 -3.6
Private consumption 2.8 2.3 -1.6 -1.8
Public consumption 5.3 5.1 2.0 —-—
Gross fixed investment 5.1 3.7 -3.5 -8.0
Increase in inventories 3/ 0.2 0.6 ~2.6 -0.5

Foreign balance 3/ -3.0 -0.4 2.6 2.3

GDP at market prices 0.8 3.0 -1.1 -1.3

Labor market

Employment 0.7 -0.8 -1.0 -1.5

Unemployment rate (level) 8.2 7.4 11.0 4/ 12.0 4/

Wage per man in manufacturing 20.0 19.8 20.0 20.0

Unit labor costs in manufacturing 18.0 17.5 20.0 20.0

Prices .

Consumer prices (average) 20.0 22.4 25.0 23.5

Consumer prices (through the year) 25.0 18.8 28.5 20.0

GDP deflator (average) 19.8 22.3 24,4 23.6

Savings and investments (ratios
to GDP)

Foreign sdvings 5/ 11.5 13.2 9.3 6.V

Private domestic savings 6/ 29.6 27 .6 26.2 25.7

Public savings 7/ - -5.1 -4.2 -1.9 -0.4

Private investment 6/ 31.7 32.7 30.3 28.7

Public investment_z7 4.3 3.9 3.3 2.6

Sources: Data provided by the Portuguese authorities; and Fund staff
projections.

1/ Provisional estimates.

Z/ Forecasts.

3/ Contribution to GDP growth.

4/ Based on a new methodology in the labor force survey adopted by the
Institute of Statistics since January 1983.

5/ Current account of the balance of payments.

6/ 1Includes the public enterprises.

zy Refer to the General Government.
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Table 6. Portugal: Medium-Term Projection of the Balance of Payments and of External Debt, 1982-90

1982 1983 1984 1985 1986 1988 1990

(In millions of U.S. dollars)

Current account projection : . .
Foreign exchange earnings ' 8,431 9,065 9,950 11,095 12,370 15,380 19,120

(Rate of growth) : B (=7.0) (7.5)  (9.8) (11.5) (11.5) (11.5) (11.5)
Exports of goods ' - A 4,119 4,535 - 5,000 5,575 6,215 7,725 9,605
Exports of services - o ‘1,651 1,800 2,000 2,230 2,485 - 3,090 < 3,840
Emigrants' remittances and
other transfers ‘ 2,661 2,730 2,950 3,290 3,670 4,565 5,675
Foreign exchange payments 11,670 11,065 11,200 12,345 13,620 16,630 20,370
Imports of goods and .services : " : : ) S ,
other than interest payments 10,326 . 9,767 . 9,843 10,878 12,103 14,935 18,519
(Rate of growth) (=4.3) . (-5.5) - (0.8) (10.5) (11.3) (11.2) (11.4)
Interest payments B J 1,344 1,294 1,357 1,467 1,517 1,695 1,851 I
. : N
Current account balance -3,239 - ~2,000 - -~1,250 -1,250 -1,250 -1,250 -~1,250 -
(As per cent of GDP) » (13.2)" (9.3) (6.0) (5.5) (5.0) (4.1) (3.4) '
External debt projections . -
Total debt service payments’ . 4,722 6,475 6,996 7,003 7,089 8,594 9,484
Amortization s 3,378 5,177 5,639 5,536 5,572 6,898 7,633
Of which: E o : , ‘ , _
. Short=term , , : (2,397) (3,957) (4,000)  (4,000) . (4,000) (4,380) (4,780)
Interest payments . ° s 1,344 1,298 1,357 1,467 - 1,517 1,695 1,851
Total debt at end of period - 13,582 14,480 15,134 16,104 17,034 18,774 20,324

‘(In per cent)

Total debt service ratio ..56.0 . 71.4 70.3 63.1 57.3 55.9 49 .6
Debt service ratio excluding ; L )
amortization of short—term debt, 27.6 *”27,5 30.1 27.1 _25.0 27 .4 24.6
Memorandum items:
Assumed internatiomal inflation cue 5.2 4.6 6.5 6.5 6.5 6.5
Interest rate in intermational
capital markets - 10.5 10.0 10.0 9.5 9.5 9.5

Sources: Bank of Portugal; and staff estimates.
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Table 7. VPortugal: Quantitative Performance Criteria

Indicative Ceilings

Ceilings for tor
December 31, 1983 December 31, 1984
Credit ceilings
Total domestic credit extended
by the banking system 1/ Esc 2,786.5 billion fsc 3,416.5 billion
Domestic bankkﬁredit to the
public sector 1/ Esc ©29.3 billion ksc 779.uU billion
External debt ceilings
Total disbursed external debt
to the nonmonetary sector 2/ US$13,800 million US515,000 million
Short—term disbursed
external debt é/ US$3,800 million US54,000 million
Net foreign asset test
Cumulative loss in net foreign
assets of the banking system
since the beginning of 1Y83 USSl.6 billion ﬁ/ -

Source: Portugal's letter of intent to the Manmaging Director, September 1983.

1/ 7The ceilings on domestic bank credit to the public sector and on total
domestic bank credit through December 31, 1983 are to be automatically adjusted
upward (or downward ) up to Esc 12 billion for any shortfall (excess) of extermal
credit to the Government with respect to the targeted amount of Esc 60 billion
for 1983. .

2/ Inclules short—term and nonguaranteed debt but excludes foreign liabilities
of the Eank of Portugal and short-term liabilities of the banking system.

3/ Excludes foreign liabilities of the Bank of Fortugal and the banking system.

Ey The net foreign asset test covers the period through February 1984,



Table 8.

O

O

Portugal: Schedule of Proposed Purchases and Repurchases, 1983-84

(In millions of SDKs)

Oct. Jan. 1984- ‘Apr. 1984- July 1984- Oct. 1984~ Jan. 1985-
1983 Mar. 1984 June 1984 Sept. 1984 Dec. 1984 Feb. 1985
Purchases 354.75 69.65 69.65 : 69.65 69.65 69.65
Stand -by arrangement 96.75 69.65 69.65 69 .65 69.65 69.65
Ordinary resources (64.50) (31.66) (3L.66) (31.66) (31.66) (31.66)
Borrowed resources (32.25) (37.99) (37.99) - (37 .99) (37.99) (37.99)
Compehsatory financing 258.0 - - -— - -
Repurchases —= — _ = - -
Stand-by arrangement - —— e - - - ]
N
Compensatory financing - - - - - —— T
Net purchases 354,75 69.65 69.65 69,65 69.65 69.65
(In percent of quota)
Total Furnd holdings
(cumulative) 237.5 264 .5 291.5 318.5 345.5 372.5
Excluling compensatory 137.5 164.5 191.5 218.5° 245.5 272.5

Source: International Monetary Fund.
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Fund Relations with Portugal

Quota:

Proposed new quota:

Fund 's holdings:

Holdings of SDRs:

Distribution of profits
from gold sales:

Gold distribution:

Exchange rate:

IR

lLast consultation:

(As at end-July 1983)

SDR 258 million.
SDR 376.6 million.
SDR 258 million or 1l00.0 percent of quota.

Shk 1.7 million or 3.19 percent of net
cumulative allocation.

US$18.6 million.
100,131.9 fine ounces.

Portugal maintains a crawling peg system for
the escudo, based on a basket of currencies
of major trading partners (weighted by the
shares of each country in Portugal's trade
flows, tourism, and emigrants' remittances).
Following a 9.4 percent devaluation in 1982,
the competitive position of Portugal was
restored to the level prevailing at the end
of 1980, but a further erosion took place
subsequently as the rate of monthly depreci-
ation was maintained at U.75 percent, or
less tnan the inflation rate differential
between Portugal and its main trading part-
ners. On March 24, 1983 the monthly rate
of depreciation was increased to 1 percent
and the escudo was also depreciated by 2 per-
cent in effective terms. Following contin-
uous pressure on foreign exchange reserves,
on June 22, 1983 the authorities announced a
further devaluation of the escudo by 12 per~-
cent in effective terms. This move placed
Portugal's competitive position at a level
signiticantly above its previous peak in
1979 which appeared warranted in view of the
structural changes that have afrected the
balance of payments over the last few years.
The escudo continues to be depreciated at
the rate of 1 percent a month, Un august 31,
1983, USS1 was worth Esc 12Z.

March 1983. The staff report (5M/83/88,
5/17/83) was discussed by the Executive
Board on June 13, 1983.
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" Portugal: Main Targets, Assumptions and Elements
' of the Financial Progranm :

I. Targets

1. A reduction in the current account deficit of the balance of payments
from US$3.2 billion or 13.2 percent of GDP in 1982 to USS2.0 billion or
9.3 percent of GUP in 1983 and to US$1.25 billion or 6.0 percent of GDP
in 1984,

2. The net foreign assets of the banking system, which declined by
'US$980 million in the first half of 1983, are targeted to decline by no
more than US$160 million in the second half of 1983 and are targeted to
remain unchanged in 1984

3. A reduction in the rate of consumer price inflation from the 29 per-
cent expected at the end of 1983, due to the recent sharp inreases in
administered prices and the recent devaluation of the escudo, to 20 per~-
cent by the end of 1984.

4. A reduction in the combined deficit of the General Government and
the Supply Fund from the equivalent of 12.6 percent of GUP in 1982 to
9.0 percent in 1983 and to 6.0 percent in 19Y84.

II. Assumptions

1. Real GDP is projected to decline by 1 percent in 1983 and by

1 1/4 percent in 1984 reflecting a contraction of real domestic demand
of over 3 1/2 percent in both years, partially offset by an 1mprovement
in the real torelgn balance.

2, Total foreign exchange receipts in U.5. dollars are projected to
increase by 7.5 percent in 1983 and by 9.8 percent in 1984. This pro-
jection assumes a recovery in export market shares on the basis of an
improved competitive position as well as some reversal of disguised
capital flows through under-invoicing. It is also assumed that tourism
receipts and emigrants' remittances will respond favorably to the re-
establishment of realistic exchange rate and -interest rate levels as
well as of more stable political conditions.

3. The U.S. dollar value of imports is projected to fall by 6.6 percent
in 1983 and by 0.5 percent in 1984. 0il imports which account for almost
30 percent of total imports are projected to decline by 17 percent in
1983 and by 2 percent in 1984 in part reflecting a significant drawiown
of inventories. Agricultural imports are also -assumed to be constrained
through a reduction in stocks. The U.S, dollar values of the remaining
categories of imports are projected to decline by 5 percent in 1983 and
to be maintained at that level in 1984, in reflection of the expected
contraction in real domestic demand.



- 26 - ANNEX I1

b, The velocity of M2* (money amd quasi-money including emigrants'
deposits) is assumed to increase by 0.8 percent in 1Ys83. 1In 1984 the
velocity of M2* is assumed to decline by 1 percent as economic agents
react to the increase in real interest rates.

I1I. Main Elements of the Program

1. Public sector policies

(a) The targeted improvement in the combined position of the General
Government and the Supply Fund is to be achieved through a wide ranging
set of measures, some of which have already been taken. 1In 1983 the main
contribution is to come from an increase in the tax burden and from the
recent sizable increases in administered prices. 1ln addition the public
sector deficit in 1Y83 is to be contained through a tight control of
expenditures and in particular of Treasury operations. For 1984 there is
to be a further increase in the tax burden mainly in reflection of fiscal
drag and of the full year impact of some increases in indirect taxes
enacted in September 1983. A further improvement in the position of the
Supply Fund is also to be attained in 1984 through a new series of sub-
stantial price increases for subsidized commodities and for petroleum
products at the beginning of the year. On the expenditure side, a com
prehensive effort is envisaged for 1984 including the containment of wage
increases for civil servants to 17 percent, the extension of the existing
hiring freeze, the containment of transfers to peripheral public entities,
a reduction in the Central Government investment program, and a modifica?
tion of the mechanism for determining interest payments to the Bank of °
Portugal,

(b) The improvement in the position of the General Government is Eb
be complemented by a strengthening of the finances of the public sector i
enterprises. This effort will be aimed at containing their resort to
domestic and external credit through a cutback in their investment pro-
gram and through measures to increase their self-financing.

(c) Consistent with the targeted improvement in the overall posi~‘f
tion of the General Government, ceilings are set on domestic bank credit”
to the General Government. These ceilings would imply a deceleration in,
the growth of such credit from 33.3 percent in 1982 to 26.5 percent in
1983 and to 18.8 percent in 1984.

2. Money and credit

a. Ceilings are set on total domestic bank credit consistent with a
deceleration in such credit from over 29 percent in 1952 to 27.5 percent
in 1983 and to 21.5 percent in 1984, This deceleration is to be achieved
through the targeted improvement in the finances of the public sector and
through both a more effective enforcement of the credit ceilings set by

the Bank of Portugal and an increase in the effective cost of credit.
3\
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b. Interest rates on both deposits and on lending operations, which
are currently positive in real terms, are to be managed in a flexible
manner to adjust for developments in domestic inflation and in interest
rates abroad. 1In addition, existing interest rate subsidies to exports
are to be ellminated by the end of 1983 and other ‘incentive’ schemes and
to be reviewed. - o :

3. Prices and wages

‘a. Prices of subsidized imported commodities, which were substan-—
tially raised in June 1983, are to be further increased at the beginning
of 1984 with a view to improving the financial position of the Supply
Fund. These prices are to be kept under review durlng 1984 in light of
the developments in their costs.

- b. Wage increases in both 1983 and 1984 are to be contained signi-
ficantly below the rate of inflation. 1In this regard wage settlements in
the public sector enterprlses in both 1983 and 1984 are targeted not to
exceed 20 percent.

1

4. External policies

a. The system of depreciating the exchange rate vis—-d-vis a weighted
basket of partner countries currencies at the rate of 1 percent a-month
is to. be continued in order to maintain an adequate level of competitive-—
ness. The development of the competitive position-is to be kept under
review.

"b. The exchange system is to be kept free of restrictions on pay-
ments and transfers for current international transactions. 1In addition,
the import surcharge will be rolled back in the 1984 budget from 30 per-—
cent to- 10 percent.

c. More effective control is to be sought over resort to. external
borrowing in order to improve the debt service burden. To this end
ceilings have been set on the total disbursement of external debt as well
as on the short-term component of such debt.

-5..  Review
Prior to March 31, 1984 there will be a review of the program and of

the adequacy of interest rate, exchange rate, administered prices, and
fiscal pollc1es.-
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Stand~By Arrangement - Portugal

Annexed hereto is a letter dated September 9, 1983 from the Minister
of Finance and Planning and the Governor of the Bank of Portugal request-
ing a stand-by arrangement and setting forth the objectives and policies
that the authorities of Portugal intend to pursue for the period of this
stand—-by arrangement.

To support these objectives and policies the International Mometary
Fund grants this stand-by arrangement in accordance with the following
provisions: :

1. For the period from October 7, 1983 to February 28, 1985
Portugal will have the right to make purchases from the Fund in.an awmount
equivalent to SDK 445 million, subject to paragraphs 2, 3, 4 and 5 below,
without further review by the Fund. , .

2. Purchases under this stand-by arrangement shall not without the
consent of the Fund exceed the equivalent of SDR 96.75 million until
January 31, 1984, SDR 166.40 million until April 30, 1984, SDR 236.05 mil-
lion until July 31, 1984, SDR 305.70 million until October 31, 1984, and
SDR 375.35 million until January 31, 1985. None of these limits shall
apply to purchases under the stand-by arrangement that would not increase
the Fund's holdings of Portugal's currency in the credit tranches beyond
25 percent of quota or increase the Fund 's holdings of that currency
resulting from purchases of borrowed resources beyond 12.5 percent of
quota. :

3. - Purchases under this stamd—by arrangement shall be made from
ordinary amd borrowed resources in the ratio of 2 to 1 until purchasesi
under this arrangement reach SDR 96.75 million, and thereafter in the
ratio of 1 to 1.2, provided that any modification by the Fund of the
proportions of ordinary and borrowed resources shall apply to amounts
that may be purchased after the date of modificatiom. '

4. Portugal will not make purchases under this stand~by arrangement
that would increase the Fund's holdings of Portugal's currency in the
credit tranches beyond 25 percent of quota or increase the Fund's hold~-
ings of Portugal's currency resulting from purchases of borrowed resources
beyomd 12.5 percent of quota:

(a) during any period in which the data at the end of the preceding
period indicate that (i) the limit on total domestic credit described in
paragraph 12 of the attached letter; or (ii) the limit on credit to the
public sector described in paragraph 12 of the attached letter; or (iii)
either of the limits on external debt described in paragraph 16 of the
attached letter, is not observed; or

(b) during any period through the end ot February 1984 in which
the net loss in foreign assets of the banking system exceeds the limit
described in paragraph 17 of the attached letter; or
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(c) after March 31, 1984 until the proposed policies for 1984 have
been reviewed and suitable performance criteria have been established in
consultation with the Fund as contemplated by paragraph 18 of the attached
letter; or after such performance criteria have been established, while
they are not being observed; or

. (d) after March 31, 1984 if the intention on the rolling-back of
the import surcharge mentioned in paragraph 15 of the attached letter is
not being observed; or

(e) during the entire period of this stand~by arrangement, if
.Portugal (i) imposes new or intensifies existing restrictions on payments
or transfers for current international transactions; or (ii) introduces
multiple currency practices; or (iii) concludes bilateral payments agree-—
ments which are inconsistent with Article VIII; or (iv) imposes new or
intensifies existing import restrictions for balance of payments reasons.

When Portugal is prevented from purchasing under this stand-by
arrangement because of this paragraph 4, purchases will be resumed only
after consultation has taken place between the Fund and Portugal and
understandings have been reached regarding the circumstances in which
such purchases can be resumed.

5. Portugal's right to engage in the transactions covered by this
stand-by arrangement can be suspended only with respect to requests
received by the Fumd after (a) a formal ineligibility, or (b) a decision
of the Executive Board to suspend transactions, either generally or in
order to consider a proposal, made by an Executive Director or the
Managing Director, formally to suppress or to limit the eligibility of
Portugal. When notice of a decision of formal ineligibility or of a
decision to consider a proposal is given pursuant to this paragraph 5,
purchases umder this arrangement will be resumed only after consultation
has taken place between the Fund and Portugal and understandings have
been reached regarding the circumstances in which such purchases can be
resumed .

*“ - 6. Purchases under this stand-by arrangement shall be made in the
currencies of other members selected in accordance with the policies and
procedures of the Fund, and may be made in SDRs if, on the request of
‘Portugal, the Fund agrees to provide them at the time of the purchase.

7. The value date of a purchase under this stand-by arrangement
involving borrowed resources will be normally either the 15th day or the
last day of the month, or the next business day if the selected day is
not a business day. Portugal will consult the Fund on the timing of pur-
chases involving borrowed resources.

8. Portugal shall pay a charge for this stand-by arrangement in
accordance with the decisions of the Fund.
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9. (a) Portugal shall repurchase the outstanding amount of its
currency that results from a purchase under this stamd-by arrangement in
accordance with the provisions of the Articles of Agreement and decisions
of the Fund, including those relating to repurchase as Portugal's balance
of payments and reserve position improves.

(b) Any reductions in Portugal's currency held by the Fund shall
reduce the amounts subject to repurchase under (a) above in accordance
with the principles applied by the Fund for this purpose at the time of
the reduction.

(c) The value date of a repurchase in respect of a purchase financed
with borrowed resources under this stand~by arrangement will be normally
either the 6th day or the 22nd day of the month, or the next business day
if the selected day is not a business day, provided that repurchase will
be completed not later than seven years from the date of purchase.

10. During the period of the stand-by arrangement Portugal shall
remain in close consultation with the Fund. These consultations may
include correspondence and visits of officials of the Fund to Portugal
or of representatives of Portugal to the Fund. Portugal shall provide
the Fund, through reports at intervals or dates requested by the Fund,
with such information as the Fund requests in connection with the prog-
ress of Portugal in achieving the objectives and policies set forth in
the attached letter and annexed memorandum,

11. 1In accordance with paragraph 19 of the attached letter Portugal
will consult the Fund on the adoption of any measures that may be appro-
priate at the initiative of the Government or whenever the Managing
Director requests consultation because any of the criteria in paragraph 4
above have not been observed or because he considers that consultation on
~the program is desirable. In additiom, after the period of the arrange-—
ment and while Portugal has outstanding purchases in the upper credit
tranches, the Government will consult with the Fund from time to time,
at the initiative of the Government or at the request of the Managing
Director, concerning Portugal's balance of payments policies.
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September 9, 1983
Lisbon, Portugal

" CONFIDENTIAL

Dear Mr. de Larosiére,-

1. . In the last two years, the current account deficit on Portugal's
balance of payments deteriorated to a level that was clearly unsustain-
able over the medium term. This deterioration reflected in part factors
beyond the Portuguese authorities' control, including the recession and
high interest rates abroad. An important role was also played by the
maintenance of a rate of growth of domestic demand substantially higher
than abroad and by the lack of adequate flexibility in interest rate and
exchange rate policies. Finally, the balance of payments continued to be
affected by serious structural weaknesses, including high dependence on
imports of energy and agricltural products and a relatively narrow export
base.

The escalation of the current account deficit of the balance of
payments from the equivalent of around 5 per cent of GDP in 1980 to
11 1/2 percent in 1931 and to 13 1/2 percent in 1982 resulted in a sharp
increase in the external debt anmd its service burden, which reached
27 percent of foreign exchange earnings in 1982. The Government recog-
nizes that, particularly in the present conditions of international capi-
tal markets, the maintenance of high current account deficits in the
balance of payments would lead to acute financing difficulties and to
large losses in-international reserves of the country. Accordingly, it
attaches high pribrity to a reduction in the current external deficit to
USS2 billion (9 1/4 percent of GDP) in 1983 and to aroumd USS$ 1/4 bil=-
lion (6 percent of GDP) in 1984.

2n The targeted improvement in the external accounts will be pursued
through a comprehensive program of monetary and budgetary restraint,
flexible and realistic policies with respect to interest rates, the
exchange rate and administered prices, and through efforts to moderate
the growth of nominal incomes. By promoting a sustained growth of
exports and a decline in imports, these policies are expected to moderate.
the impact of the required cutback in domestic demand on output amnd
employment.  As a first step in its ad justment program the Portuguese
Government introduced a package of financial and economic measures
shortly after assuming office 1n‘June. These measures included a 12 per-
cent effective devaluation of the escudo, substantial increases in the
prices of a wide range of subsidized commodities (including bread, vege-
table oils, feedstuffs, milk, sugar, fertilizers amd oil products), the
freezing of the public sector investment program pending review amd the
introduction of an extraordinary company profit tax.

The Government intends to complement its short-run adjustment
efforts with policies aimed at correcting the structural weaknesses of
the economy, also in preparation for its forthcoming entry into the EC.
Accordingly, steps will be taken to. promote the restructuring and diver-
sification of public and private industry, to reduce energy dependence,
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to increase productivity in agriculture, and to modernize the fimancial
and fiscal systems. Progress in these areas is essential to creating

the conditions for resumption of a sustained growth of output and employ~
ment over the medium term within the constraint of the maintenance of a
viable external position.

3. In support of its stabilization effort, the Government requests a
stand-by arrangement from the International Monetary Fund. This arrange-
ment will cover the period October 7, 1983 to February 28, 1985 and will
be in the amount of SDR 445 million. Before making purchases under this
arrangement the Bank of Portugal will consult with the Managing Director
on the particular currencies to be purchased.

4, The main contribution to stabilization will come from fiscal
restraint. The initial 1983 budget targeted an overall deficit of the
General Government (Sector Publico Administrativo) on a cash basis equi-
valent to 9 1/2 percent of GDP as compared with 11 3/4 percent in 1982.
However, slippages during the first half of the year would have substan-
tially raised the deficit in the absence of remedial measures. The
Government is determined to take the necessary measures to contain the
deficit to below 10 percent of GDP. To this end a package of revenue-
raising measures will be introduced in September.

5. Beyond 1983, the Portuguese Government is determined to secure a
substantial and sustained reduction in the deficit of the General Govern-
ment in relation to GDP. As a first step, the 1984 budget will target a
reduction in the current account deficit of the Genmeral Government to
below 1 percent of GDP and in the overall cash deficit to 7.3 percent

of GDP. This is to be achieved through an increase of over 1 percentage
point in the ratio of revenues to GDP and in a reduction of 1.4 percen-—
tage points in the ratio of expenditures to GDP (3 percentage points
excluding interest payments). The main steps envisaged to secure the
targeted revenue performance include ad justments in the rates of various
indirect taxes and improved tax administration and enforcement. On the
expenditure side the Government will contain the increase in wage rates
for civil servants for 1984 and will extend the existing hiring freeze
to categories of civil servants now exempted, while intensifying efforts
to promote personnel mobility within the public administration. It will
also review the system of social benefits with a view to limiting their
growth within the economic capacity of the country and to eliminating
abuses. The mechanism of determination of interest payments on public
debt held by the Bank of Portugal has been modified to moderate the
growth in this item of expenditure, which has more than doubled during
the last two years. At the end of 1983 interest rates on government
securities held by the Bank of Portugal will be rolled back to the level
prevailing at the time of issue, instead of being ad justed to the current
discount rate. Transfers to peripheral public entities, including the
local authorities, will be strictly contained in the 1984 budget. The
targeted reduction in public dissavings will be complemented by a deter-
mined effort to contain capital expenditures and extrabud getary opera-
tions. In this respect a thorough review will be made of the investment
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program of the Central Government, with the aim of containing its total
amount to below the 1983 level. '

6. The Government is firmly committed to taking necessary steps to
-improve expenditure control in.all areas of the public sector,.to moder-
nize the structure of the tax system and to strengthen tax administration
and enforcement. OUn the expenditure side, these steps will include: a
firm control over Treasury operations, which will be limited to meeting
temporary financing needs, to be reversed in the course of the year; the
strict enforcement of the requirement that borrowing from the banking
system by autonomcus funds and services be authorized by the Ministry of
Finance; a close monitoring of developments in the finances.of local
authorities, which will be required to submit timely quarterly accounts
to the Central Government. In addition, a joint committee of the Ministry
of Finance and the Bank of Portugal has been set up-to monitor develop—
ments in domestic and external credit to the public sector and to ensure
better coordination of credit policy with the borrowing requlrements of
the public sector. .

7. The Government intends to begin promptly preparations for a compre~-
hensive reform of the tax system, which remains overly complex and rela-
tively income inelastic. The transactions tax and other indirect levies
will be replaced with a value—added tax, which will represent the major
source of indirect revenues.for the State budget. To this end, the
Government will complete the remaining technical and administrative steps
to introduce the tax by the beginning of 1985. Moreover,‘the Government
will promptly initiate a study on the reform of direct taxes, aimed at
replacing the existing schedular income taxes with a global personal
income tax and a single company income tax. Efforts will be-continued
over the medium term to broaden the tax base through reductions in fiscal
benefits and exemptions and to provide additional own revenue—ralslng
capacity to local and regional authorities. :

8. The»improvement in the finances of the General Govermment is to be
complemented by a substantial strengthening of the position.of the Supply
Fund which serves as a mechanism for the cross subsidization of imported
‘essential commodities. In this regard an important beginning was made in
June with substantial increases in the prices of subsidized commodities.,
As a result of these measures the Supply Fund is expected to shift from

a deficit of kEsc 16 billion or 0.9 percent of GDP in 1932 to a surplus

of Esc 18 billion or U.8 percent of GDP in 1983. This surplus is to be
utilized to repay arrears accumulated over the last few years by the
Supply Fund to public enterprises that import the commodities subsidized
by the Fund. 1In 1984 the Government intends to take. measures to ensure
that the surplus of the Supply Fund is increased to Esc 35 billion or
almost 1 1/4 percent of GDP. On this basis the combined position of-

the General Government and the Supply Fund will improve from a deficit
equivalent to 12,8 percent of GDP in 1982, to around 9 percent in 1983
‘and to around 6 percent in 1984,
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9. The Government attaches high priority to a substantial and sustained
improvement in the financial position of public sector enterprises. For
this purpose a comprehensive effort will be made to contain the borrowing
requirements of these enterprises and to increase their self-financing.
This effort will involve a thorough review of their investment program to
ensure the allocation of scarce financial resources to projects with the
largest and quickest payoff in terms of foreign exchange earnings or
savings. The review of the 1983 program was completed at the end of
August, and the Government intends to limit gross capital formation by
state—owned enterprises in 1983 to around Esc 135 pbillion (of which about
Esc 27 billion reflects the delivery of new aircraft purchased by the
national airline company in 1980), as compared with Esc 107 billion in
1982, which implies a decline in real terms. The investment program for
1984 will be defined during the last quarter of this year, with the total
amount being constrained by the need to ensure a substantial deceleration
in domestic bank credit to the public enterprises and to limit their
resort to external borrowing along the lines described in paragraphs 12
and 16 below. Preliminary projections suggest that this would involve a
substantial decline in real terms in investment by public enterprises.

The effort to improve the self-financing of public enterprises will
be articulated on several fronts. Realistic pricing policies will be
pursued with respect to those enterprises which are not subject to inter-
national competition by, as a minimum, allowing the full pass through of
cost increases onto prices. In some areas price increases higher than
those of costs may be necessary. As steps in this direction, public
transport fares were raised by 30 percent on September 1, 1983 while
electricity tariffs will be significantly raised again before the end of
the year, following a 10 percent increase in July 1983. Realistic pric-
ing policies will be complemented by a determined effort to contain costs
and raise productivity. The Government intends to keep wage increases
in public enterprises below the rate of inflation in both 1983 and 1984.
In enterprises declared in financial difficulties wage increases will be
kept below the average and the Government will take other necessary
measures to ensure the economic viability of these enterprises over the
longer term. Appropriate income support mechanisms will be instituted
to moderate the impact of these measures on the workers affected.

In shaping its policies with respect to the public enterprises
sector, the Government intends to draw on the advice and expertise of
the IBRD.

10. Monetary policy will be geared to securing the targeted improvement
in the balance of payments and a deceleration of inflation from around

29 percent at the end of 1983 to around 20 percent by end—-1984. Accord-
ingly, the monetary program of the Bank of Portugal will target a signifi-
cant deceleration in the growth of the monetary and credit aggregates

from the high rates recorded in recent years. This deceleration will be
facilitated by the expected improvement in the finances of the General
Government and of the public enterprises. In addition, the rate of growth
of credit to the private sector will be contained through both a more
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effective enforcement of the credit ceilings set by the Bank of Portugal
and. an.increase in the effective cost of credit. The latter will be
raised not only through increases in nominal lending rates as described
in paragraph 11 below, but also through a reduction in interest rate.
subsidies provided by the Bank of Portugal and by the budget. As a first
step in this direction the existing interest rate .subsidies to exports
will be eliminated effective end-1953. No new interest rate subusidies
will be approved by the Bank of Portugal under the housing and investment
incentive schemes. The Government also intends to undertake before the
end of the year a thorough review of the incentive schemes with a view to
making them more selective amnd substantially reducing their cost to the
bud get. :

11. The Government is committed to maintaining a flexible stance with
respect to interest rate policy in order to ensure the relative attrac-

- tiveness of holding domestic financial assets and to control the demand

" for credit. Deposit and lending rates which were raised by between

4 and 5 percentage points in March 1983, were increased by a further

2 to 2.5 percentage points in August 1983. Rates prevailing in the inter-
- bank bond market were increased by more and will continue to be raised in-
the next few months in order to strengthen the profit position of banks,
and to improve incentives to comply with the credit ceilings. Following
these moves, which restored rates on the main domestic financial assets
to positive levels in real terms, interest rates will be managed in a
flexible manner, both in an upward and a downward direction, to ad just
for developments in domestic inflation and in interest rates abroad. The,
Government intends to promote the development of domestic financial mar-
kets so as to raise the share of nonbank financing of the public sector
deficit as well as to channel savings into productive investments.

12.. In order to give effect to the monetary .policy outlined above, the
authorities have set the following binding ceiling on domestic bank

credit for December 31, 1983 and indicative ceiling for December 31, 1984,
Total domestic credit extended by the banking system (which stood at

Esc 2,148.9 billion on December 31, 1982) is not to exceed Esc 2,786.5
billion as of December 31, 1983 and Esc 3,416.5 .billion as of December 31,
1984. Within this ceiling it is intended to limit domestic bank credit

to the public sector (which stood at Esc 462.3 billion on December 31,
1982) to Esc 629.3 billion by December 31, 1983 and to Esc 779 billion

by December 31, 1984. The limits for 1983 are predicated on the assump-
tion that the net increase in extermal credit to the Government will
reach Esc 60 billion in 1983. The ceilings on domestic bank credit to

the public sector and on total domestic bank credit for 1983 will be
automatically ad justed upward (downward ) for any shortfall (excess) of
external credit to the Government with respect to the targeted amount up
to Esc 12 billion. The limits on total bank credit and on credit to the
public sector for 1984 will be subject to the review scheduled to take
place by March 31, 1984 as mentioned in paragraph 18 below, .at which

time quarterly ceilings and subceilings will be agreed upon. At that time
agreement will also be reached with the Fund on an 1nd1cat1ve target for
domestic credit expansion to the public enterprises.
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13. Financial policies will need to be complemented by policies aimed at
moderating labor costs, if the desired deceleration of inflation is to be
obtained without unduly sacrificing the growth of output and employment.
The wage policy for the public sector described in paragraphs 5 and 9
above will set an example for wage negotiations in the private sector.
The effort to moderate wage increases will be accompanied by structural
measures to improve labor productivity through enhanced labor mobility,
training programs and other steps to promote a more flexible utilization
of the workforce.

14, 1In the external area, the Government regards the maintenance of a
competitive exchange rate as an essential condition for the attainment of
the desired improvement in the external accounts. The 12 percent effec~
tive devaluation of the escudo in June has resulted in a substantial
improvement in competitiveness., The Portuguese authorities intend to
continue the policy of depreciating the effective exchange rate vis—d-vis
a weighted basket of partmer countries' currencies at the rate of 1 per-
cent a month which is deemed to be sufficient in present circumstances to
ensure Portugal an adequate competitive position. The authorities will
keep the evidence on the competitive position under review, especially in
the light of the trade and relative inflation performance, and will be
prepared to make further ad justments in the rate of monthly depreciation
if, in consultation with the Fumd, such ad justments are deemed necessary.

15. The Government of Portugal is committed to the maintenance of a trade
and payments system virtually free of restrictions on payments amd trans-
fers for current international transactions. During the course of the"
program, the Government will refrain from the introduction of any new °’
restriction or the intensification of existing ones either on payments-
and transfers for current international transactions or on imports for
balance of payments reasons. In the 1984 budget and, in any event no
later than March 31, 1984, the import surcharge will be rolled back to’
10 percent from the 30 percent to which it was raised in January 1983.°

16. The Government intends to limit resort to external borrowing to
levels consistent with a reduction in the ratio of external debt service
to foreign exchange earnings over the medium term. To this end, the
authorities will limit Portugal's disbursed external debt outstanding
(including short~term and nonguaranteed debt but excluding foreign lia-
bilities of the Bank of Portugal and short—term liabilities of the bank-
ing system) which amounted to US$12,864 million at the end of 1982 to no
more than US$13,800 million at the end of 1983 and US$15,000 million at
the end of 1984. Within this ceiling, short-term external debt disbursed,
excluding foreign liabilities of the Bank of Portugal and of the banking
system, which stood at US$3,756 million at the end of 1982, will not
exceed US$3,800 million at the end of 1983 and US$4,000 million at the

end of 1984. The indicative limits on the extermal debt for the end of
1984 will be reviewed during the review scheduled to take place by

March 31, 1984, at which time quarterly ceilings will also be established.
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The restraint on external borrowing will be accompanied by a strengthen-
ing of the official control mechanism through the creation of an inter-
ministerial committee, with the participation of the Bank of Portugal,
which will be in charge of defining the criteria for access to external
borrowing and of reviewing and authorizing major operations. Moreover,
the Bank of Portugal will intensify its ongoing efforts to improve the
statistical reporting system on the external debt, with a view to short-
ening the time lags in the collection and processing of relevant data.

17. The Government expects that the determined implementation of the

ad justment program described above, with the support of the IMF, will
strengthen confidence and improve the access of Portugal to external
financing. Accordingly, the cumulative loss in the net foreign assets
of the banking system since the beginning of 1983, which amounted to
US$981 million during the first half of 1983, should not exceed US51.6
billion at any time from October 7, 1983 to the end of February 1984.
Appropriate tests on the net foreign assets of the banking system during
the rest of 1984 will be agreed with the Fund, if deemed necessary, at
the time of the review in March 1984,

18. The Government of Portugal believes that the policies set forth in
this letter are adequate to achieve the objectives of the program but it
will take any further measures that may become appropriate for this pur~
pose. Portugal will consult with the Fund in accordance with the poli-

. cies of the Fund on the ‘adoption of any measures that may be appropriate.
Portugal will refrain from making purchases after March 31, 1984 until
understandings have been reached with the Fund on the limits referred to

in paragraphs 12, 16 and 17 for calendar year 1984 as well as on any
other performance clauses that may be deemed appropriate. In addition,
after the period of the stand~by arrangement and while any Fund holdings
of escudos above the first credit tranche include currency resulting from
purchases under the stand-by arrangement, the Government will consult
with the Fund, at the initiative of the Government or at the request of
the Managing Director, concerning Portugal's balance of payments policies.

Sincerely yours,
Ernani Rodrigues Lopes Manuel Jacinto Nunes

Minister of Finance and Planning - ' Governor
' Bank of Portugal
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th in EBS/78/707 (12/26/78).
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1. - UNAUTHORIZED DISCLOSURE OF INFORMATION

Mr. Schneider made the following statement::

" I would like to refer to yesterday morning's press summary,
which carried excerpts of an article in the Frankfurter Allgemeine
Zeitung of January '/, 1979 under the headline "IMF Annoyed with
Turkey."” I am very concerned about the fact that this article

" seems to be based on an ‘internal Fund report that apparently has
been leaked to the press.\\gi;i:ugh such leaks have occurred in

the past, I cannot let this event go by without expressing my
deep concern about this indiscr g;:n. It should be unacceptable
‘to all of us that the exchange rate policy of an individual coun-
try has been discussed in-a newspaﬁér on the basis of a judgment
allegedly expressed in an internal document of the Fund. Such
leaks are harmful not only to the country-but also to the credi~
bility of the Fund as a center for confidential information.
Consequently, I would urge you, Mr. Chairman, tg do everything
possible as far as the Fund is concerned to avoid~such damaging
leaks in the future. ’ ' '

The Chairman remarked that he deeply regretted the unauthorized dis-
‘closure of information and would attempt to detect the source of\the
leak. ' ’ :

F

\f/;//. PORTUGAL - 1978 ARTICLE IV CONSULTATION, AND REVIEW OF STAND-BY

_ ARRANGEMENT ' ST —

. s AR P
‘_A.:“‘J—"—“"

The Executive Directors considered the staff report for the 1978
Article IV consultation with Portugal and a draft decision pursuant to
Article XIV (SM/78/304, 12/26/78), together with a report on the staff
review of the stand-by arrangement with Portugal (EBS/78/707, 12/26/78;
and Sup. 1, 1/22/79). They also had before them a report on recent
economic developments in Portugal (SM/78/305, 12/29/78).

The staff representative from the European Department said that the
Portuguese Government, which had taken office in November 1978, had con-
firmed its intention to begin negotiations with the Fund for a new
stand-by arrangement. A staff mission to conduct the negotiations was
scheduled to arrive in Lisbon on February 6, 1979.

Mr. Dini made the following statement:

During 1978 Portugal has gone through with a tough stand-by
program. Its toughness is demonstrated by the difficult adjustment
policies pursued, which comprised a further sizable depreciation of
the currency, raising interest rates to historically high levels,
strict limitations on wage increases and the consequent fall in real
wages, and reductions in the few import and other restrictions still
maintained by Portugal.
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The Portuguéese authorities have implemented this program with
considerable success, and they are satisfied with the results
obtained in line with the program objectives,. especially the marked
slowdown in the rate of inflation, and the significant reduction
in the current external deficit which is confirmed by the latest
figures provided by the Portuguese authorities.

Balance of payments developments have been satisfactory in many
respects. Exports responded better than anticipated .to cost com~
petitiveness, which has been fully restored, and to reduced growth
of demand in the domestic markets, while the unwinding of specula-
tive inventories induced by tight monetary conditions and changes
in expectations contributed to slow growth of imports. Substantial

- improvements were also recorded in net receipts on invisible trans=-
actions, including tourism and remittances, as well as in the capital
account where there has been a turnaround that reflects in part
interest rate differentials in favor of domestic financial assets,
and confidence factors. ,

An area where performance was below expectations in 1978 is
public finances. The current account of the government budget did
not improve as foreseen under the program. There were expenditure
overruns that reflected mainly an increase in transfers tied.directly
or indirectly to soclal programs designed to reduce the heavy burden
of the adjustment process, particularly on low income earners. There
were also revenue shortfalls, especially in receipts from import
duties, sales taxes, and social security contributions by private
and public companies that suffered from a liquidity squeeze.

The Portuguese authorities are of the view that targets set in
the program were basically complied with. By the end of 1978,
although the ceiling on credit to the public sector had been exceeded
by about 7 per cent despite foreign borrowing, the overall ceiling
on net domestic credit had been exceeded only by .a negligible per-
centage. At the same time, the net foreign liabilities of the bank-—-
ing system had declined sharply rather than increasing steadily as
anticipated under the program.

Two remarks are in order with respect to the tightness of mone-
tary and credit conditions in 1978. The first regards the ceiling
on the expansion of net domestic .credit which, as the staff has
pointed out on page 3 of EBS/78/707, assumed an increase in income
velocity of money of 7.5 per cent and which did not materialize;
therefore, fuller compliance with the credit ceilings set in the
stand-by program would have resulted in an overly restrictive mone-
tary policy. Second, the degree of restrictiveness of monetary
policy is reflected not only by the high interest rates but also
by the fact that the increase in the domestic component of money
supply remained close to the GDP deflator, leaving little room for
financing output growth.
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The effects on domestic activity of the tight monetary condi-
tions began to be felt increasingly in the course of the year. The
decline, indicated in the staff report, in the rate of growth of
output at factor cost from 5.7 per cent in 1977 to some 3.8 per cent
in 1978 does not provide the full picture of the current situation.
~ On the basis of the latest figures that have become available since
the visit of the Fund mission in November, the Portuguese authori-
ties have reduced the estimated growth of real output to 3 per cent
in 1978. Moreover, the latest indicators show that economic activity
stagnated during the final months of 1978. Already, in September,
the index of industrial production was.l per cent below the previous
. year's level, and the latest survey on 1ndustry oplnlon shows an

extremely low level of demand. v

In concluding these remarks on 1978, I would also like to note
that, largely because of timely disbursement of loans by foreign
governments, additional official borrowing, as well as'the other
favorable developments in the capital account, no drawings were
made under. the stand-by arrangement. Actually, with the repurchase
of earlier drawings and other transactions, the Fund's holdings of
escudos, excluding those arising from CFF and oil facility drawings,
have declined within the reserve tranche. ‘

The Portuguese authorities are aware that further progress in
reducing both inflation and the balance of payments deficit is desir-
able, -and they intend to continue pursuing policies comnsistent with
. this objective. They also wish to maintain close cooperation with
the Fund in designing financial policies, and to request:-a new
stand-by arrangement for 1979. 1In this regard a central question
will be the definition of the objectives. that will be appropriate
for 1979 and thus the degree of policy stringency that the new pro-
gram should have.

The Portuguese authorities are of the view that, although the
current external deficit is still relatively large and should be
reduced further, i1ts main determinants are now structural in nature
and cannot be expected to be corrected in the short run by a rea-
sonable management of domestic demand. Among the factors behind
‘the deficit are the loss of market outlets associated with the
decolonization. process; the effects of the o0il crisis, which hit
Portugal very severely; the sharp fall in agricultural output and
the consequent rise in foodstuff imports, which has ensued from the
attempts at land reform; and, not least important, the restrictionms
that are applied by other countries to Portugal's exports. The
effects of these factors on the trade balance can only be corrected
in the medium term, mainly through policies designed to increase
agricultural output and to restructure and enlarge the export sec-
tor, which is still too small to’sustain>the growth of the economy
and at the same time a liberal system of trade and payments.

It is clear that at present Portugal cannot be expected to
generate domestically the resources required to support the investment
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effort. There 1s indeed a need for additional medium-term and long-
term foreign financing at appropriate terms, and for devising as
rapidly as possible a more specific medium~term development strategy.
To this end, Portugal will be reappraising, with the assistance of

the IBRD, its investment programs and will be seeking appropriate
financing from bilateral and multilateral sources. In the course

of 1979, the Portuguese authorities also expect to be able to make
progress in the preparation of a more fundamental medium-term pro-
gram, which could become the basis for further Fund financial support.

. Consistent with this analysis of the problems now confronting
the economy and the broad actions required to cope with them, the
Portuguese authorities, as part of the policies for 1979, are pre-
pared to continue pursuing a flexible exchange rate policy in order
to maintain, among other things, full cost competitiveness of exports.
They are also determined to introduce the measures that are required
to eliminate the deficit in the current budget of the public sector
and to reduce the financial imbalance of public sector enterprises,
but they do not consider it realistic to aim at achieving a current
budget surplus as early as 1979.

More generally, the Portuguese authorities are determined to
pursue policies consistent with the objective of reducing further
the rate of inflation and the relative size of the balance of pay-
ments deficit. They cannot consider, however, a further tightening
of demand management policies, as they are likely to produce reces=—
sionary conditions which will have intolerable economic and social
effects. It is their considered judgment, based on the latest
available indicators, that the momentum of present policies is such
as to bring about in 1979 not only a slowdown in the rate of infla=-
tion below 20 per cent, but also the risk of a fall in the level of
real GDP. They cannot, therefore, share the staff's view on page 5
of EBS/78/707 that the outlook on present policies is for a renewed
deterioration of the current external deficit in 1979.

Moreover, the Portuguese authorities do not fully share the
staff's views on pages 11-12 of SM/78/304 on the significance of
the adjustment effort and the degree of policy stringency that a
3 per cent growth target and a current external deficit of $1 bil-
lion would call for in 1979.. Such a growth target will be the
minimum needed to prevent a further increase in unemployment.
Although with the increase in oil prices and larger interest pay-
ments .on foreign debt the containment of the external deficit within
81 billion would be tight, they wish to point out that such a defi-
cit would be below that of 1978 in absolute terms, and even more so
in relation to exports and GDP.

Portugal is making good progress in adjusting its economy to
the situation that has emerged since 1974, but it must be recog-
nized that existing problems cannot reasonably be resolved in the
very short run. The situation seems to call for a stand-by program
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for 1979 that will be sufficiently flexible to take into .account
the structural elements which are now at the root of the present

~financial imbalances and that will help to move toward their
elimination. My Portuguese authorities and I trust that such
expectations will be met.

He wished to thank the staff, Mr. Dini added, for the excellent
analysis and clear exposition of the reports. His Portuguese authorities
wished to record their appreciation for the highly professional manner in
which the staff had conducted the consultation and the discussions on the
use of Fund resources. A cordial relationship based on confidence and
mutual respect had been established. ' -

According to the latest figures, Mr.,Dini said, the. current account
deficit in 1978 was estimated at $925 million, compared with the target
under the stand~by program of $1.2 billion and the estimate of $1.1 bil-
lion contained in EBS/78/707, Supplement 1. Moreover, during 1978 the
net foreign liabilities of the banking system had declined by more than
$100 million, rather than having risen by $1 billion as had been expected,
and at the end of 1978 they had totaled $1,106 million. The overall
credit performance had also been slightly better than the figure shown
in Table 1 of EBS/78/707, Supplement 1. At the end-of December 1978
net domestic credit totaled Esc 791.5 billion, a figure within the
celllng of Esc 792.9 billion indicated in the stand-by arrangement.

Mr. Muns con51dered that the authorities were to. be congratulated
for having reversed the downward trend of the economy; the achievement
was particularly significant because it had involved significant political
and economic costs. The Government had clearly achieved the main objec-
tives set out in ‘the ‘stand-by arrangement, namely, strengthening the
balance of payments, reducing inflation, and maintaining a -positive - rate
of economic growth to check unemployment. The performance in some fields
had been unexpectedly successful. For instance, the rate of inflation
had been reduced from 27 per cent in 1977 to 22 per cent in 1978, the
current account deficit had fallen from $1.5 billion in 1977 to less
than $1 billion in 1978, and the rate of growth had fallen by only one
third, from an average of around 6 per cent in 1976-77 to almost 4 per
cent in 1978. The necessary adjustments in the economy had taken the
form of a depreciation of the escudo, an increase in foreign debt, and
a rise in unemployment.

) Any analysis of the Portuguese economy,kMr- Muns remarked, had to
take into account the relatively delicate political situation, the need
to revive confldence 1n the private sector, the .cuts in real wages over:
the previous three years, and the fact that the unemployment rate was

‘8 per cent, while only 22 per cent "of the unemployed were eligible for
unemployment benefits. In the circumstances, the authorities had to con~-.
tinue their stabilization effort, and their recent decision to maintain
policies to reduce further both the rate of inflation and the size of the
public sector and external deficits was welcome. As the staff had con-
cluded, the public sector had a decisive contribution to make to the
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stabilization effort, and the authorities should avoid the temptation
to offer excessive subsidies and to adopt an overmoderate fiscal policy.
In addition, they should proceed with the program for dismantling trade
restrictions and internal economic controls.

At the same time, Mr. Muns continued, the authorities had under~-
standably expressed the wish to reduce somewhat the pace of the adjust-
ment effort. As Mr. Dini had emphasized, there were significant struc-
tural limitations on the extent to which the adjustment effort could be
continued at a relatively rapid pace. The adjustment in 1979 favored
by the staff seemed to be rather severe; the projections in Table 5 in
SM/78/304 should be seen as merely the first step of a medium~term pro-
gram. Finally, the case of Portugal suggested that, if all the main
macroecononic and policy objectives of a stand-by arrangement had been
achieved, but certain ceilings had not been respected in part because of
incorrect assumptions about the behavior of key variables, it was unfair
to refuse the member a certificate of eligibility to draw on Fund
resources.

Mr. Laske commented that the authorities had made remarkable
progress during the period of the stand-by arrangement and were to be
complimented for the courage and perseverance they had shown in imple-
menting the stabilization program. He had no difficulty with the revi-
sion of the various ceilings under the stand-by arrangement; the proposed
revisions were merely technical in nature. Moreover, at present Portugal
had a reserve position in the Fund and with the inclusion of the first credit
tranche and could use more Fund resources than were available under the
stand-by arrangement.

The most striking economic improvement, Mr. Laske considered, was
the reduction in the current account deficit to a much lower figure than
had been expected, although he wondered whether it had not been achieved
at the expense of limiting growth somewhat more than would have been
necessary. The international competitiveness of the Portuguese economy
had also been restored and a gain in market shares had been registered,
something that was of critical importance for future developments in the
external field. The fact that the velocity of money in circulation had
apparently remained constant signified a return of confidence among the
Portuguese people in the national currency.

"A number of areas were still unsatisfactory or worrying, Mr. lLaske
commented. Reducing inflation, a major objective of the program, con-
tinued to be essential for further external improvements and a revival of
domestic economic activity. The rate of inflation had apparently fallen
from 27 per cent in 1977 to 22 per cent in 1978, which was still a rather
high rate. The information provided in EBS/78/707, Supplement 1, gave
the impression that the rate might have accelerated during the final
quarter of 1978.

The most troublesome area, Mr. lLaske continued, was the public
sector: the lack of progress in reducing its deficit was the root cause
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of the nonobservance of the two performance criteria relating to credit
expansion. In fact, -the public sector deficit had expanded, rather
than contracted as originally envisaged. Another disappointment was
the fact ‘that the public enterprises had continued to be a drain on
the-budget; their substantial subsidy and credit needs had left little
room for the credit needs of the prlvate sector.

In the case of Portugal, Mr. Laske said, the main question was what
kind of policies the authorities should adopt ‘to protect the gains they
had:made thus far and to provide the basis.for a medium~term program that
would create new employment and. restore the momentum of economic growth.
Mr. Dini's opening statement gave the impression that there were differ-
ences of opinion between.the staff and the-authorities. -He tended to agree
with the staff that it was highly desirable to achieve a drastic reduction
in the-public sector deflcit, and particularly is the current account, but
the authorities seemed to feel that, in the circumstances, no significant
‘action could be taken. They believed that a 3 per cent rate of real
growth and no more than a‘$1 billion current account deficit could be
achieved in 1979, even with some relaxation in their interest rate and
exchange rate policies. "On the other hand, the staff felt that, even
with the continuation of the present policies, an improvement in the
general position was unlikely, and a deterioration in the public sector
finances would probably occur. Mr. Dini had argued that the structure
of Portugal's current account made a further reduction in the external
deficit possible only at the cost of foregoing neéessary real growth.

He wondered whether the staff -agreed with that line of reasoning.

He tended to feel, Mr. Laske remarked, that further decisive action
in . the public sector was urgently needed to control.current spending and
-increase savings. 1In addition, the authorities should follow ‘interest
rate and exchange rate policies in'a way that would safeguard: Portugal's
international competitive position and ensure that the -Government could
obtain the necessary external financing for the current account deficit
expected ‘in 1979. - Some flexibility in the overall firm policy stance
would be advisable to take ‘account of developments affecting growth and
employment,' but the policy stance would, of course; have to be fairly
stringent if wage increases 'in 1979 exceeded those recorded in 1978.

The pronounced ecenomic slowdown that had apparently occurred toward
the end of 1978 could have unfortunate consequences for employment, but
he was confident that the authorities, with the assistance of the staff,
could formulate policies that would enable Portugal ‘to continue its
prom151ng stabilization efforts.A

Mr. Mentre de Loye noted -that the overall condltion of the ‘economy’
had clearly improved during the period of the stand-by arrangement, and
a reasonably conservative forecast -showed that the economy was headed
in the right direction. On the other hand, a number of problems :
remained. . The most pressing internal economic difficulty was inflation;
the authorities had succeeded in reducing the rate from 27 per cent'in
1977 to 22 .per cent in 1978, but the present rate was still high. There
were, however, some grounds for optimism in viewing the counterinflation
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effort; for instance, real wages had declined substantially 1in 1977 and
1978. Although such a development was, of course, not entirely welcome
from the social point of view, the purchasing power of wage earners in
1978 was on average no less than it had been in 1973, so that, on the
whole, wage earners had benefited from the growth of the economy. Another
positive sign was the trend in the demand for money, as reflected in the
stability in the velocity of circulation of money in 1978.

The public sector deficit in 1978 had increased rather than
decreased as expected, Mr. Mentre de Loye observed, and it would undoubt-
edly be one of the main topics of the discussion in February 1979 between
the staff and the authorities. On the whole, he agreed with the staff
that additional restraint should be placed on public expenditure.

As Mr. Dini had reported, Mr. Mentré de Loye said, the decline in
the current account deficit in 1978 had been more pronounced than the
authorities had anticipated. Although the behavior of imports, especially
during the final part of 1978, had been uncertain, the performance of
exports had been strong, with the exception of agriculture. 1In the ser-
vices account, the improvement in tourist receipts, which had moved into
line with the level of economic activity, was significant. The restora=-
tion of confidence in the economy was apparent in the increase in capital
inflows from both private and public sources, which had enabled the
authorities to build up official reserves. On the whole, the authorities
had adopted courageous policies, and the country, which had already
encountered many difficulties, was taking on additional social and
economic burdens in the effort to achieve stability.

Management and the authorities had wisely decided to discuss a new
stand-by arrangement covering 1979 rather than to try adjusting the exist-
ing arrangement, Mr. Mentre de Loye remarked. Monetary policy under the
new stand-by arrangement should be carefully designed; the evolution of
economic data in Portugal suggested that the monetary aggregates under
the new program should be different from those under the existing one.
The discussion with the authorities should cover the medium-term program
that they intended to develop and implement after the present adjustment
effort. Much remained to be done to reorganize industry, reduce the
country's dependence on external energy sources, and improve the competi-
tiveness of agriculture.

Mr. Kafka considered that the Portuguese authorities and people had
made commendable efforts in 1978 to achieve a substantial reduction in
the economic imbalances, especially in the external sector. Given the
limited amount of assistance that was available from its European part-
ners, Portugal had unavoidably moved forward at the cost of a slowdown in
the rate of economic growth. In contrast to the previous two years, in
1978 the rate of growth of GDP had exceeded the rate of growth of gross
domestic expenditure, thereby reducing the resource gap. The outstanding
achievement was the substantial reduction in the balance of payments defi-
cit. Private transfers had increased considerably, and the nonmonetary
inflow of capital had accounted for 35 per cent in the improvement of the
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balance of payments 'position; both achievements had apparently been the
result of the introduction of relatively 'attractive domestic interest
rates and of a strengthening of confidence. The authorities were aware
that. there was still a long way to go, and that the effort to achieve
external balance had to be supported by an increase in agricultural
output and exports and by a further diversification of export production.

The restrained monetary and credit policies had played an important
role in the stabilization effort, Mr. Kafka noted. The marked interest
rate adjustment, together ‘with -some deceleration of . inflation, had made
domestic money balances unexpectedly attractive .and had led to a serious
underestimation of the appropriate rates of growth of the money stock
and domestic -credit; a.compensatory adjustment had been made by excluding
allowances for .bad debts from the domestlc credit celllngs. :

- The overall'public sector financial»position had deteriorated,
Mr. Kafka said, as a result of revenue shortfalls and an increase in
transfers to easée the burden of adjustment on.low-income groups.  The
authorities would have to guard against any further deterioration in the
position, but in a case like Portugal's he doubted whether it was sensible
to.have both a separate publlc sector credit celllng and an overall credit
ceiling. : ' :

- In the.future,.Mr.-Kafka-remarked, a flexible exchange rate policy
and cautious ‘wage management would certainly play an important role in
preserving the international competitiveness of the Portuguese economy, -
but he agreed with the authorities that further tightening of monetary
policy could produce a recession and social unrest. He, like Mr. Mums,
disagreed with the harsh staff attitude on the .appropriate pace of the
adjustment effort in:1979 .and felt that economic stabilization 'in
Portugal should be attained over a relatively long period. As Mr. Dini .
had stated, the current .account deficit could not be corrected, in the. -
short run, by appropriate domestic demand management alone; the structural
causes of the imbalance would have to be dealt with. The effects on
Portugal's economy of the protectionist policies of other countries, the’
0il crisis, and domestic structural adjustments could be dealt with only
in the medium run. Medium-term and: long-term financing on appropriate
terms and in sufficient amounts ‘to support a medium—term development
program was. the cornerstone. of Portugal's economic growth effort, and he
hoped that it would become available on both a b11atera1 and multllateral
basis. : : oo :

Mr. Schneider considered that Mr. Dini's opening statement and the
staff reports clearly showed the remarkable progress the authorities had
made during the previous two years in their efforts to stabilize: the
economy and restore confidence. Despite the radical changes in the polit-
ical and economic situation in Portugal since 1974, a great deal had been
achieved. - Nevertheless, much more had to be done if the-economy was in
the long run to reach a level of development and competltlveness that would
compare favorably with its. future EC partners. - :
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That internal confidence had clearly improved, Mr. Schneider remarked,
was indicated by the renewed willingness of the Portuguese people, includ-
ing Portuguese citizens working abroad, to hold money balances in escudos;
that favorable development should be supported by continuing the fight
against inflation. The restraint shown by workers in their wage claims
seemed to show that labor had recognized the immediate danger of inflation
at a time when savings had increased again after a period of high
consumption.

Confidence, Mr. Schneider noted, had been improved by the reduction
of the current account deficit during the period of the stand~by arrange-
ment. From a psychological point of view; much would be achieved by the
relatively minor action of abolishing the remaining restrictions on remit~-
tances of profits and dividends abroad. As to the exchange rate policy,
the authorities' courageous depreciation of the escudo and their successful
incomes policy had restored the competitiveness of Portuguese industry.

To maintain the momentum toward stabilization, Mr. Schneider said,
the authorities apparently had to continue the flexible exchange rate
policy and complement it with strict control of domestic credit expansion
and an improvement in the public sector finances, including the position
of the public enterprises. Since at present a large-scale increase in
private investment could not be expected, Portugal's public sector would
have to bear the main burden of financing investments. In the circum-~
stances, a tax increase was probably out of the .question, and the public
sector would have to rely primarily on public savings in addltion to the
foreign borrowing that would certainly be needed..

He was fully aware, Mr. Schneider commented, that the goals he had
mentioned were difficult to achieve, but the longer a country lived
beyond its means, the harder was the unavoidable adjustment. At the
same time, the possible political and social costs of relatively short-
term adjustments should not be overlooked; he agreed with Mr. Dini that
a number of problems in the Portuguese economy were of a structural nature
and deserved special attention. Because of the crucial importance of pro-
ductive investment. for Portugal's future, he was not gravely concerned
about the size of either the public sector deficit or the foreign debt
burden, as long as there was no further misallocation of resources.
Portugal simply could not afford to squander funds on unproductive.
ventures, as it seemed to have done in the past..  As the staff had
wisely emphasized, an urgent task of the authorities was to implement
a medium~term investment program as soon as possible to ensure that
resources were used mainly for productive investment.

He welcomed the intention of the authorities to request a new
stand~by arrangement for 1979, Mr. Schneider said, but he, 1like the
staff, regretted the existing restrictions in Portugal. .The staff
reports did not contain a clear description of either the Portuguese
exports that were subject to restrictions by other countries or the
impact of those restrictions on the Portuguese economy. Finally, both
draft decisions were acceptable.
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Mr. Ryrie remarked that considerable progress had clearly been made
in Portugal during the previous year. -One of the most satisfactory
accomplishments was .the restoration of comfidence, as evidenced by the
increase in holdings of escudes by Portuguese citizens. The Government's
substantial achievements had been widely commented on, and he merely
wished to touch on some of the remainlng problem areas.

-The author1t1es had reduced the rate of inflation by a moderate
amount. in 1978, Mr. Ryrie noted, but the present rate was still rather
high and inflation had apparently accelerated during the final months
of 1978. Labor had exercised commendable restraint in its wage demands,
but he doubted whether the restraint could be continued -for long, and
fiscal and monetary policies would have to make a larger contribution to
the counteririflation effort than had been the case thus far. 1In that con~

- nection, the maln concern was the sizZe and composition of the fiscal

deficit.

- The authorities should attempt to achieve a surplus on central
government current transactions, Mr. Ryrie remarked, and the effort to
control the growth in current expenditure:should be given.a high priority;
in that connection, it might be appropriate to adopt new measures to
increase tax revenue to provide some of the funds needed for public
investment projects. In all likelihood, good investments by the public

sector would encourage private sector activity. Unfortunately, in the

recent past public enterprises had been borrowing to finance their cur-
rent expenditure and to restructure their equity position, a practice
that should not be continued for long. Indeed, the large size of the
public sector deficit, which represented 13 per cent of GNP in 1978,
threatened to undo some of the recent policy achievements and would
undoubtedly be ‘a 'major topic-of discussion when a new-stand-by -arrange-
ment was discussed in February 1979.  For the moment; he was inclined to
agree with the staff that the authorities should aim to keep the central

. government deficit to a maximum of about 7 per cent of GNP.

In the monetary field, Mr. Ryrie commented;, new controls on eomﬁer—
cial bank lending had been introduced to help restrain the growth of the
money ‘supply, which he. hoped  that the authorities would continue to

“"monitor closely. Setting money supply targets was certainly difficuit

when the velocity . .of money was as unpredictable as it was in Portugal,
but the authorities should: be.encouraged to use policy instruments if

'necessary to prevent exces51vely rapld growth of the money supply.

' The reductlon in the ‘current account deficit was welcome, Mr. Ryrie
said, but much of the improvement-had. apparently stemmed from an unexpect-
edly.rapid growth in receipts from tourism and emigrants' remittances,
rather: than from either a fundamental increase in exports or a reduction
in imports. In any event, the current account deficit in 1978, about
$1 billion, seemed quite large, and a deficit of approximately the same
size was expected in 1979, Thus far, Portugal had succeeded in financing
the deficit in a more satisfactory way than had been foreseen a year pre-
viously, “but -the related burden.of interest payments had been growing.
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Mr. Dini felt that the balance of payments problem was structural in
nature and could not be solved by demand management alone. In his view,
some contribution to solving the external imbalance should be made by
demand management and exchange rate policies as well as a program for
structural change. - :

His authorities, Mr. Ryrie remarked, felt that the restrictions in
Portugal on remittances of profits and dividends were contrary to the
fundamental interests 6f Portugal itself, as they tended to discourage
investment in the country. He was not opposed -to the proposed decision
approving the restrictions .on a temporary basis, .but he hoped that
the restrictions would be eliminated in a fairly short period.

Mr. Bldndal said that he agreed with the staff that the authorities
had achieved considerable success during the previous two years, especially
in reducing the current account imbalance. The rate of economic growth
had been relatively high until fairly recently, and the rate of unemploy-
ment, about 8 per cent, was still uncomfortably high; but the authorities
were to be credited for the success they had had in handling the difficult
"problem of creating jobs for a large number of refugees from Portugal's
former territories in Africa. The rate of inflation had fallen somewhat
in 1978 but was still well over 20 per cent. Future wage settlements
could pose serious problems, especially as real wages had fallen consider-
ably in the previous few years. For those and other reasons there should
be no slackening of the demand management policy in the near future.

"He agreed with the staff, Mr. Bldndal commented, that the weakness in
the financial position of the public sector was one of the most pressing
problems  facing the authorities. Unfortunately, neither the staff nor
the authorities saw much scope for improvement in the public finances in
‘the near future, and for that reason the staff had concluded that, while
there was some room for making the tax burden more equitable than hitherto,
overall taxes could not be increased. Nor did there seem to be much scope
for reducing expenditure significantly, since for the most part its trend
was related to movements in wages and salaries of public officials. Still,
he was not convinced that the major burden of the stabilization effort
should continue to rest with the exchange rate and interest rate policies.
The overall public sector deficit had risen from 7 per cent of GNP in 1977
to no less than 9 per cent in 1978.. Around half of the increase was
attributable to central government lending to public enterprises and
nationalized manufacturing enterprises. The staff had little to say about
the price policy of those enterprises, and he wondered whether there was
not some room for improving their efficiency so that they would become
less of ‘a burden on central government finances. An effort in that
direction through the overall stabilization program might leave some
room for easing the monetary policy to stimulate private sector activity.

It would be interesting, Mr. Blondal said, to learn more about the
exchange rate policy, under which the authorities publicly announced that
the exchange rate would be devalued by a certain percentage each month.
For instance, what was the effect on the demand for imports? Was there
a connection between the exchange rate policy and the need to impose
import restrictions? Finally, he approved both draft decisions.
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Mr, Drabble considered that the authorities wete to be congratu- .
lated for the important progress they had made; despite the difficult
circumstances in Portugal during the previous few years, advances in
several areas had been better than ant1c1pated. He agreed with the general
thrust-of the staff appralsal. A

The authorities certainly could not afford to stop the forward move~
ment they had made thus far, Mr. Drabble stated. Indeed, no time should
be lost in making further progress so that by 1980 the authorities might
be in a position to implement a medium~term program. He hoped that the
Fund would be able to assist the authorities in that effort, and that
Fund resources would be available on a larger scale than under the exist-
ing stand-by arrangement. : ~

To be in a good position to adopt a medium—-term program, Mr. Drabble
continued, the authorities should make further progress on certain fronts.
It was not clear to him that the effort to reduce inflation had been very
successful. A wage policy had been implemented, and the level of real
wages had fallen significantly during the previous several years, but
. the wage restraint that had been shown thus far could not be expected to
continue indefinitely. There seemed to be some risk in the wage and
inflation fields, and the authorities needed to make a. further determined
effort in'1979 in both the monetary and fiscal policy fields. : On the
other hand, monetary policy should not be-left to do most of the job of .
stabilizing the economy. Given the need for prudent restraint in the
overall credit policy, it was particularly important to provide incentives
for, and establish priorities with respect to, existing and potential
export production in. both the public and private sectors. Improving the
performance of agriculture should also be given a high priority; the
problems in that sector probably helped to account for the rather slow
progress that had been made in improving the merchandise trade account;,
and the authorities might wish to examine carefully the credit situation
in the agriculture sector. There was apparently a need for the authori-
ties to be selective within their overall framework of credit restraint.

‘The .staff's advice concerning the public séctor was certainly .
sensible, Mr. Drabble said, but the limited prospects for improvement in
the near term were .discouraging. There was a clear need to reduce the:
public sector deficit and to reorder priorities within the .sector to
increase the attention paid to raising public sector :investment and. to.

. curbing current expenditure. The authorities should strive to achieve

those objectives as vigorously as possible in the period ‘ahead to ensure

" that the pace of progress was sustained and to reach a point where it
would become feasible to develop .a medium—term program. :

. . The staff'figures<showed that only-a‘llttle,of the'improvement in
the overall current account balance in 1978 was attributable to merchan-
dise trade, Mr. Drabble observed; most of the improvement had been in -
tourism and private transfers, the latter resulting from the effort to
introduce more realistic exchange rates and interest rates. The advance
in those areas was a welcome sign that confidence was being restored,. but
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the fact that, despite the more realistic exchange rate, little progress
had been made toward reducing the trade imbalance——which remained at
about $2.5 billion—was worrying. The situation had perhaps improved
somewhat in recent months, but to prepare for the needed medium—term
effort, priority in the short run should be given to the export sector
and to agriculture to take advantage of Portugal'’s improved competitive
position.

He was pleased, Mr. Drabble said, with the increase in 1978 in the
extent to which the overall external deficit was financed by inflows of
medium~term and long-term capital, but he suspected that the overall
figure, which included errors and omissions, understated the amount of
short—~term borrowing in Portugal. Information available to his authori~
ties suggested that the recourse to bank borrowing alone—--most of it in
short-term forms--was somewhat larger than the net figure provided in the
staff report. In addition, there were unconfirmed reports that in 1978
Portugal had understandably taken advantage of the rise in the price of
gold to raise additional foreign exchange from gold already pledged;
such means of financing the overall external position were clearly unsus-
tainable and could not be counted on in the long run. Hence, the authori-
ties would have to pay close attention to what could be done in 1979 to
improve further the current account position, especially by enhancing
exports in line with their understandable wish to aveid introducing
policies that would have an excessively depressing effect on the level
of economic activity and employment.

Mr, de Vries commented that on the whole he agreed with Mr. Dini's
opening statement. He too had been impressed by the reversal of the
trends in the Portuguese economy; the authorities had achieved some of
their important objectives for the balance of payments, inflatiom, growth,
and confidence in the private sector., The latest data showed that they
had largely observed the performance criteria under the stand-by
arrangement.

The time was ripe, Mr. de Vries considered, for the authorities to
consider restructuring the economy to give it a sound foundation for sus-
tainable development in the future, and he was pleased that the authorities
were reappraising the economic situation with the assistance of the IBRD.
The restructuring effort would enable Portugal to become an effective
member of the European Communities. 1In the light of the need to restruc-
ture the economy, he, like Mr. Ryrie and Mr. Schneider, was less concerned
about the large size of the imbalances in the economy than about the need
to avoid any misallocation of resources. He was not strongly in favor of
lowering general demand; as Mr. Laske had noted, the reduction in the
balance of payments deficit had been due in part to a slowdown in economic
activity and a lowering of the rate of economic growth. For the moment,
the need to reallocate resources should receive more attention than the
overall size of the public sector deficit.

Because inflation caused resource allocation to be inefficient,
Mr. de Vries remarked, the effort to reduce the rate was certainly
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- important. It was true that, since real wages had fallen substantially
during the previous several years, there might be some upward pressure

on wages in the future, but a relatively low rate of inflation would cer-
tainly provide the optimum environment in which to attempt to maintaia a
reasonable trend in real wages.

The restructuring of the domestic economy, Mr. de Vries said, would
eventually have an effect.on the balance of payments, but the external
situation had changed considerably, and a restructuring of exports in
response to the new circumstances in Portugal would take some time. The
".authorities should aim for a thorough restructuring of the economy, and
their intention of maintaining a flexible exchange rate policy was walcome.
Given the present circumstances, the authorities had understandably intro-
duced a small number of restrictions on current payments; he hoped that
they would review them to see whether they might not be counterproductive
in the long run. Finally, he had no difficulty in accepting the proyoscd
decisions. The change in the stand-by arrangement seemed to be merely
technical in nature.

Mr. Cross considered that the staff had made a fair assessment of
the Portuguese economy. It had fully described the successes and weak-
nesses of the performance in 1978 and had outlined the major macro-
economic and other issues facing the authorities. As Mr. Dini had
emphasized, the notable progress achieved thus far had entailed consider-
able sacrifice by the Portuguese people.

The fiscal developments were somewhat worrying, Mr. Cross commented,
and given Portugal's economic prospects, there appeared to be little
economic justification for moderating the pace of the stabilization
effort. It would be most unfortunate if the progress that had been
achieved was. undermined by a premature modification of the present policy
stance. Therefore, the authorities should continue their close coopera-
tion with the Fund, especially as it would provide the basis for the
eventual development of a medium~term program to restructure the economy.

The considerable progress achieved by the authorities in improving
the balance. of payments and checking the rate of inflation was the result

. of courageous measures affecting the exchange rate and domestic interest

rates, Mr. Cross considered. The staff reports clearly showed that the
new credit measures had begun to take hold. Nevertheless, while the
overall credit projections should now be seen in the light of the unex-—
pectedly low rate of money velocity, private sector credit demand had
clearly exceeded the agreed ceilings. In addition, the increase in the
public sector deficit to the equivalent of 9 per cent of GDP was unfor=-
tunate, especially as it had been caused by unanticipated current account
developments and by lending to public enterprises. The deficit was
squeezing the resources needed for private and public investment and
should certainly be reduced.

Monetary'developments had been moﬁing in the right direction,
Mr. Cross said, and the staff could presumably analyze the recent data
soon and make any necessary adjustments in the assumptions underlying
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future targets. Interest rates certainly had to be kept high; they still
had not reached positive real levels. Furthermore, the exchange rate had
to be kept competitive. It was, however, true that Portugal was suffering
from restrictions on its exports. Finally, the authorities were to be
commended for the measures they had adopted to liberalize the exchange

and trade system, but he, like some previous speakers, was concerned

about the remaining restrictions, and he hoped that the authorities

would be able to continue making progress toward eliminating them.

Mr. Amuzegar stated that he too thought that the authorities were to
be congratulated for the courageous steps they had taken to solve some of
the problems facing the economy. He wished to deal with some of the
broad issues raised by the case of Portugal.

As Mr. Dini had emphasized in his opening statement, Mr. Amuzegar
recalled, the program for Portugal under the present stand-by arrangement
had been quite stringent, but it was not the severity of a Fund-supported
program that members objected to; rather, they were opposed to the idea
that the Fund should be able to impose programs that were clearly not
within-a member's power to implement. Experience showed that whenever
a member was able to meet the conditions in a program it welcomed the
challenge and made every attempt to succeed. It was impracticable and
unwise for the Fund to impose on members conditions that obviously
could not be met.

A second lesson from the case of Portugal, Mr. Amuzegar considered,
was that the Fund needed to be flexible in reviewing the agreed conditions
under a given stand-by arrangement. Accordingly, if a member had not
observed certain conditions for reasons other than a lack of will on the
part of the authorities, the Fund should perhaps be prepared to provide
additional help, to moderate the conditions under the. established program,
or to examine the possibility of providing medium-term assistance instead
of short-term help. :

He was pleased, Mr. Amuzegar said, that the Executive Board had
actively participated in instituting the stand-by arrangement for
Portugal. Each stand-by arrangement should be the result of consultation
and discussion involving not only the staff and the authorities, but also
the Executive Director for the country concerned and the Executive Board
as a whole:. ‘

The staff representative from the European Department remarked that
inflation in Portugal had apparently reaccelerated in the final quarter
of 1978. The price rise in October 1978 of around 3.4 per cent had been
due primarily to increases in administered prices for public services.
Such increases had to be introduced periodically, and more were planned
for the first quarter of 1979. The increases in administered prices
introduced an element of bumpiness into the quarterly movements; for
that reason, the staff preferred for the time being to say that the
annual rate of inflation was 22 per cent and to take another look at it
during the discussions in Lisbon in February 1979. Of course, an infla-
tion rate of 22 per cent was still quite high.
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A separate ceiling on credit to the public sector was necessary, the
staff representative explained, since a substantial proportiom of total
credit was being absorbed by the public sector to finance both public
enterprises whose pricing policies were unsatisfactory and government .
deficits that had not made any direct contribution to investment and .
long-term economic growth, or to the structural adjustments in the
export sector on which the correction of the balance of payments deficit
depended. The authorities and the staff felt that an effort should be
made to keep the absorption of . credit by the public sector to a minimum.
In the past the authorities had maintained a floor, rather than a ceiling,
on the credit available to public enterprises. The staff now wished to
make certain that the reduction in the growth rate was not due to exces~-
sive absorption of credit by sectors that did not contribute directly to
economic growth.

The consistency of a 3 per cent rate of growth with a $§1 billion
current account deficit also required close examination, the staff repre-
sentative said. The staff's preliminary conclusion was that the slowdown
in the growth of output of the economy in 1978 had occurred primarily
because of capacity constraints. The staff and the authorities had dis~
cussed the problem at length. As reported on page 2 of SM/78/304, the
slowdown of the economy had begun as early as the latter- part of 1977,
before the introduction of the stabilization program. The authorities
had attributed that development in part to the increase inm interest
rates in August 1977, but also to the emergence of capacity constraints
reflecting the relatively low rates of fixed investment during previous
years. Of course, relaxing demand management now, in the face of capacity
constraints, could quickly spill over to. the balance of payments and
could affect the price performance. -

The low rates of fixed investment and widespread misallocation of
investment showed the need for structural changes in the Portuguese
economy, the staff representative commented. The authorities clearly
recognized the need, and the staff had been urging them to review their
public investment program, which represented a considerable proportion
of total investment; such a review could be seen as one of the major
preconditions for discussions on a possible extended arrangement. At
the moment, however, the authorities did not appear to be in a position
to discuss possible access to the extended Fund fac1lity, in part because
elections were to take place in about 12 months.

If the assumption that capacity constraints existed in the
Portuguese economy was correct, the staff representative said, the
effort to bring the public sector deficit under control was:clearly of
great importance. Improving the pricing policy of the public-enterprises
would play a crucial role in reducing the public sector deficit. 1In
addition, there was some room for increasing the discipline in expenditure
control, since the Ministry of Finance did not have full control over all
public sector expenditure. Moreover, there might be some scope for adjust-
ments in the existing tax policy. The staff mission in February 1979
would have to examine the issues in detail. :



EBM/79/14 - 1/24/79 - 20 -

The Deputy Director of the Exchange and Trade Relations Department
remarked that, in considering whether or not to enable a member to use
Fund resources, the staff merely examined the facts in the case. As
he understood it, Mr. Muns wished to know whether or not the performance
clauses in a stand-by arrangement could be varied; in fact, any member
could ask the Executive Board to approve changes in performance clauses.

The discussion with the Portuguese authorities, the Deputy Director
said, had clearly shown that the public sector was a key variable in the
adjustment effort. The Fund usually required a public sector commitment
in a stand~by arrangement with any member. If the credit situation in a
country changed unexpectedly, the authorities could inform the staff,
which could propose to the Executive Board that adjustments be made in
the credit ceilings. As to Mr. Amuzegar's general point on the feasi-
bility of Fund-sponsored programs, the staff was obliged to present
viable programs to the Executive Board; the expectation was that, in the
medium term, the balance of payments position would recover, so that the
government involved would be in a position to repay the Fund resources
it had used. 1In devising viable programs, the staff had to be careful
to make full allowance for the assistance that the member concerned
planned to receive from other countries. While the staff fully recog-
nized that it was useless to encourage a government to adopt an unreal-
istic program, it did not wish in any way to underestimate the problems
facing a country.

Mr. Dini said that he wished to express his appreciation to
Executive Directors for their substantive remarks, which would be most
helpful to the Portuguese authorities. The stimulating discussion had
been possible because the staff had clearly brought out in its reports
the central problems and policy issues facing Portugal.

He wished to make three general comments to add to the answers
that had been given by the staff representative from the European
Department, Mr. Dini continued. The first concerned inflation. The
Executive Directors had remarked that the rate of inflation, although
reduced in 1978, was still rather high, and his authorities would cer-
tainly agree with that judgment. However, it should be kept in mind
that the principal components of the inflation in 1978 had been the
effects of the depreciation of the escudo and the sharp increase in
administered prices—-for foodstuffs and for utility and other services
provided by public sector enterprises~-both of which were central mea-
sures of the adjustment program requested by.the Fund under the stand-by
arrangement. The effects of the factors on prices should moderate in
1979. At the same time, however, an improvement in the position of
public sector enterprises might require further increases in the prices
of the services they provided, something that would contribute to price
inflation in 1979.

His second general comment, Mr. Dini went on, concerned the policy
mix and the degree of policy stringency that the financial program for
1979 should contain in order to reduce, among other things, the current
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account. deficit. In that.connection; it-was useful. to note that Portugal
had already re-established full cost—competitiveness for its. exports,
real wages had been.reduced substantially during successive years; and
relative costs were at present seen by thé staff as being reasonably
appropriate. TFew Executive Directors had emphasized that exports during
1978 had indeed responded well to the new conditions in the economy,
rising .by more than-10 per cent in volume. However, an important ques-
tion was . whether or not exports could be expected to .increase as much in
1979. The authorities and the:staff did not consider a further major
increase unrealistic, but expert expansion-had ‘been ‘hampered by the fact
that, -on export markets, Portugal had-offered lines of products for which
the demand -had not been growing rapidly.. In addition, other countries
had. introduced. restrictions on some of Portugal's traditional exports,
such as textiles. 1In the circumstances, there was a need to restructure
the export sector in the medium term. The import performance in 1978
had -benefited not only. from the tight monetary conditions, but also from
the favorable effects of the unwinding of speculative inventories and of
changes in leads and lags, which might play a smaller role :in 1979 than
in 1978 in moderating imports. If the Fund requested a further reduction
in the balance :of payments.-deficit, the':authorities would be expected to
cut back domestic demand at a time when economic activity was already
flat and the momentum of present policies might lead to negative growth
in. 1979. -- He 'understood previous. speakers. to mean that they did not wish
to .see recessionary conditions idevelop.in Portugal in 1979 and that, in
devising the policy mix,: the authorities would have to find a reasonable
balance between- supporting domestic activ1ty and- stimulating balance of
payments adJustment.u; : : : PR

His author1t1es agreed that -a maJor effort ‘was required to. reduce
the public sector -deficit, Mr..Dini said; they also recognized that the
current- deficit of public‘enterpriseS«waSabecoming an undesirable com-
ponent of .the ‘balance of payments: deficit. ' ‘As one Executive Director
had said, it would be more important in:.1979 to ‘improve the nature and
composition of the current external deficit than to reduce its size.
The Portuguese authorities:.agreed :ithat in. 1979 policies designed to
remove structural obstacles..to-the . growth..of - production and exports
would have, to: go hand in hand w1th prudent demand management pol1c1es.

The Chairman made the following summing up. in concludlng the
consultation: o . . ' :

The Executive Directors noted the determination with which the
authorities have pursued the objectives of the stabilization pro-

. ;gram on the basis of which::the:Executive Board approved a stand-by
arrangement with Portugal in June 1978, and they welcomed the
improvement,that has been achieved in both the external. balance
of payments and the domestic financial situation-imn 1978.

Credit and interest rate policy was supplemented by a coura-—
geous- incomes- policy, which resulted in a further decline in real
wages, and also by an orderly and flexible exchange rate policy-.
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‘Some disappointment has been expressed about the serious deteri-
oration in the public sector finances. The Executive Directors
welcomed the intention of the new Government to continue its close
cooperation with the Fund in seeking solutions to the important
problems that remain.

The thrust of the staff appraisal in the report for the 1978
Article IV consultation with Portugal was generally approved. The
Executive Directors observed that, despite the improvement in 1978,
the rate of inflation remains uncomfortably high. They also felt
that a further gradual reduction in the external current account
deficit was required. They emphasized that additional progress in
stabllizing the economy would require continuing credit restraint
and major efforts to improve the financial situation 'of the public
sector, including the public enterprises. The adequacy of the
latter's pricing policies should be further reviewed. Moreover,
deceleration in the rate of wage increases was necessary if infla-
tion was to continue to moderate. Various Directors observed that,
in the interim, in the light of the high rate of inflation in
Portugal, the authorities should continue with their flexible
exchange rate and interest rate policies.

Many Directors commented on the staff view that the required
degree of stringency in economic policy in the near future may not
be compatible with a 3 per cent real growth of GDP from 1978 to
1979, which the Portuguese authorities regard as the minimum
required to prevent a further rise in unemployment. - While there
were somewhat differing views on this question, most Directors
believed that further gradual progress toward the restoration of
internal and external balance would continue to require caution
on the part of the Portuguese authorities, and that any premature
easing of the stabilization efforts in the near future could jeo-
pardize the good results achieved thus far. :

The Executive Directors stressed the importance of achieving -
the required restructuring of the Portuguese economy. They
emphasized the necessity of reallocating resources and increasing
exports and agricultural output in the framework of a medium=—term
program that would find the necessary support of international
investment financing. This forelgn capital inflow would assist
greatly in facilitating the adjustment of the Portuguese economy
in the coming years.

The Executive Directors saw the liberalization of Portugal's
trade and payments system in 1978 as a welcome development and
expressed the hope that further progress could be achieved in the
near future in this field.

The Executive Directors then turned to the proposed decisions.
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Mr. Dini suggested that .the opening sentence in paragraph:'2 of the
decision pursuant to Article XIV should be amended. to read: '"Portugal
continues to apply limits on:foreign exchange sales for remittances of
profits and dividends which constitute a restriction requiring the
approval of the Fund." 1In addition, the word "liberalize' in the second
sentence should be replaced by "raise." The final sentence could be
amended to read: "In the meantime, the Fund grants approval for reten-

"w

“tion by Portugal of this restrictions.. .

The Deputy Director of the Exchange and Trade Relations Department
explained that an Article XIV decision need deal only with matters that
were within the Fund's jurisdiction. Hence, the words that Mr. Dini
wished to add to the opening sentence-of paragraph 2 were acceptable
but, strictly speaking, unnecessary. - : :

The staff representative from the European Department added that a
restriction in addition to the one mentioned in the present text .needed
to be reapproved; therefore, it would be best to say in the final sentence
of paragraph 2 "the restrictions on paymenrts and transfers.™.-

Mr. Amuzegar said that he was willing to accept the‘amendment pro-
posed by Mr. Dini to the opening sentencé of paragraph 2, but. he hoped

that it Would not set a precedent for future dec1sionsu

The Executive Board then approved the following dec151ons'

ae. Decision Pursuant to Article XIV

1. This decision is taken by the Executive Board in
concluding the 1978 consultation with Portugal pursuant to
Article XIV, Section 3; of the. Articles of Agreement..

2. Portugal continues to apply limits on foreign exchange
sales for remittances of profits and dividends which constitute
-a restriction requiring .the approval of the Fund. - The Fund
welcomes the steps taken during 1978 to raise these limits and
encourages Portugal to take further action to .eliminate the
.remaining restriction. In the meantime, the Fund: grants
.approval for retention. by Portugal of the restrictions .on. pay-
ments and transfers for current international transactions as
described in SM/78/304 until December .31, 1979.

.Decision No. 6028-(79/14),.adopted
January 24, 1979

. b. Review of Stand—By Arrangement

The cable dated November 20 1978 from the Mlnlster of
Finance and Planning and the Governor of the Bank of Portugal
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shall be attached to the stand-by arrangement:for Portugal
(EBS/78/228, Sup. 2), and the letter of intent of May 8, 1978
shall be read as modified by the cable- dated November 20, 1978.

Decision No. 6029 (79/14), adopted
- January- 24, 1979

EXECUTIVE BOARD DECISIONS

Mr. Dini made the following statement:

Idéthe wake of our meeting on Portugal, and precisely on the
Article IV consultation, I would like to turn briefly to the
questidﬁ of the format of our Article IV and related Article VIII

-and Article XIV decisions. The Executive Directors may remeémber

that I have been one of those who consider inadequate the new deci-
sion, for covers only matters coming within the jurisdiction of
approval of\kge Fund. 1In this regard, I ‘expressed support last
week for the fMnal paragraph of your buff statement, Mr. Chairman,
on surveillance>and ad hoc consultations in which you referred to
the fact that some Executive Directors-have pointed out that, in -
their present format, decisions fail to give due weight:to members'
adjustment policies and their efforts to reduce their reliance on
exchange restrictions nerally because we are limiting the deci-
sion to the area requiring approval by the Fund.

There are a few points would like to make today, for they
stem from the recent Board discussions on consultation reports
and from today's discussion on Portugal.. During a recent meeting,
Mr. Amuzegar and other Executive“Directors will remember, when
it came to decisions, I had requested that, as a minimum, they
should contain a descriptive paragraph on ‘the system of trade
and exchange restrictions maintained hy a member with'a reference
to the appropriate staff documents where a full description of
the system is provided. In recent caseswe have approved deci-
sions that do 'mot even contain such a full reference. I submit
that a reference to the system of trade and\exchange restrictions
maintained by a member should be included in™all sUcH decisions
as a matter of policy for the reason of unlfor 1ty, or symmetry,
of treatment of all members. :

ontains two
criteria and

The present stand-by arrangement in Portugal
performance clauses with respect to import licensin
the elimination of an import surcharge. If the Fund considered
it desirable in accordance with the purposes of the Arkicles
that these restrictions should be removed by countries that are
confronted with balance of payments difficulties; why sho ld the
Fund be silent when similar restrictions are maintained by ‘coun—
tries that do not have balance of payments problems? I submxﬁ
that such an approach is characterized by a fundamental asymmetry,
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EBS/78/707
Supplement 1
CONFIDENTIAL

January 22, 1979

To: Members of the Exegutive Board

From: The Secretary

Subject: Portugal - Review of Stand-By Arrangement

The attached supplement on the review of the stand-by
arrangement with Portugal has been prepared on the basis of additional
information received.

This subject has been scheduled for discussion on Wedﬁesday,
January 24, 1979. . cio

Att: (1)
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Approved by L.A. Whittome and Ernest Sturc

January 22, 1979

" On the basis of prellmlnary data for end—December, 1t is now p0351b1e
to update Table 1 in EBS/78/707, 12/26/78. At end-December, net domestic
credit of the banking system reached Esc 796.3 billion or Esc 3.4 billion
_above the ceiling for end-December as agreed under the terms of the exist-
ing stand-by arrangement- (Table 1). Banking system credit to the public
sector reached Esc 171.8 billion at end-December or Esc 11.5 billion above
the subcelllng Net foreign liabilities of the banking system reached
US$1,216 million at end—December, 'US$946 million below the ce111ng

There is also more recent data related to progress in meetlng the-
external current account and price objectives of the program. The
Portuguese authorities now estimate that the current account deficit was
reduced in 1978 to US$1,100 million compared with an estimate of :
US$1,200 million given to the staff team in November 1978. Consumer pri--
ces rose by 3.4 per cent in October and a further 1.2 per cent in November.
In both months, the price level was slightly more than 25 per cent above
that prevailing a year earlier. These figures are still consistent with
an average rate of 1nf1at10n of 22 per cent in 1978, compared with 27 per
cent in 1977



Table 1. Portugal: Evolution of Quantitative Performance Criteria Under Stand-by Arrangement

1977 . 1978 1979

December = March June ~ September 1/  December 1/ March

" In billions of escudos

Net domestic credit of the
banking system 2/

Ceiling e —— 698.8 735.8 792.9 808.6
Actual ' o i :

Including bad debt 708.6 - 740.2 789.0 "826.2 T e

Excluding bad debt 651.2 672.1 o 711.1 744.2 B - 796.3

Banking system credit to the
public sector 2/ _ - S ‘
Subceiling - —— 137.3 - 142.3 160.3 177.3
Actual 123.3 132.7 142.0 156.6 171.8 ceo

In millions of U.S. dollars

Net foreign liabilities of
the banking system 3/ : ,
Ceiling - — 1,787 11,957 2,162 2,322
Actual 1,217 1,609 1,799 : 1,478 ' 1,216 oo

Source: Data provided by the Portuguese authorities.

'1/ Actual data for September and December 1978 are provisional.

2/ Allowing for the downward revision of the end-1977 base data, by Esc 2.8 billion for overall net
domestic credit and Esc 6.5 billion for net credit to the public sector, as described in the cableidated
November 20, 1978.from the Portuguese authorities (EBS/78/707, 12/26/78).

g/ Allowing for the downward revision of the end-1977 base data by US$135 million, as described in
the cable dated November 20, 1978 from the Portuguese authorities (EBS/78/707, 12/26/78).

@ )

P o e
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EBS/78/707

CONFIDENTIAL

December 26, 1978

To: Members of the Executive Board

O

From: The Acting Secretary

Subject: Portugal - Review of Stand-By Arrangement

Attached for consideration by the Executive Directors is the
staff review of the stand-by arrangement for Portugal., A draft decision
appears on page /.

This sdbject, together with the 1978 Article IV consultation

with Portugal (SM/78/304, 12/26/78), will be brought to the agenda for
discussion on a date to be announced.

Att: (1)
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(In consultation with thé LegalAandtTreasurer's Departments)
Approved by L.A. Whittome and Erneét Sturc

December 22, 1978

I. Purpose of the Review

Effective June 5, 1978, the Executive Board granted Portugal a one-year
stand-by arrangement in the second credit tranche, for an amount equivalent
to SDR 57.35 million (EBS/78/228, Supplement 1, 5/23/78, and Supplement 2,
6/6/78). In paragraph 18 of the letter of intent the Portuguese authori-
ties stated an intention to review the evolution of the policy program with
the Fund in January 1979, and at that time to reach such understandings with
the Fund as may be necessary. An intention is also stated in paragraph 16
to review, also in January, Portugal's quantitative import restrictions with
a view to reaching understandings on steps to reduce or eliminate their
restrictiveness in 1979. At the request of the Portuguese authorities the
staff team that visited Lisbon in November 1978 to conduct Article IV con-
sultation discussions also performed the two reviews required under the
stand-by.

The Portuguese representatives informed the staff team that, in view
of the impending change of government, they were not in a position to reach
new understandings for the remaining period of the stand-by arrangement.
Though the objectives of the stand-by program are in process of being at-
tained, compliance with performance criteria has been incomplete as de-
scribed below. Accordingly, Portugal is not at this time able to request
any purchases under the stand-by arrangement which will raise the Fund's
holdings of escudos beyond the first credit tranche, until new understand-
ings are reached regarding the circumstances in which it may resume such
purchases. Meanwhile the Portuguese authorities have requested revisions
of certain ceilings in the stand-by arrangement to reflect statistical im-
provements, and a decision by which this would be achieved is proposed at
the end of this paper.

Thus far no purchases have been made under the stand~by arrangement.
Since Portugal paid part of its quota increase in the Fund in foreign ex-—
change earlier this year, and is repurchasing in full the two gold tranche
drawings of 1975, the Fund's holdings of escudos, excluding those arising



from purchases under the oil facility and the compensatory financing facil-
ity, will decline to within the reserve tranche by the end of 1978. Thus,
despite the 1977 purchase in the first credit tranche, Portugal will be able
to purchase up to SDR 43.60 million before the Fund's holdings of escudos
rise above 125 per cent of quota; this compares with a maximum that could be
drawn until April ‘1, 1979 of SDR 44.35 million under the phasing specified
in the stand-~by arrangement.

In a communication from the Governor of the Bank of Portugal dated
December 5, 1978, the new Portuguese government which took office on
November 22, 1978 confirmed its intention to begin negotiations with the
Fund in the latter half of January for a new stand-by arrangement, based on
a program covering calendar 1979, to replace the existing arrangement. For
future reference the present paper reviews the provisions of the existing
stand-by arrangement in the light of developments since May 1978. Section
IT presents a summary of Portugal's record with respect to the performance
clauses of the arrangement. Section III offers an evaluation of the way in
which the policy program that forms the basis for the existing arrangement
was formulated.

IT. Performance Under the Stand-by Arrangement

1. Contents of the program

The program on which the present stand-by arrangement was based had
for its objectives a strengthening of the balance of payments and reduction
of domestic inflationary pressures while maintaining a positive rate of eco-
nomic growth as a means of keeping unemployment in check. During the pro-
gram period-—the year to end-March 1979--the authorities aimed to limit the
external current account deficit to US$1,000 million, and the overall bal-
ance of payments deficit to US$800 million; these targets compared favor-
ably with US$1,500 million and USS$1,300 million, respectively, during the
preceding l2-month period. The core of the program was an attempt to hold
the increase in the net foreign liabilities of the banking system within
specified ceilings by a flexible use of exchange rate and interest rate
policy. This was to be supported by wage restraint and by limits on domes-
tic credit expansion and on bank credit to the public sector. External ad-
justment would then permit a progressive liberalization of the import regime.

In addition to the standard clause relating to trade and exchange re-
strictions and multiple currency practices, the performance criteria under
the stand-by program consisted of (i) quarterly ceilings on the net foreign
liabilities of the banking system, the overall net domestic credit of the
banking system, and the banking system's net credit to the public sector;
(ii) a requirement that all applications for import items not subject to
quantitative restrictions be granted automatic authorization beginning not
later than June 30, 1978, by which date the existing backlog of import. appli-
cations was to be fully eliminated; and (iii) a reduction of 10 percentage
points in the 30 per cent import surcharge, effective October 1, 1978, under
an announced schedule to abolish the surcharge by October 1, 19/9. Finally,



the right of Portugal to make purchases under the stand—-by arrangement after
January 1, 1979 was made subject to the condition that such understandings’
as may be necessary would be reached with the Fund; in addition, the arrange-
ment called for a review with the Fund before the end of January 1979 aimed
at reaching understandings about steps to reduce or eliminate the restrict-
iveness of quantitative import restrictions in 1979.

The program was also designed to provide a more solid foundation for
long—-term economic reconstruction and development. For this purpose, main
reliance was placed on (a) a flexible exchange rate policy designed to
improve in combination with wage restraints the international competitive=-
ness of the Portuguese economy; (b) increases in interest rates intended
to reverse the prevailing trend of financial disintermediation; (c) in-
creased fiscal discipline aimed at generating public sector current savings
to help finance expanded investments; and (d) a phased dismantling of ex-
ternal restrictions to pave the way for Portugal's full participation in
the international economy, including membership in the European Community.

2. Compliance with performance criteria

Slightly more than halfway through the program period, the Portuguese
economy has registered notable progress toward the program objectives of
improving the balance of payments, reducing domestic inflationary pressures,
and maintaining a positive rate of economic growth. On present estimates
the deficit on externmal current account will fall from US$1,500 million in
1977 to US$1,200 million in 1978, and gives promise of falling further to
the program target of US$1,000 million in the year to March 1979. The
annual rate of price inflation also appears to have slowed down, even more
than expected, from 27 per cent -din 1977 to approximately 22 per cent in
1978, These results are being achieved at a lower cost in terms of a slow-
down in economic activity than was once feared; real output appears still
to have grown by 4 per cent in 1978 compared with 6 per cent in each of
the preceding two years.

With respect to the quantitative performance criteria, Portugal has

.since September 1978 kept the ceiling on the net foreign liabilities of the
-banking system by a substantial margin, despite the fact that the ceilings
.on the net domestic credit of the banking system as well-as the subceilings

on the banking system's net credit to the public sector have been exceeded

5(Table 1). Reflecting the increase in interest rates, the deceleration of
inflation and the strengthening of confidence, the public has shown far
-greater willingness to hold domestic money balances than had Been projected

when the stand-by program was designed: the income velocity of money, which
had been expected to increase by 7.5 per cent, showed little or no change
during the period. Combined with a higher than expected level of foreign
borrowing by the public sector, this unanticipated stability in. the income

“velocity of money permitted a better than expected performance in the net

foreign liabilities of the banking system, despite the greater than pro-
grammed expansion in domestic credit.



The limits on domestic credit under the stand—-by arrangement would have
allowed an expansion of Esc 84.6 billion, or 15 per cent of the December 31,
1977 money stock, by the September 30, 1978 test date. Present Bank of
Portugal estimates result in a domestic credit expansion of Esc 117.6 bil-
lion, including uncollectible items, or about 21 per cent of the initial
money stock, over the same period. Excluding the increase in uncollectible
items--which were classified with other items net and inadvertently excluded
from the credit ceiling in the letter of intent——this figure would be reduced
to Esc 93.0 billion. The Portuguese representatives explained that most of
the increase in uncollectible items had occurred in the last quarter of 1977
in response to a directive that banks classify as uncollectible all debt in
arrears. Since the first quarter of 1978, their proportion of quarterly
increases in domestic credit has steadily declined. From October 1978 they
have also been subsumed under the ceilings the Bank of Portugal sets on the
credit operations of individual commercial banks.

The subceilings on banking system credit to the public sector would
have allowed an expansion of Esc 19.0 billion in the first nine months of
1978; the preliminary outturn showed a figure of Esc 33.3 billion instead.
Though expenditure overruns also contributed, the main reason for this
result was traced to substantial revenue shortfalls in this period. The
Portuguese representatives thought that, with the help of US$450 million
raised in the Euro-dollar market during the summer, the calls of the pub-
lic sector on the domestic banking system could be brought substantially
closer to program targets by the end of the year. They accepted, however,
that the overall budget deficit, which had been forecast at Esc 54 billion
for the year, was now likely to reach Esc 71 billion, or 9 per cent of GDP,
It was particularly unfortunate that the entire discrepancy was found in
the current account of the public sector; in place of showing a surplus of
Esc 3 billion as had been projected earlier in the year, the outturn was
forecast to show a deficit for the year of Esc 14 billion, or 2 per cent of
GDP.

The staff team accepted that the welcome but unanticipated stability
in the income velocity of money might have been grounds for a revision of
the stand-by ceilings on domestic credit, had the Portuguese authorities
been in a position to reach new understandings with the Fund. It was also
noted that the continued exclusion of uncollectible items from the ceilings
allows an additional margin to domestic credit until a new stand-by program
covering the calendar year 1979 can be negotiated. Meanwhile, there have been
further improvements of a purely technical nature in the financial statistics
which deserve to be recognized. These revisions require a downward adjust-
ment of the end-December 1977 figures for the levels of net domestic credit,
public sector recourse to the banking system, and net foreign liabilities of
the banking system, on which the program ceilings and sub-ceilings had been
calculated. Accordingly, the Portuguese Minister of Finance and Planning and
the Governor of the Bank of Portugal requested a statistical adjustment in
the relevant ceilings under the present stand~by arrangement.

As regards exchange restrictions, the Portuguese representatives con-
firmed that remittances of profits and dividends had since August 1977 been
subject to phasing for balance of payments reasons, though this had not been
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reported before. Before July 1978, individual applications for outward re-
mittances in excess of approximately US$40,000 were subject to phasing for

a period up to one year, but after July the minimum amount was increased to
0S$250,000 and the maximum phasing reduced to six months. The outward remit-
tances of profits and dividends totaled the equivalent of US$9.9 million in
1976, US$13.9 million in 1977, and US$32.7 million in the 12 months to October
1978. The practice of phasing is a restriction on the availability of foreign
exchange and is subject to Fund approval under Article VIII, section 2(a).

A decision by which this would be granted is proposed in the staff report on
the 1978 Article IV consultation discussions (SM/78/304).

The two performance criteria relating to the liberalization of import
authorizations and the reduction of the import surcharge have been observed,
but no understandings were reached about steps to reduce or eliminate the
restrictiveness of quantitative restrictions.

3. Other policy instruments

As noted above, policies aimed at the program objectives of promoting
financial stability and economic growth included those relating to interest
and exchange rates as well as wage restraints. In this connection, the
Portuguese authorities have adhered to the policy, adopted after a 6 per
cent step depreciation in May 1978, of depreciating the escudo at a monthly
rate of about 1.25 per cent in effective terms. They have also maintained
domestic interest rates at the increased levels introduced on May 8, 1978-—
namely 18~23 per cent for the discount rate, 8-20 per cent for deposit rates,

. and 18.25-21.25 per cent for lending rates, depending on maturity. As for

wages policy, a 20 per cent annual limit on contractual wage increases was
decreed by the authorities in April 1978. Actual wage developments in 1978
have been consistent with this limit: the average rate of wage increase

_,during the year is estimated at about 18 per cent, against a 22 per cent

“annual rate of price inflation; this followed a 9 per cent decline in real
“wages during 1977. In combination with other policies, these measures have
‘“helped to achieve a substantial improvement in external cost competitiveness.
TAs noted in the previous section, the increase in domestic interest rates
“has also had the intended effect of increasing the demand for money while
fhelpiﬁg to moderate market demand for domestic credit. However, the inten-—
ftion of the Government to study alternative domestic tax measures with a
“view to phasing out the 60 per cent import surcharge has not yet been acted

b2

i

" upon.

ITI. Staff Appraisal

While present projections for a deficit on external current account of
US%1,200 million, declining to the stand-by target of US$1,000 million in
the year ending March 1979, appear reasonable, the outlook on present poli-
cies is for a renewed deterioration to a deficit again of USS$1,200 million
in the 1979 calendar year. To avoid this outcome it will be necessary to
obtain wage limits in 1979 low enough to help with a further reduction in
prices, to continue credit restraint sufficient to ensure continued improve-
ment in the overall balance of payments, and to reverse the deterioration



in the public sector accounts. These issues are dealt with in more detail in
the staff report on the 1978 Article IV consultation discussions (SM/78/304).
The present appraisal considers the principles on which the existing stand-by
arrangement was formulated.

The proximate- target of the stand-by program was a ceiling on the
growth in the net foreign liabilities of the banking system which was made
a performance clause. By end-September these liabilities had grown to only
US$1,478 million, well within the permissible US$1,957 million even after
allowance for unanticipated foreign borrowing by the public sector. The
main policy instruments designed to achieve this result were interest rates,
primarily deposit rates, and the exchange rate. Interest rates were to rise
sufficiently relative to prices to arrest the steady decline in money hold-
ings relative to GDP that had characterized the preceding four years. The
exchange rate was to depreciate sufficiently relative to wages to restore
and maintain the competitiveness of the Portuguese economy. The exact effects
of such measures is always difficult to predict, but the degree of success
has considerably exceeded expectations.

Interest rate and exchange rate policy was to be supported by credit
restraint, and a ceiling on domestic credit expansion was accordingly made
a performance clause. However, reflecting the initial uncertainty regarding
the effect of higher interest rates on the demand for money, and its timing,
the likely growth of the money stock in the program period turmed out to be
seriously underestimated. In comnsequence, the expansion of domestic credit
consistent with the given external objective was fixed at a level rather
lower-than would now appear to have been permissible. Mitigation was found
in the exclusion from domestic credit of allowances for bad debt; though
this omission will have to be rectified in future it has for the present
provided an additional margin above the ceiling.

In an effort to ensure that the available credit should as much as
possible go to productive investment, the stand-by arrangement also con-
tained as a performance clause a subceiling on banking system credit to the
public sector. For balance of payments reasons firm control of domestic
credit expansion will continue to be necessary; hence the need for fiscal
restraint also remains. The fact that the public sector registered another
current account deficit in 1978 instead of the expected surplus, is partic-
ularly disappointing in this context. The poor financial condition of many
public enterprises has resulted in an additiomal use of domestic saving for
nonproductive purposes. To avoid a further misallocation of credit, the
fiscal deterioration both of the public sector and of the public enter-
prises, clearly needs to be reversed.

The performance clauses did not include any limitatiom on the accumula-
tion of external debt, except insofar as the domestic credit ceiling included
not only bank lending, but also short-term borrowing abroad with a domestic
bank guarantee. For the rest, the program was designed to make compliance
with its performance clauses easier, to the extent that additional foreign
credits could be obtained outside the banking system. However, as access to
international capital markets eases with the improvement in the overall
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external position of the country, it will become more urgent for the autho-

rities to ensure that borrowing abroad be related to productive uses, so as

to conserve the country's borrowing capacity for the time when a more firmly
managed development effort can be launched. At present a centralized report-
ing system for foreign borrowing is still in process of being organized; it

should be made operational as soon as possible.

With the improvement in the external position the Portuguese authori-
ties have taken steps to relax their restrictions on external trade and
payments during the past year. This momentum should not be lost. The sched-~
ule of reductions in the 30 per cent surcharge calls for complete elimina-
tion by October 1, 1979. It is regrettable that new understandings could
not be reached on this occasion about steps to reduce and eliminate the
restrictiveness of quota restrictions, or about domestic tax measures to
replace the 60 per cent surcharge. Also, while the steps taken to liberal-
ize the previously unreported restrictions on the outward remittance of
profits and dividends are welcome, their early elimination would seem to be
desirable.

IV. Proposed Decision

The request by the Portuguese authorities mentioned above—-for a sta-
tistical adjustment in the stand-by ceilings on domestic credit, banking
system credit to the public sector, and the net foreign liabilities of the
banking system——was made in the attached communication from the Minister
of Finance and Planning and the Governor of the Bank of Portugal dated
November 20, 1978. The proposed changes in no way affect the policy inten-
tions of the existing stand-by arrangement or the economic significance of
the ceilings. Accordingly, the following decision is proposed for adoption
by the Executive Board:

oy

The cable dated November 20, 1978 from the Minister of
Finance and Planning and the Govermor of the Bank of Portugal
. shall be attached to the stand-by arrangement for Portugal
(EBS/78/228, Supplement 2), and the letter of intent of May 8,
4. 1978 shall be read as modified by the cable dated November 20,
1978.
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Lisbon, Portugal

November 20, 1978

Dear Mr. de Larosiere,

Since the date of the letter of intent in which the Portuguese authori-
ties requested a stand-by arrangment with the Fund, May 8, 1978, we have had
to make a number of changes in the statistical data on domestic credit and
net foreign liabilities which are being monitored under the terms of the
stand-by arrangement granted by the Fund on June 5, 1978. The object of
these changes was to improve the accuracy of the figures. The changes are
strictly of a technical nature and take into account the definitive end-1977
figures for both the Banco de Portugal and the commercial banks and also
comprise corrections for previously incorrect classification of data and
errors in reporting. These changes in no way affect the policy intentions of
the existing stand-by arrangement or the economic significance of the ceil~
ings.

As a result of these changes, some of the figures in the letter of May 8,
1978 should be modified. The figure for December 1977 in paragraph 6 of the
letter of intent, which defines net foreign liabilities of the banking system
would be reduced by US$135 million to US$1,217 million. The ceilings on net
foreign liabilities for the remainder of the program year would be adjusted
downward by the same amount so that net foreign liabilities of the banking
system will not be allowed to exceed US$1,787 million on June 30, 1978,
US51,957 million on September 30, 1978, US$2,162 million on December 31,
1978, and US$2,322 million on March 31, 1979.

Similarly, in paragraph 8, the figure for December 1977 which defines
net domestic credit of the banking system should be reduced by Esc 2,8 bil-
lion to Esc 651.2 billion. The ceilings on net domestic credit for the re-
mainder of the program year should be adjusted downward by a similar amount
so that the net domestic credit of the banking system will not be permitted
to exceed Esc 698.8 billion on or before June 30, 1978, Esc 735.8 billion
on or before September 30, 1978, Esc 792.9 billion on or before December 31,
1978, and Esc 808.6 billion on or before March 30, 1979.

Finally, in paragraph 11 of the letter of intent, the figure for
December 1977 which defines net claims of the banking system on the public
sector, should be reduced by Esc 6.5 billion to Esc 123.3 billion. The
ceilings for the remainder of the stand-by period would be reduced by the
same amount so that the net claims of the banking system on the public sec—
tor would not be permitted to rise above Esc 137.3 billion on or before
June 30, 1978, Esc 142.3 billion on or before September 30, 1978,

Esc 160.3 billion on or before December 31, 1978, and Esc 177.3 billion on
or before March 30, 1979.

Jose da Silva Lopes Dr. Rui Vilar
Minister of Finance and Planning Governor, Banco de Portugal

O
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Table 1. Portugal: Evolution of Quantitative Performance Criteria Under Stand-by Arrangement

f i [T [T T4

1977 1978 ‘ 1979
December March - June September 1/ December = March

In billions of escudos

Net domestic credit of the
banking system 2/

Ceiling ) - - 698.8" 735.8 792.9  808.6
Actual \ : ’
Including bad debt 708.6 740.2 789.0 826.2 . ‘e
Excluding bad debt 651.2 . 672.1 711.1 744.2 - ves

Banking system credit to the
public sector 2/ A ‘
Subceiling _— —  137.3 \ 142.3 160.3 177.3
Actual - ’ 123.3 132.7 142.0. 156.6 .

In millions of U.S. dollars

Net foreign liabilities of
the banking system 3/ :
Ceiling - - 1,787 1,957 2,162 2,322
Actual 1,217 1,609 1,799 1,478 N .o

Source: Data provided by the Portuguese authorities.

1/ Actual data for September 1978 are provisional.

2/ Allowing for the downward revision of the end-1977 base data, by Esc 2.8 billion for overall
net domestic credit and Esc 6.5 billion for net credlt to the public sector, as described in the
attached cable.

3/ Allowing for the downward revision of the end-1977 ‘base data by US$135 million, as described’
in the attached cable.
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CONFIDENTTAL

June 6, 1978

To: Members of the Executive Board
From: The Acting Secretary
Subject: Portugal - Stand-By Arrangement

Attached for the records of the Executive Directors is the
text of the stand-by arrangement for Portugal agreed at Executive Board
Meeting 78/81, June 5, 1978. '

Att: (1)



Stand-By Arrangement - Portugal

1. Annexed hereto is a letter dated May 83, 1978 from the Minister of Finaace
and Planning and the Governor of the Bank of Portugal setting forth the objec-
tives and policies which the Portuguese authorities will pursue.

2. The International Monétary Fund grants this stand-by arrangement to
support these objectives and policies.

e Portugal will remain in close consultation with the Fund during the

period of the stand-by arrangement and, in particular, will consult with the
Pund in accordance with paragraphs 13 and 20 of the lettsr. These consultations
may include correspondence and visits of officials of the Fund to Portugal

or of representatives of Portugal to the Fund. For the purposes of these
consultations, Portugal will provide the Fund, through reports at intervals

on dates requested by the Fund, with such information as the Fund reguests in
connection with Portugal's objectives and policies set forth in the annexed
letter.

4. For a period of one year from June 5, 1978, Portusgal will have the rvight,
after making full use of any reserve tranche that it may have at the time of
making a request for a purchase under the stand~by arrangement, to make pur-
chases from the Fund in an amount equivalent to 3DR 57.%5 million, provided
that

(i) purchases under the stand-by arrangement shall not, with-
out the consent of the Tund, exce=zd the equivalent »f
SDR 14.35 million until July 1, 1978; the equivalent of
SDR 24.35 million until Oztober 1, 1978; the eanivalent
of SDR 34.35 million until January 1, 1979; and the equi-
valent of SDR 44.%5 million until April 1, 1979; and

(ii) the right of Portugal to make purchases under this
stand-by arrangement shall be subject to paragraph 19
of the letter of intent to the extent that such purchases
would increase the Fund's holdings of escudos beyond
the first credit tranche.

If at any time any limit in (i) above would prevent a purchase under the
stand-by arrangement that would not increase the Fund's holdings of escudos
beyond the first credit tranche, the limit will not apply to that purchase.

5. Purchases under the stand-by arrangement shall be made in the currencies
of other members selected in accordance with the policies and procedures of the
Fund, and may be made in special drawing rights if, on the request of Portugal,
the Fund agrees to provide them at the time of the purchase. Purchases shall
be made in exchange for escudos.

6. Portugal will pay a charge for this stand-by arrangement in accorlance
with the decisions of the Fund.



Te Subject to paragraph 4 above, Portugal will have the right to engags in
the transactions covered by this stand-by arrangement without Ffurther review by
the Fund. This right can be suspended only with respect to requests received
by the Fund after (a) a formal ineligibility, or (b) a decision of the Executive
Board to suspend transactions, either generally or in order to consider a wvro-
posal, made by an Executive Director or the Managing Director, formally to
suppress or to limit the eligibility of Portugal. When notice of a decision

of formal ineligibility or of a decision to consider a proposal is given pur-
suant to this paragraph 7, purchases under this stand-by arrangement will bte
resumed only after consultation has taken place between the Fund and Portugal
and understandings have bheen reached regarding the circumstances in which

such purchases can be resumed.

8. (a) Repurchase of the outstanding amount of escudos that results from a
purchase under this arrangement and is subject to charges under Article V,
Section 8(b):

(i) may be made at any time;

(ii) will be expected normally as the balance of payments
and reserve position of Portugal improves;

(iii) shall be made in accordance with the representation of
the Fund if, after consultations with Portugal, the Fund represents
that under Lts poliries at the time of the repurchase Fortugal
should repurchase because of an improvement in its balance of pay-
ments and reserve position; and

(iv) shall be completed five years after the date of the

purchase, provided that the repurchase shall be mades in equal

quarterly installments during the pariod beginning three years and

ending five years after the date of the purchase unless the Fund

approves a different schedule.

(b) Any reductions in escudos held by the Fund shall reduce the amounts
subject to repurchase under (a) above in accordance with the principles dppL1ed
by the Fund for this purpose at the time of the reduction.

(¢) Repurchase shall be made with special drawing rights, or with the
carrencies specified by the Fund at the time of the repurchase in accordance
with the policies and procedures of the Fund at the time of the repurchase.

~

~
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Annex to Stand-By Arrangement

Lisbon, Portugal
May 8, 1975

Dear Mr. Witteveen,

1. The pressures on Portugal's balance of payments have continued strone
this past year, as iaternal and external disequilibria proved considerably
more iantractable than had earlier been expected, complicated as they sre by
serious structural maladjustments in the economy. In fact, it is mainly
through a policy directed to overcome these structural problems of the
aconomy that the external imbalance can be'controlled on a more permanent
basis. A medium-term strategy to restructure and increase productivity in
industry and modernize agriculture will be implemented by the authorities to
achieve that aim.

2o Meanwhile a subsftantial stabilization effort is clearly called for to
provide a solid foundation for long-term economic reconstruction and develop-
ment in Portugal. Accordingly, the Government ot Portugal authorizes the
Banco de Portugal to request 2 stand-by arrangement from the Find, under
which the Banco de Portugal will have for a pariod nf one year the right,
after making full use of any reserve tranche it may have, to purchase {rom
the Fund the currencies of other members in exchange for escudos up to an
amownt equivalent to SDR 57.35 million. Before making purchases under bLhis
stand-by arrangement, the Banco de Portural will consult with the Manasing
Director on the particular currencies to be purchised.

S The purpose of this request is to support the stabilization progranm
recently adopted by the Government of Pertugal, to strengthen the balance of
payments and reduce inflationary pressures while maintaining a positive rate
of growth of the economy to keep unemployment in check. These objectives are
to be achieved through fiscal, monetary, and wage restraint combiaed with an
exchange rate policy as outlined below. By these means the external current
account deficit is to be reduced from about US$1,500 million in the period
April 1977-March 1973 to about US$1,000 million in the period April 1978-
March 1979. Net non-monetary capital inflows are expected to increass from
US$150 million to U3$200 million. This improvement in the external halance
is to provide the main source of aconomic growth in the program period.

4%;' After a decline in real gross domestic product of nearly 4 per cent in
1975, the Portuguese economy recovered sharply in 1976, with real growth
estimated at close to 6 per cent. It is estimated that a comparable expan-
sion was achieved in 1977, despite a major decline in agricultural production.
A shift of resources from consumnption to investment and exports accompanied
that expansion. Nevertheless, unemployment remained at about 7 per cent of
the labor force at end-1977. At the same time, the rate of wag2 increases
which moderated substantially in 1976 declined further in 1977, in line with
the ceiling of 15 per cent placed upon it by law. Real wages appear to have
been reduced in the course of 1977 by at least 7 per cent, as the rate of
domestic price increases accelerated in late 1976, peaking at a very high
level in May 1977 before moderating somewhat later in the year.
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5a Despite the depreciation of the escudo in Februaary 1977 and the main-
tenance of some import restrictions, a continued high rate of increass in
domestic demand, due to the recovery of production and investment and the
speculative accumulation of stocks, contributed to a further increase in tne
trade deficit to U3$2,530 million in 1977. This deterioration was offsat to
some extent by significant increases in tourist receipts and emigrants’
remittances, but not by enough to keep the current account deficit from
rising from U3$1,244 million or some 8 per cent of GBP in 1976, to

US$1,49% million or about 9 per cent of GDP in 1977. The overall deficit
rose from US$1,268 million to US$H1,462 millinon, largely financed by coapea-
satory borrowing and the use of gold reserves. As commercial banks =2lso
increased their foreign liabilities, the net foreian assets of the banking
system turned negative in early 1977, if the official reserves of gold are
valued at the traditional price.

6. The Government considered it appropriate, after an initial effective s
depreciation of 4 per cent in late August 1977, to move to a crawling peg
system for the escudo. Thus, the cffective rate depreciated by a total of
14.3 per cent in the 12 months through April 1978. A further adjustment of
7.0 per cent in the effective exchange rats was male in early May 1978.

The authorities intend to continue the policy of the crawling pes. Exchange
rate policy will in future be guided by the Goverunment's decision not to
allow the net foreign liahilities ot the banking system, which stood at
Us$1,352 million on December %1, 1977, to exceed US31,922 million an June %0,
1978; U3$2,09 million on Septeaber 30, 1978; 582,797 million on December 51,
1973; and US$2,457 millinn on March %1, 1979.

7. The authorities are determin=sd to reduce inflationary pressures despits

the prospective shift of resources to the external sector. Accordingly, to

limit unnecessary pressure on the external value of the escudo, interest

rates were raissd in both PFebruary and August 1977. The Government iscided )
on further substantizl increases in May 1978, when the discecount rate nf the ‘::>
Banco de Portugal wi4s raised from a range of 15-18 per cent to a ranse of

18~23 per cent. Interest rates on time deposits were raised by 4 percentape
points to levels of 19 per cent and up on deposits of six months nr morex

Bagic lending rates were raised %.5 percentagze points, but thoss for housing

by only 1-2 percentage points, and those for agriculture, exprts and

priority investments by 2-3 percentaze points, so as tc minimize the impact

of credit restraint on these vital sectors. The authorities consider these

rates necessary for the present to check increases in the velocity of money,
speculation in stocks, or adverse capital movements. They intend to raise

or lower them in response to changing circumstances.

3. Monetary policy is designed to contribute substantially to the prospec-
tive improvement in the external balance and to the containment of inflation.
By the close of 1977, the rate of domestic credit expansion hal reached

34.5 per cent of the initial money stock, substantially exceedinm the rate

of growth in the money stock itself, before moderating to 32 per cent in the
year ending March 1978. On average, the woney stock grew by 22 per cent in
1977 compared with a 3% per cent growth ia nominal GDP, but is expecta2d fo be
reduced to about 18 per cent against an anticipated growth in nominal GDP of



about 27 per cent in the yecar to March 1979. Taking this into account along
with the target for the balance of payments, net domestic credit of the bhank-
ing system, the total of which amounted to Esc 654.0 billion on December 31,
1977, will not be permitted to exceed Esc 701.6 billion on or hefore June 39,
1978; Bsc 738.6 billion on or before September 30, 1978; Kse 795.7 hillion

on or before December 31, 1978; and Esc 811.4 billinn on or before March %1,
1979. The resulting increase in net domestic credit in the program year is
astimated at about 23 per cent of money stock at the beginnine of the perind.

9. To give effect to these limits, the authorities have introduced indica-
tive credit ceilings on individual banks and are prepared to make them manda-
tory should the need arise. To tighten credit contreol, domestic bank lending
in escudos but denominated in foreign currencies has been included under the
ceilings. More fundamentally, however, the monstary authoritiecs iatend to kaeep
the development of the monetary base under close and continuous scrutiny and
have set the following indicative targets for the program year: HRsc 143.6 hil-
lion by June 30, 1978; Esc 143.6 billion by September 30, 1978; Esc 151.0 bil-
lion by December 31, 1978; and Esc 149.2 hillion by March 31, 19/9. To easure
that these limits are kept, the monetary authorities have gradually reduced
rediscount quotas and introduced an uniform reserve reguirement of 7 per cent
on all monetary deposits, with the result that the banks' liquidity position
has already become very tight. Finally, interest rates are being manarzed
flexibly. Recent increases will help contain the demand for domestic credit
and thus minimize the need for credit rationing.

10. A further contribution to domestic stabilization will come {rom [iscal
restraint. A significant reduztion in the deficit of the public setctor was
achisved in 1977, taking it down from 11 per cent of GDP in 19756 to 8 per
cent in 1977, mainly in consequence of tax incrsases and the contaimment of
public consumption. This improvement is to be consolidated in 1973 on the
basis of the budget recently passed by Parliament. New tux measures have
bebn authorized to raise revenues by the equivalent of 2 per cent »f GDP ovar
what they would otherwise have been. In addition, the administered price in-
creases refarred to in paragraph 12 below, will serve to limit the need for
subsidies to state trading agencies and public utilities and corporations.
After allowance for normal underspeading, a surplus in the current account
of the public sector will be achieved for the first time since 1974. There
is %till to be a rise in real capital expenditures, resulting mainly from an
indrease in equity capital subscriptions to public eaterprises. Although the
oveérall deficit of the public sector will thus remain unchanged in nominal
terms, it will decline further in relation to GDP to 6 per cent in the year
to March 1979.

11V The authorities intend to take every precaution to ensure that these bud-
ge't outturns are realized. The revenue offort will be supplementéd as neces-
sary to make up for any revenues lost as a result of the phasing out of the
impgort surcharge referred to in paragraph 15 below. TFurthermore, any revenues
from existing taxes that may exceed budgeted amounts will be used to reduce

the public sector.deficit and not to finance additional sxpenditures. Finally,
during the period of the stand-by arrangement, the use of government securiti=ss
to dischargs tax obligations will be limited to arrears in direct taxes prior
to 1977, as presently permitted by law. Thus, after allowing for other sources



of finance, the net claims of the banking system on the public se-tor, the
total of which amounted to Esc 129.8 billion on December 31, 1977, will not
be permitted to rise ahove Esc 14%.8 billion on or bsfore June 30, 1978;

BEsc 148.8 billion on or before September 30, 1978; Esc 166.8 billion on or
bafore December 31, 1978; and Esc 18%.8 billion on or before March 31, 1979.

12. To take account of increasing costs and to moderate the need for govern-
ment subsidies, certain administered prices were increased substantially in
April of this year. Utility rates for water, electricity and gas as well as
transportation prices were raised by 35-50 per cent, while the prices of
essential food products, which had been frozen since February 1977, were
raised by more than 20 per cent., To ease the adjustment, the minimum wage,
which had remained unchanged since January 1977, was ralsed by approximately
50 per cent, unemploynent benefits were increased by about 25 per cent, and
pensions were raised by up to 22 per cent. To help contain cost increases
in the future, however, wage policy will have to remain firm, and legisla-
tion was therefore passed in April of this year limiting increases in con-
tractual wages to 20 per cent in 1978, and requiring a minimum contract
period of 12 months. Legislation was also passed in August 1977 allowing
firms in financial distress to suspend wage contracts 1f their work force
CONCuUrs.
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13. Portugal's external medium and long-term debt, excluding obligations

of the banking system, increased from US31,125 million at the end of 1979

to US$1,469 million at the end of 1976 and further to US$1,848 million at

the end of 1977. Most of this is aither guaranteed by the Government or an
obligatioa of public enterprises, including enterprises brought within the

framework of the public sector since 1974, but not officially guaranteed.

The ratio of debt service payments to exports of goods and services is esti-

mated at 15 per cent in 1977 and is =xpected to rise to 19 per zent in 1978.

In addition, short-term private debt has risen from US$145 milliusn at the end N
of 1976 to US$717 million at the end of 1977. The Government will seek to S
avoid any further inerease in such short-term debt during the program year.

It will strengthen its efforts to avoid excessive external indebtedness ani

to improve the maturity profile, by continuing its pnlicy of monitoring

overall external debt developments and of coordinating foreign borrowing by

public sector agencies and enterprises. Particular attention will be paid to
limiting external borrowing to-the financing of productive investment pro-

jects.

14. All imports are effected on the basis of import bulletins, which for
imports not subject to quantitative restrictions serve a statistical purpose
and enable the importer to obtain the necessary foreign exchange. For imports
gsubject to restrictions, the bulletin i1is equivalent to amn import license.
Tmport bulletins are normally issued without delay. However, in late 1977 the
process of authorizing import bulletins was subject to some delays, partly in
conjunction with the introduction of new administrative procedures. As a re-~
sult, a backlog of applications has been built up and the Government is seeking,
in cooperation with private sector importers, to devise means of =liminating
this problem. Already, the Government decided on May 2, 1978, that thenceforth
all applications for imports of raw materials and intermediate goods would be
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authorized automatically. It is the intention of the Government that this
automatic procedure will be extended, no later than June 30, 1978, to all
other categories of imports not subject to guantitative restrictions, and
that by the same date, the backlog of import applications will have been
fully eliminated.

15. The Govermment of Portugal abolished its import deposit reguirement at
the end of 1977, but still imposes an import surcharge of 30 per cent on the
value of items covering about 29 per cent of total imports in 1976, and one
of 60 per cent covering 2 per cent of 1976 imports. The 30 per zent sur-
charge will be phased out gradually: effective October 1, 1978 the rate

will be reduced to 20 per cent; further to 10 per cent effective April 1,
1979; and fully abolished effective October 1, 1979. The 60 per cent import
surcharge, applicable mostly to luxury goods, will be maintained temporarily,
but the Government inteunds to study alternative domestic tax measures with

a view to phasing it out beginning in 1979.

16. The temporary value quotas for certain consumer goods, applicable to
about 4 per cent of 1976 imports, have been raised with effect from April 1,
1978 to an annual rate of Esc 3.40% billion, which is eguivalent in foreign
exchange terms to the value of these quotas in the year to March 1978. The
value quotas for knocked-down automobiles, applicable to about 2.8 per cent
of 1976 imports, remain unchanged in 1978 at their escudo level of 1977. All
import quotas are strictly temporary and the Portuguese Government intends
to review them with the Fund before the end of January 1979 with a view to
reaching understandings with the Fund ahbout steps to reduce or eliminate the
restrictiveness of these guantitative import restrictions in 1979.

17. The Government establishes an annual foreign exchange budget for its own
operations as well as foreign exchange budgets for the various state agencies
in charge of monopoly imports of certain basic commodities, orimarily food-
stuffs. These budg=ts are, however, only indicative and the Government intends
to amend these budgets from time to time so as to avoid restricting imports
through rationing of foreign exchange. The Government of Portugal does not
intend to introduce any multlple currency practices, or any new restrictinns

or 1nten51fy existing ones, on payments and transfers for current 1nterqat10nal
transactlons, or to conclude any new bilateral payments agreements with the

Pund members, or to introduce restrictions, or intensify existing ones on

imports for balance of payments reasons.

18. Given the many uncertainties of the international and domestic economic
sitUation, it is the intention of the Govermment to review the evolution of
the' program in January 1979 and on that occasion to reach such understandiugs
with the Fund as may be necessary.

19.7 During any period of the stand-by arrangement in which the ceilings on
net foreign liabilities of the banking system in paragraph 6, or the credit
ceilings in paragraph 8, or the ceilings on govermnment borrowing in para-
graph 11 are not observed, or the intentions in the last sentence of para-
graph 14, in the penultimate senteunce of paragraph 15, and in the ultimate
sentence of paragraph 17, are unot carried out, or during any period after



January 1, 1979 in which understandings have not been reached with the Fund
as indicated in the ultimate sentence of paragraph 16 and in paragraph 18,
the Banco de Portugal will not request any purchasses under the stand-by
arrangement which would raise the Fund's holdings of its currency beyond the
first credit tranche, except after reaching understandings with the Fumd
regarding the circumstances in which such purchases may be made.

20. The Government of Portugal believes that the policies set forth in this

letter are adequate to achieve the objectives of the program but will take

any further measures that may become appropriate for this purpose. During

the period of the stand-by arrangement, the Government will consult with the

Fund on the adoption of any measures that may be appropriate at the initia-

tive of the Government or whenever the Managing Director requests consulta-

tion because any of the criteria in paragraph 19 above have not been observed

or because he considers that consultation on the program is desirable. In S
addition, after the period of the stand-by arrangement and while any Fund -
holdings of escudos above the first credit tranche include currency resulting

from purchases under the stand-by arrangement, the Government will consult

the Fund from time to time, at the initlative of the Govermment or at the

request of the Managing Director, concerning Portugal’'s balance of piayments
policies.

Sincerely yours,

Dr. Vitor Constancio Dr. Jose da Silva Lopes
Yinister of Minance Governor ‘
and Planning Banco de Portugal
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DEAR MR. DE LARCSIERE,

SIMCE THE DATE OF THE LETTER OF INTENT IM WHICH THE PCRTUGUESE
AUTHCRITIES REQUESTED A STAMD-BY ARRANGEMEMT WITH THE FUND, el

L
MAY £ 1e7e WE HAVE HAD TCO MAKE A NUMBER OF CHANGES IM THE | §§;
%TATIST?CﬁL DATA CN DCMESTIC CREDIT AMD MET FORE | GN LIABILITIES g%
HHICH ARE BEING MCMITGRED UNDER THE TERMS CF THE STAND-EY

ARRANGEMENT GRANTER. BEY THE FUND CN JUNE 5,1978., THE CRJECT
CF THESE CHAMGES WAS TCO IMPRCVE THE ACCURACY OF THE FIGURES.
THE CHAMGES ARE STRICTLY CF A TECHNICAL NATURE- AND TAKE lNTO

ACCCUNT TPr DEFINI !\/C END—1077 FiGUPE% FOP BOTH THE DPANCO DE




Ctally

TSTMTLLIGN GN SPTEMBER 30, 1978, USDOLLARS 2162 MILL 10N ON DECEMEBER

31,1072, AND USDCLLARS2322 KILLICK ON MARCH 31,1979,

SIHILARY, IN PARAGRAPH &, THE FIGURE FOR DECEMEER 1977
UHICH DEFINES NET DOMESTIC CREDIT.OF THE BANKING SYSTEM SHCULD BE
REDUCED BY ESC2.8 BILLION TO ESC 651.2 BILLION o THE CEILINGSON-
NET DOMESTIC CREDIT FOR THE REMAINDER.OF THE PROGRAM YAR SHOULD BE AB
ADJUSTED DOWNWARD BY A SIMILAR AMOUNT SO THAT THE NET DOMESTIC |

Western Union International,

CREDIT OF THE BANKING SYSTEM WILL NOT BE PERMITTED TO EXCEED

7

3?!

- iESC 698.8 BILLION ON OR BEFCRE JUNE 30, 1978, ESC735.8 BILLION

%, OV OR BEFORE SEPTEMBER 30, 1978, ESC792.9 BILLION ON OR BEFORE

0, DECEMBER 31,1978 AND ESC 808.6 BILLION ON GR BEFORE MARCH 30,
1979. '

P

R FINNALLY, IN PARAGRAPH 11 OF THE LETER OF INTENT, THE FIGURE

éﬁ% FOR DECEMBER 1977 WHICH DEFINES NET CLAIMS OF THE BANKING SYSTEM

. ON THE PUBLIC SECTOR, SHOULD BE REDUCED BY ESC6.5 BILLION TO

LAy ESC123.3 BILLION. THE CEDLINGS FOR THE REMAINDER OF THE

%% STAND-BY PERIODAWOULD_BE.REDUCED BY THE SAME AMOUNT SO THAT

E;;) THE NET CLAINMS OF THE BANKING SYSTEM ON THE PUELIC SECTOR WOULD

&= NOT BE PERMITTED TC RISE ABOVE ESC137.3 BILLION ON OR REFCRE

E JUNE 30,1978, ESC142.3 BILLICN ON CR BEFORE SEPTEMEER _BO, 1978

'%g ESC160.3 BILLION' ON OR BEFORE DECEMBER 31, 1978, AND |
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Sirs

This letter Tesponds to your request for information regarding
Furtugueése progiass wider the stand-by arrangement apgreed for the
periocd April 1978 to March 1379. At this early peint it appears
thwt the exiernal UbJ&LLLVﬁﬁ of the program may be ifu the proeess
of being &wt. The increase in the not foredgn. liabilities of the
banking syeten was below iphe ceiling set for eudejune end ali
“ndicatians are that the increase to end-September will be well
bulow the ceilings seb for. that momih. The authorities have bean
depraciating the escudo at the agresd rate and are reducing IﬁBtriC“
tions on ext éruas trzde apnd pazymenis on scheduliz

The cellungs on neg &amestic credit expand*uu aud oo pobiie sector
racourse to baok credit were unfortupately exceeded in June. However,
steps werg taken in July and again in August wiith the objective of
bringing the growth is the e¢redit aggregates below the celllangs agreed
for end~Sepitember.

N

Finaily, we bhave sgreed with the Portuguese to schedule Arvicie IV
consultation discussions for November of this year, in cowmbination with
the program review provided for in the stand-by arrangement.

Very truly yours,

cc: MD
DMD

EUR
J, de Larosidre

Hanaging Direcigot

The Honorvable

Sam . Cross

U. 5. Ezmecutive Director
International Monetary Fund

C - Zmﬁfm
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Boards of Governors - 1978 Annual Meetings - Washington, D.C.

September 28, 1978

To: The Managing Director
From: L.A. Whittome /[QVJ
<:> Subject: Portugal - Letter to the U.S.

As you know the final disbursement of the U.S. contribution
to the Paris credits for Portugal was intended to be contingent on
confirmation by you to the U.S. Executive Director that the Portuguese
have remained in good standing with us. We had intended to discuss
this matter with the Portuguese during the proposed November consultation
discussions in Lisbon.

However, the U.S. Treasury informed us this morning that they
now need to make that final disbursement today or tomorrew in order to
be able to charge it to their 1978 rather than the 1979 fiscal year.
The terms of their agreement with the Portuguese permit them to do this
without actual receipt of the proposed letter from you, but they much
préfer to have it so as to aveid undermining our leverage with the
<:> Portuguese and doubtless they appreciate the cover which such a procedure
provides.

It would be advantageous for us to maintain our role in this
procedure, and we have therefore prepared the attached draft letter for
your approval and signature. It should preferably be dated no later than
September -29, 1978.

Att.

Address replies to: " Cable Address: Telex Address:
JOINT SECRETARIAT — ANNUAL MEETINGS INTERMEET (RCA) 248331 IMF
IMF — WORLD BANK WASHINGTONDC USA (ITT) 440040 FUND UI

WASHINGTON, D.C. 20431 (WUI) 64111 INTERFUND
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E:_____with reference to your cable No. 22 of July 31 please

confirm that provisional May figure for net foreign lia-
hilities C(US dollar 1,.688.2 mitlion) is consistent with
figure for December, 1977 CUS dollar 1,228.7 million) and
nreviocusly reported provisioﬁal April figure (US doltar
1,6%4.6 million).

e Also,-please clarify that reported figure for dis-
byrsements under Paris credits in June (16.7) refer to dis-
Haursements té the . Government of Portugal rathér thanvto the
Bank of Poftugalg ?
L Finally, we would appreciate the effective exchange
rate index to be recalculated on the basis of March 31,
11978 -aquals 100 as in memorandum of understanding. Cor-
lresponding index for end of April and May would also be
lappreciated.

- 3est regards,

Héhittome
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1 am enclosing herewith the text of the stand-by

arrangement for Portugal approved by the Executive Board

on June 5, 1978.

Banco de Portugal
Rus do Comercio 148
Lisbon 2, Portugal

Enclosure

/hr
June 6, 1978

Sincerely yours,

Anna Watkins
Chilef, Cperations Division
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‘- ;;PRESS‘ .RELEASE NO.. 78/35. - - " o ~ FOR IMMEDIATE RELFASE

June 6, 1978

The International Monetary Fund has approved a stand-by arrangement
in the second credit tranche for the Government of Portugal authorizing
purchases up to.the equivalent of SDR 57.35 million over the next 12
months, in support of the Government's program to stabilize the economy.

Since 1974, Portugal's halance. of payments, which had traditionally
been in surplus, has moved into a substantial deficit., Major shocks to
the economy had been delivered by social changes at home, the loss of
overseas markets, a sharp deterioration in the terms of trade, including
the quadrupling of oil prices, and the onset of a major world recession.
In relation to the country's gross domestic product, an external current
account surplus equivalent to 3 per cent in 1973 was turned into deficits
of 6 per cent in 1975 and 9 per cent in 1977. In order to stop the
deterioration of the external situation, the Government adopted a
stabilization program early last year, in support of which the Fund
approved a one-year stand-by arrangement in the first credit tranche
equivalent to SDR L42.4 million. In August 1977, a supplementary policy
package was introduced. Among other measures, interest rates were raised
substantially, and the effective exchange rate of the escudo, after an
initial adjustment of U4 per ceni, was allowed to depreciate by 1 percent-
age point per month beginning %eptember 15, 197T7.

In view of the persistence of Portugal's payments problems,
representatives of 14 countries agreed in June 1977 to contribute a total
of about US$T50 million in medium-term credits over the following 18 months,
most of it to be in the form of direct balance of payments support. This
assistance was in large part contingent on the successful negotiation of an
.upper credit tranche stand-by arrangement with the Fund. The present program,
in support of which the present stand-by arrangement has been approved,
aims at strengthening the balance of payments and reducing inflationary
pressures while maintaining a positive rate of growth of the economy to
keep unemployment in check. The external objerctive of the program is to
reduce the deficit in the balance of payments on current account from
about US$1,500 million in the year ending March 1978 to US$1,000 million
in the year ending March 1979. 1In crder to achieve this improvement in
the balance of payments, the Portuguese authorities will continue their
flexible exchange rate poliecy. However, to minimize pressure on the
exchange rate and on prices, the emphasis of the program is to be on
eredit control supported by continued fiscal restraint. Higher interest
rates are intended both to reduce the demand for credit, particularly
for speculative inventory accumulation and to strengthen the external

-~ OovVer -
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capital account. In combination, these measures are expected to allow
‘a relaxation of restrictions on external trade and payments in the program

period and beyond. :

Portugal's quota in the Fund is equivalent to SDR 172 million. At
present, the Fund's holdings of escudos representing purchases from the
Fund which are subject to repurchase were equivalent to SDR 27L.2 million,
including SDR 11Lk.8 million resulting from purchases under the oil
facility, SDR 87.8 million resulting from purchases under the compensa-
tory financing facility, and SDR L2.4 million resulting from purchases
under last year's stand-by arrangement with the Fund.

()

O
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June 6, 1978
HEHMORANDUH

Tos Treagsurer
Internal Auditor
General Counsel
Director, Buropean Department
Director, Exchange and Trade Relations Department

ST From: The Aeting Secretary:

Subject: Portugal - Request for Stand-By Arrangement

At EBM/T8/81 (6/5/78), the Executive Board agreed to
the request of Portugal for a stand-by arrangement, approved the
stand~by arrangement as set forth in EBS/78/228, Supplement 2 (6/6/78),
and granted ary necessary waiver of the conditions of Article V,
Section %{b)(iii), of the Articles of Agreement.

MBlackwelll¥crw
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1. REPORT BY STAFF

ThéenDeputy Director of the Research Department made the following
statement: : :

The puties of the Group of Ten held a short meeting in
Paris on May 31. The principal purpose of the meeting was to
elect a new ¢ %}rman. Mr. Karl Otto Poehl of the Federal
Republic of Germany was unanimously selected to replace

Mr. de Larosiéref\\\\

In the very brief discussion that followed it was agreed
that the Deputies' mairNactivity in the period ahead should be
to carry out the mandate of the Ministers and to re-examine the
role of the GAB, including ‘the question of revising the amounts.
Full support was given to MrMPoehl's proposal to hold meetings
to discuss this matter-on Septémber 8 in Paris and on
September 23 in Washington, and fgr him to report the next day
to the meeting of the G-10 Ministers.

C

Fund staff to undertake the preparation ¢f a paper which, of
course, in the usual way, would be circulated to the Executive
Board.

As background for this discussionf\gg;éPoehl requested the

The Deputies noted with interest the wide ranmge of work
on SDHs that had been requested of the Executive Board by the
- Interim Committee in its recent meeting in Mexico City.» It was
agreed that the Deputies should not duplicate the work of the
Fund but that they would follew the progress made on SDR and-, |
oo related questions.

\ ,
The Executive Board considered a request from Portugal for a stand-
by arrangement for a period of one year in an amount equivalent to
SDR 57.35 million, together with the staff's analysis and recommendation
(EBS/78/228, 5/9/18; Cor. 1, 5/22/78; and Sup- 1, 5/23/78).

The Executive Board took note of the report by the Deputy Director.

.  PORTUGAL - STAND-BY ARRANGEMENT

Mr. Dini made the following statement:

My Portuguese authorities wish to record their appreciation for
the spirit in which the staff has carried out the work that has led
to the conclusion of the stand-by program which ig before the Exe-

. cutive Board. I myself wish to pay tribute to the staff for a very
substantive and well presented report, and my remarks are intended
only to underline salient features of the Portuguese economic posi-
-tion and policies. :
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Portugal's current economic difficulties arise largely from
the important changes that have taken place during the last few
years in the country's internal political and social structure and
in its external enviromment. Attempts have been made since 1975
to correct the imbalances that have emerged, and progress has been
made in alleviating domestic obstacles to a more balanced per-
formance of the economy, but the Portuguese authorities recognize
that price and balance of payments developments have been less that
satisfactory, and that a more decisive effort to improve performance
in these areas is now required.

The financial program adopted in early 1977 and supported by use
“of Fund resources contained sizable adjustment measures but its
implementation was not fully adequate to attain the external objec-
tives that the authorities were aiming at. To be sure, a policy of
wage and fiscal restraint was effectively applied: real wages were
reduced considerably and, together with a substantial depreciation
of the currency, allowed for the restoration of the economy's
external competitive position close to that of 1973; private con~
sumption remained approximately flat and public consumption grew
only moderately. However, these efforts proved insufficient to
meet the balance of payments target, as export growth was disappoint-
ing, and monetary policy was not sufficiently tight to prevent
accumulation of stocks of both domestic and imported goods and a
capital outflow. Interest rates were raised, but not to a level
consistent with inflation. Indeed, Portugal has historically had
low rates of interest, and the authorities considered unacceptable
the very sharp increase required to bring them in line with the
rise in domestic prices, for they feared severe adverse effects
on business and consumers alike.

While imports expanded rapibly and made possible substantial
growth in manufacturing output and national product, the increase
in exports remained below expectations mainly because of low
market growth for Portugal's traditional exports, restrictions
applied abroad to key Portuguese products, and limited scope for
substitution between production for domestic use and export. As
a result, in 1977 the trade deficit increased rather than declined,

~and the size of the current account deficit in the balance of
payments assumed unexpected dimensions.

The Portuguese authorities have now devised a new financial
program for the year ending March 1979, which is the basis of the
current request for the stand-by arrangement. The authorities
recognize the present overriding importance of bringing the
current account deficit of the balance of payments in line with
available medium- and long~term financing. They have therefore
accepted to pursue more stringent domestic policies to achieve
.this result in the period ahead.

Since the principal policy weakness in 1977 was in the monetary
and credit field, under the new financial program the authorities
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- will maintain much tighter monetary conditions, along with contin~
" ued fiscal and wage restraint and a flexible exchange rate policy.

The. credit expansion is to be contained ‘within 20 per cent in
the year ending.March 1979, compared with a likely growth of nominal
GNP of about 27 per cent, and interest rates have been raised by as
much as 5 percentage points. Moreover, reforms have been introduced
to establish a better control on the .expansion of the monetary base,
such as .the creation of uniform .reserve requirements on all types
of deposits and the reduction in rediscount quotas. ~Such tight
monetary and credit conditions should help to reduce stocks and
have beneficial effects on the inflowof funds into Portugal. In
order to reduce the current deficit in the external accounts to
the targeted level, the authorities have also agreed, beyond the
action already taken, to continue pursuing a policy of gradual
exchange rate depreciation aimed at improving cost competitiveness
beyond the 1973 position to compensate for the.worsening in
Portugal's terms of trade that has occurred since. then. They
have furthermore accepted to take additional exchange rate action
should this be required to attain the overall balance of payments
target under the stand-by arrangement, which calls for quarterly
ceilings on the net foreign liabilities of the banking system.

‘The staff recognizes that the structural element in Portugal'’s
deficit in its external current account is so large that more than
a single year will be required for its correction. Indeed, the
implementation of the financial program supported by the requested
stand-by arrangement must be seen as a major effort. There is
little-doubt that it will allow for a substantial improvement in
the balance of payments, but it will also have the effect of cur-
tailing sharply the growth of the economy, involving as it does
a. further reduction in real wages and-a fall in total- domestlc
’ expendlture and in imports..

While accepting the policy mix. chosen by the Portuguese
authorities that places relatively heavy emphasis on domestic
credit restraint, the staff has broadly hinted that it would have
preferred more reliance on measures designed to produce a larger
switch of resources from domestic expenditure. to exports. The
Portuguese authorities firmly believe, as reported by the staff,
that a larger exchange rate depreciation than already planned
could only lead to excessive inflationary pressures which in
- turn would make it more difficult to contain. wages. Moreover,
given the market constraints facing Portuguese products, higher.
profitability in the. export sector, rather than stimulating
exports, could under present condltlons lead 1nstead to unwanted
© capital’ outflows. -

As T stated, the Portuguese authorities recognize that in
‘present circumstances the attainment 6f an improvement in the
current. external account position, which is urgently needed,
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requires the curtailment of domestic expenditure, but they stress
that the country's economic problems cannot be solved by restric-
tive demand management measures alone. Domestic policies are

now very stringent, and the ensuing balance of payments deficit
cannot be said to be caused by excessive consumption or investment,
nor by the lack of competitiveness in the export sector. Rather,
as I indicated at the outset, it is largely the consequence of
structural changes within Portugal which have irreversibly altered
previous equilibria, and of the modification of external elements
outside Portugal's control, such as the sharp deterioration in the
terms of trade, restricted access to export markets, and the inter-~
ruptlon in the flow of migrant workers abroad.

In these circumstances, it would not be reasonable to expect
Portugal to eliminate its substantial balance of payments deficit
within a short period of time. A fundamental correction of the
external imbalance will depend on a major expansion of agricul-
tural productivity and output and the development of new lines of
manufacturing products capable also of competing in growing export
markets. Indeed, the authorities are in the process of finalyzing
a development program which concentrates on investments designed
to attain this objective. PFor this purpose and to support the
balance of payments, Portugal will continue to require in the
coming years sizable external financing in appropriate forms from
international institutions and friendly countries alike.

As reported by the staff, the authorities have opted to
tackle the fundamental causes of the external disequilibrium
without the use of trade and exchange restrictions. It must be
recognized that, considering the extreme balance of payments
difficulties with which Portugal has been confronted during the
last few years, its present trade and exchange systems contain
today limited elements of restrictions, which the authorities have
stated they intend to remove as rapidly as possible. Import
procedures are being simplified and the import surcharges are
being phased out. Consequently, the word "dismantling" used
repeatedly in the staff report to characterize the action that is
desired in this sector seems to overstate the degree of restric-
tiveness of Portugal's trade and payments arrangements as they
stand today.

Mr. Samuel-Lajeunesse expressed his support for Portugal's request
for a stand-by arrangement. He agreed with both Mr. Dini and the staff
that it would not be reasonable to expect Portugal to eliminate rapidly
its substantial balance of payments deficit; time was needed for the
country to adjust to the many important changes that had affected its
internal, political and social structure and its external relations.

Coming after the 1977 stabilization program, which had brought some
progress, Mr. Samuel-lajeunesse said, he hoped that the current economic
program would bring about the needed increase in confidence. In the
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future, he would willingly support further arrangements to help Portugal
tackle more directly the main structural weakmesses in its economy. In
that context, he wondered why the present stand-by request was limited

to the second credit tranche and whether the rationale for such a limi-
tation was linked to the degree of conditionality involved., He would
welcome some general clarification on the criteria used to decide on

the size of stand-by arrangements in the different upper credit tranches.

During 1977, Mr. Samuel- Lageunesse observed, GDP had grown and
the economic 1ndlcators for product1v1ty, manufacturing output, and
capital expenditures had all evolved quite satisfactorily. However, the
rate of inflation and the balance of payments deficit had remained at
disturbing levels, a situation that was difficult to understand. On the
one hand, wages.policy had been successful, as had‘fiscal policy up to a
point; although it needed to be remembered that the financing of the
deficit had been met too~largely through the banking system. On the
other hand, monetary developments had, overall, been unsatisfactory.
The public had not recovered confidence in the financial system, and
negative anticipation had led to a stockpiling .of domestic and imported
consumer goods. .

While agreeing with the staff that adjustments of the exchange rate
were needed to restore external competitiveness, Mr. Samuel-Lajeunesse
remarked that the negative effects of those adjustments had been numerous.
They included, for instance, the disappointing .gap between increases in
the volume of tourist activity and in the value of the receipts stemming
_ from it, a gap that was only partially explained by the tightness of
controls on hotel prices. Depreciations of the escudo could also be
blamed in part for the high inflation rate and for the persistent anti-
cipation of further adjustments, which had led to the stockpiling of
~imports and the outflow of short—term capital. Moreover, given the
pattern of Portuguese exports, the benefits to be drawn from the
currency depreciation were not very large.

He would be 1nterested in the 0p1n10n of the staff and of Mr. Dini
on the policy of the "crawling peg," Mr. Samuel-Lajeunesse said. His
own view was that such a policy could perpetuate negative anticipations
and that it might be better to adjust the exchange rate once and for all.
" Could the staff document more thoroughly its idea that further adjustments
of the exchange rate were needed to improve competitiveness beyond 1973
levels? Would it not be better to regain competitiveness through produc-
tivity efforts rather than through risky exchange rate policies? Finally
on exchange system matters, the Portuguese authorities' intention tq
dismantle gradually the external restrictions that had been introduced
in recent years was extremely welcome. -

The new program adopted by the Portuguese.authorities was appro-
priate and courageous, Mr. Samuel-Lajeunesse stated. The major emphasis
on credit restraint in the program was proper and adequate, since it
was undoubtedly in that area that developments had proved unsatisfactory
in 1977. He welcomed the measures taken by the authorities to increase
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their ability to control domestic credit developments such as the
introduction of an interbapk money market and of a uniform reserve
requirement and the gradual reduction in the rediscount quotas. As to
interest rates, he wondered whether the Portuguese authorities had
considered the possibility of introducing variable rates; such a
technique might be useful in a context where there was resistence to

a necessary raising of interest rates. He noted the willingness of the
the authorities to make the credit ceilings for banks mandatory should
the need arise. The wages policy was particularly courageous since it
could well bring about a further decline by 4-5 per cent of real wages
in a country that was already relatively poor. Incidentally, he asked
the staff how the 30 per cent rise in the minimum wage and the planned
legal limitation of 20 per cent for wage increases were related. Had
there been a tapering of wage increases from 30 per cent to 20 per cent,
or were the two measures independent and cumulative?

In conclusion, Mr. Samuel-Lajeunesse remarked that, although 1977
had not brought the hoped for restoration of financial equilibrium,
definite progress had been made in improving the fiscal situation and
in controlling the evolution of wages.

Mr. Pieske commented that the present discussion crowned a long
and difficult negotiating effort. He congratulated the Portuguese
authorities for their courageous and ambitious adjustment efforts and
the staff for its patience and perseverance in often trying and difficult
conditions. Portugal provided a remarkable case study of some aspects
of conditionality currently under discussion in the Executive Board. The
German Government had taken a strong interest in developments in Portugal
and had provided assistance to the country in order to help it maintain
political and economic stability. The German authorities had been aware
of the political risks that the Portuguese Govermment ran in working
toward stabilization and austerity, but had been equally convinced that
a return to economic stability was a necessary precondition to the
ultimate, political success of the new regime. He therefore supported
the staff in its efforts to obtain the necessary commitments for the
adoption of appropriate national policies.

In spite of external difficulties, 1977 had not been an unsuccessful
year for Portugal, Mr. Pieske observed. In fact, some of the country's
achievements had been remarkable. For example, GDP had grown by 6 per
cent for the second consecutive year; manufacturing output had expanded
strongly; productivity had increased (with the consequence that unit
labor costs had risen more slowly in Portugal than in competitor
counitries); external receipts from workers' remittances and tourism had
increased; and a commendable start had been made in dismantling extermal
restrictions. He was puzgled, however, by the fact that in spite of the
considerable GDP growth rate, and of the fact that the public and exter-
nal sectors taken together had released resources to the other sectors
in the amount of some 3 per cent of GDP, real wages in manufacturing had
declined by 7 per cent. Logically there must have been a considerable
increase in the share of nonwage earners in the national income. More
specifically, GDP was 9 per cent higher in 1977 than it had been in



-9- EBM/78/81 - 6/5/78

1973; real wages, however, were 13 per cent higher. If real wages
were to decline a further 4 to 5 per cent in 1978, the share of wages
in GDP would return to about 1973 levels. It might well have been
necessary to redress the share of wages, which had run ahead of what
was economically justifiable in 1974 and 1975, but the continuing
reduction of real wages did not give grounds for satisfaction. .It was
essential that nominal wage and price increases should be kept in check,
but it was also essential to improve the functioning of the economy so
that both output and real wages could grow..

The economic policies adopted in 1977 and the new program embodied
in the present Letter of Intent, Mr. Pieske commented, were welcome as
short-term stabilization measures. He was encouraged by the staff's
assessment that the planned measures would improve the viability of the
balance of payments and would begin to deal with some structural
problems. . Clearly a more fundamental approach was needed, and he was
gratified at the Government's intention to start implementing, during
1978, a medium-term strategy for industry and agriculture, even though
it would probably require external assistance. Any such strategy should
aim in particular at a sustained improvement in Portugal's balance of
trade. There was need and scope for more import substitution in the
food sector, where imports were three times as high as exports. For
example, whereas fish had traditionally been one of Portugal's exports,
the country was at present a net importer of fish. Export diversifica-
tion was also essential. It could not be denied that Portugal's textile
exports were being hammed by protective barriers, but even without such
barriers, the. textile market would remain a difficult one. in which
developing countries would increasingly compete. It would be prudent
for Portugal to reduce the high share of textiles and shoes in its
exports. . -

It would be desirable for.the level of interest. rates in Portugal
to stay ahead of inflation, Mr. Pieske remarked, not only to encourage
a rational distribution of resources and an increase in savings but -
also to increase capital inflows and reduce capital outflows. In con- -
clusion, he commended the Portuguese authorities for their stabilization
efforts, in particular for their most recent program, which had been
formulated and. implemented against considerable domestic opposition.
He agreed with the staff that the program was beset with a number of
risks, and he welcomed, therefore, the agreement to review developments
in January 1979. He urged the Portuguese authorities to persevere with
their efforts, not only because greater domestic and external stability.
was a prime need, but also because success in external borrowing would
require visible progress in the reduction of the current account deficit.
He fully supported the- proposed decision.

Mr. Kafka expressed support for the Portuguese request for a stand-
by arrangement. Portugal was obviously facing a tremendously difficult
gituation with great courage. Fortunately, the country was able to
count on relatively generous assistance from a variety of countries,
notably including Venegzuela. . ' :
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The staff had mentioned repeatedly the difficulties created for
Portugal by protectionism in-its partner countries, Mr. Kafka recalled.
Many of those countries appeared to prefer to lend rather than to import,
or to impose indebtedness upon a country rather than to let it earn its
own way. The situation was particularly serious in the case of a small
country like Portugal, where the failure of traditional industries to
find export markets was bound to lead to unemployment. Indeed, the
policy imposed upon Portugal by some of its partners constituted a net
loss for the country. It would have been interesting fto have a table
giving quantitative estimates of the impact of protectionism on Portugal.

The statistical information in the staff papers contained a number
of lacunae. For instance, there were no tables on the structure of
trade, and no details on items in the balance of payments such as gross
capital flows. As to matters of policy, there were a number of points
to be stressed. First, the reduction by one third in the current
deficit in the program period ending March 1979 was the same as that
envisaged in an earlier stand-by, but starting from a higher base. The
reduction seemed appropriate, but it would probably not have been any
larger if Portugal had been given a three-year extended Fund facility.
In some other cases, as a condition for a one-year stand-by, the staff
had insisted on a2 much larger first-year reduction in the current account
deficit, even where the financing of the deficit for the future was no
less uncertain than in the case of Portugal. It was precisely to avoid
such a lack of coordination that systematic monitoring of Fund policies
could be useful. It would be interesting in that connection if the
staff could furnish estimates of a.viable current account deficit for
Portugal over the coming three or four years.

The staff believed that in Portugal expenditure needed to be
shi fted rather more than reduced, Mr. Kafka noted. The question of
the option between. expenditure switching and expéenditure reduction
was not mainly a technical one; it was really a matter of choice between
more unemployment on the one hand and more inflation or perhaps only
more income redistribution, on the other. If it was a question of the
-gocial welfare function rather than a technical question, he wondered
whe ther the staff should comment upon it at all. Comment could prove
destebilizing if it became known to the market, as it could suggest the
possibility of an eventually larger devaluation in line with the staff's
preference. He was concerned that the paper spoke with such frankmess’
of the proposed rate of devaluation, and he wondered whether such infor-
mation could not have been outlined orally. Finally, was it necessary
for Portugal to have accepted so many performance clauses? For example,
the authorities had done remarkably well with the budget, and the estab-
lishment of separate ceilings for the budget and for govermment borrow-
ing seemed unnecessary.

Mr. Drabble said that he had been struck by the combination of
adverse factors that had affected Portugal. In addition to the universal
problems of rising energy costs and world recession, Portugal had had to
face dramatic political changes, a sharp shift in social objectives, and
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the disruptive effects of a sudden break: with the former colonies.
Those factors had made.adjustment more difficult and more prolonged
than could otherwise have been expected. In such difficult circum-
stances, accepting a one-year stand-by was probably the best course of
action; too much could not be expected of the country too rapidly.

_ Portugal had been forced to make many difficult short-term deci-
sions to meet short-term crises, Mr. Drabble said. The Government
would, however, have to develop, as soon as possible, a coherent program
to deal with the serious structural problems, such as the need to improve
both the agricultural and industrial sectors. Like Mr. Samuel-Lajeunesse,
he would be happy to comnsider a request for a longer stand-by as soon as
the authorities were able to present a medium-term strategy.

The present program seemed to have taken into account the areas of
weakness that had become apparent in 1977, Mr. Drabble observed. In the
1977 program, problems had followed the combination of weak monetary and
credit policies with the reluctance of the authorities to adjust the
exchange rate quickly enough. -The balance was difficult to strike; the
authorities had shown prudence of late in accepting the need for further
and more appreciable adjustments, both in the recent one-step deprecia-
tion and in the prospective rate of depreciation for the months ahead.
Caution would, however, be needed in devaluing the currency, given
Portugal's present political and social problems. TFor example, care

_should be taken to avoid intensifying the difficulties of developing a
satisfactory incomes policy. On the monetary side the authorities
needed to take some further action on credit policies and interest
rates. Without higher interest rates it would be difficult to deal
with problems such as speculative stockbuilding--which had contributed
to the pressure on imports--and the continued capital outflows. It
was gratifying to note that the Portuguese authorities had raised
interest rates and intended to keep the matter under review.

In a rather dramatlc way, Portugal 1llustrated a problem that had
faced the policymakers of many countries, Mr. Drabble commented. For .
many years Portugal had experienced a low rate of price increase; in
consequence, the people were accustomed fo low rates of interest. The
question that arose in such situations was how general public acceptance
of higher interest rates could be gained. In the Portuguese case there:
was perhaps a cultural lag rather than any real fear that rates of inter—
est close to the rate of inflation would do serious damage. The author-
ities appeared to be concerned that higher interest rates would place
constraints on the private sector. However, some constraints would be
advantageous; they would, for example, remove the temptation to specu-
late in commodities. . ~

It was not always realized by govermments, Mr. Drabble continued,
that extension of public control over wider areas of the economy meant
that more of the savings needed to generate investment had to come from
the public sector. The Portuguese authorities had been wise in making
moves to set more realistic. prices for the products of a number of public
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sector industries. Could the staff give any further details of the
savings made in public enterprises? In conclusion, he approved the
request for a stand-by arrangement and wished the authorities success

in the development of a medium-term strategy that would brlng Portugal's
economy back to a path of sound expansion.

Mr. Schneider welcomed thé successful conclusion of the negotiations
with the Portuguese authorities and stated his support for the one-year
stand-by arrangement. After many years on the sidelines of the interna-
tional financial community, Portugal, since 1974, had been exposed to a
number of major shocks in the political and economic fields. While the
Portuguese people were struggling for a new political identity, the
economy had had to cope with a number of difficulties going beyond those
experienced by other countries. After the revolution, the newly emerging
democratic Government had been overwhelmed with popular expectations that
could not be satisfied in the prevailing world economic situation. In
recent months the Portuguese authorities had apparently succeeded in con-
vincing the people.  that tough measures were needed to restore external
and internal equilibria. Taking into account the precarious political
situation, what had already been achieved should not be underestimated.
However, much more needed to be done to re~establish equilibrium; the
intention of the Portuguese authorities to set up a medium-term program
to deal with structural difficulties was therefore welcome. The program
outlined in the paper was courageous and ambitious, but only a step in
the right direction. Further measures would have to follow, and it would
take some time before maJor changes could be brought about.

Mr. Kent said he had followed with concern as well as sympathy the
long and difficult discussions both within Portugal itself and between
the country and the Fund. He commended the staff for its patience and
expressed his support for the proposed stand-by arrangement. A one-year
stand-by arrangement seemed appropriate, given the difficulties of pre-
dicting the changes that would take place during the period. Once the
results of the arrangement were clear, a program for a second and third
year could be elaborated. The most difficult work of changing trends
and directions would have to take place in the first year, and it was
the timing, and the way in which various factors would interact, that
made predictions so difficult.

He agreed with the previous speakers that, ultimately, a medium-
term strategy would be necessary, Mr. Kent remarked. - More immediately,
efforts should be made to strengthen monetary policy, which had proved
to be a major weakness in economic management in 1977. It was essential
that Portugal's credit standing should improve so that it could borrow
more, since it was unlikely that the balance of payments gap could be
closed very rapidly. The Portuguese situation proved that the Fund
could not adopt a universal prescription for economic problems in every
country. Portugal had found it extremely difficult to accept the Fund's
conditionality because to do so would require imposing further sacrifices
on a population that had already sacrificed much. Ii{ was to be hoped--
“rather optimistically, perhaps, in view of the pattern of exports and
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invisible earnings--that the progress made under the present program
would build up a certain momentum toward greater economic strength.

Obviously, protectionist barriers were a problem, Mr. Kent com-
mented; but, even if they were removed, the competition in the export
markets in which Portugal was involved was intense and growing. Inci-
dentally, the most effective way of reducing the effects of protectionism
could well be through concerted action to increase world trade, rather
than through extended campaigns to remove restrictions.

Mr. Cross indicated his support for the requested stand-by arrange-
ment and welcomed the stabilization program being implemented by the
Portuguese authorities. The adjustments required to return the economy
to internal and external equilibrium were substantial and could not be
easily or rapidly achieved. Obviously, much needed to be done, and the
proposed program only represented the next move in the adjustment
process. The year ahead would, nevertheless, be crucially important,
with a clear need to reverse the deterioration in the current account
and bring credit expansion under greater control. The costs in terms
of a marked slowdown in real growth and continued high unemployment
in 1978 would be significant.

He understood the political factors which precluded an increase in
interest ﬁ%tes to a2 positive level, Mr. Cross said, but, as conditions
permitted, he hoped that the Portuguese authorities would raise interest
rates to a level that would permit credit and savings to be allotted on
a more effective basis. He welcomed the reforms that would give the
authorities greater influence over monetary developments. Finally, he
hoped that Portugal would adhere closely to the program outlined in the
Letter of Intent. In doing sSo progress would be made toward economic
recovery, and toward the establishment of external confidence that would
bring greater access to foreign credits. He was confident that the
implementation of the program would permit continued Fund assistance,
perhaps under the extended Fund facility, or the supplementary financing
facility.

Mr. Hollensen supported Portugal's request for a stand-by arrange-

ment. The Portuguese authorities deserved commendation for the courageous

gsteps they had taken toward a fundamental adjustment of their economy.
Clearly, they wanted to lay the foundations for long-term structural
gconomic reconstruction and development.

Portugal had been affected adversely not only by world economic
problems, Mr. Hollensen remarked, but alsoc by the need to absorb large
numbers of people returning from former colonies. In view of the grave
problems facing the economy, the proposed stand-by arrangement appeared
rather modest; however, the Portuguese authorities were not yet in a
position to lay down a detailed long-term program. Large amounts of
money were expected to be made available to Portugal through bilateral
agreements with other countries, shortly after the approval of the
present stand-by. More financial support from the Fund would certainly
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be required later. It was to be hoped that at that time Portugal would
be able to achieve the necessary domestic and external equilibrium.

The adjustment measures in the present program, Mr. Hollensen said,
would not be easy to carry out. The authorities had chosen to place
emphasis on domestic credit restraint. He was rather concerned that
perhaps they had placed too great a burden on credit policy. Admittedly,
Portugal had traditionally enjoyed low interest levels and perhaps, as
Mr. Drabble had said, there was a cultural lag. However, monetary policy
was sometimes overburdened for the reason that it was an area little com-
prehended by the general public and the authorities could, for a certain
time, hide its effects. There were dangers inherent in such tactics.
Placing more emphasis on interest rates and exchange rate policy might
have given more room for real domestic expansion and less credit res-
traint, but such a course of action had apparently been politically
unacceptable. In conclusion, he hoped that the program decided on by
the authorities could be implemented without too muech strain on the
domestic situation.

Mr. Ruding commended both the Portuguese authorities and the Fund
staff for the outcome of the long and difficult negotiations that had
resulted in the present request for a stand-by arrangment, which he fully
supported. Portugal provided a unique case study of the Fund's condi-
tionality policies. ’

The one-year program proposed by the authorities was ambitious and
courageous, but it was inevitably insufficient to overcome the enormous
problems facing the country, Mr. Ruding said. The program certainly
provided an appropriate basis for a drawing under the Fund's second
credit tranche and for the unlocking of bilateral credits. Those cred-
its would be used to support the balance of payments, and their long
maturity would improve the country's debt profile. None of the loans
would, in the next year, contribute toward reducing the ever worsening
debt service ratio.

Like previous speakers, Mr. Ruding said, he felt that a medium-term
program was necessary and he was gratified to see that the Portuguese
authorities had taken steps in that direction. When an appropriate
program was presented to the Executive Board he would, in principle,
be ready to support the granting of an extended Fund facility. Because
of the structural factors involved, the extended Fund facility would
seem to be better tailored-to the country's needs than would a longer
stand-by arrangement. Noting that the present stand-by arrangement was
limited to the mecond credit tranche, he asked the staff, in connection
with the general discussion on conditionality, whether drawings under
the third and fourth tranches would have been accompanied by any stricter
conditionality.

The staff had correctly mentioned that the program put heavy
emphasis on domestic credit restraint, Mr. Ruding observed. Obviously,
there were political restraints to be borne in mind, but he wondered
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whether the proposal to raise nominal interest rates by 5 per cent
would be enough to reverse the outflow of funda. Did the staff consider
the interest rate question to be a weak point in the country's program?
The argument advanced by Mr. Kafka that Portuguese exports had been
harmed by the barriers raised in a number of countries that were cur-
rently providing balance of payments assistance was certainly thought
provoking. He would ensure that the point was made known to his own
authorities.

With regard to exports, Mr. Ruding continued, Portugal was rnot only
affected by cyclical problems but also by structural problems in the
sense that lost export markets in former colonies would not be recovered.
It was to be hoped that the Portuguese export performance would improve,
but the difficulties in the way of success were enormous. The restric-
tions that the Portuguese authorities had placed on access to their
economy were to some extent understandable. The staff had emphasized
the need to dismantle those restrictions, but perhaps Mr. Dini was right
in saying that too much pressure should not be applied in that direction.
The Portuguese authorities were rightly committed to establishing a more
open economy, and the matter should certainly be stressed in the medium
if not in the short term.

Mr. Mayobre expressed his support for the proposed stand-by
arrangement. -Portugal's economic program, which obviously drew on the
experience of past years, was courageous and ambitious, without being
overambitious. Tax and incomes policies were well balanced; allowance
had been made for a small but reasonable growth rate; and adequate
emphasis had been given to monetary policies. As Mr. Drabble had
remarked, the country's difficulties had arisen from a unique combina-
tion of events. However, in his view, two of those events~-democrati-
zation and decolonization--were to be welcomed, in spite of the economic
problems they might have caused.

As to. the problems connected with protectionism, Mr. Mayobre said
that he shared the views expressed by Mr. Kafka. It was encouraging
to note the support given to Portugal by the international community.
Venezuela, for example, had made an unconditional contribution as a
token of its appreciation of the efforts and policies of the Portuguese
authorities. Finally, he asked the staff whether the impact of the
trade liberalization on the balance of payments had been quantified or
assessed, and to what extent those measures would offset some of the
other policies that were to be undertaken.

Mr. Masunaga congratulated the Portuguese authorities and the staff
for the successful completion of their long and difficult negotiations;
he supported the resulting request for a stand-by arrangement. The
Portuguese authorities were facing many problems, of both a structural
and a short-term nature. ‘The measures contained in the Portuguese
program as well as those that the authorities had already taken would
be essential as the first step in the stabilization effort required for
the re-establishment of confidence in the management of the economy.
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It might be true, as Mr. Hollensen had remarked, that the program put
great emphasis on monetary policy, but that was inevitable in view of
the program's rather short-tern objectives. In conjunction with several
other countries Japan had extended balance of payments assistance to
Portugal in 1977, and he would be interested to see how well the
Portuguese authorities could adhere to the program set out in the stand-
by arrangement. The arrangement was, of course, only a first step, since
even after its completion a substantial balance of payments deficit would
gtill remain. Portugal's situmtion was extremely difficult. A great
effort was needed to.re-establish and especially to restructure the
economy; achieving those objectives would be as important as achieving
the shortterm objectives contained in the program. Finally, he wondered
how valuable Fund assistance could be, particularly in the form of the
extended Fund facility and drawings in the higher credit tranches. (:)
!
Mr. Caranicas mentioned that the Portuguese experience could well
be used as a case study for the Executive Board's current discussions
on conditionality. He warmly supported the request for a stand-by
arrangement; both the staff and the Portuguese authorities should be
. commended for their patience and flexibility that had led to its
successful conclusion.

It was clear, Mr. Caranicas said, that many countries sought a
stand-by agreement with the Fund because they considered it as a green
light for further accommodations with the commercial banks and the
international market in general. The Portuguese authorities had cer-
tainly been motivated by such a consideration, as the staff had pointed
out on page 10 of EBS/78/228, Supplement 1 and as Mr. Constancio, the
Portuguese Minister of Finance, had acknowledged on Portuguese television
on May 22. - A major purpose of the stand-by arrangement was, therefore,
to reassure commercial banks and other potential lenders, whose assis- (:)
tance wag contingent on an upper credit tranche stand-by, that Portugal
was following the right policies.

On the external side, Mr. Caranicas said, he agreed with Mr. Dini
that the staff had overstated the degree of restrictiveness of Portugal's
trade and payments arrangements. Certainly, it seemed impossible to
"dismantle" completely those restrictions in the foreseeable future.

Mr. Kafka had made an interesting observation on protectionism when
he had said that what some countries had given to Portugal with one
hand they had taken away with the other. It was unquestionable that
most developing countries would prefer trade to aid.

Portugal'as economic problems could not be solved by restrictive
demand management measures alone, Mr. Caranicas argued. The nature of
the country's structural difficulties demonstrated that there were many
elements outside the Portuguese authorities' control; at least for the
time being, Portugal would be compelled to rely extensively on external
financing in the form of international credits.
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Finally, referring to the preliminary negotiations between Portugal
and the European Communities, Mr. Caranicas wondered whether the poli-
tical benefits of joining the Communities might not be offset by an
aggravation of Portugal's economic difficulties; EEC regulations could
have harmful effects on the present state of the Portuguese economy.
That  fear had been expressed in a recent article in The Economist which
had been aptly titled "Come In, Portugal, and Welcome to Trouble.”

Mr. Kharmawan maintained that the conditionality accepted by Portugal
was no harsher than that already accepted by a number of other countries.
Indeed, the conditionality agreed with some developing countries had gone
well beyond that outlined in the Portuguese arrangement. It was, there-
fore, difficult to understand' why the arrangement had generated so much
outside comment. Obviously the conditions seemed hard to a country still
recovering from major social -and political changes; perhaps the Portuguese
authorities could console themselves by the example of the Netherlands,
which had not suffered lasting economic damage as a result of granting
sovereignty to Indonesia. In fact, losing colonies often meant liberation
from an economic burden. g ‘ '

The authorities had been wise to limit their arrangement to one’
year, Mr. Kharmawan observed. Many countries, including notably"
Indonesia, had come to the Fund for three or four consecutive years to
ask for assistance, and had gradually been able to turn their economies
around. The Portuguese authorities should not feel inhibited in taking
such an approach; it should be clearly acknowledged that serious imbal-
ances could not be reversed in one year.

Why was the staff so concerned that the shift from demand to time
deposits could lead to greater liquidity, Mr. Kharmawan inquired. Even
if the shift was accompanied by an increase in liquidity in the banks,
such an increase could well be controlled by the credit restrictions and
the lending rate measures that figured in the authorities' overall pro--
gram. In his view, shifts from demand to time deposits should be welcome.
He also wondered why the staff had specifiéd the dismantling of certain
trade and payments restrictions as-a performance criterion. Would it not
have been more appropriate in the Portuguese case to have considered
"dismantling” as a general objective rather than as a specific performance
criterion? He would appreciate staff comments on the nature of the bila-
teral credits that would be paid to Portugal. Would they be used for
project aid or uniquely as balance of payments 2id? What had happened - -
to the countérpart funds? - o

Mr. Nana-Sinkam stated his support for the proposed stand-by arrange-
ment. He wondered whether the Portuguese situation could not have been
accommodated better by an extended Fund facility than by a one-year stand-
by program. The country's problems were mainly structural, and attempts
to solve them by short-term solutions might prove more damaging to the
country than attempts to solve them by a medium-term or long-term approach.
Unfortunately, any-drastic measures taken to 'solve Portugal's problems
might well have a detrimental 1mpact on the economies of its -former colon~-

ies. Those countries had provided markets for Portuguese exports, a
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fact that went far to explain Portugal's .present difficulties in estab-
lishing a wider export market. It should also be remembered, however,
that the production system in the former colonies had been tailored in
reciprocal fashion to serve the market of the mother country. Any
deterioration in the economic situation of Portugal, therefore, would
be strongly felt in those countries, which themselves had yet to estab~-
lish new markets for their exports. The staff should perhaps have tried
to assess in financial terms the outcome of trade liberalization for

- Portugal. In conclusion, he welcomed the fact that, because of the
political situation in Portugal and the need to avoid jeopardizing
social measures and changes that were under way, the Fund had been
realistic enough not to recommend any conditionality extending beyond
that associated with the second credit tranche.

The staff representative from the European Department explained, .
in reply to Mr. Samuel-Lajeunesse, that the 20 per cent objective
referred to contractual wages and not to wages in general, which might
conceivably rise by more or less than that figure. The 30 per cent
minimum wage applied to relatively few workers, and even though the
objective for the increase in contractual wages was 20 per cent, there
was legislation on the books that would permit individual firms in
financial distress to suspend labor contracts. In short, the two
figures referred to different areas of the labor market, and the end
result was difficult to estimate with any degree of confidence. The
share of wages in total income was about the same as in 1973, as
Mr. Pieske had calculated. At present the distribution of income per se
was less of a problem than the disposition of what could be called the
economic surplus. More attention was required in that area because it
would be undesirable for the surplus to be taken up in speculation or
capital flight.

On the fiscal side, - the staff representative indicated, there had
been considerable achievements during 1977 in reducing both the public
gsector current account deficit and the overall deficit. It was a
major objective of the authorities that such reductions should continue.
There were problems with the generation of surpluses in public sector
enterprises not included under the public sector budget. The authorities
were conscious of the problems and had, among other actions, recently
increased the prices charged by public sector enterprises, with a view
to reducing the need for govermment subsidies. More generally, the
authorities were planning to reduce subsidies to the point where some
modification in wages policy might become necessary in one or more of
the public sector enterprises.

Many Executive Directors had correctly observed that the main
emphasis of the program concerned monetary policy, the staff representa-
tive stated. Many problems remained. For example, it was difficult to
know precisely the final figures for domestic credit expansion at the
end of March 1978. The authorities were addressing the problem and were
determined to solve it at an early stage in the course of the stand-by
period. The introduction of variable interest rates would seem to require
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more of an upset to the existing arrangements than would be worthwhile
in present circumstances. The issue was, however, under continuing
study by the authorities. The shift toward time deposits and the
resulting creation of excess liquidity in the banking system had proved
a problem in 1977 when, in fact, credit restraint had been ineffective.
The..increase in the liquidity of the banking system had contributed to
the expansion of domestic credit beyond the ceiling. That particular
side effect.had been eliminated by the introduction .of an across-the-
board 7 per cent reserve requirement.

Replying to speakers who had inquired whether interest rates were
high enough in relation to the rate of inflation, the staff representative
explained that the GDP deflator was expected to rise by 25 per cent,
slightly less than in 1977; that the rediscount rate was 2% per cent; and
that the time deposit rate was 19 per cent. Certainly, interest rates
were rather low, but they could well be adequate, particularly if prices
slowed down .more than had been indicated, as was possible. Positive
interest rates could be attained not only by raising nominal interest .
rates but also by having prices slow down somewhat over the program
period. :

- The staff's candor on exchange rate questions, the staff represen-
tative ':said, was no greater than that of the Portuguese authorities

‘themselves. On a number of occasions, their candor had, in fact, taken

the staff by surprise. They seemed to feel that, on such a sensitive
subject, "candor was the better part of valor" and that the market
should not be left with a degree of uncertainty, which could be harmful
if-the exchange rate continued sliding without any clear objective
being stated. The Portuguese authorities were quite clear.-in their own

- .minds that any one-time devaluation would do more damage to the economy

than a sliding or crawling peg devaluation. The staff had no objection

~. to their approach as long as, for example, interest rate policy was

adapted accordingly.

Some Executive Directors, the staff representative recalled, would
have preferred it if the staff had not expressed its preference between
relatively more expenditure switching and relatively more expenditure
reduction. In fact, the staff accepted the Portuguese authorities'
judgment on that matter, which was one that went beyond technical judg-
ments or social policy judgments. There were several ways of attaining
specific objectives, and the staff had felt that, whatever its own
predilections, as long as the program was adequate for the task, the
exact policy mix had to be decided by the Portuguese authorities.

Perhaps the staff had overstated the issue of restrictions in
Portugal by speaking of "dismantling,” the staff representative acknow-
ledged. In its paper the staff had intended to convey the degree to
which the Portuguese authorities, despite their difficulties, were deter-
mined to reduce what might be regarded as a relatively moderate degree
of restrictiveness: They were determined to reduce restrictions not so
much for ideological as for functional reasons; quite simply, the system
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of restrictions in force had done very little to reduce imports and had,
apparently, become a source of income to those who.administered it.
Moreover, the increased costs of imports that the restrictions had
caused had increased costs for a variety of other productive activities,
including exports. In the conditions of 1977, it was less easy for
exporters to pass on the increased costs than for those selling in the
domestic market. The restrictions, therefore, posed an additional
difficulty for exports, and the Portuguese authorities were anxious to
reduce them as soon as possible.

The Portuguese authorities had requested a one-year stand-by for
reasons mentioned during the discussion, the staff representative
indicated. Above all, the authorities were not at present in a position
to formulate a longer term program. The stand-by had been restricted
to one credit tranche, because the Fund wanted to husband its resources.
It should not be forgotten that the stand-by acted as a trigger to
release a large portion of the so-called "Paris credits,” adding up to a
total of US$750 million. As Mr. Mayobre had quite correctly pointed out,
not all those credits were contingent on the Fund stand-by; but, a very
large proportion was. By saving its own resources, the Fund would be in
a position to contribute to financing future deficits of the Portuguese
balance of payments. Certainly, Fund help would be required beyond the
present stand-by arrangement; it was gratifying to hear some Executive
Directors say that they would be prepared to give favorable consideration
to further stand ~-by requests.

The Director of the Exchange and Trade Relations Department,
referring to the seemingly paradoxical position in which some countries
gave aid to Portugal, while at the same time placing restrictions on
the country's exports, explained that Portuguese exports were structurally
difficult for many countries to absorb without adequate adjustment assis-
tance to their own industries. It was true that nearly all those countries
that restricted imports of Portuguese textiles had higher per capita
income figures than Portugal. However, they also had considerable unem-
ployment, especially in the textile industry, which was difficult to
eradicate. In certain economies thoughtful and careful consideration
would have to be given to the whole problem of adjustment in those
. industries, which would gradually have to be phased out. The subject was
at present under intense negotiation in the GATT.

Mr. Dini stated that Portugal was well aware that a major adjustment
effort was required in the short run to reduce the balance of payments
deficit to more manageable proportions. The financial program supported
by the requested stand-by arrangement was a long step along the path of
adjustment. The Portuguese authorities valued the assistance of the
Fund; they were in the process of developing a medium-term strategy to
correct the more fundamental causes of the imbalances existing in the
economy, and they were likely to return to the Fund for a more extended
use of Fund resources in the near future. In his view, the present
policy mix was well balanced and adequate for the circumstances; it did
not place undue weight on a single policy instrument. The authorities
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were pursuing not only stringent wage, fiscal, and credit policies, but
also a flexible exchange rate policy designed to keep the exchange rate
in line with domestic cost-price developments in order to maintain
competitiveness, which had been restored to a comfortable level.

¥While interest rates had lagged behind inflation in the past, the
Portuguese authorities had increased them by as much as 10 percentage
points since August 1977, Mr. Dini recalled, although interest. rate
policy continued to be a sensitive issue. Interest rates well above
20 per cent were regarded as even more disturbing in Portugal than
similar rates of inflation; it was feared, for example, that they might
bring about the collapse of the constructlon sector, which had supported
economic activity in the recent period.

It was correct, Mr. Dini said, that the loss of nonmetropolitan
territories in Africa had had adverse effects on the economy, but that
was mainly because decolonization had come at a time when major changes
were taking place within Portugal itself. The domestic changes had been
far more important for the economy than the loss of assured export out-
lets to the former territories. Regarding the trade and payments system,
he was satisfied that it had been recognized that its degree of restric-~
tiveness was rather modest, and that the language used in the staff
report had tended to overstate the present situation.

Mr. Samuel-Lajeunesse expressed a feeling of uneasiness that Fund
assistance should be linked to outside assistance. The two issues were
clearly separate. '

. The staff representative from the European Depariment, in reply to
questions from Mr. Kharmawan, explained that the performance criteria, in
specifying the dismantling of trade and payments restrictions, reflected
a desire to reinforce the commitment of the Portuguese authorities to
correct the balance of payments through methods that would promote export
performance, rather than through restrictive methods, which, at best,
would provide only temporary solutions: The Portuguese authorities had
raised no objections to it. With regard to the "Paris credits,” none
of the resources would be used for project aid; they were all earmarked -
fos medium-term balance of payments assistance. Most of the funds would

disbursed to the Bank of,Portugal and would not give rise to any
counterpart funds. The immediate effect would be an increase in the
Bank of Portugal's foreign assets and, of course, in its foreign
"liabilities. K '

Finally, the staff representative proposed a number of textual

amendments to,-the stand-by arrangement annexed to EBS/78/228,
Supplement .1 (5/23/78). First, the words "of letter" should be deleted
from the third line of paragraph 3. Second, the date June 5 should be
added -to the first line of paragraph 4. Third, in paragraph 8(c) ‘the
final four words of the second line~-"at the time of"~-should be deleted;
in the third line the first two words--' the repurchase"--ghould be
deleted.
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The Executive Board accepted the proposed amendments, and approved
the following decision:

1. The Portuguese authorities have requested a stand-by
arrangement for one year from June 5, 1978 and for the equivalent
of SDR 57.35 million. The Fund approves the stand-by arrangement
annexed to EBS/78/228, Supplement 2 (6/6/78), and grants any
necessary waiver of the conditions of Article V, Section 3(b)(iii),
of the Articles of Agreement.

2 The Fund approves the retention by Portugal of the remain-
ing restrictions on payments and transfers for current international
transactions as described in EBS/77/100 and EBS/78/228, Supplement 1,
until January 31, 1979. (:)

Decision No. 5795-(78/81), adopted
June 5, 1978

3 CONDITIONALITY IN UPPER CREDIT TRANCHES R

The Executive Directors continued from the previous meeting
(EBM/78/80, 6/2/78), their review of a staff paper on conditionality
in the use of the Fund's resources in the upper credit tranches —
(sM/78/103, 4/19/78; Cor. 1, 4/21/78; and Sup. 1, 6/1/78).

M Matsunaga stated that conditionality was undoubtedly the most
importaQE\ibature of the Fund's assistance to member countries. Without
conditionali there would be no need for the Fund's financial assistance,

tmken over by the private banking system. What could be
debated was the extén} and nature of the conditionality that the Fund <::}

‘ality should be. In the past few years\\there had been numerous com-

plaints from persons outside the Fund thatsthe Fund's conditionality was
too harsh. It should be remembered, howevernathat in recent years many
countries had suffered particularly severe imba¥,
and that major steps had been required to enable

measures. Conditionality could have been less strict if recodmse to the
Fund had been. made earlier. Coming to the Fund early could less®
friction or conflict. Weakening conditionality at a later stage wo
only worsen or prolong a country's problems. One occasion on which a
member country could be encouraged to make early use of the Fund's
resources would be at the time of the discussion between the member and
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CONFIDENTIAL

INTERNATIONAL MONETARY FUND

Portugal--Request for Stand-By Arrangement

Prepared by the European and Exchange
and Trade Relations Departments

(In consultation with the Legal, Research,
and Treasurer's Departments)

Approved by A. Pfeifer and Donald K. Palmer

May 1Y, 1978

In a letter dated May &, 1978 to the Managing Director from the Minister
of Finance and Planning and the Governor of the Bank of Portugal (EBS/78/228,
5/9/78 and Correction 1, 5/22/78), the Portuguese authorities have requested a
stand—-by arrangement for a period of one year in an amount equivalent to
SDR 57.35 million. If fully purchased, this would bring the Fund's holdings
of escudus to 267.8 per cent of the new quota of SDR 172 million, or 150 per
cent of quota after excluding purchases under the o0il and compensatory financing
facilities. The stabilization program that forms the basis for this request
was discussed with the Portuguese authorities in Lisbon in the period from
March 29 to April 29, 1Y78 by a staff mission comprising Hans Schmitt (EUR),
Peter Engstrom (ETR), Brian Stuart (KUR), Claire Craik (EUR), and as secretary,
Kathleen belauder (ETR).

I. Fund Relations

Portugal became a participant in the Special Drawing Rights Department
on July 22, 1975. Its SDR holdings, which were acquired from the General
Resources Account to pay charges in connection with the use of Fund resources,
amounted to SDR 0.2 million at the end of April 1978.

Portugal's old quota was SDR 117 million, The gold tranche of
SDR 29.25 million was purchased in July and December 1975 and two purchases
totaling SWR 114.8 million under the 1975 o0il facility were made in January
and April 1976. A purchase of SDR 58.5 million, equivalent to 50 per cent of
quota, was made under the compensatory financing facility in July 1976, and
another of SDR 29.25 million, representing a further 25 per cent of quota,
in July 1977, The Executive Board approved a stand-by arrangement in the
enlarged first credit tranche (SDR 42.4 million or 36,25 per cent of Portugal's
old quota of SDR 117 million) in April 1977, and the full amount was drawn in
May 1977. Portugal's new quota is SDR 172 million. Of the additional subscrip-
tion, 25 per cent is being paid in the currencies of other members. After the
paynent of the quota increase, the Fund's holdings of Portuguese escudos will
amount to 116.66 per cent of the present quota excluding amounts outstanding
under the oil facility and compensatory financing facility, and 234.42 per
cent including these amounts.



From March 1973 to February 1977, the escudo was allowed to float,
although the exchange rate was in practice set by the Bank of Portugal. During
that period the effective exchange rate depreciated by 19.5 per cent. On
February 25, 1977 the escudo was depreciated by 15 per cent, and pegged to a
basket of currencies. Between that date and end-August 1977, the effective
exchange rate was maintained at a level some 30.75 per cent below that of
May 1, 1970. On August 25, 1977, the Portuguese announced that a crawling
peg system was to be introduced for the escudo, to compensate for differential
price developments in Portugal and its main trading partners. After an initial
drop of about 4 per cent, the authorities began on September 15 to quote for—
ward rates for the currencies of major trading partners for one, three, and
six months ahead, reflecting a prospective depreciation of 1 percentage point
a month. This policy remained in effect until March 1978, when the deprecia-
tion of the escudo was accelerated. Following a further step adjustment in
the effective rate of 6.1 per cent in early May 1978, the authorities announced
that the escudo would be allowed to depreciate at a monthly rate of about
1.425 per cent but they discontinued the practice of quoting forward rates.

On May 12, 1978 the effective exchange rate was at a level some 43.3 per cent
below that of May 1, 1970.

The Fund approved the multiple currency practices and restrictions on
current payments and transfers that were in effect on April 25, 1977 until
the time of the next Article XIV consultation. From October 1976 a 50 per cent
advance import deposit for six months was required on approximately 7.5 per
cent of imports; this requirement was withdrawn at the end of December 1977.
An import surcharge that was introduced in May 1975 remains in effect; some
29 per cent of 197b imports are currently subject to a 30 per cent surcharge,
and 2 per cent of 1976 imports are subject to a 60 per cent surcharge. The
Portuguese authorities have announced a schedule for gradually phasing out
the 30 per cent import surcharge between October 1, 1978 and October 1, 1979;
they have also stated their intention to phase out the 60 per cent surcharge
beginning in 197Y. Quantitative import quotas in value terms announced in
February 1977 on items accounting for about 4 per cent of 1976 imports were
raised in April 1978 to an annual rate which in foreign exchange terms is
equivalent to the value of these quotas in the year to March 1978. Similar
quotas on automobile parts, accounting for about 3 per cent of 1976 imports,
remain fixed in escudo terms. Both are to be reviewed before the end of
January 1979.

In late 1977 the process of authorizing imports was subject to some
delays, partly in conjunction with the introduction of new administrative pro-
cedures. As a result, a backlog of applications has built up. However, from
May 2, 1978 all applications for imports of raw materials and intermediate
goods are once more authorized automatically. This automatic procedure will
be extended to all other categories of imports not subject to quantitative
restrictions no later than June 30, 1978.

Economic developments and policies in Portugal were reviewed in the
staff paper supporting the request for a stand-by arrangement in the enlarged
first credit tranche (EBS/77/100, 4/12/77) which was considered by the Execu-
tive Directors at EBM/77/61 (4/25/77). More recent developments were discussed
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in the staff paper supporting Portugal's request for a second purchase under
the compensatory financing facility (EBS/77/264, 7/19/77 and Sup. 1), which
was considered by the Executive Directors at EBM/77/112 (7/27/77), and in the
staff paper on Portugal's exchange system (EBS/77/332, 9/2/77). The most
recent Article XIV consultation discussions with Portugal took place in June
1976; the Staff Report (SM/76/186, 8/20/76 and Sup. 1) was discussed by the
Executive Board at EBM/76/141 (9/19/76). Recent economic developments were
reviewed in SM/76/188 (8/31/76).

II. Bécent Economic Developments

Beginning in 1974, Portugal's balance of payments, which had traditionally
been in surplus, moved into substantial deficit. Major shocks to the economy
had been delivered by the quadrupling of o0il prices abroad, by the revolution
at home, the loss of colonial markets, and the onset of a major world reces-
sion. In relation to GDP, an external current account surplus equivalent to
3 per cent in 1973 was turned into deficits of 6 per cent in 1975 and 9 per
cent in 1977. The overall balance on nonmonetary transactions changed from a
surplus of US$328 million to deficits of US$1,U14 million and US$$1,480 million
over the same years. As a result, a net foreign asset position of the banking
system of US52,900 million at the end of 1973 changed to a net foreign liabi-
lity position of US551,100 million at the end of 1977; in both these figures
gold is valued at the equivalent of SDR 35 per ounce.

1. Structural shifts

The adjustment problem in Portugal is complicated by the major structural
shifts that have taken place both in the domestic economy and in its relations
with the outside world. 1In the five years before 1974, GDP had grown at an
average rate of 7 per cent per annum. Substantial surpluses in the balance
of payments were then achieved mainly through rapidly rising receipts from
tourism and from workers' remittances. In 1973, commodity export earnings
covered 49 per cent of imports of goods and services, gross tourist earnings
a further 15 per cent, and workers' remittances 30 per cent. Portuguese workers
abroad numbered some 800,000 or about a quarter of the labor force remaining
in Portugal.

This somewhat precarious structure was shaken, even before the revolution
of April 25, 1974, by the sharp rise in world petroleum prices at the turn of
the year. As a result, net imports of petroleum and petroleum products rose
from US$150 million in 1973 to US$540 million in 1975, equivalent to two thirds
of the deficit on current account, and then to approximately US$/70 million in
1977. There was little opportunity to compensate by expanding exports in con-
ditions of world recession; relative to 1973 Portuguese export markets actually
shrank through 1975, and expanded by only 11 per cent in the four years to
1Y77. In addition, gross tourist receipts in 1977 covered only 8 per cent of
imports of goods and services, and workers' remittances only 23 per cent.



The primary external objective of the 1974 revolution had been to end
the colonial wars and recognize the independence of the former overseas ter-
ritories. Achievement of this objective meant the loss of substantial markets
for Portuguese exports there; the share of total exports going to Angola and
Mozambique declined steadily from 12 per cent in 1Y73 to 3 per cent in 1976,
before recovering slightly to 5 per cent in 1977. It also meant a major
reflux of Portuguese settlers from the former colonies~—an estimated 500,000
returnees added b per cent to Portugal's population in the two years following
the revolution. This loss of markets and of employment opportunities abroad
was superimposed on that induced by the world recession that had followed the
energy crisis.

From an economic viewpoint, .adjustment to an increase in the resident
labor force in conditions of shrinking markets would have required an initial N
cut in real wages. However, in the short run at least, such an adjustment A
would have run counter to the major domestic objective of the 1974 revolution,
that of achieving a substantial increase in the standard of living of the
working population. Accordingly, in comparison with 1973 real wages rose
21 per cent by 1975, and despite their decline in subsequent years, they still
stood 13 per cent higher in 1977 than in 1973. To be sure, real GDP recovered
again after falling in 1975, and in 1977 stood 9 per cent above its 1973 level.
However, the volume of exports in 1977 still remained 6 per cent below that
recorded in 1973, there having been a loss of 15 per cent in market shares.

The social goals of the 1974 revolution and the inflow of returnees
required a considerable expansion of public sector activities. Tax rates and
social security contributions were successively raised, giving the tax system
considerable buoyancy. Nevertheless, the financial position of the public
sector deteriorated markedly. 1Its overall balance swung from a surplus equi-
valent to 2 per cent of GDP in 1973 to a deficit equivalent to 1l per cent of
GDP in 1975, and despite determined efforts at control remained at about 8 per (:)
cent in 1977. The initial deterioration could be traced largely to current
transfers and subsidies, including extra-budgetary Treasury operations. More
recently, however, capital expenditures have increased while the current
deficit was reduced from a high of almost 5 per cent of GDP in 1976 to about
1 per cent in 1977.

The iwpact of the events of 1974 also led to a marked loss of confidence
in the monetary system. Compared with 1Y73, the public's holdings of broad
money declined in real terms to 83 per cent in 1975, and further to 80 per
cent in 1977. The public’s holdings of broad money in relation to GDP had
increased from 75 per cent to 95 per cent in the five years prior to the
revolution; by 1Y77 this ratio declined once more to 80 per cent as inflation
accelerated, while interest rates were kept low. As the capacity of the
monetary system to mobilize domestic resources shrank, a substantial portion
of domestic credit had to be financed from abroad, particularly as production
and its financing requirements recovered after 1975. Thus, the proportion of
domestic credit expansion financed from reserves and net foreign borrowing by
the banking svstem rose to 45 per cent in 1975, and despite corrective measures
remained at 35 per cent in 1977.
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2. The 1977 stabilization program

The need for external adjustment--through the containment of demand or a
reduction in incomes—~—did not seem pressing as long as international reserves
remained ample. By the end of 1976, however, the deterioration had assumed
proportions that induced the authorities to prepare the stabilization program
that was implemented in the opening months of 1977. A major objective was to
reduce the deficit on external current account from about US$$1,250 million in
1976 to US$80U million. A modest inflow of autonomous capital was expected
to restrict the overall deficit to about US5650 million. In the event, the
external situation far from improving deteriorated further, with both the
current account and overall deficits expanding to almost US$1,500 million in
1977, or Y per cent of GDP.

a. The policy package

To help achieve the targets set at the beginning of the year, the escudo
was depreciated by 15 per cent on February 25, 1977 (Chart 1). Legislation
limiting wage increases to 15 per cent was passed to restrain private consump-
tion, the system of price controls was liberalized, and prices of a basket of
basic commodities were raised before being frozem for a year. The public sector
budget for 1977 had already provided for a reduced current deficit, with little
change brojected in the overall deficit despite the considerable intervening
price inflation that had occurred. Sales taxes were raised and the prices of
petroleum products, a direct source of government revenue, were also increased.
Targets for public sector borrowing and overall credit expansion were set, on
the basis of a projected expansion of the money stock several percentage points
less than the expected growth in nominal income. Interest rates were increased
by 1.5 percentage points. In addition, import quotas in escudo terms were
imposed on items accounting for some 7 per cent of total imports, mainly auto-
mobile parts, household appliances, coffee, and bananas, and the 60 per cent
surcharge was extended to an additional 1 per cent of imports.

b. 7The domestic ecomnomy

The measures taken early in the year did not prevent gross domestic pro-—
duct from growing some 6 per cent in 1977, the same rate as the year before.
In contrast to the original hopes and expectations, such growth was not
achieved through an improvement in the external current account, but rather
by an unexpected buoyancy in domestic expenditure (Table 1). This buoyancy
was related primarily to a resurgence of stockbuilding, much of it apparently
of a speculative character. There was some revival in domestic fixed capital
formation, too., Public consumption, following a major increase in 1976, was
held to an expansion of 2 per cent. Despite the reduction in real wages,
private consumption still rose slightly, perhaps reflecting some speculative
buying also.

The production response to high demand differed among sectors. Agricul-
tural production declined by an estimated 10 per cent in 1Y77, mainly because
of the weather. Manufacturing output, on the other hand, grew by more than
Y per cent during 1977, to well above its previous peak in early 1974 (Chart 2),



but most of this expansion was directed to the domestic market; at least two
important export industries, textiles and wood and cork, experienced declines
since 1Y74. Construction, meanwhile, expanded by 11 per cent in 1977.

The continued high rate of economic growth did not lead to any signifi-
cant improvement in employment opportunities as the increase in output was
achieved largely through higher productivity. Many firms continue to have
an excess of labor due to legal barriers against dismissals. As a result, new
entrants to the labor force are encountering severe employment problems. Thus,
the rate of unemployment rose somewhat further in the course of the year, to
an estimated 7 per cent of the end-1977 labor force. At the same time, limits
on usable plant capacity in expanding sectors contributed to a worsening of
inflationary pressures (Table 2). Price increases accelerated from about
15 per cent in mid-1976 to a peak of 40 per cent in May 1977, before stabili-
zing somewhat. For 1977 as a whole, consumer prices still rose on average by
27 per cent,

Despite this sharp increase in prices, the policy of limiting wage
increases to 15 per cent was remarkably effective: the annual average wage
bill in manufacturing increased by 18 per cent. Real wages in manufacturing
declined by about 7 per cent. However, looked at from the point of view of
international competitiveness, the combined effect of devaluation, wage
restraint and improved productivity still left Portugal's unit labor costs in
1977 above those prevailing in 1973 relative to those of major trading part-
ners. In addition, the increase in profitability does not appear to have
been restricted to goods entering international trade, as the buoyancy of home
demand seems to have raised the price of home goods as well.

¢c. Monetary policy and developments

Until recently, the authorities pursued an accomodating monetary policy
which permitted a rapid expansion of domestic credit. By end-1976, the growth
in domestic credit, measured in terms of the stock of broad money (M2) at the
beginning of the year, reached 26 per cent compared with a postrevolutionary
low of 16 per cent in early 1975 (Table 3). The initial target for domestic
credit expansion of Esc 130 billion in 1977 would have brought a further
acceleration in the growth of credit to 28 per cent similarly measured. It was
nevertheless thought consistent with a significant improvement in the balance
of payments on the assumption that the demand for money balances would also
recover.

Though the income velocity of money had increased by 10 per cent in
response to accelerated inflation in 1976, the stabilization effort in February
1977 was expected to act as a partial offset, and velocity was thus projected
to rise by somewhat less in 1977. In the event, a renewed sharp increase in
prices nullified this effect, contributing also to a further rise in the demand
for credit, in part to finance speculative inventories and capital flight.

At least initially, there was little restraint on credit expansion from the
supply side. Thus, domestic credit in 1977 expanded by much more than the
target, namely by Esc 159 billion or 35 per cent of the initial money stock,
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and although the money stock itself still grew by 23 per cent, the loss of
net foreign assets of the banking system reached nearly Esc 58 billion, com~
pared with the intended Esc 25 billion.

Credit restraint would in any case have been difficult to implement.
The link between the monetary base and the money supply was considerably
weakened after the 1974 revolution by wide variations in the composition of
the money held by the public (Chart 3). The redistribution of income to
people less accustomed to dealing with banks, as well as reduced confidence
in the banking system, resulted in a marked shift from deposits to currency;
this shift has only partly been reversed to date. In addition, reserve
requirements for banks varied among types of deposits, while the major savings
bank was exempt from reserve requirements altogether, so that the demand for
reserve money changed with each shift between types of deposits or between
banks. Finally, in the absence of an interbank money market the excess reserve
position varied a great deal among individual banks.

However, measures were taken throughout 1977 and in early 1978 to improve
the efficiency of monetary control. The principal ones include the introduc-
tion of an interbank money market, the reduction of rediscount quotas, and
finally the establishment of a uniform reserve requirement. As a result,
excess liquidity was initially redistributed within the banking system, and
then gradually eliminated.

d. Fiscal policy and developments

The overall public sector deficit was held virtually constant in 1977
despite inflation; at Esc 54 billion it was even lower than the Esc 57 billion
originally budgeted. 1/ However, unexpected difficulties were encountered
with its financing, resulting in a larger recourse to the banking system than
had been planned.

The original 1977 budget was designed to reduce the public sector deficit
on current account, and by keeping the overall deficit virtually constant in
nominal terms, to reduce it from 1l per cent to 9 per cent of nominal GDP. A
basket of essential goods was defined whose prices were initially increased by

. more than 20 per cent; they were then kept constant through subsidies partially

financed by a 20 per cent increase in gasoline prices in January, and a further
25 per cent increase in August 1977. An unexpected deficit in the social
security system was in part offset by higher rates for the sales tax. Finally,
spending authorizations were increased in mid-year when tax receipts began to
exceed forecasts due to inflation—induced increases in the tax base, but actual
spending was held back by customary administrative delays.

With a smaller carryover of 1977 budget expenditure to 1978 than had
originally been anticipated, the total financing requirement remained about
the same as originally foreseen. However, only Esc 4 billion, rather than an

1/ The “public sector' concept includes Central and local governments, the
social security system, and other administrative agencies, but excludes
nationalized enterprises.



expected Esc 1lb billion, could be financed by borrowing from the nonbank
public. This development reflected the general unattractivemess of financial
assets with a negative real rate of return, the competing appeal of more

liquid time deposits, and the heavy investment in inventories. After taking
account of foreign borrowing and other Treasury operations, this left

Esc 52 billion to be drawn from the banking system, in place of the Esc 39 bil~-
lion originally envisaged.

e. The external balance

The deterioration in the external current balance to a US$1,495 million
deficit was entirely due to a major worsening in the trade account (Table 5).
The terms of trade improved modestly, but export volumes grew only slightly
faster than the disappointing growth in markets, and there was a sharp SN
increase in imports. As tourists took advantage of low Portuguese prices, N
tourist activity rose by 55 per cent but tourist receipts rose by only 22 per
cent. Private remittances from workers abroad recovered to prerevolutionary
levels (Chart 4).

A number of factors help to explain the deterioration in the trade
balance. A significant part of Portugal's traditional export sector involves
products whose growth prospects are poor; for example, textiles, still
Portugal's most important export, are increasingly subject to restrictions
abroad. Expanding domestic markets for exportables also contributed to limit
the growth of export volumes. Meanwhile, the sharp increase in domestic expen-
diture and the speculative stockpiling of imported goods as an inflationary
hedge, increased the volume of merchandise imports far beyond expectations.
Finally, excess demand raised the prices of domestic goods in parallel with
those of internationally traded goods sufficiently to nullify much of the
effect of the exchange rate depreciation, The wage restraint that produced
the decline in real incomes in 1977 undoubtedly served to hold down private (i)
consumption but had little effect on relative prices.

Despite a substantial inflow of medium~term and long—term capital, the
net capital account was in virtual balance in 1977, reflecting a net outflow
for short~term capital and errors and omissions of US$$400 million, compared
with about US$60U million in 1976 (Table 6). Given a considerable increase
in short-term indebtedness, the gross unrecorded capital outflow may have
been of the order of US$500-750 million. While it is not possible to identify
the sources of these unrecorded outward movements, a large part probably
reflected leads and lags in the trade account. Such activity, as well as the
fact that a significant proportion of tourist receipts did not enter the bank-
ing system, may have been prompted by low domestic interest rates relative
to those abroad, given expectations about exchange rate changes, and the
relatively accommodating stance of monetary policy.

The overall balance of payments deficit in 1977 was financed by
US$532 million in compensatory borrowing by the monetary authorities, use of
gold reserves yielding US$535 million, and short-term borrowing by other banks
amounting to US$811 million. In addition, commercial banks refinanced maturing
short—term external obligations of over US$400 million. As a result, gross
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assets of both the monetary authorities and other banks improved during the
year. By the end of 1977, gross international reserves of the monetary
authorities amounted to US$1,356 million, including US$1,025 million of gold
valued at the dollar equivalent of SDR 35 per ounce. At the end of March
1978, total gold holdings amounted to US$999 million, similarly valued, of
which 44 per cent was pledged as collateral for compensatory borrowing.

f. External debt

At the end of 1977, medium—term and long-term external debt was estimated
at about US$1,968 million (Table 7). Most of this represents public sector
debt, including nationalized industries whose external obligations are often
classified under "other private sector.” In addition, there is now a high
level of short—term debt, estimated at a total of about US$700 million. Also,
foreign liabilities of the banking system amount to about US5$2,935 million.
The ratio of debt service payments on medium—term and long—term external debt
to exports of goods and services is estimated at about 15 per cent in 1977.

3. The August measures

The prospect that the external targets for 1977 might not be met became
evident at mid—-year. Until then, external pressures had been absorbed by
commercial bank borrowing abroad cushioning the reserves of the central bank
(Table 8). When this no longer proved adequate, the need for further measures
became apparent, and a supplementary policy package was introduced on
August 25, 19Y77.

To slow the growth of domestic credit expansion and to bring the cost of
credit more in line with that abroad, interest rates were increased by an
average of 4-5 percentage points. Also, after an initial adjustment of 4 per
cent, the effective exchange rate was allowed to depreciate by 1 percentage
point per month beginning September 15, 1977, mainly to compensate for differ—
ential rates of inflation at home and abroad. To support this policy, the
monetary authorities provided forward rate guarantees for one, three, and
six months. The increased cost of subsidizing imported foodstuffs was met by
raising the price of gasoline by a further 25 per cent. A wide range of pub-
lic sector appropriations for the remainder of the fiscal year was reduced in
October, and the possibility of carrying 1977 budget appropriations over to
calendar 1978 was restricted. Finally, following the introduction of an
interbank money market, limits on central bank rediscounts were lowered in
October and again in November.

There were signs of some moderation in the growth of credit to the pri-
vate sector in the fourth quarter of 1977, although credit taken up by the
public sector rose sharply from year—earlier levels. And while the external
position of the banking system continued to deteriorate, it did so at a slower
rate than earlier in the year. Exports continued their moderate but steady
improvement through 1977. The growth of imports remained high, but there was
a decline from the growth rates experienced in the first half of the year. It
remains unclear to what extent this slowdown resulted from delays in issuing
import licenses, which had become significant then. The improvement from
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year—earlier levels in the invisibles account was much less marked in the
second half of 1977 than it had been in the first. The capital account moved
into surplus, however, and the overall deficit was some US$200 million less
in the second half of the year than in the first.

Despite the August measures, interest rates remained substantially
negative in real terms, and given relative inflation rates, low in comparison
with other countries. Also, the increase in deposit rates caused a shift out
of demand deposits into time deposits with lower reserve requirements, thus
enhancing bank liquidity. In the short run, the establishment of an interbank
money market also permitted the reallocation of excess reserves to banks in
the best position to expand credit. To compensate, a uniform 7 per cent
reserve requirement against all bank deposits was introduced in January 1978,
and indicative ceilings were set on the credit expansion of individual banks.

In response, the growth in domestic credit in the year ending March 1978
slowed to 32 per cent of the initial money stock, the loss of external
reserves moderated further, and the capital balance, which was in surplus by
only US$15 million for 1977 as a whole, recorded a net inflow of US$153 mil-
lion for the year ending March 1978. HNevertheless, reflecting the continued
substantial structural imbalance in the trade account and a relatively disap-—
pointing performance of invisibles, the current account deficit for the year
through March 1978 remained at about U$51,500 million.

IIL. The Stabilization Program

The structural element in Portugal's deficit on external current account
is so large that more than a single year will be required for its correction.
In recognition of this circumstance, representatives of 14 countries 1/ agreed
in Paris in June 1Y77 to contribute a total of about US$750 million in medium-—
term credits over the following 18 months, most of it to be in the form of
direct balance of payments support. This assistance was in large part contin-
gent on the successful negotiation of an upper credit tranche stand-by
arrangement with the Fund. The present program, on the basis of which such
a stand-by arrangement is proposed, has as its objective to strengthen the
balance of payments and reduce inflationary pressures, while maintaining a
positive rate of growth of the economy to keep unemployment in check.

1. Program targets

The external objective of the program is to reduce the deficit in the
balance of payments on current account from about US$1,500 million in the year
ending March 1978 (the base year) to US$1,00U0 million in the year ending March
1979 (the program period). Allowing for a modest increase in net nonmonetary
capital inflows from US$150 million to US$200 million, that target implies a
reduction in the overall external deficit from about USS$1,350 million to
US$80U million between the same periods (Table 9). An overall deficit of that

1/ Austria, Belgium, Canada, France, Germany, Italy, Japan, Netherlands,_ﬂm

Nofﬁay, Sweden, Switzerland, United Kingdom, United States, and Venezuela.
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size should be financeable from the Paris credits—-net of amounts already
drawn, borrowed against, or tied to donor—country exports——drawings under the
Fund stand—-by arrangement and perhaps some additional use of official reserves.

The growth in the volume of commodity exports is projected to accelerate
only slightly from 7 per cent to 8 per cent. Even then, this may necessitate
a further 2 per cent gain in market shares. Portugal's exports continue to be
heavily concentrated in products such as textiles for which world demand
remains low and competition stiff. The services account is forecast to be more
buoyant with major improvements anticipated in receipts from tourism. Not
only is hotel capacity expected to expand but price controls on hotels which
kept prices well below international levels were lifted in the autumn of 1977.
Furthermore, with the return of confidence a larger proportion of tourist
receipts should find its way into the banking system. Nevertheless, to reach
the current account target, a reduction in the volume of imports of 5 per cent
will still be necessary. This will require a decline in domestic expenditure
of at least 2 per cent even if domestic demand is redirected from stock accumu-
lation and into such activities as construction whose import content is low.

Progress in the achievement of the external objective is to be monitored

.through quarterly ceilings on the net foreign liabilities of the banking sys-

tem, which for this purpose are to include bank—-guaranteed short—term debt as
well as direct obligations of the banks themselves. In addition, the program
contains the following performance clauses: quarterly ceilings on the net
domestic credit of the banking system; quarterly ceilings on the net claims
of the banking system on the public sector; the extension to all categories
of imports not subject to quantitative restrictions, by June 30, 1978, of
automatic approval of applications for import licenses, and the elimination
by the same date of the backlog of applications; and reductions in the 30 per
cent import surcharge of lU percentage points each by October 1, 1978 and by
April 1, 1979,

The evolution of the program as a whole, and the restrictiveness of value
quotas on certain imports, are to be reviewed with the Fund in January 1979.
Meanwhile, the Portuguese authorities have undertaken not to ''introduce any

"multiple currency practices, or any new restrictions, or intensify existing

ones, on payments and transfers for current intermational transactions, or to
conclude any new bilateral payments agreements with Fund members, or to intro-
duce restrictions, or intensify existing ones on imports for balance of pay-
ments reasons.' These are also performance clauses.

2. Policy measures

In order to achieve the desired improvement in the balance of payments
within the specified constraints, the Portuguese authorities will continue
their flexible exchange rate policy. However, to minimize pressure on the
exchange rate and on prices, the major emphasis of the program is to be on
credit control supported by continued fiscal restraint. Higher interest
rates are intended both to reduce the demand for credit, particularly for
speculative inventory accumulation and to strengthen the external capital
account, In combination, these measures are expected to allow a relaxation of
restrictions on external trade and payments in the program period and beyond.
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a. Exchange rate policy

Exchange rate policy is to be guided by the decision of the authorities
to contain the increase in net foreign liabilities of the banking system within
quarterly limits consistent with an overall deficit of US$800 million in the
program year. In the context of the rest of the program, the authorities
expect that an average effective depreciation of 19 per cent over the program
period, compared with an average effective depreciation of 22 per cent in the
base year, will be sufficient to achieve this aim. Taking into account wage
policies described below, this should further improve the cost competitiveness
of Portugal relative to its major trading partners to a level beyond the 1973
position (Chart 5).

When the crawling peg was first applied to the escudo starting in August
1977, the authorities held the monthly effective depreciation to about 1 per
cent, and committed themselves in advance to buy and sell forward exchange at
rates consistent with this policy. To attain the new target they have announced
that the monthly effective rate of depreciation will have to rise to about
1.25 per cent, after a temporary acceleration beginning in March including a
step depreciation of 6.1 per cent in early May. 1/ They also consider it mno
longer necessary for the Bank of Portugal to guarantee the forward rate, pre-
ferring instead to support the exchange market by increasing the rediscount
rate of the Bank of Portugal by a further 5 points to a range of 18-23 per
cent, and time deposit rates by 4 points to 19 per cent and over on deposits
for six months or more (Table 10).

b. Monetary policy

The major emphasis in the program will be on credit restraint. The expan~
sion of net domestic credit of the banking system is to be limited in line
with the target for the overall balance of payments and the projected develop-
ment of the demand for money, broadly defined. Domestic credit expansion will
thus be limited to Esc 134.3 billion, or 23 per cent of the initial money
stock, in the year through March 1979, compared with Esc 150.7 billion or
32 per cent in the year through March 1978 (Chart 6 and Table 11). This credit
ceiling, which includes the domestic currency counterpart of foreign credits
obtained with Portuguese bank guarantees, has been phased quarterly to take
into account both seasonal variations in the demand for money balances and
in the overall balance of payments, as well as the gradual improvement in the
external accounts that is foreseen during the program period (Table 12),

The demand for money is projected to continue to rise by less than the
rate of income growth. Thus, an increase in the average money stock of about
18 per cent is assumed, compared with an expected rate of growth in nominal
GDP of about 27 per cent. Income velocity of money is consequently projected
to rise by 7.5 per cent. This is a somewhat lower rate of increase than the
Y-10 per cent observed in the preceding years. The containment of inflationary
pressures at just below last yea:'s rates, combined with the cumulative effect

1/ Calculated in terms of the local currency cost of foreign exchange the
total effective depreciation in the first half of May came to 7 per cent.
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of increases in interest rates on deposits over the past year, is thought
sufficient to produce this effect. The targeted overall balance of payments
deficit of US$8U0 million translates into a decline in the net foreign assets
of the banking system of Esc 37.4 billion, compared with a decline of

Esc 55.8:billion in the preceding 12 months.

The authorities have taken a number of measures to make their policy of
credit restraint effective. In order to limit demand for credit, basic
lending rates were raised by 3.5 percentage points in May 1978, following
earlier increases in February and August 1977. However, interest subsidies
financed out of Bank of Portugal earnings from rediscounts and the surcharge
on consumer loans are to limit the increase in lending rates for housing,
agriculture, exports, and priority investments. The monetary authorities have
also introduced indicative credit ceilings for the banks, and they are pre-
pared to make these ceilings mandatory, if necessary. They intend, however,
to seek to avoid that by a flexible management of interest rates.

‘ The monetary authorities' ability to control domestic credit developments
has also been substantially improved in recent months through the combined
effects of the introduction of an interbank market, of a uniform reserve
requirement, and of the gradual reduction in rediscount quotas. As a result
of these measures, excess liquidity in the banking system has been eliminated
and further credit developments can be more directly influenced by the
developments of the monetary base. The monetary authorities have thus set
indicative quarterly targets for the development of the monetary base thought
consistent with the aims of the overall credit policy. Taking into account
projected reductions in the currency to deposit ratio, they intend to limit
the growth of the monetary base to 4 per cent in the program period.

c. Fiscal policy

Fiscal policy for the program year is designed to consolidate the gains
achieved in 1977, when the deficit for the public sector was reduced to 8 per
cent of GDP from 11 per cent the year before. The budget of the public sector,
as approved by Parliament in April of this year, provides for additional taxes
to raise revenues during the program year by the equivalent of 2 per cent of
GDP. Chief among these are the introduction of a 10 per cent surcharge on
the tax on earned income, a 15 per cent surcharge on most other direct taxes,
a 10 per cent surcharge on the transactions tax, and the extension of the
transactions tax with rates of 10-15 per cent to previously exempt services.
Allowing for a normal level of underspending, it is estimated that public sec-
tor consumption will remain constant in real terms. Sharp increases in the
prices of subsidized food products and utility and transportation charges will
help contain net subsidies.

The current account of the public sector is thus projected to be in
surplus in the program year for the first time since 1974 (Table 13). Capital
expenditures are, however, estimated to rise somewhat in real terms, a major
contributing factor being an increase in equity capital subscriptions to
nationalized enterprises of Esc 7 billion in 1978 compared with Esc 3 billion
in 1977. As a result, the overall public sector deficit in nominal terms will
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remain unchanged at about Esc 33 billion, though as a per cent of GDP it will

decline from 8 per cent to & per cent. The amount financed by the banking

system will also be reduced, to Esc 44 billion from Esc 52 billion in calendar

1977, due to the expected greater availability of financing from the nonbank

public and from abroad. ,
The authorities will take additional revenue measures in the course of

the program year to compensate for any revenue shortfall that will result

from the phasing out of the import surcharge. In addition, they have decided

not to increase public sector expenditures in the event that revenues exceed

budgeted levels, but rather to use any excess revenues to reduce further the

overall deficit. The use of government bonds issued in compensation for past

expropriations for discharging tax obligations will be limited to arrears in

direct taxes prior to 1977 as presently permitted by law. The amounts involved

are expected to fall short of Esc 1 billion. Finally, the Government is con- {jj

sidering legislation to restrict the access of autonomous agencies to cash

balances built up in previous years. In the past, the ready access to such

balances tended to reduce the effectiveness of control over public expenditures.

d. Wages and prices

To limit the need for public sector subsidies and to contain demand, the
administered prices on the basket of essential food products.last fixed in
February 1977 were raised by an average of more than 20 per cent in April of
this year. At the same time, utility rates for water, electricity and gas,
as well as transportation prices, were raised by 35-~50 per cent. The impact
of the comnsequent increase in the cost of living has been eased for lower-
income groups by raising the minimum wage about 30 per cent; it had remained
fixed since January 1977. Unemployment benefits were also increased by about
25 per cent and pensions by up to 22 per cent. However, in order to limit cost
increases, wage policy will remain firm. Real wages declined by at least
"7 per cent in 1977. Legislation was passed in April of this year limiting NS
increases in contractual wages to 20 per cent in 1978, and requiring a minimum
contract period of 12 months. Legislation also exists according to which firms
in financial distress may suspend wage contracts if their work force concurs.
With consumer prices likely to rise by 26 per cent, real wages may decline by
a further 4-5 per cent.

e. The restrictive system

‘ As the present program is implemented, the authorities will gradually
dismantle the external restrictions that have been introduced in recent years.
The import deposit requirement was already abolished as of December 31, 1977,
The 30 per cent import surcharge, currently levied on items covering about
29 per cent of total imports in 1976, will be phased out gradually. The
authorities have announced a schedule according to which the rate will be
reduced to 20 per cent on October 1, 1978 and to 10 per cent on April 1, 1979,
before being fully abolished on October 1, 1979. A 60 per cent import sur-
charge is still imposed on certain luxury goods covering about 2 per cent of
1976 imports, but the Government will study alternative domestic tax measures
with a view to reducing or eliminating it in 1979.
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In addition, value quotas expressed in escudo terms apply to certain
consumer goods, including consumer durables, accounting for about 4 per cent
of total imports in 1976, and other such quotas apply to knocked—down
automobiles, accounting for about 2.8 per cent of 1976 imports. The quota
on knocked—down automobiles will remain unchanged in 1978 at its escudo level
of 1977, but the value quotas for consumer goods have been raised with effect
from April 1, 1978 to Esc 3.4 billion, which is equivalent in foreign exchange
terms to the value of the quotas in the year to March 1978.

For imports not subject to quantitative restrictions, import authoriza-
tions are normally issued without delay. However, in late 1977 the process of
authorization slowed down, partly as a result of the introduction of new
administrative procedures. A backlog of applications has been built up which
the Government, in cooperation with importers, is now trying to eliminate.
From May 2, 1978, all applications for imports of raw materials and interme-
diate goods are being authorized automatically and the Government intends to
extend this system to all categories of imports not subject to quantitative
restrictions no later than June 30, 1978. By that time, the backlog of import
applications is also to be fully eliminated.

The Government traditionally establishes annual foreign exchange budgets
for its own operations as well as for the various state agencies in charge of
monopoly imports of certain commodities, primarily foodstuffs. The authori-
ties have stated that these budgets are only indicative and will be amended
as the need arises so as to avoid restricting imports through rationing of
foreign exchange. -

3. Economic prospects

The Portuguese authorities expect that, with the stabilization program
they have adopted, the external current account deficit can be contained to
no, more than US51,000 million in the year to March 31, 1979. Gross domestic
preduct in real terms may expand by about l-2 per cent with the deflator
rising by 25 per cent, slightly less than the year before. Domestic expendi-
ture is expected to decline by 2 per cent, exclusively as a result of a
decline in the rate of stockbuilding with fixed capital formation continuing
to rise by some 4 per cent, and both public and private consumption remaining
constant. The authorities expect that this pattern will suffice to reduce
the volume of imports of goods and services by 6 per cent, while exports of
goods and services may rise by 10 per cent (Table 14). ‘

: To help finance the current account deficit, substantial medium—-term and
lqﬁg-term borrowing is thought already to be in prospect. With the proposed
wonetary and exchange rate policies, it is expected that these capital inflows
will be offset to a much lesser extent than before by short—term capital out-
flows and negative errors and omissions. Given the large proportion of exter-—
nal debt of over one year that carries relatively short maturities, the debt
service ratio is expected to rise to about 19 per cent in 1978. The Govern-
ment is aware of the need for better control of external borrowing. As an
initial measure, all short—term foreign credits with a Portuguese commercial
bank guarantee have been included under the ceilings for net domestic credit
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and net foreign liabilities of the banking system. The authorities will also
seek to improve the maturity structure of the external debt as a whole and to
limit new foreign borrowing to productive investment projects.

The Portuguese authorities are confident that the proposed stabilization
program will set in train the required process of external adjustment. However,
they recognize that both internal and external disequilibria are complicated
by structural malad justments in the economy; thus, it is mainly through
policies to overcome these that the extermal imbalance will be fully and
permanently corrected. Accordingly, the authorities have begun to formulate
a medium~term strategy to increase productivity in industry and to modernize
agriculture, which will start to be implemented toward the end of this year.

In its initial phases at least, such a program will require further balance
of payments support, some portion of which they hope may come from the Fund.

IV. Staff Appraisal

Portugal is a low-income country without significant natural resources
or a modern agricultural sector and with a weak and little advanced industrial
sector. In recent years, its basic economic problems were compounded by major
external and internal shocks. Externally, these include the higher cost for
imported energy, the loss of traditional export markets and the simultaneous
inflow of refugees in the wake of decolonization, and the international reces—
sion and increasing tendencies to protectionism in Portugal's key export
markets. Domestically, rising social expectations and the efforts at income
redistribution that resulted from the revolution in 1974 touched off a process
of inflation, low business confidence, and substantial speculative pressures.

Deficits in the external accounts have in the last two years reached
unsustainable levels, leaving Portugal with a substantial drain on its once
ample reserves and with a rapidly increasing external debt burden. The con-
tinued financing of deficits of this magnitude would have reduced reserves
and increased debt service payments to an untenable extent. Thus the authori-
ties were tfaced with the necessity of bringing the deficits in line with
available medium-term and long-term financing. In this situation, the policy
choice was between reducing the external deficit through the use of trade and
eXchange restrictions, which would have further aggravated structural distor-
tions in the economy, or through a set of policies designed to tackle the
economic causes of disequilibrium and lay the groundwork for ecomomic recovery
in the medium term. The Portugese authorities have ruled out the former course
of action and have opted for progress in an open economic system.

The required austerity is somewhat eased by the decision of 14 industrial
countries to extend a total of about US$750 million in balance of payments
support to Portugal. This has provided the Portuguese authorities with some
additional time in which to stabilize the economy. Nevertheless, the adjust-
ment effort now decided upon is substantial and will not be easy to carry out.
It is, however, of crucial impertance that the Portuguese authorities should
achieve a significant turnaround in the trends of recent years in order to lay
the foundation for subsequent longer—term efforts at modernizing the economy,
and achieving sustainable levels of economic growth.

Q
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The policy mix chosen by the Portuguese authorities consists of flexi-—
bility in exchange and interest rates, continued wage restraint, and a firm
domestic credit policy supported by fiscal restraint. Over the past year,
there has already been a substantial cumulative movement in the effective
exchange rate with the depreciation in February 1977, a further adjustment
in September, and a policy of gradual depreciation since then. This has now
been followed by the further discrete adjustment in early May, and a decision
to continue a flexible exchange rate policy with a gradual depreciation of
the escudo that is consistent with the other components of the program. The
authorities have committed themselves to let exchange rate policy be deter-
nined by their target for the overall balance of payments deficit, and further
ad justments should therefore be assured if and when they are needed.

The recent interest rate adjustments also come on top of adjustments made
in both February and August of last year. Their combined effect has been to
provide a much higher level of interest rates than before, which should help
to reduce and possibly reverse the speculative pressures that have proved so
troublesome in the recent past. The present wage policy follows upon a similar
policy in the past year, which was successful in reducing real wages, and is
indispensable to a further reduction of external and internal disequilibria.
Taken together, economic policies have been strengthened in a process of con-
tinuous adaptation and their cumulative impact should now be substantial.

The staff accepts that domestic political constraints regarding the other
principal policy components oblige the Portuguese authorities to place rela-
tively heavy emphasis on domestic credit restraint. Their reluctance to devise
a policy mix that would rely relatively more on expenditure switching than on
expenditure reduction is largely based on the fear that further action on the
exchange rate could lead to excessive inflationary pressures which in turn
would make it more difficult to contain wages. Similarly, they are concerned
that additional increases in interest rates could have adverse inflatiomary
repercussions, and create financial difficulties for a large number of firms
attempting to recuperate from losses suffered in the immediate aftermath of
the 1974 revolution.

While the present stabilization program is primarily short—term in char-
acter, aimed at an immediate improvement in the balance of payments, it also
begins to deal with some of the more intractable structural problems of the
economy. The first of these is the imperative need for Portugal's trade
balance to improve well beyond its 1973 position. The rise in energy costs
has led to a secular increase in the import bill. However, the growth of
remittances from migrant workers is likely to be smaller given the saturation
of foreign labor markets; and the reflux of Portuguese from the former colonies
requires the expansion of employment opportunities at home. Exchange rate
policy must, therefore, be aimed at improving cost competitiveness beyond 1973
levels, and wage policy must be so framed as to permit this adjustment. The
staff welcomes the progress that has already been achieved and is implicit in
the program on both these points.



Another structural adjustment that is being advanced by the program
concerns public sector savings. The social choices that were made in the 1974
revolution require an expansicn of the role of the public sector in the
Portuguese economy. Initially the reform of the tax system could not keep pace
with rapidly rising social expenditures, and as the current account of the
public sector moved sharply into deficit, the capacity of the economy to ensure
future growth was correspondingly reduced. Since then the position has improved,
and if current projections are realized, a surplus in the public sector's cur-
rent balance should eonce more be achieved as part of the present stabilization
program. The staff strongly supports continued efforts to consolidate and
expand this achievement. It remains to develop a public investment program
that will use to best advantage the resources thus set free.

A third structural improvement that is set in train by the current stabi-
lization measures is to arrest and eventually reverse the trend toward finan-
cial disintermediation in recent years. Unless this trend is reversed, meeting
the domestic credit requivements of both the public and the private sectors
will become increasingly difficult, as the capacity to mobilize domestic
resources through the banking system diminishes, and dependence on foreign
sources of funds expands. The progressive increase in nominal interest rates
relative to domestic inflation should slow down this process; the increase in
the income velocity of money is accordingly postulated to decline in the pro-
gram period from 10U per cent to perhaps 7-8 per cent. The staff very much
hopes that the process of disintermediation will be reversed as inflationary
expectations diminish and confidence in the banking system returns.

A final structural change that is built into the present stabilization
program concerns external restrictions. In the recent past formal and informal
restrictions on trade and payments have been resorted to in order to postpone
needed exchange rate adjustments. This has contributed significantly to the
present speculative climate. More fundamentally the restrictions have also
tended to raise costs, and as cost increases could more easily be passed for-
ward in domestic than in foreign markets, they placed a disproportionate burden
on exports. The staff therefore welcomes the authorities’' intentions to begin
dismantling the system of restrictions that was built up in recent years, and
hopes that, as part of a move outward looking development strategy, they will
see their way clear to an acceleration of the process.

Given the many uncertainties of the international and domestic situation,
the Portuguese authorities intend to review the evolution of the program in
January 1979, and on that occasion to reach such understandings with the Fund
as may be necessary. In the view of the staff, the cumulative effect of the
fiscal, credit, interest rate, exchange rate, and wage policies in 1977 and
1978 should suffice to bring about the required reversal of speculative
behavior, the return of coniidence, and the desired turnaround in the external
accounts. There are, nevertheless, some risks to which the authorities need
to be particularly alert.

The first of these concerns the public sector budget. The problem here
lies in "other Treasury operations’ which made up 18 per cent of the overall
deficit in the year ending March 1978, and which are accounted for largely by

O
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the spending of autonomous institutions not wholly under Treésury control. It

i1s essential that the authorities tighten their control over the operations
of these institutions. For if the projected decline in this residual were to
fail to materlallze, the overall credit ceiling could not be maintained
without a commensurate reduction in credit to the prlvate sector that would
make the latter very tight.

A second risk concerns the projected decline in the value of imports.,

 Qver the last six months, imports have been artificially held down through

delays in'granting import licenses, a state of affairs which will be corrected

" by June 30, 1978. Some allowance has been made in the forecasts for the

release of pent—up demand for imports, but this is obviously subject to a

. certain margin of error. Much will depend, for instance, on the effectiveness

of credit restraint. It is in this area that the flexibility in interest rate

~ pelicy to which the authorities are pledged assumes a particular importance.

A third risk concerns the foreign debt. With the sharp increase in both
short-term and medium—-term borrowing in recent years, the level of indebted-

" .ness and the debt service ratio have begun to be worrisome. It is important,

not least for confldence reasons, that the maturity structure of debt be
improved and that there be no further increase in short-term 1ndebtedness.
The authorities are aware of the problem and of the need to avoid borrow1ng
abroad for purposes other than productive investment.

A final risk concerns Portuguese access to markets abroad. The staff
notes that Portuguese exports have been harmed by protective barriers in a
number of foreign markets, including those of countries that are currently
providing balance of payments assistance. The staff also notes the intention
of the authorities to restore automatic authorization of imports not subJect
to quantitative restrictions, to start phasing out the 30 per cent import
surcharge, and not to increase the overall restrictiveness of the import quota
system, It commends the Portuguese authorities for their commitment to a
liberal trade system in the face of increasingly serious barriers to some of
Portugal's exports elsewhere.

V. Conclusion and Proposed Decision

In conclusion, the staff considers that the stabilization program of
the Portuguese authorities represents an ambitious and courageous but also a
necessary adjustment effort. It should go a long way toward reducing the
balance of payments deficit on current account to sustainable levels. Pro-
spective further measures to restructure the economy should create the nec~-
cessary conditions for a resumption of sound economic growth.
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Accordingly, the following decision is submitted for consideration by
the Executive Directors: , ; :

1. The Portuguese authorities have requested a stand-by afrange—

ment fqraone year from _ 1978 and for the equivalent
_éf‘SDR’j7n35-million, The Fund apﬁroﬁes the stand—by arrangement
_ aﬁnexgd‘tpAE§$/78/228, Supplement 1 (5/23/78), and graﬁts any necess-—
ary w;iver of the condi;iqns'of Article V, Section 3(b)(1ii), éf'the
Artiéieg bf Agreqment;
2. ,Thé‘Fqndrapproves the retention by Portugal of the femaining
restrictions on payments and transfers for curfen; intérnational
;raﬁsgctions as described in EBS//7/100 and EBS/78/228, Supplement 1,

until January 31, 1979.
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Table 1. National Accounts, 1973-77

1973 1974 1975 1976 1977
(In billions Program OQutturn~
of escudos) Percentage change at constant prices
Private consumption 191.0 - 8.0 1.0 1.0 -3.0 1.0
Public consumption 37.0 ' 17.0 6.0 14.0 —~— 2.0
Total investment . _714.0 -6.0 -46.0 30.0 30.0 33.0
Fixed capital formation ' 57.0 -4.0 -14.0 1.0 16.0
Stockbuilding2/ 17.0 (0.1) (-8.0) (5.0) e (4.0)
Domestic expenditure 302.0 6.0 -8.0 7.0 2,0 6.0
Exports of goods and nonfactor services 73.0 ~-16.0 ~16.0 -1.0 15.0 10.0
Imports of goods and nonfactor services 93.0 5.0 ~25.0 6.0 -2.0 14.0
Gross domestic product at market prices 281.0 1.0 -4,0 6.0 5.0 6.0
Memorandum items:
Partner industrial countries real GNP
(trade weighted) 5.5 1.0 -1.4 3.9 e 1.7
Percentage change in gross domestic
product deflator 12.0 19.0 16.0 20.0 22.0 26.0

—'[z.‘..

Sources: Data provided by the Portuguese authorities; and staff estimates.

1/ Preliminary estimates.
2/ Change in the amount of stockbuilding, in constant prices, as per cent of previous vears' GDP,
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Table 2. Prices and Wages

(In per cent)

Consumer , Annual Earnings : Real Wages
Pricesl/ in Manufacturing (1973 = 100)
1974 28.0 41.0 110.2
1975 20.4 32.0 120.8
1976 18.0 19.0 121.8
1977 27.0 18.0 113.2
Consumer Pricesl/ <:>
Percentage change from Percentage change from
preceding period , year earlier level
(monthly average)
1976
I 2.8 20.0
1T 0.4 14.4
IIT 0.9 12.6
v 2.8 21.6
1977
January 1.0 16.5
February 3.0 21.8
March 10.0 30.9
April 2.8 34.8 @)
May 4.4 40.6
June -4,9 35.2
July ~-3.2 30.7
August 0.3 26.6
September 0.8 23.5
QOctober 2.6 24,0
November 1.8 22,9
December 1.7 21.5
1978 \
January 4,2 25.9
February -1.1 20.2
Source: Data provided by the Portuguese authorities,

‘1/ Average of consumer prices (excluding rents) for Lisbon

and Oporto.
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Table 3. rMonetary Survey 1975-77

(In billions of escudos)

——

1975 1976 1977 1978Y
Stock at Program OQOutturn 1 II IIL IV I
vear-end Change during the period
Net foreign assets 38.9 -34.4 -25.0 ~57.6 ~15.2 -16.8 -17.3 -8.3 -13.4
Net domestic credit 392.4 102.6 130.0 159.0 31.4 35,2 39.1  53.3 23.1
Public sector 52.6 25.6 39.0 51.6 16.4 8.1 7.4 19.7 10.0
Private sector 339.8 77.0 91.0 107.4 15.0  27.1 31.7 33.6 13.1
Money stock 391.9 68.8 105.0 105.5 13.6 26.9 24,7  40.3 18.8
Other items, net 39.4 -0,6 e -4.1 2.6 -8.5 ~2.9 4.7 -9.1
Memorandum items:
Domestic credit expan-—
sion during previous
12-month period in
per cent of initial
money stock 18.8 26.2 28.2 34.5 31.1  33.8 34.6 34.5 31.8
Annual percentage change
in money stock 12.6 17.6 22.8 22.9 19.6 23.2 22.9 22.9 23.3
Percentage change in in-
come velocity?2/ -1.8 10.4 6.0 9.2 ; .

Source: Data provided by the Portupuese authorities.

1/ Estimate,

2/ Percentage change in nominal GDP divided by change in average money stock.



Table 4.

(In billions of escudos)}/

Public Sector Finances, 1973-77

1973 1974 1975 1976 1977
Program Qutturn
Current receipts 63.5 77.8 93.2/ 127.1 163.1 173.6
Direct taxes and contributions
to the social security system 28.6 35.8 47.1 57.5 80.9 80.5
Indirect taxes 30.4 37.3 41.8 62.2 73.1 82.1
Other 4.6 4.7 4.3 7.4 9.1 11.0
Current expenditures 54.8 76.5 102.6 149.3 181.7 182.1
Goods and services 37.1 49,1 58.0 78.5 104.2 95.0
Subsidies 2.9 7.6 7.5 19.3 12.5 21.7
Transfers 13.6 18.3 34.3 46,3 53.0 53.9
Interest on public debt 1.2 1.5 2.8 5.2 12.0 11.5
Current balance 8.7 1.3 -9.4 -22.2 -18.6 -8.5
(3.1) (0.4) (-2.5) (-4.6) (-2.8) (-1.3)
Capital receipts 4,0 4.5 4.0 , 4.4 10.0 5.3
Capital expenditures 12,2 13.5 15.9 33.1 48,2 41.5
Investment 6.4 7.8 10.3 14.9 34, 31.9
Transfers 5.3 3.8 6.1 8.8 10.9 7.9
Net lending 0.5 1.9 ~0,5 9.4 2.9 1.7
Capital bhalance -8.2 -9.0 -~11.9 -28.7 -38.2 -36.2
Other treasury'operations, net 5.4 -1.6 -20.2 -2.0 - -9.2
Overall balance 5.9 -9.3 ~41.5 -5209 -56.8 -53.9
(2.1) (~2.8) (-11.0) " (-11.1) (-9.0) (-8.5)

Source:

Data provided by the Portuguese authorities.

1/ Numbers in parentheses are per cent cf GDP at market prices.

O
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Table 5.

Balance of Payments

(In millions of U.S. dollars)

1/

1973 1974 1975 1976 1977
2/
Program Estimate—
Exports 1,843 2,289 1,935 1,823 2,227 2,031

Unit values (per cent change) 23 28 -2 -10 - 7 5

Volumes (per cent change) 15 -3 -13 5 15 6
Imports 2,753 4,279 3,606 3,932 4,054 4,562

Unit values (per cent change) 17 47 8 ~5 7 2

Volumes {per cent change) 15 6 -26 15 -2 13

Trade balance -910 -1,990 -1,671 -2,109 -1,827 -=2,531

(-8) (-15) (-11) (-13) (-12) (-15)

Nonfactor services, net 68 -66 -169 26 75 77
0f which:

Tourist receipts 550 514 359 332 400 405
Capital income, net 86 120 -14 -133 -162 =177
Private transfers, net 1,097 1,112 1,037 972 1,102 1,136

Current account balance 341 -824 ~817 -1,244 -812 ~1,495
(3) (~6) (-6) (-8) (-5) (-9

Capital account balance =13 190 -197 ~42 174 15
Overall balance 328 -634 -1,014 -1,286 -638 -1,480

Source: Data provided by the Portuguese authorities.

1/ Numbers in parenthesis are per cent of GDP,

2/ Preliminary estimate.

-— gz-._
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Table 6. Financing the Current Account Deficit

(in millions of U.S. dollars)

1976 1977 1978
Year ending
March
Current account balance -1,244 -1,495 -1,485
Medium~term and long~term
capital, net 541 414 535
Government 31 72 82
Government guarantee 89 107 152
Other private 370 165 251
Bank borrowing 41 74 54
Bank assets —-— ~4 -4
Basic balance ~703 -1,081 -950
Residual, errors and omissions ~-583 ~3991/ -382
Short~term financing ae 472~ ..
Other .o -871
Overall balance -1,286 -1,480 -1,332
Monetary movements 1,286 1,480 1,332
Bank of Portugal 1,065 836 760
Other banks 221 644 572

Source: Data provided by the Portuguese authorities.

;/ May include some short-term borrowing with commercial bank
guarantee that is also shown as borrowing under '""Monetary movements-—-

Other banks."

P
¢
"
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Table 7. Medium-Term and Long-Term External
Debt Outstandingl/

(In millions of U.S. dollars)

1975 1976 1977
End-period

Government 223.,5 257.4 336,8
Bonds 38.0 30.4 26,5
Multilateral loans e 22.9 53.6
Bilateral loans 185.5 204.1 256.7
Government guaranteeg/ 370.8 505.6 __105.4
Private banks 205.5 317.6 446.3
Bonds 26.8 23.1 67.6
Multilateral loans 60.4 94.9 123.4
Bilateral loans 63.6 54,7 48,2
Supplier's credits 14.5 15.3 19.9
Other private 533.0 761.0 926.0
Total 1,127.3 1,524.0 1,968.2

Source: Data provided by the Portuguese authorities.

1/ Disbursed debt with initial maturity of one year or more.
2/ Includes debt of the Banco de Fomento Nacional of:
US$3.0 million in 1975; US$55.0 million in 1976; and
US$120.0 million in 1977.

-
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Table 8. Changes in Net Foreign Assets of the Banking Svstem
(In millions of U.S. dollars)
Bank of Other Total
Portugal Banks
1977
January -102 -42 =144
February -105 =70 =175
March -67 -66 -133
lst quarter ~274 -178 =452
April =54 -83 -137
May =44 =143 -187
June =149 __86 -63
2nd quarter =247 -140 -387
July -130 -12 =142
August =51 -64 -~115
September =47 -97 =144
3rd quarter -228 =173 =401
October -64 ~-75 -139
November =22 -1 =23
December ~1 ~77 =178
4th quarter =87 -153 =240
Annual total -836 -644 -1,480
1978

January . -89 -41 -130
February =60 7 =53
March ~-49 =72 -121
1st quarter -198 -106 =304
Year ending March 1978 -760 =572 -1,332

Source: Data provided by the Portuguese authorities.
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Table 9. Balance of Payments Forecast

(In millions of U.S. dollarS)lJ

2/ 3/
1976 1977 1978~ 1979="
Year ending March \<

Exports - 1,823 2,031 2,097 2,430
Unit values (per cent change) ~-10 5 6 7
Volumes (per cent change) 5 6 7 8
Imports n 3,932 4,562 4,652 4,730
Unit values (per cent change) -5 2 4 7
Volumes (per cent change) 15 13 13 =5
Trade balance ' - ~2,109 -2,531  -2,555 -2,300

: (13) (15) (15) (13)

Nonfactor services, net 26 77 119 325

0f which: . ;

- Tourist receipts : 332 405 403 530
Investment income -133 -177 -217 =325
Private transfers, net 972 1,136 1,168 1,300
Current account balance -1,244 ~1,495 ~1,485 -~1,000

© (8) 9 9 (6)

Medium-term and long~term capi- | ,
tal, net 541 414 535 498
Residual, errors and omissions =583 -399 ~-382 ~298
Capital account balance -42 15 | 153 200
Overall balance v -1,286 -1,480 -1,332 -800

Sources: Data provided by the Portuguese authorities; and staff esti-
mates,

1/ Numbers infparenthesis are per cent of GDP.
2/ Preliminary estimate.
3/ Forecast.



Table 10.

Interest Rates

1973 1974 1975 1976 1977 1978
Year-end As of As of As of
February 28 August 26 May 8
Rediscount rate 5.00 7.50 6.50 6.50 8.00-12.00 13.00-18.00 18.00-23.00
Deposit rates
30-90 days 3.50 4.50 4,50 4.50 5.00 6.00 8.00
180 days-1 year 6.00 9.00 9.50 9.50 11.09 15.00 19.00
1-2 vyears 6.50 9.50 10.50 10.50 12.00 16.00 20.00
Standard lending ratesl
Up to 90 days 5.75 7.75 7.75 8.75 10.25 14,75 18.25
180 days-1 year 6.75 9,25 9.50 10.50 12.00 16.50 20.00
2-5 years 8.50 11.50 11.75 12.25 13.75 17.75 21.25

Source: Data provided by the Portuguese authorities.

1/ Lower rates prevail for preferred types of credit such as for agriculture, exports, housing,

and labor-intensive and export-oriented investments.

dies have changed through time.
of consumer durables,

O

The types of projects which receive subsi-
An interest rate surcharge is applied on loans for the purchase

_UE..'.



- 31 -

Table 11. Monetary Program

(In billions of escudos)

1975 1976 1977  1978% 19762/
Stock Decemher ‘ March
at Change during year ending in:
year end

‘Net foreign assets 38.9  -34.4 =57.6 =55.8 =37.4
Net domestic credit 392.4 132.6 159.0 150.7 134.3
Public sector 52.6 25.6 51.6 45.2 44,0
Private sector 339.8 77.0 107.4 105.5 90.3
Monetary liabilities 391.9 68.8 105.5 110.7 83.9
Other items, net 39,4 -0.6 . -4.1 -15.8  13.0

Memorandum items:
Domestic credit expansion
in per cent of initial

money stock 18.8 26.2 34.5 31.8 23.0
Annual percentapge change

in money stock 12.6 17.6 22.9 23.3 14,3
Percentage chan§7 in in- :

come velocity2 -1.8 10.4 9.2 oo 7.5

Source: Data provided by the Portuguese authorities.

1/ Tstimate.
2/ Program.

3/ Percentage change in nominal GDP divided by change in average
money sStoclk.



Table 12, Phasing of Monetary Program

(In billions of escudos)

1977 1978 1979
Decemberl/ March2/ June3/ September3/ DecemberZ2/ March3/

Net foreipn assets -53.1 ~-66.5 -78.1 -86.0 =95.9 -103.9
Net domestic credit&/ 654.0 677.1 701.6 738.6 795.7 811.4
Government, net4/ 129.8 139.8 143.8 148.8 166.8 183.8
Private sector 524.2 537.3 557.8 589.8 628.9 627.6
Monetary liabilities | 566.2 585.0 595.3 618.8 656.7 668.9
Other items, net 4.7 25.6 28.2 33.8 43.1 38.6

Memorandum items: 4/
Net foreign liabilities—
(In millions of U.S. ‘
dollars) 1,352 1,656 1,922 2,092 2,297 2,457

Sources: Data provided by the Bank of Portugal; and staff estimates.

1/ Actual.

2/ Estimate.

3/ Projection.

4/ Performance test.

-z‘:-
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Table 13. Projection of Publi¢ Sector Finances

(In billions of escudos)l/

1978 1979
Year ending in March

Current receipts }J§;g , 233.6
Direct taxes and contribution to
the social security system 80.3 109.4
Indirect taxes 84.9 111.6
Other 11.0 12.6
Current expenditures 185.2 228.4
Goods and services 96.3 113.5
Subsidies 22.4 28.2
Transfers _ 55.2 59,2
Interest on public debt 11.3 27.5
Current balance ' -9.0 5.2
(-1.3) (0.6)
Capital receipts 5.4 3.8
Capital expenditures 40.5 _56.0
Investment 31.9 38.7
Transfers 7.9 6.3
Net lending 0.7 11.0
Capital balance -35.1 - =52.2
Other treasury operations, net -9.6 -6.0
Overall balance -53.7 ~53.0
(-8.0) (-6.3)

Source: Data provided by the Portuguese authorities.

1/ Numbers in parentheses are per cent of GDP at market prices.



Table 14.
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National Accounts Forecast

1978

1979

1979

In billions
of escudos

Volume

NDeflator

Percentage change

Year ending in March

Private consumption
Public consumption
Investment
Fixed capital information
Stocks
Domestic expenditure
Exports of poods and services

Imports of goods and services

Gross domestic product at
market prices

502 634
96 114
167 192
135 176
32 15
765 940
109 153
206 246
847

668

26

27

25

Sources: Data provided by the Portuguese authorities; and staff esti-

mates.

1/ Change in the amount of stockbuilding, in constant prices, as per

cent of previous years' GDP.

>
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Stand-By Arrangement - Portugal

1. Attached to EBS/78/228 (5/Y/78) and Correction 1 (5/22/78), is a letter
dated May 8, 1978 from the Minister of Finance and Planning and the Governor
of the Bank of Portugal setting forth the objectives and policies which

the Portuguese authorities will pursue.

2, The International Monetary Fund grants this stand-by arrangement to
support these objectives and policies.

3. Portugal will remain in close consultation with the Fund during the

period of the stand—-by arrangement and, in particular, will consult with the
Fund in accordance with paragraphs 18 and 20 of the letter of letter. These con-
sultations may include correspondence and visits of officials of the Fund to
Portugal or of representatives of Portugal to the Fund. For the purposes of
these consultations, Portugal will provide the Fund, through reports at inter-
vals on dates requested by the Fund, with such information as the Fund requests
in connection with Portugal's objectives and policies set forth in the annexed
letter.

4, For a period of one year from . 1978, Portugal will have the right,
after making full use of any reserve tranche that it may have at the time of
making a request for a purchase under the stand—-by arrangement, to make pur-—
chases from the Fund in an amount equivalent to SDR 57.35 million, provided
that

(i) purchases under the stand-by arrangement shall not, with-
out the consent of the Fund, exceed the equivalent of
SDR 14.35 million until July 1, 1978; the equivalent of
SDR 24,35 million until October 1, 1978; the equivalent
of SDR 34.35 million until January 1, 1979; and the equi-
valent of SDR 44.35 million until April 1, 1979; and

(ii) the right of Portugal to make purchases under this
stand-by arrangement shall be subject to paragraph 19
of the letter of intent to the extent that such purchases
would increase the Fund's holdings of escudos beyond
the first credit tranche.

If at any time any limit in (i) above would prevent a purchase under the
stand—-by arrangement that would not increase the Fund's holdings of escudos
beyond the first credit tranche, the limit will not apply to that purchase.

5. Purchases under the stand-by arrangement shall be made in the currencies
of other members selected in accordance with the policies and procedures of the
Fund, and may be made in special drawing rights if, on the request of Portugal,
the Fund agrees to provide them at the time of the purchase. Purchases shall
be made in exchange for escudos.

6. Portugal will pay a charge for this stand-by arrangement in accordance
with the decisions of the Fund. ‘
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7. Subject to paragraph 4 above, Portugal will have the right to engage in
the transactions covered by this stand-by arrangement without further review by
the Fund. This right can be suspended only with respect to requests received
by the Fund after (&) a formal ineligibility, or (b) a decision of the Executive
Board to suspend transactions, either generally or in order to consider a pro-
posal, made by an Executive Director or the Managing Director, formally to
suppress or to limit the eligibility of Portugal. When notice of a decision

of formal ineligibility or of a decision to consider a proposal is given pur-
suant to this paragraph 7, purchases under this stand-by arrangement will be
resumed only after consultation has taken place between the Fund and Portugal
and understandings have been reached regarding the circumstances in which
such purchases can be resumed. '

8. (a) Repurchase of the outstanding amount of escudos that results from a )
purchase under this arrangement and is subject to charges under Article V, ’ \F
Section 8(b): ~

(i) may be made at any time;

(ii) will be expected normally as the balance of payments
and reserve position of Portugal improves;

(iii) shall be made in accordance with the representation of
the Fund if, after consultations with Portugal, the Fund represents
that under its policies at the tiwme of the repurchase Portugal
should repurchase because of an improvement in its balance of pay~
ments and reserve positicn; and

(iv) shall be completed five years after the date of the
purchase, provided that the repurchase shall be made in equal
quarterly installments during the period beginning three years and <:>
ending five years afiter the date of the purchase unless the Fund
approves a different schedule.

(b) Any reductions in escudos held by the Fund shall reduce the amounts
subject to repurchase under (a) above in accordance with the principles applied
by the Fund for this purpose at the time of the reduction.

(c) Repurchase shall be made with special drawing rights, or with the
currencies specified by the Fubnd at the time of the repurchase at the time of
the repurchase in accordance with the pelicies and procedures of the Fund at
the time of the repurchase.
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10 . The Managing Director o » pate: May 23, 1978
FROM . Hans Schmitt i E ; )
SUBJECT : Portﬁgal——Wages and Employment

The following summaries of wage policy and the unemployment situation in
Portugal are intended to clarify two questions you raised in connection with your
reading of the draft staff paper supporting Portugal's request for a stand—by
arrangement. .

1. Wage legislation

Postrevolutlonary governments in Portugal have introduced a number- of
measures that operate diréectly on the labor market to effect a redistribution
‘of income. In May 1974, a legal minimum wage was introduced. As 50 per cent
of the nonagricultural labor’forcveas earning less than the minimum wage, this
measure had a major impact on wage costs. The minimum wage was raised by 21 per
cent in June 1975, 12 per cent in January 1977, and 27 per cent in April 1978,
each time affecting a smaller proportion of the work force as the number of
workers earning only the minimum wage steadily declined. Im: addition to this
~direct control of the minimum wage of workers whether or not they are unienized,
" the Government has undertaken to limit the wage increases that result from the
process of collective bargaining. Thus, in 1977 a law was passed that limited
wage Increases to 15 per cent, except in the cases where increases had not been
granted over an extended period of time. Despite an increase in consumer prices
of 27 per cent, the increase in average annual earnings in manufacturing was
held to 18 per cent, For 1978, a law has been .introduced which requires that
wage agreements resulting from collective bargaining cover a minimum period of
12 months and include wage increases of no more than 20 per cent. As workers
earning the minimum wage will receive somewhat larger increases, wage dif-
ferentials will be reduced.

2. " Unemployment

Data related to employment in Portugal are limited. For a number of
years after the revolution, it was thought that close to one million settlers
had returned from the African territories to Portugal, a large proportion of
them remaining unemployed to bring the unemployment rate to above 15 per cent.
More recent estimates place the number of refugees at only some 500,000, and
a recent sample survey endorsed by the I.L.0. and other outside experts, places
unemployment at about 7-8 per cent. One of the most striking inferences from
this survey is the ease with which the refugees were apparently absorbed in the
productive sector, the result-in no small part of the availability of cheap
credit to set up small businesses. The Government now accepts an unemployment
"figure in this range, despite strong reservations in the ﬂlnlstry of Labor where
the rate is still estimated to be much higher.
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The lack of solid information on how the postrevolutionary downturn
and subsequent recovery in economic activity affected employment makes any
estimates of the effect of the current stabilization effort somewhat impres-
sionistic. Laws that were introduced shortly after the revolution limiting .
the dismissal of workers remain in effect. The existence of these laws has
weakened the relationship between the level of activity and employment.
During the recent recovery, employers were generally reluctant to undertake
new hirings, and they may similarly be expected to limit dismissals during

‘any downturn. It is also hoped that the impact of the credit squeeze will

primarily be on the stockpiling of imported goods, with a much smaller im-
pact on domestic incomes and productive investment. Even so. in the short
run at least, domestic employment will probably be affected particularly in
small-sized and medium-sized firms whése access to credit is likely to be
restricted the most. Public expenditure on wages and salaries is to remain
unchanged in real terms, meaning that public sector employment will be main-
tained. In the merchant marine where salaries are grossly out of line even
by international standards, some layoffs are expected as subsidies are re-
duced. However, other nationalized 1ndustrles with substantlal disguised
unemuloyment will not be greatly affected

cc: Deputy Managing Director (o/r)
Mr, Whittome (o/rT)
Mr.\?feifer

Mr. Palmer/
Mr. ﬁ rev//

\
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CONFIDENTIAL

May 9, 1978

To: Members of the Executive Board

From: The Secretary
{

Subject: Portugal -~ Request for Stand-By Arrangement

Attached for the information of the Executive Directors is the
text of 4 letter dated May 9, 1978, from the Government of Portugal
requesting & stand-by arrangement with the Fund.

The staff paper describing and analyzing the stabilization
measures of the Portuguese authorities will be circulated later.

This subject has been tentatively scheduled for discussion on
(-\ Monday, June 5, 1978.

Att: (1)
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EBS/78/228
Corrected: 5/22/78

Lisbon, Portugal
May 8, 1978

Dear Mr. Witteveen,

1. The pressures on Fortugal's balance of payments have continued strong
this past year, as internal and external disequilibria proved considerably
more intractable than had earlier been expected, complicated as they are by
serious structural malad justments in the economy. In fact, it is mainly
through a policy directed to overcome these structural problems of the
economy that the external imbalance can be controlled on a more permanent
basis. A medium—~term strategy to restructure and increase productivity in
industry and modernize agriculture will be inmplemented by the authorities to
achieve that aim.

2. Meanwhile a substantial stabilization effort is clearly called for to
provide a solid foundation for long~term economic reconstruction and develop-
ment in Portugal. Accordingly, the Government of Portugal authorizes the
Banco de Portugal to request a stand-by arrangement from the Fund, under
which the Banco de Portugal will have for a period of one year the right,
after making full use of any reserve tranche it may have, to purchase from
the Fund the currencies of other members in exchange for escudos up to an
amount equivalent to SDR 57.35 million. Beforeé making purchases under this
stand~by arrangement, the Banco de Portugal will consult with the Managing
Director on the particular currencies to be purchased.

3. The purpose of this request is to support the stabilization program
recently adopted by the Government of Portugal, to strengthen the balance of
payments and reduce inflationary pressures while maintaining a positive rate
of growth of the economy to keep unemployment in check. These objectives are
to be achieved through fiscal, wmonetary, and wage restraint combined with an
exchange rate policy as outlined below. By these means the external current
account deficit is to be reduced from about US$1,500 million in the period
April 1Y7/-March 1978 to about US51,0V00 million in the period April 1978-
March 1Y79. Net non-monetary capital inflows are expected to increase from
USS15U million to US$2U0 million. This improvement in the external balance
is to provide the main source of economic growth in the program period.

4, After a decline in real gross domestic product of nearly 4 per cent in
1975, the Portuguese economy recovered sharply in 1976, with real growth
estimated at close to 6 per cent. It is estimated that a comparable expan—
sion was achieved in 1977, despite a major decline in agricultural production,
A shift of resources from consumption to investment and exports accompanied
that expansion. Nevertheless, unemployment remained at about 7 per cent of
the labor force at end—-1977. At the same time, the rate of wage increases
which moderated substantially in 1976 declined further in 1977, in line with
the ceiling of 15 per cent placed upon it by law. Real wages appear to have
been reduced in the course of 1977 by at least 7 per cent, as the rate of
domestic price increases accelerated in late 1976, peaking at a very high
level in May 1977 before moderating somewhat later in the year.



5, Despite the depreciation of the escudo in February 1977 and the main-—
tenance of some import restrictions, a continued high rate of increase in
domestic demand, due to the recovery of production and investment and the
speculative accumulation of stocks, contributed to a further increase in the
trade deficit to US$2,530 million in 1Y77. This deterioration was offset to
some extent by significant increases in tourist receipts and emigrants'
remittances, but not by enough to keep the current account deficit from
rising from US$1,244 million or some 8 per cent of GDP in 1976, to

US$1,495 million or about 9 per cent of GUP in 1977, The overall deficit
rose from US51,2068 million to US$1,462 million, largely financed by compen—
satory borrowing and the use of gold reserves. As commercial banks also
increased their foreign liabilities, the net foreign assets of the banking

system turned negative in early 1977, if the official reserves of gold are ~N
valued at the traditional price. -y
b. The Government considered it appreopriate, after an initial effective

depreciation of 4 per cent in late August 1977, to move to a crawling peg
system for the escudo. Thus, the effective rate depreciated by a total of
14.3 per cent in the 12 months through April 1978. A further adjustment of
7.0 per cent in the effective exchange rate was made in early May 1978.

The authorities intend to continue the policy of the crawling peg. Exchange
rate policy will in future be guided by the Government's decision not to
allow the net foreign liabilities of the banking system, which stood at
US$1,352 million on December 31, 1977, to exceed US8$1,Y2Z million on June 30,
1978; US52,092 million on Septémber 30, 1978; USS$2,297 million on December 31,
1978; and USS$2,457 million on March 31, 1979.

7. The authorities are determined to reduce inflationary pressures despite

the prospective shift of resources to the external sector. Accordingly, to

limit unnecessary pressure on the external value of the escudo, interest /Aﬁ,
rates were raised in both February and August 1977. The Goverument decided N

on further substantial increases in May 1978, when the discount rate of the
Banco de Porrugal was raised from a range of 13-18 per cent to a range of
18-23 per cent. Interest rates on time deposits were raised by 4 percentage
points to levels of 1Y per cent and up on deposits of six months or more.
Basic lending rates were raised 3.5 percentage points, but those for housing
by only 1-2 percentage points, and those for agriculture, exports and
priority investments by 2-3 percentage points, so as to minimize the impact
of credit restraint on these vital sectors. The authorities consider these
rates necessary for the present to check increases in the velocity of money,
speculation in stocks, or adverse capital movements. They intend to raise
or lower them in response to changing circumstances,

8. Monetary policy is designed to contribute substantially to the prospec-
tive improvement in the external balance and to the containment of inflation.
By the close of 1977, the rate of domestic credit expansion had reached

34.5 per cent of the initial money stock, substantially exceeding the rate

of growth in the money stock itself, before moderating to 32 per cent in the
year ending March 1978. On average, the money stock grew by 22 per cent in
1977 compared with a 33 per cent growth in nominal GDP, but is expected to be
reduced to about 18 per cent against an anticipated growth in nominal GDP of



about 27 per cent in the year to March 1979. Taking this into account along
with the target for the balance of payments, net domestic credit of the bank-
ing system, the total of which amounted to Esc 654.0 billion on December 31,
1977, will not be permitted to exceed Esc 701.6 billion on or before June 30,
1978; Esc 738.6 billion on or before September 30, 1978; Esc 795.7 billion

on or before December 31, 1Y78; and Esc 811.4 billion on or before March 31,
1979. The resulting increase in net domestic credit in the program year is
estimated at about 23 per cent of money stock at the beginning of the period.

9. To give effect to these limits, the authorities have introduced indica-
tive credit ceilings on individual banks and are prepared to make them manda-
tory should the need arise. To tighten credit control, domestic bank lending
in escudos but denominated in foreign currencies has been included under the
ceilings. More fundamentally, however, the monetary authorities intend to keep
the development of the monetary base under close and continuous scrutiny and
have set the following indicative targets for the program year: Esc 143.6 bil-
lion by June 30, 1978; Esc 143.6 billion by September 30, 1978; Esc 151.0 bil-
lion by December 31, 1978; and Esc 149.2 billion by March 31, 1979. To ensure
that these limits are kept, the monetary authorities have gradually reduced
rediscount quotas and introduced a uniform reserve requirement of 7 per cent

on all monetary deposits, with the result that the banks' liquidity position
has already become very tight. Finally, interest rates are being managed
flexibly. Recent increases will help contain the demand for domestic credit
and thus minimize the need for credit rationing.

10. A further contribution to domestic stabilization will come from fiscal
restraint. A significant reduction in the deficit of the public sector was
achieved in 1977, taking it down from 11 per cent of GDP in 1976 to 8 per
cent in 1977, mainly in consequence of tax increases and the containment of
public consumption. This improvement is to be consolidated in 1978 on the
basis of the budget recently passed by Parliament. New tax measures have
been authorized to raise revenues by the equivalent of 2 per cent of GDP over
what they would otherwise have been. 1In addition, the administered price in-
creases referred to in paragraph 12 below, will serve to limit the need for
subsidies to state trading agencies and public utilities and corporations.
After allowance for normal underspending, a surplus in the current account

of the public sector will be achieved for the first time since 1974. There
is still to be a rise in real capital expenditures, resulting mainly from an
increase in equity capital subscriptions to public enterprises. Although the
overall deficit of the public sector will thus remain unchanged in nominal
terms, it will decline further in relation to GDP to 6 per cent in the year
to March 1979.

11, The authorities intend to take every precaution to ensure that these bud-
get outturns are realized. The revenue effort will be supplemented as neces-
sary to make up for any revenues lost as a result of the phasing out of the
import surcharge referred to in paragraph 15 below. Furthermore, any revenues
from existing taxes that may exceed budgeted amounts will be used to reduce

the public sector deficit and not to finance additional expenditures. Finally,
during the period of the stand—-by arrangement, the use of government securities
to discharge tax obligations will be limited to arrears in direct taxes prior
to 1977, as presently permitted by law. Thus, after allowing for other sources



of finance, the net claims of the banking system on the public sector, the
total of which amounted to Esc 129.8 billion on December 31, 1977, will not
be permitted to rise above Esc 143.8 billion on or before June 30, 1978;

Esc 148.8 billion on or before September 30, 1978; Esc 166.8 billion on or
before December 31, 1978; and Esc 183.8 billion on or before March 31, 1979,

12. To take account of increasing costs and to moderate the need for govern-—
ment subsidies, certain administered prices were increased substantially in
April of this year. Utility rates for water, electricity and gas as well as
transportation prices were raised by 35~50 per cent, while the prices of
essential food products, which had been frozen since February 1977, were
raised by more than 20 per cent. To ease the adjustment, the minimum wage,
which had remained unchanged since January 1977, was raised by approximately
30 per cent, unemployment benefits were increased by about 25 per cent, and
pensions were raised by up to 22 per cent. To help contain cost increases
in the future, however, wage policy will have to remain firm, and legisla-
tion was therefore passed in April of this year limiting increases in con-
tractual wages to 20 per cent in 1978, and requiring a minimum contract
period of 12 months. TLegislation was also passed in August 1977 allowing
firms in financial distress to suspend wage contracts if their work force
concurs.

13. Portugal's external medium and long-term debt, excluding obligations

of the banking system, increased from US$1,125 million at the end of 1975

to US$1,469 million at the end of 1976 and further to US$1,848 million at

the end of 1977. Most of this is either guaranteed by the Govermment or an
obligation of public enterprises, including enterprises brought within the
framework of the public sector since 1974, but not officially guaranteed.

The ratio of debt service payments to exports of goods and services is esti-
mated at 15 per cent in 1977 and is expected to rise to 19 per cent in 1978,
In addition, short~term private debt has risen from US$145 million at the end
of 1976 to US$717 million at the end of 1977. The Government will seek to
avoid any further increase in such short~term debt during the program year.
It will strengthen its efforts to avoid excessive external indebtedness and
to improve the maturity profile, by continuing its policy of monitoring .
overall external debt developments and of coordinating foreign borrowing ﬁy
public sector agencies and enterprises. Particular attention will be paid to
limiting external borrowing to the financing of productive investment pro-
jects.

14. All imports are effected on the basis of import bulletins, which for,
imports not subject to quantitative restrictions serve a statistical purpose
and enable the importer to obtain the necessary foreign exchange. For imports
subject to restrictions, the bulletin is equivalent to an import license.
Import bulletins are normally issued without delay. However, in late 1977 the
process of authorizing import bulletins was subject to some delays, partly in
conjunction with the introduction of new administrative procedures. As a re-

sult, a backlog of applications has been built up and the Govermment is seeking,

in cooperation with private sector importers, to devise means of eliminating
this problem. Already, the Government decided on May 2, 1978, that thenceforth
all applications for imports of raw materials and intermediate goods would be



authorized automatically. It is the intention of the Govermment that this
automatic procedure will be extended, no later than June 30, 1978, to all
other categories of imports mot subject to quantitative restrictions, and
that by the same date, the backlog of import applications will have been
fully eliminated. :

15. The Government of Portugal abolished its import deposit requirement at
the end of 1977, but still imposes an import surcharge of 30 per cent on the
value of items covering about 29 per cent of total imports in 1976, and one
of 60 per cent covering 2 per cent of 1976 imports., The 30 per cent sur-
charge will be phased out gradually: effective October 1, 1978 the rate
will be reduced to 20 per cent; further to 10 per cent effective April 1,
1979; and fully abolished effective October 1, 1979. The 60 per cent im-
port surcharge, applicable mostly to luxury goods, will be maintained tem—
porarily, but the Govermment intends to study alternative domestic tax
measures with a view to phasing it out beginning in 1979.

16. The temporary value quotas for certain consumer goods, applicable to
about 4 per cent of 1976 imports, have been raised with effect from April 1,
1978 to an annual rate of Esc 3.405 billion, which is equivalent in foreign
exchange terms to the value of these quotas in the year to March 1978. The
value quotas for knocked-down automobiles, applicable to about 2.8 per cent
of 1976 imports, remain unchanged in 1978 at their escudo level of 1977.

All import quotas are strictly temporary and the Portuguese Government in-
tends to review them with the Fund before the end of January 1979 with a
view to reaching understandings with the Fund about steps to reduce or eli-
minate the restrictiveness of these quantitative import restrictions in 1979.

17. The Government establishes an annual foreign exchange budget for its own
operations as well as foreign exchange budgets for the various state agencies
in charge of monopoly imports of certain basic commodities, primarily food-
stuffs. These budgets are, however, only indicative and the ‘Government in-
tends to amend these budgets from time to time so as to avoid restricting im—
ports through rationing of foreign exchange. The Government of Portugal does
not intend to introduce any multiple currency practices, or any new restric-
tions, or intensify existing ones, on payments and transfers for current in-
ternational transactions, or to conclude any new bilateral payments agree-
ments with the Fund members, or to introduce restrictions, or intensify ex-
isting ones on imports for balance of payments reasons.

18, Given the many uncertainties of the international and domestic economic
situation, it is the intention of the Government to review the evolution of
the program in January 1979 and on that occasion to reach such understandings
with the Fund as may be necessary.

19. During any period of the stand-by arrangement in which the ceilings on
net foreign liabilities of the banking system in paragraph 6, or the credit
ceilings in paragraph 8, or the ceilings on government borrowing in para-
graph 11 are not observed, or the intentions im the last sentence of para-
graph 14, in the penultimate sentence of paragraph 15, and in the ultimate
sentence of paragraph 17, are not carried out, or during any period after



January 1, 1979 in which understandings have not been reached with the Fund
as indicated in the ultimate sentence of paragraph 16 and in paragraph 18,
the Banco de Portugal will not request any purchases under the stand-by
arrangement which would raise the Fund's holdings of its currency beyond the
first credit tranche, except after reaching understandings with the Fund
regarding the circumstances in which such purchases may be made.

20. The Government of Portugal believes that the policies set forth in this
letter are adequate to achieve the objectives of the program but will take

any further measures that may become appropriate for this purpose. During

the period of the stand-by arrangement, the Government will consult with the

Fund on the adoption of any measures that may be appropriate at the initia-

tive of the Government or whenever the Managing Director requests consulta-

tion because any of the criteria in paragraph 19 above have not been observed —
or because he considers that consultation on the program is desirable. In i
addition, after the period of the stand-by arrangement and while any Fund

holdings of escudos above the first credit tranche include currency resulting

from purchases under the stand-by arrangement, the Government will consult

the Fund from time to time, at the initiative of the Government or at the

request of the Managing Director, concerning Portugal's balance of payments
policies.

Sincerely yours,

Dr. Vitor Comstancio Dr, Jose da Silva Lopes
Minister of Finance Governor
and Planning Banco de Portugal

e
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May 8, 1978

Dear Mr. Cross:

At the request of the authorities of Portugal I am
pleased to inform you that understandings have recently
been reached with the autherities of Portugal on the
policies and mesasures for a stabilization program for
Portugal. These policies and measures have been set forth
in a letter of intent that has been signed by the Minister
of Finance and Planning and the Governor of the Banco do
Portugal and has been dispatched to the Fund. The manage-
ment of the Fund will recommend that the Executive Board
support the program set forth in that letter by granting
Portugal a stand-by arrangement in the second credit
tranche. Accordingly, I am able to notify you formally
at this time that the discussions that the staff of the
International Monetary Fund held with the authorities of
Portugal regarding a stabilization program by Portugal
that I believe the Intermational Monetary Fund can support
with a stand-by arrangement in the second credit tranche
have been successfully concluded.

Sincerely yours,

William B. Dale
Acting Managing Director

Mr. Sam Y. Cross

U.8. Executive Director
" International Monetary Fund
Washington, D.C. 20431

bee: The Managing Director
Mr. Pieske
Mr. Ruding
Mr. Gold
Mr. Whittome
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Dear Mr. Witteveen,

—~

Our lefter of intent date May 8, 1978, describes
the Govermment's stabilization program that supports the Banco de
Portugal's request for a stand~by arrangement ﬁitﬁ.the Fund in
- : the second créait tranche., This side<letter interprets the meaning

of paragraph,iB of that letter,

The paragraph commits us to review the evolution
of the program in January 1979 and on that occasion to reach such
understandings with the Fund as may be necessary. The Portuguese

- . authorities accept that such a review hy the Executive Board of the

Fund should take place not later than;JgnUafy‘ lﬁiQ;&andiﬁbat;the Banco de

@

‘Portugal will not' request any drawings under the stand~by arrangement

after January 1, 1979, until the required understandings are reached.,

‘;~;m¥:‘m‘w2fw;7g ;1w5}€ The Portuguese authoritieéiundersfand that tﬁe»; f
exchange rate question will be a central topic in that review. As you °

. know,deftugal adopted 'a crawling peg system for the escudo in August

of 1977. This framework is to be maintained, but the Bank of Portugal’s
practice of guaranteeing in advance the rate at which it wili buy and
sell forward exchéngé has been abo}ished. Exchangé rate policy is noﬁ:
guided by the Govermment's decision not to allow the met foreign.
liabilities of the banking system to rise beyond the limits specified

. " in paragraph 6 of the letter of intent.
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The Portuguese authorities accept that meeting such: a bglancei

of paymenfs test will reqpire a further progressive depreciation of
the escudo during the program year. For this purpose they undertake
to depreciate the effective exchangé rate by no less than the amounts
given-in .the attached schedule, The adequacy of the present schedule
of minimum effective depreciation rates will be reconsidered during

the January 1979 review with the Fund.

Lisbon, 8th May, 1978

-

Sincerely yours,

e

Dr. Vitor Constancio - Dr. Jos& da Silva Lopes
' Governor '

Minister of Finance and Planning Banco de Portugal

5
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Dear Mr, Witteveen, . SEC

1. The pressures on Portugal's balance of payments have continued
stfong this past year, as internal and external disequilibria proved
considerably more intractable than had earlier been expected, complicated
as they are by serious structural maladjustments in the economy. In-
fact, it is mainly through a policy directed tc overcome these structural
problems of the economy that the external imbalance can be controlled on
a more permanent basis, A medium-term strategy to restructure and
increase productivity in industry and modernize agriculture will be

implemented by the authorities to achieve that aim.

2. Meanwhile a:substantial stabilization effort is clearly called
for to provide a solid foundation for long-term economic reconstruction
and developméﬁ;,in.Pbrtugal. VAccordingly, the Governﬁent of Portugal
authorizies the Banco de Portugal to request a stand—ﬁy‘arrangement from
tue Fund, under which the Banco de Portugalﬁwiii have for a period of
one year the right, after making full use of any reserve tranché it may
have, to ﬁurchaée from the Fund the currencies of other members in
_exchange for escudos up to an amount equivaient to SDR 57.35 million.
Before making purchases under this stand-by arrangement, the Banco de
Portugal will ;onsﬁlt wiﬁhbthe Managing Director on the particular

currencies to be purchased.

3.  The putfpose of this request is to support the stabilization -
program recently adopted by the Govermment of Portugal, to strengthen-

- the balance of payments and reduce inflatiomary pressures while maintaining
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a positive rate of growth of the economy to keep unemployment in check.

These objectives are to be achieved through fiscal monetary, and wage
restralnt comblned with an exchange rate pollcy as outlined below. By these
means the external current account deficit is to be reduced from about

US$ 1,500 million in the period April 1977-March 1978 to about US$ 1,000
million in the period April 1978~March 1979. Net non-monetary capital
inflows are expected to increase from US$ 150 million to US$ 200 milliom.
This improvement in the external balance is to provide the main source

of economic growth in the program period.

4. After a decline in real gross domestic'product of nearly 4 per
cent in 1975, the Portuguese economy recovered sharply in 1976, with
real growth estimated at chse to 6 per cent. It is estimated that a
comparable exparsion was achieved in 1977, despite a major decline in
agricultural production. AAfhift of resources from consumption to
investment and exports acconnanied that expansion. Nevertheless, unemployment
remained at about 7 per cent of the labor force at end-1977. At the same
time, the rate of wage increases which moderated substantially in 1976
declined further in 1977, in line with the ceiling of 15 per cent placed
upon:it by law. Real wages appear to have been reduced in the course

of 1977 by at least 7 per cent, as the rate of domestlc price increases
accelerated in 1ate 1976, peaking at a very hlgh level in May 1977 before

moderating somewhat later in the year.

5. Despite the depreciation of the escudo in February 1977 and the
~maintenance of some import restrictions, a continued high rate of
increase in domestic demand, due to theﬂrecovery of production and
investment andthesneculative accumulation of stocks, contributed to a
further increase in the trade deficit to U5$ 2,530 million in 1977.
Thisldeterioration was offset to some extent by Significant increases‘
in tourist receipts and eﬁigrants' remlttances, but not by enough to

keep the current account deficit from rising from US$ 1,244 m11110n or

" some 8 per cent of GDP in 1976, to US$ 1 495 million or about 9 per cent

of GDP in 1977. The o6verall deficit rose from Us$ 1,268 m11110n to
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UsS$ 1,462 million; largely financed bfhcompensatory horrowing end the use
of gold reserves. As commercial banks also increased their foreign
liabilities, the net“foreign assets of the banking system turned negative
in early 1977, if the official reserves of gold are valued at the

traditional price.

6. . " The Govermment considered it approptriate,after ‘an initial effective

depreciation of 4 per cent in late August 1977, to move to. a crawling

peg system'for'the escudo. Thus the effective rate depreciated by a total

of 14.3 per cent in the 12 months through April 1978, A further

adjustment of 7.0 per cent in the effectiVe‘exchange rate was made in

early May 1978. The authorities intend to continue the policy of the

crawling peg. Exchange rate>policy will in future be guided by the

Government's decision not to allow the net foreign liahfiities of the s
banking system, which stood at US$ 1,352 million on December 31, 1977,
to exceed US$ 1,922 million on June 30, 1978; US$ 2,092 million on
September 30, 1978; Us$ 2,297 million on December 31, 1978; and US$ 2,45?

- million on March 31, 1979..

7. . The authorities are determined to reduce inflationary'pressures

desplte the prospectlve shlft of resources to the external sector.

“'Accordlngly,to limit unnecessary pressure on the external value of the B

escudo, interest rates were ra1sed in both February and August 1977.

The. Government dec1ded on further substantial increases in May 1978, when
the'drscount rate of the Banco de Portugal was raised from a range of
13—18ﬂper cent to a range of 18+23 per cent, Interest rates on time
depos1ts were ralsed by 4 percentage points to levels of 19 per cent

and up on depos1ts of six months or more. Basic lendrng rates were

raised 3.5 percentage p01nts,'but those for housing by only 1<2 percentage
points, and those for agriculture, exports and priority investments :by

2=3 percentage polnts, so as to minimize the 1mpact of credit restralnt

_.on these vital sectors, The authorltles con51der these rates necessary
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for the present to check increases in the velocity of money, speculation
in stocks, or adverse capital movements.. They intend to. raise or lower

them in response to changing circumstances.

8. - Monetary policy is designed to contribute substantially to the
prospective. imprﬁvement in the external balance and to théicontainment

of inflation. By the close of 1977, the rate 6f domestic credit expansion
had reached 34.5 per cent of the initial money stock, substantially
exceeding the rate of growth in the money stock itself, before mode;ating
to 32 per cent in the year ending March 1978. On average, the money

stock grew by 22 per cent in 1977 compared with a 33 per cent growthﬁ

in nominal GDP, but is expected to be reduced to about 18 per cent against
an anticipated growth ig nominal GDP of about 27 per cent in the year

to March 1979, Taking this into account along with theniarget for the
balance of payments, net domestic credit of the banking system, the total
of which amounted to Esc 654.0 billion on' December 31, 1977, will not \
be permitted to exceed Esc 701.6 billion on or before June 30, 1978;

Esc 738.6 billion on or before September 30, 1978; Esc 795.7 - billion

on or before December 31, 1978; and Esc 811.4 billion_on or before

March 31, 1979. The resulting increase in net domestic credit in the
program year is estlmated at about 23 :per cent of money stock at the

beginning of the perlod

9. . Si~ To give effect to these limits, the authorities have introduced
indicative credit ceilings on individual banks and afe prepared to.make
them:;andatory should the need arise. To tighten credit control, domestic
bank 1end1ng in escudos but denominated in foreign currencies has been
1nc1uded under the ceilings. More fundamentally, however, the monetary
authorities intend to keep the”developmept of the monetary base under

close and continuous scrutiny and have set the following indicative

_targets for the‘program yedr: Esc 143.6 billion by June 30, 1978{’

Esc 143.6 billion by September 30, 1978;‘Eéc 151,0 billion by December

31, 1978; and Esc 149.2 billion by March 31, 1979. ‘ To enSure‘that these
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limits are kept, the monetary authorities have gradually reduced
rediscount quotas and introduced an uniform reserve requrement,of

7 per cent on all monetary deposits, witﬁ,the result that the banks'
liquidity position has already become very tight. Finally, interest
rates are being managed flexibly., Recent increases will help contain
the demand for domestic credit and thus minimize the need for credit

rationing.

10. A further contribution to domestic stahilization will come

from fiscal restraint. A significant reduction in the deficit of the
public sector was achieved in 1977, taking. it down from 11 per cent of
GDP in 1976 to 8 per cent in .1977, mainly in consequence of tax increases
and the containment of pub11c consumption. This improvement is to be
consolidated in 1978 on the basis of the budget recently-passed by
Parliament. New tax measures have been authorized to raise revenues
bi’the equivalent of 2 per cent of GDP over what they would otherwise .-
have been. 1In-addition, the administered price increases. referred

to in paragraph 12 below, will serve to limit the need for subsidies to
state tradlng agencies and public utilities and corporatlons. After
allowance for normal underspendlng, a surplus in the current account

of the public sector will be achieved for the first time since%1974.
ThEré is stiii to be a rise in real capital expenditures, resulting
mainly from an increase in equity capital subscriptions to public entefpfises.~
Althougﬁffhe overall deficit of the public sector will thus remain
unchanged in nominal terms, it will decline further in relation to GDP to

6 per’cent in the year toMarch 1979.

11. * The authorities intend to take every precautioﬁ to ensure that
these budget outturns are realized, The revenue effort wiil be
supplemented . as necessary to make up for any~fevenues"1ost as a re§u1t
of the phasing out of the importnsurcharge‘referred to in paragraph.

‘15 below. Furthermore, any revenues from existing taxes that may
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exceed budgeted amounts will he used to reduce the public sector deficit

"and not to finance additional expenditures. Finally, during the period

of the stand-by arrangement the use of government securities to

discharge tax obllgatlons will be limited to arrears in direct taxes prior

“to 1977, as presently permitted by law. Thus, after allowing for other |

sources of finance, the net claims of tlie banking system on the public
sector, the total of which amounted to Esc 129.8 billion on December

31, 1977, will not be permitted to rise aboye Esc 143,8 billion on or
before June 30, 1978; Esc 148.8 billion on or before September 30, 1978;
Esc 166.8 billion onrcr before December 31, 1978£ and Esc 183.8 billion
on or hefore MarcH.Bl; 1979,

12, To take account cf increasing costs -and to moderate the needA

for government subsidies, certain administered prices were increased
substantially in April of thls year, Utility rates for water, electricity
and gas as well as transportatlon prices were raised by 35<50 per cent,
while the prices of essenc1al food products, which had been frozen since

February 1977, were raised by more than 20 per cent. To ease the

adjustment, the minimum wage, which had remained unchanged"since January

1977, was ralsed by approx1mately 30 per: cent, unemployment benefits were-
1ncreased by’about 25 per cent, and penslons were raised by up to 22

per cent. To help contaln cost fncreases in the future, however, wage
policyiwilllhave to remain firm?~and legislation was therefore passed

in April of this year limiting increases in contractual wages to 20 per
cent in 1978, and requiring a minimum contract period of 12 montns.
Legislation was also passed in August 1977 allowing firms in financial
distress to suspend nage‘contracts if. their work force concurs.

13. Portugal's external medium and long<term debt, excluding
obllgatrons of the hanking system, lncreaSed from US$ 1,125 million at
the end of 1975 to US$ 1, 469 million at the end of 1976 and further to
Us$ 1,848 million at the end of 1977, Most of this is either guaranteed

by the Govermment or an obligation of public enterprises, inciuding
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~enterprises broughtvwithin the framework of the public sector sinée 1974,
but not officially guaranteed. The ratio of,debt‘service payments to
exports of goods and‘seryices is estimated ét 15 per cent in 1977 and is
expected to rise to 19 pef cent in 1978. 1In addition, short—term private
debt has risen froﬁ‘US$ 145 million at the end of 1976 to US$ 717 million
at the end of 1977. The Govermment will seek to avoid any further

increase in such short-term debt during the program year. It will

strengthen its efforts to avoid excessive external indebtedness and to

impréove the maturity profile, by continuing its policy OF monitoring

overall external debt developments and of coordinating fbreign borrowing
by public sector agencies and enterprises. Particular attention will
be paid to limiting external borrowing to the financing of productive

investment projects.

14, All imports are effected on the hasis of import bulletins, which
for iImports not subject to quantitative restrictions éérve a statistical
purpose and enable the importer to obtain the necessary foreign exchange.
For imports subject .to restrictions, the bulletin is equivalent to an
import licenmse. 'Importlbhlletins aré normally~issﬁed without delay.
Howevér, in late 1977 the process of authorizing import bulletins was
subject to some’delays, partly in conjunction with the introduction of
new administratiﬁe procedures. As a'resultt‘a backlog of'applications
has been built up and the Govermment is seeking, in cooperation with
private sector importers, to devise means of eliminatiné'this problem. E
Already, the Government decided on May 2, 1978, that thenceforth all
~applications for imports of raw materials and intermediate goods would
be authorized automatically@ Tt is the intention of the @overnménp

that this,automaticjﬁrocedure;will be extended, no iater than June 30,
1978, to all other categories of imports not suhject to quantitative
restrictions, and that‘By;tﬁe same date;kthe backlég of import

applications will have been fully eliminated.
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15, . The Government of Portugal abolished its import deposit

requirement at the end of 1977, but still imposes_an import surcharge

of 30 per cent on the value of items éovering about 29 per cent-of

total imports in 1976, and one of 60 per cent covering 2 per cent of
1976 imports. The 30 per cent surcharge will be phased out grédually:
effective October 1, 1978 the rate will be reduced to 20 per cent;
further to 10 per cent effective April 1, 1979; and fully abolished
effective October 1, 1979. The GOMﬁer cent import surcharge, applicable
moétly to luxury goods, will be maintained temporarily, but the
Government intends to. study alternative domestic tax measures with a

view to phasing it out beginning in 1979..

16, The temporary value quotas for cgrtain consumerLgoods, applicaﬁle
to about 4 per cent of 1976 imports, haﬁé been raised with effect from
April 1, 1978 to an annual rate of Esc 3,405 billion, which is equivalent
in foreign exchange terms to the value of these quotas‘in the year to
Maréh.1978. The wvalue quotas for knockedwdowﬁ automobiles, applicable

to about 2.8 per cent of 1976 imports, rémain unchanged in 1978 at

their escudo level of 19]7; All import quotas are>strict1y temporary

and the Portuguese Government intends to review them with the Fuﬁd

before the end of Jénuary~1979 with a view to reaching understandings
with the Fund about steps to reduce or eliminate the restrictiveness

of these qﬁantitative import restrictions in 1979,

17. The Government estahlishes an annual foreign exchange budget
various state agencies in charge of monopoly imports of certain Basic
commodities, primarily foodstuffs, These budgets are, however,‘bnly
indicative and the Government intends to amehd these budgets from time

to time so as to avoid restricting imports through rationing of foreign

-exchange. The Government of Portugal does not intend to introduce

any multiple currency practices, or any new restrictions, or intensify -
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existing ones, on payments and transfers for current international

' transactions, or to conclude any new bilateral payments agreements with

Fund members, or to introduce restrictions, or intensify existing ones

on imports for balance of payments reasons.

18. °  Given the many uncertainties of the international and domestic
economic situation, it is the intention of.the Government to review -
the evolution of the program in January 1979 and on that occasion to

reach such understandlngs with the Fund as may be necessary,

19. During any period of the stand~by arrangement in which the

~ceilings on net foreign 11ab111t1es of the banklng system in paragraph

6, or the credit ceilings in paragraph,8 or the ce111ngs on government
borrowing in paragraph'll are-not observed, or the intentions in the
last sentence of paragraph 14, in the penultimate sentehce of paragraph
15, and.in the ultimate sentence of paragraph 17, are not carried out,
or during>any period after 5anuary 1, 1979 in which understandings

have not been reached with the Fund as indicated in the ultimate sentence
of paragraph,l6 and in paragraph 18, the Banco de Portugal will not
request any purchases under the standrby-arrangemeht which would raise
the ﬁund's holdings of its currency‘heyond the first'credit tranche,
Lexcept after reachlng understandlngs with the Fund regardlng the
circumstances in whlch such purchases may‘be made.,

20. The Government“of Portugal believes that the policies set forth
in this letter arevadequate to achieve the objectives of the program
\but will take any further measures that may become appropriate for this
purpose. During the perrod= of the stand-by arrangement, the Government
will oonsult with the Fund-on the adoption of any measureskthatfmay be
appropriate at the initiative of the Covernment or whenever'the

Managing Director requests consultation Because any of the criteria

in paragraph 19 above have not been observed or hecause he considers

that consultation on the program 1s des1rable. In addltlon, after

" the perlod of the standtby arrangement and while any Fund holdlngs

of escudos above the first.credit tranche include currency
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resulting from purchases under the stand-by arrangement, the Government

will consult the Fund from time to time, at the initiative of the
Government or at the request of the Managing Director, concerning

Portugal's balance of payments policies.

Lisbon, 8th May, 1978

Sincerely yours,

P

By s an e

Dr..Vitor Constancio Dr, José da Silva Lopes
' Governor -

Minister of Finance and Planning Banco de Portugal

R

g
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PORTUGAL: - EXCHANGE RATE PATTERN

Effective Exchange Percentage Depreciation
Ratel‘ ' in Effective Terms
(March 31, 1978 = 100.0) Since Preceding Date
( J o
March 31, 1978 . 100.0 .
April 21, 1978 -+ 101.0 . 1.00
May 5, 1978 - : . 108.6 7.50
May 31, 1978 c 110.0 1.30° )
June 30, 1978 ' 111.4 1.25
September 30, 1978 - 115.6 ‘ 3.8
December 31, 1978 120.0 : ’ . 3.8
P March 31, 1979 © o 124.5 o 3.8

~

1. For purposes of calculating this index, the currencies and their weights are:

[t

US dollar 0.27327 .Can.$ 0.01329 - F. 0.13996 Y 0.02111

D.M. 0.12812 D.Kr. 0.01641 f£., 0.03740  N.kr. 0.01872
Sh. 0.01116° - Ptas. 0.03756 £ 0.13515  S.kr. 0.05129

B.F. - 0.03193 ° F.mk. 0.01092 Lit.0.04074  Sw:F. 0.03297
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Office Memorandum

to. . The Managing Director o ‘ e, APTil 17, 1978

" FROM : L. A. AWhittome //7‘)1/)/

SUBJECT : Portugal: ©Negotiations for a Stand-by Arrangement

in the,Second.Credit Tranche

- The stand-by arrangement with Portugal in the first (enlarged) credit
tranche which was negotiated in March 1977 was based on a program aimed at
reducing the external current account deficit: from US$1,225 million in 1976
(8 per cent of GDP) to US$800 million in 1977 (5 .per cent of GDP), and the
overall deficit to US$640 million. A group of industrial countries agreed
in June 1977 to provide about US$750 million in medium~ternm credits over an
18-month period to support this program and to cover part of the expected 1978
deficit, provided that the Fund entered into a stand-by arrangement in the '
second credit tranche with Portugal.

Staff discussions with the Portuguese have taken place on an almost
continuous basis since September 1977, Last fall it was already clear that
the current account objective for 1977 would not be attained; indeed at that
time it seemed that the deficit would be some $1.1 billion. In our early dis—
cussions we, therefore, set out to secure agreement that a deficit of $800 mil-
lion in 1978 should ba the objective to be sought. As the talks dragged on,
so did the estimate of the current account deficit in 1977 rise, and so, there~
fore, the size of the adjustment being sought became 1ncreas1ng1y more
formidable,

Early this year it became clear that policies to limit the deficit
to 5800 million in this calendar year were not obtainable. We, therefore,
shifted to discussing a deficit of $800 million in the 12-month period,
April 1978 to March 1979, and indeed the Portuguese Government endorsed this
objective and claimed it as its own. However, the curremnt discussions in
Lisbon have now shown that a current account deficit in 1977 reached $1.5 bil-

" lion with an overall deficit of the same order.

The discussions of the past three weeks have made it clear that
maintaining the original targets for the program year would necessitate an
adjustment effort that is not achievable given the political constraints. For
this reason, discussions have centered around a set of policies that, in the-
view of the staff team, could reduce the current account deficit by about one
third to US$%1,000 million and the overall deficit to US$80Q million in the
12 months from April 1978. These amounts seem financeables, although they would
require gold sales of about US$150 million, or alternatlvely, additional
foreign bank borrowing of a similar magnltude

The proposed program implies a reduction in the domestic real rate of
growth from about 6 per cent in the base period (April 1977 to March 1978) to
about 2 per cent in the program period, and a decline in the volume of
‘domestic demand of about 1.7 per cent after an increase in 1977 of about
6.8 per cent. Both private and public consumption are projected to be unchanged,
while the volume growth in gross fixed capital ‘investment is expected to be



limited to 5 per cent, compared with 12.8 per cent in 1977. The volume of
exports is expected to rise by some 8 per cént and that of imports to fall by
some 5 per cent. - ‘ ‘
In order tc achieve these targets, the authorities are prepared to
take a series of measures some of which imply a considerable concession on

- their part. The Minister has provisionally agreed to raise the Central

Bank's rediscount rate by 5 percentage points to 18 per cent and deposit
rates by 4 percentage points. Some lending rates, notably for housing,
agriculture, and exports, will be raised by only 2-3 percentage points, but

.lending rates for many other purposes will be raised correspondingly more.

The authorities have proposed a domestic credit ceiling, which would reduce
the rate of increase in net deomestic credit to 23 per cent over initial money
stock, compared with 34.5 per cent in 1977. With respect to fiscal policy,
the authorities expect on the basis of the budget passed last week, to
generate a surplus om current balance equivalent to 0.6 per cent of GDP,
compared with a deficit of 1.3 per cent in the base year. There is some risk
that this might be offset by sharply rising capital expenditures, but we have
been assured that there is an inbuilt safety margin in that the rate of

“implementation of projects may well be lower than anticipated. A subceiling

on net domestic credit to the Government of about Esc 40 billion (about 30
per cent of the overall credit ceiling and 4,7 per cent of GDP) has been
proposed. ‘

As to the exchange rate, the authorities have proposed a depfeciation,
in effective terms, of about 6.5 per cent in April, to be followed by a con-

~tinuation of their current policy of depreciating the effective rate by 1 per

cent per month, leading to an average depreciation against the U.S. dollar of
about 16.5 per cent during the program year. The Minister of Finance has,
however, privately ‘indicated that he might be prepared to make a somewhat more
substantial adjustment in April, by possibly as much as 10 per cent and the
staff team expects that an exchange rate policy designed to lead to about a
19 per cent average depreciation against the U.S. dollar (24 per cent in

- effective terms) would be consistent with the external targets. -

The need for external debt ceilings has been. largely avoided by the
Portuguese authorities' decision to include in the foreign liabilities and
domestic credit of the commercial banks all foreign credits with a Portuguese
commercial bank guarantee. o

A problem remains with respect to import restrictions., Since the
beginning at the end of 1977, import lincenses have been granted om a more
restrictive basis than in the past. The magnitude of this problem is mot
clear, but it is likely that some substantial delays in processing import
licenses have occurred. The staff team has insisted that this restrictive
practice must cease before a stand-by arrangement is approved.

I think we now have a basis for an-agreement on a second credit
tranche stand-by provided that the various proposals--some of them given on
a personal basis by the Minister——can be translated into formal commitments.
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A reduction of the current account deficit from its present rate of $1.5 bil-~

" lion per annum to one of $1.0 billion is a sizable achievement in itself.

We would hope that further progress can be made next year when we would be
expecting to discuss a further use of Fund resources.

‘'The program hangs together. As often, one must have some doubts
as to the ability of the authorities to carry it through fully. Their

.control over various public sector autonomous agencies is a particular weak-
" ness. But I believe that these very long discussions can and should now be

properly closed if agreement can be obtaimed on the lines suggested above.

cc: The Deputy Managlng Dlrector

Mr. Wa\ﬁ

¥



Offzce Mem orandum

TO : The Acting Managing Director ' pAaTe: February 10, 1978

FROM : L, A. Whittome /%/

SUBJECT : Portugal

We have now held several hours of discussions . with the technical
team sent to Washington by the Portuguese authorities. This team is
headed by Mrs. M. Constancio who is Director of Global Planning at the
Ministry of Finance, and also the wife of the new Minister of Finance and Planning.

These discussions have disclosed a disquieting picture. The new
coalition government has made a feature of its intention to reduce the
rate of price increase to 20 per cent this year as against 27 per cent
last year. In order to achieve this target it has become more convinced
than before that the present rate of depreciation (1 per cent effective
depreciation per month) is the most that can be allowed. This policy.
promises no improvement in Portugal's competitive position. 1In the
absence of any special inducement to exports one would have supposed that
the authorities would have decided on a tighter restraint over the growth
of domestic demand. However, this does not appear to be their present
intent and indeed the growth of credit foreseen in the first quarter of
this year is some three times the level forecast to the mission three
months ago. Moreover, much the greater part of this increase is due to
increased deficit of the public sector.

In brief on present policies the current account deficit of
$1.3 billion recorded in 1977 is unlikely to fall other than marginally in
1978. The Portuguese are already facing acute financial difficulties. They
have used to the full extent possible drawings on the $750 million assis-
tance. They have also been borrowing from international banks and they
have rescheduled some commercial payments. Lastly, it seems very likely
that the restrictive system is gradually being tightened. In the light
of this picture I have formally told Mrs. Comstancio to tell the Minister
of Finance and Planning and the Governor. of the Bank -of Portugal.that.I see
see no possibility of concluding a Fund stand-by arrangement unless.
present policies are changed. I have added that we shall be forced shortly
to. inform those countries that have contriButed to the $750 million credit
that virtually no adjustment is likely to occur in 1978, And that in the
circumstances it is not possible for the Fund to conclude any stand-by
arrangement., I said that before taking such a step I would hope that the
Portuguese Government would seriously reconsider the position and I suggested
that together with Mr. Schmitt I might pay a brief visit to the Minister at a
place of his choosing (or alternatively he could come if he were free to
Washington) in order to see what measures the Government might feel able to
take. I have asked for a reply from Lisbon by the end of next week and I
have stressed that there is a shortage of time on both sides. On our side
because some report to the creditor countries is overdue and on their side
because their official reserves are very low and their further borrowing
capabilities are very limited, ‘

cc: The Managing Director (o/r)
Mr. Ware
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The Hanaging Director ' December 12, 1977
L. A. Whittome

Portugal

I think the attached letter from the Governor of the Bank of Portugal
can help us feel more at ease in absorbing some of the criticism of over-—
harshness that is being directed at us,

The U.5, Government have just completed an inter—departmental review
of their policy stance on Portugal. We have supplied the U.S. Treasury with
our figuring to help them prepare their case. They now tell us that the
review concluded that they should maintain their present support of the Fund's
position in Portugal and should not be unduly concerned about. recent politieal
developments in Lisbon.

Attachment

ces Depéty Hanacing Director

Mr. !w
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Lisbon, December 5, 1977

‘Dear Mr. Schmitt,

As you may already have heard, I asked from -
the Government, on the beginning of OQtoﬁer, the resignation
from my functions of Governor of the Central Bank.' When my
decision. to resigﬁ was made known, there was some speculation

TN " in the Portuguese press. One of1theﬂnewspapers attributed

C

it, at least in part, to the difficulties of the negotiations
with the IMF while another hinted that I was in favour of

expansionary policies.

I was asked by the Government not to enter
in great explanations about the reasons of my resignation.
However, in order to correct the wrong information which

appeared, I stated formally to the press:

- that my resignation has nothing to do with thé IMF
negotiations; that I consider those negotiations of
the utmost importance to the Portuguese economy;and
?hat I regret that their conclusion is being post-

poned by the present political crisis in Portugal;

- that T am in no way in favour of an expansionary
demand policy in the present circumstances,,becéuse
of its effects on the balance of payments, although
that does not mean that we should not stimulate the
growth of production in the export sector and in the

agricultural and fisheries sector;

~ that T intend to remain in the Central Bank until
the negotiations with IMF are concludea,(in the
assumption that the conclusion will not be excessively
delayed) and until the current politicalvcfisis is
~over and the Government has had -a reasonable period

.to appoint my successor.



O

I am sending you this clarification about
my position in order to avoid thé misunderstandings that
might be created by the wrong news of some Portuguese news-
papers. I enclose two newspapers clips. which present my

" views quite correctly.

Yours truly,

José da Silva Lopes

Mr. Hans Schmitt

International Monetary’Eund

Washington, D.C. 20431
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0 gcwemador do Banco de’

Partugal, dr. Sitva Lopes apre-
sentou em 10 de Outubro o pe-
dido de demissdo do cargo que
vem desempenhando, mas
manter-se-da em tungdzs pelo
menos até gue se concluam as
negociagdes com o runco Mo-
nelario internacicna
Desmentindo uma ‘noticia ho-
j2 publicada por um semana-
ro, segundo a gual as razdes
da demissao asseniariam scbre
“'a dificuidads e o melindre das
negociagdes em cuiso com 0
Fundo Monetario Internacio-
nal", disse-nos esta manha Sil-

*

va Lopes

‘Isso ndo é verdade. O meu
pedido de demissido ndo tem
nada a ver com as negociagdes
com o F.M.I. Eu considero que
elas sdo necessarias e urgen-
tes e lamanto que este;am aser
atrasadas peia crise politica.

.Um - malutino ah’rmava por
Seu turno que a demissao se
Geve a “'um cerfo menosprezo
periiihaco peias entidades eco-
nomicas gavernameniais quan-
to as recomeﬁdaqoes dzfendi-
das pelos.allos funcionarios do
banco cenlra! no gue respeila

va Lopes pede demisséo a

v

as linhas fundam:-n.axs da eco-
nomia portuguesa
considerou nao lerem funda-
manio estas ahrmaqbes decla-
rando, contuco, que nao consi-
dara oportuno divuigar, para ja,
ascausasdasuademzssao :
Adianiou, por outro fado que
eias nao 1ém nada a ver com a
crise politica, ja que, inclusiva-
mente, pediu a demisséa muito
anies do seu aasanvolvimento.
Para além disso, Silva Lopes
disse que continuara no cargo
alé ao fim das nesgociag0as
com o Fundo Moneiano Inter-
nacional e eventuaimente até

“ﬂ'unw*

Silva Lopes .

jovernador do Banco de F@ﬁ@ag@

un seja nomeado outro gover-.

no ou se proceda a remode—
lagao do actual, s& abandonan-
do definitivamenta a fungao de-
pois de cumpridos os compro-
missos que assumiu e d2 ser
noma3ado um sucessor.

Segundo apuramos a cermnis-
sdo funda-se em grande parte
em razdes particulares a que
nao € alheio um cerlo cansago
pela aclividade desenvotvida
desde 1975, data em que Silva
Lopes foi empossado no cargo
d2 governadar do banco, suce-
cendoa Jacmto Nunes

< 3.l2 3P
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gt «Nesta ahura ndo ha utilidade em revelar os motnvos da mmha decx-_
“s@on, declarou hoje a «A Capital» o dr. José da Silva Lopes, ao confirmar
-+ a noticia do seu pedido de demiss@o do cargo de governador do Banco de
. Portugal, formulado no dia 10 de Outubro passado em _carta dirigida a’o,
"ministro das Fmam;.as. . PR .
O dr. José da Silva Lopes desmenttu todavna que na orlgem da sua
decisio estejam as dificuldades das negoc;acoes com o Fundo Monetano
“‘Internacional, como insinua o «Expresso», - < et
Ora «isso ndo é verdade», disse o dr. leva Lopes,. que acrescentou
" a este respeito: ‘«Eu considero que as negociacdes com o F. M.l sdo fun-. :
. damentais e lamento até o atraso que elas estio a sofrer em consequéncia
da conjuntura politica.» O governador do Banco de Portugal adiantou ainda
. que ndo tem também qualquer fundamento a naticia de «O Dia», segundo a
" qual se poderia concluir que «eu defendo uma politica 8xpansi0nista para
,a nossa economianr. E acrescentou: «Nas circunsténcias actuais é impos-
“sivel uma politica expans:omsta pelos reflexos negahvos que teria na
balanca de pagamentos, o que ndo quer dizer que ndo se possa seguir uma
‘ C olitica’ de expansao em. sectores com menores reﬂexos na balanca
‘\._Zambial.» C e s
.~ A uma pergunta do ngsso red actor, dr S:!va Lopes que se mantera'
no cargo de governador até i conclusio das negociacdes com o F.M. L.
e até que o novo elenco governativo, se for caso disso, estiver em con-
~dicdes de nomear o seu sucessor, declarou que esta uper"eltamentn de.
acordo com. as posigdes defendidas pelo dr. Vitor Constancio, vice-gover-
:nador do Banco de Portugal, quando ha dias foi entrevistado na RTP».
Recorde-se que Vitor Constancio justificou a politica de contencdo da taxa -

de crescimento da producdo interna, como uma forma de reduz;r o dese- Siva lopes: ¢k pessivel uma pulitica de expansae
quilibrio. da balanca de pagamentos.; ' - .. . oo we e sectores com meRores refiexos na balanga cambial -

Al ww - L - e - -

R
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Office Memorandum

TO s The Acting Managing Director . : o . PATE: May 18, 1977
FROM  : Hans Schmitt “;
SUBJECT : Portugal-—Paris Meeting on Balance of Payments Assistance

At the invitation of the United States potential participants in a
"coordinated bilateral approach"” to balance of payments assistance for Portugal
met "informally" in Paris on May 16, 1977, to gain a common understanding of the
size of the Portuguese payments problem and of the type of assistance that might
be most appropriate to it. ' The United States took pains to down-play their

-leadership in the operation; the French and Belgians nevertheless stressed that

they were present as observers only. - A list of participants is attached.

We had been asked beforehand to supply an estimate of the siza of the
problem. I presented the attached table (with which the Portuguese, the EEC, and
the IBRD expressad broad agreement) and said that it should be possible, with some
additional effort, to contain the overall deficit within SDR 1,000 million over
the two years 1977/73 combined. The BIS and various European central banks had
already helped to mobilize Portuguese reserves by lending short-term against gold
collateral, and the IBRD and the European Investment Bank had begun to step up
long-term development assistance to Pecrtugal. There remained the need for tempor-
ary medium~term balance of payments support to fill a gap between those two forms
of assistance, which our own present resources were clearly inadequate to meet.

We had just concluded a stand-by arrangement in the first-eredit tranche, and were-
prepared in principle to negotiate a second tranche arrangement this coming autumn.
We looked forward to supplementing future stand-by arrangements from the "Witteveen
facility" now being negotiated. The World Bank representative followed with a
presentation in which he stressed the need for an early start on project prepara-
tion to cnsure that disbursements under project assistance could begin within the
next two or three years.

The Governor of the Bank of Portugal reported that his government had
already decided to request a stand-by with the Fund in the second credit tranche
this coming autumn. At that time preliminary resnlts under the present stand-by -
could begin to be evaluated, and policies for 1978 would have to be formulated.
He specified five '"guidelines' that would shape future as well as present policies.
These were: (i) a continued effort to shift resources from consumption to invest-
ment; (ii) a continued effort to increase the "efficiency'" of investment; (iii) a
continued commitment to maintaining the "competitiveness™ of Portuguese enterprises
at home and abroad; (iv) a continued commitment to "open' trade and payments arrange-
ments; and (v) a continued commitment to restoring the "mormal" working of the mar-
ket mechanism. ' i

The United States representative then offered four characteristics he
thought appropriate for the additional assistance the Portuguese now required:
(i) it would have to be medium~term assistance "toward the longer end" of maturi-
ties; (ii) it should be untied either to projects or to country of procurement;
(iii) it should not be secured against Portuguese reserves; and (iv) it should be
linked to IMF conditionality so as to ensure that the need for "extraordinary"
lending would not extend beyond the end of 1978. The stress on the "extraordirary"

.r’)r';ﬁ, ¥ \\c\c(:’



Ghar&eter of the assistance, WHLCH would keep it from setting any precedent for
application elsewhere, was picked up by most subsequent speakers. Another re-
chtimo themna was the need for broad participation if the scheme was to come off
at a%ly the U.S. reprebentatlve privately expressed some comncern that even German
paPtlLlDatLOn might be in jeopardy if France stayed out.

For its own part, the United States offered to contribute US$300 mil-~ -
lion for the 1978 fiscal year beginning October 1, 1977, They were thinking in
texrms of a ten-year credit including three years grace, at a rate of interest
equal to the cost of money to the U.S. Treasury, which at present stood at
7 1/2 per cent. This credit would be conditional on a "“schedule of negotiation
and cooperation with the Fund." 1In concrete terms, they hoped to be in a positiomn
to disburse the first of twe tranches .in the fall of 1977 as long as second tranche
nezotiations with the Fund were in progress or firmly scheduled, and a secend .
tranche in the spring on condition that such negotiations had been successfully
co"pleted and all performance clauses were being met. The -authorization process
in Cangress was nearly complete, though appropriation would be contingent on broad
participation by other countries in the effort. The U.S. representative stressed
that such participation could of course take various forms, depending upon each
country's circumstances, as long as it met the four general criteria he had pre-

viously proposed.

As the meeting was mainly intended to serve an informatiomal purpose,

fno effort was made to solicit pledges from participants, and the respomses varied

widely. Germany was prepared to offer a US$200 million contribution on a similar
basis as the United States, and Norway USS$10 million. France and Belgium, at the
other extreme, stressed their observer status and referred to the sizable aid they
had'already extended bilaterally, through the EEC, or through the BIS; in addition
Belgium stated its intention to chanmnel all future assistance through the EEC.

Qther countries had not had the opportunity to formulate a position in
advance of the meeting, but promised on the basis of the information supplied to
e¢onsider what their response might be. A further meeting was tentatively agreed
for some timé toward the end of June, perhaps in conjunction with an OECD Minis-—
terial meeting that was scheduled to take place in Paris on June 22-26, 1977. In
the dnterim, countries would cosmunicate any decisions they might take to the
others through the U.S. representative who offered his services as a clearing-
house for information. If progress were to turn out to be substantial, the meed
for such a second meeting might dlsappear.

¥y own impressions on where countries tended to lean on this occasion can
be summarized as follows. On the positive side the Venezuelans seemed véry much
irterested in participating though they could not yet specify any amounts or con-

~ditions. On the negative side. the Japamese and the Swiss stressed legislative

difficulties. The Japanese thought it unlikely they could do more than encourage
their commercial banks to launch a consortium loan without government guarantee.
The Swiss said privately afterwards that they could probably not go beyond con~-
solidating their outstanding short-term gold collateral credits. The Irish also
showed considerable hesitation. -

A number of other countries expressed themselves positive in principle
but thought they needed more information particularly with regard to the role of
the Fund. The Austrians hoped future talks could be held in a more "multilateral
framework" and wanted more specific information than we could give on the :
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potential contributiou of the "Witteveen facility." The Canadians thought that
the term "coordinated bilateral approach™ should more explicitly engage the Fund
as the "coordinating factor.” The Swedes recognized the need to supplement Fund
ragources but thought their contribution would depend cn what ¥ole the Fund would

“play in the arrangement. THe Netherlands also attached "great inportance" to ‘a
Fund link as well as to a- "cohérent approach" with the EEC.

I believe this interest im tae Fund'was of three kinds. Thére was -
first the convenience of relying on Fund conditionality; there was a2lso the hope
that much of the required aid could eventually be drawn from the Witteveen facil-
ity; and finally, there may also have-been some thought that a more prominent
role for the Fund could help to draw the French into the exercise. :

Finally,. the Unlted Klngdom and Italy offered to e?plore most sympathet-‘
ically what contribution they mlght be ableiu)nake within their means.

-

Attachments

! e
cc: -The Hdnaging Director (o/r) V//

Mr, Gold

Mr. Polak

Mr. Mabermeier

Mr. Sturc’

Mr. Whittome (o/r)

Mr. Rose

Mr. Green
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May 16, 1977
PARTICIPATION IN MAY 16 MEETING ON PORTUGAL

Austria

Klas Daublebsky
Counselor, Austrian Embassy - Paris

Rudolf Martins

‘Envoy extraordinary and Minister Plenipotentiary

Federal Ministry for Foreign Affairs

Walter Neuddrfer
Director General, Ministry of Finance

Belgium

Luc Ceyssens
Deputy Permanent Representative, Belglan Delegation to QECD

Guy Noppen
Financizal Counsnlor, Belgian Delegation to. OECD

Canada

Yves Fortin
Chief, International Finances, Ministry of Finance

Louise Fréchette
Ministry of Foreign Affairs

Bruce Williams

Executive Vlce—Pre51dent Canadian Internatlonal Development figency

European Communltles,

Roland de Kergorlay
Deputy Director General for External Relations

Herman Burgard :
Department Head, International. Monetary Relations, Directorate-
General for Economic and Financial Affairs

I'rance

Isobelle Cheyvialle . .
Administrateur, CIME, Ministry of Economy and Finance

Jacques Moreau
Secretary of Foreign Affairs, ulnlstry of Foreign Affair
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Germany

Geva Willmann

Director, Country Studies, Ministry of Finance
Hans von Stein

Director, Foreign Office

Ireland

W.D. Connolly
Counselor, Development Division, Department of Foreign Affairs

Italy

* Giuseppe Scaglia o : A -

Director, Office I, Ministry of Foreign Affairs

Augusto Zodda

Head of Division, Department of Treasury

Jagan

Kunio Muraoka
Director, 2nd West European Division, European and Oceanic Affairs
Bureau, Ministry of Foreign Affairs '

Moriyuki Saito
Counselor, Japanese Embassy - Paris

Kichi Watanabe )

Deputy Director General, International Finance Bureau,’
Ministry of Finance

Tatsuo Yamaguchl , :
Director, Overseas Private Investment Division, International
Finance Bureau, Ministry of Finance

Netherlands

Jan Karel Bout
Financial Attaché&, Netherlands Delegation to OECD

Robert Jan Van Schaik
Director, Economic Cooperation, Ministry of Foreign Affairs

Norway

Tore Boegh
Director General, Ministry of Foreign Affairs

Kjell Myhre-Jensen
Counselor, Ministry of Commerce and Shipping
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Jens Otterbech )
Counselor, Norwegian Embassy - Paris

Portugal . 4

Governor Silva Lopes
Central Bank of Portugal

Victor Constancio _
Vice-Governor, Central Bank of Portugal

Sweden

Olov Poluha

Head of Section of Development Assistance, Ministry of Foreign Affzirs

Michael Sohlman

Economic Attaché, Swedish Delegation to OECD

Bengt Wahlstedt -
Head of Development Assistance, Ministry of Economic Affairs

Switzerland

Christian Bohner
Economist, National Bank of Switzerland

P.L. Girard

- Federal Department of Public Economy

Daniel Kaeser

Advisor for Monetary and Economic Affairs, Federal Finance and Customs Department

E. Thurnheer
Federal Politics Department

R. Walser
Swiss Delegation to OECD

United Kingdom

Michael Balfour
Chief Advisor, Bank of England

Geoffrey Edward Fitchew
Assistant Secretary, H.M. Treasury

United States

.Paul Boeker

Deputy Assistant Secretary, U.S. State Department
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. U.S. Treasury Department

James Ferrer
Economic Counselor, u.s. Embassy -. Lisbon

James M. Lister
Financial Adviscr to QOECD

-

Edward Rowell .
Director, West European Affalrs, u. S State Department

Donald E. Syvrud - | -
Director, Office of Internatlonal Monetary Affairs,

Venezuela

Ambassador»Alfredo Baldo
Ministry of Foreign Affairs ; -

Victor Hernandez Dedordy o ' .
International. Finance Manager, Venezuelan Investment Fund

IBRD ' o . o R

M. G. Sri-ram Aiyer
Division Chief

Martijn Paijmans
Director

International Monetary Fund

Hans Schmitt
Division Chief

OECD ~

Basil Gondicas ‘
Deputy Director, Country Studies and Economic Prospects Branch
Economics Department

Harry Travers
Counselor for International Monetary Questions, Economlcs Department
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Portugal - Balance of PaymencsA :

“(In millioncvof'SDRs)f;"~;1j3¥e Q k-L,1éw_5

i : _ Variaot A;j’,, ‘ Varjant Bg/ ,/‘ -
1976 ¢ 1977 1978~ © 1977 1978~
Exports B . 1,572 | 1,920 2,220 - 1,835 2,120
. (Per cent change) C T (~1.4) E‘ (22.2) = (15.6) . (16.8) " (15.6)
Imports - - ) 3,385 - 3,495 4,120 ..3,565 = 4,200

. (Per cent change) _(14.0) ' _ (3.2) _(17.9) _ G.3) - dry

“gervices,and transfers - N . 752 fy‘- 875"1':i,045 ;i? 1 010 ;fll;OQOft!;! ? ai
' Current balance  -1,022 ~ -700 . 855 720 - ggp NI
(Per cent of GDP) - 8.0 (5.1 (D) - (5.2) ”1?_(6j°)'5
Capltal flows == v 22O a 150 ;. '3;;..jjﬁ 0150v : ..
: Overall balance ~ ~-842 550 }.;.'55'7?~57oc’\> e
Hemoranddﬁ ite@s: - | B ) : ‘;
‘erfoss domescic product 135325 ; '13;780-v‘_i6;47OtA'f13,78Q 'f 16,4%0 ing;i‘“:
Aé Excernal reserves = "’i,;21cf‘;ck ,;;:f '?i ;,;f'ji.[“;;. % =:..

= Conversionvfacpor SR S ST
(Esc/SDR) ‘ -~ 349 . 43.1 43.1 - 431 43,1

. Effective depreciation E o L I L
(per cent) : B 7.6 - 19.4 = 19 0 —

‘ SourceS' ‘Portuguese authoritiesland staff estimates.

1/ Based on stand—by targets for 1977.

'2/ Based on alternative projections for 1977.° L - X
' 3/ Assumes a 15 per cent increase in money wages, an 1ncrease in produc~- -
tivity of 5 per cent, an effective depreciation of 19.4 per cent, and
" ‘therefore a decrease of 9.4 per cent in unit labor cests-in forelgn cur—
rency terms. : : : o . . ;

4/ - Assumes a further 15 per cent increase in money waues an increase in -
Droductlvity of 3 per cent, and with stable exchange. rates, an. 1ncrease of -
12 per cent in unit labor costs in forelgn currency -terms.

o nE ;
< May 13, 1977

Trade balance : = =1,814 | -1,575 - =1,900- -1 730 2,080 ...



P b0 )
Ty N i o L
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Lisbon, May 12, 1977

Dear Ms. Watkins,

I acknowledge receipt of the text
of the stand-by arrangement for Portugal sent with

your letter of April 29, for whiech T am very

O

grateful.
ORIG: TRE
cCc: MD o
DMD Sincerely vyours,
MR, DINI
LEG
RES )
EURO Jre’ A st Loy
ETR _ .
SEC t Jose da Silva Lopes
Governor
Ms. Anna Watkin -
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 SNOILYJINMRKOD

90 8 Ky 4 AVH LL61
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APR 29 77

Gantlenen:
I an enolosiny herewith the fext of Che stand-hy
- arrangenent for Poringel agreed by, the Pund ﬁn,ﬁprﬁl 25,
1977.

Bincorely yoursg,

Arms Wathkins
Chief, Operatioms Divisiocn

Enclosura

Jeneo de Portugal

Bua do Comercia, 148 . CC: MR, DINI
Lisboa Z, Portegsl : EUR
. ' , TEE
L
PGOyorfhx

April 28, 1977
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MEMORAMDUM

To: Treasurser
Internal Aud
General Coun
Director, Huropean Department

Director, kxchange and Trade Kelaticns Department

Froms The Leving Secretary
Subjec Portusal - dscuest for Stend-By Arranszement

AL EDR/TT/62 (8/25/77), the Executive Board agresd to the

reguazt of Portugal for & stand=hy arangement, approved the stand-by

granted any necessary waiver of the conditions of Article

K?KFriedman igag 4/27/77

cement as set forth in ERS/TT/100, Supplement 1 (8/27/77), and
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EBS/77/100
Supplement 1

CONFIDENTIAL

April 27, 1977

To: Members of the Executive Boaxrd
C A From: The Acting Secretary
Subject: Portugal - Stand-By Arrangement
Attached for the records of the Executive Directors is the
text of the stand-by arrangement for Portugal agreed at Executlve Board
Meeting 77/62 April 25, 1977.
AN

Att: (l)



Stand-by Arrangement — Portugal

1. Annexed hereto is a letter dated April 12, 1977 from the Government of
Portugal, setting forth the objectives and policies which the authorities of
Portugal will pursue.,

2. The International Monetary Fund grants this stand-by arrangement to sup-
port these objectives and policies.

3. Portugal will remain in close consultation with the Fund during the
period of the stand-by arrangement and, in particular, will consult with the
Fund in accordance with paragraph 12 of the annexed letter. These consulta-
tions may include correspondence and visits of officials of the Fund to
Portugal or of representatives of Portugal to Washington, D.C. For the pur-
pose of these consultations, Portugal will keep the Fund informed of develop-
ments in the exchange, trade, credit, and fiscal situations through reports
at intervals or dates requested by the Fund.

4, For a period of one year from April 25, 1977, Portugal will have

the right, after making full use of any gold tranche that it may have, to
purchase from the Fund the currencies of other members in exchange for its
own currency in an amount equivalent to S5DR 42,4 million. The amounts avail-

"able in accordance with this paragraph 4 shall be augmented by amounts equi-

valent to repurchases in respect of purchases under the stand-by arrangement,
unless when any such repurchases are made, Portugal informs the Fund that it
does not wish the stand~by arrangement to be augmented by the amount of that
repurchase.

5. Portugal will pay a charge for this stand~by arrangement in accordance
with the decisions of the Fund.

6. Portugal will have the right to engage in the transactions covered by
this arrangement without further review by the Fund. This right can be sus-
pended only with respect to requests received by the Fund after (a) a formal
ineligibility, or (b) a decision of the Executive Board to suspend transac-
tions, either generally (under Article XIV, Section 1(a)(ii)) or in order to
consider a proposal, made by an Executive Director or the Managing Director,
formally to suppress or to limit the eligibility of Portugal. When notice

of a decision of formal ineligibility or of a decision to consider a proposal
is given pursuant to this paragraph 6, purchases under this stand~by arrange-
ment will be resumed only after consultation has taken place between the Fund
and Portugal, and understandings have been reached regarding the circumstances
in which such purchases can be resumed.

7. No later than three years after each purchase of exchange by Portugal
under this arrangement Portugal shall repurchase an amount of the Fund's
holdings of Portuguese escudos equivalent to the outstanding amount of the
purchase, Repurchases shall be made with assets specified by the Fund at the
time of the repurchase, in accordance with the Fund's policies and practices
at the time of repurchase.



8. The rate of exchange at which Portugal will purchase currencies from the
Fund in exchange for the currency of Portugal and at which the Fund will re-
turn the currency of Portugal in repurchase operations and made all other
computations inwolving the currency of Portugal will be such rate as the Fund

. may from time to time determine under Article IV, Section 8, of the Fund agree-

ment .,
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Anﬁex to Stand-By Arrangement Banco de Portugal
Lisbon, Portugal

April 12, 1977

Dear Mr. Witleveen:

1. The Government of Portugal hereby authorizes the Banco de Portugal to
request of the International Monetary Fund a stand-by arrangement under

which the Banco de Portugal will have, for a. period of one year, the right

to purchase from the Fund the currencies of other members in exchange for.
escudos up Lo an amounl equivalent to SDR 42.4 million. Before making
purchases under Lhis stand-by arrangement, the Banco de Portugal will con-
sult with the Managing Director on the particular currencies to be purchased.

2. The purpose of the requesL is to supporl the policies adopted by the
Government of Portugal to strenglLhen the balance of paymenlLs position and
to create the conditions for the development of the Portuguese economy on a
sound basis beyond the program period. '

3. In the second half of 1974 and in 1975, Portugal experienced serious
economic difficulties caused mainly by the - -increase in energy prices and
ensuing world recession, political and social changes, the granting of in-

~dependence Lo ils overseas Lerritories, and Lhe barriers erected in certain

countries apgainst the admission of Portuguese workers and exports. The de-
cline in output and the sharp increase in the labor force resulted in unem-
ployment which, at the end of 1975, exceeded 10 per cent of the total labor
force. Large increases in labor costs and in import prices contributed to
inflationary pressures, and the balance of payments, which had tradition-
ally been in surplus, recorded sizable deficits in both 1974 and 1975. Some
recovery of production tock place in 1976, but the current account deficit
of the balance of pavments increased further to over USS1 billion and in-
flation accelerated despite a more moderalte rise in wage rates. Unemploy-
ment continued to rise, and reached.l4 per cent by the end of the year.
Official reserves, which represented more than. 12 months of imports in 1973,
are now down to little more Lhan gold holdings, of which 40 per cent has
been pledged for various compensatory borrowings.

4, On December 30, 1976 the National Assembly of the Republic approved

the 1977 budgeL and economic plan presented by the Government. The policies
described in these documents, together with the action taken on February 25,
to depreciate the escudo by 15 per cent are the mainstay of the Govermment's
program for 1977. This program aims at reducing the deficit of the balance
of payments for this year from about US31 billion to about US$650 million by
curbing the growth of consumpltion and imports and fostering exports. At the
same lime, a substantial effort is to be made to expand investment on which
the country's employment and capacity to export will .depend in the future.

5. The budget for 1977 provides for a reduction in the current deficit

of the public sector Lo aboul three quarters of its 1976 level. A major in-
crease has been provided in budgetary appropriations for public investment
designed Lo arrest the decline in the country's capital stock and reduce
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unemployment, and any increase in the overall deficit realized by the Cen~

tral Government will be due to the growth of public investment. Increases

in taxes and social security premiums, decided in 1976 and early 1977, will

contribute to this result and the growth of total expenditures will be

slowed; salary raises for the civil service will be limited and transfers

and subsidies will .be reduced. Moreover, in oxrder to contain the financial

impact of the budget, the authorities intend that no new expenditure appro-

priations will be authorized during 1977 unless offsetting tax increases

are introduced within the calendar year, no funds will be transferred from

the capital budget to the current budget, and no tax collections will be

postponed from 1977 to 1978. The budget provides for borrowing Esc 16 bil-~

lion from the private nonbank sector in 1977, The Social Security accounts

will be kept in balance for the current fiscal year, and the autenomous

funds will show an overall surplus for the year. The authorities intend to

limit the growth of credit from the banking system to the public sector

(Central Government, Social Security, autonomous funds and services, and

local authorities) in the year ending December 31, 1977, to no more than //
the Esc 39 billion implied by the 1977 budget. This amount may be raised ‘\;>
by Esc 3 billion to allow for the possible introduction of fiscal incentives

for investment in the export sector.

6. The growth of money and credit was moderate in 1974 and 1975 as the

demand for credit by the private sector remained abnormally low; the growth

of credit showed signs of accelerating during 1976. The money stock broadly

defined increased by 13 per cent and 18 per cent, respectively, during 1975

and 1976 compared with a growth of nominal GDP at factor cost of 12 per

cent in 1975 and nearly 25 per cent in 1976. For 1977, monetary policy will

aim at contributing to the improvement in the balance of payments and the

price situation while allowing for the desired expansion of investment and

exports. The targeted rate of increase of the money supply will be 23 per

cent, which would be below that projected for nominal income. The authori-

ties intend, therefore, to limit the increase in total domestic credit of

the banking system in the year ending December 31, 1977, to no more than

Esc 130 billion, consistent with the targeted improvement in the balance nk <:>
of payments. Furthermore, in order to avoid an excessive utilization of 2

credit by nonviable enterprises, it is intended that the guarantees extendedi

by the Central Government in 1977 will not bring the total amount of guaran-

tees above Esc 70 billion, and that most of the increase would be in supports

of international borrowing. The authorities have recently increased interest:f

rates for both loans and time deposits by an average of 1.5 percentage points.

7. The recent exchange rate adjustment, added to the effective depreci~ Ir
ation of the escudo in the course of 1976 and early 1977, 1is expected to 1
restore the competitive positicn of Portuguese products. This improvement
will encourage the necessary reallocation of resources toward the export
sector and preomote import substitution. Together with the intensified effort:”
to expand investment mentioned above and the steps taken to normalize labor 5~
telations, this action will provide the foundation for economic growth in  i¢
the medium term consistent with a more balanced external position. In their ¢
efforts to achieve these objectives, the authorities intend to collaborate
with the Fund in accordance with the provisions of Article IV, Section 4(a).
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8. Real wages declined in 1976 as price controls and food subsidies did
not prevent an acceleration of inflation. For 1977, the authorities in-
tend to allow the exchange rate adjustment to produce its desired effect
on international competitiveness and domestic employment. Accordingly, the
Government has decided to limit increases in salaries to 15 per cent. It
is also the intention to allow increases in import prices to be fully re-
flected in domestic prices with the exception of a few essential products,
for which subsidies will be kept within the limits set by the budget. The
system of price controls has been revised to allow greater flexibility in
its application. As already indicated, budgetary expenditure for price sub-
sidies will be reduced and this reduction will not be offset by allowing a
deterioration in the financial position of the Supply Fund.

9, Portugal's external public debt (direct and guaranteed; excluding com-
pensatory borrowings) increased by about 50 per cent from US$426 million

at the end of 1973 to about US8$640 million at the end of 1976. Obligations
of public enterprises, including enterprises brought within the framework

of the public sector since 1974, and of the private sector were estimated

at around US$1.4 billion at end-1976. Debt service payments in 1977 (ex-
cluding any amortization of loans against gold collateral) are estimated

at around US$600 million, about 25 per cent of receipts from exports of
goods and services in 1976. Much of the debt is short- and medium~term;
about three quarters of total repayments are due during the next five years.
With the expected improvement in the balance of payments in the period ahead,
the Government intends to slow the rate of increase of the external debt

and to strengthen the maturity profile by reducing reliance on financing with
maturity of five years or less, insofar as availability of longer-term
official development loans and conditions in internmational financial markets
allow. The authorities will therefore monitor carefully overall external
debt developments and the Treasury will coordinate borrowing by public sec-
tor entities. The contracting of supplier credits will be subject to autho-
rization by the Banco de Portugal so as to avoid excessive increases in such
borrowing and bunching of maturities. The authorities are instituting a
comprehensive debt registration system to be centralized in the Banco de
Portugal: :

10. Despite the deterioration of the external account since 1974, all

bona fide payments and transfers for current international transactions

have continued to be authorized. However, the standard travel allocation

of foreign exchange has been progressively reduced. Importers of capital
equipment goods are now required to arrange for foreign financing in order
to qualify for domestic bank credit. Foreign exchange budgets are speci-
fied for transactions of the Central Government, and indicative exchange
budgets for government agencies charged with importing essential foodstuffs,
fuel, and raw materials. In May 1975, Portugal introduced a temporary im-
port surcharge on about 30 per cent of total imports. Exemptions were pro-
vided for in cases of items essential for domestic production. In October
1976, in view of the further deterioration of the balance of payments, the
rates of surcharge were raised to 60 per cent onm about 1.3 per cent of im-
ports and 30 per cent on about 28 per cent. A proposal currently before the
Parliament would increase the coverage of the 60 per cent surcharge to about
2.3 per cent of total imports. An import deposit requirement of 50 per cent,
to be blocked without interest for six months, was applied to about 7.5 per
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cent of import items within the group already subject to the surcharge.

In February 1977, Portugal introduced temporary value quotas on some 6 per
cent of imports, including automobile components, household appliances,
coffee, and bananas. The 1977 quotas are equal to average imports for the
years 1975 and 1976, but may be enlarged by the amounts of increased ex~
ports of certain of the manufactured goods involved. The Portuguese autho-
rities intend to eliminate the import deposit requirement and to review
the quantitative restrictions with the Fund before the end of 1977. The
import surcharge will be phased out gradually as soon as the balance of
payments position permits.

11. During the period of the proposed stand-by arrangement, the Govern-
ment does not intend to introduce any multiple currency practices or im-
pose new or intensify existing restrictions on payments and transfers for
current international tramsactions or enter into any bilateral payments
arrangements with Fund members or to introduce new or intensify existing
restrictions on imports for balance of payments reasons.

12. The Government believes that the policies set forth in this letter
are adequate to achieve the objectives of the program but will take any
further measures that may become appropriate for this purpose. During the
period of the stand-by arrangement, Portugal will consult with the Fund

on the adoption of any measures that may be appropriate at the initiative
of Portugal or whenever the Managing Director advises that consultation

on the program is desirable. In any case, Portugal will consult with the
Fund before the end of the program period.

Sincerely yours,

/s/
Dr. Medina Carreira Dr. Jose da Silva Lopes
Minister of Finance Governor

Banco de Portugal



Office Memorandum
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FROM L. A. Whittome //9”/

SUBJECT : Portugal

The Americans are suggesting to the main industrial countries that
a package of $1.5 billion over three years should be jointly provided to
provide finance for Portugal's external payments. I am told that they are
now concentrating on the first 15 months of this period only and are there-
fore looking for $700-$800 million. They are prepared to shoulder some
40 per cent of this sum ($300 million is provided for in the 1978 U.S.
budget) but are looking to other countries to provide the balance; they
have even approached the United Kingdom for a token contribution of
$20-$25 million. They envisage the second $750 million as coming pri-
marily, or even wholly, from the Fund's new facility.

The question bothering some Europeans has been whether these
suggestions do not by-pass the Fund and they wonder how we view the matter.
The Germans are particularly worried, but others as well. I have said that
I have not discussed their latest thinking with the Americans in any detail.
However, unless drawings under the new facility were to be very largely
divorced from quotas, then it would be difficult to see that the whole of
Portugal's needs either over the whole three years or even the second
eighteen months of it could or should be financed by the Fund alone. More-
over, there is the difficult question of conditionality and it would
undoubtedly take some time before Portugal was able to meet satisfactorily
what would normally be called fourth credit tranche conditionality. Under
these circumstances, I saw nothing difficult for the Fund in the U.S.
approach though for myself I would like to see the bilateral disbursements
tied to a continuing requirement for the Portuguese to enter into successive
stand-by arrangements with the Fund. In this case, we could ensure a
gradual increase in conditionality and the relatively small amounts that we
might be able to disburse would carry a great weight. In particular, we
would be better placed to combat the very real danger that the Portuguese
may increasingly follow the road of restrictions.

cc: The Deputy Managing Director
Mr. Green

Cogy

TO : The Managing Director f] DATE: April 26, 1977

1Y

wa s
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‘INTERNATIONAL MONETARY FUND

Conteal Files | Washington, D.C. 20431

Room 1-303

#8

PRESS RELEASE NO. 77/31 FOR IMMEDIATE RELEASE
April 25, 1977

The International Monetary Fund has approved a stand-by arrangement
for the Government of Portugal authorizing purchases up to the eguivalent
of U2.4 million special drawing rights (SDRs) over the next twelve months.

In the second half of 1974 and in 1975, Portugal experienced serious
economic difficulties caused mainly by the increase in energy prices and
ensuing world recession, political and social changes, the granting of
independence to its overseas territories, and the barriers erected in certain
countries against the admission of Portuguese workers and exports. The
decline in output and the sharp increase in the labor force resulted in
unemployment which, at the end of 1975 exceeded 10 per cent of the total
labor force. Large increases in labor costs and in import prices contributed
to inflationary pressures, and the balance of payments, which had traditionally
been in surplus, recorded sizable deficits in both 1974 and 1975. Some
recovery of production took place in 1976, but the current account deficit
of the balance of payments increased further to over US$l billion and infla-
tion accelerated despite a more moderate rise in wage rates. Unemployment
continued to rise and reached 1k per cent by the end of 1976. Official
reserves are down to little more than gold holdings, part of which has been
pledged for borrowing abroad.

The Government's economic program, in support of which the present
stand-by arrangement has been approved, is to reduce the balance of payments
deficit by containing consumption and imports and to stimulate investment
and exports. The former objective is to be achieved by limiting wage increases,
by allowing prices to reflect cost developments, and by fiscal policy; the
latter is to be sought through stepped-up public capital expenditure and
measures to improve the financial position of enterprises, particularly changes
in labor legislation designed to improve productivity. The depreciation of
the escudo in February 1977 is an essential part of the program: by raising
the domestic cost of imports and restoring the competitiveness of Portuguese
exports it can be expected to make a substantial contribution, in combinaticn
with the restraints placed on credit expansion, to the desired reduction in
the balance of payments deficit.

Portugal's quota in the Fund is equivalent to SDR 117 million. The
Fund's holdings of escudos representing purchases from the Fund which are
subject to repurchase are equivalent to SDR 202.5 million, including
SDR 11L4.8 million resulting from purchases under the oil facility and
SDR 58.5 million resulting from a purchase under the compensatory financing

‘facility.
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gj 1. PORTUGAL - STAND-BY ARRANGEMENT

The Executive Directors continued from the previous meeting (EBM/77/61,
4/25/77) their consideration of a request by Portugal for a stand-by
arrangement, together with the staff's analysis and recommendation
(EBS/77/100, 4/12/77; and Cor. 1, 4/21/77). A

Mr. lLeddy said that the request was welcome and he fully supported it.
Portugal clearly faced extraordinary economic problems resulting from the
fundamental changes in its political structure, the economic disruption
caused by decolonization--including a sharp increase in the labor force--
and the persistent weakness in the economies of some other European coun-
tries. The solutions to the present problems would take time and courageous
action, and the proposed financial program was a step in the right direc-

QV) tion. The fiscal measures that had already -been introduced were encourag-
ing; he hoped that the efforts to improve tax revenues and to increase
charges on public utilities would enable the authorities to reduce both
the overall deficit and public sector borrowing, thereby containing infla-
tion and freeing resources for private investment.

Eliminating rigidities in the labor market and phasing out price
controls and subsidies, Mr. Leddy commented, would help to improve re-
source allocation and productivity. The recently adopted import controls
were probably unavoidable, but they should be removed as soon as possible.
The proposal before the Parliament for increasing the coverage of the
surcharge seemed inconsistent with the Govermment's commitment not to
intensify the existing restrictions. The Govermnment would have to mount
a determined effort to deal with the deep-seated problems, and consider-
able foreign financial assistance would be required. He was pleased that
the Fund was supporting the country's efforts.

s Mr. Kent remarked that he generally accepted the proposed program and
the staff analysis. The program obviously went in the right direction,
but he wondered whether it went far enough. TFor instance, the public
expenditure that had been delayed in 1976 might take place in 1977, thereby
adding to public demand. In addition, the high rate of inflation would
impose strains on the incomes policy and on activity in the private and
external sectors.

The sharp increases in prices in 1976, Mr. Kent noted, had been
largely corrective, but they were partly attributable to shortages of
certain goods because of balance of payments constraints and distribution
problems. It seemed best to rely on administrative measures rather than
on price increases to correct the distribution difficulties. 1In its
appraisal the staff had emphasized that some time would certainly lapse
before the authorities could be expected to make the needed improvements
in organization and management; in that respect the proposed stand-by
arrangement represented merely a first step in the right direction.
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The authorities expected improvemen%s both in remittances from workers
living abroad and in tourism, Mr. Kent observed. But he was worried that,
while the present exchange rate might be appropriate in terms of Portugal's
external competitiveness, it might not act to encourage workers' remittances
or tourism. It seemed likely that the amount of workers' remittances would
not increase as long as a further decline in the exchange rate was widely
thought to be imminent. Such a decline would create a climate of instabil-
ity that would probably discourage tourism to some extent.

The staff projection of an 8 per cent increase in market shares in
1977 seemed overoptimistic, Mr. Kent commented. And the meaning of Chart 3
was not clear. It depicted the movement in relative wages and in the
effective exchange rate between 1973 and 1976, and it seemed to show that
Portugal's competitiveness had not been fully restored. Did the staff .
mean to imply that Portugal's coampetitive position in 1976 was not as (;)
strong as it had been in 1973, and that further improvement should be
made?

The Letter of Intent, Mr. Kent noted, showed that, while nominal
incame was to rise by 23 per cent in 1977, wages were to increase by only
15 per cent. He wondered whether the figure for nominal income was
realistic. He also wondered what the term "non-viable enterprises'" on
page 15 meant. The debt registration system established within the Banco
de Portugal was welccme and, as a general rule, the Fund should do more
than it had in the past to encourage members to set up such monitoring
mechanisms before difficulties arose, rather than afterward.

The statement in the decision on the retention of multiple currency
practices, Mr, Kent said, seemed inconsistent with the statement in the
Letter of Intent that "the Government did not intend to intrcduce any
multiple currency practices."” Finally, he hoped that the proposed program (j)
would be successfully implemented and that the Fund would be able to con-
sider drawings by Portugal in the higher credit tranches in the near future.

Mr. Avillez, speaking on behalf of Mr. Kafka, stated that he fully
approved the proposed decision. The way in which the Portuguese people had
weathered the enormous difficulties of the previous several years was
ccmmendable, and the Government had adopted a courageous program for
gradually restoring appropriate fiscal, financial, and balance of payments
positions. The reduction of the overall public sector deficit from 11 per
cent of GDP to 9.6 per cent was substantial in comparison with a number
of previcus cases. More important, the current deficit of the public
sector had been reduced from 5.5 per cent of GDP to around 3 per cent. The
authorities had faced the problem of excessive increases in wages squarely;
they had maintained tight control over wages rather than resorting to the
somewhat easier alternative of a further devaluation of the currency. Con-
sumption was being reduced to make room for the necessary expansion of
investment and exports.
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The proposed targets for credit and the money supply seemed reasonable,
Mr. Avillez continued. But the staff was inconsistent in maintaining on
the one hand that the use of restrictions was regrettable while recogniz-
ing on the other that no realistic alternative had been available. He
hoped that Portugal would receive a generous amount of international
financial assistance.

Mr. de Vries considered that the authorities were making a reasonable
effort to deal with the balance of payments problems and he accepted the
draft decision. Unfortunately, they had been faced with massive economic
problems that would probably continue to exist in the medium term. A
large current account deficit and the substantial monetary financing of
the budget deficit showed that major structural changes in the economy were
needed. As Mr., Dini had emphasized, Portugal needed to find new export
markets to replace those in the former colonies, but that would of course
take some time and considerable long-term international assistance. The
Fund assistance under the proposal represented no more than a partial
solution to Portugal's difficulties.

In the short term, Mr. de Vries said, the profitability of state
enterprises would have to be restored, and the line between the public and
private sectors would have to be clearly established. The tax measures
that had recently been introduced were welcome, and the goal of setting
real wages at the 1973 wage level was impressive. A decline in real wages
was certainly unfortunate for Portuguese worKers, but it was a prerequisite
for the achievement of the important gcal of increasing production. Once
gains in productivity had been registered, there would be room for real
increases in wages.

The newly introduced restrictions were regrettable, Mr. de Vries
remarked. While it was true that the authorities probably had no alterna-
tive in the short run, it would be difficult for them to remove the restric-
tions without changing the exchange rate. In any event, in the light of
the high rate of inflation, the authorities would probably have great
difficulty keeping the exchange rate pegged at its present level for very
long. The recent adjustment of the rate had been late.

He agreed with Mr. Dini, Mr. de Vries said, that in the long run
Portugal would require a considerable inflow of capital and know-how. But
he did not agree that the case of Portugal demonstrated the inadequacy of
the resources that the Fund could at present provide to members in need.
As Mr. Pieske had noted, the proposed stand-by arrangement involved draw-
ings only in the first credit tranche, leaving the higher credit tranches
available for the future; the resources that Portugal would receive under
the proposal were related more to the country's policies and econcmic
situation than to the state ofthe=Fund's resources.. The authorities had
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made a major effort to deal with the problems, but they had started from

a low point, and at the moment Portugal did not qualify for more assistance
than would be provided under the proposed decisions. Still, progress was
being made, and the Govermment was to be commended for the courageous

steps that it had taken thus far.

Mr. de Groote commented that he warmly supported the proposed deci-
sions, The problems facing the Government were certainly serious, but the
country had just come through an unusually difficult period of major
political and social change. He was pleased that the authorities had not
presented a program until they had gathered sufficient domestic support
for it; hence, while the proposed policies were relatively modest, they
seemed quite realistic.

He was aware of Portugal's need for a considerable inflow of capital
and know-how, Mr. de Groote remarked, and he was pleased that, as the
staff had reported, some private capital inflow in the form of trade
credits had been recorded in 1976. He hoped that the approval of the
stand-by arrangement would open up other possibilities for assistance.

While the introduction of restrictions was certainly regrettable,
Mr. de Groote considered, the authorities had probably had no alternative
in the present difficult circumstances. Presumably, the measures were
meant to be temporary.

The authorities faced two major tasks over the medium run,
Mr. de Groote remarked. First, a decline in real wages over more than one
year seemed a prerequisite for the needed reallocation of resources from
the domestic sector to exports. Although it might cause social and
political problems, there seemed no other way out of the present difficult
situation. Second, the authorities would have to introduce incentives for
investment, especially in the private sector; the proposed program con-
tained none, and such measures would presumably be a toplic of discussion
during future consultations with the authorities.

Mr. Masunaga considered that, in the 1light of the present serious
situation, the authorities had had no choice but to adopt very stringent
policies~~including a large reduction in the fiscal deficit, a restrictive
monetary policy, and severe constraints on wage increases--as a means of
transferring resources from consumption to exports and investment. The
Govermment was to be commended for the policies that it had undertaken
since the final months of 1976, especially in the fiscal field. The draft
decisions were acceptable; the implementation of the proposed program would
be a first, but important, step toward restoring confidence in the economy
and regaining the sustained growth that had been recorded in the 1960s.

O
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Some of the factors that had led to the present difficult situation,
Mr. Masunaga observed, had been beyond the control of the authorities and
would make it difficult for them to implement the proposed program. Still,
the guality of their own economic management would be a crucial factor in
the coming years, especially with respect to the containment of inflation
and the smooth financing of the large balance of payments deficits that
were forecast. In addition to Fund assistance in the higher credit
tranches and other forms of international credit, he wondered whether it
was acceptable for the Govermment to explore the possibility of mobilizing
some of its gold holdings, especially in the light of the present high
debt service ratio.

Mr. Hollensen said that his authorities approved the proposed deci~-
sions., The amount involved was modest in comparison with the actual size
of the balance of payments deficit, and the Govermment obviously would
have to rely on substantial long-term loans and grants. The root causes
of many of the major problems in Portugal were the loss of the coclonies
and the large migration of settlers; further assistance for Portugal might
have to come from sources that were more political than the Fund. At the
same time, the Portuguese request was unusual; members wishing to make
structural adjustments in the wake of important domestic political changes
rarely still had their first credit tranche available.

Mr. Drabble commented that the unusual combination of massive problems
in Portugal was striking. It would be difficult for any country to adjust
to a loss of colonies, absorb a large number of former settlers, cope with
the adverse effects of an international recession, weather a social and
political revolution, and respond to long-pent-up ambitions for a major
redistribution of income.

He was somewhat worried, Mr. Drabble said, that the authorities might
not have sufficient control over public expenditures. The actual outcome
in 1976 with respect to the performance of the public sector and the
balance of payments was much less favorable than the authorities had pre-
dicted, and he would have welcomed some additional staff comments on the
Govermment's efforts to institute budgetary controls, especially for cur-
rent expenditures. A recurrence of the overruns of 1976 would undermine
the successful implementation of the desirable and relatively ambitious
public investment program. The intentions of the authorities were cer-
tainly cammendable, and he hoped that they would be able to carry them
out. But he had been struck by Mr. Pieske's remarks at the previous
meeting to the effect that the efficiency of the economy could probably
be improved even without an ambitious investment program. Such comments
underscored the difficulties of financial management arising from the ex~
tension of public ownership in a number of major areas. The question could
be raised whether the authorities had the administrative capacity to ensure
that the high degree of efficiency that was needed would in fact be achieved.
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While he too regretted the introduction of restrictions, Mr. Drabble
commented, it was worth noting that in 1976 the volume of textile exports--
traditionally Portugal's most important currency earner--had declined,
primarily because of voluntary limitations on exports to the United Kingdom
and to some important northern European markets. In considering the
wisdom of providing Portugal with financial assistance, govermments should
appreciate that, in comparison with many other countries, Portugal faced
many large problems.

Mr. Ng said that he welcomed the Govermment's courageous proposals
for reducing the balance of payments deficit and containing inflation by
gaining monetary and fiscal discipline and by moderating wage increases.
The measures that had been introduced during the previous year had helped
to deal with problems that had arisen earlier. That some problems remained
to be solved was certainly understandable, and he hoped that they would (:)
be corrected early.

Mr. Nana-Sinkam stated that he warmly supported the draft proposals.
The country's major difficulties stemmed largely from its courageous and
laudable decision to grant independence to its colonies. Any lasting
improvement in the economy of Portugal would be highly beneficial for its
former colonies as well. The favorable impact on the balance of payments
of the devaluation of the exchange rate in February 1977 had proven in-
sufficient, and the proposed program and drawing should be seen as a first
step toward a substantial improvement in the Portuguese economy; the
authorities would have to make further efforts, especially to improve pro-
ductivity, contain inflation, and strengthen their control over the budget.

The staff representative from the Furopean Department explained that
the authorities had decided to peg the exchange rate to a basket of cur-
rencies because they felt that the rate had reached an appropriate and (:)
competitive level, Chart 3 might seem to be misleading but only because
it stopped in the third quarter of 1976. Staff calculations showed that
the present exchange rate took into account price and cost developments up
to the end of 1977. In the staff view, the present exchange rate was
fully competitive. The authorities had made it clear that they wished to
avoid the problems that had arisen in 1976 when the gradual depreciation
of the currency had led to speculative imports and to delays by workers
living abroad in remitting their earnings.

An improvement in productivity was needed, the staff representative
commented, but that was a long-term goal that would involve a number of
specific measures, such as training new managers. In the short run the
authorities had no alternative but to reduce consumption. In 1975 total
private and public consumption had exceeded GNP; such a situation obviously
could not continue for long, especially in the light of the large balance
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of payments deficit. Much of the consumption was of imports, and a
reduction in consumption in Portugal would not necessarily involve a
decline in production.

The authorities' record with respect to restrictions was good, the
staff representative said. They had conscientiously fulfilled their.
obligations under the oil facility to consult with the staff. It was the
staff's understanding that the proposal to extend the 60 per cent surcharge
had been accepted by the Parliament but had not yet been implemented.

As Mr. Kent had noted, the staff representative recalled, there would
be some postponement of public expenditure from 1976 to 1977, which helped
to explain why the budget situation for 1976 looked somewhat better than
the figures for credit to the public sector from the banking system would
suggest. As to the staff projection of an 8 per cent gain in market
shares in 1977, that meant that the export volume for Portugal was ex-
pected to increase by 8 per cent more than the trading partners' volume of
imports from Portugal. Total exports by volume in 1977 were expected to
increase by 15 per cent; for a small economy like that of Portugal, such
large figures were not unreasonable. The volume of exports had declined
by 14 per cent in 1975.

"Non-viable enterprises," the staff representative explained, were
enterprises that could not survive without substantial financial support
from the Govermment. 1In a related area the authorities had decided to
introduce incentives for investment, especially for expcrt industries. The
incentives had not been implemented yet and, therefore, they had not been
mentioned in the proposed program. The staff expected the incentives to
come into force soon.

The Deputy Director of the Exchange and Trade Relations Department
added that the staff interpreted the Goverrment's import deposit scheme
as a multiple currency practice. The reference to restrictions in the
stand-by arrangement would apply to any intensification of the import
deposit scheme, as well as to the introduction of any further multiple
currency practices or new restrictions on payments and transfers for
current international transactions.

Mr. Dini said that in stating earlier that the case of Portugal
demonstrated the inadequacy of Fund resources he had meant that the
balance of payments deficit of Portugal was so large that the use of Fund
resources alone could not be expected to be sufficient to cope with
Portugal's extraordinary circumstances and difficult problems. Portugal
was interested in obtaining further assistance from the Fund, and to that
end the authorities would endeavor to set up a financial program that could
be regarded as adequate for access to the higher credit tranches. However,
even then the resources the Fund could make available to Portugal would be
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relatively small--given the quota limitation and present policies--in
relation to Portugal's balance of payments need. It would not be reason-
able for the Fund to seek to impose on Portugal stringent policy conditions--
even for a stand~by in the highest tranches--to reduce drastically in the
short run a balance of payments deficit that was the result of major struc-
tural changes that had taken place in the economy over the previous three
years. Hence, he and other Executive Directors had indicated that external
long~term loans and grants would be needed by Portugal in the coming years,
in addition to the financing the Fund could make available under the credit
tranche policies.

As to the possibility of mobilizing some of Portugal's gold holdings,
one way was to obtain credit from other central banks by pledging gold,
Mr. Dini said; Portugal was already doing so. Another possibility was
to dispose of the gold altogether, which the authorities were less willing
to do, especially if that were to require sales through the market rather
than through official channels.

The Executive Board then turned to the proposed decision, which it
approved.

The decision was:

1. The Govermment of Portugal has requested a stand-by
arrangement for a period of one year from April 25, 1977, and for
the equivalent of SDR 42.4 million. The Fund approves the stand-
by arrangement attached to EBS/77/100, Supplement 1, and grants
any necessary waiver of the conditions of Article V, Section 3(a)(iii)
of the Articles of Agreement.

2. The Fund approves the retention by Portugal of the
multiple currency practices and restrictions on payments and
transfers for current international transactions as described
above until the next Article XIV consultation with Portugal,

Decision No. 5389-(77/62), adopted !
April 25, 1977
3

IR S 4

2. ZATRE - PURCHASE TRANSACTION - COMPENSATORY FINANCING, AND STAND-BY

ARRANGEMENT.

The Exec:;;;;hﬁTTeethgwsggéidered the staff's recommendation and
analysis with respect to a reg stﬁ{ggn Zafre for a purchase under para-
graphs 2, 3 and 4 of the Decision on ompengatory Financing of Export

Fluctuations (EBS/77/120, 4/20/77; Cor. 1, ¥/22/77; and sup. 1, 4/25/77),

and a request by Zalre for a stand-by arrangement in™asm.gmount equivalent
to SDR U5 million, together with the staff's analysis and re@omgiﬁii:ion

(EBS/77/121, 4/20/77; and Cor. 1, 4/22/77). A
o

)
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L. SWISS NATIONAL BANK - PROPOSED BORROWING AGREEMENT, AND BORRCWING OF
U.S. DOLLARS - REQUEST FOR APPROVAL OF THE UNITED STATES UNDER
,ARTICIE VII, SECTION 2(i)

%he Executive Directors considered a paper proposing a borrowing
agreemeﬁt with the Swiss National Bank (EBS/77/117, 4/19/77) and a
proposal %o send a letter from the Managing Director tc the Secretary
of the Treasury of the United States requesting approval of the United
States of the ‘borrowing of U.S, dollars by the Fund (EBD/77/96, L4/19/77).

'9

Without dlsgu381on, the Executive Board approved the proposed
decisions, AN

%y
%
A,

The decisions were:
%

hY
a. Proposed Borrowing Agreement

The Executive Board approves the letter attached to EBS/77/117
from the Managing Dlreétor to Dr. Fritz Leutwiler, President of the
Directorate of the SW1SSENatlonal Bank, which proposes the terms
and conditions on which the Fund would borrow from the Swiss National

Bank. %
g
%Dec151on No. 5387-(77/61), adopted
W% April 25, 1977
%,
b. Borrowing of U.S. Dollars - Reg%est for Approval of the United
States Under Article VII, Section®2(i)
K
The letter from the Managing Dlrector%to the Honorable
W. Michael Blumenthal, Secretary of the Treasury of the United
States, requesting that the United States approve the borrowing
of U.S. dollars by the Fund, attached to EBD/??796, is approved.

Decision No. 5388- C?Z/6l , adopted
April 25, 1977

5. PORTUGAL - STAND-BY ARRANGEMENT

The Executive Directors considered a request from Portugal for a
stand-by arrangement in an amount equivalent to SDR 42.2 million, together
with the staff's analysis and recommendation (EBS/77/100, 4/12/77; and
Cor. 1, 4/21/77).

Mr, Dini made the following statement:

The dramatic changes that have taken place in Portugal since
1974 have brought about major imbalances in the country's economy.
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., The Executive Board then turned to the proposed decisions, which it
‘Qépproved.

N,
AY
% The decisions were:
%,
,

4. 1977 Article VIII Consultation
A

%g In view of the present circumstances of Italy, the Fund approves
the eontlnued application of the restriction on the exchange available
for travel as described in EBS/76/512 (12/10/76) , until April 30,

1978.

KK Decision No. 5384-(77/61), adopted
\, April 25, 1977

b. Stand-b%gArrangement
3;
The Government of Italy has requested a stand-by arrangement

for the period up,to December 31, 1978 for the equivalent of SDR L450
million. The Fund: . approves the stand-by arrangement annexed to
EBS/77/98 Supplement 1, and grants any necessary waiver of the
conditions of Art1cla1V Section 3(a)(iii), of the Articles of Agreement,

‘%3%,._
kY Decision No. 5385-(77/61), adopted
) April 25, 1977

",
kN
3,
%
N

A

3. GENERAL ARRANGEMENTS TO BORﬁbW - PROPOSAL FOR FUTURE CALLS

*,
.

The Executive Directors considehed a decision on the Managing Director's
proposal to activate the General Arrarigements to Borrow (EBS/77/101, Sup. 1,
4/22/77). They also had before them.the text of a communication setting
forth the Managing Director's proposal fog future calls for exchange trans-
actions under the proposed stand-by arrangggent for Italy EBS/??/lOl

L/12/77). 3

S
Without discussion, the Executive Board é@proved the proposed decision.
%,
k>
The decision was: kg

\Tgi{*

Pursuant to Paragraph 7(a) of the General * rangements to Borrow,
the Executive Board approves the Managing Dlrector s proposal of
April 11, 1977 (EBS/77/101, L4/12/77) for future calls for exchange
transactlons under the stand—by arrangement for Italy (Executive
Board Decision No. 5385-(77/61)) i,
Decision No. 5386-(77/6L), adopted

April 25, 1977

O

O
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Aside from the reorganization of the production and services sectors,
in which the Government has assumed a major role, the decolonization
has involved the loss of the overseas territories market for
Portuguese exports and a large increase in population at a time when
the domestic economy has been suffering from inevitable disruptions
connectéd with the intervening structural changes.

Portugal is now taking action to tackle the problems that have
emerged and to reduce the imbalances in the economy. By the end of
1976 substantial efforts had already been made in the fiscal field.
In that year, with the introduction of tax reforms, total tax
revenue increased much more rapidly than nominal GNP; both current
and capiltal expenditures were contained below appropriations; and the
current deficit of the public sector at 26 billion escudos was one
third lower than budgeted. In 1977 the Government intends to cut
further the current public sector deficit to 19 billion escudos, and
to reduce the total deficit to some 9.5 per cent of GNP. To this end
public utility rates have been increased and price subsidies have
been reduced. These actions represent a sharp reversal of past
trends, and are expected to restrain consumption substantially.
Strong wage control measures have also been introduced. Real wages--
which, according to my Portuguese authorities, declined by more than
5 per cent in 1976--are expected to fall further by 9 per cent in
1977, with the effect of more than offsetting the increase that had
occurred in 1975 and bringing real wages back to the level prevailing

in 1973.

With the reduction in real wages and the containment of private
and public consumption, together with the substantial depreciation
of the escudo and a restrictive monetary policy, the Government
program aims at reducing pressures on resources and at bringing about
a substantial reduction in the current account deficit of the balance
of payments.

No doubt the adoption of these measures and policies has required
major efforts on the part of the Government and has not been obtained
without difficulties. Despite all this, and even with the success
of the financial program that has been initiated, Portugal will
continue to be confronted with serious economic problems. The
balance of payments deficit remains very large, and inflationary
pressures are still strong. At the same time, the creation of employ-
ment opportunities is urgently needed to reduce unemployment (currently
equivalent to 14 per cent of the labor force), and a restructuring
of the agricultural and industrial sectors is required to expand
production both for the domestic market and for export.
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The current balance of payments problems are mainly the conse-
quence of the rapid decolonization process which has led to the loss
of large traditional export markets for goods not easlily shiftable
to other markets, and to an increase in consumption and imports
generated by the returnees from the former overseas territories, who
represent some 6 per cent of total population. Other external factors
are also having negative consequences for the balance of payments.

Net emigration of Portuguese workers to other European countries

has come to a halt because of high unemployment in those countries

and, as a result, workers' remittances from abroad are currently at

the 1973 level, TIn real terms, such remittances have declined by

about one third, thus reducing sharply their contributlion to financing
the trade deficit. The behavior of export prices in the recent

period has alsc been very unsatisfactory, reflecting among other <:>
things the sharp depreciation of the pound. However, with the sub-
stantial depreciation of the escudo since early 1976, the competitiveness
of Portuguese exports has now been restored to the level prevailing

in 1973. But competitiveness 1s not expected to bring about a major
improvement in the trade balance, given Portugal's structure of
commodity exports and imports. At present there exists considerable
separation between goods produced for the domestic market and those
destined for export and the scope for import substitution in the

short run is also limited.

Portugal's present difficulties are in many respects extra-
ordinary, resulting as they have fromza rapid decolonization process
and the major domestic changes that have taken place over a short
period of time. In present cilrcumstances, they cannot reasonably
be expected to be resolved by demand management policies alone, and
without a considerable inflow of foreign capital and know-howito
supplement Portugal's own efforts. TIn this respect, the assistance <:>
and appropriate financial support of the international community
will be of vital importance during the coming years to enable
Portugal to regain financial stability, to maintain a trade and
exchange system relatively free of restrictions, and to ensure an
adequate rate of economic growth.

In conclusion, my Portuguese authorities are confident that the
Executive Board will appreciate the difficult problems with which
they are confronted and the major effort the Government is carrying
out to gradually resolve them, and will fully support the proposed
stand-by arrangement.

The case of Portugal clearly demonstrates the inadequacy of the
resources that currently the Fund can provide to its members in need.
Now that a well balanced economlc program is being implemented,
Portugal hopes that friendly countries will respond favorably to new
and standing initiatives to extend further economic assistance, in
order to complement the resources made available by the Fund.
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Mr. Wahl remarked that the basic changes introduced into Portugal's
political and economic situation had brought about unavoidable imbalances,
which, to some extent, explained why the country had come close to
economic collapse. Even before the developments of the past three years
had added to an already worrying situation, Portugal had long been the
poorest country in Western Furope. The dramatic changes since 197k,
along with the decolonization process, had added to the sacrifices that
the people had had to make and had led to an unbearable level of unemploy-
ment. Against such a background, it was remarkable that the productive
system had not collapsed completely. While the present economic situation
was difficult, there were some signs of recovery. He shared the staff
view that the economy should be assessed in a medium-term perspective
rather than in a short-term one, since it was unlikely that the major
imbalances could be rectified in the near future. In passing, he endorsed
Mr. Dini's comment about the inadequacy of the Pund's assistance to meet
Portugal's needs.

Regarding demand management policy, Mr. Wahl agreed with the staff
that the authorities should shift the focus of the domestic economy to
export-oriented activities and productive investments. The authorities
faced a difficult dilemma; it was necessary to foster investment in
capital-intensive basic industriles, but, in view of the high level of
unemployment, it was also vital to stimulate labor-intensive activities.
In that respect, the role of the public sector would be important. More
generally, the respective roles of the public and private sectors needed
to be clearly defined. The efficiency of the public enterprises needed
to be regtored, and particular attention should be given to implementing
a training program aimed at solving the existing managerial difficulties
in most enterprises. Further, domestic consumption should be reduced;
however, to go beyond certain limits would be more detrimental than
beneficial, and could be socially dangerous.

The Portuguese authorities should be ccommended for adopting a courageous
and severe program, Mr. Wahl indicated. The policy stance based on a tight
demand management pollcy, a severe incomes policy and export-oriented
activities, together with import controls, was likely to result in a
marked reduction of the balance of payments deficit, unless there were
unexpected developments in world commodity prices or in the wages field.
While the depreciation of the exchange rate in February constituted an
essential element of the balance of payments strategy, it was regrettable
that measures had not been taken earlier. Quicker action around the middle
of 1976, for example, would have prevented lengthy and costly speculation.
The potential development of tourism was an encouraging factor. With the
situation back to normal, revenues from tourism and from emigrant workers'
remittances should help to restore invisible receipts to their former high
level, thus--it was to be hoped--reducing the deficit on the current
account of the balance of payments.
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The targets for investment and exports appeared rather ambitious,
Mr. Wahl commented, since reaching them would involve structural changes
that were unlikely to occur in the short term. Moreover, in the light of
past experience, investment prospects were not enccuraging. In that
counnection, the role of the public sector would be crucial for the revival
of investments. Similarly, the objective of employment policy appeared
somewhat ambitious, since the 1977 budget had been drawn up under heavy
constraints that would not allow the Government much room for maneuver in
its attempt to create jobs.

As to the restrictions recently introduced or intensified, Mr. Wahl
gaid that he shared the staff's anxieties. However, the alternative
solution to attaining the balance of payments target, namely, a further
reduction of domestic demand, appeared socially and politically unacceptable,
and a brisk increase of exports would be difficult to achieve given the <:>
time constraints of the program. Therefore, he conceded that the measures
adopted were unavoidable. Nevertheless, Portugai now had more restrictions
than most other countries experiencing similar balance of payments diffi-
culties. The authorities should remove the restrictions as soon as possible
and embark on a policy of import substitution, especially of food, with
particular emphasis on the agricultural sector, where various actions
such as irrigation projects could usefully be carried out.

Finally, Mr. Wahl remarked, he welcomed the policy that the authorities
had adopted with respect to the external debt, and particularly the creation
of a debt registration system centralized in the Banco de Portugal.

Mr. Pieske commented that the staff appraisal rightly started with
the unusually strong words "Portugidl's economic problems remain massive."
The events of the past few years had created dislocations that would
require some time to overcome, but time was not a commodity in ample (:)
supply for Portugal's Government because continued movement toward the
firm establishment of z democratic regime necessitated tangible progress
in the economic field. He welcomed the program described in the Letter of
Intent as a significant step toward the solution of the country's problems.
Tt certainly represented "a reasonable effort,” and perhaps even more
than that. Some of the elements, such as a 9 per cent decline in real
wages, were rather severe. Although the reductions of 1976 and 1977 would
offset only the increase that took place in 1974 and 1975, they would,
if carried out, reduce real wages to, or slightly below, the levels of
the prerevolutionary periocd.

Reducing real wages should not be a main feature of economic policy,
Mr. Pieske continued. He was becoming increasingly worried about the
frequency with which the Executive Directors observed and sometimes even
applauded such a policy. Perhaps it could be justified in cases where
real wages had moved ahead too gquickly in preceding periods, but generally
improvements in living standards-~-and that meant in particular real wages--
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were, and should remain, the primary goal of economic policy, especially
in the poorer countries of the world. He was therefore perturbed by the
emphasis at the beginning of the second paragraph of the staff appraisal,
which read "the authorities have rightly given priority to the containment
of consumption.” Although the phrase was qualified by a preceding state-
ment that "the program elaborated by the authorities.,.addresses itself

to the more immediate problems of economic management,” he would have
preferred greater emphasis on the need to improve the productivity of

the economy.

The Government had taken some measures to improve labor relations,
Mr. Pieske noted. However, much more needed to be done to restore the
efficient operation of industrial, commercial and agricultural enterprises,
to improve the organization of production and distribution, to encourage
efficient management, and to bring private initiative to the fore again.
Reversing the decline in investment was one way of l1ncreasing productivity,
but considerable improvement in economic performance could be achieved,
even without much additional investment, by better organization and manage-
ment.

The precvarious balance of payments situation was one reflection of
the pressure on Portugal's resources, Mr. Pieske remarked. It was therefore
pleasing to note that the current account deficit for 1977 was forecast to
be significantly lower than the one for 1976. The charts in the staff
paper indicated that the February depreciation had returned relative wages
to their pre-1974 level, but he was less certain about the restoration
of the competitiveness of Portuguese industry, which was affected by
factors other than relative wage costs. The effects of the J-Curve and
the pressures on costs and prices resulting from the depreciation would
make themgselves felt in 1977. In any event, the uncertainties were great
and the debt service ratio was quite unfavorable. The figure of 25 per
cent mentioned by the staff was incomplete, as i& did not include amorti-
zation payments due in 1977 on some balance of payments loanss.

He wondered whether pegging the escudo, which, technically at least,
had been floating in recent years, was the right thing to do for a country
with a high rate of inflation, Mr. Pleske said. He would welcome some
explanation of the reasons for the decision to peg the escudo to a basket
of currencies. The return to a pegged exchange rate could help to restore
confidence and promcte an inflow of foreign exchange only if the new rate
was a credible one. In that respect, he had some doubts because of the
repeated introduction and Intensification of trade and payments restric-
tions. In view of the commitments in paragraph 10 of the Letter of Intent
to eliminate the import deposit requirements before the end of 1977 and
the other restrictions iIn due ccurse and of the present balance of payments
situation, he was prepared to support the temporary approval in paragraph 2
of the proposed decision., Notwithstanding those restrictions, Portugal
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would need official balance of payments financing for some time to come.
Finally, he questioned the statement by Mr. Dini that the case of Portugal
demonstrated the inadequacy of the resources that the Fund could provide.
Since Portugal had requested a stand-by arrangement in the first credit
tranche only, there were still ample resources availlable to it under
present Fund policy. The problem was not with the adequacy of the resources
of the Fund, but with the ability of governments to create the conditions
for the utilization of the Fund's resources. Meanwhile, until the right
conditions had been created for further assistance from the Fund, he would
associate himself with the staff view that some of Portugal's gold could
and should be used to finance its balance of payments deficit.

The Executive Directors agreed to continue their discussion in the

afternoon. <:>
' DECISIONS TAKEN SINCE PREVIOUS BOARD MEETING

The following decisions were adopted by the Executive Board without
meeting {n the period between EBM/77/60 (L/22/77) and EBM/77/61 (L4/25/77).

6.  GULF ORGANIZAZICN FOR DEVELOFMENT IN EGYPT AND THE ARAB REPUBLIC OF
EGYPT - TECHNICAE.ASSISTANCE

In response toM;NFEquest from the Gulf Organization for Develop-
ment in Egypt and the Arab“Re ublic of Egypt for technical assistance,
the Executive Board approves the proposal set forth in EBD/77/98

(4/19/77). N

"».

k\aﬁ Adopted April 22, 1977

™ C

M,

.
7. EXECUTIVE DIRECTORS - SHIPMENTS OF PERSONAL EFFECTS BY ATIR FREIGHT

N :

e
The Executive Board approves the recommendation seﬁ“ﬁprth in
EBAP/??/llu (4/21/77). “xh%\\_
Adopted April 22, 1977
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CONFIDENTIAL

April 12, 1977

Members of the Executive Board
The Acting Secretary '

Portugal - Request for Stand-By Arrangement

Attached for the consideration of the Executive Directors is

a request from Portugal for a stand-by arrangement equivalent to
SDR 42.4 million, together with the staff's analysis and recommendation.

It is proposed that this subject be brought to the agenda for

discussion on Monday, April 25, 1977.

Att:
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CONFIDENTIAL

INTERNATIONAL MONETARY FUND

Portugal--Request for Stand-by Arrangement

Prepared by the European and Exchange and
Trade Relations Departments

(In consultation with the Legal, Research,
and Treasurer's Departments)

Approved by L.A. Whittome and Ernest Sturc

April 11, 1977

I. Introduction

In the annexed letter to the Managing Director from the Minister of
Finance of Portugal and the Governor of the Bank of Portugal, Portugal has
requested a stand-by arrangement for a period of one year in an amount equiva-
lent to SDR 42.4 million. This amount, which corresponds to the enlarged first
credit tranche, represents 36.2 per cent of Portugal's quota of SDR 117 mil-
lion. The letter also sets out the economic policies and intentions of
the Government of Portugal. A staff mission comprising P. de Fontenay (EUR),
A. Mitchell (ETR), R. Hicks and B. Stuart (EUR), A. Muirragui (STAT), and,
as secretary C. Nguyen (EUR) visited Lisbon from January 5 to January 22,

1977 to discuss the program that forms the basis of the request.l/

Portugal made a gold tranche purchase of SDR 22.28 million in July 1975
and purchased the remainder of the gold tranche (SDR 7 million) in December
1975. Portugal made purchases in January and April 1976 of SDR 73.12 million
and SDR 41.64 million respectively undér the 1975 oil facility. In July 1976
Portugal purchased SDR 58.5 million, equivalent to 50 per cent of its quota
under the compensatory financing facility. At -end~February 1977, the Fund's
holdings of Portuguese escudos equaled 248.1 per cent of quota (100 per
cent if the purchases under the o0il and compensatory financing facilities
are excluded).

After March 18, 1973 the escudo was allowed to float, although the ex-
change rate was in practice set by the Bank of Portugal. On February 25, 1977
the escudo was depreciated by 15 per cent and pegged against a basket of
currencies. The effective (trade-weighted) depreciation of the escudo reached
30.7 per cent compared with May 1, 1970.

On July 22, 1975, Portugal became a participant in the Special Drawing
Account. Its SDR holdings, which were acquired from the General Account to
pay charges in connection with the use of Fund resources, amounted to
SDR 5.6 million at the end of March 1977.

L/ A further visit was made by a team comprising P. de Fontenay, A. Mitchell
and B. Stuart on March 16-18, 1977,



The 1976 Article XIV consultation discussions with Portugal took place
"in June 1976. The Staff Report (SM/76/186, 8/20/76 and Supplement 1) was
discussed by the Executive Board at EBM/76/141, 9/19/76. Recent economic
developments were reviewed in SM/76/188, 8/31/76.

II. Recent Economic Developments

During the two years following the revolution of April 25, 1974
Portugal actively undertook a basic restructuring of the economy. A major
redistribution of income was attempted through the granting of large wage
increases and an extension of the system of price controls and subsidies.
Labor-management relations were fundamentally changed through the authori-
zation of collective labor activity and the introduction of legislation pre-
venting the dismissal of workers., The banking system was nationalized in
March 1975 followed by other nationalizations, particularly of a large
proportion of the country's heavy industry. An extensive land reform pro-
gram was set in motion. The social and economic change that Portugal under-
went during this period resulted in management problems, lowered productivity,
and increased inflationary pressures. Meanwhile, the country's economic dif-
ficulties were being severely compounded by a large influx of refugees from
the former Portuguese territories that were granted their independence in the
aftermath of the revolution and by the worldwide recession. The outcome was
a substantial external imbalance that was financed by the drawing down of
once ample internmational reserves.

Following the formation of an elected government in August 1976 earlier
efforts at re—establishing economic stability and growth, which had begun with
the previous, provisional government, were accelerated. An assurance was
given that no further nationalizations were intemded. It was announced that
full membership in the European Economic Community was to be sought. Mea-
sures related to labor relations which had caused absenteeism and discipline
problems and discouraged new hirings were revised. The Government also be-
gan attempts to deal with problems resulting from the takeovers by workers
of firms and large land holdings. Tax rates were increased and collection
of existing taxes was stepped up. The public sector budget for 1977 called
for restraint on public consumption and reductions in subsidies and trans-
fers. .Measures limiting the extent of wage increases in 1977 were intro-
duced and legislation liberalizing the system of price controls was prepared.
Having established a basis for releasing resources to the foreign sector
the Government depreciated the exchange rate of the escudo by 15 per cent
on February 25, 1977. E

During the past year Portugal's economy has shown signs of recovery, al-
though problems remain that can reasonably be expected to be solved only in
the medium term. Total employment has increased only slightly and, with the
continued influx of refugees, unemployment has continued to rise. Wage
settlements moderated substantially during 1976 but price increases acceler-
ated. A further deterioration in the balance of payments was experienced.

O
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1. OQutput and demand trends

Real domestic product is estimated to have increased by 4-5 per cent in
1976 compdred with a decline of a similar amount in 1975 and an avetage in-
crease of 7 per cent in the years preceding the revolution. Industrial pro-
duction and the output of the servieces sector increased at approximately the
same rate as overall output, while gonstryction activity, on the basis of .
available indicators, was considerably more buoyant. Agricultural productiun
is estimated to have remained unchapged in 1976, as adverse weather conditions
and difficulties associated with implementation of the land reform offset the
effects of an expansion in the area under cultivation.

The index of industrial productign rose on average by 4.5 per cent in
1976, with manufacturing output increasing by 6 per cent. Food processing,
which had been stimulated by previous sharp increases in disposable income
and which had increased by an average of 20 per cent during the first two
postrevolutionary years, increased by only 3 per cent during 1976. Textile
output reversed a steep decline and rose by 8 per cent, despite the continued
decline in the volume of textile exports.

One of the main sources of demand expansion was the sharp increase in
public consumption (Table 1), Investment also increased, buoyed by a strong
recovery in construction and largely speculative increases in inventories
of raw materials, intermediate goods, and consumer durables. Fixed investment
by the public sector was affected by administrative delays while private sec—
tor nonresidential investment showed little sign of recovery. Exports of pgoods
and services grew slightly in real terms; this increase represented to a con-
siderable extent the selling off of accumulated stockpiles at abnormally low
prlces. The increase in imports of goods and services was due mainly to higher
1mports of raw materials and intermediate goods. Despite the growth in real
output private consumption is estimated to have increased only slightly, as
taxes vere railsed without any increases in subsidies. There was also an ap-
parent rise in the savings ratlo related to the decline in real wages.

o
G

2. jWages and prices

...,Following rises of 42 per cenf and 18 per cent during 1974 and 1975,
respectlvely, the rate of wage increase for workers in industry and trans~
portatlon moderated .substantially during 1976, and in the year ending in the
th1rd quarter 1976 was less than 12 per cent (Table 2). Collective bargalnlng
d1d not resume on a broad gcale follow1ng a perlod during which it was sus-—
pended by law.

. Despite this moderating trend in wages, the rate of inflation acceler-
ated beginning in the second half of 1976 and through the early months of
1977 consumer prices were increasing at an annual rate of 30 per cent.
Administered price increases and higher indirect tax rates did comtribute
to the worsening price performance, but there were also pressures generated
by shortages of certain essential goods, due in part to supply failure and-
the inadequacy of the distribution system. There was evidence as well of a
reduction in the effectiveness of price controls as firms attempted to re-
store profit margins that had been reduced during the previous twg years.
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Imported inflation was not a major contributing factor,

as the average in-

crease in import prices in 1976 was estimated at approximately 13 per cent,

of which 8 per cent was due to the average effective dep
cudo.

3. Employment~=

A census completed at the end . of 1976 put the refug
about 500,000, well below earlier estimates of between 7
The 2 per cent~increase in total populatien during 1976
over the' past' three years to 6-per cebtj:followigg-a,dec
tion remained virtually unchanged. Traditional.opportuni

reciation of the es-

ee populatlon at
00,000 and 800,000,
brought its increase
ade in which popula- .
ties for emigration

remained blocked, but no reflow of workers from Western Europe has occurred.

Total employment is. estimated to have increased by
in 1976. With: the expansion.in the labor force of over.3
from the continued inflow of refugees. plus the, 1ncrease
rates of women and young people,.the pnumber of unemploye
or 14 per cent of:the labor force by end-1976 compared w
end-1975. Laws prohibiting the collective .and individua
discouraged new hirings and adversely affected productiv
measures were introduced to. permit- dismissal of workers
of property and unjustified absenteeism, as well: as for
the financial position of the firm .(after submission of
officials).. In addition,. the employment of workers for
periods was permltted : -

4, Monetafy trende

less than 1 per cent .
per cent resulting
in part1c1pat10n

d rose to over. 500 , 000
ith 11 per cent at

1 dismissal of workers
ity. In December 1976,

in cases. of destruction .’

reasons related to
the case to government
short-term contract

1973 . 1974 1975 1976
: .+ : .End of period ’ o
Proportion of M2 accounted for by: . . o7
Currency in circulation 12.7 20.4 28.5 - 23.8
Demand dep031ts. - oo a2 33,0 30.5 o 31.3
41.0 449

Time and savings dep031ts - . A5.0 .. . 46.7

-

Source: .Data.provided by the Portuguese‘euthet;tiee,

The year 1976 was charaeterizedfhy;a,reve:sal of.po
in the composition of the .public's.money holdings and in
creation. -The first two.years.after .the.revolution had
in the propen51ty to hold currency,..as a result of both
the banking-system and incame - redistribution. A. reflow o
banking system began-.early in 1976 and by the:end. of the
ings as. a propartion.of M2 were sllghtly higher than .end—-
flow of currency could have:-resulted. in-a.sharp increase

multiple credit expansion of the banking, system. However,

strevolutionary trends
the process.of money .
seen a sharp increase
reduced confidence in
f currency to the .
year, currency hold-
1974 levels..The re~
in the.potential for .
this was largely

O
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offset by a marked decline in the redlscount1ng act1v1ty of the Bank of
Portugal and thus in the rate of base money' creation (Chart 1) The rate of
domestic credit expansion nevertheless rose steadily durlng 1976...

Domestic Credit Expansion During Previous 12 Months
. In billions of escudos ’ As percentage of MZ at
beginning of period

1973 | |
December 53.60 ‘ 24,98
1974 ‘ | N |
December - ‘ 53.79 ! - 17.85
1975 . ‘
December ‘ ’ . 60.21 , ‘ 17.59
1976 , ; o ‘
March - 64,54 ) 18.89
June ' 71,11 20.38
September 77.89 ‘ 21.37
December 91.34 - 23.70

Source: Data provided by the Portuguese authorities.

In addition, a smaller proportion of domestic credit expansion (32 per cent
of Esc 91 billion) was accounted for by increases in credit to the tradi-
tional public sector (as against 49 per cent of the Esc 60 billion extended
in 1975), as demand for credit on the part of the traditional public sector
was affected by delays in implementing capital. expenditure programs (Table 3).

¢here is no organized money market in Portugal and interest rates con-
tlnue to be administered. Real interest rates on savings dep051ts and ‘bank .
loans have been negative through0ut most of the postrevolutlonary period.. In
July 1976, nominal lending rates were raised slightly but remained below the
rate of inflation.

5. . Public sector finances

-

The deficit of the public sector in f15ca1 year 19761/ is est1mated at
Esc 51 billion, some 11 per cent of gross domestic product at market prices
including a def1c1t of Esc 10 billion for the social security system
(Table 4). The current deficit was Esc 26 billionm. The Central Government

1/ The fiscal year differs from the calendar year in that expenditure ap-
propriated in the budget of a given year may be undertaken durlng the flrst
45 days of the following year. Thus, expenditure appropriated in the 1975
budget could have taken place to February 14, 1976, etc.



budget, which was originally budgeted to be in deficit by Esc 35 billion in
1976, was affected by a number of decisions taken throughout 1976. Additional
appropriations totaling Esc 21 billion were authorized but actual expendi-
tures were not increased to this extent because of administrative delays.

On the revenue side, results were affected by three major developments
that tended to counteract one another. In December 1975, a measure of tax
relief was provided with the introduction of delayed installment payments for
industrial (profits), transactions (sales), and professional (income) taxes.
Secondly, collection of the complementary tax (a progressive surtax on com-
bined income -from all. sources) was stepped up in 1976 in respect of amounts
due on 1974 as well as 1975 income. The third factor affecting revenue was
the increase in tax rates. In January 1976, the schedule of transaction tax
rates was increased substantially (i.e. from 7, 12 and 20 per cent to 10, 20
and 30 per cent), and its coverage was extended. In August 1976, the rates
of the major direct taxes, i.e., the complementary, professional, industrial
and gift and inheritance taxes, were raised by 10 per cent. In addition, the
stamp tax was increased substantially. Indirect tax revenues were affected
by increases in the import surcharge which had been introduced in mid-1975
so that its full effect on revenue was not felt until 1976. As a result of
these developments, total tax revenue increased by 39 per cent, with indirect
tax revenue up by 47 per cent, compared with an 1ncrease in nomlnal GDP at
factor cost of 22 per cent (Table 5).

6. Balance of payments

Portugal's balance of payments has come under heavy strain since 1974.
Factors directly associated with the revolution of 1974 have had their 1mpact
on the trade account, and include: (1) the loss of export markets ‘in the
former overseas territorles, (2) the supply disruptions associated with poli-
tical and social change; and (3) reduced competitiveness, due to sharp in—
creases in unit labor costs and doubts abroad about the ability of Portuguese
suppliers to meet delivery dates. Additional barriers have also been imposed
by other countries against Portuguese workers and exports The trade account
has "also been adversely affected by the sharp rlse in prlces for oil and other
raw materials and by the ensuing world recession.’

Exports decllned by 16 per cent (in SDR ‘terms) in 1975 "and are estimated
to have declined- agaln in 1976 (Table 6). The fall in export receipts in 1975
was due entlrely to a decline in export volume. There was an apparent increase
in the volume of exports in 1976, as stockpiled products were sold at)sharply‘
reduced prices. The volume of textile exports, traditionally Portugal's most
important export, declined by 6 per cent due mainly to voluntary limitations
on exports to the United Kingdom and some important northern European markets.
Exports to the former territories, which had diminished by 57 per cent between
1973 and 1975 decllned by a further 42 per cent during 1976.

After increasing by 54 per cent (in SDR terms) in 1974, imports declined
by 16 per cent in 1975 due to a variety of factors, including (1) domestic
stock depletions; (2) declines in investment and industrial production;

(3) difficulties in obtaining suppliers credits; and (4) the impact of the
1mport surcharge. These trends were reflected in a dec11ne of almost 25 per

0
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cent in import volumes in 1975, following a rise of 12 per cent in 1974,

‘Import payments increased by 14 per cent in 1976 due almost entirely to vol-

ume increases. Higher than average increases in import volumes were recorded
for imports of raw materials, intermediate goods, and consumer appliances,
reflecting in part the recovery in output but to a large extent speculative
demand. Overall, the trade deficit, which had declined somewhat from

SDR 1,650 million in 1974 to SDR 1,375 million in 1975 reached SDR 1,800 mil-
lion in 1976.

The services and transfers account has also been adversely affected in
recent years by economic and political developments. There was a marked de-
cline in net tourist receipts in the years after the revolution, due to the
recession abroad and unsettled domestic conditions, but some recovery occurred
in the second half of 1976. A major decline in investment income, previously
derived mainly from the former escudo area, and the continued rise in debt
service payments abroad contributed to the deficit in the services account.
Vet receipts from private transfers, mainly emigrants' remittances, declined
in 1975 and recovered only in the second half of 1976. The decline in emigra-
tion, cyclical developments abroad and the impact on expectations of the grad-
ual depreciation of the escudo all affected transfer receipts in 1976. The
substantial improvement in the invisibles account in the second half of 1976
was all but offset by a marked deterioration in the trade account and for the
year as a whole the current account deficit is estimated at almost
SDR .1,100 million (about 8 per cent of nominal GDP). This deficit is consider-
ably higher than in 1974 and 1975 and is in marked contrast with the surpluses
of earlier years.

During 1976 the capital account moved to a small net surplus. While
official capital movements continued to be negative on balance, the private
capital account swung sharply from a deficit of SDR 145 million in the first
half of 1976 to a surplus of SDR 130 million in the second half. Moreover,
the errors and omissions item was also positive. It appears that the inflow
of private capital, both short-term and long-term, represented an increase
in trade credits, whereas the outflow of official capital represented debt
repayments. While detailed figures on external debt are not yet available,
the public external debt increased from about SDR 425 million in 1973 to
about SDR 640 million in 1976 (excluding officigl compensatory borrowing);
the increase was entirely accounted for by loans for the Cabora Bassa Dam
project in Mozambique, which are guaranteed by Portugal. Since 1975 the
monetary authorities have undertaken compensatory borrowings totaling
SDR 1.17 billion, Private external debt appears to have risen to about
SDR 1.4 billion at end-1976 from a negligible and largely unrecorded amount
at end-1973. Total debt service payments, excluding amortization of loans
against gold collateral, are estimated at around SDR 520 million in 1977,
approximately 25 per cent of receipts from exports of goods and services
in 1976.

Net reserves of the banking system declined in 1976 by SDR 840 million
(following a decline of an equivalent amount in 1975), Gross reserves of the
Bank of Portugal declined by SDR 198 million in 1976 to SDR 1,112 million at
end-December 1976. During the first two and one half months of 1977, net re-
serves declined by a further SDR 225 million. However, as a result of short-'
term borrowing, the level of gross reserves was maintained. At end-February,
gross. reserves stood at SDR 1,160 million. All but SDR 100 million of this
was represented by gold (valued at the official price) of which 40 per cent
had been pledged for compensatory borrowing.



7. Exchange and trade system

In the years before 1974, Portugal maintained a liberal exchange and.
trade system. Despite the deterioration of the external accounts since 1974,
all bona fide payments and transfers for current international transactions
have continued to be authorized, although exchange control regulations have
been tightened to prevent illegal capital outflows (SM/76/188, 8/31/76). The
standard travel allocation of foreign exchange has been progressively reduced
from Esc 50,000 per year to Esc 7,000 per year per adult traveler, plus a
maximum of Esc 1,000 in local currency (EBD/76/129, 6/22/76). Under the Foreign
Investment Code of April 1976, the transfer of dividends, formerly unlimited,
is guaranteed only up to 12 per cent of invested capital after taxes, or
20 per cent in the case of export firms. Amounts beyond these limits are sub-
ject to approval by the Bank of Portugal in the context of the balance of (:)
payments situation. On the basis of information available to the staff, no
bona fide applications to transfer profits in excess of the limits have been
refused on balance of payments grounds.

On the trade side, Portugal intrcduced an import surcharge in May 1975.
In September, the Portuguese authorities consulted with- the Fund on a number
of temporary restrictive measures affecting trade and current payments, which
were then under consideration in view of the deteriorating reserves position
(EBM/76/141, Staff Buff 76/119). On October 9, the import surcharge due to
expire on December 31, 1976, was extended to March 31, 1977, and the rates
were raised from 30 per cent on 1.3 per cent of 1976 imports and 20 per cent
on about 28 per cent of 1976 imports, to 60 per cent and 30 per cent respec-
tively. At the same time, an import deposit requirement of 50 per cent of the
c.i.f. value to be deposited without interest for six months was imposed on
about 7.5 per cent of total 1975 imports, all within the category of 1mports
already subject to the surcharge (EBS/76/484, 11/19/76). <:>

On December 16, new regulations on the granting of domestic bank credit
to importers were announced. In the case of equipment ‘goods valued at more
than Esc 500,000 for sale on the domestic market, importers must seek for-
eign financing and could receive. domestic credit only up to 30 per cent of’
the value, to be repaid within six months. Equipment goods for the use of
the importing firm were to be financed abroad to the extent of not less than
40 per cent of the f.o.b. value of light equipment goods (mot to be repayable
in less than two years) and 80 per cent of the f.o0.b. value of heavy equipment
goods (not to be repaid in less than three years). Once foreign financing had
been obtained, the remaining 60 per cent or 20 per cent of the value of the
equipment goods concerned could be covered by domestic bank credit, over a
period not less than that of the foreign credit., The financing arrangements
in such cases would be subject to the approval of the Bank of Portugal. These
measures effectively add to the cost of foreign exchange. In order to encour-
age the required foreign borrowing, a new system of exchange risk insurance
operated by a special fund was introduced in February 1977.

Also in February, new temporary measures affecting trade and current
payments were announced in conjunction with the devaluation of the escudo.
Quantitative restrictions in value terms were imposed on items accounting for -
some 6 per cent of total imports in 1976, mainly automobile parts, household
appliances, coffee, and bananas. For the year 1977 the quotas for automobile
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parts were based on the estimated value of imports in 1975; for the other
items, the base was the average of imports 'in the two years 1975 and 1976.
The regulations provided that the quotas could be increased by the amount of
addition to exports of the manufactured goods involved. It was also announced
that exchange budgeting would be applied to external transactions of the
Central Government and indicative exchange budgets to the expenditures of
state agencies charged with imports of essential foodstuffs and raw materials.

‘The transportation of goods exported or imported by the State was to be re-

served for Portuguese vessels. A further proposal submitted to the Parliament
would extend coverage of the 60 per cent import surcharge on "luxury' goods
from 1.3 per cent of total 1976 imports to about 2.3 per cent.

I11. The Program

The program described in the attached letter aims at reducing the defi-
cit of the balance of payments and at laying the groundwork for the develop-
ment of the economy on a sound basis. It consists of measures taken by the
Portuguese Government which took office in July 1976 (some of them building
on earlier measures introduced by the Sixth Provisional Government) culmin-
ating in the comprehensive package announced on February 25, 1977 (see
Appendix), as well as of understandings specific to the stand-by arrangement.

The authorities' ecomomic strategy is to reduce the balance of payments
deficit by containing consumption and imports and to stimulate investment and
exports. The former objective is to be achieved by limiting wage increases,
by allowing prices to reflect cost developments and by fiscal policy; the
latter is to be sought through stepped-up public capital expenditure and mea-
sures to improve the financial position of enterprises, particularly changes
in labor legislation designed to improve productivity and to contain labor
costs. The depreciation of the escudo is an essential part of the program:
by raising the domestic cost of imports and restoring the competitiveness of
Portuguese exports it can be expected to make a substantial contribution, in
combination with the restraints placed on credit expansion, to the desired
reduction in the balance of payments deficit. ‘However, financing comstraints
have called for the introduction of fast-acting measures in the form of the
temporary import restrictions described in the preceding section. ‘

Staff estimates of the impact of the program on the main macroeconomic
aggregates and the balance of payments are summarized in Table 7.

1. External policies

The action taken on February 25, 1977 to depreciate the escudo by 15 per
cent, combined with the gradual depreciation allowed during 1976 and the first
two months of 1977, lowered the effective exchange rate by 27 per cent between
the beginning of 1976 and the end of February ‘1977 (Chart 2). Given the rela-
tive moderation in domestic wage increases during the period, this action re-~
stored the competitiveness of Portuguese industry, which had deteriorated
markedly in 1974-75 (Chart 3), 'and it should allow exporters to recoup some
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of their recent losses in market shares. 1/ The escudo is now pegged on a
basket of currencies.2/ To the extent that this ends the uncertainty as to
future exchange rate developments, it should curtall speculation, including
stockpiling of imports, and reverse the unfavorable effects of a gradually
sliding rate on the inflow of workers' remittances and on leads and lags.

The exchange rate action, in combination with the financial program and
the wage and price policies described below, should contribute to the achieve-
ment of the authorities' balance of payments target: a reduction in the over-
all deficit from SDR 840 million in 1976 to SDR 550 million in 1977. The
current account deficit is projected to decline by SDR 350 million to approxi-
mately SDR 700 million in 1977. The volume of exports could rise by as much
as 15 per cent in 1977, for a gain in market shares of 8 percentage points.

The volume of imports would decline slightly despite a continuation of the

recovery of exports and investment which have a relatively high import content. <:>
Invisible receipts, particularly from tourism and emigrants' remittances, are

expected to respond to the incentives offered by the depreciation of the escudo

but this will be partly offset by larger interest payments on foreign borrow-

ings. No substantial increase in net capital imports is forecast for 1977:

reliance on short-term trade credits will be reduced but there should be larger
inflows of long-term project aid. Total foreign commitments in 1975-76 are

estimated at about SDR 400 million, but the pha51ng of disbursements is un-

certain.

The financing of the balance of payments deficit for 1977 will not be
easy. As already indicated, official reserves consist almost entirely of gold,
40 per cent of which has been pledged as collateral for compensatory borrowing.
There is no doubt some of the gold that is not pledged-—-valued at SDR 580 mil-
lion at the official price--will need to be used. Financing difficulties have
made it imperative that the deficit be reduced at an early date and this has
led the Portuguese authorities to introduce temporary import restrictions to (:)
supplement the stabilization measures. With only 30 per cent of imports con-—
sisting of consumer goods, of which food imports are the largest component,
there was little to gain from further deflation of consumption, and there was
considerable uncertainty as to the likely timing of the benefits to be derived
from the exchange rate adjustment. A larger devaluatlon could not be expected
to overcome quickly shortages of exportable goods and import substitutes. The
authorities intend that the quantitative restrictions will be eliminated and
the import surcharge phased out as soon as domestic production has recovered
sufficiently to permit some import substitution, especially for food, and to
allow a substantial expansion of exports. The import deposit requirement is
to be rescinded before the end of 1977. D

1/ 1In the absence of quarterly productivity figures for Portugal, the com-
parison in Chart 3 is based on wages only. A comparison of annual data on
productivity developments indicates that during 1974-76 productivity in Portugal
increased by at least 5 percentage points 1ess'than in its main trading part-
ners. ;

2/ The composition of the basket, which was communlcated to the staff is
based on the proportlon of Portugal s trade and invisible receipts accounted
for by the major trading partners' currencies.
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2. Wages and prices

The measures taken by the authorities in the field of prices and incomes
policy are expected to play an important role in restraining consumption and
in ensuring the effectiveness of the exchange rate adjustment. They consist
mainly of restraints on wages and of changes in price policy designed to re-
duce subsidies and to allow domestic p11ces to fully reflect cost increases,
including changes in import prices.

At the end of 1976, legislation was passed limiting salary increases for
civil servants to 15 per cent in 1977. The ceiling was subsequently extended
to all dependent workers. Effective January 1, 1977 the minimum wage, which
had remained unchanged since June 1975, was increased by 12.5 per cent to
Esc 4,500 per month. '

In line with their decision to curtail the current deficit of the public
sector (see below), the authorities have raised utility ratesl/ and reduced
price subsidies. As part of the package of measures introduced on February 25,
1977, a basket of 16 essential staples was defined. Prices of these items
were increased on average by more than 20 per cent, then frozen until the end
of 1977. At the same time, the system of price controls which applied to a
wide range of products and necessitated prior government approval'of price in-
creases was replaced by a system of a posterlorl review, giving the possi-
bility of rolling back any increase that is not justified.

The combined effect of the various measures would be, under the assump-
tion that the wage ceiling is respected, a reduction in real wages of 9 per
cent in 1977 following a decline of approximately 4 per cent in 1976. Profit-
ability in the traded goods sector .will be restored and the improvement in
the financial position of enterprises sets the stage for an expansion of 1n—
vestment and exports. :

3. Fiscal policy

The consolidated budget of the public sector for 1977 represents a sub-
stantial departure from those of the two previous years, which had been
characterized by large and growing transfers, substantial subsidization of
consumption, postponement of tax collections, increased public consumption
and the emergence of large deficits for the social security system. The 1977
budget aims at a reduction in the current deficit of the public sector from
an estimated Esc 25.7 billion in 1976 to Esc 18.6 billion in 1977 (Table 4).
This 1s to be achieved through a return to equilibrium of the social security .
system, with the help of increases in premiums, and a larger surplus on ac-
count of the autonomous funds. 2/ For the general Government as a whole, pub-
lic consumption is to remain unchanged in real terms from last year, and the
subsidization of consumption is to be reduced as a result of the increases

l] In January 1977, fares for public transportation were raised by 25-43 per
cent, and water charges by 66 per cent. Electricity, telephone and postal
rates were also increased in the first two months of 1977.

2/ The two largest funds are the unemployment fund and the supply fund.

The latter is responsible for the distribution and price stabilization of es-
sential foodstuffs (e.g., wheat, sugar). It derives most of its financial re-
sources from excise taxes on o0il products, which were raised in January 1977.
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in prices and utility rates mentiomned above. Although the initial budget for
1977 did not include any tax increases, public sector revenues will be
strengthened by those introduced in Aupgust 1976, which will have their full
impact in 1977, as well as by the collection of taxes postponed from 1976.
Some taxes have also been raised since the budget was approved: in particular,
the rates of the tramnsactions tax were raised by 20 per cent as part of the
stabilization package of February 25, 1977.

The initial budget for 1977 allowed an increase in the overall deficit
of the public sector to Esc 57 billion, or some 9.5 per cent of GDP. The
nominal increase from 1976 is more than accounted for by larger appropria-
tions for capital expenditures. This emphasis on public sector investment
appears appropriate given the present rate of unemployment. and the likely
delays in the recovery of private investment activity. Furthermore, the low
import content of some of the projects undertaken, particularly in the con- -
struction sector, makes them attractive in the context of the balance of
payments situation.

A

As a result of a large carryover of expenditure appropriated under the
1976 budget, but which actually took place in early 1977, the public sector
borrowing requirement from the banking system is projected to rise from
Esc 29 billion in 1976 to Esc 39 billion in 1977, despite increased reliance
on nonbank sources of finance (if necessary through recourse to forced saving
schemes). In order that the traditional overappropriation of expenditures
(particularly capital expenditure) and underestimation of revenue should not
result in a failure to fulfill the policies underlying the original budget,
the authorities intend to refrain from using funds originally appropriated
for capital expenditure to increase current outlays, to finance any. new ap-—
propriatrions with new taxes,l/ to carry out their plan to borrow Esc 16 bil-
lion from the domestic nonbank sector, and not to postpone tax collections.
They have also agreed on a ceiling on guarantees by the State for borrowing <:>
by public and private enterprises or entities so as to avoid a substitution
of bank credit for budgetary transfers. These commitments should ensure that
the increase in bank credit to the public sector will be utilized for neces-
sary capital expenditure or will be freed for use by the productive sector.

l/ This policy has in effect already been implemented since the budget was
approved.
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Banking System Credit to the Public Sector

(In billions of escudos)

1976 1977

Public sector deficitl/A . . N3 .. .. 57
Less ‘

Domestic nonbank borrow1ng o o ‘ 6 16

Foreign borrowing = : ‘ 2 3
"Plus 4 B

Expenditure from previous year's budget’

undertaken early in current year 11 19

Less )

Expenditure from current year to be under- o L
taken early in following year : 19 21
Other Treasuyry operations ' i -6 o _3‘2/

Credit obtained from' the baﬁking system . 29 39

Source; Data provided by the Portuguese authorities.

1/”‘From Table 4.
2/I Funding provided to commercial banks exper1enc1ng financial diffi-

culties related to w1nd1ng down relatlons w1th the former terrltorles
I

B0

4. ““Mometary policy

In order to prevent the apparent revival in the demand for credit, which
has been observed since early 1976, from resulting in-an.excessive credit- ex-
pansion, the authorities have establlshed a target for the expansion of net
domestic credit by the banking system of Esc 130 billion during 1977. This
represents a further rise to almost 29 per cent in the ratio of domestic cre-
dit expansion to the stock of M2 at the beginning of the oerlod However, it
must be related to the projected rates of growth of investment and.exports
for 1977, both of which exceed 50 per cent in nominal terms. It is also con-
sistent with a decline in net foreign assets of the banking system (abstracting
from valuation adjustments) of Esc 25 billion (or SDR 550 million) and an .in-
crease in M2 of 23 per cent, con51derab1y below the’ prOJected growth in GDP
at market prices of 28 per cent. The acceleratlon in prices, that will result
in large part from the exchange rate action and 11bera11zat10n of price qon—
trols, would tend to increase the velocity of c1rcu1at10n On the. other, hand,
the move toward financial equ111br1um ‘and expectations of a stable exchange
rate should offset this increase in velocity to some ektent. Therefore, the
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targeted increase in domestic credit should exert a restraining influence on
the growth of nominal income and contribute to a reduction in the external
imbalance.

Money and Credit Targets

(In billions of escudos)l/

1975 1976 1977 1976 1977
Estimate Target ~ Changes
December 31

Money supply (M2) 385 . 453, 558 . 68 105
(17.7) (23.0)
Net foreign assets 39 12 -13 - =27 -25
Domestic credit 362 454 S84 92 130
' (25.4) (28.6)
0f which:

Credit to public _

sector 52 . 81 120 .29 39

(55 8) (48.1)

Credit to enterprises, :
households, and non-
monetary financial

institutions 310 373 . 464 63 - 91
' 1 (20.3) (24 4) (:)
Miscellaneous o -16 . -13 -13 3 ”fl—
P.M. , ' o o
GDP at market prices 373 465 594 92 129

(24.7) 27°7
s

'

Source: Data provided by'the Po:tuguese authorities.

1/ Figures between brackets are percentage changes.
EEN

As part of the February 25 package of measures, the Bank of Portugal 'S
discount rate of 6.5 per cent was replaced by three rates--8, 9.5 and 12 per
cent——with the rates charged increasing with the amount of dlscountlng under-
taken by individual banks. The whole interest rate structure of credit in-
stitutions was altered and rates paid on time depo¢1ts and charged for bank
loans were raised by 1.5 percentage points on average. Bank lending rates now

range from 10.25 per cent to 14.75 per cent and interest rates on time deposits

range from 5 per cent to 13 per cent.
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IV. Staff Appraisal and Recommendation

Portugal's economic problems remain massive. Their. solution, and in
particular the reduction of unemployment, inflation and-.the external dis—
equilibrium, will take -time. It will require structural reforms in a number
of sectors, notably agriculture and education, improvements in organization
and management in both the public and private sectors, acceptance by.workers
of moderation in their income claims, and continued determination by the
Government to follow restrained financial policies. The program elaborated
by the authorities for the current year addresses itself to the more immedi-
ate problems of economic management. It is, however, a first step toward
a return to internal and external equilibrium; it is also consistent with
the objective of shifting resources to the production of investment goods,
exports and import substitutes.

The authorities have rightly given priority to the containment of con-
sumption, both private and public. With this aim, they have taken steps in
the field of incomes and fiscal policy which are courageous and are expected
to reduce consumption in real terms at a time when the economy is expanding.
At the same time the authorities have paved the way for a recovery of invest-
ment and exports through various measures to improve the financial position
of enterprises, notably changes in labor legislation that should raise pro-
ductivity and reduce labor costs and liberalization of price controls, as well
as the exchange rate action of February 25, 1977. The latter, together with
the restraints placed on overall credit expansion, is an important part of
the Goverument's efforts to reduce the balance of payments deficit to a more
manageable level.

_ The staff regrets that the authorities have felt it necessary to include
in the measures designed to improve the balance of payments a number of re-
strictions on trade and payments, including quantitative restrictions. It rec-—
ognizes, however, that they had no realistic alternative if the external defi-
cit was to be reduced rapidly, which is:-essential in view of the financing
problem. The Portuguese authorities view these measures as temporary, needed
only. until the effect of the exchange rate adjustment on trade volumes has
beeﬁ}jelt, and until output and investment have expanded in those sectors pro-
ducing exports and import substitutes. They have agreed to review them with
the-staff and to eliminate the import deposit requirement before the end of
1977.

Although the favorable reception of the recent measures by the population
is encouraging, the success of the program is by no means guaranteed. It de-
pends on the unions' continued restraint and acceptance of a decline in real
wages, and on the entrepreneurs' willingness and ability to take advantage
of the opportunities offered. It also depends on the authorities' ability
to avoid an acceleration of the rate of inflation beyond the unavoidable im-
pact of the increases in import prices and indirect taxes and of the adjust-—
ments in regulated prices. If the sharp and largely corrective rise in the
price level this year is allowed to reduce real inccmes and relative cost and
price distortions, Portugal could look forward to greater price stability in
the years ahead. However, if the recent sharp run-ups in prices resulting from
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shortages and speculative stockpiling caused by the inefficiency of the
distribution system and of the State trading apparatus were to persist, they
would jeopardize the wage guidelines, which form an essential part of the
program, and the entire stabilization effort. Nevertheless, the staff believes
that the program is sound and likely to achieve the desired reduction in the
balance of payments deficit, and that it represents a reasonable effort on

the part of Portugal to solve its problems. P

O
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Accordingly, the following décision is submitted for counsideration by
the Executive Board:
1. The Govermnment of Portugal has requested a stand-
by arrangement for a period of one year from April t, 1977,
and for the equivalent of SDR 42.4 million. The Fund approves
the stand-by arrangement attached to EBS/77/100 and grénts any

necessary waiver of the conditions of Article V, Section 3(a)

O

(iii), of the Articles of Agreement.

2. The Fund approves the retention by Portugal of
the multiple currenecy practices and restrictionsvon payments
and transfers for curreat international gransactions as
described above until the‘next Article XIV consultation with

Portugal,
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Table 1. National Accounts FEstimates--1974-76~

(In billions of escudos)

1974 1975 1976 1975 1976 1975/1974 ' _1976/1975

1974 Prices Current Deflator Volume Deflator Volune
prices (Change in per cent)
Private consumption 276 281 284 315 378 12 2 19 1
Public consumption 49 53 ‘ v57 65 84 22 ] l20 4 8
Investment ‘ 66 30 44 38 66‘ 27 . -54 T 20 : 45
Exports ' 85 67 69 - 72 78 7. . =31 - 5. 3
Imports -139  -105 -112 -117 -141 11 =25 - 13 . 7
Cross national pro-
duct at market ) . o - . e A
prices . 337 326 342 373 465 14 . =4 ‘19 . 5

Sources: Data provided by the Portuguese authorities; .and staff estimates.

1/ Figures for 1976 are preliminary estimates. .
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Table 2. Wages and Prices--Lisbon and Opofﬁol/

Average Wages of Average Index of
Workers in Industry Consumer Prices ' Real Wages

and Transportation Lisbon and Lisbon and Oporto

Lisbon and Oporto Qporto

(1970 = 100) ..

1971 112.0 109.9 : . 101.9 -
1972 124,3 (11.9) 121.9 (10.9) 102.0 (0.1)
1973 136.1 (9.5) 136.6 (12.1) 99.6 (-2.4)
1974 180.0 (32.2) 172.0 (25.9) 104.6 (5.0)
1975 226.7 (25, 9)2/ 200.4 (16.5) ~113.1 (8.1)
1976 258.4 (14.0)~ '239.1 (19.3) - 108.1 (=4.4)
1973 B ‘
I 128.8 ©I130.2 98.9
11 ©133.3 (3.5) 134.8 (3.5) 98.9  (~-)
11T 138.2 (3.7) . 136.8 (1.5) . 101.9 (2.1)
1v 144.1 (4.3) . l4b.4 (5 6) ' 99,8 (-1.2)
1974 . «
I 151.9  (5.4) 160.0 (10.8) 94.9 (~4.9)
1I 170.4 (12.2) 168.9 (5.6) 4 100.9 (6.3)
111 192.7 (13.1) 177.6 (5.2) - 108.5 (7.5)
v 205.2 (6.5) 181.4 (2.1) 113.1  (4.2)
1975 ‘
I 211.5 (3.1) 188.2 (3.7) 112.4 (~0.6)
11 221.8  (4.9) 198.4 (5.4) 111.8 (-0.5)
111 232.0 (4.6) 203.2 - (2.4) - 114.2 (2.1)
Iv 241.6 (4.1) . 211.8 (4.2) +114.1 (-0.1)
1976
1 251.8 (4.2) 229.2 (8.2) 109.9 (-3.7)°
11 256.2 (1.7) 224.7 (=2.0) 114.0 (3.7)
. III 259.1 (2.9) - 242.1 (7.7) , 107.0 (-6.1)
v . e 1 260.5 (7.6) vei e
1977
13/ cee e 277.0  (6.4)

Source: Data provided by the Portuguese authorities.’

1/ Numbers in brackets are percentage Cnangeq between succeeding
perlods. :

2/ Annual index constructed on assumption that wage increases in
fourth quarter 1976 equalled rate of increase in third quarter 1976.

3/ Price index based on increase between October-November 1976 and
January-February 1977.
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Monetary Survey

(In billions of escudos)

1975

Other items, net-

2.01

-8.92

1973 1974 1576
March June . Sept, Dec, i/
- Foreign assets, net 77.85 “g3,3£ , 38,83 . 30.25 18.17 18.74 11.60
~Bank of Portugal, net 72.28 56.02 31.88 21.88 10.92 3.72 4,22
Foreign assets (72.31) (56,02) (40.09) (40.14) (39.41) (41.32) (40.65)
Foreign 1liabilities (-0.03) (--) (-8.21) (-18.26) (~28.49) (-32.60) (-36.43)
‘Commercial banks, net 5.57 7.32 6.95 8.37 7.25 10.02 7.38
Foreign assets ‘ (7.73) (10.13)  (9.54) (12.43) (12.75) (16.07)  (14.53)
Foreign liabilities . (-2.16) - (-2.81)  (-2.59) (~4.06) (=5.50) . (~5.05) (~7.20)
" Domestic credit 248,35 302.14 362.35 . 374.40 394.47 415,75 453.69
" Claims on govermment, 8.23 22.82 . 52.36 59,45 61.70 70.38 - 81.66
Claims (34.42) . (50.62)  (83.19)  (97.03)  (97.16)  (104.81)  (135.15)
Deposits ‘ : (-26.19)  (-27.80) (-30.83) " (-37.58) (~35.46) (~34.43) (~53.49)
Claims on private sector 239.65 274.68 297.44 300.51 315.59 328,05 353.99
Claims on nonmonetary fi- '
nancial institutions 0.47 464 12.55 14,44 17.18 "17.32 18.04
' Assets = Liabilities 326,20 365,48 401,18 404,65 412,64 434,49 465,29
© Money - o . 165.61  182.50 - 227.22  216.81 - . 222,46  228.57 249.45
4 Cufrencyioutsidé'banks;', '38.27 - 69.70 109.78 - 100.46 103,84 101.33 107.86
Demand deposits 1127.34° 112.80 117,44 116.35 118,62 127,24 141.59
* Quasi-money 135.72 159.79  158.22  173.23 177.61 192.28 203, 34
~ Time and savings deposits 135.72 159,79 158,22 173.23 177.61 192.28 203.34
Capital accounts 22,86 24,16 24.66 24.68 24 .89 24.88 25,02
-=0.97 -10.07 -12.32 -11.24 -12,52

Source: Bank of Portugal.

1/ Estimates.

O
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Table 4. Consolidated Accounts of the Public Sector~

(In billioms of escudos).

1976 1977

Revise / Outturnzf Original
budget— budget
' ' estimates
‘General budget of the state
1. Current receipts ,Mégai 66,1 81.4
Direct taxes 17.8 18.0 22.%
(:) Indirect taxes ‘ 44.1 44.8 53.7
Other . ' 4.5 3.3 5.4
. 2. Current expenditure _94.7 85.7 109.1
Goods and services 54.9 49.4 66.7
Subsidies 4.0 4.0 5.0
Interest on puhli¢ debt 5.0 4.6 11.5
Transfers i 30.8 27.7 25.9
3. Current deficit of -the state
1 - 2) Lo ~28.3 -19.6 -27.7
4, Balance.of autonomous funds
and services and local
administration . _ _ 3.4 3.7 9.1
5. Balance of‘éopialvsecurity :
) T system . , ~10.0 ~9.8 C——
<:> " 6. Current deficit of public
: sector (3 + 4 + 5) . -34.9 -25.7 -18.6
, 7. Capital receipts 5.8 5.9 2.3
' 8. Capital expenditure _33.8 31.5 40.5
Investment : : 19.9 17.0 . 25.2
Other 13.9 14.5 15.3
9. Balance‘bf capitél opera- o
g tions (7 ~ 8) . : -28.0 -25.6 ~38.2
Net finénéing>rgquireﬁents 4
-6+ 9) : - < .. 62.9 - 51.3 _56.4
Financing needs - . - 85.8 ... 54.2 : 59.9 .
Debt awmortization =29 -2.9 - =31

Source; Data provided by the Portuguese authoritieé.

;/ On a national accounts basis. Some current tramnsactions involving
the sale of goods and services to private consumers are simultaneously.
excluded from current receipts and expenditures. Direct tax revenues'
derived from gift and succession duties, real estate transfers etc., are
considered as capital transfers.

2/ Preliminary estimates.

3/ Based on appropriations introduced thrnughout the year,



Table 5. Government Budget Receipts

(In billions of escudos; figures in parentheses are percentage
changes over previous year)’

1974 . 1975 - ‘1976Y . 1977
Budgeted
Tax revenue . 42,58 46.75 .. 65,14 78.08
(20.9) (9.8)  (39.3) (19.9)
Direct taxes 16.56 16.24- 20.34 C 24,41
. (21.0)  (=0.2)  (35.2) (20,0)
Industrial tax - ' 4,06 3.66 1,96 © 4,00
Professional tax : 2.97 4,05 5,38 7.00
Real estate tax . 1.61 ~ 1.71 1,98 2.30
Comp lementary. tax : 2.40 1.3 ° 4,87 4.90
Gift and inheritance tax 0.91 " 0.87  0.65 0. 70
Property transfer tax 2.26 .. 1.46. - - .1.46 . 1.20.
Capital tax. ) 1.63 2.10 2.66 3.10
Other : 0.72 -1.05 1,35 - .21
Indirect taxes 26.02 - 30.51 - 44.80 ° 53.67
‘ ' (20.9) (16.9) - (46.8) - (19.8)
Transaction tax 8.65 . 10,40 15.10 - 18,80
Stamp tax .. 4,43 4,88 S 1.78 9.20ﬁlf?
Import dutieés 5,13 " 3,95 4.29 4.50 .
Import. surcharge == . L4 4,71 5,00 10
National salvation tax 2.38 2.76 2,69 . 2,90 »ve
Other2/ 544 6.79 ' 10,24 0 13.27°
Other current receiptséf 7.7 8.12 11.32. 11.93 - ¢
Capital receipts ‘ 1.89  3.56 "1:18 9.24 :i}
Total receipts 52,17 58.29  77.64 . 99.25 25“‘m
o (15.5) (11.7) - (33.2) (27.8) weav

rand

Sources: Ministry of Finance, General Direction of Public. Accounts,
and General Accounts of the State, and data prov1ded by the Portuguese
authorities, S s

1/ Preliminary estimates. S

2/ Includes taxes on tobacco and land transportation, and on sales
of . automobiles.

é/ Includes fees, enterprise profits and incomes from financial
assets, and earmarked recelpts. .. ..

(5‘
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Table 6, Balance of Payments

(In millipns of SDRs)EJ

1971 1974 1975 1976% 1975 1976
: ‘ First Second First Second
half half half2/  half2/
Exports, f.o.b. : 1,546 1,903 1,594 1,571 837 757 783 - 788
0f which:
Petroleum and petroleum pro-
ducts. ‘ 7 49 29 27 . e e
Imports, f.o.b. 2,303 3,557 2,969 3,385 1,559 1,410 1,580 1,805
0f which: )
Petroleum and petroleum pro-
ducts 129 442 476 574 e - ‘e .
Trade balance ) -757  ~1,654 ~1,375 ~1,Bl14 ~722 ~653 ~-797 -1,017
Services (net) 128 45 151 -91 -82 -69  -100 9
0f which: ‘ o
Tourism (net) 268 214 ] 83 161 56 27 38 123
Investment income (net) ‘ 72 107 -12 -115 10 ~22 ~45 -70
Private transfers (net)éj 920 224 854 843 450 404 334 509
Current account halance 291 ~-685 . ~-672 -1,062 ~354 -318 -562 ~500
Private capital_(net)ﬂ/ -31 295 C =17 24 ~9 ~8 ~34 58
0fficial capital (net) -87 ~68 ~71 ~14 -30 ~41 =5 -9
Short~term capiﬁal and errors -
<::> and omissions (net) 113 -69 ~73 210 -136 .63 -59 269
Capital account balance -5 - 158 ~161 220 -175 14 -98 318
Overall surplus or
deficit () 286 -527 ~833 ~842 -529 - =304 - =h60 ~182
Financing
Monetary and financial opera-g,
tions of the hanking system™ =286 527 . 833 842 v e . .
Assets (- increase) ) =290 527 577 29 . e e e
liabilities (net) 4 —— 256 743 e . - -
IMF position ) —— —-— - 174 R - e .
011 faecility ) - -— - 115 ‘e et e Ve
Compensatory financing : o ' ' : :
facility —— - - 59 e e PN s
Nther : e - e — . PR vee .
Other 4 -— 256 569 e vas e -

"Sources: Data provided by the Portuguese authorities and staff estimates,

1/ Conversion factors: 1973 - Es¢/SDR 29.41, 1974 - Esc/SDR 30.55, 1975 - Esc/SDR 31.03 (first half -
ESLISWR 30.40, second half - Esc/SDR 31.69), and 1976 - Esc/SDR 34.89 (Fqut half - Fsc/SDR 33 64,
second half - Esc/SDR 36.13).

2/ Estimates, :

gj In 1974, includes public transfers to the former escudo areas amounting to SDR 23 million for the
full year. . .

4/ TIncludes medium-term and long-term capital only.

5/ Change in net forelgn asset ponsition qf the banking qvqtem net, nf valuatlon chanpes



- 24 -

Taple 7. Quantitative Implications of the Program

National Accounts

1976 1977 1977 1977/1976
1976 Prices - Current~ Deflator Volume
o prices = Percentage change

In hillions of escudos

Private cdﬁsumptioﬁ’ 378 367 458 N 25 -3

Public consumption 8% . B4 97 16 ' —
Investment © 66 86 - 104 : 21 30
Exports 78 90 119 33 - 15
Imports -141 -138 o184 . 33 e

Gross national product . . c .
at market prices 465 489 594 22 5

) Balance of Payments :
. 1974 , 1975 1976 1977

In millions of SDRs

EXports 1,903 1,594 1,571 1,920

Imports, f.o.b. 3,557 2,968 3,385 3,495

" Trade balance -1,654 -1,575 -1,814 1,575
Services (net) 45 =151 o1 is o
Private transfers 924 - 854 843 ; ___ggg o

Current account -685 -672 ~1,062 ‘=700
Capital account 158 -161 222 150

Overall surplus or o - c : Cay
deficit (-) ©o-s27 -833 842 2550

Sources: Data provided by the Portuguese authorities; and staff esti-  :
mates and forecasts. ’

P.M,
" Change in real disposable income: -1 per cent, : il
Contribution of indirect tax increases and sub51dy reductlons to con-

sumer prices: 4 percentage points. - :

Assumptions
Export market growth of 6 per cent.
Domestic wage increases: 15 per cent.
Unif labor cest-increases (in local currencies):-
Domestic: 10 per cent
Foreign: 5 per cent ’
Increase in traded goods prices; 7 per cent (in foreian currency
terms).

O
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Main Measures Taken in Conjunction with the Depreciation of
"the Escudo on February 25, 1977

The escudo was depreciated by 15 per cent, and pegged to a basket of
currencies, weighted according to the importance of individual currencies
in Portugal's receipts and payments for commodities, tourism, and private
transfers.

Legislation limiting wage increases in 1977 to 15 per cent was extended
to all dependent workers. (This measure was introduced on February 12, 1977.)

Legislation was introduced'defining a basket of 16 essential commodities
whose prices were to be frozen until the end of 1977 after being increased on
average by more than 20 per cent,.

- The extensive system of price controls was replaced by a wore liberal
system of declared prices which allowed price increases to be reviewed a

posteriori by the Government.

The rates of sales tax were increased by 20 per cent.

The Bank of Portugal's discount rate of 6 per cent was replaced by a
progressive rate structure of 8, 9.5, and 12 per cent.,. The applicable rate
will depend on the amount of discounting undertaken by individual banks.

Interest rates on bank loans and time deposits were increased by 1.5 per-~
centage points. A surcharge of 0.5 percentage points to help finance the Ex-
change Risk Guarantee Fund was introduced. An additional surcharge. of 2.5 per-
centage points was introduced on loans for consumer durables,

An Exchange Risk Guarantee Fund was established to reduce the rlsks as-
sociated with external borrowing.

Value -quotas related to the average value of imports for 1975 and 1976
were introduced for such items as gutomobile parts, domestic appliances, cof=-
fee and bananas, affecting approximately 6 per cent of 1976 imports.

It was required that public bodies undertaking international trade uti-
lize Portupguese vessels.,

Plans were announced to compensate foreign owners of property that was
nationalized or expropriated,

The stock exchange, which had been closed shortly after the revolutlon,
was reopened on February 28, 1977 for trading in equities.



, EBS/77/100
~ 26 - Corrected: 4/21/77

ATTACHMENT

Stand-~by Arrangement -~ Portugal

1. Annexed hereto is a letter dated April 12, 1977 from the Government of
Portugal, setting forth the objectives and policies which the authorities of
Portugal will pursue.

2, The Internatiomal Monetary Fund grants this stand-by arrangement to sup-—
port these objectives and policies,

3. Portugal will remain in close consultation with the Fund during the
period of the stand-by arrangement and, in particular, will consult with the
Fund in accordance with paragraph 12 of the annexed letter. These consulta-
tions may include correspondence and visits of officials of the Fund to
Portugal or of representatives of Portugal to Washington, D.C. For the pur-
pose of these consultations, Portugal will keep the Fund informed of develop-
ments in the exchange, trade, credit, and fiscal situations through reports
at intervals or dates requested by the Fund.

4, For a period of one year from , Portugal will have
the right, after making full use of any gold tranche that it may have, to
purchase from the Fund the currencies of other members in exchange for its
own currency in an amount equivalent to SDR 42.4 million. The amounts avail-
able in accordance with this paragraph 4 shall be augmented by amounts equi-
valent to repurchases in respect of purchases under the stand-by arrangement,
unless when any such repurchases are made, Portugal informs the Fund that it
does not wish the stand-by arrangement to be augmented by the amount of that
repurchase.

5. Portugal will pay a charge for this stand-by arrangement in accordance
with the decisions of the Fund.

6. Portugal will have the right to engage in the transactiomns covered by
this arrangement without further review by the Fund. This right can be sus-
pended only with respect to requests received by the Fund after (a) a formal
ineligibility, or (b) a decision of the Executive Board to suspend transac-—
tions, either generally (under Article XIV, Section 1(a)(ii)) or in order to
consider a proposal, made by an Executive Director or the Managing Director,
formally to suppress or to limit the eligibility of Portugal. When notice

of a decision of formal ineligibility or of a decision to consider a proposal
is given pursuant to this paragraph 6, purchases under this stand-~by arrange-
ment will be resumed only after consultation has taken place between the Fund

and Portugal, and understandings have been reached regarding the circumstances

in which such purchases can be resumed.

7. No later than three years after each purchase of exchange by Portugal
under this arrangement Portugal shall repurchase an amount of the Fund's
holdings of Portuguese escudos equivalent to the outstanding amount of the
purchase. Repurchases shall be made with assets specified by the Fund at the
time of the repurchase, in accordance with the Fund's policies and practices
at the time of repurchase.

N

N
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ATTACHMENT

8. The rate of exchange at which Portugal will purchase currencies from the
Fund in exchange for the currency of Portugal and at which the Fund will re-
turn the currency of Portugal in repurchase operations and made all other
computations involving the currency of Portugal will be such rate as the Fund
may from time to time determine under Article IV, Section 8, of the Fund agree-

ment,
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Banco de Portugal
Lisbon, Portugal

April 12, 1977

Dear Mr. Wittéveen:

1. The Government of Portugal hereby authorizes the Banco de Portugal to
request of the International Monetary Fund a stand-by arrangement under
which the Banco de Portugal will have, for a period of one year, the right

to purchase from the Fund the currencies of other members in exchange for
escudos up to an amount equivalent to SDR 42.4 million. Before making
purchases under this stand-by arrangement, the Banco de Portugal will con-
sult with the Managing Director on the particular currencies to be purchased.

2. The purpose of the request 1s to support the policies adopted by the <:>
Government of Portugal to strengthen the balance of payments position and

to create the conditions for the development of the Portuguese economy on a

sound basis beyond the program period.

3. In the second half of 1974 and in 1975, Portugal experienced serious
economic difficulties caused mainly by the increase in energy prices and
ensuing world recession, political and social changes, the granting of in-
dependence to its overseas territories, and the barriers erected in certain
countries against the admission of Portuguese workers and exports. The de-
cline in output and the sharp increase in the labor force resulted in unem-
ployment which, at the end of 1975, exceeded 10 per cent of the total labor
force. Large increases in labor costs and in import prices contributed to
inflationary pressures, and the balance of payments, which had tradition-
ally been in surplus, recorded sizable deficits in both 1974 and 1975. Some
recovery of production took place in 1976, but the current account deficit
of the balance of payments increased further to over USS$1 billion and in- C:)
flation accelerated despite a more moderate rise in wage rates. Unemploy-
ment continued to rise, and reached 14 per cent by the end of the year.
Official reserves, which represented more than 12 months of imports in 1973,
are now down to little more than gold holdings, of which 40 per cent has
been pledged for various compensatory borrowings.

4. On December 30, 1976 the National Assembly of the Republic approved

the 1977 budget and economic plan presented by the Government., The policies

described in these documents, together with the action taken on February 25,
to depreciate the escudo by 15 per cent are the mainstay of the Government's
program for 1977. This program aims at reducing the deficit of the balance

of payments for this year from about US$1l billion to about US$650 million by
curbing the growth of consumption and imports and fostering exports, At the

same time, a substantial effort is to be made to expand investmenL on which

the country's employment and capacity to export will depend in the future.

5. The budget for 1977 provides for a reduction in the current deficit

of the public sector to about three quarters of its 1976 level. A major in-
crease has been provided in budgetary appropriations for public investment
designed to arrest the decline in the country's capital stock and reduce
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unemployment, and any increase in the overall deficit realized by the Cen~
tral Government will be due to the growth of public investment. Increases
in taxes and social security premiums, decided in 1976 and early 19277, will
contribute to this result and the growth of total expenditures -will be
slowed; salary raises for the civil service will be limited and transfers
and subsidies will be reduced. Moreover, in order to contain the financial
impact of the budget, the authorities intend that no new expenditure appro-
priations will be authorized during 1977 unless offsetting tax increases
are introduced within the calendar year, no funds will be transferred from
the capital budget to the current budget, and no tax collections will be
postponed from 1977 to 1978. The budget provides for borrowing Esc 16 bil~-
lion from the private nonbank sector in 1977. The Social Security accounts
will be kept in balance for the current fiscal year, and the autonomous
funds will show an overall surplus for the year. The authorities intend to
limit the growth of credit from the banking system to the public sector
(Central Government, Social Security, autonomous funds and services, and
local authorities) in the year ending December 31, 1977, to no more than
the Esc 39 billion implied by the 1977 budget. This amount may be raised

by Esc 3 billion to allow for the possible introduction of fiscal incentives
for investment in the export sector.

6. The growth of money and credit was moderate in 1974 and 1975 as the
demand for credit by the private sector remained abnormally low; the growth
of credit showed signs of accelerating during 1976. The money stock broadly
defined increased by 13 per cent and 18 per cent, respectively, during 1975
and 1976 compared with a growth of nominal GDP at factor cost of 12 per

cent in 1975 and nearly 25 per cent in 1976. For 1977, monetary policy will
aim at contributing to the improvement in the balance of payments.and the
price situation while allowing for the desired expansion of investment and
exports. The targeted rate of increase of the money supply will be 23 per
cent,” which would be below that projected for nominal income. The authori-
ties intend, therefore, to limit the increase in total domestic credit of
the banking system in the year eunding December 31, 1977, to no more than

Esc 130 billion, consistent with the targeted improvement in the balance

of payments. Furthermore, in order to avoid an excessive utilization of
credit by nonviable enterprises, it is intended that the guarantees extended
by the Central Government in 1977 will not bring the total amount of guaran-
tees above Esc 70 billion, and that most of the increase would be in support
of international borrowing. The authorities have recently increased interest
rates for both loans and time deposits by an average of 1.5 percentage points.

7. “The recent exchange rate adjustment, added to the effective depreci-
ation of the escudo in the course of 1976 and early 1977, is expected to
restore the competitive position of Portuguese products. This improvement
will”encourage the necessary reallocation of resources toward the export
sector and promote import substitution. Together with the intensified effort
to expand investment mentioned above and the steps taken to normalize labor
relations, this action will provide the foundation for economic growth in
the medium term consistent with a more balanced external position. In their
efforts to achieve these objectives, the authorities intend to collaborate
with the Fund in accordance with the provisions of Article IV, Section 4(a).
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8. Real wages declined in 1976 as price controls and food subsidies did
not prevent an acceleration of inflation. For 1977, the authorities in-
tend to allow the exchange rate adjustment to produce its desired effect
on international competitiveness.and domestic employment . Accordlngly, the
Government has decided to limit increases in salaries to 15 per cent. It
is also the intention to allow increases in import prices to be fully re-
flected in domestic prices with the exception of a few essential products,
for which sub51d1es will be kept within the limits set by the budget. The
system of price controls has been revised to allow greater flex1b111ty in
its application. As already indicated, budgetary expenditure for price sub-
sidies will be reduced and this reduction will not be offset by allowing a
deterioration in the financial position of the Supply Fund.

9, Portugal's external public debt (direct and guaranteed; excluding com- (::
pensatory borrowings) increased by about 50 per cent from US$426 million

at the end of 1973 to about US$640 million at the end of 1976. Obligations

of public enterprises, including enterprises brought within the framework

of the public sector since 1974, and of the private sector were estimated

at around US$1.4 billion at end-1976. Debt service payments in 1977 (ex-

cluding any amortization of loans against gold collateral) are estimated

at around US$600 million, about 25 per cent of receipts from exports of

goods and services in 1976 Much of the debt is short- and medium-term;

about three quarters of total repayments are due durlng the next five years.

With the expected 1mprovement in the balance of payments in the period ahead,

the Government intends to slow the rate of increase of the external debt

and to strengthen the maturity proflle by reducing reliance on financing with
maturity of five years or less, insofar as availability of longer—-term

official development loans and conditions in international financial markets

allow. The authorities will therefore monitor carefully overall external

debt developments and the Treasury will coordinate borrowing by public sec- N\
tor entities, The contracting of suppller credits will be SubJect to autho- -/
rization by the Banco de Portugal so as to avoid excessive increases in such ‘
borrowing and bunchlng of maturities. The authorities are instituting a
comprehen51ve debt reglstratlon system to be centralized in the Banco de

Portugal.

10. Despite the deterioration of the external. account since 1974, all

bona fide payments and transfers for current international transactions
have continued to be authorized. However, the standard travel allocation
of foreign exchange has been progressively reduced. Importers of capital
equipment goods are now required to arrange for foreign financing in order
to qualify for domestic bank credit. Foreign exchange budgets are speci-
fied for transactions of the Central Government, .and indicative exchange
budgets for government agencies charged with importing essential foodstuffs,
fuel, and raw materials. In May 1975, Portugal introduced a temporary im-
port surcharge on about 30 per cent of total imports. Exemptions were pro-
vided for in cases of items essential for domestic production. In October
1976, in view of the further deterioration of the balance of payments, the
rates of surcharge were raised to 60 per cent on about 1.3 per cent of im-
ports and 30 per cent on about 28 per cent. A proposal currently before the
Parliament would increase the coverage of the 60 per cent surcharge to about
2.3 per cent of total imports. An import deposit requirement of 50 per cent,
to be blocked without interest for six months, was applied to about 7.5 per
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cent of import items within the group already subject to the surcharge.

In February 1977, Portugal introduced temporary value quotas on some 6 per
cent of imports, including automobile components, household appliances,
coffee, and bamanas. The 1977 quotas are equal to average imports for the
years 1975 and 1976, but may be enlarged by the amounts of increased ex~
ports of certain of the manufactured goods involved. The Portuguese autho-
rities intend to eliminate the import deposit requirement and to review
the quantitative restrictions with the Fund before the end of 1977. The
import surcharge will be phased out gradually as soon as the balance of
payments position permits.

11. During the period of the proposed stand-by arrangement, the Govern-
ment does not intend to introduce any multiple currency practices or im-
pose new or intensify existing restrictions on payments and transfers for
current international transactions or enter into any bilateral payments
arrangements with Fund members or to introduce new or intensify existing
restrictions on imports for balance of payments reasons.

12. The Government believes that the policies set forth in this letter
are adequate to achieve the objectives of the program but will take any
further measures that may become appropriate for this purpose. During the
period of the stand-by arrangement, Portugal will consult with the Fund

on the adoption of any measures that may be appropriate at the initiative
of Portugal or whenever the Managing Director advises that consultation

on the program is desirable. In any case, Portugal will consult with the
Fund before the end of the program period.

Sincerely yours,

Z:;;.ys ( /5/

Dr. Medina Carreira Dr. Jose da Silva Lopes
Minister of Finance Governor

Banco de Portugal
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Dear Mr. Witteveen:

1. The Government of Portugal hereby authorizes thé Banco
de Portugal to request of the International Monmetary Fund a stand-by
arrangement under which the Banco de Portugal will have, for é period of
one year, the right to purchase from thé Fund the currencies of other
members in exchange for escudos up to an amount equivalent to SDR 42.4
million. Before making purchases under this stand-by arrangement the
Banco de Portugal will consult with the Managing Director on the partic-

ular currencies to be purchased.

2. The purpose of the request is to support the policies
adopted by the Government of Portugal to strengthen the balance of pay-
ments position and to create the conditions for the development of the

Portuguese economy on a sound basis beyond the program period.

3. In the second half of 1974 and in 1975 Portugal expe-
rienced serious economic difficulties caused mainly by the increase in
energy prices and ensuing world'recession, political and social changes,
the granting of independence to its overseas territories, and the barriers
erected in certain countries against the admission of Portuguese workers
and export. The decline in output and the sharp increase in the labor
force resulted in unemployment which at the end of 1975 exceeded 10 per
cent of the total labor force. Large increases in labor costs and in
_import prices contributed to inflationary pressures, and the balance of
payments which had traditionally been in surplus recorded sizable deficits
in both 1974 and 1975. Some recovery of production took place in 1976 but
the current account deficit of the balance of payments increased further to
over $1 billion and inflation accelerated despite a more moderate rise in
wage rates. .Unemployment continued to rise, and reached 14 per cent by
the end of the year. Official reserves, which represented more tham 12
months of imports in 1973, are now down to little more than gold holdings,

of which 40 per cent has been pledged for various compensatory borrowings.

ceolens
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4, On December 30, 1976 the National Assembly of the Repub~
lic approved the 1977 budget and economic plan presented by the Govermment.
The policies described in these documents, together with the action taken
on February 25 to depreciate the escudo by 15 per cent are the mainstay of
the Government's program for 19?7. This program aims at reducing the def-
icit of the balance of payments for this year from about US$1 billion to
about $650 million by curbing the growth of consumption and imports and
fostering exports. At the same time a substantial effort is to be made to
expand investment on which the country's employment and capacity to export

will depend in the future.

5. The budget for 1977 provides for a reduction in the cur-
rent deficit of the public sector to about three quarters of its 1976 level.
A major increase has been provided in budgetary appropriations for public
investment designed to arrest the decline in the country's capital stock and
reduce unemployment, and any increase in the overall deficit realized by the
central government will be due to the growth of public investment. Increases
in taxes and social security premiums decided in 1976 and early 1977 will
contribute to this result and the growth of total expenditures will be slow
ed; salary raises for the civil service will be limited and transfers and
subsidies will be reduced. Moreover, in order to contain the financial impact
of the budget the authorities intend that no new expenditure appropriations
will be authorized during 1977 unless offsetting tax increases are introduced
within the calendar year, no funds will be transferred from the capital bud
~get to the currenmt Budget, and no tax collections will be postponed from
1977 to 1978. The budget provides for borrowing Esc.16 billion from the pri
vate nonbank sector in 1977. The Social Security accounts will be kept in
balance for the current fiscal year, and the autonomous funds will show an
overall surplus for the year. The authorities intend to limit the growth
of credit from the banking system to the public sector (central govern-
ment, social security, local authorities, autonomous funds and services)

in the year ending December 31, 1977 to no more than the Esc. 39 billion

verlee
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implied by the 1977 budget. This amount may be raised by Esc. 3 billion
to allow for the possible introduction of fiscal incentives for investment

in the export sector.

6. The growth of money and credit was moderate in 1974 and
1975 as the demand for credit by the private sector remained abnormally
low; the growth of credit showed signs of accelerating during 1976.

The money stock broadly defined increased by 13 per cent and 18 per cent,
respectively, during 1975 and 1976 compared with a growth of. nominal GDP
at factor cost of 12 per cent in 1975 and nearly 25 per cent iﬁ 1976.

For 1977 monetary policy will aim at contributing to the improvement in
the balance of payments and the price situation while allowing for the
desired expansion of investment and exports. The targeted rate of in-
crease of the mdney supply will be 23 per cent, which would be below that
projected for nominal income. The authorities intend therefore to limit
the increase in total domestic credit of the banking system in the year
ending December 31, 1977 to no more than Esc. 130 billion, consistent
with the targeted improvement in the balance of payments. Furthermore,
in order to aveoid an excessive utilization of credit by nonviable enter-
prises, it is intended that the guarantees extended by the central gov-—
ernment in 1977 will not bring the total amount of guarantees above

Esc, 70 billion, and that most of the increase would be in support of
international borrowing. The authorities have recently increased interest
rates for both loans and time deposits by an average of 1.5 percentage

points.,

7. The recent exchange rate adjustment, added to the effective
depreciation of the escudo in the course of 1976, and early 1977 is expectgd
to restore the competitive position of Portuguese products. This improve-
ment will encourage the necessary reallocation of resources toward the
export sector and promote import substitution. Together with the inteﬁsi
fied effort to expand investment mentioned above and the steps taken to
normalize labor relations, this action will provide the foundation for
economic growth in the medium term consistent with a more balanced

7
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external position. In their efforts to achieve these objectives, the
authorities intend to collaborate with the Fund in accordance with the

provisions of Article IV, Section 4 (a).

8. Real wages declined in 1976 as price controls and food
subsidies did not prevent an acceleration of inflation. For 1977 the
authorities intend to allow the exchange rate adjustment to produce its
desired effect on international competitiveness and domestic employment.
Accordingly, the Government has decided to limit increases in salaries

to 15 per cent. It is also the intention to allow increases in import
prices to be fully reflected in domestic prices with the exception of

a few essential products, for which subsidies will be kept within the
limits set by the budget. The system of price controls has been revised
to allow greater flexibility in its application. As already indicated
budgetary expenditure for price subsidies will be reduced and this reduc
tion will not be offset by allowing a deterioration in the financial |

position of the Supply Fund.

9. Portugal's external public debt (direct and guaranteed;
excluding compensatory borrowings) increased by about 50 per cent from
US$426 million at the end of 1973 to about US$64Q million at the end of
1976. Obligations of public enterprises, including enterprises brought
within the framework of the public sector since 1974, and of the private
sector were estimated at around US$1.4 billion at end-1976. Debt service
payments in 1977 (excluding any amortization of loans against gold
collateral) are estimated at around US$600 million, about 25 per cent of
receipts from exports of goods and services in 1976. Much of the debt

is short- and medium-term; about three quarters of total repayments are
due during the next five years. With the expected improvement in the
balance of payments in the period ahead the Govermment intends to slow
the rate of increase of the external debt and to strengthen the maturity
profile by reducing reliance on financing with maturity of five years or
less, insofar as availability of longer-term official development loans

and conditions in international financial markets allow. The authorities

Y
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will therefore monifor carefully overall external debt developments

and the Treasury will coordinate borrowing by public sector entities.
The contracting of supplier credits will be subject to authorization
by the Banco de Portugal so as to avoid excessive increases in such
borrowing and bunching of maturities. The éuthofities are instituting
a comprehensive debt registration system to be centralized in the Banco

de Portugal.

10, Despite the deterioration of the external account since
1974, all bona fide payments and transfers for current international
transactions have continued to be authorized. However, the standard
travel allocation of foreign exchange has been progressively reduced.
Importers of capital equipment goods are now required to arrange for
foreign financing in order to qualify for domestic bank credit. Foreign
exchange budgets are specified for transactions of the Central Govern-
ment, and indicative exchange budgets for government agencies charged
with importing essential foodstuffs, fuel and raw materials. In May 1975,
Portugal introducedwéﬂtemporary imﬁort surcharge on about 30 per cent of
total imports. Exemptions were provided for in cases of items essential
for domestic production. In October 1976 in view of the further deterio-
ration of the balance of payments the rates of surcharge were raised to
60 per cent on about 1.3 per cent of imports and 30 per cent on about

28 per cent, A proposal currently before the Parliament would increase
the coverage of the 60 per cent surcharge to about 2.3 per cent of total
imports. An import deposit requirement of 50 per cent, to be blocked
without interest for six months, was applied to about 7.5 per cent of
import items within the group already subject to the surcharge. In
February 1977, Portugal introduced temporary value quotas on some 6 per
cent of imports, including automobile components, household appliances,
coffee and bananas. The 1977 quotas are egual to average imports for

the years 1975 and 1976 but may be enlarged by the amounts of increased
exports of certain of the manufactured goods involved. The Portuguese
authorities intend to eliminate the import deposit requirement and to

review the quantitative restrictions with the Fund before the end of 1977,

//izg\ .;./"f
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The import surcharge will be phased out gradually as soon as the balance

of payments position permits.
During the period of the proposed stand-by arrangement,

11.
the Govermment does not intend to introduce any multiple currency practices

or impose new or intensify existing restrictions on payments and transfers
for current international transactions or enter into any bilateral pay-
ments arrangements with the Fund members or to introduce new or intensify
existing restrictions on imports for balance of payments reasons.

The Government believes that the policies set forth in

12.
this letter are adequate to achieve the objectives of the program but will

take any further measures that may become appropriate for this purpose.
During the period of the stand-by arrangement, Portugal will consult with
the Fund on the adoption of any measures that may be appropriate at the

initiative of Portugal or whenever the Managing Director advises that con-
In any case, Portugal will consult

sultation on the program is desirable.
with the Fund before the end of the program period.

Sincerely yours,
Lisboa, 11 de Abril de 1977

Governor

Banco de Portugal

vﬁwi::L<=aﬁ719k4~—ta6C3AJ~
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MR. PATRICK DE FONTENAY

CHIEF WESTERN EUROPEAN DIVISION
INTERFUND

WASHINGTONDC

| AM PLEASED TO {NFORM YOU THAT THE PORTUGUESE
@DVERNMENT AGREES WITH THE TERMS OF THE LETTER OF INTENT
THAT | HAVE DISCUSSED WITH YOU LAST WEEK. BEST REGARDS.

JOSE DA SILVA LOPES
GOVERNOR
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E Governor
g Bank of Portugel
y Lisbon (Portugel)
[:' This is to confirm thet, as per our telephone
v ¢onversation, the penultimete sentence of paragraphk 6
,f16__0f the letter of intent now reads as follows:
s L "Furthernore, in order to aveid an excessive utilization
u| ©f eredit by ponviable enterprises, it is intended %that
s |the guaraptees extended by the central goverament in 1977
»1-¥ill not brimg the total amcunt of guaranktees above Distribution
p_hEsea TC billion, and that most ©f the inereasa would be
o|in support of international borrowing."
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) s |_Best regards
, . Patrick de Fontenay
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FOR CABLE ROOP;A USEJ’ONLY ‘
No.ofwords__ TL¥ 3 min, Log: 341837 : - Route:. ROA” :fﬂqpemmn: Pb
SEC-17/0CR . s e

9-2-76

L W



%\r,‘?—w&u

The Managing Director January 26, 1977

L. 4, Whirtome

Meeting with Mr. Yeo, January 25, 1977

At his request I called on Yec yvesterday afterncon. He wished to run
over the eituation in the United Kingdom, Itely, and Portugal and in addition
to touch on France. I have listed below only the points which seem new ox
relatively new,

The United Kingdom

1 queried the potential policy conflicts inherent in the requirements
of the stand-by--to maintsin o competitive excharge rate--and the sterling
bzlances agrecment--to meke reasonable efforts to secure a fall in sterling
balances. Obviously interest rate policy could provide ome way through, but
Yen is at leaet partielly aware cof the United ingdom's long standing reluctance
ever to ralse interest rates and therefore the dangers of encouraging a fall
that might pof prove sustalunable for wore than a short period.

In the énd Yeo put it that the Fund had the reins in i¢s own hands., If
we ghought it right to put top priority on maintenance of z competitive exchange
rate, then your judgment could propezly be that given the overriding importance
of this consideration, the Sritish were still making vestanable efforts to re-
duce the steriing balances notwithstanding the fact that these balances might
have risen. Obviously, such mattevs as the progress achisved in the sale of
bonde and use of other appropriate weans would alse be relévant.

Yoo algo was uvneasy at the present oupheria in Tondon and at the con~
tinuing tensions betwesn Callaghan and Healey.

Italy

-

I said that from all that I could see the finsmelal mituation was deter-
ilorating. Yeo seemed divided, in himself, agreeding in substance and yvet desper-
ately hoplng that we could keop open all bridges aend somchow achieve a breal-
through. In a subsequent talk with Dini, he told me that by Friday Andreotti
hopes to have a posiitiop on the scals moblle and the fiscal prospects. TBased

6n ouch coneensus 29 he can obtaln, we may vell be asked at the beginming of
naxt week to deeide whether or not to visit RBome, for it has long been agreed
that yet apother round of consultations with the Italians which led te no

result eould enly be harmful to all concerned,
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Az with Italy I think there is some inconsistency in the present U.S. posi~
tion. They want very much to keep the Fund in the forsfront and want discussions
to continue and teo be successful yet at the same time, they want us o insigt
ot polley changes. I suppose that the truth is that the obvious politiecal dangers
in Italy and Portugal add to the weight of the State Department’'s voice which,
fortunately for us, was somewhat muted during the U.¥. disecussions.

¥France

Despite signs that the Barre plan is having more success than was earlier
feared Yeo very much agreed that the French situation remained tightly balanced.
In particular, I fear that the results of the manicipal elections (to be held
next month) and doubts over the electioms to the Wational Assembly (due next year)
could precipitate a large cutflow of capital.

Ve d4id not touch om such potential dangers as Spaln, Greece, Turkey, and
South Africa.

ces  The Deputy Managing Pirector
My, Green
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January 5, 1977

MEMORARDUM ¥FOR TILES

fubject: Portugal

Mr. Dini telephoned from Lishon yesterday evening. The Portuguese
had told him of their agreement with the United States—-of which we had already
beer told by the Unilted States~-and now under #.5. prodding have deeided to
agk for a second credit tranche drawing. Dini then said that this filled him
with unease., He did not think that the Portugnese polileymakers had either
the power or the determimation both to make the necessary commitments and
carry them out. He therefore feared either a wesk stand-by by Fund standards,
in which case we would dent ocur reputatlon with the commercial banking world
and the United States and Germany or else a normal stand-by which would not
later be observed. These views are in 1line with cur cwn and in some comtrast
to those of Mr. Yeo.

The ataff team arriving in Lisbon today hae authority to negotiate
a first credit tranche:stand=by. Mr., de Fontenay has been told that if im
his opinion and after deliberately taking a conservative view he thinks it
proper and zppropriate to go further, then he should phone us. I have told
hin that in such a case, we might favor agreeing to a use of some part of the
second credit tranche, which would only be made available some six wmonths after
the beginning of the stand-by. I have 1n mind first that it is going to take
several years before external equilibrium 1s restored in Portugel and we need
therefore to husband our rescurces. Secondly, that the poiat of a second
credit tranche is to set performance clauses and this can he done as well with
a token ameount of money as with a full tranche.

L. A. Whittome

cc: The Managing Director
The Deputy Managing Director
Mr. Sclmditt
Mr. Sturc
Mr. Green /
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December 23, 1976

MEMORANDUM FOR FILES

Subject: Portugal

I asked Mr. Yeo where the United States stood 1in its conversations
with the Portuguese. He said that according to thelr assessment there was
1o reasonable hope that :the Portuguese authorities could both put 1n hand and
carry out a program that would justify a drawing beyond the first credit tranche.
Against such thinking they had come to be convinced that the difficulties facing
the Portuguese were such as to necessitate direct assistance. Their plan over
time was to tie in their lendings to Fund prograus.

L. A. Whittome

4
cc: The Managing Director v’ L//
The Deputy Managing Director
Mr. Pfeifer
Mr, de Fontenay
Mr. Schmitt
Mr. Green





