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§'anco~§/~ 
No. 164 /DRI 

Lisbon, October 27, 1983 

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. 

~ Sincerely yours, 

Carlos Saldanha do Valle 
Director, 

Relations with International Organizations 

International Monetary Fund 
Washington D.C. 20431 
U. S. A. 
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DOCUMENT OF INTEBN.ATIONAL MONETARY FUND AND NOT FOR PUBLIC USE 

To: Members of the Executive Board 

From: The Secretary 

Subject: Portugal - Stand-By Arrangement 

EBS/83/196 
Supplement 1 

CONFIDENTIAL 

October 13, 1983 

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) 
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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 Hank 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 arrang~ment. · 

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

i. For the period from Uctober 7, 1983 to February 28, 1985 
Portugal will have the right to taake purchases from the Fund in an amount 
equivalerit to 8Dk 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 Is 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 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 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 J:t'und '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 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 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 
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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 pericxl 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 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 proposal, made by an Executive Director or the 
Managing Director, form,ally 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 aft~r consultation 
has taken place between the Fund and Portugal and understandings have 
been reached regarding the circumstances in which such purchases can b~ 
resumed. 

J 

6. Purchases under this stand-by arrangement shall ·be made in fi{~ 
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. 

0 

0 
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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 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 arrangem:ent Portugal shall 
remain in elose 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 l<'und from time to time, 
at the initiative of the Government or at the request of the Managing 
D~?ector, concerning Portugal's balance of payments policies • 

. , . . ..: 
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Dear Mr. de Larosiere, 

Af\i"'NEX 

September 9, 1983 
Lisbon, Portugal 

CONFIDENTIAL 

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 oy 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, incluiing 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 external 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 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 priority to a reduction in the current external deficit to 
US$2 billion (9 1/4 percent of GDP) in 1983 and to around US$ 1/4 bil­
lion (6 percent of GDP) in 1~84. 

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 1 
the growth of nominal incomes. By promoting a sustained growth of ,.~· 
exports and a decline in imports, these policies are expected to moder~te 
the impact of the required cutback in domestic demand on output and ... 
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 pe_r­
cent effective devaluation of the esctrlo, substantial increases in the,;. 
prices of a wide range of subsidized commodities (including bread, vege,-:: 
table oils, feed stuffs, milk, sugar, fertilizers and oil products), the . 
freezing of the public sector investment program pending review and tn~ 
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. 
tne economy, also in preparation for its forthcoming entry into the tC •. 
Accordingly, steps will be taken to promote the restructuring and diver­
sification of public and private ind us try, to reduce energy dependence, 
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to increase prcxluctivity in agriculture~ and to mcxlernize the financial 
ani 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 pericxl 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 Afministrativo) 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 intrcxluced in September. 

5. Beyond 1983, the Portuguese Government is determined to secure a 
substantial and· sustained reduction fn 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 pain.ts 
excluding interest payments). The main steps envisaged to secure the· 
targeted revenue performance include adjustments in the rates of various 
indirect taxes and improved tax ad ministration and· enforcement. On the 
expenditure side the Government will contain the increase in wage rates 
for civil servants fbr 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 
d·ebt held by the Bank of Portugal has been mcxlified to mcxlerate the 
gtowth 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 adjusted 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 extra budgetary 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 financi~g 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 
of .Finance and the Bank of Portugal has been set up to monitor develop- 0 
ments in domestic and external credit to the public sector and to ensure 
better coordination 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 indirect revenues for the State budget. To this end, tne 
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-raising ~ 

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 
Fund which serves as a mechanism for the cross subsidization of import

1

e'd 
essential commodities. In this regard an important beginning was mad(f'in 
June with substantial increases in the prices of subsidized commoctitieiI. 
As a result of these measures the Supply Fund is expected to shift from 
a deficit of Esc 16 billion or 0.9 percent of GDP in 1982 to a surplus 
of isc 18 billion or 0.8 percent of GDP in 1983. This surplus is to bi 
utilized to repay arrears accumulated over the last few years by the 
Supply Hund to public enterprises that import the commodities subsidized 
by tt1e Fund. In 19b4 the Government intends to take measures to ensur'e 
that the surplus of the Supply Fun:l. is increased to Esc 35 billion or 
almost l 1/4 percent of Gllt'. uu tnis basis the combined position of 
tne General bovernment and the Supply Fund will improve from a deficit 
equivalent to 12.8 percent of GDP in 198l, to around 9 percent in 1983 
and to arouna 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 etfort will involve a thorough review of their investr.1ent program to 
ensure the allocation of scarce financial resources to projects with the 
largest and quickest payoff in terms of foreign excnange 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 .t,;sc 1:35 Dillion (of which about 
£sc 27 billion reflects the delivery of new aircraft purchased by the 
national airline company in 198U), 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 lo 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 witn 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 ot 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 19B3. 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 
se~tor, the ~overnment intends to draw on the advice and expertise of 
the I:bRD. 

16·. Honetary policy will be geared to securing the targeted improvement 
in the balance of payments and a deceleration of inflation from around 
L9 percent at the end of 1983 to around 20 percent by end-1984. Accord­
ingly, the monetary program of the Bank of ~ortugal 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 1'·:>rtugal 
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 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 and substantially reducing their cost to the 
budget. 

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 hold 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
banlc bond market were increased by more and will continue to he raised in 
the next few months in order to strengthen the profit position ot 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 adjust 
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. 

lL. 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 :!,14b.9 billion on ueceml::ler :n, 198LJ is not to exceed 1:;sc L, 780.~ 
billion as of December 31, 19b3 and Esc 3,416.5 billion as of Decembe( 31, 
1984. Within tllis ceiling it is intended to limit domestic bank credit 
to the public sector (which stood at Esc 462.3 billion on !Jecernner 31/ 
19d2) to Esc 029.3 billion by December 3,1, 1983 and to Bsc 7/'J billion 
by December 31, 1984. The limits for 19o3 are predicated on the assuril;p­
tion that the net increase in external credit to the Government will 
reach Esc 60 billion in l'Jl:U. The ceilings on domestic bank credit td: 
the public sector and on total domestic bank credit for 19ti3 will be 
automatically adjusted upward (downward) for any shortfall (excess) or 
external credit to the Government with respect to the ted amount hp 
to Esc 12 billion. The limits on total bank credit and on credit to the 
public sector for l':!84 will be subject to the review scheduled to takE? 
place by Haren 31, 1984 as mentioned in paragrapu 18 below, at wnich · 
time quarterly ceilings and subceilings will be agreed upon. At that · tilue 
agreement will also be reached with the Fund on an indicative target for 
domestic credit expansion to tl1e 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. In 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 exchartge rate vis-~-vis 
a weighted basket of partner 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 adjustments in the rate of monthly depreciation 
if, in consultation with the.Furx:l, such adjustments are deemed necessary. 

15. The Government of Portugal is committed to the maintenance of a trade 
arx:l payments system virtually free of restrictions on payments and 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 ito which it was raised in January 1983. 

I 

16. The Government interx:ls to ilimit resort to external borrowing to 
tevels consistent with a reduction in the ratio of external debt service 

_,t;o foreign exchange earnings over the medium term. To this end, the 
Ja'.uthorities will limit Portugal's disbursed external debt outstanding 
('including short-term and nonguaranteed debt but excluding foreign lia­

~~ilities 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 
~ore 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 

1
fYStem, 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 

;J! .. 
~nd 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 
jlarch 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 
adjustment 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 US$1. 6 Q 
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 appr.opriate. 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 Q 
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 
Minister of Finance and Planning 

Manuel Jacinto Nunes 
Governor " 

Bank of Portugal 
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The lnterrtationd. Monetary .Fund has ap.proved the use of .its 
resources totaling SDR 703 million by the Government of Portugal. 
Of the total, SDR 445 million, ·equivalent to 172.5 per.cent of 
quota, will be available .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. 

0 

0 
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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 
(EBS/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) 



INTERNATIONAL MONETARY FUND 

Portugal--Request for Stand-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 

CONFIDENTIAL 

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 stand-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 
and 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, Me·ssrs. 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 balance 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 
lasr consultation ·k ... t .. Portugal was concluded on June 13, 1983 (SM/83/88, 
5/18/83). 
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II. Background 

Following the successful implementation of a stabilization program 
supported by a stand-by arrangement with the Fund in 1977-78, 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 (SM/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, tne 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$2,850 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$1.4 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 oil and agricultural com­
modities, associated in part with the difficulties of public sector 
enterprises in obtaining external 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 external debt had risen to 
US$13 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 1983. There was a 
significant deterioration in the terms obtained on a US$300 million 
medium-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 US~7UO million. These 
BIS 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 

0 
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1983 was contracted with the BIS. DuriIJ.g the first half of 1983 net for­
eign l:lsse1;:s of. the banking system declined· by· US$980 million. Unpledged 
reserve~ of t4e Bank of Portugal amounted to around US$8.5 billion at 
the 1;nd .. of June 1983 with gold valued at current ma.r.ket. prices. 

: , . . The. principal. squrce of weakness in economic management in Portugal . 
over the past .several years has been in the area of the public sector's 
finances, including t~e 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 oi the General Government .in nomi:nal terms at the level set in the 
initial 1982 budget,. which would have implied a reduction in terms of 
GDP of over 2 percentage points to around. 9 1/2 percent. The budgetary 
targets were t.o be attained.through an increase ·of.2 percentage points 
in the tax ratio an:l 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 coiri.ciding with the periqd_;.of a caretake.r Government. As a result, 
t.he deficit of the General Gevernment for. L983 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 Section III of this paper •. 

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 4and 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 t.o 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 additi·on, there was. a sharp · 
decline in. external financing to the .public ·sector enterprises. As. a 
result, total domestic and. external financing· to the economy decelerated 
markedly from around JO percent at the end of 1982 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 leyel.·. Real domestic demand .is 
esti1D.ated to have in~reased by nearly 3 1/2 percent in ·1982· following 
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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 
commodities. Inflation accelerated in the first few months of the year to 
a 12-month rate in excess of 21 percent, partly reflecting adjustments in 
several administered prices at the beginning of the year. 

III. The Program 

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 us:;;2 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 US$1 1/4 billion (just under 6 per­
cent of GDP) in 1984. Projections of the debt service burden through 
the end of this decad·e 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 ~5 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 towa_rd the export sector. 
Domestic demand is projected to decline by a cumulative 7 percentage 
points between 1982 and 1984. In 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. Thus, GDP 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 
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in the financing 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 for credit. The Government intends to continue its efforts to 
modera.te 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 adjustment program, ·the -Portuguese Government 
intrcxiuced 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 pe:niing review and the introduction of an extraordinary. com­
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. l!dditional 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 will be reviewed with the Fund during the 
first quarter of 1984. 

2. Fiscal policy-

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 
~O 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 Government is more substantial when account is taken of 
the changes in arrears of·the Supply Fund toward public enterprises. 
After adjustment 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 adjustment is to come from an increase 
in the tax burden ani from the recent adjustments 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 
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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 
adjustments in administered prices announced in June included increases 
of 22-24 percent for breadj 15 percent for sugar, 45 percent for milk, 
50 percent for wheat, 55 percent for corn, 58 percent for vegetable oils 
and 85 percent for fertilizers. Petroleum prcxluct prices were raised 
on average by 13 percent in July following substantial increases at the 
beginning of the yearo 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. In 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 run 
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 ani 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 19~4 are expected 
to be contained at around 17 percent as in 1983, implying a substantial 
reduction in real terms. The existing hiring freeze is to be extenied 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 mcxlification 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 
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to be graduated, and to . involve a reduction in purchasing power of pen­
sions on average. On the other hand, a significant increase is to be 
expected in payments for. unemployment compensation, in reflection of the 
likely increase of unemployment in 19:83 and 1.984. .The mechan.i,sm 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 Hank 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 adjustment, interest 
payments to the Hank .of Portugal are expected in 1984 to increase further 
in relation to GDP by 1/2 perGentage 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 run a ~urplus equivalent to 1.3 per­
cent .of GDP. Tb.is 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 and to .halve those for fertili-

.. zers and milk. In addition, receipts from taxes on oil products are 
targeted to increase by o:ver 40 per.cent. 

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.some large investments, such as the planned 
expansion of capacity in steel, pending a more thorough scrutiny of the 
long~r-term prospects for the projects. Fol~owing 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 authoriti~s were limited in their 
scope for reducing the total amount of investment expenditure by public 
enterprise in 1983by 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 e~ternal borrowing. Preliminary 
projections suggest that this would again involve a substantial decline 
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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 IBRD. 

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 nigher 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 
19ts3 and 1984. In 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 period 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 and 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 
29 percent in 1982 to 27.5 percent in 1983 and to around 21.5 percent 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 and to about 20 percent in 1984. 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 adjusted for 
any shortfall (excess) with respect to the latter amount up to a maximum 

0 

0 
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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. In 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 aut.horities intend. to com­
plement the increase in lending rates with a substantial reduction in 
interest subsidies. They will eliminate the existing interest rate sub­
sidies to exports by the end of the year and review other .incentive 
s.chemes with a view to making them more .selective and reducing their cost 
to the bu:l get. 

· Following the. recent interest rate adjustments, 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 develoP.ments in 

··domestic inflation and in interest rates abroad. The authorities intend 
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. 

4. External policies 

The Portuguese authorities recognize the importance of the mainten­
ance of a competitive exchange rate in achieving the targeted external 
pdjustment. 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 intend .to continue the policy of depreciating 

1/ Lending rates range from .29.5 percent for operations 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 
effective rates on those loans are substantially higher. 
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the exchange rate vis-a-vis a weighted basket of partner countries' cur­
rencies at the rate of l 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 adjust 
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 for 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 0 
19l:G. This measure is estimated to entail a revenue loss of about 
Esc 4 billion. 

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 improvement in the current account and inflation. To this 
end, they intend to limit disbursed external debt outstanding (including 
short-term and nonguaranteed debt but exclu:iing 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 a~ 
most US$13 ,800 million at the end of 1%3. According to preliminary ') 
information, external debt so defined stood at around US$13.3 billion at 
the end of May 1983. In order to improve the maturity structure oi the 
debt the authorities intend to limit the increase in the short term (less Q 
than one-year maturity) portion of the debt to at most US$5U million in 
1983. In the first five months of the year short-term debt declined by 
an estimated US$240 million. 

Indicative targets, subject to the review scheduled to take place 
with the Fund by March 1984, have been set for end-1984. In the course 
of next 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 
lJS$200 million. · The overall debt ceiling is broadly consistent with t!1e 
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 and of the amount of amortization pay­
ments on medium- and long-term debt due in 1984 (over l.J8$1.5 billion) a 
relatively small increase in the short-term debt, suc,h as the one ref~;rred 
to above may prove necessary. Such an increase would in any event alfow 
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 adjustment 
program, with J::he support of the Fund, will. strengthen confidence about 
Portugal ~n international capital markets. Accordingly, the cumulative 
loss in the nf!t 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. exc~ed that amount by a signi­
ficant margin during the third quarter, in reflection of the timing of 
disbursements of foreign loans. This has been allowed for in setting · 
the net. foreign assets floor •. , 

S. Prospects . 

1:.he st;:abilization 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 se.ttlements 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 determi"nad.on in this a~ea is likely to 
come at the beginning of 1984, following the acceleration in consumer 
-pric~s in the. second· half of 1983 due to the wide-ranging increases in 
administered prices.·· Purchasirig 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 prob~bly show sizal>le 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, incluiing the public 
enterprises. It is hoped, however' that the maintenance of a sustained 
growth of exports will provide some incentive to expansion 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 ga:ins 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 19b3 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- Q 
ing which appear to have occurred on a sizable scale over the last couple 
of years. It 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 corrl i tions. 

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 Uecember 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 Q 
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 adjustment program 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 the 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 adjustment 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 he 
reviewed in the course of next year in the light of the available evidence. 

;u The staff welcomes the flexibility shown by the Portuguese authorities 
in interest rate policy in recent months and their intention to continue 
to adjust 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. In 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 financial 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. In 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 
adjustments in exchange rate and interest rate policies. In 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 adjustments 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 
budget. 

0 

0 
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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 February 28, 

1985, for an amount equivalent to SDR 445 million. 

2. The Fund approves the stand-by arrangement attached to 

EBS/83/196. 

3. The Fund waives the limitation in Article V, 

Section 3(b)(iii). 
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table 1. Portugal: Summary of tµe .Balance of Payments, 1981-84 

(In millions of U.S. dollars) 

Exports, f.o.b. 
Imports, f.o.b. 

Merchandise trade balance 

Services, net 
Of which: 
Tourism, net 
Investment income, net 

Transfers, net 
Of which: 
Emigrants' remittances 

Current balance 
As per cent of GDP 

Medium- and long-term capital 
Short-term capital 3/ 

Overall balance 

Change in net foreign assets 
of coliliilercial banks 4/ 

Change in official net foreign 
assets 4/ 

Memorandum items: (percentage change) 
Market growth 
Effective exchange rate 
U.S. dollar/escu::lo rate 
Export, f.o.b., unit value 

(in escudos) 5/ 
Export, f.o.b., volume 5/ 
Import, c.i.f., unit value 

(in escudos) 5/ 
Import, c.i.f., volume 5/ 

1981 

4,088 
9,282 

-5,194 

-544 

777 
-975 

2,888 

2,832 

-2,850 
(11.5) 

1,853 
848 

-149 

43 

106 

1.1 
-3.6 

-18.7 

13.2 
-2.0 

21.2 
5.7 

1982 1/ 

4,119 
8,972 

-4,853 

-1,047 

611 
-1,223 

2,661 

2,599 

-3,239 
(13.2) 

2,192 
1,137 

90 

18 

-108 

1.1 
-13.9 
-22.6 

16.5 
11.2 

16.9 
6.4 

1983 2/ 

4,535 
8,385 

-3,850 

-880 .. 

670 
-1,250 

2,730 

2,660 

-2,000 
(9.3) 

1,075 
-215 

-1,140 

-1,140 

3.0 
-22.3 
-36.0 

37.5 
8.5 

32.0 
-3.4 

1984 2/ 

5,000 
8,340 

-3,340 

-860 

770 
-1,400 

2,950 

2,878 

-1,250 
(6.0) 

1,300 
-50 

4~7 
-16~3 
-23.0 

26.5 
6.5 

25.5 
-3.0 

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

1/ Provisional estimates. 
2/ Staff forecast. 
3/ Includes errors and omissions and SUR allocation. 
4/ Negative sign denotes an increase. 
5/ Merchandise trade, customs basis. 

0 

0 
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Table 2. Portugal: External Debt Outstanding and Debt Service Ratio, 1980-83 

( In millions of U.S. dollars; en:i of pericxi) 

1980 1981 1982 1983 (Proj.) 

Total 

General Government 1,691 

Bank of Portugal 1,116 

Other monetary institutions and 
nonmonetary financial sector 737 

Public enterprises 4,603 

Nonfinancial private sector 831 

Total 
Of which: 
Public and publicly 

guaranteed 
Bank guaranteed 

Memorandum items: (in per cent) 
Share of short-term debt 
Ratio of debt to GDP 
Ratio of debt to foreign 

exchange earnings I_/ 
Ratio of debt to gross 

official reserves 2/ 
Ratio of debt service 3/to 

foreign exchange earnings 

8,978 

3,785 
1,085 

26.7 
39.5 

92.1 

61.1 

14.6 

Of which: 
Short­

term 

220 

3 

1,939 

235 

2,397 

220 
68 

. . . 

••• 

Sources: Bank of Portugal; and staff estimates. 

Total 

2,195 

962 

882 

5,974 

1,002 

11,015 

4,120 
926 

29.9 
49.7 

120.5 

111.8 

22.5 

Of which: 
Short­
term 

250 

23 

2,754 

262 

3,289 

251 
13 

• • • 

... 

Total 

2,856 

670 

1,377 

7,686 

993 

13,582 

4,725 
833 

28.8 
64.6 

161.1 

117.9 

27.3 

Of which.: 
Short­

term 

120 

50 

3,565 

182 

3,917 

176 
7 

... 

Total 

3,365 

l:S07 

1,649 

7,794 

865 

14,480 

26.6 
76.8 

159.7 

27.8 

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

Of which: 
Short­
term 

100 

SU 

3,500 

200 

3,850 

... 

. .. 

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

3/ Excluding amortizations of short-term debt. 
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'.!:able 3. Portugal: General Government Accounts, Bl81-84 

(In billions of escudos) 

1981 1982 1983 1/ 1984 2/ 

Current revenue 449.7 
Direct 107 .9 
Indirect 212.0 
Social security contributions 114.3 
Nontax revenue 15.5 

Current expenditure 526.3 
Wages and purchases 228.8 
Subsidies 69.4 
Transfers 148.4 
Interest payments 79.7 

Current balance -76.6 
Capital revenue 8.3 
Capital expenditure 76.5 

Investment 62.5 
Transfers 14.0 

Net lending 18.2 
Overall balance (national 

accounts basis) -163.0 
Treasury operations -10.7 
Other adjustments 1.4 

Overall cash balance -172.3 
li'inanced by: 

Domestic bank credit 
Domestic nonbank credit 
External credit 

Memorandum items: (In per cent) 
Ratio of revenue to GUP 

Of which: 
Tax revenue 

Ratio of total expenditure 5/to GUP 
Same atter adjustment for changes 

in arrears of Supply Fund 
Sa.me excluding interest payments 

to the hank of Portugal 
Hatio of current deficit to GUP 
Ratio of overall cash deficit 

133.6 
4.1 

34.6 

30.6 

29.0 
42.2 

46.0 

43.8 
-5.1 

to GUP -11.5 
Hatio of overall cash deficit to GDP 

after adjustment for changes 
in arrears of Supply Fund -15.3 

563. 7 
138.8 
261.1 
140.3 

23.5 
643.6 
280.3 
79.9 

182.3 
101.1 
-79.9 
14.8 
98.6 
71.6 

3/ 27.0 
25.9 

-189.6 
-35.3 

4.7 
-220.2 

162.9 
2.4 

54.9 

30.7 

28.7 
42.6 

43 • .'.> 

39.6 
-4.2 

-11.7 

-12.6 

774.0 
196.0 
361.0 
167.0 

50.0 
811:1.0 
340.0 
90.0 

227.0 
161.0 
-44.0 
13.0 

132.0 
78.0 

3/ 54.0 
27.0 

-190.0 
-26.0 
-13.0 

-229.0 

167 .o 
2.0 

60.0 

33.9 

31.2 
43.3 

42.5 

39.2 
-1.9 

-9.9 

-9.0 

Source: Data provided by the Portuguese authorities. 
1/ Estimates.· 
2/ Preliminary forecast. 

979.0 
248.0 
452.0 
204.0 

75.0 
990.0 
405.0 
76.0 

271.0 
238.0 
-11.0 
15.0 

158.0 
74.0 

4/ 84.0 
3U.O 

-184.0 
-15.0 
-8.0 

-207.0 

150.0 
2.0 

55.0 

35.1 

31.9 
42.1 

40.9 

37.0 
-0.4 

-7.3 

-6.0 

4/ 

1983 
Percent 

37.3 
41.2 
38.3 
19.0 

112.8 
27.1 
21.3 
12.5 
24.5 
59.4 

-12.2 
33.9 
8.9 ... 

1984 
change 

26.5 
26.5 
25.2 
22.2 
50.0 
21.0 
19.1 

-15.6 
19.4 
47.8 

15.4 
19.7 
-5.2 

.. ,. ~ .. 

3/ 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. 

J./ Inclu:ling Treasury operations. 

0 

0 
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Table 4. Portugal: Monetary Survey, 1982-84 

(In billions of escudos; end of pericrl) 

1982 1983 1984 

Change in net foreign assets 
of the banking system 569.5 624.5 624.5 

Total domestic credit 2,148.9 2,786.51 3,416.5 
Of which: 

1983 1984 
Percent change 

l:./ 27.5 l./ 21.3 l./ 

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 
To nonmonetary financial 

institutions 52.8 57.0 

Total assets 2,718.4 3,411.0 
Ml 599.9 660.0 
Time deposits of residents 1,066.3 1,337.0 

M2 1,666.2 1,997.0 

Emigrants' deposits 488.8 667.0 
Nonmonetary financial 

institutions 23.1 18.0 

M2* 2,178.1 2,682.U 

Nonmonetary liabilities 122.1 192.U 
Exchange rate valuation 231.2 347.0 
Other items, net 187.1 190.0 

Memorandum items: 
Percent change in total domes-

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

of N2.*5/ -3.0 0.8 
Interest rate on six-month 

deposits !!._/ 21.5 28.0 

Source: Data provided by the Portuguese authorities. 
1/ Performance clauses. 
2/ Indicative targets. 

2,577.5 28.5 22. 7 

60.0 

4,041.0 24.0 2/ 17.6 2/ - -726.0 10.0 10.0 
1,635.0 25.4 22.3 

2,361.0 19.9 18.2 

895.0 36.5 34.2 

15.0 

3,271.0 23.1 22.0 

233.0 
347.0 
190.0 

19.8 

-1.0 

... 

3/ · Percentage changes calculated including in total domestic credit (credit to 
the public sector) Esc 168.7 billion as counterpart of revaluation 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. 

J__/ Percentage change in nominal GDP (IV quarter-IV quarter)/percentage change 
in 142*. 

6/ End of period. 
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Table 5. Portugal: Selected Economic Indicators, 1979-84 

(Annual percentage change) 

1981 1982 1/ 1983 2/ 

Real demand and output 
Gross domestic expenditures 3.8 3.4 -3.7 

Private consumption 2.8 2.3 -1.6 
Public consumption 5.3 5.1 2.0 
Gross fixed investment 5.1 3.7 -3.5 
Increase in inventories 3/ 0. :L 0.6 -2.6 

Foreign balance 3/ -3.0 -0.4 2.6 
GDP at market prices 0.8 3.0 -1.1 

Labor market 
Employment 0.7 -0.8 -1.0 
Unemployment rate (level) 8.2 7.4 11.U 4/ 
Wage per man in manufacturing 20.0 19.8 20.0 
Unit labor costs in manufacturing 18.0 17.5 20.0 

Prices 
Consumer prices (average) 20.0 22.4 25.0 
Consumer prices ( through the year) 25.0 18.8 28.5 
GDP deflator (average) 19.8 22.3 24.4 

Savings and investments (ratios 
to GDP) 

Foreign savings 'l._/ 11.5 13.2 9.3 
Private domestic savings 6/ 29.6 27.6 26.2 
Public savings!_/ -5.1 -4.2 -1.9 
Private investment 6/ 31.7 32. 7 30.3 
Public investment 7/ 4.3 3.9 3.3 

1984 

-3.6 
-1.8 

-8.0 
-0.5 

2.3 
-1.3 

-1.5 
12.U 
20.0 
20.0 

23.5 
20.0 
23.6 

6. Ll 
25.7 
-0.4 
28.7 

2.6 

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

1/ Provisional estimates. 
2/ Forecasts. 
3/ Contribution to GDP growth. 

2/ 

4/ 

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/ Includes the public enterprises. 
7/ ~efer to the General Government. 

0 

0 
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Table 6. Portugal: Medium-Term Projection of the Balance of Payments and of External Debt, 198Z-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 
-

(l<ate of growth) (-7.0) (7 .5) (9.8) (11.5) (11.5) (11.5) (11.5) 
Exports of goods 4,119 4,535 5,000 5,575 6,:a5 7,725 9,605 
Exports of services · 1,651 1,800 2,000 2,Z30 2,485 • 3,090 · 3,840 
Emigrants' remittances and 

other transfers 2,661 2,730 2,tJ50 3,290 3,670 4,565 5,675 

Foreign exchange payments 11,670 ll,Oo5 11,200 12,345 13,620 16;6:;0 20,370 
Imports of goods .and. services 

( 

other tl1an 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) 

lnterest payments 1,344 1,2% 1,357 1,467 1,517 1,695 1,851 
N 

Current account balance -3,239 -2,000 -1,250 -1,250 -1,250 -1,250 -1,250 1-1 

(As per cent of GDP) (13.2) (9.3) (6.0) (5. 5) (5.0) (4.1) (3.4) I 

External debt projections 
Total debt service payments 4,722 6,475 6,996 7,003 7,089 8,594 9,484 

Amortization 3,378 5,177 5,639 5,536 5,572 6,898 7,633 
Of which: 

. Short-:-term (2,397) (3,957) (4,000) (4,000). (4;oou) (4,380) (4,780) 
Interest payments 1,344 1,298 1,357 1,467 · 1,517 1,695 1,851 

Total debt at end of period 1'3,582 14,4ffo 15,134 16,104 17,034 18,774 1.U,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 exclu:ling 

amortization of short-term debt 27.6 27.8 30.1 27 .1 25.0 27.4 24.6 

i'lemorandum items: 
Assumed international inflation· ... 5.2 4.6 6.5 6.5 6.5 6.5 
Interest rate in international 

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. Portugal: Quantitative Performance Criteria 

Credit ceilings 

Total domestic credit extended 
by the banking system±./ 

Domestic bank credit to the 
public sector!/ 

External debt ceilings 

Total disbursed external debt 

Ceilings for 
December 31, 1983 

Esc 2,786.5 billion 

Esc 629.3 billion 

to the noumonetary sector 2/ US$13,800 million 

Short-term disbursed 
external debt 3/ US$3,800 million 

Net foreign asset test 

Cumulative loss in net foreign 
assets of the banking system 
since the beginning of 1983 US$1.6 billion 4/ 

Indicative Ceilings 
for 

December 31, 1984 

Esc 3,416.5 billion 

~sc 77Y.u billion 

US$1j,OOU million 

US$4,uUO million 

~ource: Portugal's letter of intent to the Managing Director, September 1983. 

1/ lbe ceilings on domestic bank credit to the public seccor 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 external 
credit to the Government with respect to the targeted amount of Esc 60 billion 
for 1983. 

2/ Includes short-term and nonguaranteed debt but excludes foreign liabilities 
of-the hank of Portugal and short-term liabilities of the banking system. 

3/ Excludes foreign liabilities of the Hank of .l:'ortugal and the banking system. 
4/ The net foreign asset test covers the period through February 1984. 

0 

0 
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Table 8. Portugal: Schedule of Proposed Purchases and Repurchases, 1983-84 

(In millions· of SDKs) 

Oct. Jan. 1984- Apr. 1984- July 1984- Oct. 1984-
1983 Mar. H84 June 1984 Sept. 1984 Dec. 1984 

Purchases 354.75 69.65 69.65 69.65 69.65 

Stand-by arrangement 96.75 69.65 69.65 69.65 69.65 
Ordinary resources (64.50) (31.66) (31.66) (31.66) (31.66) 
Borrowed resources (32.25) (37.99) (37.99) (37.99) (37 .99) 

Compensatory financing 258.0 

Repurchases 

Stand-by arrangement 

Compensatory financing 

Net purchases 354.75 69.65 69.65 69.65 69.65 

(In percent of quota) 

Total Fund holdings 
(cumulative) 237.5 264.5 291.5 318.5 345.5 

Excluding compensatory 137.5 164.5 191.5 218.5. 245.5 

Source: International lvJonetary Fund. 

Jan. 1985-
Feb. 1985 

69.65 

69.65 
(31. 66) 
(37.99) 

N 
w 

69.65 

372 .5 

272.5 
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Fund Relations with 

Quota: 

Proposed new quota: 

Fund's holdings: 

Holdings of SDRs: 

Distribution of profits 
from gold sales: 

Gold distribution: 

Exchange rate: 

La.st consultation: 

(As at end-July 1983) 

SDR 258 million. 

SDR 376.6 million. 

SDR 258 million or 100.0 percent of quota. 

SDk 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 escu:lo, 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, 19~3 the monthly rate 
of depreciation was increased to l 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 
significantly above its previous peak in 
1979 which appeared warranted in view of the 
structural changes that have affected the 
balance or payments over the last few years. 
The escu:l o continues to be depreciated at 
the rate of l percent a month. On August 31, 
1983, US$1 was worth Esc 122. 

L·Jarch 1~83. The staff report (Si"i/83/88, 
5/17/83) was discussed by tt1e Executive 
Board on June 13, 1983. 

/' '\ 
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Portugal: Main Targets, Assumptions and Elements 
of the Financial Program 

I. Targets 

ANNEX II 

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 US$2.0 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 rece·nt 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.U percent in 1983 and to 6.0 percent in 1984. 

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 improvement 
in the real foreign balance. 

2. Total foreign exchange receipts in U.8. 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. Oil imports which account for almost 
30 percent of total imports are project'ed to decline by 17 percent in 
1983 and by 2 percent in 1984 .in part reflecting a significant drawown 
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. 
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4. The velocity of M2* (money and quasi-money inclu:iing emigrants' 
deposits) is assumed to increase by 0.8 percent in l~ti3. In 1984 the 
velocity of M2* is assumed to decline by 1 percent as economic agents 
react to the increase in real interest rates. 

III. 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. In 1983 the main 
contribution is to come from an increase in the tax burden and from the 
recent sizable increases in administered prices. ln addition the public 
sector deficit in 1983 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 suo­
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 inclu:iing 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 t'b 
be complemented by a strengthening of the finances of the public sector 
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
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.S 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 19~2 to 27.S percent 
in 1983 and to 21.S 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. 

' 

·O 

0 
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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. In addition, existing interest rate subsidies to exports 
are to be eliminated by the end of 1983 and other· incentive schemes and 
to be reviewed • 

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 during 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. In this regard wage settlements in 
the public· sector enterprises in both 1Y83 and 1984 are targeted not to 
exceed 20 percent. 

4. External policies 

a. The system of depreciating the exchange rate vis-a-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
!llents and transfers for current international transactions. In 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, ad ministered· prices, and 
fiscal policies •. 
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Stand-By Arrangement - Portugal 

Annexed hereto is a letter ~ated 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 Monetary 
Furn 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 amount 
equivalent to SDR 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 per~ent 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. 7 5 million, and thereafter i.n 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 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 
beyond 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 of February H84 in which 
the net loss in foreign assets of the banking system exceeds tne limit 
described in paragraph 17 of the attached letter; or 

0 

0 
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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 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 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 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 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 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 l:'ortugal shall 
remain in clos~ 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 
Director, concerning Portugal's balance of payments policies. 

0 

0 
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Dear Mr. de Larosiere, 

ATTACHMENT II 

Septe~ber 9, 1983 
Lisbon, Portugal 

CONFIDENTIAL 

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 oy the lack of adequate flexibility in interest rate and 
exchange rate policies. Finally, the balance of payments continued to be 
affected by serious struct.ural weaknesses, including high dependence on 
imports of energy and agricltural proq. ucts 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 19~1 and to 13 1/2 percent in 1982 resulted in a sharp 
increase in the external 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 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 priority to a reduction in the current external deficit to 
US:;,2 billion (9 1/4 percent of GDP) in 1983 a.nd to around US$ 1/4 bil­
lion (6 percent of GDP) i.n 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 
employment. As a first step in its adjustment program the Portuguese 
Government introduced a package of financial and ec.onomic measures 
shortly after assuming office in_J~ne. 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 and 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 financial 
arrl 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 peri<Xi 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 intr<Xiuced in September. 

5. Beyorrl 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 adjustments 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 adjusted 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 

0 

0 



0 

0 

- 33 - ATTACHM .. KNT II 

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 ad.ministration 
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 
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 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 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· coµtinued 
over the medium term to broaden the tax base through reductions in fiscal 
benefits and exemptions and to provide additional own revenue-raising 
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 
Fund which serves as a mechanism for the cross subsidization of imported 
'e:ssential commodities. In this regard an important beginning was made in 
JJune 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 Esc 16 billion .or 0.9 percent of GDP in 1982 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 commod-ities subsidized 
by the Fund. In 1984 the Government intends to take measures to ensure 
that the .surplus of the Supply Furrl is increased to Esc 35 billion or 
almost 1 1/ 4 percent of c.;up. 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 1981, 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 investuent 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 billion (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 d~cline 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 1Y83 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 ~overnment 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 
.Z9 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 Iiank of Portugal 
and an increase in the effective cost of credit. The latter will be · 
raised not only through increases in nomina.l lending rates as described 
in paragraph 11 below, but also through a reduction i_n 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 l'ortugal 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 and substantially reducing their cost to the 
budget. 

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 adjust 
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 external 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 adjusted 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 pank credit and on credit to the 
public sector for 1984 will be subject to the review scheduled to take 
place by Maren 31, 1984 as mentio.ned 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 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. In 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 escu:lo in June has resulted in a substantial 
improvement in competitiveness. The Portuguese authorities intend to c=) 
continue the policy of depreciating the effective exchange rate vis-a-vis 
a weighted basket of partner 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 adjustments in the rate of monthly depreciation 
if, in consultation with the Fund, such adjustments 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 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 bu:lget and, in any event no ·, Q 
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 
(inclu:ling 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 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 
adjustment 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 US$1.6 
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 
Minister of Finance and Planning 

Manuel Jacinto Nunes 
Governor 

Bank of Portugal 
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The Secretary 

Portugal - Review of Stand-By Arrangement 

January 24, 1979 

At EBM/79/14 (1/24/79) the .Elxecutive Board adopted the decision 

set forth in EBS/78/707 (12/26/78). 
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1. · UNAUTHORIZED DISCLOSURE OF INFORMATION 

Mr. Schneide made the following statement: 

I would lie to refer to yest~rday morning's press summary, 
which carried exc rpts of an article in the Frankfurter Allgemeine 
Zeitung of January , 1979 under the headline "IMF Annoyed with 
Turkey." I am very c tl.._cerned about the fact that this article 

·. seems to be based on an "internal Fund report that apparently has 
been leaked to the press."'-~though such leaks have occurred in 
the past, I cannot let this e ent go by without expressing my 
deep concern about this- indiscr ;ion. It should be unacceptable 
to all of us that the exchange rat'e policy of an individual coun­
try has been discussed in a newspap~~n the basis of a judgment 
allegedly expressed in an internal document of the Fund. Such 
leaks are harmful not only to the countr~ut also to the credi­
bility of the Fund as a center for confide~~l information. 
Consequently, I would urge you, Mr. Chairman, ~o do everything 
possible as far as the Fund is concerned to avoi~uch damaging 
leaks in the future. 

The Chairman remarked that he deeply regretted the unautfi rized dis­
closure of information ·and would attempt to detect the source o \the 
leak. 

PORTUGAL - 1978 ARTICLE IV CONSULTATION, AND REVIEW OF STAND-BY 
ARRANGEMENT 

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 Portuguese 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 social 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, sal_es taxes, and social security contributions by private 
and public companies that suffered from a liquidity squeeze. 

The Portuguese authorities ar.e of the view that targets set in 

0 

the program were basically complied with. By the end of 1978, c=) 
although the ceiling cm credit to the public sector had been exceeded 
by about 7 per cent despite foreign borrowing, the overall ceiling 
on net domestic credi~ 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 c·ondi­
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 1 per cent below the previous 
year's level, and the latest survey on industry opinion shows an 
extremely low level of demand. 

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 consistent 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. In 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, its main determinants are now structural in nature 
and cannot be expected to be corrected in the short run by area­
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 oil crisis, which hit 
Portugal very severely; the sharp fall in agricultural output and 
the consequent rise ~n foodstuff imports, which has ensued from the 
attempts at land reform; and, not least important, the restrictions 
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 is 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 Q 
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- Q 
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 
$1 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 s:ufficiently flexible to take int.o 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 ~eports. · 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 
ceiling of Esc 792.9 billion indicated in the stand-by arrangement. 

Mr. Muns considered 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 $i biilion in 1978, and _the rate of growth had fallen by only one 
third, from an average of a.round 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 l'ortugue.se economy, Mr. Muns remarked, had to 
take into accoun.t · the re.lativeiy delica_te political situation, the need 
to revive confidence in 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 2°2 .. pel;' cent ··of the unemployed were eligible for 
unemploy.inent benefit's. · 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 externa'i.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 
macroeconomic 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 wondereft.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. Laske 
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. Laske 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 private '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 I)ledium-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 -s•taff and the authorities. · He tended to agree 
with the staff that it was highly desirable to achieve a drastic reduction 
in the-public sector deficit, and particularly irt 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 p6llcies, 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 exte':rnal 
deficit possible only at the cost of fo,regoing necessary rea:l 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/ In addition, the authorities should follow•interest 
rate and exchange rate policies.in ·a way that would safeguard:Partugal's· 
int,ernational competitive position and ensure that the -Government could 
obtain the necessary external financing for the current.account deficit 
expected· in 1979 •. Some flexi·bility in the overall firm policy stance 
would be advisable to take ·account of developments a:ffecting 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 economic 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' eriable Portugal·to continue its 
promising stabilization efforts. 

· Mr. Mentre de Laye noted -that the overall condition 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 cotinterinflation 
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effort; for !~stance, real wages had declined substantially in 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. Mentre 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. In 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, ~r. Me~tre 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 
limiteQ 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 
allowance& for bad debts ~rofu the domestic credit ceilings. 

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

In the .future, Mr. Kafka remarked, a' flexible exchange rate policy 
and cautious ·wage. management would cer_tainly 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. Muns, 
disagreed with the harsh staff attitude on the appropriate pace of the 
adjustment effort in .1979 .and felt tha_t economic· stabilization ·in 
Portugal should be attained over a relatively long period. As Mr. Dini 
had stated, the current .account deficit could ·not be cor-rected, 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· 
oil 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 bilateral and multilateral 
basis. 

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 ef·forts -to stabilize the 
economy and re$t,ore confidence. Despite the radical changes in the polit­
ical and ·economic situation in Portugal since 19.74, 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 competitiveness that would 
compare favorably with its future EC partners. 



EBM/79/14 - 1/24/79 - 12 -

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, Q 
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 addition 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 defic.it 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, like 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 be.en made 
in Portugal during the previous year. -One of t.he most satisfactory 
accomplishments was -the restoration of confidence,· as evidenced .. by the 
increase in holdings of escudos by Portuguese .c,it;i.zens. The Government's 
substantial achievements had b.een widely commented on, and he m~rely 
wished to touch on some of the remaining problem areas. 

r 

The authorities had.reduced the.rate of inflation by a moderate 
amount in 1978~ Mr. Ryrie noted, but .the present rate was still. ra.ther 
high and inflation had apparently accelerated during the final months 
of 1978. Labor had exercised commendable restraint iµ 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 counterirtflation effort than.had been the .case thus far. In that con-

. nect:i:on, the main concern was the size and composition of the fiscal 
deficit. 

The authorities should attempt to achieve a surplus ort 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 f.or long. Indeed, the large siz~ 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 newstand-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. Ry:rie commented;· new controls on commer­
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 difficult 
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 excessively rapid.growth of the money supply • 

. · The reduction 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 defici,t 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_ gr9wing. 
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Mr. Din:i felt that the balance of payments problem was structural in 
nature and could not be solved by demand management alone. In his view, 
some contribut.ion 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 of 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. Blondal said that he agreed with the staff that the authorities 
had achieved considerable success during the previous two years, especially Q 
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 iri 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. Bl~ndal 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 Q 
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 were 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 anticipated.· He agreed w:i:th the general 
thrust·of the staff appraisal. 

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 1980the 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 cert<::1.in 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 pre~ious 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 merchan.dise 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 sector 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 ~ithin the sector to 
increase the attention paid to raising public sector investll!ent 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 ·little 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 mo.re 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 c=) 
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 avoid 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, inflation, growth, 
and confidence in the private sector. The latest data showed that they Q 
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. In 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 maintain 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 welcome. 
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 propo,3<~d 
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 c.ommented, 
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 moving 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 Q 
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 proportion of tqtal 
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 irt 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 in 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 facility, 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. In 
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. 
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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. Amtlzegar's general point on the feasi- Q 
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. In 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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accoullt de-ficit. In that connection; it ,was useful. to note that Portugal 
had alread.y re-,.established full cost-competitiveness for its exports, 
real wagE!s h,ad been. reduc .. ed substantially during successive. years; and 
relat.ive costs. were at present seen by the staff as being reasonably 
appropriate. Few 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 autho.rities· and _·t.he · staff did .not consider· a· further major 
increase unrealistic, but export-expansion had·been hampered by the fact 
that, on export markets,· Portugal had ·o..ffered lines of products -for which 
the .demand had not ·been growing rapidly •. Tn addition, other countries 
had introduced restrictions on some of Portugal's·traditional experts, 
such as t.extiles. In the· circums·tances, th_ere was a· need· to restructure 
the export sector in the medium term.. The import performance in 1978 
had, benefi.ted not only from· -the Ught .monetary conditions, but also from 
the .favor.able effects- of the unwinding of speculative inventories and of 
.changes in leads. and lags,· which mi·ght play a smaller role in 1979 than 
in 1978 in moderating imports. If the Fund requested a further reduction 
in the bala.nce of payments. deficit; the: :authorities would be expected to 
cut back domestic demand at a .time when e·conomic activity was already 
flat and the momentum of present policies might lead to negative growth 
in )-979. ·· He ·understoo.d previous: speakers. to mean that they did not wish 
to .seE!. ;recessi'onary conditions 'develop .in Portugal in 1979 and, that, in 
devi~ing the. policy mix,· the. authorities ·would. have to find a reasonable 
balance betweensupporting.domestic.activity.andstimulating balance of 
payments adjustment. , · -·· 

. Flis aut.horities agreed that-~ major 'effort was required to reduce 
the -public sector_ deficit, Mr •. Dini .said; they also .recognized that the 
cur.rent- ,dtefid,t of public en:te·rprises was, becoming 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 n"B.ture and 
composition of the current external deficit than to reduce its size. 
The P_ortuguese authorities: agreed· ,that in 1979 policies designed to 
remove structural obs tacl,es ,.to· .the· ,growth, ,of -production and exports 
would have, to., go hand in hB:nd .. with prudent demand management policies. 

The Chairman made the. following summing .. upin.concluding the. 
consµJtatJon: 

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 Portuga1 in June 1978, and they welcomed the 
improvement that has been achieved in. both the external balance 
of payments and the domestic financial situation·in 1978. 

Credit and interest rate policy was supplemented by a coura­
gteous·inc.omes-policy, which ·resulted in.a further declinein 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 
stabilizing 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 oq 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 thu~ 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 foreign 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 Arti.cle 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." In addi,tioJ1, 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
tion by Portugal of this restriction •••• " 

The Deputy Director of the Exchange and Trade Relations .Department 
explained that an Article XIV decis.ion need dea·l 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 Departm,ent 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 paragraph2 "the rest:rictions on payments and.transfers."· 

Mr. Amuzegar said that ,he was willing to acc;:ept· .th.e amendment pro­
posed by Mr. Dini to the opening sentence of .paragraph 2, but.he hoped 
that it would not set a precedent for future decisions •. 

The Executive Board then approved the following decisic:ms: 

a. Decision Pursuant to Article XIV 

1. This. decisi.on is taken by the Ex.ecuti ve Board in 
concluding the 1978 consultation with Portugal pursuant to 
Article .XIV, Section 3, of the Ar.ticles of Agreement .• 

2. Portugal continues to apply limits. on foreign exchange 
sales for remittances of profits and dividend.s which. co~stitute 

. 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 actio.n to eliminate the 

. remaining restriction.. In the meantime, the Fund grants 
approval for retention by Portugal of the restrictions9n.pay­
ments and transfers for current international transactions as 
described in SM/78/304 until Dece~ber .31, 1979. · ··· · · 

·.DE!Gision No •. 6028-(79/14),.adopted 
January 24, 1979 

Review.of Stand-By Arrangement 

The cable dated. November :20, 1978 from the Minister of 
Finance and Planning ancl the Goveirnol," .of the Bank of Port~gal 
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3. 

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. 

EXECUTIVE BOARD DECISIONS 

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

January 24, 1979 1""1""""1'=e.--J 

Mr. Dini made the following statement: 

Irl. the wake of our meeting on Portugal, and precisely on the 
Article IV consultation, I would like to turn briefly to the 
questiok of the format of our Article IV and related Article VIII 
and Arti~e XIV decisions. The Executive Directors may remember 
that I ha been one of those who consider inadequate the new deci-
sion, for covers only matters coming within the jurisdiction of 
approval of \~e Fund. In this regard, I ·expressed support last . 
week for the ~·nal paragraph of your buff statement, Mr. Chairman, 
on surveillance nd ad hoc consultations in which you referred to 
the fa.ct that som Executive Directors have pointed out that, in 
their present form.a, decisions fail to give due weight.to members' 
adjustment policies d their efforts to reduce their reliance on 
exchange restrictions nerally because we are limiting the deci-
sion to the area approval by the Fund. 

There are a few points like to make today, for they 
stem from the recent Board di cussions ori consultation reports 
and from today's discussion on ortugal.. .During a recent meeting, 
Mr. Amuzegar and other Executive !rectors will remember, when 
it came to decisions, I had reques ed that, as a minimum, they 
should contain a descriptive paragr hon the system of' trade 
and exchange restrictions maintained a,member with·a reference 
to the appropriate staff documents whe a full description of 
the system is provided. In recent cases we have approved deci­
sions that do ·not even contain such a ful reference. I submit 
that a reference to the system of trade an· exchange restrictions 
maintained by a member should be included .in 11 such decisions 
as a matter of policy for the reas·on of unifor ity, or symmetry, 
of treatment of all members. 

The present stand-by arrangement in Portugal ontains two 
performance clauses with respect to import licensin 
the elimination of an import surcharge. If the Fund onsidered 
it desirable in accordance,with the purposes of the Ar cles 
that these restrictions should be removed by countries ~Qat are 
confronted with balance of payments difficulties { why shob.1d the 
Fund be silent when similar restrictions a:re- maintained by\~oun­
tries that do not have balance of payments problems? I subm:L.t 

' that such an approach is characterized by a fundamental asymmetry, 
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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 Wednesday, 
January 24, 1979. 

Att: (1) 
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CONFIDENTIAL 

On the basis of preliminary data for end-December, it is now possible 
to update 'Table 1 in EBS/78/707, 12/26/78. At end-December, net domes.t.ic 
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 ot Esc 11.5 billion above 
the subceiling~ Net foreign liabilities of the banking system reached 
US$1,216 million at end-December,. US$946 million below the ceiling. 

There is also·mote recent data related to progress in meeting the 
external current account and price objectives of .the program. The 
Portuguese authorities now estimate th.at 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. Consu~er 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 f::i.gures are still consistent with 
an average rate of inflation of 22 per cent in 19 78', compared with 2 7 per' 
cent. in 1977. 



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

Net domestic credit of the 
banking system 2:_/ 

Ceiling 
Actual 

Including bad debt 
Excluding bad debt 

Banking system credit to the 
public sector 2:_/ 

Sub ceiling 
Actual 

Net foreign liabilities of 
the banking system]/ 

Ceiling 
Actual 

1977 
December 

708.6 · 
651.2 

123.3 

1,217 

March 

740.2 
672.1 

132. 7 

1,609 

Source: Data provided by the Portuguese authorities. 

1978 
June September ]j 

· In billions of escudos 

698.8 

789.0 
711.1 

137.3 
142.0 

735.8 

826.2 
744.2 

142.3 
156.6 

In millions of U.S. dollars 

1,787 
1,799 

-1,957 
1,478 

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

December 1./ 

792.9 

796.3 

160.3 
171. 8 

2,162 
1,216 

1979 
March 

808.6 

177 .3 

2,322 

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 cablehdated 
November 20, 1978 ,from the Portuguese authorities (EBS/78/707, 12/26/78). 

3/ 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). 
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To: Members of the Executive Board 

From: The Acting Secretary 

Subject: Portugal - Review of Stand-By Arrangement 

EBS/78/707 

CONFIDENTIAL 

December 26, 1978 

Attached for consideration by the Executive Directors is the 
staff review of the stand~by arrangement for Portugal. A draft decision 
appears on page 7. 

This subject, 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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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 Jan.ttary 1979, and at that time to reach such underi:;tandings 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, µot 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 
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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 
II presents a summary of Portugal's record with respect to the performance 
clauses of the arrangement. Section Ill offers an evaluation of the.way in 
which the policy program that forms the basis for the existing arrangement 
was formulated. 

1. 

II. Performance Under the Stand-by Arrangement 

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-

0 

ance of payments deficit to US$800 million; these targets compared favor- (:) 
ably with US$1,500 million and US$1,300 million, respectively, during the 
preceding 12-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, 1979. Finally, 
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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 external 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 dn 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 
~ince 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 
~Table I). 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 ~een 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. 
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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 

0 

0 
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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 
US$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 increase~ 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. 

'As noted in the previous section, the increase in domestic interest rates 
has also had the intended effect of increasing the demand for money while 

'helpLig to moderate market demand for domestic credit. However, the inten­
' tion 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 
·r upon. 

III. 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 US$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 
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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 c:) 
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 tµrned out to be 
seriously underestimated. In consequence, 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 additional 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 limitation 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 

0 
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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: 

·c. 

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

ATTACHMENT 

Lisbon, Portugal 

November 20, 1978 

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 Q 
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, 
US$1,957 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 t.he 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 
Minister of Finance and Planning 

Dr. Rui Vilar 
Governor, Banco de Portugal 
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Table 1. Portugal: Evolution of Quantitative Performance Criteria Under Stand-by Arrangement 

Net domestic credit of the 
banking sy~tem 'l:_/ 

Ceiling 
Actual 

Including bad debt 
Excluding bad debt 

Banking system credit to the 
public sector 2/ 

Sub ceiling -
Actual 

Net foreign liabilities of 
the banking system 1./ 

Ceiling 
Actual 

.. ~ - ,,,, 
1.t~ :....., , i~ p '. 

1977 
December 

708.6 
651.2 

123.3 

1,217 

March 

740.2 
672.1 

132.7 

1,609 

1978 
June September 1__/ 

In billions of escudos 

698.8' 

789.0 
711.1 

137 .3 \ 
142.0. 

735.8 

826.2 
744.2 

142.3 \ 
156. 6 I 

In millions of U.S. dollars 

1,787 
1,799 

1,957 
1,478 

Source: Data provided by the Portuguese authorities. 

1/ Actual data for September 1978 are provisional. _ 

December 

792.9 

160.3 

2,162 

1979 
March 

808.6 

177.3 

2,322 

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 
attached cable. 

1./ 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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DOCUMENT OF INTERNATIONAL MONETARY FUND AND NOT FOR PUBLIC USE 

To: Members of the Executive Board 

From: The Acting Secretary 

Subject: Portugal - Stand-By Arrangement 

EBS/78/228 
Supplement 2 

CONFIDENTIAL 

June 6, 1978 

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) 
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Stand-By Arrangement - Portugal 

1. Annexed hereto is a letter dated May 8, 1978 from the Minister of Fi.nri.nce 
and Planning and the Governor of the Bank of .Portugal setting forth the ob,1ec­
tives and policies which the Portuguese authorities will pursue. 

2. The In terna tio nal Monetary Fund grants this sti:tnd- by arr13.ngemen t to 
support these objectives and policies. 

3. Portugal will remain in close consultation with the J;,und during the 
period of the stand-by arrangement and, in particular, will corisult with th(3 
Fund in accordance with paragraphs 113 and 20 of the lett13r. These consultati0nfl 
may include correspondence and visits of officials of the 1''und to Portugal 
or of representatives of Portugal to the Fund. For the purposes of thPse 
consultations, Portugal will provide the Fund, through reports at intervals 
on dates requested by the Fund, with such i.nformA.tion as the Fund requests iri. 
connection with PortugA.l's objectives and policies set forth in the annel'.'8d 
letter. 

4. For a period of one year from June 5, 1978, Port1JJ1al will have the right, 
after making full use of any reserve tranche that l t may have ~1 t th., time of 
making a request for a purchase under the stand-by arranP,ement, to make pur­
chases from the Fund in an amount equivalf:mt to SDH :i7."55 million, provided 
that 

( . ) 1.' 

(ii) 

purchas('.JS under the stc1nd- by arrangement shall not, with­
out the consent of the Fund, excel:ld the equivalent ;1f 
SDR 14.35 million until July 1, 1978; the equivalent of 
SDR 24.35 million until October 1, 1978; the eqniv1:tli=mt 
of SDR 34. 35 million until January 1, 1979; and the eqtli­
valen t of SDR 44.35 million until April l, 1979; 11nd 

the right of Portugal to make purchases under this 
stand-by arrangement shall be subjer,t to paragraph 19 
of the letter of intent to the extent that such purchases 
woul-1 increase the Fund's holr'lings of escudos beyond 
the first credit tranche. 

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

5. Purchases under the stand-by arrangement shall be made in the cL1rrencii~s 
of other members selected in accordance with the policies anrl procedure:, of the 
Fund, and may be made in special drawing rights if• on the request of Po rtugRl, 
the Fund agrees to provide them at the time of the purcl:ase. Purclvtsc~s shall 
be r.rnde in ex:change for escudm:i. 

6. Portugal will pay a charge for this stand-by arranp;ement iri ancordanee 
with the decisions of the Fund. 
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7. Subject to paragraph 4 above, :Portugal will have the right to en.gag,~ in 
the trans/3.ctions covered by this stand-by arrangement without further relfiew by 
the Fund. This right can be suspended only with respect to retiuests received 
by the Fund after (a) a formal ineligibility, or (b) a decision of the f]xecutive 
Board to suspend transactions, either generally or in order to consider A. ~1ro­
posal, made by an Executive Director or the M.anaP,in,<; Director, formally to 
suppress or to limit the eligibility of Portugal. When notice .'.)f a rlecision 
of foI"Tlal ineligibility or of a decision t,J consider a proposfl.l iA r<:;iven pur­
suant to this paragraph 7, purchases under this stand-by arrangement will be 
resumed only after consultation has taken place between the Fund ;:incl. Po rtu:'!,al 
and understandines have been reached r,':lgarding the circumstA.nce~ in which 
such purchases can be resumen" 

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

(i) may be made at ,my ti'.Ile; 

( ii) will be expeG ted normally as the balfl.nce of p"i,yments 
and reserve position of Portugal improves; 

(iii) shall be mane in accordance with the representation of 
the Fund if, after consultAtions with Portugal, the Funn represents 
th':l.t under its polir;ies 3.t the time of the repurchnse Portug'l.l 
shou:d repurchase becam1,~ of cin improvement in its balance of pa,y­
ments and reserve position; and 

(iv) shall be completed five .vears after the dat"J of the 
purchase, provided that the re pure hase sh;:il l be mad in eq 1ml 
quarterly installments durinR the p~riod beginnin~ three y~ars nnd 
ending five years after the date of the purehA.se unless the l~un,i 
approves a different schedule. 

( b) Any reductions in escudos hel:l by the Funn shRll reduce the ariiounts 
subject to repurchase under (a) above in accord11.nce with the prinr~ipfos ,tpplierl 
by the Fund for this purpose at the tirne of thA reduction. 

( c) Repurchase shall be rnade with sper.ial drawing rights, or with the 
currencies 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 

Dear Mr. Wi tteveen, 

Lisbon, Po rt,ie:ql 
J•,1ay 8, 197H 

1. The pressures on Portugal's bal8.nce of pay,nents ha·rn conti.niieri stronf~ 
this past year, as internal and external disequilibria proved considerably 
more .intractable than had earlier been expected, complicat,°"ri A.S tht\y <J.::-e by 
serious structural maladjustments in the economy. In fact, it i::, rn;:iinly 
throueh a policy directed to overcome these structural problerns of tne 
economy that the external imbalance can be controlled on a more r:iermRnent 
basis. A medium--term ;3trat8gy to restructure and increas(? productivity i.n 
industry and modernize agriculture will be implemer1ted by the crnthori. t.i0fl to 
achieve that aim. 

2. JV!eanwhile a substanti.ql sb:1bil.izati.on ert·ort is clearly called for t,i 
provide a soli::l. foundation for lonp;-term e::::onomic reconstrur.:tion rrnrl. develop­
ment in Portueal. A.ccordintslY, the Go,rerrnnent ,Jf Portugal authori7,r,s the 
Banco de Portu~R.1 to request .•i. 13 tand-by aerangemen t from the F11n,i, 1rnder 
which the Banco de P,:Jrtuf;al will have for a per·iod of one year the rir;ht, 
after making full use of any resP-rve tranche i_ t rnci.y hsve, to purchase fro~ 
the Fund the currencies of other mern.bers in exchA1.r,e for e:1cudos up to an 
amount equivalent to SDR J7.35 million. Before m::lkin.<s purchases 1m,ler r,hi,3 
:citand-by arrangement, the B;:inco de Porturi;al will consnlt with tile M,1_nAFi'l1~ 
Director on the particular currencies to be purc~ise~. 

J. 'l'he purpose of this eequest .is to support thr-, stabili7,ation pror,rarn 
recently adopted by the Government of Portue;al, to strengthi=rn the balA.nc,:3 of 
payments and reduce inflationary pressur-es while maintaininr, a positive nite 
of growth of the economy to keep unemployment in check, 1'hr":1e ob,ie,;tives flre 
to be achievect through fiscal, monetary, ,g_nd ·,mP.,e re:3trairi.t eor11bi'led ,,1itli ··1:1 

exehanF,e rate policy as outlined below. By the:,e me::i_r1s the external eui~nmt 
account deficit is to be reduced from ahout US$1,500 million in the period 
Appp 19'77-March 1973 to about US$1, 000 mill ion in the period April 197~3-
Mai;-ch 1979, Net non-monetary capital i11.flow3 are expect-3d to inr:re,rne fror.i 

US$1:5() million to US$200 million. This improvement in the exterrrnl hA.lA.nGR 
is to provide the main sourGe of economic ti;ro1vth in the program p2riod, 

J 
4•.;e, After a decline in real gross domestic product of ne&rly 4 per eent in 
19'.7;::>, the Portuguese economy recovere,l. sharply in 1976, with renl ,c;,;rowth 
estimated at cl~se to 6 per cent. It is estimated that a co;nparable expan­
sion was achieved in 197'7, despite a major decline in ar;ricultural production. 
A shi_ ft of resources from consumption t,J investrn.en t and ex ports aceompaniwl 
that expansion. Nevertheless, 1rnemployment remained at •1bout 7 per cent fJf 
the labor force at end-1977. At the same time, the rate of wag"l increflses 
which mod1~rated substantially in 1976 deGl ined further in 197'7, in line 1,i th 
the ceiling o~ 15 per cent placed upon it by law. Real wages ~ppear to hav~ 
been reduced in the Gourse of 19T7 by at least 7 per cent, as the rate of 
domestic price increases accelerated in late 1976, peakinp Ht a ifery hiR~ 
level in May 197'7 before moderating somewhnt later in the yErnr. 
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5. Despite the depreciation of the eseudo in February 19'77 and the rn1:iin-
tenance of some import restrictionn, A. continued hir:h rata of increas::: in 
domestic demand, due to the recovery of production and i.nvestment an:1 the 
speculative accumulation of stocks, contrihutad to a further inereasA in t11e 

trade def'ici t to US$2, 530 milliO'l. in 1977. This deterioration was offs,.:l t to 
some extent by significant increases in tourist r·eGeipts ri.nd emigrants' 
remittR.nces, but not by enough to keep the current acco1mt defir,it fro!r: 
rising from US$1,244 million or some 8 per cent of GDP in , to 
US$1,495 million or about 9 per cent of GDP in l'-:)'7'7. 'T'he overall defir:it 
rose from US$1,268 million to US$1,462 million, largely fi.nflnnerl by eo,:1pen­
satory borrowing and the ase of golu reserves. As commerf!il'll hanks s.lso 
increased their foreien 1 "Labili ties, the net foreir=:n assets of the banking 
system turned negative in early 1977; if the offif!il'll reserves of p;old are 
valued at the traditional price. 

6. The Government considered it appropeiate, aft,~r an initi,11. et'fecti•re 
depreciation of 4 per cent in late August 19'77, to move to a c~awlinp; peg 
system for the escudo, Thus, the effective rat,~ depreci!'lted by a total of 
14.3 per cent in the 12 months through April 1978. A further ad.iustrnent of 
'7 .O per c:ent in the effective exchanp,e rate wfrn made i,1. (=:arly May 1978. 
The authorities intend to continue the policy of the crawl peg. Ex:chRnge 
rate policy will in future be guj.lied by the Government's decision not to 
allow the net fornign liabilities of the bflnkin~ system, which stoort at 
US$1,352 million on December 31, 19T1, to exceed US$1,922 million on .Juni=; :30, 
1978; !JS$2,092 million on September 50, l'fW; IJ.1$2,.) mi.Hi:rn on De,~em1Hr "il, 
19'/8; anrt US$2,45? ,nH li.on on l'IJ:uc.h "H, 1979. 

7. Thi~ authorities are d,'"termined to reduce infl;i tionar.v prescllH'es despite 
the prosp1:,ctive shift of resources to the externnl sector. Accordinp,ly, to 
limit unnecessary pressure on the external v,qJue of the escudo, interest 
rates were raised in both February :1:1d An1-;1.mt 19'7'1. 'l.'h(>, Govern1nent lecirtP.d 
on further subst,,mti.al incre::i.sns in May 19'18, when thr~ 1tsco1mt rat,::, ')f Lh~, 
Banco de Portugal w::i.s raised from A. ranee of 15-18 per cent to a rB.rv~e ,) f 
18-23 per cent. Interest rates on time deposit8 were rai:Jed by 4 percentage 
points to levels of 19 per cent 1-rnd up on deposits .of six rnnnths or :noce:, 
Basic lending cates were raised 3.5 perc;:mtage points, hut thos8 for housing 
by only 1-2 percentar,e points, -'illd those for aeri.culture, ex-ports 1-rnd 
priority investments by 2-3 percen tl'lge points, so as to minimize thA impact 
of credit restraint on these vital sectors. The authoriti<is consider thes,~ 
rates necessary for the present to check increri.ses in the veloci.t:1 of money, 
speculation in stocks, or adverse eapital movements. They int0nd to r~Jise 
or lower thern in response to chaneing circumstances. 

B. Monetary policy is d esit;ned. to contribute rrnbstan ti.ally to the prospei::-
tive improvement in the external balR.ncr'7 and to the cont.<i.inment of i.r1fl,9tion. 
By the ,::lose of 19T/, the rate of domestic credit ,~x:p-rnsion had renched 
34.5 per cent of the initial money stock, substantially exceerlin,r; tlH3 r:<tt8 
of growth i.n the money stock itself, before moderatinr; to 32 per cent L'l the 
year ending March 1978. On average, the r:10ney stock g.rew by 22 p1"r cent in 
1977 compg.red with a 33 per cent growth i.n no:ninnl GDP, but is ex:pe•~t;;d lt) be 
reduced to about 18 per cent against .qn ::inticipated .isrowth in nomi.rrn.l GDP of 
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about 27 per cent in the year to March 19'79. 'raking this bto accou.nt alo1w 
with the target for the balance of paymen.ts, net r'lomestic credit of trie hank­
ing system, the total of which amounted to Esc 654.0 hill ion on Deeember ·:n, 
1977, will not be permitted to excee(i F~sc 701.6 bi..lli.nn on or rwfore June 3J, 
1978; Esc 738.6 billion on or b'3fore September 50, ; l~sc '795.7 billion 
on or before December 31, 1978; and Esc 811.4 billion on or before r'larch 31, 
1979. The resulting increB.se in net domestic creriit in the pro{,;rarn yrrnr is 
estimated at about 23 per cent of money stock at thP. ber;in.n in,~ of the period. 

9. To give effect to these limits, the authorities havr::: introduce,i in,1ica-
tive credit ceilings on individual banks and are prep'lred to mnke trlf'm m.1tn.d::i.­
tory should the need arise. '110 tighten cr8di t control, ,'iom,c;;st.ic hrmk lPn,iinp 
in escudos ':mt denominated in forei,q;n currencii:,s has be,~n irtcllHJed urder thn 
ceilings. More fundamentally, however, the rnon,:,tar.v authorities i·1tPn,l t,J k,18p 
the development of the monetary base under <!losP. And continuous scruti.ny 11nd 
have set the followin:17, indicative targets for the pro,c:r,ram J(:,1-1r: J~sc ] ,tj,6 hi.I­
lion by June 30, 1978; Esc 143.6 billi.on by September 30, 1978; E:'Jc 151.0 bil.­
lion by December 31, 1978; and 8sc 149.2 bi.l lion by March 31, 19'/9. •ro 8nsure 
that these limits i:1re kept, the monetary authorities have r;radually reduced 
rediscount quotas and introduced an uniform reserve req11irem,:mt of 7 per c:ent 
on all monetary deposits, with the result that thA banks' liquid.ity µositi.rrn 
has al t'eady become very tight. Finally, interest rates are bRing mAna:~ed 
flexibly. Recent increases will help cont,3.in the demand for domi~stic c!'edit 
and thus minimize the need for credit ration 

lJ. A further contribution t:::, domestic st'3.bili.7,,1ti0n will cor:1e from fiscal 
restraint. A significant redur~tion in the d('lfir:-:j_t of the public se·;tor w:;s 
achieved in 1977, taking it down from 11 per c.:ent of GDP in 1976 to 8 per 
cent in 1977, mainly in consequence of t11x: increri.ses and the containment ,)f 
publ i.c consumption. This improvement is to be consol id:1t·:,d in 19'73 on the 
bA.sis of the budget recently passed by .Parliainent. New tax mr~'hHll'.'G h?lv•~ 
be~:n authorized to raise revenues by the equivalent 0f 2 pnr cent ')f Gl)i:' nver 
wh1':l.t they would otherwise have been. In A.ddi tion, the administered price hi­
creases ref.3rred to in p"tragraph 12 below, will serve to 1 i.mit the need for 
suhiiidies to state trading ap.;encies and public utilities 1rnd corporatfon\1. 
Affer allowance for normal underspending, a surplus in the current account 
of the pJblic sector will be achieved for the first time since 1974. There 
is cstill to be a rise in real capital expenditures, resultin1:, mainly from A.n 
inrfrease in equity capital subscriptions to public enterprises. Al !;ho 11,1;h the 
ov'erall deficit of thf" public sector will thus remain unchanged in. nominal 
terms, it will decline further in relation to GDP to 6 per cent in the ynar 
to March 1979. 

llV The authorities intend to take every precaution t.J ensure that thesG bud-
outturns are realized. The revenue effort will he supplementf:id ::i.s neces­

sary to make up for any revenues lost as a result of the phasinr; o,Jt of the 
irnp'ort sut'charge referred to in paragrr1ph 15 below. Fut'thermore, 1:ir1y revenues 
from existing taxes that may exceed budge t,ad arnoun ts will be used to reduce 
the public sector.deficit Rnd mt _to finance adrlitional expenditut:'es. li'inAlly, 
during the period of the stand-by arrangement, the use of government securitL<:;:J 
to :Hschar,ga tax obligations will be limi. ted to arr(~~rs in direct bx,~s prior 
to 1977, as presently permitted by law. 'l'hm:;, after allowinp; for uth"-Jt' sour::e;1 
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of finance, the net claims of the bruiking system on the public se-:>.tor, the 
total of which amounted to Esc 129. 8 bill ion on December 31, 19'7'7, wi 11 not 
be permitted to rise above Esc 143.8 billion on or before Jnne 30, 19?8; 
Esc 148.8 billion on or before September 30, 1978; Esc 166.8 bi.llion on or 
b,.lfore December 31, 19'78; and Esc 183.8 billion on or before M.arch 31, 1979, 

12. To take account of increasing costs and to moderate the need for goYern­
ment subsidies, cert;:i.in administered price,3 were increrrned subsbmti_ally in 
April of this year. Utility rates for wA.ter, electri,'.!ity and gas as well 1:1G 

transportation prices were raised by 35-50 per cent, while the priees of 
essential food products, which harl been frozen since February 197'1, wet'e 
raised by more than 20 per cent. To ease the adjustrnent, the mininlllm wage, 
which had remained unchanged since January 197'7, was raised by approx:lmatel.v 
30 per cent, unemployment benefits were increrrned by about ;:5 per cent, and 
pensions were raised by up to 22 per cent. To help contain cost i!'lcreaBes 
in the future, however, wage policy will have to remain firm, and le,';isla­
tion was therefore passed in April of this year limiting increases i.'1 con­
tractual wages to 20 per ()ent in 19'18, and requiring a minimum eo11traet 
period of 12 months. Legislation w:-1s also passed in August 19'1'1 al lowing 
firms in financial distress to suspend wage· contracts if their work force 
concurs. 

13, Portugal's external medium and long-term debt, excludin~ obligations 
of the banking system, incre:rned from US$l,125 million at the end of 1975 
to US$1,469 million at the end of 1976 anri further t,) US$1,84-~3 mUli,rn 11t 
the end of 1977. Most of this is ,;,ither guara:1teed by the Government o::· Ari 

obligation of public enterprises, incl udinr, enterprises brought within the 
framework of the public sector since 1974, but not officially p:uaranteed. 
The ratio of debt service payments to exports of goods and services is esti­
mated at 15 per cent in 19'77 anrl is expected to rise to 19 per Grmt in 1978. 
In addition, short-term privatr-3 debt hHs risen fror:i TJf:'i$145 milli•.in at thf! And 0 
of 1976 to US$717 million at the end of 19'77. The Government will Geek: to ----"' 
avoid any further increase in such short-term debt •luring the progr1:1.m year. 
It will strengthen its efforts to avoid excessive external indebtedness Rnri 
to improve the maturity profile, by conti.nuing its policy of monitorin,c; 
overall external debt developments and of coordinating foreign borrowing by 
public sector agencies and enterprises. Particular attention will be p11irl 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 t1erv8 a statistical purpose 
and enable the importer to obtain the necessary foreL7,n ex:change. For imports 
subject to restrictions, the bulletin is eq11ivalent to an irnport license. 
Import bulletins are nor:nal ly issued without delay. However, in late 19'7'7 the 
process of authorizing import bulletins was sub,ject to some delays. partly in 
conjunction with the introduction of new administrative procedures. As a re­
sult, a backlog of applications has bGen built up and the Government is seekin.i;, 
in cooperation with private sector importers, to devise means of el iminatLn1; 
this problem. Already, the Government decided on May 2, 1978, that thenceforth 
all applications for imports of raw mat~rials and interrnerliate goo;is would be 
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authorized automatically. It is the intention of the Govermncmt thEJ.t this 
automatic procedure will be extended, no later than June 30, 1978, to all 
other categories of imports not subje8t to quantitative restrictions, and 
that by the same date, the backlog of import applications will halTe 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 een t on the 
value of items covering about 29 per cent of total imports in 1976, and one 
of 60 per cent cover 2 per cent of 1976 imports. The 30 per c:F.mt sur-
charge will be phased out gradually: effective October 1, 1978 the rate 
wHl 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 i~port 
surcharge, applicable mostly to luxury goods, will be maintained temporarily, 
but the Government intends to study alternative domestic tax measures with 
a view to phasing it out beg in 1979. 

16. The temporary value quotas for certain consumer goods, applir:able to 
about 4 per cent of 1976 imports, have been r;,.ised with effect from April l, 
1978 to an annual rate of Esc 3.405 billion, which is valent i11 foreii~n 
exchange terms to the value of these quofas in the year to March 19?8. The 
value quotas for knocked-down automobiles, ;,.pplicable to about 2.8 per cent 
of 1976 imports, remR.in unchangeri 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 19'79 ,1ith a view to 
reaching understandings with the Fund ::ibout steps to red ace or el i.m Lnat,'7 the 
restrictiveness of these qu13.nti ta tive import restriction8 in 19'79. 

17. 'l'he Government establishes an annual foreign exchange budget for its own 
operations as well as foreign exchange budgets for the various state agencies 

,,.. L'1 charge of monopoly imports of certai11 basic commoditLP:s, orimarily food-
l_J stuffs. These budgt:1ts are, however, only indicative and the Government i:1hrnds 

to amend these ts from time to time so a8 to avoi,1 restrictinP, imports 
through ratioriing of foreign exchange. The Government of Portugal dorm not 

nd to introduce any multiple currency practices, or any nrrn restriGt.ions, 
tensify existing ones, on payments and transfers for current interna tionB.l 

tions, or to conclude any new bilateral pa,yments agreements with the 
J<'una' members, or to introduce restrictions, or intensify exi 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 
th,f! program in January 1979 and on that occasion to reach such understanri 
with the Fund as may be necessary. 

19.v During any of the stand-by arransement in which the ceil inr,s on 
net foreign liabilities of the banking in paragraph 6, or the credit 
ceilings in paragraph 8, or the ceilinr,s on govermnent borro in pcira-
graph 11 are not observed, or the intfmtions in 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 periori after 
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January 1, 1979 in which understandinr,s have not been reached with the Fund 
as indicated in the ultimate sentence of paragrqph and :in p~1rae,raph 18, 
the Banco de Portugal will not request any purchases under the stand-by 
arrangement which would raise the Fund's holclinP,s of its currency beyond the 
first credit tranche, except after reaching understandings wi. th the Fund 
regarding the circumstances in which such purchases may be made. 

20. The Government of Portu~al believes th':3.t the policies set forth in. this 
letter are adequate to achieve the objectives of the pro,c;ram 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 '3.t the initia­
tive of the Government or whenever the Man;:igin.g Director requests consulta­
tion because any of the criteria in paragraph 19 above have not been ob:3erved 
or because he considers that consultation on the program is clesirahle. In 
adclition, after the period of the stand-by arrange~u:mt and while any Fund 
holdings of escudos A.bove the first credit tranche include currency resultinr: 
from purchases under the stand-by arrangement, the Government will consult 
the Fund from time to time, at the ini.tiative of the Government or at the 
request of the Managing Director, concerning Portugal's balance of pqyments 
policies. 

Dr. Vi tor Constancio 
Minister of Finance 

and Pl;:inning 

Sincerely yours, 

Dr. Jose da Silva L,'.lpes 
Governor 

Banco de Portu{;al 
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DEAR MR. DE LAROSIERE, 

RE€EVED 
LM.'F. 

1978 NOV 2 0 PM 3= 32 359S62 

Orig: EUR 
cc: min 

Mr. Dini· 
LEG 
RES 
ETR 
TRE 
SEC 

SI~ THE DATE OF THE LETTER OF INTENT IN WHICH THE PORTUGUESE 

AUTH ITIES REQUESTED A STAND-BY ARRANGEMENT WITH THE FUND, 

[11\Y P, 'J.~T/P, HAVE HAD TO ~AKE A NU~EER OF CHANGES IN THE 

STAT I ST I L DIH.A CN E IC CREDIT AND NET FOREIGN LIABILITIES 

ICH ARE BEING MONITORED UNDER THE TER~S CF THE STAND-BY 

ARRANG ENT GRANTED EY THE FUND CN JUNE 5,1978. THE OBJE 

OF THESE CHANGES WAS TO IMPROVE THE ACCURACY OF THE FIGURES. 

THE CHA~GES ARE STRICTLY OF A CHNICAL NATURE AND TAKE l~TO 

ACCOUNT THE DEFINITIVE E~D-1 7 FIGURES FOR BOT~ THE EANCO DE 

-:, 
0 . 

-

' ' -----------~--------·~-- --- -~···--
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3(1, 1?78, U LLARS 2162 M LLION ON DECEM 

3!,1978, AND USD0LLARSP322 ~ILLION 0~ MARCH 31,157~. 

S Ir· II L AR Y , I fl PAR A.GR A P H El. , THE F I GU R E FOR DE CE MB ER 19 7 7 

WHICH DEFINES NET DOMESTIC CREDIT
1

0F THE BANKING SYSTEM SHCULD BE 

RED0CED BY ESC2.8 BILLION TO ESC 651.2 BILLION-~ THE CEILINGSON· 

NET DOMtSTIC CREDIT FOR THE REMAINDER-OF THE PROGRAM YAR SHOULD BE 

ADJUtTED DOWNWARD BY A SIMILAR AMOUNT SO THAT THE NET DOMESTIC 

CREDIT OF THE BANKING SYSTEM WILL NOT BE PERMITTED TO EXCEED 

· ESC 698.8 Bl LL ION ON OR BEFORE JUNE 30, 1978, ESC735~8 BILLION 

- CN OR BEFORE SEPTEMBER 30, 1978, ESC792.9 BILLION ON OR BEFORE 

DECEMBER31,1978 AND ESC 808.6 BILLION ON OR BEFORE MARCH 30, 

1979. 

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

FOR DECEMBER 1977 WHICH DEFINES NET CLAIMS OF THE BANKING SYSTEM 

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

ESC123.3 BILLION. THE CEDLINGS 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 SECTOR WOULD 

NOT BE PERMITTED TO RISE ABOVE ESC137.3 BILLION ON OR BEFORE 

JUNE 30,1978, ESC142.J BILLION ON OR BEFORE SEPTEMB~R 30, 1978 

ESC160.J BILLION' ON OR BEFORE DECEMBER 31, 1978, AND 

-:, -(I) ... 
:::; 
Ill -o· 
?. 
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Sir: 

Thia letter xesi"lOude to your -reqt.1cst for information regardiug 
Poctu£,<ues~ 1,r·og1:et1s ~!1c1.dex the stand-by arran.getletlt agreed fv:t the 
periml Apr:tl i978 to )larch i97.9. At. ·this early point it appears 
that th~ ~&.'.~:t:iv..tl ,.:,hjecti:v.es of the pr<>gram may. he tu ch~ ·i,ii'veess 
of bei1ig {iJ.€11::. !'he inc;r~se .in · th~ µ<'.\t, .foreign liabilities· of the 
ba11king ~ye.b::m Wais be.lmr f.he ceil:f.ng set for. cud-.Jtme anu :tt.l.1 · 
indications are that the :L"l.c:r~se to, et!.rl-Sept®he.r· will· be i1ell 
b,uo~ tht!. ce:ilii,gu 1$ei:. fo~. that month. '!'he m1i::hc:ir.iJ.::ies ha.v~ l,1£:tal'l 
depreciating. the escudo. at th.e. agr.a.:;,d !:'at.ii,. and. are reducing restric­
tions on el!.te:r:na.1: ere.de and. pa;r,..r.enta on .sc.neci.ul.1.::. 

The cei.J.ins~ on '!;?.et·. domestic credit expanaiou. auu ou. yubl,ic filector 
re.course to bank credit wore unfortunately exceeded in June .. However, 
steps were taken i:u july and again in ,fwg,ust with the objective of 
bringing the growth in the credit aggt::~gates below the ceiling;s agreed 
for end-September6 

.n.naJ.J.Y, we have agreed with the Portuguese t:o scheaw.e Article lv 
consultation discussions for November of this year, in combination with 
the p:rogram review provided for in the stand-by arrangement. 

. ' 

The. Honorable 
Sam Y. Crose 
UoS~ Executive Director 
Internatio~l Monetary Fund 

J. de tarosic!re 
Managing Director 

cc: MD 
DMD 
EUR 
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To: 

From: 

The Managing Director 

L.A. Whittome /JqJ 
Subject: Portugal - Letter to the U.S. 

September 28, 1978 

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 tomorrow 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 
prefer to have it so as to avoid undermining our leverage with the 
Portuguese and doubtless they appreciate the cover which such a procedure 
provides. 

It would be advant.ageous 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: 

JOINT SECRETARIAT - ANNUAL MEETINGS 
IMF - WORLD BANK 
WASHINGTON, D.C. 20431 

Cable Address: 

INTERMEET 
WASHINGTONDC USA 

Telex Address: 

(RCA) 248331 IMF 
(ITI) 440040 FUND UI 
(WUI) 64111 INTERFUND 
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OFFICIAL MESSAGE 

"INTERNATIONAL. MONET ARY . fUNf>.5PJ:\TCHED 
. IMF 

Washington, D.C. 20431 
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TIME RECEIVED 

D t----tr~-t1+:+H:J-F-~+1:-~i--1,,..g.iJ..@-&--------- Special Inst.ructions 

D 
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~--With reference to your cable No. 22 of July 31 please 

nfirm that provis1onal May figure for net foreign Lia­

ilities (US dollar 1,688.2 million) is consistent with 

igure for Decembe~ 1977 (US dollar 1,228.7 miilion> and 

eviously reported provisional April figure (US dollar 

694;.6 million). 

Also,. please clarify that reported figure for.dis­

rsements under Paris ~~edits in June (16.7) refer to dis­

rs~rnent• to the Government of Portugal rather than to the 

nk of PortugaL 

Finally, we would appreciate the effective exchange 

te index to be recalculated on the basis of March 31, 

~quals 100 as in memorandum of understanding. Cor­

sponding index for end of April and May would also be 

preciateda 

st regards, 

MESSAGE MUST END HERE 

·LAHhitt:ome 
Drafted by :. __ -tn.<..jE-t"l-0-s...;.._-f!.fll-ffi-'!,,.!-P-!'1------···· r n€}StP0flhf'P 
Department: _ __,E'-'· t .... r ..... r .... o+'p'-"e'-"a ..... n..__ _____ _ NAME ,. !TYPE) 

Date:. ____ Ac..:...;:;.u_,_g..;;;;u;..;s_t:;__;3'--',,"--1..:....;_9..;_7_;_8 __ _ 
NAME (TYPE) 

FOR CABLE ROOM USE ONLY 

J)i~tribution 

cc: !\tr .. Dini 

SIGNATURE' 

No. of words:. __ t.._. _m_i...;.n.;..;•..:....;_ __ 
SEC-17/0CR 

Log:_4_1_9_0_7_6 ____ _ WUI . Route: ______ _ JEH Operator: _____ _ 

9-2-76 
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Gentlemen: 

cc: Mr. Dini 
EUR 
TRE 

I am enclosing herewith the text of the stand-by 

arrangement for Portugal approved by the E:.:ecutive Board 

on June.' 5, 1978. 

Banco de Portugal 
Rua do Comercio 148 
Lisbon 2, Portugal 

Enclosure 

/hr 
June 6, 1978 

Sincerely yours, 

Anna Watkins 
Chief, Operations Division 
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INTERNATIONAL MONETARY FUND 

ii 
PRESS . RELEASE NO •. 7 f3 /35. 

Washington, D.C. 20431 

FOR IMMEDIATE RELEASE 
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 197li, Portugal's balance. 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 42.4 million. In August 1977, a supplementary policy 
pack.age was introduced. Among other measures, interest rates were raised 
substantially, and the effective exchange rate of the escudo, after an 

ial adjustment of 4 per cent, was allowed to depreciate by 1 percent­
age point per month beginning September , 1977, 

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$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 contingent on the successf'ul 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 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 to US$1,000 million 
in the year ending March 1979, In order to achieve this improvement in 
the balance of payments, the Portuguese authorities will continue their 
flexible exchange rate policy. However, to minimize pressure on the 
exchange rate and on prices, the 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 

- over -



- 2 -

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, equivalent to SDR million. At 
present, the Fund's holdings of escudos representing purchases from the 
Fund which are subject to repurchase were equivalent to SDR 274.2 million, 
including SDR 114. 8 million resulting from purchases under the 

, SDR 87.8 resulting from purchases under the compensa-
tory financing facility, and SDR 42.4 million resulting from purchases 
under last year's stand-by arrangement with the Fund. ,.........--, 

' -._,,' 



I'iEMORANDUM 

To: 

From: 

Subject: 

Treasurer 
Internal Auditor 
General Counsel 
Director, European Department 

June 6, 1978 

Director, Exchange and Trade Relations Department 

The Acting Secretary ; 

Portugal - Request for Stand-By Arrangement 

At EBl\1/78/81 (6/5/78), the Executive Board agreed to 
the request of Portugal for a s·tand-by arrangement,. approved the 
stand-by arrangement as set forth in FIBS/78/228, Supplement 2 (6/6/78), 
and granted any necessary waiver of the conditions of Article V, 
Section ;(b)(iii), of the Articles of Agreement. 

MBlackwellfilcrw 
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1. REPORT BY STAFF 

Director of the Research Department made the following 

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 c·hairman. Mr. Karl Otto Poehl of the Federal 
Republic of Gerln~ny was unanimously selected to replace 
Mr. de Larosiere.~ 

In the very brief discussion that followed it was agreed 
that the Deputies' mai~ctivity in the period ahead should be 
to carry out the mandate 0f the Ministers and to re-examine the 
role of the GAB, including~h;- question of revising the amounts. 
E'u.11 support was given to !r~oehl's proposal to hold _meetings 
to discuss this matter·on September 8 in Paris and on 
September 23 in Washington, and for him to report the next day 
to the meeting of the G-10 Ministe)s. 

" As background for this discussion, Mr. Poehl requested the 
Fund staff to undertake the preparation o a paper which, of 
course, in the usual way, would be circulat ~o the Executive 

Board. _,, _ ~ 
The Deputies noted with interest the wide rang.~ of work 

on SDRs that had been requested of the Executive Boar('l by the. 
Interim Committee in its recent meeting in Mexico City~~t was 
agreed that the Deputies should not duplicate the work of t{1_e 
E'und but that they would follow the progress. made on SDR and·",, 
related questions. 

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

PORTUGAL - STAND-BY ARRANGEMENT 

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, 5/9/78; Cor. 1, 5/22/78; and Sup. 1, 5/23/78). 

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 whic.h is 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 change~ that have taken place during the last few 
years in the country's in ter.nal politic al and social structure and 
in its external environment. 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 e.ffort 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~ 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 r.ather 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 

0 

0 
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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 be.en 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 inflow. of 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 domestic 
expenditure 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 conditions lead instead to unwanted 
capital· outflows. 

As I stated, the Portuguese authorities recognize that in 
· present circumstances the attainment of aii 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 problem's 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
ruption 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 Q 
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 inve~tments designed 
to attain this objective. For 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 Q 
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 exp~ct 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 weaknesses in its economy. In 
that con text, . he wondered why the present stand-by request was limited 
to the 1;3econd 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-Lajeunesse observed, GDP had grown, and 
the economic indicators for productivity; 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 stockpi~ing 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 v.olume 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 interested in the opinion 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 Lt 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, t.he Portuguese authorities' intention 'to 
dismantle gradually the external restrictions that had been introduced 
in recent years was extremely welcome. -· 

nte 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 interbSl}k 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 rieed arise. The wages policy was particularly courageous since it 
could well bring about a further decline by 4-5 per cent of real wages 
iri. 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, Q 
or were the two measures independent and cumulative? 

In conclusion, Mr. Samuel-Lajeunesse remarked that, although 1977 
had riot brought the hoped for restoration of financial equilibrium, 
definite progress had been made in improving the fiscal si tuatio·n 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 Government ran in working Q 
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 
countries); external receipts from workers' remittances and tourism had 
increased; and a commendable start had been made in dismantling external 
restrictions. He was puzzled, 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 
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1973; real wages, however, were 13 p~r cent· higher. lf 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. l'ieske commented, were welcome as 
short-term stabilization measures. He w~s encouraged by the staff's 
assessment that the planned measures would improve the viability of the 
balance of payments and Mould 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 wa~ 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 harmed 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 l~vel of interest.rates in .Portugal 
.to stay ahead.of inflation, Mr. Pieske remarked, .not only to encourage 
a rational distributio.n of resources and an increase in savings but · 
also to increase capital inflows and reduce capital outflows. In con­
clusion, he commended the Port~guese authorities for their. stabilization 
effofts, 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 
situation with great courage. Fortunately, the country was able to 
count on relatively generous assistance from a variety of countries, 
notably including Venezuela._ 
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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 to have a table 
giving quantitative estimates of the impact of protectionism on Portugal. 

The statistical information in the staff papers conta.ined a number 
of lacunae. For instance, there were no tables on the structure of 
trade, and no details on i terns 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 c~rrent 
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 a 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 expeJditure needed to be 
shifted rather more than reduced, Mr. Kafka noted. The question of Q 
the option between expenditure switching and expenditure 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 
·social welfare function rather than a technical question, he wondered 
whether the staff should comment upon it at all. Comment could prove 
destabilizing 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 frankness 
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 government 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 effeets of 1;1. sudden break, with t.he former colonies. 
Those factors had made adjustment more difficult and. m.ore 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 ~rogram 
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 consider 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 obse~ved. 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. For 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 w_ould 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 dramatic way, Portugal illustrated 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 to 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 c.onstraints would be 
advantageous; they would, for example, remove the temptation to specu­
late in commodities. 

It was not always realized by governments, Mr. Drabble continued, 
that extension of public con.trol over wider areas of the economy meant 
that more of the savings needed to genera,te 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;..te'rm strategy that would bring Portugal's 
economy back to a path of sound expansion. 

Mr. Schneider welcomed the successful conclusion of the negotiations 
with the Portuguese authorities and stated his support for the one-year 
stand-by arrangement. After many year·s 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 i tsel'f 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 prog_ram 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. It 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 mo~entum 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 slowdpwn in real growth and continued high unemployment 
in 1978 would be significant. 

He understood the political factors which precluded an increase in 
interest fates to a 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 so 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 
steps they had taken toward a fundamental adjustment of their economy. 
Clearly, they wanted to lay the foundations for long-term structural 
economic reconstruction and development. · 

Portugal had been affected adversely not only by world economic 
problems, Mr. Hollensen remarked, but also 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 ti.me 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 pol.icy 
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 much 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 pa'yments, and their long 
maturity would improve the country's debt pro£ile. 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 second 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 funds. 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 riot 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 l±beralization 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-term objectives. In conjunction with several 
other countries Japan had extended balance of payments assistance to 
Portugal in 1'577, 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 
still remain. Portugal's situation was extremely difficult. A great 
effort was needed to.re-establish anq 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 th~ 
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 was 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 f.uture. 
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's 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 n:ot be offset by an 
aggravation of Portugal's economic difficulties; EEC regulations could 
have harmful effects on the present state ·or 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. 

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 specified 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 tha:n 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 ·aid? What had· happened· 
to the counterpart funds? 

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 impact 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 
politic al situation in Portugal and the need to avoid jeopardizing 
social measures and changes that were under way, the Fund ~ad been 
realistic enough not to recommend any conditionality extending beyond 
that associated with the second credit tranche. 

The staff representative fro~ 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 
sector 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 government 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 1~78. 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 23 per cent; and 
that the time deposit rate was 19. per cent. Certainly, interest rates 
were rather low, but they could well be adequate, particula~ly 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 alsQ 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 a:c:x:ious 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 Q 
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 excha~ge 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 inflatio"n 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 construction 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 uneasine~s that Fund 
assistance should be linked to outside assistance. The two issues were 
clearly separate • 

. The staff representative from the European Departmeni;,·· in reply to 
questions from Mr. Kharmawan, explained that the perfotmance 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 solution~; The Portuguese authorities had 
raised no objections to it. With ;:egard to the "Paris credits," none 
of the resources would be used f'0·r project aid; they were all earmarked· 
fol medium-term balance of payments assistance •. Most of the funds would 
be disbursed to the Bank of>Portugal and would not give rise to any 
couni;erpart funds. The immediate effect would be an increase in the 
Bank of Portugal's foreign assets and, of course, in its foreign 

· liabilities. 

Finally, t}J.e· 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 th~ third line of paragraph 3. Second, the date June 5 should be 
added to the. fil,"st 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"--should be 
deleted. 
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The Executive Board accepted the proposed amendments, and approved 
the following decision: 

3. 

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 

CONDITIONALITY IN UPPER CREDIT TRANCHES ------
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). 

~'._Matsunaga stated that conditionality was undoubtedly the most 
importani"-t'eature of the Fund's assistance to member countries. Without 
conditionali there would be no need for the Fund's financial assistance, 
which could be en over by the private banking system. What could 'be 
debated was the ext t and nature of the conditionality that the Fund 
should seek to attach 

Conditionality should be the economic and financial 
problems of the country req_uestin ssistance, Mr. Matsunaga continued; 
the more serious the problems, inevi ly the more severe the condition­
ality should be. In the past few years, there had been numerous com­
plaints from persons outside the Fund tha he Fund's conditionality was 
too harsh. It should be remembered, however, that in recent years many 
countries had suffered particularly severe imb ances in their economies, 
and that major steps had been required to enable em to effect necessary 
adjustment; conditionality had been correspondingly 

One reason for the increasingly strict conditionali , 
maintained, was that countries had been too late in adoptin corrective 
measures. Conditionality could have been less strict if reco se to the 
Fund had been.made earlier. Coming to the Fund early pould less any 
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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CONFlIJENTIAL 

In a letter dated May H, 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 
SUR ':>7.J5 million. If fully purchased, this would bring the Fund's holdings 
of escudos to 267.8 per cent of the new quota of SDR 172 million, or 150 per 
cent of quota after excluding purchases under the oil and corapensatory financing 
facilities. The stabilization program that forms the basis for this request 
was discussed with the rortuguese authorities in Lisbon in the period from 
March 29 to April 29, 1978 by a staff mission comprising Hans Schmitt (EUR), 
Peter Engstrom (ETR), Brian Stuart (EUR), Claire Craik (EUR), and as secretary, 
Kathleen Delauder (ETR). 

I. Fund Relations 

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

Portugal's old quota was SUR 117 million. The gold tranche of 
SUR 29.25 million was purchased in July and December 1975 and two purchases 
totaling SUR 114.8 million under the 1975 oil 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 SUR 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 (SUR 42.4 million or 36.25 per cent of Portugal's 
old quota of SUR 117 million) in April 1977, and the full amount was drawn in 
May 11J77. Portugal's new quota is SDR 172 million. Of the additional subscrip­
tion, :L.S per cent is being ·paid in the currencies of other members. After the 
payment 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. 
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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 b.l per cent in early May 1978, the authorities announced l . ..__J 
that the escudo would be allowed to depreciate at a monthly rate of about 
1.25 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 JO 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 Q 
beginning in 1979. 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/lUU, 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. l) 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 Devel~ments 

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 oil prices abroad, by the revolution 
at home, the loss of colonial markets, and the onset of a major world reces­
sion. In relation to GOP, an external current account surplus equivalent to 
3 per cent in 1973 was turned into deficits of 6 per cent in 197S and 9 per 
cent in 1977. The overall balance on nonmonetary transactions changed from a 
surplus of US$3L8 million to deficits of US$1,Ul4 million and US$1,480 million 
over the same years. As a result, a net foreign asset position of the banking 
system of US$2,900 million at the end of 1973 changed to a net foreign liabi­
lity position of US$1,100 million at the end of 1977; in both these figures 
gold is valued at the equivalent of SOR 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. In 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$770 million in 
lq77. 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 
1977. 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. 
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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 1973 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 
cut in real wages. However, in the short run at least, such an adjustment 
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. Its overall balance swung from a surplus equi­
valent to 2 per cent of GDP in 1973 to a deficit equivalent to 11 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 impact of the events of 1974 also led to a marked loss of confidence 
in the monetary system. Compared with 1973, 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 1977 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 system rose to 45 per cent in 1975, and despite corrective measures 
remained at 35 per cent in 1977. 
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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 197b, 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 
197b to US$8UU million. A modest inflow of autonomous capital was expected 
to restrict the overall deficit to about US$650 million. In the event, the 
external situation far from improving deteriorated further, with both the 
current account and overall deficits expanding to almost US$1,50U million in 
1977, or 9 per cent of GDP. 

a. The policy packa~ 

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 frozen for a year. The public sector 
budget for 1977 had already provided for a reduced current deficit, with little 
change projected 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-

,,.--1 mobile parts, household appliances, coffee, and bananas, and the 60 per cent 
\. __ ,,i surcharge was extended to an additional 1 per cent of imports. 

b. The domestic econ~ 

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 1977, mainly because 
of the weather. Manufacturing output, on the other hand, grew by more than 
9 per cent during 1977, to well above its previous peak in early 1974 (Chart 2), 
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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 1974. 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. 

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 197) (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 
rievertheless 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. Fisca-!:_p_olicy 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.!/ 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 11 per cent to 9 per cent of nominal GUP. 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 
originally been anticipated, the 
the same as originally foreseen. 

1./ The .1pub1ic sector" concept 
social security system, and other 
nationalized enterprises. 

1977 budget expenditure to 1978 than had 
total financing requirement remained about 
However, only Esc 4 billion, rather than an 

includes and local governments, the 
administrative agencies, but excludes 
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expected Esc lb billion, could be financed by borrowing from the nonbank 
public. This development reflected the general unattractiveness of financial 
ass.eta 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 .'.:>2 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 raajor 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 r, 
increase in imports. As tourists took. advantage of low Portuguese prices 1 '"-_,; 

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 Q 
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$400 million, compared 
with about US$b0U 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~S00-750 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$5J1 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$4UO 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$1,3Sb million, including US$1,025 million of gold 
valued at the dollar equivalent of SDR 35 per ounce. At the end of March 
1918, 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, mediuni-term and long-term external debt was estimated 
at about US$l,9b8 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 US$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. 

J. 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 ti). When this no longer proved adequate, the need for further measures 
became apparent, and a supplementary policy package was introduced on 
August :l5, 1977. 

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 



- 10 -

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. 

Uespite 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. Nevertheless, 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 US$1,500 million. 

III. The Stabilization Program 

0 

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 1977 to contribute a total of about US$750 million in medium- c=) 
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 1Y78 (the base year) to US$1,000 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 US$1,350 million to 
US$80U million between the same periods (Table 9). An overall deficit of that 

Austria, Canada, France, Germany~ Italy, Japan, 
Norway, 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 L 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 com.petition 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 pet 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 
autoqatic 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 10 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 international 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. 

In order to achieve the qesired 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. Ex~hange 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 
l.lS 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 no 
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 
~-10 per cent observed in the preceding years. The containment of inflationary 
pressures at just below last year's rates, combined with the cumulative effect 

Calculated in terms of the local currency cost exchange 
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 ~roduce this effect. The targeted overall balance of payments 
deficit of US$800 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 'billi.on 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. Tl1ey intend, however, 
to seek to avoid that by a flexible management of interest rates. 

The monetary authorities 1 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 meisures, 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 53 billion, though as a per cent of GDP it will 
decline from 8 per cent to 6 per cent. The amount financed by the banki~g 
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 redµce 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
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 ave·rage 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 
ot the consequent 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 
2S 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 ~-/ 
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 restriction.s 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 lO 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 slo.wed 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 Gov.ernment 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 t.han US$1,000 million in the year to March 31, 1979. Gross domestic 
p~qduct in real terms may expand by about 1-2 per cent with the deflator 
rising by 25 per cent, slightly less than the year before. Domestic expendi-· 
t1.pr-.e 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 
lop.g-term borrowing is thought already to be in prospect. With the proposed 
mo;i;1etary 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 maladjustments in the economy; thus, it is mainly through 
policies to overcome these that the external 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 

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 faced with the necessity of bringing the deficits in line with 
available mediuirr-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 economic 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 importance 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. 
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The policy mix chosen by the Portuguese authorities consists of flexi­
bili.ty 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
mined by their target for the overall balance of payments deficit, and further 
adjustments 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 inflationary 
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. 



- 18 -

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 expansion 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 1 s cur­
rent balance should once 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 requirements 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 lU 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 hanking 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 restricU.ons that was built up in recent years, and 
hopes that, as part of a more 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 confidence, 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 
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the spending of ·autonomous institutions not wholly µnder Treasury control. It 
is essential that the aut_horities tighten their control over the operations 
of these institutions. For if the projected decline in this residual were to 
fail to materialize, the overall credit ceiling could not be mainta.ined 
without a commensurate reduction iQ credit to the private sector that would 
make the latter very tight. 

A second risk concerns the projected decline in the value of imports. 
Over the l_ast six months, imports have been artificially held down through 
delays in granting import licenses, a state of affairs which will be correcte~ 
by Jqne 3U, 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 :i,s in this area that the flex;i.bility in in_terest rate 
pol;i.cy 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, t:he level of indebteq.-

. ness and the d_eht service ratio have begun to be worrisome. It is i111port;i:i.nt, 
not le_ast for confiden.ce r.easons, that the maturity structure qf debt b~ 
improved and that there be no further increase :j.n short-term indebtedness, 
The authorit_ie$ are aware of the problem and of the need to avoid borrowLo,g 
abroad for purposes other than productive inv~stment. 

A final risk conGerns 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 th;:lt are currently 
providing balance of payments assistance. The staff also notes the intent~on 
of the authorities to restore automa.tic authorization of imports not subject 
to quantitative restrictions, to-start phasing out the 30 per cent import;· 
su,rcharge, and not to increase the overall restrictiveness of the impqrt 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. 

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 shoµld 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 f9llowing decision is s~bmi.tted for consideration by 
the Executive Directors: 

],. The Portuguese authoritiei, have requested a stand-by arrange-

m.ent f~i;- one yea;r from -------- 1978 and for the eqt1i.vqlen,t 

of Sl)R 57 .35 ~ilJion. The Fund approves the stand-by arrangement 

annex~d t~ E~~/78/228, Supplement 1 (5/23/78), and grants any necess­

ary waiver of the conditions of Article V, S.ection 3( b) C+i.i), of the 

fi;n.:icle~ of A~r~~in.ent. 

2. . The F~n4 approves the 1;etention by Portugal of the remainin~ 

restriction$ on payments and transfers for curr~nt intern.ational 

ti;-ans~ctions a~ described in EBS/17/luU and EBS/78/228, Su~plement 1, 

u:ntil January 31, 1Y79. 
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Table 1. National Accounts, 1973-77 

1973 1974 1977 1/ 
Program Out turn-

1975 1976 
(In billions 
of escudos) Percentage change at constant prices 

Private consumption 

Public consumption 

Total investment 

Fixed capital formation 
S tockbuildin~/ 

Domestic expenditure 

191.0, 

37.0 

74.0 

57.0 
17.0 

302.0 

Exports of goods and nonfactor services 73.0 

Imports of goods and nonfactor services 93.0 

Gross domestic product at market prices 281.0 

Memorandum items: 
Partner industrial countries real GNP 

(trade weighted) 

Percentage change in gross domestic 
product deflator 

5.5 

10.0 

8.0 

17.0 

-6.0 

-4.0 
(0.1) 

6.0 

-16.0 

5.0 

1.0 

1.0 

19.0 

1.0 

6.0 

-46.0 

-14.0 
(-8. O) 

-8.0 

-16.0 

-25.0 

-l~.o 

-1.4 

16.0 

1.0 

14.0 

30.0 

1.0 
(5.0) 

7.0 

-1.0 

6.0 

6.0 

3.9 

20.0 

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

1/ Preliminary estimates. 

-3.0 

30.0 

2.0 

15.0 

-2.0 

5.0 

22.0 

1.0 

2.0 

33.0 

16.0 
(4.0) 

6.0 

10.0 

14.0 

6.0 

1. 7 

26.0 

2/ Change in the amount of stockbuilding, in constant prices, as per cent of previous years' GDP. 

I 

N 
I-' 



1974 
1975 
1976 
1977 

1976 
I 
II 
III 
IV 

1977 
January 
February 
March 

At>ril 
May 
June 

July 
August 
September 

October 
November 
December 

1978 
January 
February 
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Table 2. Prices and Wages 

(In per cent) 

Consumer Annual Earnings 
Prices_!/· in M;anufacturing 

28.0 41.0 
20.4 32.0 
18.0 19.0 
27 .o 18.0 

Consumer Prices.!/ 

Real Wages 
(l973 = 100) 

110.2 
120. 8 
121.8 
113.2 

Percentage change from 
preceding period 
(monthly average) 

Percentage chanr,e from 
year earlier level 

2.8 20.0 
0.4 14.4 
o. 9 , 12.6 
2.8 21.6 

1.0 16.5 
3.0 21.8 

10.0 30.9 

2.8 34.'8 
4.4 40.6 

-4.9 35.2 

-3.2 30.7 
0.3 26.6 
0.8 23.5 

2.6 24.0 
1.8 22.9 
1. 7 21.5 

4.2 25.9 
-1.1 20.2 

Source: Data provided by the Portuguese authorities. 

1/ Average of consumer prices (excluding rents) for Lisbon 
and Oporto. 

0 

0 



197.5 
Stock at 
year-end 

Net foreign assets 38.9 

Net domestic credit 392.4 

Public sector 52.6 
Private sector 339.8 

Money stock 391.9 

Other items, net 39.4 

Memorandum items: 
DoT'testic credit expan-

sion during previous 
12-month period in 
per cent of initial 
money Etock 18.8 

Annual percentage change 
in money si:ock 12.6 

Percentage change in in-
come velocity±./ -1. 8 

,,..----., 0 \..) 

Table 3. Monetary Survey 1975-77 

(In billions of escudos) 

1976 1977 
Program Outturn I 

Change during 

-34.4 -25.0 -57.6 -15.2 

102.6 130.0 159.0 31.4 

25.6 39.0 51.6 16.4 
77.0 91.0 107 .4 15.0 

68.8 105.0 105 .5 13.6 

-0.6 -4.1 2.6 

26.2 28.2 34.5 31.l 

17.6 22.8 22.9 19.n 

10.4 6.0 9.2 

---------· 

II III 
the period 

-16.8 -17.3 

35.2 39.1 

8.1 7.4 
27.1 31. 7 

26.9 24.7 

-8.5 -2.9 

33.8 34.6 

23.2 22.9 

Source: Data provided by the Portur,uese authorities. 

1/ Estimate, 
2/ Percentage change in nominal GDP divided by change in average money stock. 

t 

197s!f 
IV I 

-8.3 -13.4 

53.3 23.1 

19.7 10.0 
33.6 13.1 

40.3 18.8 

4.7 -9.1 ·I 

N 
w 

34.5 31. 8 

22.9 23.3 



Table 4. Public Sector Finances, 1973-77 

(In billions of escudos).!/ 

Current receipts 
Direct taxes and contributions 

to the social security system 
Indirect taxes 
Other 

Current expenditures 
Goods and services 
Subsidies 
Transfers 
Interest on public debt 

Current balance 

Capital receipts 

Capital expenditures 
Investment 
Transfers 
Net lending 

Capital balance 

Other treasury operations, net 

Overall balance 

1973 

63.5 

28.6 
30.4 
4.6 

54.8 
37 .1 
2.9 

13.6 
1.2 

8.7 
(3.1) 

12.2 
~ 

5.3 
0.5 

-8.2 

5.4 

5.9 
(2 .1) 

1974 

77.8 

35.8 
37.3 
4.7 

76.5 
49.1 

7.6 
18.3 
1.5 

1. 3 
(0.4) 

4.5 

13.5 
-r:a 

3.8 
1. 9 

-9.0 

-1.6 

-9.3 
(-2. 8) 

Source: Data provided by the Portuguese authorities. 

1975 

93.2 / 

47.1 
41.8 
4.3 

102.6 
58.0 

7.5 
34.3 
2.8 

-9.4 
(-2.5) 

4, 0 / 

15.9 
10.3 
6.1 

-11.9 

-20.2 

-41.5 
(-11.0) · 

1976 

127.1 

57.5 
62.2 

7.4 

149.3 
78.5 
19.3 
46.3 
5.2 

-22.2 
(-4.6) 

4.4 

33.1 
14.9 
8.8 
9.4 

-28. 7 

-2,0 

-52.9 
(-11.1) 

'}._/ Numbers in parentheses are per cent of GDP at market prices. 

0 CJ 

1977 
Program 

163.1 

80.9 
73.1 
9.1 

181. 7 
104.2 
12.5 
53.0 
12.0 

-18.6 
(-2. 8) 

10.0 

48.2 
34.4 
10.9 
2.9 

-38.2 

-56.8 
(-9.0) 

Outturn 

173.6 

80.5 
82.1 
11.0 

182.1 
95.0 
21. 7 
53.9 
11.5 

-8.5 
(-1. 3) 

5.3 

41.5 
31.9 
7.9 
1. 7 

-36.2 

-53.9 
(-8.5) 
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Exports 
Unit values (per cent change) 
Volumes (per cent change) 

Imports 
Unit values (per cent change) 
Volumes ·(per cent change) 

Trade balance 

Nonfactor services, net 
Of which: 
Tourist receipts 

Capital income, net 

Private transfers, net 

Current account balance 

Capital account balance 

Overall balance 

Table 5. Balance of Payments 

(In millions of U.S. dollars)..!/ 

1973 

1,843 
23 
15 

2,753 
17 
15 

-910 
(-8) 

68 

550 

86 

1,097 

341 
(3) 

-13 

328 

1974 

2,289 
28 
-3 

4,279 
47 
6 

-1,990 
(-15) 

-66 

514 

120 

1,112 

-824 
(-6) 

190 

-634 

1975 

1,935 
-2 

-13 

3,606 
8 

-26 

-1,671 
(-11) 

-169 

359 

-14 

-817 
(-6) 

-197 

-1,014 

Source: Data provided by the Portuguese authorities. 

1/ Numbers in parenthesis are per cent of GDP. 
2/ Preliminary estimate. 

1976 

1,823 
-10 

5 

3,932 
-5 
15 

-2 ,109 
(-13) 

26 

332 

-133 

972 

-1,244 
(-8) 

-42 

-1,286 

1977 2/ 
Program Estimate-

2,227 
7 

15 

4,054 
7 

-2 

-1,827 
(-12) 

75 

400 

-162 

1,102 

-812 
(-5) 

174 

-638 

2 ,031· 
5 
6 

4,562 
2 

13 

-2,531 
(-15) 

77 

405 

-177 

1,136 

-1,495 
(-9) 

15 

-1,480 
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Table 6. Financing the Current Account Deficit 

(In millions of U.S. dollars) 

1976 1977 

Current account balance -1,244 -1,495 

Medium-term and long-term 
capital, net 541 414 

Government 31 72 
Government guarantee 89 107 
Other private 370 165 
Bank borrowing 41 74 
Bank assets -4 

Basic balance -703 -1,081 ---
Residual, errors and omissions -583 -3991/ 

Short-term financing --- 472-
Other -871 

Overall balance -1,286 -1,480 

Monetary movements 1,286 _b.480 
Bank of Portugal 1,065 836 
Other banks 221 644 

Source: Data provided by the Portuguese authorities. 

1978 
Year ending 

March 

-1,485 

535 
82 

152 
251 
54 
-4 

-950 

-382 ----

-1,332 

1,332 
760 
572 

1./ May include some short-term borrowing with commercial bank 
guarantee that is also shown as borrowing under "Monetary movements-­
Other banks." 

·~ 
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Table 7. Medium-Term and Long-Term External 
Debt Outstanding!/ 

(In millions of U~S. dollars) 

Government 
Bonds 
Multilateral loans 
Bilateral loans 

2/ Government p,uarantee-
Private banks 
Bonds 
Multilateral loans 
Bilateral loans 
Supplier's credits 

Other private 

Total 

1975 

223.5 
38.0 

185.5 

370.8 
205.5 

26.8 
60.4 
63.6 
14.5 

533.0 

1,127.3 

1976 
End-period 

257.4 
30.4 
22.9 

204.1 

505.6 
317.6 
23.1 
94.9 
54.7 
15.3 

761.0 

1,524.0 

Source: Data provided by the Portuguese authorities. 

1977 

336.8 
26.5 
53.6 

256.7 

705.4 
446.3 
67.6 

123.4 
48.2 
19.9 

926.0 

1,968.2 

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 Foreir,n Assets of the Banking System 

(In millions of U.S. dollars) 

Bank of Other Total 
Portugal Banks 

1977 
January -102 -42 ...;.144 
February -105 -70 -175 
March --6 7 -66 -133 ----

1st 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 -78 ---

4th quarter -87 -153 -240 ----
Annual total -836 -644 -1,480 

1978 
January -89 -lil -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. 

/~ 

'--" 

':J 
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Table 9. Balance of Paymen~s Forecast 

(In millions of U.S. dollars).!/ 

Exports 
Unit values (per cent change) 
Volumes (per cent change) 

Imports 
Unit values (per cent change) 
Volumes (per cent change) 

Trade balance 

Nonfactor services, net 
Of which: 
Tourist receipts 

Investment income 

Private transfers, net 

Current account balance 

Medium-term and long-term capi­
tal, net 

Residual, errors and omissions 

Capital account balance 

Overall balance 

1976 

.l.823 
-10 

5 

3,932 
-5 
15 

. -2 ,109 
(13) 

26 

332 

-133 

972 

-1,244 
(8) 

541 

..;.593 

-42 

-1,286 

1977 

2,031 
5 
6 

4,562 
2 

13 

-2,531 
(15) 

77 

405 

-177 

1,136 

-1,495 
(9) 

414 

-399 

15 

-1,480 

197;:J 197()d./ 
Year ending March 

2,097 
6 
7 

4,652 
4 

13 

-2,555 
(15) 

119 

403 

-217 

1,168 

-1,485 
(9) 

535 

-382 

153 

-1,332 

2,430 
7 
8 

4,730 
7 

-5 

-2,300 
(13) 

325 

530 

-325 

-1,000 
(6) 

498 

-298 

200 

-800 

Sources: Data provided by the Portuguese authorities; and staff esti­
mates. 

1/ Numbers in parenthesis are per cent of GDP. 
2/ Preliminary estimate. 
11 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. Q() 15.00 19.00 
1-2 years 6.50 9.50 10.50 10.50 12.00 16.00 20.00 

Standard lending rates·!/ 
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 ll.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. The types of projects which receive subsi­
dies have changed through time, An interest rate surcharge is applied on loans for the purchase 
of consumer durables. 

0 
(' \J 

I 

I.,.) 
0 
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Table 11. Monetary Program 

(In billions .E.L.!_scudos) 

----------
1975 1976 1977 197p}/ 1979'?:../ ------- -·---Stock December March ·-----at Change during year ending in: 

year end 

. Net foreign assets 38.9 -34.4 -57.6 

Net domestic credit 392.4 102.6 159.0 --Public sector 52.6 25.6 51.6 
Private sector 339. 8 77.0 107.4 

Monetary liabilities 391.9 68.8 105.5 

Other items, net 39.4 -0.6 -4.1 

Memorandum items: 
Domestic credit expansion 

in per cent of initial 
money stock 18.8 26.2 34.5 

Annual percentage change 
in money stock 12.6 17.6 22.9 

Percentage chanj; in in-
come velocity_ -1. 8 10.4 9.2 

Source: Data provided by the Portuguese authorities. 

1/ :Zstimate. 

-55.8 -37.4 

150.7 134.3 
45.2 44.0 
105.5 90.3 

llO. 7 83.9 

-15.8 13.0 

31.8 23. 0 

23. 3 14.3 

7.5 

2/ Program. 
3/ Percentage change in nominal GDP divided by change in average 

money stock. 



Net foreign assets 

. 4/ 
Net domestic credit-

Government, net!!./ 
Private sector 

Monetary liabilities 

Other items, net 

Memorandum items: 41 Net foreign liabilities-
(In millions of U.S. 

dollars) 

Table 12. Phasing of Monetary Program 

(In billions of escudos) 

1977 1978 
December.!/ March27 June37 September]] 

-53.1 -66.5 -78.1 -86.0 

654.0 677.1 701.6 738.6 
129.8 139.8 143.8 148.8 
524.2 537.3 557.8 589.8 

566.2 585.0 595.3 618.8 

34.7 25.6 28.2 33.8 

1,352 1,656 1,922 2,092 

Sources: Data provided by the Bank of Portugal; and staff estimates. 

1/ Actual. 
2/ Estimate. 
3/ Projection. 
'"§..I Performance test. 

0 0 

1979 
December!/ March}/ 

-95.9 -103. 9 

795.7 811.4 
166.8 183.8 
628.9 627.6 

656.7 668.9 
I,,.; 
N 

43.1 · 38.6 

2,297 2,457 
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Projection of Public Sector Finances 

(In billions of escudos)·!/ 

1978 1979 
Year ending in March 

--------------------------·-----------
Current receipts 

Direct taxes and contribution to 
the social security system 

Indirect taxes 
Other 

Current expenditures 
Goods and services 
Subsidies 
Transfers 
Interest on public debt 

Current balance 

Capital receipts 

Capital expenditures 
Investment 
Transfers 
Net lending 

Capital balance 

Other treasury operations, net 

Overall balance 

li6.2 

80.3 
84.9 
11.0 

185.2 
96. 3 
22.4 
55.2 
11. 3 

-9,0 
(-1. 3) 

5.4 

40.5 
31.9 

7.9 
0.7 

-35.1 

-9.6 

-53.7 
(-8.0) 

Source: Data provided by the Portuguese authorities. 

233.6 

109.4 
111.6 
12.6 

228.4 ---113.5 
28.2 
59.2 
27.5 

5.2 
(0.6) 

3.8 

56.0 ---
38.7 
6.3 

11.0 

-52.2 

-6.0 

-53.0 
(-6. 3) 

l./ Numbers in parentheses are per cent of GDP at market prices. 
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Table 14. National Accounts Forecast 

1978 1979 1979 --------In billions Volume neflatoc 
of escudos Percentage change 

Year ending in March 

----
Private consumption 502 634 26 

·Public consumption 96 114 19 

Investment 167 192 -9 26 
Fixed capital information I35 176 41/ 26 
Stocks 32 15 -F 26 

Domestic expenditure 765 940 -2 25 

Exports of goods and services 109 153 10 27 

Imports of good~ and services 206 246 -6 27 

Gross domestic product at 
market prices 668 847 1 25 

Sources: Data provided by the Portuguese authorities; and staff esti­
mates. 

]J 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/~/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 1 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) 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, 
Section 8(b): 

(i) may be made at any time; 

(ii) will be expectE?d 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 time of the repurchase Portugal 
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 made in equal 
quarterly installments during the period 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 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 Fund at the time of the repurchase 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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TO 

FROM 

Office Memorandu,rt 

The Managing Director 

Hans Schmitt 

/:. 

SUBJECT: Portugal--Wages and "Employment 

DATE: :May 23, 1978 

The following summaries of wage policy and the unempioyment 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 

Postrevolution.ary governments in Portugal. have int~oduced a number· of 
measures· that operate directly on .the labor market to effect a redistribution 
of income. In May 197L,, a legal minimum wage was introduced. As 50 per cent 
of the nonagricultural labor force was earning_less than the minimum wage, this 
measure had. a major.impact on wage costs. The minimum wage was raised by 21 µer 
cent in June 1975,' i2 per cent in January 1971, 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. In addi.tion to this 
direct control of the minimum wage of workers whether o.r .not they are unionized,, 
the Government has unde.rtaken to limit the wage increases that resul;t from th~ 
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 inc:lude 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 Ministry of Labor where 
the rate is still estimated to be much higher. 
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The lack of solid information oh how the postrevolutionary downturn 
and subsequent recovery in economic activity affected employment makes any 
estimates of the eftect 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 lim:it 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 
rnn at least, domestic employment will probably be affected particularly in 
small-sized and medium-sized firms whose 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 industries· with substantial disguised 
unemployment will not be greatly affected. 

cc: Deputy ¥..anaging Director (o/r) 
Mr. Whittome (o/r) 
Mr.\Pfeifer 
Mr. \almer/ 
Mr. w•,re .. J 
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DOCUMENT OF lNTERNATIONAL MONETARY FUND 

AND NOT FOR PUBLIC USE 

To: Members of the Executive Board 

From: The Secretary 

Subject: Portugal - Request for Stand-By Arrangement 

FO~ 
AGlENrDA 

CONFIDENTIAL 

May 9, 1978 

Attached for the information of the Executive Directors is the 
text of a letter dated May 9, 1978, from the Government of Portugal 
requesting a 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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Dear Mr. Witteveen, 

EBS/7'6/ 228 
Corrected: 5/22/78 

Lisbon, Portugal 
Hay 8, 1978 

1. The pressures on Portugal'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 maladjustments 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 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 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. Before making purchases under this 
stand-by arrangement, the Banco de Portugal will consult with the Managing 
Director on the icular currencies to be purchased. 

3. The purpose of this request is to support the stabilization program 
recently adopted by the ~overnment 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, monetary, 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$1,50U million in the period 
April 1977-March 1978 to about US$1,UUO million in the period April 1978-
March 1979. Net non-monetary capital inflows are expected to increase from 
US.;,1.')U million to LJS$2UO 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 
197.'), 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 irrcreases 
which moderated substantially in 1976 declined further in 1977, in line with 
the 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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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 1977. 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 197b, to 
US$1,4~5 million or about 9 per cent of GDP in 1977. The overall deficit 
rose from US$1,268 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 
valued at the traditional price. 

6. The Government considered it appropriate, 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.U 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$1,3'.:i2 million on December 31, 1977, to exceed US$1,922 million on June 30, 
197U; US$2,U92 million on Sept~mber 30, 1978; US$2,297 million on December 31, 
197t; and US$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 
rates W!:!re raised in both February and August 1977. The Government decided 
on further substantial increases in May 1978, when the discount rate of the 
Banco de Portugal 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 19 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 Z-3 percentage points, so as to minimize the impact 
of credit restraint on these vital sectors. The authorities consider these 
rates 1~cessary 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 3:!. 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 
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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 permJ.tted 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 
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 30i 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 
rediscouut 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. In 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. 
Af~er 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 st&nd-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 
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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. Legislation 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 Government 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 \.__j 
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 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 
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 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 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 
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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 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 Government 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 ~overnment 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 in 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 
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January 1, 1979 in which understandings qave 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 reach1ng 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 
addition, after the period 0£ 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. 

Dr. Vitor Constancio 
Minister of Finance 

and Planning 

Sincerely yours, 

Dr. Jose da Silva Lopes 
Governor 

Banco de Portugal 



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 authorities of.Portugal on the 
policies and measures 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 E::cecutive Boa.rd 
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 form.ally 
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 International l"Ionetary 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.s. Executive Director 
International Monetary Fund 
Washington, D.C. 20431 

bee: The Managing Director 
Mr. Pieske 
1''1r. Ruding 
Mr. Gold 
M:r. Whittome 
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MINISTERIO DAS FINANc;:As 

GABINETE DO MINISTRO 

Dear Mr. Witteveen~ 

ORIG: EURO 
CC: MD 

DMD 
MR. DINI 
LEG 
RES 
TRE 
ETR 
SEC 

Our letter of intent date May 8 1 1978~ describes 

the Government's stabilization program that supports the Banco de 

Portugal's request for a stand,by arrangement with. the Fund in 

the second credit tranche. This side·detter interprets: the meaning 

of paragraph. 18 of that letteri 

The paragraph. commits ui:t to review tlie 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 by the Executive Board of the 

Fund should take place not later .than~J~nuary, J,219"~ha.ndt llbba:t~ the Banco de 

Portugal will not request any drawings under the stand,by arrangement 

a':fter January 1, 19 7 9, until the required understandings are reached, 
.. 

·· -·- The Portuguese authorities understand that the 

exchange rate question will be a central topi.c in that review. As you · 

know~ .. P~rtugal adopted a crawling peg syst·em 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 will buy and 

sell forward exchange has been abo~ished. Exchange rate policy is now 

gui:dedby the Government's decision·not to allow the net foreign 

liabiliti'es of the banking syst.em to rise beyond the limits specified 

in paragraph 6 of the letter of intent. 

'--
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MINISTER(O DAS FINANyAS 

GABINETE DO MINISTRO 

The Portuguese autho:riti'es accept that I!leeting Sl.lch.· a, b,dance 

of pa¥ll1ents test will require g further p1;ogressive depreciation of 

the escudo during the program year. For this purpose they underta,ke 

to depreciate the effective exchange ra,te. by no less than the arg.ounts 

given·in .th.e attached schedule, The adequacy of th~e present schedule 

of minimum effective depreciation -rates will be reconsidered during 

the January 19.79 review with the Fund. 

Lisbon, 8th May, 1978 

Dr. Yitor Constancio 

Minister of Finance and Planning 

Dr. J9s~ da Silva Lopes 
.e9vernor 

Banco de Portugal 

2 
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MINISTERIO DAS FINAN<;:AS 

GABINETE DO MINISTRQ 

Dear Mr. Witteveen, 

ORIS-: EURO 
CC: MD 

DMD 
MR. DINI 
LEG 
-RES 
TRE 
ETR 
SEC 

1. The pressures on Portugal's balance of payments have continued 

·-f :,-----~:-

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 maladjustments in the economy. In · 

fact, it is mainly through a policy directed to overcome these structural 

problems of the economy that the external imb~lance 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 t'o provide a solid' foundation for long-term economic reconstruction 

and development in Portugal. Accordingly, the Government of Portugal 

authorizies the Banco de Portugal to' request a stand-by arrangement from 

tut?;_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 a~ount equivalent to SDR 57.35 million. 

Before making purchases under this stand-by arrangement, the Banco de 

l'_9rtugal 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 
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GABINETE DO MINISTRO 2. 

a positive rate of growth of the economy to keep unemployment in check. 

These objectives are to be achieved through ~iscal, monetary, 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 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 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 chise to 6 per cent. It is estimated that a 

comparable expansion 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 reduc~d 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 

~maintenance of some import restrictions, a continued high rate of 

increase in domestic demand, due to the recovery of production arid 

investment and t}:le speculative accumulation of stocks, contributed to a 

further increase in the trade deficit to US$ 2,530 million in J977. 

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 GDP in 1977. The overall deficit ro~~ from US$ 1,268 million to 
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US$ 1,462 million, largely financed by c.ompensatory borrowi~g and the use 

of gold reserves. As commercial banks also increased their foreign 

liabilities, the net foreign assets of the banking.system tu~ned negative 

in early 1977, if the official reserves of gold are valued at the 

traditional price~ 

6. The Government considered it appr~ptiat~,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 }s'. 

of 14.3 per cent in the 12 months through April 1978. A fu:r;ther 

adjustment of_}.O per cent in the effective exchange rate was made in 

early May 197~.. 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 

ba!lking system, which stood at TJS$ 1,352 million on December 31, 1977, 

to exceed US$ 1,922 million on June 30, 1978; US$ 2,092 millio_n on 

September 30, 1978; US$ 2,29-? million on December 31, 1978; and US$ 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 rates ~ere raised in both_FebruarY." and August 1977. 

The. Gc>vernment decided on further substantial increases in Ma:r 1978, when 

the discount rate of the Banco de Portugal was raised from a range of 

13.,--18 per cent toa range of 18-:--23 per cent! Interest rates on time 

deposits were raised by 4 perceptag~ points to levels of 19 per cent 

and up on deposits of six months or more. Basic lending rates were 

raised 3 .S percentage points, but those for housing by only b:2 percentage 
.. ' ~- . 

points, and those for agriculture, exports and priority investments,by 

2..,.3 percentag.e pnints, so as fo minimize the impact of credit restraint 

on these vital sectors, The c:1-uthorities consider these rates ~ecessary 

-. 
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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 

prospectiile, 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, bu:.t is· expected to be reduced to about 18 per cent against 

an anticipated growth in nominal GDP pf about 27 per cent in the year 

to March 1979. Taking this into account along with the target for the 

b~lance 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 JOI. 6 billion on or before June 30, 1978; 

Esc 738.6 billion cin or before September 30, 1978; Esc 795.7 · billion 

on or before December 31, 1978; and Esc 811.4 bil1io~_on or before 

March 31, 1979. The resulting increase in riet 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 

indicative credit ceilings on individual banks and are prepared to make 

them mandatory should the need arise. To tighten credit control, domestic 

bank l~nding in escudos but denomih~ted 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 ye'ar:· Esc 143 .6 billion by June 30, 1978; ·. 

Esc 143.6 billion by September 30, 1978; Esc 151.0 billion by December 

31, 1978; and Esc 149.2 billion by March 31, 1979. ·To ensure tnat these 
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limits are kept, the monetary authorities have gradually reduced 

red.iscount quotas and introduced an 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 

5 

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 ov:~r what they would otherwise 

have been. In -addition, the administered price increases..: referred 

to in paragraph 12 below, w:i:'11 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 publi'c sector will be achieved
0
for the first time since 1974. 

There is still to be a rise in teal capi,'tal expenditures, resulting 

mainly from an increase in equity capital subscriptions to publi~ enterpr:i.ses. 

Although the overall deficit of the public sector will thus remain 

unchanged in nominal terms, it will decline further in. relation to <::DP to 

6 per' cent in the year. to March 1979. 

11. The authorities intend to t~ke every precaution tq ensure that 

these budget outturns are real:i,zed, The revenue effort will be 

supplemented: ~.8 necessary to make up for any revenues lost as a result 

of the p!iasing out of the i'Jlport surcharge referred to in paragraph 

15 below. Furthermore, an¥ revenues. fro!!.l ~xist-:i,ng taxes that ma¥ 
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exceed budgeted amounts wi'll be used to reduce the public sector deficit 

and not to finance additional experiditures. !inally, during the period 

of tlie stand~by arrangement, the use of government securities to_ 

discharge tax obligations· will be limited to arrears direct taxes prior 

. to 1977, as presentl:y- permitted by law. Thus, after allowing for other 

sources of finance, the net claims of the banking system on the public 

sector? the total 9f which amounted to Es.c 129.8 billion on December 

31, 1977, will not be permitted to-rise above Esc 143 ,8 billion on or 

tfefore June 30, 1978; Esc 148.8 billion·on or before September 30, 1978; 

Esc 166.8 billion on or before Decemb'er 31, 1978; and Esc 183.8 billion 

on or before March. 31, 19.79., 

12. To take account of increas:i,:ng costs and t9 111oderate the need 

for government 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 essencial food products, which. had bee_n frozen since 

February 19.77, were raised by more than 20 per cent. To ease the 

adjustment, the l!lini.mu111 wage, whi,ch h4d remained unchanged· since January 

19.77? was· raff3ed by- approximately 30 per· cent? unemployment benefits were· 
' .-

increased b:y- about 25 per cent? and pensions were. rai.s.ed by up to 22 

per cent. To help contain cost incr~qs.es in the future? however., wage 

polic:y- will have to remain firm,. and legislati'on w,as therefore p?ssed . 

in April of this year limiting incre4ses. in contractu4l w4ges to 20 per 

cent in 1978, and requiring a minimum contract period ()f 12 rp.onth,s. 

Legislation was also passed in August 1977 allowing firms in financial 

distress to suspend wage contracts their work f9rce concurs, 

.-.:.•, 

13. Portugal's extern4l 111ediu111 and long~term debt? excludi~g 

obligations of th.e ba,nking system? increa,:sed fro!!l IJS$ 1?125 millic.:m at 

the end of 19.75 to US~ 1,469 million at th.e end of 1976 and further to 

US$ 1,848 million at the end· of 1977 ~ :Most of this is etther guaranteed 

l:i'y the Government or an obligation of public enterprises, including 
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enterprises brought within the framework of the public sector since 1974, 

but n~t officially guaranteed. The ratio of,debt servic~ payments to 

exports of goods and services is estimated at 15 per cenf in 1977 and is 

e~pected 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 tb US$ 717 million 

at the end of 1977. The Government will seek to avoid aty further 

increase in such· short~term debt during the program year. It will 

strengthen its efforts to avciid excessive external indeb edness and to 

improve the maturity profile, by continuing its policy of monitoring 

overall external debt developments and of coordinating foreign borrowing 

by public sector agencies and enterprises. Par.ticular ~ttention will 

be paid to limiting external borrowing to the financing tf productive 

investment projects • 

. 14. All imports are effE;~ted on the bas.is of import Iulletins, which 

for imports not subject to quantitative restrictions sere a statistical 

purpose and enable the importer to obtain the necessary oreign exchange. 

For imports subject .to restrictions, the. bulletin is equ!valent to an 
i 

import license. Import, bulletins are normally issued wi'thout delay. 

However, in late 1977 the process of authoriz,ing import 1· ulletins was 

subject to somedelays, partly in conjunction wi'th the i troduction of 

new administrative procedures, As a result, .. a backlog o applications 

has· been built up and the Government is seeking, in coop~ration with 

priva. te. sector import. els, t~ devise m. eans· of eliminating.

1
i this.· prol'>lem. 

Already, the Government decided on May 2, 1978, that the ceforth all 

~applications for imports of raw ~ateri&ls and intermedia e goods would 

be authorized automatically, l:t is the intention of the!GovernmenJ: 

that this. automatic procedure will be extended, no h.ter I than June 30, 

1978, to all other categories of imports· not subject to 

restrictions, c:!:nd that b'y the same. dates 'the backlog of 

applications will have been fully eliminated,. 

tc;nti tative . 

T!.lport 
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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 covering about 29 per cent·,of 

to.tal 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 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 intends to. study alternative domestic tax measures with a 

view to phasing 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 i:.ate 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 19]7, All import quotas are strictly temporary 

and the Portuguese Government intends to rev:i'..'ew... them wi'th the Fund 

before the end of Januar:y 19.79 with a view to rea,ching understandings 

wrt-h. the Fund about steps to reduce or elimi,nate the restri'ctfyeness 

of ·1:hese quantitative import restrictions in 1919., 

17. Th.e Government est&blishes an annual fo:r:eign exch&nge budget 

~for its own operations as· wen as foreign excfo~nge budgets for the 

various state agencies· in charge of monopoI:r imports of certain ba,sic 
~---------

~oinmodities, primaril:y foo·d'stuffs. These budgets are, however~ ·only 

indicative and the Government intends to aJ:!lend these o.udgets frc;:,m time 

to time so as 1;o avoid restricting imports through
0

rati:oning of foreign 

exchange. The GoverllI!)~nt of Portuga,l does not intend to introduce 

any multiple currency practices, or any new restrictions~ or intensify· 
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existing ones, on pa¥ffients 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 pa¥ffients reasons. 

18. Given the many uncertainties of the irtternational 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 pe_riod of the stand-.:-by arrangement in which the 

ceilings on net foreign liabi_lities of the bank.ing system irt paragraph 

6, or the credit ceilings in paragraph 8, or the ceilings on government 

borrowing in paragraph 11 are not observed, or the intentions in the 

last sentence of paragraph 14, in the penultimate sentence of paragraph 

15, and in the ultimate sen1:_;nce 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 irtdi:cated in the ultimate sentence 

of paragraph 16 and in paragraph 18, the Banco de Portugal will not 

request any purchases under the stand,by arrangel!lent which wo_uld ndse 

the Fund's hQ.ldings of its currency beyond the first.<!redit tranche, 
. . - . ' ,,,. 

except afte.rreach1ng understandings with the Fund regarding the 

circumstances in wfiich such. purchases may be, made 0 ·_- :· . 

20. Tl:te Goverrunent'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 initi:ative of the Government or whenever th~ 

Managing Director requests. consultation oecause anr of the criteria 

in paragraphl9 above have not been observed or because he considers 

that consultation on the pr.ogram is desirable! In addition~ after 

the period of the stand,by arrangement and while any Fund holdings 

of escudos above th.e first credit· trancq_e 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 t;he initiative of the 

Government or at the request of the Managing Director, concerning 

Po-rtugal' s balance of payments policies, 

Lisbon, 8th May,- 1978 

Dr. , :Vi tor Constancio 

Minister of Finance and Planning 

Sincerely yo~rs, 

'--

Dr, Josg da Silva Lopes 
Governor: 

Banco de Portugal 

10 
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PORTUGAL: EXCHANGE RATE PATTERN 

Effective Exchange 
Rate 1 · 

(March 31, 1978 = 100.0) 

100.0 

101.0 

108.6 

110.0 

111.4 

115.6 

120.0 

124.5 

Percentage Depreciation 
in Effective Terms 

Since Preceding Date 

1.00 

7.50 
1.30 .· 

.1. 25 

3.8 

3.8 

3.8 

1. For purposes of calculating this index, the currencies and their weights are: 

y:'t'). 
l 

us dollar 

D.M. 

Sh. 

B.F. 

0.27327 

0.12812 

0:01116 

0.03193 

Can.$ 0.01329 

D.Kr. 0.01641 

Ptas. 0.03756 

F.mk. 0.01092 

F. 0.13996 y 0.02111 

f. ' 0.03740 N.kr. 0.01872 

£ 0.13515 S .kr. 0.05129 

Lit.0.04074 Sw; F. Q;03297 
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Office Memorandum 

The Managing Director 

L. A. Whittome / /J v-/ 
Portugal: Negotiations for a Stand.-by Arrangement 

in the Second Credit Tranche 

· April 17, 1978 
DATE,· 

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 19T7 (5.per cent of GDP), and the 
overall deficit to US$640 million. A group of. industd.al countries agreed 

,r, in June 1977 to provide about US$750 million in medium-term credits over an 
···~-j 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 Portu:guese 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 be 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 increasingly more 
formidable. 

Early this year it became clear that policies to limit the deficit 
to $800 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 current 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$800 million in the 
12 months from April 1978. These amounts seem financeable, although they would 
require gold sales of about US$150 million, or alternatively, additional 
foreign bank borrowing of a similar magnitude. 

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 
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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 cent and that of importsto fall by 
some 5 per cent. 

In order to 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 domestic 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 on 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 subceiiing 
on ~et 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 depreciation, 
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 tenns) would be consistent with the external targets. 

The need for external debt ceilings has beenlargely 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. , .. 

A problem remains with respect to import restrictions. Since the 
beginning at the end of 1977, import lincenses have been granted on a more 
restrictive basis than in the past. The magnitude of this problem is not 
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 c.an be obtained on the lines suggested above. 

cc: The Deputy Managing Director 
'\ 

Mr.·W~ 
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TO 

FROM 

SUBJECT : 

Office Memorandum 

The Acting Managing Director 

L. A. Whittome /~ 

Portugal 

DATE, February 10, 1978 

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 disquieti,ng .. 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. In 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 l!lillion assis­
tance. They have also been bor1:owing from international banks and they 
have rescheduled some coI!llllercial 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. Constancio 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 
th,;1.t 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 repiy 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 Managing Director December 12, 1977 

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.S. Government have just completed an inter~departmental review 
of their policy stance on Portugal. We have supplied the U.S. Treasury with 

(" our f:lguring to help them prepare their case. They now tell us that the 
c .,,I review concluded tha.t they should maintain their present support of the Fund 9 s 

position in Portugal and should not be unduly concerned about recent political 
developments in Lisbon. 

Attachment 

Depdty Managing Director 
\ 

Mr. w~ · 
cc: 
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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 October, the resignation 

from my functions of Governor of the Central Bank. When my 

decision. to resign was made known~ there was some speculatiori 

in the Portuguese press. One of the.newspapers attributed 

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 the IMF 

negotiations; that I consider those negotiations of 

the utmost importance to t~e Portuguese economy;and 

that I regret that their conclusion is being post­

poned by the present political crisis in Portugal; 

- that I am in no way in favour of an expansionary 

denand polic-y: in the present circumstances, because 

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 I intend to remain in the Central Bank until 

the negotiations with IMF are concluded (in the 

assumption that the conclusion will not be excessively 

delayed) and until the current political crisis is 

·over and the Government has had -a rea,soniihle pe1:.iod 

.. to appoint - my sJ1ccessor. 
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I am sending you this clarification about 

my position in order to avoid the misunderstandings th.:1.t 

might be created by the wrong news of some Portuguese news­

papers. I enclose two newspapers clips- which present my. 

· _views q_ui te correctly. 

Mr. Hans Schmitt 
International Monetary fund 
Washington, D.C. 20431 

Yours truly, 

Josi da Silva Lopes 
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snva lopes pede demissao a .· pr~i~ 
~ . . . . . . . 

,, ............ .. 

0 Saida nao es_ta relacionada com negocia~oes com F.M.I. · 
0 governador do Banco de 

Portugal, dr. Silva Lopes apre­
senlou em 10 de Outubro o pe­
dido de demissao do cargo que 
vem desempenhando, mas 
manter-se·a em funi:;:oes peto 
rnenos ale c;t;e se conch;am as 
negocia,;:oes com o. fundo Mo­
ne!ario Internacional. 

Oesmentindo uma noticia ho­
je publicada par um semana­
rio. segundo a qua! as razoes 
da demissao assen,ariam score 
"a d1ticuidade e o meiindre das 
negocia<;.oes em ci.:uso com o 
Fundo Monetario ln:ernacio­
r.J!". disse-nos esta rnanha Sil-

va Lopes: . 
"lsso nao e verdade. O meu 

ped,do de demissao nao tern 
nada a ver corn as negociac;;Oes 
corn o F.M.I. Eu cons,dero q:.ie 
elas sao necessarias e urgen­
tes e larnento que estejam a ser 
atrasadas pela crise poli:ica." 

. Um ma:utino afirmava por 
seu turno que a demissao se 
deve a "um cerlo menosprezo 
perl1lhado pelas entidades eco­
no~,cas governamentais quan­
ta as recomenctac;oas defendi­
das pelos.allos luncionarios do 
banco ceritral no Que resoeita 

as linhas furidamentais da eco­
nomia portuguesa". Silva Lopes. 
considerou nao terem funda­
mento estas afirmac;;oes decla­
rando, contudo. que nao consi­
dera oportuno divuigar, para ja, 
as causas da sua demissao. · 

Ad,antou. por oulro IJdo que 
e:as nao tern nada a ver ccrn a 
crise politica. ja c;ue. inclusiva­
mente. pediu a demissao muito 
antes do seu desenvoivimento. 

Para a!em disso. Silva Lopes 
di~se qua_ cont,nuara no cargo 
ate ao ltm das r.egocia<;.oes 
corn o Fundo Mone:ar10 Inter­
nacional e eventualmente ate 

que seja nomeado outro gover-. 
no ou se p1oceda a remode­
lac;;ao do actual, so abandonan­
do delinilivamente a func;ao de-
pois de cumpridos os comprb- i 
missos que assumiu e ce ser I 
nomeado um sucessor. . . 

Segundo apuramos a demis-
sao lunda-se em grande parte ·' em razOes parliculares a qua 
nao e alheio um cerJo cansac;o 
pela activida(;le desenvolvida 
desde 1975. data em que Silva 
Lopes loi empossado no cargo 
de governador do banco, suce­
dendo a Jacinto Nunes. 

·.'JI. WT/f .. ..: s,/2. . .;J.J. 
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fi If I POSSIVEU P.OllY;CA. f XP!tNSIOl~iSIA'" n. . . . . . . . . . . . ~ ... -, ·, ., . . . . .. : -: . . . . . . 
·--;,-(· «Nes~~.- alt~r; na~ ha utili~~d~· er~ ·r~vei~~ -~~--~1otivos da minha dec·i­
. sao», declarou hoje a ••A Capital». o dr. Jos~ da Silva Lopes, ao confirmar 

· · a noticia do seu pedido de demissao do cargo de governador do Banco de 
. Portugal, formulado no dia 10 de. Outubro passado em carta dirigida ao 
· ministro <las Finani;as. . · -': · :'. · . : , . . · .: .. ··. ·. . . , . · · · • 

0 dr. Jos_e da Silva lopes desmentiu, todavia, que na origem da sua 
decisao estejam as dificuldades das negociai;oes com o Fun-do Monetal'io 
·1nternacionaJ, como insinua o «Expresso». · ...... , :. ' . ' •. · · · ,.· ·. 
. Ora «isso nao e verdade)>, disse O dr. Silva Lopes~. que acrescentoti 

: a este respeito: ·«Eu considero que as negociac;:oes com o F. M;I. sao fun· 
_: damentais e lamento ate o atraso que elas estao a sofrer em corisequencia 

da conjuntura politica.n O governaclor do Banco de Portugal adiantou ainda 
.. que nao tern tambem qualquer fundamento a noticia de «O Dia», segundo a 
· qua! se poc!eria concluir que ueu defendo uma poJ1tica expansionista para 
:. a nossa econornia». E acrescentou: «Nas circunstancias actuais e impos- · 

srvel unia · politica expansionista pelos reflexos negativos que teria na 
· balanfa de pagamentos, o que n5o quer dizer que nao se possa seguir uma 

· . G~~tif !t,~:: exJ)_ansao . em .. sector es C0';1 m~_no:e_s . '.e:.'_ex_os _n,3,.. bala~c;:a 

· · .. , A uma pergunta ·do n·9sso redactor, o dr. Silva lopes, que se mantera. 
no cargo de governador _ate a conclusao das negociac;:oes com o f. 1\1.1 .. 

: e ate que o novo elenco gcivern.itivo, se for caso disso, estiver elll con• 
dicoes de nomear o seu sucessor, decfarou que esta «perfeit::imente de. 
ac·ordo com as posic;:oes defendidas pelo dr. Vitor Constancio, vice-gover­

, nador do Banco de Portugal, quando ha dias foi entrevistado na BTP,,. 
Recorde-se que Vitor Constancio justificou a poHtica cle contenr;ao cla taxa · . · 

d d Si!va Lo~es: · «E nossivel uma poHtica de expansao de crescimento da produc;:ao interna, coma uma forma de re u~ir o ese- ·. , r 
quilibrio da balanc;:a de pagament?s· .: · ... _; "·, .. . .. . ... . . · '-·~ .. __ e_m_s_e_ct_or_es_co:n meaor_es_re_l_icx_os na balan~a _cat;~ial 
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TO 

FROM 

SUBJECT : 

The Acting Managing Director 

Hans Schmitt tt7 
DATE: !1ay 18, 1977 

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 payw.ents 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 participant;_s is attac;:hed. 

We had been asked beforehand to supply an estimate of the size of the 
problem. I presented the attached table (with which the Portuguese, the EEC, and 
the IBRD expressed broad. agreement) and said that it should be pos~ible, with some 
additional effort, to contain the overall deficit within SDR i,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 Portugal. There remained the need for tempor­
ary medium-term balance of payments support to fill a gap between those two forms 
of assistance, which o.ur own present resources wei"e clearly inadequate to meet. 
We had just concluded a stand-by .:,irrangement in the first-·credit 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 11Witteveen 
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 ensure that disbursements under project assistanc.e 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 autunm. 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 c01m:nitment to maintaining the ''competitiveness 11 of Portuguese enterprises 
at home and abroa<l; (iv) a continued commitment to "open" trade and payments arrange­
ments; and (v) a contin.ued commitment to restoring the "normal" working of the mar­
ket mechanism. 

The United States representative then offered four characteristics he 
thought appropriate for the additional assistance th.e Portuguese now required: 
(i) it would have to be medium-term assistance 11 toward the longer end" of maturi­
ties; (ii) it should be untied either to projects o:i: to country of procurement; 
(iii) it should not be secured against Pflrtuguese 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 "extraordinary" 
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eharE1:fter o:f the assistance, which would keep it from setting any precedent for 
applica,tion elsewhere, was ,picked up by nost subsequent speakers. Another re­
cutr:i..ng thema was· the ne.ed for broad participation if the scheme was to come off 
at ,ail; the tJ.:S. rt::presentative privately expressed some concern that even German 
participation might· be in jeopardy if France stayed out. 

For its own part, the United States offered to contribute US$300 rnil­
J,ion :for the 1978 fiscal year beginning October 1, 1977 ~ They were thinking in 
terms of a ten-year credit including three years grace, at a rate of interest 
equai 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." In concrete terms, they hoped to be in a position 
to disburse the first of two tranches .in the fall of 1977 as long a:s second tranche 
negotiations with the Fund were in progress or firmly scheduled, and a second 
t(anche in the spring.on condition that suc:h negotiations had been successfully 
completed and all performance clauses were being met. The-authorization process 
tn Congress 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 
coun:t:r.y's circumstances, as long as it met the four general.criteria he had pre­
Vi()usl:y proposed. 

As the meeting was mainly intended to serve an informational purpose, 
~o effort was made to solicit pledges from participants, and the responses varied 
~i<leiy. Germany was prepared to offer a US$200 million contribution on a si.I:lilar 
b.asis. ~s the United States> and Norway US$10 million. France and Belgium, at the 
other extreme, stressed their observer status and.referred to the sizable aid they 
i:md.already extended bilaterally, through the EEC, or through the BIS; in addition 
l}elgium stated its intention to channel all future assistance through the EEC. 

Other countries had not had the opportunity to formulate a pt>sition in 
adv9nce of the meeting, but promised on ·the basis of the information supplied to 
~onsider what their response might be. A further meeting was tentatively .agreed 
fc1r some time toward the end of June, perhaps in conjunction with an OECD M:i.nis­
terial meeting that was scheduled to take place in Paris on June 22-26, 1977. In 
tpe interim, countries would communicate 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 need 
for such a second meeting might disappear. 

Ny own impressions on where countries tended to lean on this -0ccasion can 
be summarized as follows. On the positive side the Venezuelans seemed very much 
interested in participating though they could not yet specify any amounts or con-

·. dit:lons. On the negative side. the Japanese and the Swiss stressed legislative 
difficulties. The Japanese thought it unlikely they could do rn.ore than encourage 
their corinnercia,.l banks to launch a cons_o:rtium loa..1. without government guarantee. 
The Swiss said privately afterwards that they could probably not go beyond con­
solidating their outstandfngshort-term gold collflteral credits. The Irish also 
showed considerable hesitation. 

A number of other countries expressed theI!!Selves 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 11r:1ultilateral 
f:tam(;!WOrk.11 and wanted more specific information than we Could give On the 
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p-o.ten,tia.1 contributim1 of the "Witteveeu facility." The Canadians thought that 
the term "..::oordinati:d bilateral approach11

· should more explicitly engage the Fund 
as the "coordinating factor." The Swedes recognized the need :to supplement Fund. 
ratwurces but thought their contribution t-rould depend en what tole the Fund t-,ould 

· play in the arranzement. The Netherlands also attached "·great impor:tance11 to -a 
Fund link as well as to a "coherent approach" with the EEC. 

I believe this interest in the Fund was of three kinds. There was 
first the convenience of relying on Fund conditionality; there was also the hope 
that mu.ch 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 hslp to draw the French into. the exerc;ise. 

Finally• tlw United Kingdom and Italy oHered to e¥plore most sympathet­
ically what contribut:ipn they might be c:1-ble to make within their means. 

Attachments 

/ 

cc: The .-,;., . .. ' . 
£ianaging Director (o/r) / 

Mr. Gold 
Hr. Polak 
:Mr. ll.'!'l,be:nneier 
Mt. S:turc 
Mr. Whittome (o/r) 
?Jfr .• Rose 
Hr. Grt;en 
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May 16s, 1977 

PARTICIPATION IN MAY 16 MEETlNG ON PORTUGAL 

.. 
Austria 

Klas Daublebsky 
Counselor, Austrian Embassy - Paris 

Rudolf Martins 
Envoy extraordinary and Minister Plenipotentiary 
Federal Ministry for For.eign Affairs 

Walter Neudor£er 
Director General, Mini$try of Finance 

Belgium 

Luc Ceyssens 
Deputy Permanent Representative, Belgian Delegation to OECD 

Guy Noppen 
Financial Counselor, Belgian Delegation to.OECD 

Canada. 

Yves Fortin 
Chief, International Finances, Ministry of Finance 

Louise Frechette 
Ministry of Foreign Affairs 

Bruce Williams 
Executive Vice-President, Canadian International Development Agency 

Eurooean Communities 

Roland de Kergorlay 
Deputy Director General for External Relations 

Herman Burgard 
Department Head, International Monetary Relations, Directorate 
General for Economic and Financial Affairs 

France 

Isabelle Cheyvialle 
Administrateur, CIME, Ministry of Economy and Finance 

Jacques Moreau . 
Secretary of Foreign Affairs, Ministry of Foreign Affairs 
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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 
Director, Office I, Ministry of Foreign Affairs 

Augusto Zodda 
Head of Division, Department of Treasury 

Japan 

Kunio Muraoka 
Director, 2nd We.st 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 Yamaguchi 
Director, Overseas Private Investment Division, International 
Finance Bureau, Ministry of Finance 

Netherlands 

Jan Karel Bout 
Financial Attach~, 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 

2. 
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Jens Otterbech 
Counselor, Norwegian Embassy - Paris 

Portugal 

Governor Silva Lopes 
Central Bahk of Portugal 

Victor Constancio 
Vice-Governor, Central Bank of Portugal 

Sweden 

Olav Poluha 
Head of Section of Development Assistance, Ministry cf-Foreign Affairs 

Michael Sohlman 
Economic Attacht, 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 

3. 

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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James Ferrer 
Economic Counselor, U.S. Embassy -·Lisbon 

James M. Lister 
Financial Advisor to OECD .. 
Edward Rowell 
Director~ West European Affairs, U.S. State Department 

Donald E. Syvrud 
Director, Office of International Monetary Affairs, 

. U •. S. Treasury Department 

Venezuela 

Ambassador Alfredo Baldo 
Ministry of Foreign Affairs 

Victor Hernandez Dedordy 
International Finance Manager, Venezuelan Investment Fund 

IBRD 

M. G. Sri-ram Aiyer 
Division Chief 

Martijn Paijman~ 
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, Economics Department 
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. Portugal - Balance of Payments 

·(In millions of SDRs) 

Va ·ant Al/ v a3~an t pJ:./ . · 
1976 19773~ 1'97sif 1977-- 1978!!./ 

Exports. 1)1571 L,920 .. 2,220 
. : (Per cent change) (-1.4) (22.2) (15. 6) 
I,mports 3,385 3,495 4,120 

(Per cent_ change) (14.0) (3.2) (17.9_} 

Trade.ha.lance ;._1,814 -1,575 :...1,900 · 

Services. and transfers 752. 875 ·. 1,0,~s 

Curren.t balance -1,062 -700 -855 
(Per cent·of GDP) (8.0) (5.1) "(5.1) 

Capital flows 220 150 • & • 

Overall balance -842. -550 

Memorandum. items: 

.. 
Gross domestic product 13,324 13,780 16,470 

External reserves 1,121 .. . .. . 
Conversion factor 

(Esc/SDR) 34.9 43.1 43ol 

Effective depreciation 
(per cent) 706 19.4 .~ 

Sources: Portuguese authorities and staff estimates. 

1/ Based_ on stand-by targets for 1977. 

'1,835 2,120 
(16.8) . (15.6) 

. • 3,565 4,200 
(5.3) (17.9) 

-1,730 -2,080 

· 1,010. . 1,090 

-720 -990 
-(5.2) (6.0) 

j 150 

-570 \ 
.\ ...... 
\. . .. 

. :·13, 780 16,470 

... 

43.1 .43.1 

19.4 .· 

· 2/ · Based on· alternative projections for 1977. · · 
3/ Assumes a 15 per cent increase in money wages, an increape in produc­

tivity. of 5 p.er cent, an effective depreciation of 19. 4 per cent, and 
therefore a decrease pf 9·.4 per .cent in unit labor· costs· in foreign ~ur-: 
rency terms. 

4/ •· Assumes a further 15 per cent increase in money ~ages, an increase-in 
productivity -of 3 per cent, and with stable exchangE; .. rates, an. increase of 
12 per cent in unit labor costs in foreign currency'.terms. 

IUF. 
Ha:y 13, 1977 

_/ 

' . i, 
i. 
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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 which I am very 

grateful. 
ORIG: TRE 

0 

CC: MD--
DMD 
MR. DINI 
LEG 
RES 
EURO 
ETR 
SEC 

Sincerely yours, 

r'~~~ 
Jose da Silva Lopes 

Governor 

-~·1~01s1K1tt · · 
SNO!l V8!Nmi~·408 

90 :8 l~V fJZ lV\i ll61 

m,m.:1 ;. tiV .L:mmi 
-1'1~lOU VM!:l31NI 

03Al333H 

/j 
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1971. 

~anco Port~gal 
ti..ta d·o Com~rcia~ 146 
Liobon 2~. Portug~...1 

PGGyor/hr: 
April 28i' 1977 

i\P R 2 9 '/!l!il 

Ann!! Wa.tkinil 
Ch:i©f,, Operat.iOllS Divis10i:. 

C--b~ 

CC: MR. DINI 
EUR 
TRE 



/- .......... 

· .... ,,,.) 

( 
I 

Tl'easmrer 
Internal Auditor 
General Counsel 
DiY.'ector, European Department 

April 27, 197't 

Director 1 E:r.:chango and Trade Iielaticns Department 

The lictin{; Secretar'y 

At KDM/'f7 /62 ( i..!/25/77) , the Exeout:i.ve :Board agPeed to the 

r•eques'r, of Portugal for a st~and-by arangement ~ approved the stm:1d-by 

arrangement as t::et. fm·•th in BBS/77/100 ~ Supplement l ( 4/c27 /77) , and 

gr>a:nted any neces.sE1ry waiver' of the conditionn of Article V p 

S<;.iction 3(a) (ii1) of the Articles of Agr·eement • 

. (i. 
\(f KFriedman:gag 4/27/77 
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To: Members of the Executive Board 

From: The Acting Secretary 

Subject: Portugal - Stand-By Arrangement 

EBS/77/100 
Supplement 1 

CONFIDENTIAL 

April 27, 1977 

Attached for the records of the Executive Directors is the 
text of the stand-by arrangement for Portugal agreed at Executive Board 
Meeting 77/62, April , 1977. 

Att: (1) 
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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 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, 

J'-. 
~-/ 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 l(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. 
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8. The rate of exchange at which Portugal will purchase currencies from the 
Fund in exchange for the currency of Portugal and at whtch 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. 

w 

,d 

j 

0 
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.Anne~ to Stand-By Arrangement 

Dear Mr. Witteveen: 

Banco de Portugal 
Lisbon, Portugal 

April 12, 1977 

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 wil 1 have, for a.period of one year, the right 
to purchase from the Fund the currend es of other members in exchange for. 
escudos up lo an amount equivalent to SDR 42.4 million. Before making 
purchases under this stand-by arrang~ment, the Banco de Portugal will con­
sult with the Managing Director on the oarticular 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 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 jn energy prices and 
ensuing world recession, political and social changes, the granting of in-
dependence Lo its overseas territories, and the harriers ~rected in certain 
countries a)!ainsL 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 oer cent of the total labor 
force. Large increases in labor costs and in imoort 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 US$1 billion and in­
flation accelerated despite a more moderate rise in wage rates. Unemploy­
ment conLinued to rise, and reached.14 per cent by the end of the year. 
Official reserves, which represented more than 12 montht1 of imports in 1973, 
are now down Lo 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 pl.an presented by the Government. The policies 
described in these documents, together with the action taken on February 25, 
to depreciate the escudo by 15 µer 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$1 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 investment on which 
the country's employment and capaci Ly 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 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 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 ending December 31, 1977, to no more than 
Esc 130 billion, consistent with the targeted improvement in the balance ,Tl 
of payments. Furthermore, in order to avoid an excessive utilization of 
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 support:': 
of international borrowing. The authorities ha,ve recently increased interestif: 
rates for both loans and time deposits by an average of L 5 percentage point:s·. 

7. The recent exchange rate adjustment, added to the effective depreci- 1r 

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 '.J·: 
relations, this action will provide the foundation for economic growth in 
the medium term consistent with a more balanced external position. In their r, 
efforts to achieve these objectives, the authorities intend to collaborate '· 
with the Fund in accordance with the provisions of Article IV, Section 4(a). 

0 

·O 
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8. Real wages declined in 1976 as price controls and food subsidies did 
not prevent an acceler.ation of inflation. For 1977, ·the authorities in­
tend to allow the exchange rate adjustment to produce its desired effect 
ori 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 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 tot.al 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 international financial markets 
allow. The authorities will therefore monitor carefully overall external 
debt developments and the Treasury will coordinate borr~wing 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 1 

10. Despite the deterioration of the external account since 1974, all 
bona fide payments and transfers for current international transactions 
have con,tinued 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 SO 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 -0f 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. 

Dr. Medina Carreira 
Minister of Finance 

Sincerely yours, 

/s/ 

Dr. Jose da Silva Lopes 
Governor 

Banco de Portugal 
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Office Memorandum 

TO The Managing Director ,,/L. DATE: April 26, 1977 

FROM L. A. Whittome / 19.vi./' 
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 
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FOR IMMEDIATE RELEASE 
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The International Monetary Fund has approved a stand-by arrangement 
for the Government of Portugal authori purchases up to the equivalent 
of 42.4 million 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 and 
ensuing world recession, political and social changes, the grant 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 increase in the labor force resulted in 
unemployment which, at the of 1975, exceeded 10 per cent of the total 
labor force. Large increases in labor costs and in 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$1 billion and infla-
tion accelerated a more moderate rise in wage rates. Unemployment 
continued to rise and reached 14 per cent by the end of 1976. Official 
reserves are down to little more than gold holdings, part of which has been 

for borrowing abroad. 

The Government's economic program, in of which the 
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 c expenditure and 
measures to the financial position of enterprises, particularly 
in labor legislation designed to productivity. The depreciation of 
the escudo in 1977 is an essential part of the program: by raising 
the domestic cost of imports and the competitiveness of Portuguese 
exports it can be to make a al contribution, in combination 

the restraints on credit , 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 from the Fund which are 
subject to repurchase are equivalent to SDR 202.5 million, including 
SDR 114.8 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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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 reconnnendation 
(EBS/77/100, 4/12/77; and Cor. 1, 4/21/77). 

Mr. Leddy 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
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 connnented, 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 Government's connnitment not to 
intensify the existing restrictions. The Government 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. 

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. For 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. In 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 improvements both in remittances from workers 
living abroad and in tourism, Mr. Kent observed. But he was worried that, 
while the exchange rate be appropriate in terms of Portugal 1 s 
external competitiveness, it not act to encourage workers' remittances 
or tourism. It seemed likely that the amount of workers 1 remittances would 
not increase as long as a further decline in the exchange rate was widely 

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 of Chart 3 
was not clear. It 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 competitive 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 
income 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 nnon-viable enterprises" on 
page meant. The debt strati on system established within the Banco 
de Portugal was welcome 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 currency 
practices, Mr. Kent said, seemed inconsistent with the statement in the 
Letter of Intent that "the Government did not intend to introduce any 
multiple currency practices." Finally, he hoped that the proposed program Q 
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 
approved the proposed decision. The way in which the Portuguese had 
weathered the enormous difficulties of the previous several years was 
commendable, 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 previous 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 goal 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 authori tie.s 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 economic 
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 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 Government was to be commended for the courageous 
steps that it had taken thus far. 

Mr. de Groote commented 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, 
seemed realistic, 

He was aware of Portugal I 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. 

vrnile 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 topic of discussion 
during future consultations with the authorities. 

~:Tr. Masunaga considered that, in the light 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 
Government 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. 

0 
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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 quality 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 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 Government to explore the possibility of mobilizing 
some of its gold holdings, especially in the light of the present 
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 Government obviously would 
have to rely on substantial long-term loans and grants. The root causes 
of many of the or problems in Portugal were the loss of the colonies 
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 changes 
rarely still had their first credit tranche available. 

Mr. Drabble connnented 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 
Goverrnnent'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 commendable, 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 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, governments should 
appreciate that, in comparison with many other countries, Portugal faced 
many large problems, 

Mr. Ng said that he welcomed the Government's courageous proposals 
for reducing the balance of payments deficit and contaj_ning 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 Q 
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 European 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 Q 
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 
ob ligations 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 Government. In a related area the authorities had decided to 
introduce incentives for investment, especially for export 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 Government'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 as-sistance 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 pa;y:ments 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 pa;y:ments 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 Ex.ecutive 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 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 Ex.ecutive Board then turned to the proposed decision, which 
approved. 

The decision was: 

1. The Government 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 pa;y:ments 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 

2. ZAIRE - PURCHASE TRANSACTION - COMPENSATORY FINANCING, AND STAND-BY 
AR~MENT_ 

The Ex.ecutive Dir s considered the staff's recommendation and 
analysis with respect to a req st_from Zaire for a purchase under para­
graphs 2, 3 and 4 of the Decision onCom~JLatory Financing of Ex.port 
Fluctuations (EBS/77/120, 4/20/77; Cor. 1, [f/2~'7:l,J and Sup. 1, 4/25/77), 
and a request by Zaire for a stand-by arrangement ~unt equivalent 
to SDR 45 million, together with the staff's analysis and r~ndation 
(EBS/77/121, 4/20/77; and Cor. 1, 4/22/77), ~' 

~ 
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4. SWISS NATIONAL BANK - PROPOSED BORROWING AGREEMENT, AND BORROWING OF 

\
U.S. DOLLARS - REQUEST FOR APPROVAL OF THE UNITED STATES UNDER 
ARTICLE VII, SECTION 2(i) 
\. 
\ 

Tl:':u;:: Executive Directors considered a paper proposing a borrowing 
agreemeht. with the Swiss National Bank (EBS/77/117, 4/19/77) and a 
proposal t!? send a letter from the Managing Director to the Secretary 
of the Trea~ury of the United States requesting approval of the United 
States of th\\borrowing of U.S. dollars by the Fund (EBD/77/96, 4/19/77). 

'• ,, 
Without di~ussion, the Executive Board approved the prGposed 

decisions. ~~ ,,. ., 
Th d . . \. e ecisions w~{e: 

'\, 
Proposed Borr~;wing Agreement a. ·, 
The Executive Board approves the lett·er attached to EBS/77 /117 

from the Managing Dire~t,pr to Dr. Fritz Leutwiler, President of the 
Directorate of the Swiss\Jfational Bank, which prGposes the terms 
and conditions on which th'a,Fund would borrow from the Swiss National 
Bank. " "{t' 

b. 

'\;pecision No. 5387-(77/61), adopted 
""'\, April 25, 1977 

··...,, 
Borrowing of U.S. Dollars - Req1iest for Approval of the United 
States Under Article VII, Section'~~(i) 

\. 
The letter from the Managing Directo}.,,,,to the Honorable 

W. Michael Blumenthal, Secretary of the Tr~}~ury of the United 
States, requesting that the United States appi"·ove the borrowing 
of U.S. dollars by the Fund, attached to EBD/77}~6, is approved. 

"'\, 
''c 

Decision No. 5388-('y;;~/61), adopted 
April 25, I977 

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 
'('"' 
\ approved. 

\ ".,\ 
.. ' 

\ 

3. 

\,. The decisions were: 
\ 
\ 
" a\. 1977 Article VIII Consultation 

\ 
\ In view of the ·present circumstances of Italy, the Fund approves 

the 'continued application of the restriction on the exchange available 
for t\avel as described in EBS/76/512 (12/10/76), until April 30, 

"· 1978. '\ 

'\ 
\ 
\ 

'"' 
b. 

\\; 
Stand-by\ Arrangement 

Decision No. 5384-(77/61), adopted 
Apr.il 25, 1977 

\ 
The Goverti~ent of Italy has requested a stand-by arrangement 

for the period UJi\ to December 31, 1978 for the equivalent of SDR 450 
million. The Fund\approves the stand-by arrangement annexed to 
EBS/77/98, Suppleme~t 1, and grants any necessary waiver of the 
conditions of Articl~ V, Section 3(a)(iii), of the Articles of Agreement, 

\. 
\ 
"\, Decision No. 5385-(77/61), adopted 

April 25, 1977 .,\ 

\ ~,, 
GENERAL ARRANGEMENTS TO BORRG.li,l - PROPOSAL FOR FUTURE CALLS 

0 

The Executive Directors consid d a decision on the Managing Director's ,~ 
proposal to activate the General Arra ements to Borrow (EBS/77/101, Sup. 1, \.......,) 
4/22/77). They also had before them th, text of a communication setting 
forth the Managing Director I s ·proposal fhr future calls for exchange trans-
actions under the proposed stand-by arran~ent for Italy (EBS/77/101, 
4/12/77). ~ 

'\ 
\. 

Without discussion, the Executive Board ap,proved the proposed decision. 
'\, 
'\ 

The decision was: \,,,,, 

Pursuant to Paragraph 7(a) of the. General"~rangements to Borrow, 
the Executive Board approves the Managing Director's proposal of 
April 11, 1977 (EBS/77/101, 4/12/77) for future c~~ls for exchange 
transactions under the stand-by arrangement for Ital,y (Executive 
Board Decision No. 5385-(77 /61)). \\ 

', 

"\, 

Decision No. 5386-(77/61,), adopted 
April , 1977 ·, 
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Aside from the reorganizat.ion 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 
connected 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 capital 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 the conse-
quence of the rapid decolonization process which has led to the loss 
of large traditional export markets for goods not easily 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 consequences for the balance of payments. 
Net emigration of 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 level. In real terms, such remittances have declined by 
about one third, thus sharply their contribution to financing 
the trade deficit. The behavior of export prices in the recent 
period has also been very unsatisfactory, reflecting among other 
things the depreciation of the pound. However, with the sub-
stantial depreciation of the escudo since early 1976, the competitiveness 
of Portuguese has now been restored to the level prevailing 
in 1973. But competitiveness is not expected to bring about a major 
improvement in the trade balance, given Portugal's structure of 
commodity exports and imports. At there exists considerable 
separation between 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 from1:)a rapid decolonization process 
and the major domestic ccanges that have taken over a short 
·period of time. In present circumstances, · they cannot reasonably 
be expected to be resolved by demand management alone, and 
without a considerable inflow of capital and know-how'-to 
supplement Portugal's own efforts. In 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 effort·the Government is carrying 
out to 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 economic 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. 

0 

0 
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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 Europe. The dramatic changes since , 
along with the decolonization process, had added to the sacrifices that 
the had to make and had led to an unbearable level of unemploy-
ment. such a background, it was remarkable that the productive 
system had not collapsed While the economic situation 
was difficult, there were some 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 , he endorsed 
Mr. Dini's comment about the inadequacy of the Fund'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 industries, 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 restored, and particular attention should be to implementing 
a training program aimed at solving the existing 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 

The Portuguese authorities should be commended for adopting a courageous 
and severe program, Mr. Wahl indicated. The policy stance based on a tight 
demand management , a severe incomes and export-oriented 
activities, together with import controls, was 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 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 , would have lengthy and 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 to restore invisible receipts to their former high 
level, thus--it was be hoped--reducing the deficit on the current 
account of the balance of payments. 
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The for investment and 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 In that 
connection, the role of the 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 
said 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, Q 
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, Portugal 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 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 to the external debt, and particularly the creation 
of a debt registration system centralized in the Banco de 

Mr. Pieske commented that the staff appraisal rightly started with 
the unusually words "Portugal 1 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 ·C) 
supply for Portugal's Government because continued movement toward the 
firm establishment of a democratic regime necess 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. 
It certainly represented "a reasonable effort, 11 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, would, 
if carried out, reduce real wages to, or slightly below, the levels of 
the prerevolutionary period. 

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 quickly 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 of economic policy, especially 
in the poorer countries of the world. He was therefore perturbed by the 
emphasi; at the beginning of the second paragraph of the staff appraisal, 
which read nthe authorities have rightly given priority to the containment 
of consumption. 11 Although the phrase was qualified by a prec state-
ment that 11 the program elaborated by the authorities ••• addresses itself 
to the more immediate problems of economic management, 11 he would have 
preferred greater emphasis on the need to improve the productivity of 
the economy. 

The Government had taken some measures to i~prove 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 increasing productivity, 
but considerable improvement in economic performance could be achieved, 
even without much additional investment, by better organization and manage­
ment. 

The ·precarious balance of payments situation was one r·eflection of 
the pressure on Portugal I s resources, Mr, Pieske remarked. It was therefore 
pleas :to note t.hat 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 themselves felt in 1977, In any event, the uncertainties were great 
and the debt service ratio was unfavorable. The figure of per 
cent mentioned by the staff was incomplete, as it did not include amorti­
zation payments due in 1977 on some balance of payments loans.~. 

He wondered whether 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. Pieske 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 promote 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 in due course 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 available 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 ~he period between EBM/77/60 (4/22/77) and EBM/77/61 (4/25/77). 

6. GULF OR~~N FOR DEVELOFMENT IN EGYPT AND THE ARAB REPUBLIC . OF 
EGYPT - TECH:NICA'h::,ASSISTANCE 

7. 

In response to~quest from the Gulf Organization for Develop-,, 
ment in Egypt and the Arab-..Rs!~ublic of Egypt for technical assistance, 
the Executive Board approves t~proposal set forth in EBD/77/98 
(4/19/77). "....., 

"..._,, 

""'" Adopted April 22 ,' 1977 
·~ . 

,,.,,, 

EXECUTIVE DIRECTORS - SHIPMENTS OF PERSONAL EFFE~S BY AIR FREIGHT 

The Executive Board approves the 
EBAP/?7/114 (4/21/77). 

., ,, 
recommendation set'-f'orth in "", ·~ . ,, 

Adopted April 22, 1977"'~ ..... .. ,~-,. ~ 

j 
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CONFIDENTIAL 

April l2, l977 

To: Members of the Executive Board 

From: The Acting Secretary 

Subject: 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: (1) 
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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 

CONFIDENTIAL 

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 SOR 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.]:/ 

Portugal made a gold tranche purchase of SOR 22.28 million 1n 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 SOR 73.12 million 
and SDR 41.64 million respectively under the 1975 oil facility. In July 1976 
Portugal purchased SOR 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 oil and compensatory financing facilities 
are exc 1 uded). 

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 compa~ed 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. 

17 A further visit was made by a team comprising P. de Fontenay, A. Mitchell 
and B. Stuart on March 16-18, 1977. 
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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 international 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 intend~d. 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 Fe~ruary 25, 1977. 

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, unemp,loyment 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. 

0 
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1. Output and demand trends 

Real domestic prqduct is estimated to have increased by 4-5 per cent in 
1976 compared with a decline of a similar amount in 1975 and an avetage in­
crease of 7 per cent in the years p~eceding the revolution. Industrial pro­
duction and the output of the services sector increased at appro~imately the 
same rate as overall output, while qonstrµ~tion activity, on the basis of. 
available indicators, was consider~bly more buoyant. Agricultural production 
is estimated to have remained unahangeq in 1976, as adverse weather conditions 
and difficulties associated with implementation of the land reform offset the 
effects of an expansion in the area un~er cultivation. 

The index of industrial production 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 ~ad increased by an average of ZO per cent during the first two 
postrevolutionary years, increased by only 3 per cent during 1976. Textile 
output reversed a steep decline and ~ose by 8 per cent, despite the continued 
decline in the volume of textile e~ports. 

One of the main sources of demand expansion was the sharp increase in 
public consumption (Table 1), ~nvestment also increased, buoyed by a strong 
recovery in construction and largely spec~lative increases in inventories 
of raw materials, intermediate goc;,ds, and <;:onsumer durables. Fixed inv.estment 
by the public sector was affected by administrative delays while privat~ sec­
tor nonresidential invest~ent showed iittl~ sign of recovery. Exports of gpods 
and services grew slightly in real terms; this increase represented to a con­
siderable extent the selling oft of accumulated stockpiles at abnormally low 
prifes. The increase in ~mports of goods ,nd services was due mainly to higher 
imports of raw materials and int;ermedi9-te goods, Despite the gr<;>wth in real 
oui~µt, private cpnsumpt~on is estim~~ed t;~ h~ve increased only slightly, as 
ta~i/, were raised without any insrease.!:! in sµbsidies. There was also an ap­
paI~nt rise in the savings ratio, rel~ted t;o the decline in real wages. 

2 .. · Wages and price& 

''.,_., Following rises of 42 pe+ cenf:; a~4 18 per c::e,nt; during 1974 and 1975, 
rei:tii~etively, the rate of wage increase for workers in industry and trans­
pqr1;F:~tion moder.ated. substantially during 1976, and in the year ending in the 
thir..d quarter 197~ was lei!S thaq l2 p~r (:;ent; (Table 2). Collect;i,ve bargaining 
didj .. not resume on a broad ~cde following a period <J.uring which it;: was· sus-
pended by law. . 

~ Despite this moderating trend iq wag~s, the rate ~f inflation acceler­
at·e'cf beginning in the second tial~ of 1976, and throtJgh t::he early months of 
1977 consumer prices were incre·asipg at /3,.n annual rate of 30 per ae,p.t. 
Administered price increases an<i hig\ler indirect t/9.X rates did conr;:ribute 
to the worsening price peJ;formance, ~ut therre were a,lso pres9ures generated 
by shortages of certain essential goods, due in part to supply failure and 
the inadequacy of the distribufion syste~. There was evidence as well of a 
reduction in the effectiveness of price contro~s as firms attempted to re~ 
store profit margins that had been reduced during the previous two 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 depreciation of the es­
cudo. 

3. Employment 

A census completed at the end.of. 1976 put the refugee population at 
about 500,000, well below earlier estimates·of between 700,000 and 800,000. 
The 2 per cent ·increase in total population during 1976 brought its increase 
over the· past· three years to 6 · per cept, , followigg a, decade in which popula­
tion remained virtually unchanged. Traditional opportunities for emigration · 
remained blocked, but no reflow of workers from Western Europe has occurred. 

. . 

Total employment is estimated to have increa.sed by less than 1 per cent 
in 1976. With the expansion .in the labor force of overi ;3 per cent resulting Q 
from the continued. inflow of refug~es plus the, inc,rease in. pardcipation. 
rates of wotnen and young people, .. the µumber of unemployed rose' to over 500,00_0 
or 14 pe.r cent of the labor force by en_d-1976. compared with 11 per cent at. · · 
end-1975. Laws prohibiting the collective and individual dismissal of workers 
discouraged new hirings and adversely affected productivity. In December 1976, 
measures were introduced· to. permit .dismissal of wor,k~rs i.n cases. of destruction. · 
of property and unJust ified absente~.ism,. as :well as for reasons related to 
the financial position of the firm ,(a:f,ter submission of the_ CflSe .to government 
officials}.. In addition, the employment of workers for short-t~rm contract_ 
periods was permitted.· 

4. Monetary trends, 

' ~ ' , -----.... .-----------'-.... ----·------------
. 197;3;: 1974 1975, 

.End of period. 

Proportion of M2 accounted for by: 
Currency in circulation 
Demand deposits 
Time and savings deposits 

12.7 
42. 2., 
.45.0 , 

20.4 
33_.o . 
46.7 

-- . -----·-------·-'-....... --
. . . . ' . 

Source: .. Data, provided by: the Portug1,1es.e au,thot;i,t ies. 

28.5 
30.5 
41.0 

',.·· .. 

1976. 

23.8 
31.3 
44 .9 . 

The year 1976 was characterize~ ~y .,.reversal of postrevolutionary trends 
in the composition of the public I s, money hqldirlgs_ <:1nd in the process. of money 
creation. The first two years, after -the, reyolu.tion had seen .a sharp increase 
in the propensity to hold currency, .as a result of both reduced confidence in 
the banking •system and income -redistr:ibut:.io~. A reflow of currency to the . 
banking system began early in· 19.76 .a:l'ld ... RY the.· end. of the year, currency hold­
ings -as. a proportion of M2 were slightly-higher than ,enq-1974 levels. The re­
flow of currency could have resulted. in~a.sharp increase .in the potential for 
multiple credit expansion of the banking, system. However, this was largely 

0 
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offset by a marked decline in the rediscounting activity 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 during 1976 ... 

--~--· 
1973 

December 

1974 
.December 

1975 
December 

1976 
March 
June 
September 
December 

Qomestic Credit Expansion 
In billions of escudos 

58.60 

53.79 

60 .21 

64.54 
71, 11 
77 .89 
91.34 

During Previous 12 M~nths 
As percentage of M2 a~ 

begiririing of period 

24.98 

17.85 

li .. 59 

18.89 
20.38 
21.37 
23.70 

Source: Data provided _by the Portuguese auth~rities~ 

In ad:dition, ·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 1~75), as demand for credit on the part of the traditional public secfor 
was affected by delays in implementing capital. expenditure programs (TabJe 3). 

: ~here is no organized money market in Portugal and interest rates con­
tinu_~. to be administ;ered. Real interest rates on savings deposits. and bank . 
loans have .been negative throughout m9st of the postrevolutionf!ry period., In 
July'1976, nominal lending rates were raised slightly b~t remaine<i below the 
rate of inflation. · · 

5. Public sector finances 
' ' 

;The deficit of the public sector in 'fiscal. year 19761/ is esti111~ted at 
Esc 51 billion, some 11 per cent 'ot gross domestic product at market prices 
including a deficit 9f Esc 10 billion for the social security system 
(Table 4). The current deficit was Esc 26 billion. The Cent~al Go~ernment 

' ' 

1/ The fiscal year differs from .the calendar year in that expenditure ap~ 
pr~priated in the budget of a given ye~r may be undertaken during the first 
45 days of the following year. Thus, expenditure appropriated in the 1975 
budget could have taken place to February 14, 1976, etc. 
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budget, which was originally budgeted to be in deficit by Esc 35 billion 
1976, was affected by a number of decisions taken throughout 1976. Additional 
appropriations totaling Esc 21 billion were authorized but act:ual ex~endi- · 
tures were not increas.ed 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 
ind1.1strial (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., ,!:he complementary, professional, industrial \.__. 
and gift and inheritance taxes, were raised by 10 per cent. In addit{on, 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 increase in nominal 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 impact 
on the trade account, and include: (1) the loss of export markets in the 
former overseas territories; (2) the supply disruptions associated with poli­
tical and s.ocial change; _and (3) reduced competitiveness, due to sharp in-
creases in unit labor costs and doubts abroad about the ability of Portuguese Q 
suppliers to meet delivery dates. Additional barriers have also been imposed 
by other countries against ~ortuguese workers and exports. The trade account 
has also been adversely affected by the sharp rise in prices for oil and other 
raw materials and by the ensuing world recession. 

Exports declined by 16 per cent (in SOR ·terms) in 1975 and are estimated 
to have declined ·ag~in iri 1976 (Table 6). the fall in export receipts in i975 
was due entirely 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 I 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 territori~s,' which had diminished by 57 per cent between 
1973 and 1975, declined 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 '(l) domestic 
stock depletions; (2) declines in inyestment and industrial production; 
(3) difficulties in obtaining suppliers credits; and (4) the impact of the 
import surcharge. These trends were reflected in a decline_of almost.25 per 
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cent u1. import volumes in 1975, following a n.se 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 
SOR 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. 
Net 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 accoun; 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 official 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 iisen to about 
SDR 1.4 billion at end-1976 from a negligible and largely unrecorded a~ount 
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. 
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7. Exchange and trade system 

In the years before 1974, Por,tugal 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 introduced an impbrt 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 deterioratingreserv:es 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 depos:tt requirement of SO per cent of the 
c.i.f. value to be deposited w{thout interest for six months was imposed on 
about 7.5 per cent of total 1975 imports, all within the category of imports 
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 
L~O per cent of the f. o. b. value of light equipment goods· ( not to be repayable 
in less than two years) and 80 per cent of the f.o.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 ~ere based on the estimated value cif 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 goodi 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 arid raw materials. 
The transportation of goods exported or imported by the State was to be re­
served for Portuguese vessels. A further proposal submitted ~o 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. 

III. 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' economi~ strategy is to reduc~ th~ balance of payments 
deficit by containing consumption and imports and to stimulate investment and 
exports. The former objective is ta. be achieved by limiting wage increases, 
by allowing prices to reflect cost d~velop~ents 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 constraints 
have called for the introduction of fast-acting ~easures in the form ~f the 
temporary import restrictions described in the preceding section. 

Staff estimates of the impact of the program on the main macroe~onomic 
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'l976 and the first 
two months of 1~77, 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 do~estic 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 sh.ares .1/ The .escudo is now pegged on a 
basket of currencies.2/ To the extent th'it this ends the uncertainty as to 
future exchange rate developments, it ·should curtail 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 io 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 197_7. 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, foi 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. r::J 
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 phasing of ·disbursements 1.s 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 a11 early date and this has 
led the Portuguese authorities to introduce temporary import restrictions to C) 
supplement the stabilization measures. With only 30 per cent of imports con-
sisting of consumer goods, of which food imports are the larges't component, 
there was little to gain from further deflat,ion of consumption, and there was 
considerable uncertainty as to the likely timing of the benefits· to be derived 
from the exchange rate adjustment. A large:r d_evaluation could not be expected 
to overcome quickly shortages of exportable goods and import i;ubstitutes. The 
authorities intend that the quantitative restrictions will be eliminated and 
the import surcharge phased out as soon as domestic production has r~covered 
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. · · 

1/ In 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 product{vity in Portugal 
increased by at least 5 percentage points less than in its main tr.ading part­
ners. 

2/ The compos1.t1.on of the basket, which was ·communicated _to the staff, is 
based on the proportion of Pprtugal Is trade and. invisible receipts accounted 
for by the major trading paitners' 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 prices 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 m1n1mum 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 rates_!_/ and reduced 
price subsidies. As part of the package of measures introduced on Fibruary 25, 
1977, a basket of 16 essential staples was defin~d. Prices of thes~ 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 posteriori review, g1v1ng the possi­
bility of rolling back any increase ~hat 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 in~ 
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 is to be achieved throu~h 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 

17 In January 1977, fares for public transportation were raised by 25-l~3 per 
cent, and water charges by 66 per cent. ElectricitJ, 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 oil products, which were raised in January 1977. 
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in prices and utility rates mentioned above. Although the initial budget for 
1977 did not include any tax increases, public sector revenues will be 
strengthened by those introduced in August 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 transactions 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 def.icit 
of the public sector to Esc 57 billion, or some 9.5 per cent of GDP. The 
nominal increase from 1976 is more than acc.ounted 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 ac:tivity. Furthermore, the low 
import content of some of the projects undertaken, particularly in the con-. c=) 
struction sector, makes them attractive in the context of the balance of 
payments situation. 

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 isc 39 billion in 1977, despite increased reliance 
on nonbank so.urces 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,1/ 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 substitutiqn ·~ 
of bank credit for budgetary transters. 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. 

1/ 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/ 

Less 
Domestic nonbank borrowing. 
Foreign borrowing 

51 

6 
2 

57 

16 
3 

0 · Plus 

0 

Expenditure from previous year's budget' 
undertaken early in current year 

Less 
Expenditure from current year to be under.­

taken early in following year 

Other Treasury operat1oni 

Credit obtained from' the banking system 

Source; Data prci~ided by the Portuguese authoritie~. 

17ncFrom Table 4. 

11 

1.9 

-6 

29 

19 

21 

23.I 

39 

27'~ Funding provided to commercial banks experiencing financial diffi­
culties related to winding down relations with the former territories. 

;J 

4. 'H;Monetary policy 

In order to prevent the apparent revival in the demand for credit, which 
has been observed since eay;-ly 1976, from resulting in-an excessive credit ex­
pansion, the authorities have established a target for. the expansion ~f n_et 
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 period. 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 t,erms. It is also con­
sistent with a declirie in net foreign assets cif the banking system (abstracting 
from valuation adjustments) of Esc 25 billion (or SDR '.5.50 miUion) a.nd an .in­
crease in M2 of 23 per cent, considerably below the prqjected growth in GDP 
at market prices of 28 per cent. The acceleration in prices; that w~l1 result 
in large part from the exchange rate action and liberalization of price c.on...: 
trols, would tend to· increase the velocity ·of circulation. On tne: ot}:ier, hand, 
the move toward financial equilibrium i:tnd expectations of a .stiible exchange:. 
rate should offaet this incr.ease in velocity to some extent.· There fore, 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 
Estimate Target 

Money supply (M2) 

Net foreign assets 

Domestic credit 

Of which: 
Credit to public 

sector 

---~----

Credit to enterprises, 
households, and non­
monetary financial 
institutions 

Miscellaneous 

P.M. 
'"""cop at market pric~s 

385 

39 

362 

52 

310 

-16 

373 

-----------~-~,·------

December 31 

453. 

12 

454 

81. 

373 

-13 

465 

558 

-13 

584 

120 

464 

-13 

594 · 

Source: Data provided by the Portuiuese authorities. 

1/ Figures between brackets are percentage ch1inges. 

1976 1977 
Changes 

68 
(17.1) 

-27 

Q2 
(25.4) 

,29 
(55.8) 

63 
(20.3) 

3 

92 
(24. 7) 

105 
(23.0) 

-25 

130 
(28.6) 

39 
(48.1) 

91 
(it~4) 

•. :.;: 1· 

. 1'29 
( 27'"~ 7) 

. f'. -'· -

. \ 

As part of the February 25 package o~ measures,· the. Bank of Portugif's 
discount rate· of 6 .5 per cent was replaceid by three rates--8, 9. 5 and li° per 
cent--with the rates charged increasing with the amount of discounting under­
taken by individual banks. T_he whole interest rate structure of credit in­
stitutions was altered and .rates paid pn time deposits and charged for bank 
loans were raised by 1.5 pe,rcep.tage points o.n av_erage. Bank lending rates now 
range from 10.25 per cent: to 14.7,5 per cent and interest rates on time deposits 

' . ! . 

range from 5 per cep.t to 13 per cent. 

'8 

0 
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IV. Staff Appraisal and Recommendation 

~ortugal'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 requir~ structural reforms in .a number 
of sectors, notably agriculture and education, improvem~nts in organization 
and managemetit in both the public and private sectors, acceptance by workers 
of moderation in their income claims, and continued determination by the 
Government to follow re~trained 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 legi?lation that should raise pro­
ductivity and reduce labor costs and liberalization of price controls, as well 
as the exchange rate action ot February 25, 1977. The latter, together with 
the restraints placed on overall credit expansion, is an important part of 
the Government'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 th.e measures designed to improve the balance of payments a number of re­
str{~tions on trade and payments, iricluding 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 
bee~jelt, and until output and investment have expanded in those sectors pro­
duc~~g exports and import substitutes. They have agreed to review them with 
the·staff and to eliminate th~ 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 
wag.e,s,, 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 ~navoidable 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 incomes 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. 

0 
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Accordingly, the following decision is submitted for consideration by 
the Executive Board: 

1. The Government of Portugal has requested a stand-

by arrangement for a period of one year from April , 1977, 

and for the equiva~ent of SDR 42.4 million. The Fund approves 

the stand-by arrangement attached to EBS/77/100 grani;s any 

necessary waiver of the condition9 of Article V, Section 3(a) 

(iii), of the Articles of A~reement. 

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. 



Table 1. National Accounts Estimates--1974-7~/ 

(In billions of escudos) 

1974 1975 1976 1975 1976 1975/1974 
1974 Prices Current Deflator Volume 

prices (Change in 

Private consumption 276 281 284 315 378 12 2 

Public consumption 49 53 57 65 84 22 9 

Investment 66 30 44 38 66 27 -54 

Exports 85 67 69 72 78_ 7 -21 

Imports -139 -105 -112 -117 -141 11 -25 

Cross national pro-
duct at market 
prices 337 326 342 373 465 14 ::.4 

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

l./ Figures for 1976 are preliminary estimates. _ 

- . 
• ~..; .... -.-, ,·-: ~-J -· ~ .. 

~~-: l-<-·i I,....,' ~-l _....i ;.--i f.-,-,, ,...... ~-4 , .... 1 ~ ... ~ --

0 0 

1976/1975 
Deflator Volume 

per cent) 

19 i 

.20 8 

20 45 
I 

I-' 
-~ 

5 3 

13 :7 

'19 5 
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Table 2. 
. . 1/ 

Wages and Prices--Lisbon and Oporto--

.-
Average Wages of Average Index of 

Workers ii;t Industry Consumer Prices Real Wages 
and Transportation Lisbon and Lisbon an<l Oporto 
Lisbon an~- onortq 

10()) 
Oportq 

(1970 = _____ ..,.,._ 

· 1971 112.0 109. 9 . 101. 9 
1972 124.3 (11. 0) 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. O)~ 239.1 (19. 3) 108.1 (-4.4) 

1973 
I 128.3 :130.2 98.9 
II 133.3 (3.5) 134.8 (3.5) 98.9 (--) 
III BB.Z (3. 7) . 136. 8 (1.5) 101.0 (2.1) 
IV 144.1 (4. 3) 144. 4, (5.6) 99.B (-1. 2) 

1974 
I 151.9 (5 • .4) 160.0 (10. 8) 94.9 (-4.9) 
II 170.4 (12.2) 168.9 (5. 6) 100.9 (6. 3) 
III 192.7 (13.1) 177. 6 (5.2) 108.5 (7. 5) 
IV 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) 
II 221.8 (4.9) 198.4 (5. 4) 111.8 (-0. 5) 
III 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 
I 251.8 (4.2) 229.2 (8.2) 109.9 (-3. 7) ' 
n 256.2 (1. 7) 224.7 (-2.0) 114.0 (3. 7) 
III 259.1 (2.9) 242.1 (7. 7) 107 .o (-6 .1) 
IV 260.5 (7. 6) ... 

1977 
r21 ... 277.0 (6.4) 

ifource: Data provided by the. Portuguese authorities.· 

1/ Numbers in brackets are percentage changea betwe.en succeeding 
periods. . 

2/ Annual index constructed on assumption that wage increases in 
fo-~rth quarter 1976 eq~alied rate of increase in third quarter 1976. 

1,/ Price index based on in~rease between October-~ovember 1976 and 
January-February 1977. 



1973 

Table 3. Monetary Survey 

(In billions of escudos) 

----·-------·----·-----
197!+ 1975 1976 

March June . Sept. 

--------·------
Foreign assets, net 

Bank of Portugal, net 
Foreign assets 
Foreign liabilities 

·Commercial banks, net 
Foreign assets 
Foreign liabilities 

Domestic credit 
· Claims on government, 

Claims 
Deposits 

Claims on private sector 
Claims on nonmonetary fi­

nancial institutions 

Assets= Liabilities 

.,·Money 
Currency outside banks 
·nemand deposits 

Quasi-money 
Time and savings deposits 

Capital accounts 

Other items, net-

Source: Bank of Portugal. 

1./ Estimates. 

77. 85 ---72.28 
(72. 31) 
(-0.03) 

5.57 
(7. 73) 

(-2.16) 

248.35 
~23 
(34.42) 

(-26.19) 
239. 65 

0.47 

326.20 

165.61 
38.27 

· 127. 34 

135. 72 
135. 72 

22.86 

2.01 

63.34 ---56.1)2 
(56.02) 

(--) 
7.32 

(10 .13) 
(-2.81) 

302.14 
22.82 

(50.62) 
(-27.80) 
274.68 

4.64 

365.48 

182.50 
69.70 

112.80 

159.79 
159.79 

24.16 

0 

38.83 -·--· 
31.88 

(40.09) 
(-8.21) 

6.95 
(9.54) 

(-2.59) 

362.35 
52.36 

(83.19) 
(-30.83)· 
297.44 

12.55 

401.18 

227. 22 · 
,, 109. 78 

117.44 

158.22 
158.22 

24.66 

-8.92 

· 30. 25 
21.88 

(40.14) 
(-13.26) 

B.37 
(12.43) 
(-4.06) 

. 374. 40 
·59.45 

'(97.03) 
(-37.58) 
300.51 

14.44 

404.65 

216.81 
100 •. 46 
116.35 

173.23 ---173.23 

24.68 

-10.07 

18.17 
10.92 

(39.41) 
(-28.49) 

7.25 
(12.75) 

. (-5. 50) 

394.47 
61.70 

(97.16) 
(-35.46) 
315.59 

17.18 

222.46 
103. Bl• 
118.62 

177. 61 
177.61 

24.89 

-12.32 

0 

18.74 
8.72 

(41.32) 
(-32.60) 

10.02 
(16.07) 
(-6.05) 

415.75 
70.38 

(104.81) 
(-34.43) 
328.05 

. 17 ._32 

434.49 

228.Si 
101. 33 
127.24 

192.28 --192.28 

24.88 

-11.24 

Dec,1/ 

11. 60 
4.22 

(!10. 65) 
(-36, 43) 

7 .38 
(ll,,, 58) 
(-7. 20) 

453.69 
· 81. 66 

(135 .15) 
(-53.49) 
353.99 

.18. 04 

465.29 

249.45 
107.86 
141. 59 

203.34 
203.34 

25.02 

..:12.52 
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Table 4. Consolidated Accovnts of the Public Sector-~j 

(In billions of escudos) -.-. - ' . . .. 

1976 2/ 
Revisej/ Outturn-
budget-

General budget of the state 

1. Cllrl'."ent reci;ipts 66.1 
D;i.rect taxes 18.0 
Indiri;ct taxes 44.l 44.8 
Other 4.5 3.3 

2. Currr;nt expenditure 94.7 85.7 
Goods and services - 54'..9 49.4 
Subsidies ·4. 0 4.0 
Interest on public debt 5.0 4.6 
Transfers 30.8 27.7 

3. Current deficit of the state 
(1 - 2) -28.3 -19.6 

4. Balance oJ; autonomous :f;unds 
and services and local 
administ:ration 3.4 3.7 

5. Balance of so~ial security 
system -10.0 -9.8 

6. Current ·deficit of public 
sector (3 + 4 + ~) -34.9 -25.7 

7. Capital receipts 5.8 5.9 

8. Capital expenditure 33.8 31. 5 
Investment -19.9 17.0 
0th.er 13.9 14.5 

9. Balance: of capital opera-
tions (7 - 8) -28.0 -25.6 

Net financing requirements 
-(6 + 9) .. 62. 9 51'...d. 

Financing needs 65.8 54.2 
Debt l;lmortization -2.9 -2.9 

.Source: Data provided by t;:he Portugu~s~ authorities. 

1977 
Original 
budget 

estimates 

81.4 
22.3 
53.7 
5.4 

109.1 
. 66. 7 

5.0 
11,5 
25.9 

-27.7 

9.1 

-18.6 

2.3 

40.5 
z:s:z 

15.3 

-38.2 

56.8 
-59.9 
.:..3.1 

Jc/ On a uc1.tional acco1.mt;:; basis. Some current transact;io.ns involving 
the sale of goods 'and services to' privat'e consumers are simultaneously. 
excluded from current re.ceipts and expenditures. Direct tax revenues· 
derived from gift and succession duties, real estate transfers etc., are 
cons:i,dered as capital transfers. 

2/ Preliminary estimates. 
1,/ Based on appropriations int:roduced throughout the year, 
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Table 5~ Government Budget Receipts 

(In billions of escudos; figures in parentheses'are percentage 
changes over previous year)·. 

1974, 1975 '1976-!/ 1977 
Budgeted 

Tax revenue 42.58 4.6. 7~ '65.14 78.08 
(20.9) (9.8) (39. 3) (19.9) 

Direct taxes 16.56 16.24 20.34 24.41 
(21.0) (-0.2) . (25.2) (20.0) 

Industrial t.ax 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 
Complementary. tax 2.40 1. 34 4.87 4.90 
Gift and inheritance tax 0.91 0.87 0.65 ·o. 10 
Property transfer tax 2.26 1.~6. · ,l.46 1.20. 
Capital tax 1.63 2.10 2.66 3.10 
Other o. 72 1.05 1.·35 '1.21 

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 ' 7.78 9.2d:, ;:n· 

Import duties 5.'13 3.95 4.29 4.50 lc:«r. 

Import surcharge 1.64 4.71, s.oo ,v<, 
National salvation tax 2.38 2.76 2.69 ·:2..9Q·w0 
Other!/ 5.44 6.79 10.24 13. 27 '·' 

Other current receiptsl/ 7.70 8.12 ~1.32 11. 93 ,; '(J 
'o 2· 

Capital receipts 1.89 3.56' 'L1s 9.24 ··) 
d:H 

Total receipts 52.17 58.29 77.64 
'.. r·?fHf 

99.25 1 

(15. 5) (11. 7) (33.2) (27.8) W'11'" 
,H',:: 
.. ~~ r: -

Sources: Ministry of Finance, General Direction of .Public-Accounts, 
and General Accounts of the State; and data provided by the Portuguese 
authorities. · :w 

1/ Preliminary estimates. 
Jj Includes taxes on tobacco and land· transportation, and' 011 sales 

of automobiles •. 
]/ Includes fees, enterprise .profits .,an~ inco~s. 1fr~; financial 

assets, and earmarked receipts .• 

0 

0 
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T;il?le 6, Balance of Payments 

(~ mil ],ions of SDRs)_!/ 

1973 1974 1975 197 6-'lj 1975 1976 
First Second First Second 
half half half.Y hau.Y 

~·--.-. -. -----,-,-
Exports, f.o.b. 1,546 1,903 1,594 1,571 837 757 783 788 

Of which: 
Petroleum an<! petroleum pro-

ducts. 7 49 29 27 

Imports, f.o.h. 2,301 3,5,57 2,969 3,385 1,559 1,410 l,580 1,805 
Of which; 
Petroleum and petroleum pro-

ducts 129 442 476 574 

Trade balance -757 -1.~54 -1,375 -1,814 -722 -653 -797 -1,017 

Services (net) 128 45 .,..151 -91 -82 -69 -100 9 
Of which: 
Tourism (net) 268 214 83 161 56 27 38 123 
Investment incol'!e (net) n 107 -12 -115 10 -22 -45 - 70 

Private transfers 3/ (net)- 920 924 854 843 450 404 334 509 

Current account balance 291 -685 -672 -1,062 -354 -318 -562 -500 

PrivatP. capital 
4/ (net)-- -31 295 -17 24 -9 -8 -'34 58 

Official capital (net) .,..g7 :-68 -71 -14 -30 -41 -5 -9 

Short-term ca~ital and errors 
and omi.ssions (net) 113 -69 -73 210 -136 63 -59 269 

Capital accoun1; balance -5 158 .,..16;1. 220 -175 14 _(J8 318 
Overall surplus or 

deficit (-) 286 -527 -833 -842 -529 -304 -660 -182 

Financing 
;,!onetary and financial opera-51 tions of the hanking syst11m-- -286 527 833 842 ... 
Assets (- increase) ,-290 527 577 99 
Liabilities (net) 4 256 743 

IMF posit.lon 174 
Oil facility -,- _.,. 115 
Compensatory financing 

fac;l.lity 59 
()ther· 

--Other 4 256 569 

Sources: Data provided by the Portui:i:uei,e "uthorities and si:aff estirn;ites • 

. l/ Conversion factors: l973 - ~s,;:/SDR 29.41, 1974 - Esc/SDR J0.55, 1975 - r.sc/SDR 31.03 {fi.rst half -
Esc/SDR 30.40, second half - Esc/SDR Jl.nl')), an<l 1976 - Esc/Si>R 34.8() (first lrnlf - Esc/SDR 33.64, 
second half - Esc/SDR 36.13). 

2/ Esti!11<1tes, 
3/ In 1974, includes public transfer&. to the former escudo areas amounting to SDR 23 million for the 

full year. 
4/ Incl.ndeR medium-term anrl long-terM cap:i.1:al only. 
~ Change in net foreign asset posi.t;ion ()f the banking system net;. of valuation changes. 
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Table 7. Quantitative Implications of the Pro~ram 

Nati~'nal Accounts -----· ------
1976 1977 1977 1977/1976 
1976 Price;--

Private consumption· 378 367 

Publ:i.c consumption 8'f 84 

Investment 66 86 

Exports 78 90 

Imports -J-41 -138 

Gross national product 
at market prices 465 489 

1974 

Exports 1,903 
Imports, f.o.b. 3,557 

Trade balance -1,654 

Services (net) 45 
Private transfers 924 ·----

Current account -685 

Capital account 158 ··---

Overall surplus or 
deficit (-) -527 

Current· 
prices 

458 

97 

104 

119 

-184 

594 

Balance of 
1975 

In millions 

1,594 
-~969 

-1,375 

'-151 
854 

-672 

-161 

-833 

Deflator Volume 
Percentage change 

25 

16 

21 

33 

33 

22 

Payments 
1976 

of SDRs 

1,571 
.. 3, 38~ 

-1,814 

-91 
843 

-1,062 

-842 

-3 

30 

15 

-2 

5 

1977 

1,920 
3,495 

-1,575 

-75 

-700 

...:.550 

Sources: Data provided by the Portuguese authorities; and staff esii­
mates and forecasts. 

P.H. 
· Change in real disposable income: -1 per cent. 

Contribution of indirect tax increases and subsidy reductions to con­
sumer prtces: 4 percentage points. 

Ass~tions 
Export market growth of 6 per cent. 
Domei,.tic wage increases: 15 per cent. 
Unit labor cost· increases (in local currencies):· 

Domestic: 10 per cent 
Foreign: 5. per cent 

Increase in traded goods prices: 7. per cent (in' forei3n currency 
terms). 

() 

0 
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Main Measures Take~ in Conjunction with the Depreciation of 
the Escudo on February 25, 1977 

APPENDIX 

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 more liberal 
system of declared prices which ailowed 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 risks as­
sociated with external borrowing. 

Value quotas related to the average value of imports for 1975 and 1976 
were introduced for such items as .automobile 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 Portuguese 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 revolution, 
was reopened on February 28, 1977 for trading in equities, 
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Stand-by Arrangement - Portugal 

EBS/77 /100 
Corrected: 4/21/77 

ATTACHMENT 

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 -0bjectives 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 transactions covered by c=) 
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 l(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 equivatent 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. 
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EBS/77/100 

Corrected: 4/21/77 

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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Dear Mr. Witteveen: 

ANNEX 

Banco de Portugal 
Lisbon, Portugal 

April 12, 19]? 

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 is 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 US$1 billion and in­
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$1 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 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 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 slock and reduce 

() 

0 



p 

0 

- 29 - ANNEX 

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 order to contain the financial 
impact of the budget, the authorit 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 ~urrent 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 
exporfs. 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 
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 
wil[dencourage the necessary reallocation of resources ~award 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. 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 ~o allow greater flexibility i~ 
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 fr6m US$426 million 
at the end of 1973 to about US$640 million at the end of 1976. Obligations 
of publi~ 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 international financial markets 
allow. The authorities will therefore monitor car~fully overall external 
debt developments and the Treasury will coordinate borrowing by public sec­
tor entit ~- The contracting of supplter cred.its will ,be subjec~ t.o E,luthp-. 
rizati6n by the Banco de Portugal so ~s to avoid excessive increases i~ such 
borrowing and bunching of maturities. The authorities are institµting a 
comprehensive debt regis,tration system to be centralized in the Banco de 
Portugal. · 

10. Despite the deterioration of the external.-ccount since 1974, all 
bona fide payments and transfers for current international transactions 
have continued to be authorized. However, the standard travel allocation 
of foreign e~change 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 Gover.nment, and indicative exchange 
budgets for g~vernment agencies charged with importing essential foodstuffs, 
fuel, and ~aw 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 pe~ cent. A proposal currently before the 
Parliament woµld 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 



0 

- 31 - ANNEX 

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 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. 

Dr. Medina Carreira 
Minister of Finance 

Sincerely yours, 

/s/ 

Dr. Jose da Silva Lopes 
Governor 

Banco de Portugal 
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ORIG: EURO 
CC: MD 

DMD 
MINISTERIO DAS FINAN<;AS MR. DINI 

LEG 

.Dear Mr. Witteveen: 

1. 

GABINETE DO MINISTRO RES 
TRE 
ETR 
SEC 

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 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 w~ich 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 paymentsincreased 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 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 borr~wings. 
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MINISTERIO DAS FINAN9AS' 2. 

GAB!NETE 00 MIN!STRO 

4. 0n December 30, 1976 the National Assembly of the Repub-

lie 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 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 slo!, 

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 bu~ 

get to the current 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 

... I . .. 
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MINISTERIO DAS FINAN<;:AS 3. 

GABINETE o·o MINISTRO 

implied by the 1977 budget. This amount may be raised by Esc. 3 b;i.llion 

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 in­

crease of the money 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 avoid 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 expected 

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 intensi:_ 

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 

, 
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MINISTERIO DAS FINAN<;:AS 4. 

GABINETE: DO MINISTRO 

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$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 (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 o·f 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 international financial markets allow. The authorities 

••• I • •• 
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GABINETE 00 MINISTRO 

will therefore monitor carefully overall external ~ebt developments 

arid 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 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 

fore_ign finandng 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 introduced a temporary import 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 

cen,t 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 

exports of certain of the manufactur.ed 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 • 

. . . I . .. 
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MINISTERIO DAS FINANt:;:AS 6. 

GABINETE DO MINISTRO 

The import sureharge will be phased out gradually as soon as the balance 

of payments position permits. 

11. During the period of the proposed ~tand-by arrangement, 

the Government 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. 

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 apprppriate 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

sultation on the program is desirable. In any case, Portugal will consult 

with the Fund before the end of the program period. 

Sincerely yours, 

Lisboa, 11 de Abril de 1977 

Minister of Finance Governor 

'\ Banco de Portugal 
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Governor 

Bauk of Portu a1 

Lisbon Portu-al 

Thia is to confirm that, as per our telephone 

coaversation 1 the penultimate sentence of pQragraph 6 

of the letter of intent now reads as follows: 

flFu:rther:more:, in order to avoid an excessive utiJ.ization 

of credit by nonviable enterprises, it is intended that 

the guarantees extended by: .the central government in 1977 

12 · wil.l not bring the total amount of guarantees above 

11 

10 

~se. 70 billion, and that most of the increase would be 

.Best regards 

Patrick de Fontenay 
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The Manniing Director 

L. A. m1:U;tome 

January 26, 1977 

At bis request l called on Yeo yesterday afternoon. He wished to run 
over the situation in the United Kingdom, It.ely, anc1 Portugal and :l.n addition 
to tot,tcb on F':r:ance. I have listed below only the points which aeia:m new or 
relatively new·. 

1'he trniS.~d Kingdo~ 

I quet'ied the potetitial policy ttonflicts inhe:r'Z!nt: in the· requiremcn.11:s 
of th~ stand-by-to mainta.in e. competitive exchange £"ate--and the stt:11:ling 
balances agreement--to make rem.:1onable efforts to secure. a. :fall in sterling 
balances. Obvieusly interest rate policy could prov:J:.de one way through:, but 
Yeo :ls at least partially aware of the tinited ltingdoru's long standing reluctance 
~ver to raise interest rates snd therefore the d.a11gers of euc.oUltaging a fall 
that might not prove suatainable for r.1<:'.i:ce than a short period. 

In the end Yeo put it that the F~"Ild had the reins it! its OwT> hands. If 
we thought it right: to put top priority on :maintenance of a competitive E>.xehange 
rate, then your judgment could properly be tlm.t given tl1e overxiding impprtan.ee 
of this consideration, the British were still making res6nable efforts to re­
duce thQ sterling balances notwithstanding the fact tbat these balances might 
hav~ r:i,sen. Obviously" t1uch matters as tne progress achieved iIJ. tbe sale of 
bonds antl use of other appropriate tneana ~JOul<l also be relevant. 

Yeo also was uneasy at the present euphol:'ia in T..ondon and at: the con­
tinuing tienaions between CallaghM and·Realay. 

I said that from all that I could se(li the financial situation was deter­
iora:t:ing~ Yeo seemed divided" in himself~ agrE.i1Bi~1g it1 substance anc1 yet desper­
ately hoping that 'ti\Te. could keep <>pen all bridges and somehow achieve a break­
t.llroughe In a subsequent; talk with Dini, he told me that by Fr;i.day Andr~otti 
hopea to have a p(n,d.ticn1. on the scalia ~iobile and the f:f.scal ·prospects. Based 
on such consensus a.s he can obte.in, ~ti; may well be asked. at the beginning of 
ne."'l:t week to decide whether or not to visit: Rome, for it has long been agreed 
that yet ai1other round of consultations with the Italian!;! which led to n.o 
result aould only be harmful to all concerned. 
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l?ortugal 

As t:rith Italy I think thero is some inconsistency in the present U.Sa posi­
t;.ion .. They want very much to keep the Fund in the forefront and want discussions 
to continue and to be successful yet at the same time, they want us to insist 
on policy changes. I suppose that the truth is that the obvious political dangers 
in Italy and Portugal add to the weight <>f the State Depart1nont 1 s voica t-rhich, 
fortunately for us, was solllfi?.what muted, during the U.Fi. discui;rnions. 

Desp.ite signs that the Barre plan io having more succ~ss than was ea.rlie.r 
feared Yeo very much agreed that the French situation remained tightly balanced. 
In pal'ticular, I fear that t.he results of the municipal electior,s ( to be held 
next. month) and doubts over the elections t.o the Nation.al Asse~bly (due next year) 
could precipitate a large outf19w of capital. 

We did not touch on such po.t.ent;ial dangers as Spain, Greece, Turkey, and 
South Africa. 

cc: '!'he Deputy Manag::t.ng Director 
Mr. Green 
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January 5, 1977 

MEMORANDUM FOR FILES ___ ... ______ , ___ _ 

Mro Dini telephoned from Lisbon yesterday evening. The Portuguese 
had told him of their agreement with the United States--of which we had already 
been. told by .~he United States--and now under U.S. prodding have decided to 
ask for a second credit tranche drawing. Dini then said that this filled him 
with unease. He did not think that the Portugm:,!se policymakers had either 
the power or the determinatio11 both to make the necessary commitments and 
carry them out. He therefore feared either a weak stand-by by Fund standards, 
in which case we would dent our reputntio11 with the commercial banking world 
and the United States and Gerr:muy or else a normal stand-by ,-1hich ·would not 
later be observed. These views are in line with our 01m and in some contrast 
to those of Mr. Yeo. 

The staff team arriving in Lisbon today has authority to negotiate. 
a first credit tranche:: starid.;.by. Mr. de Fontenay has been told that if in 
his opinion and after deliberately taking a conservative view he thinks it 
proper and appropriate to go fur:ther, then he should phone us. I have told 
him 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 si::!i: months after 
the beginnir1g of the stand-by. I have in mind first that :i.t is going to take 

, , several years before external equilibrium is restored in Portugal and we need 
,-, I 

/ therefore to husband our resources. Secondly, that the point of a second 
credit tranche is to set performance clauses and this can be done its well with 
a token amount of money as with a full tranche. 

cc: The Managing Director 
The Deputy Managing Director 
Mr. Schmitt 
Mr, Sturc 
Mr. Green/ 

L. A. Whittome 
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December 23 9 1976 

MEMORANDli'M FOR FILES . 

Subject: Portugal 

I asked Mr. Yeo where the United States stood in its conversations 
with the Po:rtuguese. He said that according to their assessment there was 
110 reasonable hope that '.the Portuguese authorities could both put in 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 programs. 

cc: 

d 
The Managing Director / L, 
The Deputy Managing Director 
Mr. Pfeifer 
Nr. de Fontenay 
Mr. Schmitt 
Mr. Green 

L. A. iihittome 




