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1. VENEZUELA - 1983 ARTICLE IV' CONSULTATION

The Executive Directors continued from the previous meeting
(EBM/83/96, 7/1/83) their consideration of the staff report for the 1983
Article IV consultation with Venezuela (SM/83/119, 6/7/83; and Cor. 1,
6/29/83). They also had before them a report on recent economic develop-
ments in Venezuela (SM/83/127, 6/15/83; and Cor. L, 6/29/83).

Mr. Polak welcomed the recognition by the Venezuelan authorities of
the need for major adjustment. The steps taken thus far to adjust had
in part been inefficient or ill-advised and would probably not lead to a
lasting solution of Venezuela's deep-seated problems.

In its appraisal, the staff had given appropriate advice on the
direction and scope of policy that was needed in Venezuela, Mr. Polak
continued. A general adjustment of public finances, priority attention to
official investment, a reduction in current expenditure, an increase in
revenue, better pricing policies in the public sector and better petroleum
product pricing, restrained monetary policy, a freeing of interest rates, a
firm incomes policy, unification of the exchange rate system, and far less
reliance on import controls were the main elements of the comprehensive
programn of adjustment that the authorities would need to adopt in a timely
fashion. In that regard, he had been concerned about Mr. Senior's reference
to "gradual” adjustment; it would be a costly 1llusion for the authorities
to think that they had time for a gradual approach to the problems that
had been identified. Onily determined, adequate, and prompt actien to turn
the economic situation around would be deserving of financial support from
the Fund; he was in agreement with Mr, Joyce's comments on that point.

Mr. Suraisry observed that the economic and financial situation of
Venezuela had been considerably weakened by a shortfall in oil receipts
since 1981, and the authorities had thus found it necessary to re—examine
their policy stance in the face of reduced export earnings, lower budgetary
revenues, and a mounting debt service burden. A number of corrective
measures had been adopted in 1982, and commendable progress had been made
in reducing subsidies, strengthening the finances of the public enter—
prises, and restraining wage increases. However, those uoves had not
checked the deterioration in the fiscal and external accounts, and the
authorities would need to take more drastic steps to restore confidence.
The pace and size of the needed ad justment in any economy depended on the
seriousness of the financial situation; in Venezuela, a strong and prumpt
ad justment effort was urgent.

In the area of fiscal policy, Mr. Suraisry agreed with the staff on
the need for measures that would produce a lasting ad justment in the
public finances. The authorities had been able to keep current spending
down in 1982 and had appropriately taken strong measures to curb both
current and capital spending in 1983; however, the size of the imbalances
in the Venezuelan economv sugpested the need tfor a further rationalization
of expenditures. In passing, he inquired whether the World Bank had
examined the public sector investment prouram in Venezuela and whether it
saw any room for maneuver in that program over the medium term.
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There appeared to be a case for raising domestic petroleum prices in
order to increase government revenues, Mr. Suraisry continued. On the
other hand, it might be politically difficult to increase domestic oil
prices at a time when International prices were under downward pressure.
Revenues from taxes therefore needed to be increased, and he noted that
the authorities were working on possible changes in the tax system. At
the same time the revenues of the public sector entities should be
strengthened through the adoption of flexible pricing policies.

With regard to the external sector, Mr. Suralsry observed that the
authorities had reacted to the deterioration in the foreign exchange
situation in early 1983 by introducing a three-tiered exchange rate regime
together with measures to restrain imports. Those measures might have
been inevitable in the short run because of the urgency of the foreign
exchange situation; however, their beneficial effects beyond the short
run were questionable. The authorities apparently viewed the measures as
temporary and intended to phase out Import controls and restore a unified
exchange rate regime in due course; it was to be hoped that their inten-
tions would be carried out.

Venezuela's external debt situation was also cause for concern,
Mr. Suraisry considered. The outstanding external debt at end 1982 had
been estimated at $34 billion, or about 50 percent of GDP., Furthermore,
some $11 billion of the public external debt was short term. The staff
had estimated that external debt service obligations during 1983 could
exceed 520 billion, a figure higher than the estimate for exports of
goods and services. It was thus encouraging to note that the authorities
had been seeking to reschedule their external debt obligations, and he
Welcomed the indications by Mr. Senior that progress was being made.
Aside from debt rescheduling, however, it was obvious that the authori-
ties would need to keep external borrowing--particularly short—term
borrowing——under strict control. Finally, he was pleased that a staff
mission would scon be visiting Venezuela to discuss the possible use of
Fund resources. It was to be hoped that the staff and the authorities
would be able to reach agreement on a program that would restore domestic
and external balance in the economy.

Mr. Lind® agreed with those whe felt that the sltuation In Venezuela
was serious and demanded prompt action. While he could appreciate the
constraints on policy formulation described by Mr. Senicr in his statement,
the situation in Venezuela was such that the cost of not taking immediate
and effective action could easily become high.

The necessary steps included effective fiscal measures, particularly
a reduction in the heavy subsidies on domestic consumption of o0il,
Mr. Lind® said. Such measures should also help the Central Bank to
achieve adequate control over domestic credit. An important objective in
present circumstances was to maintain the creditworthiness of the
Venezuelan economy; the international community therefore had to be satis-
fied that appropriate policies were in place.
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Mr. Kabbaj observed that, as was the case with other o0il producers,
Venezuela had suffered from the adverse effects of the fall in oil prices
in 1982, 0il accounted for 95 percent of Venezuela's merchandise exports,
and developments in the oil sector had introduced an exogenous and aggra-
vating element into Venezuela's economic problems, with repercussions on
growth, investment, inflation, and the current and capital accounts of the
balance of payments.

Revenues in Venezuela had turned ocut to be lower in 1982 than expected,
and expenditures had not been contained at the level previously envisaged,
Mr. Kabbaj continued. As a result, the Govermment had recorded an overall
deficit of 2.7 percent of GDP in 1982, compared with a surplus of 1.8 per-
cent in 198l. Still, the deficit did not compare unfavorably with the
deficits of several other countries; besides, as with other oil producers,
government expenditure constituted a significant source of income and
investment in the economy. The authorities were of course keenly aware of
the need to keep expenditure developments under close scrutiny. In the
1983 budget, the deficit would be 2 percentage points lower than in 1982,
public sector investment programs would be slowed, and inventory holdings
of the public sector would be reduced. Moreover, capital expenditure
would decline by about 30 percent. There was, however, a need to further
curtail current expenditure, which was slated to increase in 1983.

The authorities had already taken a series of measures aimed at
reducing subsidies and raising gasoline and other key prices to bring them
more in line with market prices, Mr. Kabbaj observed. A mandatory price
freeze had been imposed earlier in 1983, and a resolution had been adopted
that required a 30-day advance notice before the prices of certain items
could be raised. There had also been considerable moderation in wage
increases; in fact, the Government had offered its employees only a small
wage increase for the period up to 1985. Inflation had been reduced
significantly in 1982; however, for 1983, the Government was predicting a
rate of inflation close to 20 percent, which would reflect earlier selec—
tive price increases. Further steps would have to be taken to reduce
inflation in line with the austerity measures that were clearly necessary
to correct the widespread imbalances in the econonmy.

The authorities had also been taking measures aimed at strengthening
the finances of the public enterprises, with a view to making them more
efficient and cost conscious, Mr. Kabbaj remarked. Subsidies had been
reduced, and utility rates had been ralsed significantly. However, despite
those improvements, further measures would need to be taken to make the
public enterprises self-sufficient and viable market entities.

Un the external side, the balance of payments had come under severe
pressure in 1982, Mr. Kabbaj said. The fall in export receipts, the rise
in international interest rates, and other exogenous factors had eroded
confidence and had resulted in capital outflows and considerable diffi-
culties with debt payments and access to capital markets. The authorities
had responded to the crisis by imposing direct import restrictlions and a
three—tiered exchange rate regime. According to the staff report, there
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had been delays in establishing the machinery that was to administer the
new exchange system; further explanations by the staff of the probable
causes for the delay would be appreciated. With regard to the external
debt, a drastic readjustment in the structure toward longer maturities
was necessary.

As acknowledged by Mr. Senior in his statement, there was a c¢lear
need for overall and comprehensive adjustment In Venezuela, Mr. Kabbaj
commented. 1In that regard, the staff's suggestions seemed to be well
taken. The authorities had begun to take steps to address the main
problems and had already adopted serious measures in a number of areas,
which showed their determination to redress some of the imbalances. He
agreed with others that the issue at hand was not sc much the necessity
of adopting a program-—that was understood--as it was the extent and pace
of the required adjustment. In the present uncertain domestic and external
environment, a more gradual approach was in hls view preferable. Still, .
the authorities were aware of the validity of the staff's main arguments
and would no doubt regularly hold consultations with the staff with a view
to monitoring developments. He looked forward to the current negotiations
on an ad justment program.

Mr. Coene stated that he was in full agreement with the staff's
appraisal of the Venezuelan economy. The adjustment efforts undertaken by
the authorities so far had been too timid to permit the economy to adjust
to the new external situatlion before the exhaustion of its financial
Tesources. Early, strong action was therefore necessary to avoid a
considerable worsening of the lmbalances. Greater fiscal and monetary
restraint were of course necessary to keep domestic demand in check, but
exchange rate action should play the central role in the medium-term
ad justment of the Venezuelan economy.

The diversification of the economy through the expansion of the
non-oil sector was also essential if Venezuela was to obtain a broader
export base and achieve a more sustainable debt situation, Mr. Coene
considered. Such diversification would be possible only through better
relative pricing than at present. A more realistic exchange rate would
also prove more efficient than the present system of import controls in
promoting import substitution., The exchange rate system introduced by
the authorities in February 1983 was rather symbolic and only marginally
efficient, since more than 90 percent of export receipts continued to be
channeled through the so-called preferential markets. Moreover, the
three—tlered system introduced additional distortions that ran counter
to the long—term objectives of the country.

For the short term, Mr. Coene agreed with Mr. Senlor that an exchange
rate adjustment would have no effect on export earnings from petroleum,
but it might have a large fiscal effect, since the bolivar counterpart of
the present level of export earnings from petroleum would increase in line
with the exchange rate adjustment and might thus provide higher fiscal
revenues, thus helping to keep public Investment at required levels. 1In
the circumstances, he urged the authorities to take more decisive action
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on the exchange rate to maintain adequate growth in the Venezuelan economy.
Since it was difficult at the moment to evaluate the appropriate level of
the exchange rate, [t might be more useful to relv on market forces for

its determination. Finally, with repard to the use of Fund resources by
Venezuela, he associated himself with the remarks by Mr. Joyce.

The Associate Director of the Western Hemisphere Department noted in
response to a question by Mr. Joyce that the staff had not indicated a
projection for output growth in its report. The general view of the staff
was that no growth was llkely in nonpetroleum real GDP, although much
depended on the policies implemented and the avallability of imported
inputs. Tt was clear that there would need to be comsiderable restraint
on Imports In the near future; however, to the extent that imports were not
governed by the price mechanism, there might be shortages and disruptions
of production.

Recalling a query by Miss Le Lorier about whether the floating rate
was a reliable indicator of where the exchange rate might go, the Assoclate
Director observed, first, that the direction of the exchange rate in the
end would depend on broad macroeconomic policies; however, as matters
stood at present, it was not clear that the free market rate was a reliable
indicator. The market was thin, and the level of receipts tended to argue
in favor of preferential rates. With a unified market--say, a floating
rate-—the situatlon would be different. O0Of course, the results might also
be affected by the degree to which ilmport controls were applied.

With regard to the authorities' balance of payments projections
reported In the staff paper, the Associate Director noted that the staff
had expressed some concern that the authorities were perhaps undertaking
commitments that they might not be able to maintain, given the other
policies In place. It was possible that the current account position—-a
tunct ion of available reserves and financing—--might be quite strong;
however, i{f the basic macroeconomic policies were not functioning appro-
priately, a good deal of inflation could be produced, and adjustment might
not take place in an orderly and sustained fashion.

Regarding comments on the feasible pace of adjustment in Venezuela,
the Assoclate Dlrector observed that, if the authoritles decided upon a
truly gradual adjustment, they would have to be prepared to pay a price
in terms of inflation, a weak balance of payments, and a slowdown in
private ilnvestment. In that respect, the economy did not appear to offer
much scope for gradual ad justment.

Responding to questions on World Bank involvement in Venezuela, the
Assoclate Director noted that a recent World Bank mission had examined a
number of sectors of the economy; however, the results of the examination
were not vet available. Flnally, the delays in implementing the rew
exchange system had presumably been due to the complicated nature of that
system and the difficulties the authorities had encountered in attempting
to make it work.



FBM/83/97 - 7/1/83 - 8 -

The Deputy Director from the Exchange and Trade Relations Department
considered that the Venezuelan consultation had been a good example of the
exercise of surveillance. The consultation discussions had been held on
schedule, the papers had been presented promptly to the Executive Board,
and Board consideration was taking place in advance of the next mission
to Venezuela for negotiations on a Fund program.

Mr. Senior agreed that Venezuela was currently facing serious finan-
cial difficulties and that there was an urgent need for determined action
to redress them. His authorities were cognizant of the problems and had
been making a great effort to tackle them. While some might consider
their actlions insufficient, it could not be said that the measures adopted
had been insignificant. The Venezuelan authorities were committed to
intensifying their adjustment efforts in 1983 and beyond, and they believed
that realistic adjustment should and could be carried out in a period of
three vears, so that the economy would gradually attain equilibrium by
1985.

The gradual approach to adjustment advocated by the Venezuelan
authorities did not mean that the adjustment should be "slow,” Mr. Senior
cont inued. On the other hand, the adjustment process could not be com—
pressed into one vear using a "shock” approach. Anything but gradual
ad justment would not be appropriate or realistic for the economy and could
even be self-defeating. A gradual approach to adjustment would glve some
flexibility to the policy options available to the Venezuelan authorities,
but it would also demand the fulfillment of certain requirements. The
most important of those was the rescheduling of external debt under favor-
able conditions. The authorities had been working toward that end for
some time, and it was to be hoped that their negotiations would produce a
favorable outcome.

Responding to questions raised by his colleagues, Mr. Senior recalled
that there had been some interest Iin the expected growth rate for 1983,
According to Venezuelan estimates, the program for 1983 should result in a
decline in real GDP of 1.3 percent, which lmplied a reduction of 4.2 per-
cent in real per capita income and a similar reduction in private consump-
tion. At the same time, it was estimated that the unemployment rate would
rise to about 15 percent, which was cause for concern, especially since
there were no unemplovment benefits Iin Venezuela.

Exchange rate policy in Venezuela should be viewed in light of the
country's specific circumstances as an oil exporter, Mr. Senlor said. In
general, devaluation was geared to changing relative prices in such a way
that an Incentive was created to promote exports and a penalty was imposed
on imports; a devaluation affected the price of tradables against nontrad-
ables. However, it was doubtful that a large general depreciation of the
bolivar would have significant effects on total exports, especially in the
short term. As he had earlier indicated, oil exports represented 95 per-
cent of Venezuela's total exports; 0il production was wholly controlled by
the Government and did not depend to a great extent on narrow profitability
considerations. Indeed, there were other well-known factors that regulated
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or limited Venezuela's production level and even its production potential.
In the circumstances, a large devaluation would affect mainly the produc-—
tion of non—-oil exports and import substitution. On the other hand, it
could have a significant effect on imports by increaseing their price in
terms of local currency and, if left unchecked, could give rise to price
increases not only for imports but even for locally produced items.
Experience had shown that such price increases could even be reinforced by
speculative price movements that went well beyond what could reasonably be
attributed to the change in local currency prices or in relative prices.
In that context, it was not surprising that the authorities had opted for
a controlled multiple exchange rate system, even though they were firm
believers in a free unitary system.

Still, the three-tiered regime was to be only temporary, Mr. Senior

remarked, and the unification of exchange rates was one of the priorities
. of the Venezuelan authorities. Until then, the system would allow for the
benefits of a general devaluation-—namely, to Increase non—oil exports and
import substitution, because those products would be liquidated at the free

exchange rate-—while minimizing the negative effects, such as the risk of

a generalized inflarion that conuld rekindle the nrescuresse for lares wagos
a generallzed inriacien, nat COULC reXinac.e Ine pressures Igr iarge wage

increases. For that reason, the authorities had chosen to adopt a system of
administered prices in conjunction with the multiple exchange rate system.
In their view, the administered prices were required to ensure that real
wages were not unduly eroded. However, the administered price system was
also temporary, until other demand management policies took effect; it was
expected that, by 1985, the price system would be mostly free.

The Chairman made the following summing up:

Executive Directors observed that Venezuela was facing a
ma jor task of adjustment. Foreign earnings had declined substan-
tially, and there was an urgent need for measures to bring domestic
. expenditure into line with a lower level of real income and to

mrimmn red el tlha Toemns ek asmmal Aol Ar Fhio sama Fime w14 ~diae had
LUPt: WL LILE il L1 LBU CALTCLILIAaL UT LFL DL (S P L = =>aingc L LT, lJU LA ATO nau
to be directed to laying the bases for recovery of the economy.

Most Directors expressed concern about the policy response
thus far to the weakening of the economic situation. There had
been too much reliance on financing in the past, they said; the
measures that had been introduced more recently did not address
effectively the problems confronting the economy. Many Directors
noted that the failure to respond boldly enough to the situation
had already been costly to the country. They felt that the time
for an ad hoc and gradual adjustment policy had run out. Unless
policies were strengthened urgently and markedly and were modified
considerably, there were serious risks that confidence would be
further eroded, capital formation would be reduced, inflation
would rise, and the external constraints would become more severe.
The Board discussion revealed a broad consensus that major and
speedy remedial actions were needed on a number of fronts. In
expressing their views, Directors were keenly aware of Venezuela's

current political and social circumstances.
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Directors emphasized that broad-based measures to correct
the imbalance in the public finances were of critical importance.
There was a need to exercise restraint over public current
expenditure and to rationalize public investment expenditure.
There also was a need to raise public revenues; the existing low
tax burden should afford room for maneuver in that respect.
Directors stressed that removal of the large implicit subsidy on
the domestic consumption of petroleum products would be a partic-
ularly efficient means of raising revenue since it would also
increase the country's export potential, and they added that
other public sector price adjustments warranted consideration.
Directors also noted that measures to broaden the tax system,
which had been examined with the assistance of technical missions
from the Fund, should be given priority in the establishment of
an adequate and sufficiently diversified revenue base.

Directors emphasized that Venezuela confronted a major
external debt problem; thus, it was essential that fiscal policy
limit the growth of debt. They observed that Venezuela would
need to refinance its maturing external debt, particularly in
view of its short maturity structure, and that such refinancing
would be facilitated if the country were to adopt a convincing
package of adjustment measures to which the Fund could lend its
financial support. Directors noted the importance of Venezuela
taking the actions necessary to restore its international credit-
worthiness.

Directors observed that a policy of credit restraint would be
required to complement the improvement Iim fiscal policy. Credit
policy should be directed to the attainment of reasonably stable
prices and to the protection of the balance of payments. Given
the balance of payments and fiscal pressures on financial resources,
the action recently taken by the Central Bank of Venezuela to lower .
its rediscount rate was viewed as a disturbing development that
should be reversed.

The feeling was clearly expressed that the application of
price controls was not a substitute for demand policy in the
search for a satisfactory price performance. Such controls
threatened to create distortions and to frustrate adjustment in a
situation in which there was a need for changes in cost—-price
relationships; indeed, the diversification of the economy depended
on prices being allowed to adjust to reflect the new exchange
market situation. At the same time, it was considered important
that, to avoid setting off an inflationary spiral and damaging
employment, wages should not reflect corrective price changes. 1In
that context, the prudent wage policy followed by the Government
thus far was noted and welcomed.

Directors were concerned that Venezuela's exchange and trade
policies were not helping the country to adjust. The multitier
exchange rate system was obviously cumberscme, they said, and a
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simplification of the system was very much needed. Directors
stressed the importance of re-establishing a realistic unified
exchange rate as soon as possible and noted that market forces
should be allowed to play an important role in the determination
of the exchange rate to assure balance of payments adjustment and
to assist in the creation of the conditions for renewed economic
growth. T note, In this regard, the indication of the authorities
that transactions will be transferred away from the most preferen
tial exchange rate toward the exchange rate of Bs 6 per U.S.
dollar and the free market.

A number of Directors regretted the introduction of import
controls In Venezuela and noted that such restraints needed to be
accompanied by demand measures if inflation was to be controlled.
They urged an early return to the trade liberalization policies
that had been Interrupted In 1982, observing that such a course
of action was in Venezuela's self-Interest.

Directors hoped that the forthcoming discussions on use of
Fund resources would lead to the early adoption of a decisive
program that should assure rapid progress toward a sustainable
balance of payments.

In concluslon, Directors drew attention to Venezuela's strong
resource base and to the economy's favorable growth prospects in
the medium to longer run. With appropriate adjustment measures,
they said, the country should be able to achieve Iits growth poten-
tial. Directors commended Venezuela for its participation in
cooperative international efforts to assist other countries.

Tt Is expected that the next Article IV consultation with
Venezuela will be held on the standard 12-month cycle.

2. COLOMBIA - 1983 ARTICLE IV CONSULTATION

The Executive Directors considered the staff report for the 1983
Article IV consultation with Colombla (SM/83/101, 5/26/83; and Cor. 1,
6/9/83). They also had before them a report on recent economic develop-
ments in Colombia (SM/83/134, 6/23/83).

The Special Advisor to the Director of the Western Hemisphere Depart-

ment, leader of the mission, observed that the staff had been informed by
the Minister of Finance of Colombia that Congress had approved the fiscal
reform package described in the staff report for the 1983 Article IV
consultation. The Minister had reported that, in addition, Congress had
granted the executlve power necessary to reform the pational tax system,
a move that the authorities intended to undertake bhefore the end of 1983.
The new measures were expected to result in an increase in the elasticity
of the tax system and should produce a significant improvement in revenue
in 1984.
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Mr. Kafka made the following statement:

There is, [ believe, no disagreement between my Colombian
authorities and the staff over the medium—term program that
Colombia requires. The medium—term program places emphasis on
structural reform, particularly with respect to the fiscal and
financial systems. As regards the former, progress is partic—
ularly urgent also from the short-term point of view. A ]
far-reaching reform package, originally enacted under emergency
legislation and rejected by the Supreme Court on jurisdictional
grounds, was adopted by Congress
has been sanctioned by the President. In a full vear, it alone
is expected to yield 3 percent of GDP in increased revenues. The
retorm proposals are correctly described in the consultation
report. In addition, however, the Congress has voted the executive
far-reaching powers to reform the indirect tax system generally
with a view to an early establishment of a value—added tax. The
autherities are also proceeding to establish improvements in spend-
ing control, and a bill to that effect is expected to be passed
within 90 days. Other parts of the medium-term program with its
emphasis on the promotion of exports, agriculture, and low—cost
housing are well described by the paper and do not require further
comment from me.

Canorogg in ire pnriraty lact wosl and
Al 1TSS S0C1Trely 1asi wWeeEd and

Before turning to short-term policies, the locus of divergen-
cies between Colombia and the staff, T would like to record some
recent economic developments. In particular, I would like to
stress the dramatic reduction from over $200 million to less
than $60 million of monthly reserve losses after April and wmore
recent information which indicates that this loss almost completely
stopped in June. Also, the parallel market rate has recently
fallen by 20 percent, and prevailing circumstances leave no doubt
that this result reflects a restoration of confidence, due in large
part to the dramatic reduction in the l2-month rate of inflation.
The latter was 27 percent a year ago and is now——from results for
the first three weeks of June--down to just over 20 percent, the
goal that the authorities had set themselves for the year as a
whole. Their further goal of reducing inflation to an annual rate
of 14 percent in 1984 thus seems well in sight. Contrary to the
expectations stated by the staff, the exchange restrictions-—which
are, of course, intended to be temporary--have, therefore, not
prevented substantial pains against inflation. There is every .
prospect that there will be a continuation and possibly reinforce-
ment in 1984 of the noninflationary recovery in GNP growth.

Let us now turn to short—term policies. The basic disagree-—
ment between the staff and the authorities refers to the stimula-
tive policies employed in the current year. If the stimulative
policies were medium-term policies, the staff would be quite right
in expressing tears; but the pollcy is envisaged as one of limited
duration. Colombia has, after all, already taken the most essential
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and difficult step to assure sustainable growth in the context
of a reduced rate of inflation through the fiscal reform. And
Colombia disposes of a considerable cushion in its high reserves,
as the staff recognizes. I should perhaps mention that these
reserves, even in the face of a loss of $1 billion in 1983, which
now seems quite a reasonable forecast, will still represent over
one third of the gross external debt. Again, contrary to the
staff's affirmations, such a reserve level is not likely to excite
great fears among Colombia's actual and potential creditors, in
view of the careful policy on borrowing that Colombia has tradi-
tionally pursued, and the combination of fiscal restraint inherent
in the package that has just been approved. The rate of devalua-
tion in relation to the U.5. dollar, now 25 percent and therefore
much above the rate of inflation of 20 percent in Colombia-—-though
U.S5. dollar prices are still rising by over 4 percent a year—-
suggests that Colombia is devaluing in real terms by over % percent
a year plus or minus any devaluation of the U.S. dollar in relation
to other currencies. The competitiveness of the Colombian economy
should thus be improving considerably. Another fact recgnized by
the staff that should be helpful to Colombia, is its careful wage
policy, which has been keeping nominal wage increases below the
rate of inflation. It would be a pity and quite unjustified if the
confidence of the international financial community in Colombia
were to be prejudiced by statements contalned in the papers which
' might somehow find their way outside the official cirecuit, and
which might prove to overstress the negative side. The need for
caution can be exemplified by the statement appearing on page 13
of the consultation report, that total interest payments for 1982
amounted to $1 billion, or 23 percent of the value of exports;
not mentioned there is that these are gross interest payments,
whereas net interest payments represented less than $600 million,
or 13 percent of exports of goods and services, according to
Table 77 on page 146 of SM/83/134.

I have little to add to what is said by the ataff on sectoral
policies. But the decisive move of the Colombian authorities to
encourage a shift away from coffee to other crops and thelr success
in engaging the Coffee Federation with its outstanding infrastruc-
ture in this process in the coffee growing regions, together with
the policies pursued in the energy sector, designed both to develop
the resources of that sector and to economize on the use of oil in
particular, deserve much credit.

Mr. Senior remarked that, against the background of a difficult
external environment—-both within the region and worldwide-—-the Colombian
economy had registered low rates of growth in 1982, while the overall
balance of payments had shifted from surplus to deficit for the first time
in several years. That weakening of the balance of payments had been
accompanied by a slowdown in the rate of inflation (from 27 percent to
24 percent), which was a positive development, considering that entrenched
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inflationary expectations had for several years prevented any decline in
price increases. Notwithstanding the weakenlng of economic conditions,
the Colombian authorities had continued to diversify the economy, partic-
ularly in the agricultural and energy sectors. Especially welcome was
the substantial investment that had taken place in the energy sector to
develop sources of energv other than oil.

He tended to agree with the authorities that, in current circum-
stances, the reactivation of the economy and a further slowdown in the
rate of inflation should continue to be the primary objectives of economic
policy, Mr. Senior continued. Fiscal policy should play a complementary
role, with investment expenditure focused on recovery in the agricultural
sector. On the revenue side, he welcomed the recently adopted package of
measures designed to enhance the proceeds from the tax system for the
Central Goverument and local govermments. Those measures, in conjunction
with expenditure control, should contribute to the maintenance of a
relatively small overall deficit in the nonfinancial public sector. As
for monetary and exchange rate policies, he tended to believe, unlike the
staff, that the measures already adopted by the authorities were not at
present having any significant adverse effect on the balance of payments
or on the rate of inflation. Indeed, it was satisfying to note from
Mr. Kafka's statement that the rate of inflation had continued to slow
down during the year.

He agreed with the authorities that the fiscal measures adopted, in
combination with prudent external debt policies and a comfortable level
of international reserves, should give them sufficient room for maneuver
to achieve their desired objectives and should not be cause for concern,
Mr. Senior stated. It appeared that confidence was again beginning to
build, as evidenced in recent weeks by the slowdown or cessation in the
loss in international reserves. It was to be hoped that unduly negative
comments in the staff report would not undermine that confidence.

Mr. Polak said that it was refreshing to be able to discuss a country
with such a long record of positive growth as that registered by Colombia.
Also gratifying was the reduced rate of inflation--which had been facil-
itated by a moderate wage policy--and the high level of reserves, which
gave the Colombian authorities some room for maneuver. 1In that regard,
he could understand the desire of the authorities to use their room for
maneuver, in a situation that they considered politically unbearable, to
stimulate the economy through more expansionary fiscal and monetary
policies. Their desire was all the more reasonable, since such policies
would be combined with a far-reaching fiscal package for the medium term
that would apparently produce increased revenues of some 3 percent of
GDP. However, he had reservations about the content of the expansionary
package and possibly its size. The staff had criticized the proposed
expansion on both counts, and he had the impression that, even though the
staff was implying that the Government's preoccupation with reactivation
was understandable, it objected to the entire package. The staff had
argued that the expansionary fiscal poulicy on the scale contemplated
would lead to crowding out, with domestic resources absorbed by the public
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sector at the expense of the private sector. While such a developmenr was
possible, he had found no evidence in the paper to support the staff's
conclusions. The staff had also suggested that expansion would place
pressure on international reserves, a development that the authorities
considered inevitable but, up to a certain limit, acceptable.

His own concerns were related to the composition of the various
measures contemplated and to the fact that some needed measures were miss-
ing, Mr. Polak continued. The Government had allowed the peso to become
overvalued, and the recent correction of that overvaluation had been
insufficient, Moreover, in lieu of competition——which the authorities
had previously been inviting--a wide range of highly undesirable restric-
tions had been introduced as a kind of substitute for an appropriate
exchange rate.

On the monetary side, expansion was taking the form of subsidized
sectoral interest rates, Mr. Polak observed. Such rates had been an
unfortunate element in Colombian policy in the 1970s and, aflter being
almost entirely eliminated, were now being reintroduced. It was illusory
to believe that monetary policy by itself could be used to lower real
interest rates in Colombia below the level applying worldwide unless the
authorities were prepared to accept a large capital flight. The interest
rate measures taken by the authorities had in fact produced symptoms of
capital flight, and the capital controls—--another undesirable element--had
not been particularly effective. Given that Colombia had begun in recent
years to move away from such restrictions after a long history of relying
heavily on them, he found it particularly regrettable cthat the restric-
tions had been reintroduced, essentially for cyclical reasons.

On the positive side, there were some encouraging elements in the
staf f report on structural developments in Colombia, Mr. Polak remarked.
In particular, he welcomed the fact that the resources of the powerful
Coffee Federation had been marshaled to encourage diversification by
coffee farmers to other crops. Some welcome measures had also been taken
in the energy sector.

Mr. Connors stated that he was in broad agreement with the staff's
analysis and could support the proposed decision. 1In its appraisal, the
staff had correctly stressed the danger of following expansionary policies
in Colombia at present. While it was understandable that the authorities
might wish to stimulate economic activity, he was concerned that their
efforts could entail considerable risks in the present international
environment. [t would seem prudent not to underestimate the possible
effects of expansionary domestic policies on the balance of payments, the
reserve position, and the exchange rate. Hence, because he shared the
fears of the staff, he urged the authorities to reverse the expansionary
stance of fiscal policy. There was a need to increase fiscal revenues and
to reduce and rationalize public spending; in that regard, he welcomed the
most recent fiscal measures adopted.
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Also worrying was the expansionary monetary policy in Colombia,
Mr. Connors continued. Like Mr. Polak, he wondered whether the authori-
ties would be able to control real interest rates. By following an
expansionary monetary policy, the authorities were risking capital flight
and unmanageable pressures on the exchange rate. While international
reserves were currently at a comfortable level in relation to imports, it
was not clear that such a ratio was the best indicator of a safe position
in present international circumstances. A large reserve loss could
endanger confidence, and capital flight could potentially erode reserves
far more rapidly than import payments. Moreover, available external
financing could disappear quickly. He had noted from Mr. Kafka's state—
ment that signs of renewed confidence had recently emerged, but he
believed that the authorities would do better to err on the side of caution.

Commenting on exchange rate policy, Mr. Connors considered that the
authorities should emphasize the maintenance of competitiveness. Of
course, exchange rate policy must be supported by more restrained domestic
financial policies, and he urged the authorities not to rely on ineffi-
cient trade and exchange controls in an effort to protect the balance of
payments. In sum, he would suggest that the authorities act quickly to
reverse the expansionary policies that they had been following. The
present economic and financial situation in Colombia appeared brighter
than that in many other countries, and the authorities should not risk a
deterioration in that situation by pursuing expansionary policies.

Mr. Taylor observed that, through careful and consistent economic
policies, Colomblia had come to be regarded as one of the most creditworthy
countries in the Latin American region. Such a reputation was partic—
ularly helpful at a time when the international banking community was less
willing than in the past to extend credit. It would be unfortunate if
Colombia's good reputation were put at risk through the postponement of
necessary ad justment measures; hence, he urged the authorities to adopt
the recommendations in the staff appraisal. The staff had correctly
advised the authorities to change the direction of their fiscal policy so
as to secure an early reduction in the public sector deficit, eXpected to
reach 6 percent of GDP in 1983, 1In passing, he wondered whether that
projection had been based on the package of fiscal measures recently
adopted. The absence of a clear framework of forecasts or projections
for the main economic aggregates in 1983 made 1t difficult to get a clear
sense of the likely development of the economic situation in Colombia
during the year. That lack of clarity—--which might be translated as
overoptimism in the short-term forecasts——could damage confidence if it
were widely communicated.

He understood the authorities' desire to stimulate the economy,

given that real GDP had risen by only 1 percent in 1982, Mr. Taylor con-
timued. Nevertheless, the expansionary policy risked severe balance of
payments problems, which could in turn jeopardize the longer-term potential
of the economy. Sufficient external financing-—on which the authorities
were relyjing heavily--was by no means assured, and he would be interested
in hearing whether any thought had been given to contingency plans for
cutting public expenditure if the external financing did not materialize.
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The authorities had put forward a package of major fiscal reforms,
Mr. Taylor noted, but the relevant measures would not have much effect
for some time. Once implemented, however, they would undoubtedly make a
significant contribution to a reduction in the budget deficit. It was to
be hoped that some of those measures could be brought to bear during 1983.

On monetary policy, Mr. Taylor agreed with the staff and others that
the present stance risked a reinforcement of pressures on both the level
of domestic prices and the balance of payments. It was of course reassur-—
ing to note that the Central Bank was prepared to make adjustments as
warranted; in that regard, it would be important carefully to monitor
developments in inflation and the balance of payments in preparation for
such ad justments.

Colombia's medium—term prospects on the supply side seemed good,
Mr. Taylor considered. The current program of crop diversification was
sensible, and the intention to make the economy self-sufficient in gaso-
line by 1990 and the planned increase in hydroelectric power in 1984
were welcome. Tt would be interesting to know whether the staff saw any
scope for inward investment, particuarly direct investment, to aid those
developments. Tapping foreign investment rescurces without adding a
debt financing burden to the balance of payments would be helpful;
unfortunately, the existence of exchange controls could deter potential
investors. While such controls might be used to stem capital flight in
the short run, they could be counterproductive over the longer term.
Similarly, he hoped that the recent tightening of trade restrictions--
which had probably been necessary to protect domestic industry-—would be
only a temporary expedient.

The decision to accelerate the pace of depreciation of the peso
against the U.5. dollar was welcome, especially since the peso had
appreciated in real terms in the first nine months of 1982, Mr. Taylor
remarked. The depreciarion should help the country's competitiveness,
although the sharp devaluations in the currencies of neighboring economies,
combined with the risk of resurgence of inflation at home, would place
the peso under renewed strain. He wondered whether the authorities were
considering possibly stepping up the rate of depreciation further as a way
of dampening speculative pressures and prutecting reserves.

Given the authorities' intention to finance the fiscal deficit in
large part by running down reserves and increasing foreign borrowing in
1983, it would be interesting to know the staff's estimate of Colombia's
short—term debt in relation to its reserves, Mr. Taylor said. Reserves
had fallen sharply to just over 53 billion at end-April 1983 from more
than &4 billion at the end of 1982. The loss of $1 billion or so in one
quarter was equivalent to the authorities' projection for the year as a
whole. While the pace might have slowed of late--as indicated by
Mr. Kafka—-—it was unclear whether a new trend was being set. Hence, the
prospect of a further fall in reserves, failing the required level of
banking finances, was worrying.
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As with other aggregates, greater quantitative precision by the staff
about the forecasts for the balance of payments in 1983 would have been
appreciated, Mr. Taylor commented.. The 13 percent ratic of net interest
payments to exports might not have been worrying in 1982, "but the situation
could become worse by the end of 1983 if present trends in reserves and
foreign borrowing continued. Finally, in view of the authorities' econonmic
goals and the staff's advice, he hoped that it would be possible to conduct
future Article IV consultations on a l2-month cycle.

Mr. Delgadillo remarked that, tollowing six years of good performance,
the situation in Colombia had deteriorated in 1982, with reductions in the
pace of economic growth and in the level of international reserves together
with some reversal in the import liberalization process initiated in 1980.
The varicous domestic and external factors that had led to the current
situation had been well described in the staff paper; the real issue was
the appropriateness of the approach that the Colombian authorities were
developing to deal with the problems.

The primary objective of the authorities was to reactivate the
economy through a combination of expansionary fiscal and monetary policies,
together with additional restrictions on the external side, Mr. Delgadillo
continued. The authorities had, at the same time, made clear their inten—
tion to intensify borrowing from external financial sources to avoid a
sharp reduction in their current international reserves. They considered
the program to be feasible, given the margin for maneuver available to them
as a consequence of prudent past policies that had led to an accumulaticn
of international reserves without excessive recourse to foreign financing.

The implementation of an expansionary fiscal policy implied a further
increase in the overall public sector deficit——already projected to exceed
b percent of GDP in 1983--which would need to be financed with foreign
resources, Mr. Delgadillo remarked. However, since expanded foreign
financing was not yet assured, the authorities should bear in mind the
dangers that could arise from a growing deficit, such as constraints on
domestic bank financing to the private sector, a large balance of payments
deficit, and domestic price pressures.

In fiscal pulicy, Mr. Delgadillo wondered whether the projected
increase in public sector wage expenditures——in line with the expected
rate of inflation——would not induce the same type of increases for private
wages, which could become inconsistent with the level of real wages
required to avoid unemployment in an economy eXperiencing low rates ot
growth. On the monetary side, he agreed with the staff that a relaxation
of monetary policy--while it might produce sume short-run stimulation of
activity——would involve additional pressures on the balance of payments
and on domestic prices. Also, the practice of granting credits at sub-
sidized interest rates could be difficult to redress in future, and he
wondered whether further cuts in interest rates might not adversely
atfect the behavior of domestic savings.
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In general, Mr, Delgadillo observed, the intensification of foreign
borrowing could be viewed as a reasonable short—term measure if kept
within appropriate limits and provided that financing was assured before
expenditures were undertaken. Less appropriate were the measures that
had begun to reverse the liberalization of imports.

For the medium term, he welcomed the priority to be given to fiscal
reforms designed to improve and strengthen the financial situation of the
public sector, through enlarging the tax base, eliminating legal loopholes
that had encouraged tax evasion, and adding greater flexibility in the
administration of taxes, Mr., Delgadillo said. A reduction of public
expenditures might be necessary to bring the public sector deficit to a
level consistent with both the absorptive capacity of the domestic finan—
cial market and the limit imposed by prudent external borrowlng. Finally,
he commended the Colombian authorities for the progress already made in
diversifying agricultural production and reducing surplus coffee produc-
tion. Also welcome were the new oil, coal, and hydroelectric investments,
which should contribute to strengthening capital formation in the energy
Secror.

The Special Advisor to the Director of the Western Hemisphere
Department remarked that the package of fiscal measures recently adopted
was not expected toc have much effect on the projections for the fiscal
deficit in 1983. However, if the authorities were unable to obtain
foreign financing for investment, they were likely to make reductions in
investment and might reduce the fiscal deficit below the expected level
of 6 percent of GDP. On the other hand, the authorities had indicated
that, particularly in the energy sector, prospects for direct investment
of the sort that would not increase the deficit were good.

With regard to estimates of the ratio of short-term debt to reserves
by the end of 1983, the Special Advisor indicated that available infor-
mation was unclear. Suppliers' credits were estimated to be about
$1.5 bjllion of the total debt of the public and private sector of about
310 billion. 1In addition, there were a number of other short-term debts
that could total approximately $3 billion. However, those were only
"estimates, and they were based on information that might not be reliable.
It was also difficult to be precise about the balance of payments projec-
tions for 1983 because so much depended upon conditions in the world
economy and on the future impact of the expansionary policies being
pursued in Colombia. Still, the staff considered that the estimates that
it had provided were reasonable.

The staff representative from the Exchange and Trade Relations
Department recalled that a number of Directors had touched upon the
general question of the appropriateness of expansionary policy in Colombia,
One of the authorities' important objectives was a sound and sustained
recovery, but the proper approach to achieving that end was a matter of
judgment. In that connection, the experience of the past few years, when
the public sector had incurred prougressively larger deficits, was of some
interest. Inflation had not risen much but had remalned at a rate well
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above 20 per cent a year. Growth in the economy had declined over the
period to the current rate of almost zero. At the same time, the deficit
in the current account of the balance of payments had been on the rise,
necessitating recourse to foreign borrowing, yet international reserves
had begun teo fall. What was interesting about the current situvation was
that, unlike a nmumber of other members that no longer had reserves or
access to foreign financing, Colembia had some room to make a policy
choice. It appeared to the staff that there was sufficient evidence to
show that the attempt to help the economy to recover by lowering real
interest rates through monetary expansion would not work; there were also
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sustained basis through pure expansions in expenditure. In the circum—
stances, the staff was advising the Colombian authorities that, given the
international environment and the risk of a quick exhaustion of the large
stock of international reserves, the appropriate policy choice should be
a cautious omne.

Mr. Kafka remarked that it was clear from the discussion that very
different judgments could be made about a country with relatively high
reserves that decided to use its room for maneuver for stimulative
policies. Some would suggest that those policles were excessive, while
others would look upon them as approximately correct or perhaps even
insufficient. In his view, too few of his colleagues had stressed that
the reserve loss in Colombia had ceased and that the prospective reserve
level at the end of 1983 would still allow Colombia to cover one third of
its total gross debts, which represented a considerable margin of safety.
Finally, in response to Mr. Polak's thoughtful comments on the nature of
the stimulative program and its partial reliance on restrictions, he hoped
that Colombia's approach would be judged with due regard to the fact that
reliance on restrictions was by no means unique to that country.

The Chairman made the following summing up:

In concluding the 1981 Article IV consultation with Colombia,
Directors noted the country's relatively strong external position
in the face of weak foreign demand for its main exports and of

reduced capital flows into the region. It was observed that
domestic inflation appeared to be on the decline and that economic
growth had remained positive in 1982, although its pace had
declined.

Directors took note of the Colombian authorities' objective
of reactivating the economy in 1983 through a more acrive recourse
to foreign borrowing and a prudent use of the country's interna-—
tional reserves. While some Directors expressed support for the
short-term policy objectives of the authorities, others emphasized
the dangers of such an approach, taking into account the present
external environment and the need to maintain confidence in the
CUTTEency.
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Concern was exXpressed by scme Directors about the magnitude
and the content of the contemplated anticyclical action. A number
of Directors viewed the package of fiscal measures recently passed
by Congress as a major step in the right direction; it was noted
in particular that, on a full-year basis, the new tax package
would yield revenues equivalent to approximately 3 percent of GDP.

Concern was also expressed about the considerable relaxation
of monetary contreols and the granting of credit lines at subsid-
ized rates. Directors remarked that efforts by the authorities to
reduce interest rates in the formal financial sector below market
levels would likely spur capital flight.

Directors tock note of the real appreciation of the Colombian
peso during recent years and welcomed the authorities' decision
to accelerate the pace of the depreciation of the peso with the
intention of improving the counttry's competitive position. How-
ever, successful implementation of Colombia's exchange rate policy
was seen by a number of Directors to be crucially dependent on the
pursuit of realistic interest rate policles and appropriate demand
policies. The increased reliance by Colombia on exchange and
trade controls as a means of protecting the balance of payments
was noted with regret. Such a course of action would, in the view
of several Directors, introduce distortions in resource allocation,
exert renewed pressures on domestic prices, and ultimately weaken
the external sector. Directors welcomed the authorities' inten—
tion of simplifying Colombia's exchange and trade system over the
medium run and encouraged them to proceed as rapidly as possible
toward that end.

Directors also noted the relatively comfortable external debt
position of Colombia at a time of sizable external debt difficul-
ties in most countries of the region. While a moderate increase
in foreign borrowing might be acceptable in present circumstances,
they said, the authorities should be encouraged not to delay
unduly the adoption of measures needed to raise domestic savings
and bolster private sector confidence.

Finally, Executive Directors welcomed the slowdown in the
rate of domestic price increases. In that regard, theyv considered
that the authorities deserved commendation for having followed
prudent and restrained wage polices; the continued pursuit of such
policies was viewed as an essential ingredient {in further reducing
inflationary pressures and contributing to employment growth.

[t is expected that the next Article IV consultation with
Colombia will be held on the standard 12-month cycle.
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The Executive Board then adopted the following decision:

Decislon Concluding 1983 Article XIV Consultation

1. The Fund takes this decision relating to Colombia's
exchange measures subject to Article VIII, Sections 2 and 3, and
in concluding the 1983 Article XIV consultation with Colombia,
in the light of the 1983 Article IV consultation with Colombia
conducted under Decision No. 5392-(77/63), adopted April 29, 1977
(Surveillance over Exchange Rate Policies).

2. Coleombia maintains restrictions on payments and trans-—
fers for current international transactions and multiple currency
practices as described in SM/83/101. The Fund hopes that the
authorities will find possible the early removal of the exchange
restrictions and multiple currency practices introduced recently,
so as to proceed with a further simplification of the exchange .
system, The Fund also notes that Colombia maintains bilateral
payments agreements with two Fund members, and encourages Colombla
to take early steps for their elimination.

Decision No. 7458-(83/97), adopted
July 1, 1983

APPROVED: December 7, 1983

LEO VAN HOUTVEN
Secretary



