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1. IRELAND 1986 ARTICLE IV CONSULTATION - 

The E x e c u t i v e  D i r e c t o r s  c o n t i n u e d  from t h e  p r e v i o u s  m e e t i n g  
:EBM/86/121,  7 /25/86)  t h e i r  c o n s i d e r a t i o n  of t h e  s t a f f  r e p o r t  f o r  t h e  
1986 A r t i c l e  ZV c o n s u l t a t i o n  w i t h  I r e l a n d  (SE1/86/163, 7/3/8G; and Cor .  l., 
7 / 1 . l / 8 6 ) .  They a l s o  had b e f o r e  them a r e p o r t  on recent economic develop-  
ments  i n  I r e l a n d  (SM/86/166, 7 / 9 / 8 6 ;  and Cor. 1, 7/21/86) .  

Mr. P 5 r e z  remarked t h a t  as p r e v i o u s  s p e a k e r s  had u n d e r s c o r e d ,  t h e  
i m b a l a n c e  i n  t h e  I r i s h  economy had n o t  improved i n  1985.  The p u b l i c  sec- 
t o r  d e f i c i t  and c e n t r a l  government  d e b t  had remained  h i g h ,  and  unemploy- 
ment had worsened .  However, o t h e r  a r e a s  i n  which t h e  a u t h o r i t i e s  had 
a p p l i e d  c o r r e c t i v e  measures  had  proclriced t h e  d e s i r e d  r e s u l t s :  t h e  r a t e  
o f  i n f l a t i o n  had been  low a t  a b o u t  4 p e r c e n t ,  t h e  b a l a n c e  of  payments had 
shown a t r a d e  s u r p l u s  f o r  t h e  f i r s t  t i m e  i n  40 y e a c s ,  and r ea l  i n v e s t m e n t  
had r e c o v e r e d  s u b s t a n t i a l l y .  More i m p o r t a n t ,  p r o s p e c t s  i n  t h o s e  areas  
were e n c o u r a g i n g  f o r  1.986. 

The s t a f f  p a p e r s  i nd i . ca t ed  t h a t  t h e  c u r r e n t  f i s c a l  s i t u a t i o n  r e s u l t e d  
from f a i l u r e  t o  implement t h e  1984 N a t i o n a l  P l a n ,  Mr. PErez  n o t e d .  I t  
was d i f f i c u l t  t o .  d e t e r m i n e  t h e  r e a s o n  f o r  t h a t  outcome,  h u t  h e  c o n s i d e r e d  
t h a t  s o c i a l  c o n s e n s u s  was n e c e s s a r y  f o r  t h e  s u c c e s s f  l.11 i m p l e m e n t a t i o n  of 
government '  p o l i c y .  That  conser isus  seemed t o  be l a c k i n g  i n  t h e  case of 
I r e l a n d ,  a n d ,  as a r e s u l t ,  t h e  p r o s p e c t s  € o r  change i n  t h e  d e t e r i o r a t i n g  
t r e n d  of p u b l i c  f i n a n c e s  wers u n c e r f a i n .  Another  c o n s t r a i n t  i n  a p p l y i n g  
a s t r o n g  f i s c a l  program stemmed from t h e  h i g h  l e v e l  of unemployment. T h e  
p o t e n t i a l  d e f L a t i o n a r y  impact  of a t i g h t e r  f i s c a l  s t a n c e  and its n e g a t i v e  
i n f l u e n c e  on employment p r e v e n t e d  t h e  a u t h o r i t i e s  f rom implement ing  t h e i r  
planned f i s c a l  p r o j e c t s .  

The budget  f o r  1586 r e f l e c t e d  i n  part:  t h o s e  t w o  factors, M r .  P 6 r e z  
c o n t i n u e d .  On t h e  r e v e n u e  s i d e ,  t h e  a u t h o r i t i e s  had had 1 i . t t l e  c h o i c e  
o v e r  t h e  past f e w  y e ? r s  b u t  t o  impose h i g h e r  t a x e s  t o  s u s t a i n  t h e  l e v e l s  
of p u b l i c  s p e n d i n g  demandc6 by h i g h  unemployment,  a l t h o u g h  t h a t  p r e s s u r e  
had lessened i n  t h e  1985 b u d g e t .  I n  t h e  coming y e a r s ,  e m p h a s i s  s h o u l d  be 
o n  t h e  e x p e n d i t u r e  s i d e ,  a s  a n v i s a g e d  i n  t h e  J.986 budget .  T a b l e  2 of t h e  
s t a f f  r e p o r t  i l l u s t r a t e d  t h e  s h a r p  d e c e l e r a t i o n  i n  i n t e r e s r  payments 
e x p e c t e d  t o  t a k e  p l a c e  i n  1986,  p r i m a r i l y  owing t o  f a v o r a b l e  i n t e r e s t  
r a c e s  a b r o a d  arid t h e  d e v a l u a t i o n  of t h e  U.S. d o l l a r .  Although some p r e s -  
s u r e  would be l i f t e d  from t h e  e x p e n d i t u r e  s i d e ,  t h e  a u t h o r i t i e s  s h o u l d  n o t  
-:iew t h a t  deve lopment  as a n  o p p c r t u n i t y  t o  r e l a x  t h e i r  e f f o r t s  t o  r e d u c e  
n o n i n t e r e s t  o u r l a y s .  With r e s p e c t  t o  e x p e n d i t u r e  c u t s ,  t h e  q u e s t i o n  of 
s o c i e l  w e l f a r e  b e n e f i t s  was s e n s i t i v e  and r e d u c t i o n s  wer;! a l w a y s  v e h t m e n t l y  
opposed.  
l a b o r  u n i o n s  t o  c u r b  s u c h  e x p e n d i t u r e s ,  which had p e r h a p s  gone t o o  Ear.  

N e v e r t h e l e s s ,  i t  would be n e c e s s a r y  t o  r e a c h  agreement  w i t h  t h e  

Like o t h e r s  in t h e  European  Monetary  Sys tem,  t h e  I r i s h  a u t h o r i t i e s  
i l s e d  monetary  p o l i c y  a s  t h e  main t c jo l  t o  k e e p  t h e  exchange r a t e  on t a r g e t ,  
Mi-, P G r e z  o b s e r v e d .  lie missed  a more d e t a i l e d  d e s c r € p t i o n  by the  s t a f f  
of t h a t  a r ca ;  i t  was of g r e a t  i m p o r t a n c e  tc s e i  t h e  a u t h o r i t i e s '  excilange 
r a t e  p o l i c y  in i t s  p r o p e r  p e r s p e c t i v e .  The c o m p e t i t l v e n e s s  of I r i s h  
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i n d u s t r y  had he.en t h r e a t e n e d  by t h e  e v o l u t i o n  of ' t he  exchange  r a t e  of thi? 
I r i s h  pound vis-;-vis t h e  U.S. d o l l a r  and pound s t e r l i n g - - t h e  c u r r e n c i e s  
of I t s  two main t r a d e  p a r t n e r s .  With t h e  I r i s h  pound r e v a l u a t i n g  a g a i n s t  
t h e  pound s t e r l i n g ,  I r i s h  companies  s e l l i n g  i n  t h e  U n i t e d  Kingdom or  
compet ing  w i t h  U.K. f i r m s  a b r o a d  were a t  a c l ea r  d i s a d v a n t a g e ,  e s p e c i a l l y  
a s  I r e l a n d  was a member of the EurGpean Monetary System bu t  d i d  t h e  b u l k  
of i t s  t r a d e  w i t h  a nonrnernber n e i g h b o r .  He a g r e e d  w i t h  t h e  a u t h o r i t i e s  
t h a t  c o m p e t i t i v e n e s s  c o u l d  and s h o u l d  be improved t h r o u g h  d o m e s t i c  a d j u s t -  
men:, bu t  t h a t  view was also c o m p a t i b l e  w i t h  u t i l i z i n g  t h e  exchange  r a t e  
as  a u s e f u l  d e v i c e  t o  cope w i t h  t h e  problem of c o m p e t i t i v e  d i s a d v a n t a g e  
c r e a t e d  i n  p a r t  by exchange  r a t e  d i s a r r a y .  

I r e l a n d ,  l i k e  o t h e r  European  c o u n t r i e s ,  had t h e  s e r i o u s  problem of 
h i g h  r a t e s  of unemployment,  Mr. P6rez  commented. Tha t  i s s u e  was one  of  
t h e  most c o n t r o v e r s i a l  s u b j e c t s  of I r i s h  economic p o l i c y .  H e  was d i s -  
a p p o i n t e d  t h a t  t h e  s t a f f  h a d  r e f e r r e d  t o  t h e  i s s u e  o n l y  b r i e f l y ,  m e r e l y  
m e n t i o n i n g  t h a t  " t o  m i t i g a t e  t h e  impact  of unemployment, t h e  a u t h o r i t i e s  
a r e  a l s o  o p e r a t i n g  a number of spec ia l  employment schemes. ' '  I t  would 
have been  u s e f u l  t o  i n c l u d e  more i n f o r m a t i o n  on t h a t  i m p o r t a n t  s u b j e c t  i n  
t h e  s t a f f  r e p o r t  r a t h e r  t h a n  i n  che  r e p o r t  on r e c e n t  economic deve lopmen t s .  
He would a p p r e c i a t e  comments on  the p o s i . t i o n  of t r a d e  u n i o n s ,  which were 
s t i l l  ve ry  i n f l u e n t i a l  i n  I r e l a n d .  Moreover ,  h e  wondered whe the r  t h e r e  
was any p o s s i b i l i t y  of r e a c h i n g  a s o c i a l  agreement  t h a t  c o u l d  p r o v i d e  a n  
a d e q u a t e  framework i n  which t o  a t t a i n  modera te  p o s i t i o n s  and  c rea te  a 
socia:- env i ronmen t  more conduc ive  t o  t h e  r e d u c t  i o n  o f  t h e  f i s c a l  d e f i c i t  
and unemployment. 

Because  I r e l a n d  m e t  t h e  p r i n c i p l e s  p r e v i o u s l y  d i s c u s s e d  by t h e  Board  
f o r  p l a c i n g  some members on a l o n g e r  c o n s u l t a t i o n  c y c l e ,  he  c o u l d  s u p p o r t  

r e c e n t  improvements  i n ' d i f f e r e n t  areas of t h e  I r i s h  economy had  l a i d  t h e  
f o u n d a t i o n  f o r  a s t r a t e g y  aimed a t  r e d u c i n g  t h e  f i s c a l  i m b a l a n c e  and  t h e  
l e v e l  of unemployment. I n  t h e  c a s e  of I r e l a n d ,  as i n  t h a t  of o t h e r  small 
i n d u s t r i a l  c o u n t r i e s ,  f a v o r a b l e  deve lopmen t s  i n  t h e  i n t e r n a t i o n a l  economy 
would be c r u c i a l  t o  m a i n t a i n  t h e  economic momentum. 

' t h e  a u t h o r i t i e s '  r e q u e s t  t o  e x t e n d  t h e  c y c l e ,  Mr. P6rez  s a i d .  F i n a l l y ,  

Mrs. P l o i x  commented t h a t  i n  looking  a t  r e c e n t  deve lopmen t s  i n  
I r e l and- -an  a c t i v e  member of t h e  European  Communjties--economic p e r f o r -  
mance i n  1985 had n o t  f u l l y  matched t h a t  of p r e v i o u s  years ,  e i t h e r  2n 
r a i s i n g  t h e  growth r a t e  o r  i n  t a c k l i n g  f i s c a l  imba lances .  I n d u s t r i a l  
a c t i v i t y  had been s l u g g i s h ,  and  a g r i c u l t u r a l  o u t p u t  had been a f f e c t e d  by 
poor  w e a t h e r  c o n d i t i o n s .  However, i n f l a t i o n  had d e c l i n e d  from 8 .6  per- 
c e n t  t o  5 . 4  p e r c e n t ,  and  t h e  e x t e r n a l  a c c o d n t s  hsd ,,.proved s i g n i f i c a n t l y .  
N e v s r t h e l e s s ,  t h e  s t a f f ' s  view was t h a t  t h o s e  deve lopments  had been 
l a r g e l y  due t o  a more f s v o r a b l e  i n t e r n a t i o n a l  env i ronmen t .  She a g r e e d  
w i t h  t h e  g e n e r a l  t h r u s t  of t h e  s t a f f ' s  a rgumen t s  and was p l eased  t h a t  the 
I r i s h  a u t h o r i t i e s  e n d o r s e d  them, a l t h o u g h  t h e y  pe rhaps  d i s a g r e e d  on t h e  
pace of a d j u s t m e n t  - 

I 
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The s t a f f  had made i t  c l ea r  t h a t  a n  improvement i n  t h e  f i s c a l  posi-  
t i o n  w2s c r u c i a . 1 ,  e s p e c i a l l y  i n  v iew o f  t h e  d e b t  s i t u a t i o n ,  Mrs. P l o i x  
co r , t i nued .  The i m p l i c i t  abandonment by t h e  a u t h o r i t i e s  of t h e  d e f i c i t  
t a r g e t  f o r  1987 gave c a u s e  f o r  c o n c e r n .  I t  was e v i d e n t  t h a t  a compromise 
had t o  be  found between a much needed  f i s c a l  c o n s o l i d a t i o n  a n d  a r e t r e n c h -  
ment of f i s c a l  s t i m u l u s  b e c a u s e  o f  t h e  a d v e r s e  impact on t h e  economy, 
n o t a b l y  on  unemployment. However, s h e  wondered whether  t h e  h i g h  budget  
d e f i c i t s  of p r e v i o u s  years had had t h e  e x p e c t e d  b e n e f i t  i n  terms of j o b  
c r e a t i o n ,  and  s h e  would a p p r e c i a t e  s t a f f  comment on t h a t  i s s u e .  The 
development  of s o c i a l  w e l f a r e  e x p e n d i t u r e s  needed to be  C o n r r o l l e d .  

One of t h e  inain f e a t u r e s  of t h e  I r i s h  economy was i t s  o p e n n e s s ,  even  
though t h e  g e o g r a p h i c a l  d i s t r i b u t i o n  OF i t s  e x p o r t s  was c o n c e n t r a t e d  on 
t h e  European Communi t ies ,  Q o t a b l y  t h e  U n i t e d  Kingdom, Mrs. P l o i x  remarked .  
Because e x t e r n a l  t r ade  r e p r e s e n t e d  135 p e r c e n t  of GNP,  e x t e r n a l .  deve lop-  
ments  played a d e c i s i v e  r o l e .  The s t a f f  s medium-term e x t e r n a l  d e b t  
s c e n a r i o s  h i g h l i g h t e d  t h a t  aspect and s t r e s s e d  t h e  i rnporcance of m a i n t a i n -  
i n g  a s t r o n g  c o m p e t i t i v e  p o s i t i o n .  She a l s o  advoca ted  t h e  p u r s u i t  of 
g r e a t e r  b a l a n c e  between t h e  e x t e r n a l  and d o m e s t i c  marke t s .  

With r e g a r d  t o  c o m p e t i t i v e n e s s ,  t h e  marked improvement i n  t h e  
e x t e r n a l  a c c o u n t s  gave  c l e a r  t e s t i m o n y  t h a t  t h e  p o l i c y  fo l lowed  t o  d a t e  
was i n  t h e  r i g h t  d i r e c t i o n ,  Mrs. P l o i x  obse rved .  :her t h e  p e r i o d  1981-85, 
p r o d u c t i v i t y  ga:ins had r o u g h l y  compensa ted  f o r  i n c r e a s e s  i n  ].ahor c o s t s .  
However, some d o u b t s  could  be raised abou t  t h e  s u s t a i n a b i l i t y  of such  
p r o g r e s s  o v e r  r h e  medium term a s  t h e  p r e s s u r e  f o r  i n c r e a s e s  i n  r ea l  wages 
appea red  t o  remain  s t r o n g  and t-he Government 's  a t t i t u d e  toward increases  
was no t  e n c o u r a g i n g ;  t h e  1985 d e c i s i o n  on  rea l  wage i n c r e a s e s  s h o u l d  n o t  
be r e p e a t e d .  The a u t h o r i t i e s '  i n t e n t i o n  t o  f o l l o w  a p a t h  c o n s i s t e n t  w i t h  
cu ' r r enc  demands f o r  pay i n c r e a s e s  and economic r e a l i t i e s  was welcome. 
The s t a f f  had d e s c r i b e d  t h e  . s t r e n g t h e n i n g  of t h e  I r i s h  poGnd v i s - & v i s  
t h e  pound s t e r l i n g ;  t h e  U.K. c u r r e n c y ' s  p a r t i c i p a t i o n  in t he  exchange 
'mechanism of t h e  European Monecary System would c o n t r i b u t e  t o  r e d u c i n g  
i t s  v o l . a t i l i t y .  

'Desp i t e  t h e  s i n a l 1  s i z e  o f  t h e  economy and t h e  f a c t  t h a t  rhe dornzs t i c  
marke t  c o u l d  not  f u l f i l l  t h e  o b j e c t i v e  of f u l l  employment,  t h e  a u t h o r i t i e s  
s h o u l d  s e e k  t o  encourage  p r o d u c t i o n  t h a t  w o u l d  b e n e f i t  =he domes t i c  m a r k e t ,  
Mrs. P i o i x  s t a t e d .  Heavy r e l i a n c e  on e x p o r t - l e d  growth d i d  nc;t seem 
f u l l y  j u s t i f i e d  o r  f r u i t f u l  i n  l i g h t  of p a s t  e x p e r i e n c e .  The i n d u s t r i a l  
p o l i c y  aimed a t  a t t r a c t i n g  f o r e i g n  i n v e s t m e n t  t o  I re l .and ' ,  which had  been  
implemented u n t i l  l a r e  1984,  had had some s e r i o u s  s e t b a c k s .  T a b l e  5 of 
t h e  r e p o r t  on r e c e n t  economic deve lopmen t s  showed t h a t  t h e  m a n u f a c r u r i n s  
s e c t o r  had been t h e  m a i n  c o n t r i b u t o r  t o  tlie d e t e r i o r a t i o n  of rhe empl.oy-- 
ment s i t u a t i o n ;  t h a t  t r e n d  had t o  be a r r e s t e d .  T h e  a u t h o r i t i e s ,  f o l l o w i n %  
t h e  recommendat ions of t h e  1981. White Paper ,  were s h i . F t i n g  t h e i r  p o l i c y  
i n  a d f r ec t . i . on  more i n  c o n f o r m i t y  w i t h  n a t i o n a l .  I n t e r e s t s .  T i m e ,  h o w e v e r ,  
would be needed t o  a s s e s s  t l ie b e n e f i c i a l  e f f e c t s  of  t h e  rp_i:eiit: c h a n g e  of  
p o l i c y  i n  tenns of employment.  
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Shor t - t e rm p r o s p e c t s  i n d i c a t e d  t h a t  many problems would be e a s e d  as  
economic growth  was e x p e c t e d  t o  p i c k  up, i n f l a t i o n  t o  d e c e l e r a t e  f u r t h e r ,  
and  t h e  c u r r e n t  a c c o u n t  d e f i c i t  t o  d e c r e a s e ,  Plrs. P l o i x  commented. 
Rowever, employment was no t  l i k e l y  t o  irnprn7:e s i g n i f i c a n t l y  , l e a v i n g  t h e  
a u t h o r i t i e s  u n c e r t a i n  a s  t o  t h e  p r o p e r  co i i r se  of a c t i o n  w i t h  respect t o  
p u b l i c  f i n a n c e s .  C o n f l i c t s  a r o s e  i n  s e t t i n g  economic p o l i c y :  f i s c a l  
ad jus tn :en t  d i d  n o t  c o n t r i b u t e  i n  t h e  s h o r t  r u n  t o  p o l i t i c a l  p o p u l a r i t y ,  
a l t h o u g h  b e n e f i t s  c o u l d  be  e x p e r i e n c e d  o v e r  a l o n g e r  p e r i o d  of t i m e .  The 
I r L s h  a u t h o r i t i e s  had  shown c o u r a g e  and d e t e r m i n a t i o n  i n  d i f f i c u l t  circum- 
s t a n c e s ;  t h o s e  q u a l i t i e s  were even  more n e c e s s a r y  a t  p r e s e n t  as r e l a x a t i o n  
of  t h e i r  e f f o r t s  would undermine t h e  p o s i t i v e  r e s u l t s  a c h i e v e d  t h u s  f a r .  

With respect t o  t h e  A r t i c l e  I V  c o n s u l t a t i o n  c y c l e ,  s h e  would recom- 
mend t h a t  b e f o r e  examining  Mr. L e o n a r d ' s  r e q u e s t ,  t h e  Boq.rd s h o u l d  have a 
g e n e r a l  d i s c u s s i o n  of t h e  i s s u e ,  Mrs. P l o i x  conc luded .  I n  t h e  case where  
t h e  c y c l e  was e x t e n d e d ,  p r o v i s i o n  s h o u l d  b e  made f o r  s c h e d u l i n g  e a r l i e r  
c o n s u l t a t i o n s  if a c o u n t r y  d i d  n o t  follow t h e  recommendat ions of  t h e  
p r  evi ous c o n s u l t  a t  i o n .  

Mr. King commented c h a t  t h e  s i t u a t i o n  f a c i n g  t h e  I r i s h  a u t h o r i t i e s  
was complex. On t h e  p o s i t i v e  s i d e ,  t h e  s h o r t - t e r m  p r o s p e c t s  were encour -  
a g i n g .  F u r t h e r m o r e ,  from a s l i g h t l y  l o n g e r - t e r m  p e r s p e c t i v e ,  some 
p r o g r e s s  had been  made i n  s t r e n g t h e n i n g  t h e  e x t e r n a l  p o s i t i o n ,  where a 
c u r r e n t  a c c o u n t  d e f i c i t  of a b o u t  1 .25  p e r c e n t  OF GNP was fo recas - t  f o r  
1986 compared w i t h  c l o s e  t o  1 5  p e r c e n t  o n l y  f i v e  y e a r s  p r e v i o u s l y -  

N o n e t h e l e s s ,  Mr. King c o n t i n u e d ,  overshadowing t h o s e  p o s i t i v e  
ach ievemen t s  were t h e  s u b s t a n t i a l  i m b a l a n c e s  t h a t  c o n t i n u e d  t o  f a c e  t h e  
economy--imbalances t h a t  undoub ted ly  l e f t  t h e  a u t h o r i t i e s  w i i h  d i f f i c u l t  
p o l i c y  di lemmas.  Al though t h e r e  had been  a marked improvement i n  t h e  
e x t e r n a l  p o s i t i o n ,  t h e r e  were r e a s o n s  f o r  q u e s t i o n i n g  w h e t h e r  t h e  under-  
l y i n g  s i t u a t i o n  might  b e  weaker t h a n  i t  a p p e a r e d .  F i r s t ,  t h e  improvement 
i n  t h e  t r a d e  a c c o u n t  p a r t l y  r e f l e c t e d  t h e  f a l l  i n  o i l  p r i c e s ,  which c o u l d  
e a s i l y  be a t  l e a s t  p a r t i a l l y  r e v e r s e d .  Second ,  t h e  n igh  l e v e l  of e x t e r n a l  
debt  l e f t  t h e  economy v u l n e r a b l e  t o  changes  i n  marke t  c o n f i d e n c e  and 
i n t e r e s t  r a t e s .  Tha t  d c b t  r e f l e c t e d  t h e  rleed t o  f i n a n c e  t h e  p e r s i s t e n t  
budget  d e f i c i t s  of r e c e n t  years. The p r o s p e c t s  f o r  c o n t i n u i n g  k r g e  
d e € i c i t s  i n  t h e  years ahead  would t h r e a t e n  f u r t h e r  c rowding  o u t  of p r i -  
v a t e  e c t i v i t y .  The need t o  f i n a n c e  t h o s e  d e f i c i t s  a l s o  emphasized t h e  
impor t ance  of r e t a i n i n g  merke t  c o n f i d e n c e  i n  t h e  p o l i c y  s t a n c e .  F i n a l l y ,  
t h e  a u t h o r i t i e s  f a c e d  B h igh  l e v e l  of unemployment,  which was a a a j o r  
c a u s e  of c o n c e r n .  

I n  l i g h t  of t h o s e  problems,  t h e  a u t h o r i t i e s  r e c o g n i z e d  t h e  i m p o r t a n c e  
o f  t a k i n g  a c t i o n  t o  p u t  the f i s c a l  d e f i c i t  on a more s u s t a i n a b l e  b a s i s  i n  
t h e  y e a r s  a h e a d ,  Mr. Kine o b s e r v e d .  T h e y  had a t t e m p t e d  t o  implement  
ii;ec!i.ilm-term F i s c a . 1  adjustnier i t  for some t i m e ,  bu t  a s  y e t  t h e i r  e f f o r t s  h a d  
s : p y q t - e i i t l y  m e t  w i t h  on:y l i m l t e d  success .  Alchough t h e  p u b l i c  s e c t o r  
h i > r r . c s w i  ng t e q u i r e m e n t  had been r e d u c e d  from over 2 0  p e r c e n t  of CNP i n  
l ~ ~ 3 1 ,  tci riricie>L- 16 percenc  i n  1985,  i t  rema1.ned t o o  h i g h .  F u r t h e r m o r e ,  a 
C; 1j:nf.f f c i i n t  p a r t  o f  t h a t  Improvement had stemmed from a s i i a r p  reZrenchment  



I n  c a p i t a l  exnenditures. The c u r r e n t  budget  d e f i c l . t  had  ai:tua:ly widened 
by  c?.bout 0.75 p e r c e n t  of GNP between 1981 and 1985. The cor l t i nued  weak- 
ness of t h e  cu r re ; ? t  budget  wa.s l a r g e l y  a r e s u l t  of t h e  c o n t i n a e d  s t r o n g  
growth  of c u r r e n t  e x p e n d i t u r e .  Some of! t ha i  r i se  was due t o  i n c r e a s e d  
i c t e r e s t  payments ,  b u t  o t h e r  e x p e n d i t u r e - - i n  p a r t i c u l a r ,  e x p e n d i t u r e  on 
s o c i a l  se rv ices- -had  r i s e n  r a p i d l y .  The s h a r e  of e x p e n d i t u r e  on s o c i a l  
s e r v i c e s  i n  t o t a l  n o n i n t e r e s t  c u r r e n t  e x p e n d i t u r e  had r i s e n  From 7 5  per-  
cen t  i n  1981. t o  n e a r l y  87  p 2 r c e n t  i n  198.,. To t h e  e x t e n t  t h a t  s o c i a l  
s e r v i c e s  e x p n d i t u r e  had been an i m p o r t a n t  f a c t o r  b e h i n d  t h e  r i s e  i n  t o t a l  
e x p e n d i t u r e ,  and b e c a u s e  i t  r e p r e s e n t e d  t h e  m a j o r  item w i t h i n  total .  d i s -  
c r e t i o n a r y  e x p e n d i t u r e ,  t h a t  c a t e g o r y  would h a v e  t o  be c1.osel.y examined,  
e s p e c i a l l y  as  t h e  a u t h o r i t i e s  b e l i e v e d  t h a t  t h e  t a x  burden  was a l r e a d y  
t o o  h i g h  a n d  t h a t  f u t u r e  emphas is  must  be p l a c e d  o n  e x p e n d i t u r e  r e s t r a i n t .  
T h e r e  seemed t o  be a n  i n c o n s i s t e n c y  be tween t h e  g e n e r a l  p o l i c y  o b j e c t i v e s  
and  t h e  F u r t h e r  i n c r e a s e s  i n  s o c i a l  b e n e f i t s  a l lowed i n  1985 and 1.986, 
which were more g e n e r o u s  t h a n  t.he commitments under  t h e  N a t i o n a l  Plan. 

Despite t h e  magni tude of t h e  f i s c a l  i m b a l a n c e ,  t h e  a u t h o r i t i e s  were 
r e l u c t a n t  t o  a c c e l e r a t e  t h e  pace  of f i s c a l  r e f o r m ,  Mr. King commented. 
!Jhile he c o u l d  s y m p a t h i z e  w i t h  t h a t  r e a c t i c n ,  tie wondered whether  a l e s s  
g r a d u a l i s t  appr.oach t o  a d j u s t m e n t  might n o t  be b o t h  n e c e s s a r y  2nd benef  i- 
cial. T h e  c u r r e n t  l e v e l  of t h e  budget  d e f i c i t  a p p e a r e d  t o  he u u s u s t a i n -  
a b l e  and  posed a c o n s i d e r a b l e  t h r e a t  t o  medium-term growth  p r o s p e c t s .  
F u r t h e r m o r e ,  and more f u n d a m e n t a l l y ,  i t  was u n c l e a r  t o  what e x t e n t  a 
r e d u c t i o n  i n  the  k f i c i t  xou1.d have  n harmful .  e f f e c t  011. unemployment. T h e  
c o n j u n c t i o n  of a p u h l i c  s e c t o r  bor rowing  r e q u i r e m e n t  of n e a r l y  1 6  perc .ent  
O F  GNP and a n  unemployment r a t e  of o v e r  17 p e r c e n t  seemed t o  s u g g e s t  t h a t  
t h e  problem was s t r u c t u r a l  i n  n a t u r e  r a t h e r  chan a n  example of i n s u f f i -  
r . ieat  a g g r e g a t e  demand. P e r h a p s  t h e  s t a f f  c o u l d  comment; i n  p a r t i c u l a r ,  
h e  would be i n t e r e s t e d  t o  know i f  t h e r e  were a n y  e s t i m a t e s  of the  n a t u r a l  
r a t e  OF unemployment i n  I r e l a n d .  

S t r u c r u r a l  and l a b o r  m a r k e t  p o l - i c i e s  had a crucial r o l e  t o  p l a y  1.f 
unemployment was t o  be s i g n i f i c a n t l y  r e d u c e d ,  M r .  King s t a t e d .  The need  
t o  r e d u c e  me): ... loyment  u n d e r l i n e d  t h 2  i m p o r t a n c e  o f  u s l n g  t h e  avail .ab.le 
i n s t r u m e n t s  t o  enslure t h a t  wage j n c r 2 a s e s  were s u i t a b l y  modera te .  H i s  
a u t h o r i t i e s  were aware of t h e  d i f z i c u l t i e s  i n  t_t?;t a rea  and t h e  l i m i t a -  
t i o n s  t h a t  e x i s t e d  on  what c o u l d  be a c h i e v e d  by ?he I r i s h  a u t h o r l t i e s .  
N o n e t h e l e s s ,  t h e  a u t h o r i t i e s  m i g h t  have been a b l e  t o  g i v e  a f i r m e r  lead 
by  showing g r e a t e r  r e s t r a i n t  i n  s e t t i n g  wages i n  th:: p u b l i c  s e c t o r  as 
t h o s e  wages were under  t h e i . r  d i r e c t .  con t ro l . .  
u n i n t e n d e d  r e a l  i n c r e a s e  i n  p* . ib l ic  s e c t o r  wages had happened i n  1986 as a 
reslilt of lower  t h a n  e x p e c t e d  i n f l a t i o n .  !le s u p p o r t e d  t h e  s t a r f ‘ s  - sugges -  
t i o n  t h a t  a pay pause  might be a p p r o p r i a t e  i n  t h e  1.987 budget .  

I t  was u n f o r - t u n a t e  t h a t  a n  

ThE Government c o u l d  a l s o  i n f l u e n c e  wage c o s t s  throti-!i Lts t a x a t i o n  
and o t h 2 r  p o l i c i e s ,  Mr. King c o n t i n u e d .  I n  t h a t  r e g a r d ,  t h e  s i z a b l e  
wedge ; ha t  had o p e n e d  1 . i ~  b e t n e e n  g r o s s  wages and  t-he l a b o r  c o s t s  f a c e d  b v  
enployers was a n  o b v i o u s  s o u r c e  o f  concern .as i t  m f g h t  L . \ I . I  lead t o  u p w a r d  
p re s su re  on wage settlements. T h a t  p r o b l e m  r~ou1 .d  seem t o  be a f u r t h e r  
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f a c t o r  u n d e r l i z i n g  t h e  i m p o r t a n c e  of t i g h t  e x p e n d i t u r e  c o n t r o i ,  r h i c h  
seemed t o  be t h e  o n l y  way t o  f i n a n c e  t h e  c h a n g e s  i n  t a x e s  and s o c i a l  
s e c u r i t y  c o n t r i b u t i o n s  t h a t  were needed  t o  r e d u c e  t h a t  wedge. 

H i s  c h a i r  welcomed t h e  r e o r i e n t a t i o n  of i n d u s t r i a l  p o l i c y  t h a t  had 
t a k e n  place i n  1984,  M r .  King s a i d .  The g r e a t e r  emphas i s  g i v e n  t o  
i n c r e a s i n g  t h e  i n t e g r a t i o n  of foreign-owned f inns i n t o  t h e  economy 
remained  a p p r o p r i a t e .  However, h e  would be g r a t e f u l  €o r  c l a r i f i c a t i o n  
from t h e  s t a f f  o r  Mr. Leonard  on how t h e  sys t em had been  o p e r a t e d .  
s t a f f  r e p o r t  seemed t o  i n d i c a t e  t h a t  t h e  m a i n  emphas is  of t h a t  p o l i c y  was 
o n  i n d u s t r i a l  s e c t o r  r a t h e r  t h a n  s e r v i c e s  s e c t o r  f i r m s .  Y e t  M r .  Leona rd  
had s ta ted  t h a t  i n  I r e l a n d ,  as i n  t h e  U n i t e d  Kingdom and o t h e r  European  
c o u n t r i e s ,  o n e  of t h e  most  buoyan t  areas w i t h i n  t h e  economy was t h e  
s e r v i c e s  s e c t o r ,  whlch s u g g e s t e d  t h a t  i t  s h o u l d  a l s o  he  an i m p o r t a n t  area 
f o r  i n d u s t r i a l  p o l i c y .  

The 

F i n a l l y ,  w h i l e  he c o u l d  a p p r e c i a t e  t h e  o p e r a t i o n a l  d i f f i c u l t i e s  t h a t  
m o t i v a t e d  M r .  L e o n a r d ' s  s u g g e s t i o n  t h a t  I r e l a n d  s h o u l d  b e  moved t o  a n  
18-month c o n s u l t a t i o n  c y c l e ,  h e  w a s  r e l u c t a n t  t o  reach a d e c i s i o n  on t h e  
p r e s e n t  case w i t h o u t  f i r s t  h a v i n g  had a chance  t o  examine t h e  inore g e n e r a l  
i s s u e ,  Mr. King s t a t e d .  He t h e r e f o r e  s u p p o r t e d  Mr. L e o n a r d ' s  v i ew t h a t  
t h e  Board s h o d d  r e t u r n  t o  t h e  q u e s t i o n  after a g e n e r a l  r e v i e w  of t h e  
Fund ' s  s u r v e i l l a n c e  p r o c e d u r e s .  

M r .  Z e c c h i n i  made t h e  f o l l o w i n g  s t a t e m e n t :  

P o s i t i v e  deve lo?men t s  c h a r a c t e r i z e d  t h e  e v o l u t i o n  of t h e  
I r i s h  economy i n  1 9 8 5 ,  i u  l i n e  w i t h  a f a v o r a b l e  t r e n d  t h a t  
s t a r t e d  a t  t h e  b e g i n n i n g  of t h e  1980s. The c u r r e n t  a c c o u n t  
d e f i c i t / G N P  r a t i o  f e l l  t o  3.2 p e r c e n t  f rom 14.7 percent  i n  1981;  
t h e  t r a d e  b a l a n c e  r e c o r d e d  a s u r p l u s ;  and t h e  r a t e  of i n f l a t i o n  
measured by t h e  consumer p r i c e  i n d e x  was 4 . 5  p e r c e n t  i n  May 
1986 ,  compared w i t h  20.4 p e r c e n t  i n  1981.  N e v e r t h e l e s s ,  s u c h  
p o s i t i v e  r e su l t s  seem n o t  t o  have i n v o l v e d  a n  improvement i n  t h e  
seriol; ;  imba lance  of I r e l a n d ' s  p u b l i c  f i n a n c . 2 ~ .  While t h e  d e b t  
service r a t i o  and t h e  ratio of e x t e r n a l  p u b l i c  d e b t  t o  GNP were 
reduced  f o r  t h e  f i r s t  time i n  t h e  l a s t  few y e a r s ,  t o t a l  p u b l i c  
d e b r  c o n t i n u e d  t o  grow and  as  a p e r c e n t a g e  of GNP r ema ins  one  
of t h e  h i g h e s t  among OECD c o u n t r i e s .  Moreove r ,  i n  s p i t e  of a 
r e c o v e r y  i n  f i n a l  d o m e s t i c  demand a n d  a s t r o n g  e x p o r t  p e r f o r -  
mance, growth of r e a l  GNP was o n l y  0.5 percent and (tie r a t e  of 
unemployment c o n t i n u e d  t o  r i s e  s i g n l f  i c a n t l y .  

I n  l i g h t  of t h e s e  d e v e l o p m e n t s ,  w e  share  t h e  s t a f f ' s  view 
t h a t  t h e  l i m i t e d  p r o g r e s s  i n  t h e  a r e a  o f  pub1.i.c f i n a n c e s  is ij 
cause f o r  s e r i o u s  c o n c e r n ,  a n d  we c o n t i n u e  t o  s u p p o r t  t h e  recom- 
menda t ions  p u t  fo rward  S y  t h e  E x e c u t i v e  Board on  t he  o c c a s l o n  o f  
l a s t  y e a r ' s  c o n s u l t a t i o n  (EBM/S6/135, 9/1 .0 /55) ,  namel .y ,  th . i t  chc. 
a u t h o r i t i e s  g i v e  the ,  h i g h e s t  p r i o r i t y  t o  r a p i d  f i s c a l  ad.just:mcnt: 
m a i n l y  t h r o u g h  a redt icr . ion i n  the r a t i o  of .pl.ibl.i.c e x p e 1 1 d i . t ~ r . f ~  t-o 
GNP. 
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I n  s p i t e  of t h e  s c a l i n g  down of t h e  medium-term f i s c a l  
o b j e c t i v e s  i n  t h e  c o n t e x t  of t h e  N a t i o n a l  P l a n ,  t h e  c u r r e n t  
a c c o u n t  d e f - i c i t  of t h e  p u b l i c  s e c t o r  i n  1985 t.urned o u t  t o  h e  
somewhat above t h e  t a r g e t ,  w h i l e  t h e  Exchequer  bor rowing  r e q u i r e -  
ment was a l m o s t  on  t a r g e t .  S i n c e  t h e  e a r l y  19UOs, t h e  a t t e m p t s  
t o  c o r r e c t  t h e  b u d g e t  i m b a l a n c e s  have  been c h a r a c t e r i z e d  by a n  
excess ive  r e l i a n c e  on  c u t s  i n  c a p i t a l  e x p e n d i t u r e  c o u p l e d  w i t h  
h i g h e r  t a x a t i o n - - p a r t  i c u l a r l y  on  wages and s a l a r i e s - - x h i c h  r o s e  
€ r o m  5.5 p e r c e n t  of GNP i n  1981 t o  36 p e r c e n t  i n  1985. Over t h e  
same p e r i c d ,  c u r r e n t  e x p e n d i t u r e ,  i n  c o n t r a s t  w i t h  c a p i t a l  
e x p e n d i t u r e ,  c o n t i n u e 2  t o  grow, r e a c h i n g  48.7 p e r c e n t  of GNP i n  
1985. 
i n  t h e  mediun? term i t  will n e g a t i v e l y  a f f e c t  the p r o s p e c t s  f o r  
f i x e d  i n v e s t m e n t ,  which a r e  a l r e a d y  b l e a k  a f t e r  t h e  I.ong d e c l i n e  
between 1 9 8 2  and 1984 ,  a n d  e v e n t u a l l y  i t  w i l l  hamper t h e  growth 
of t h e  economy and  t h e  r e d u c t i o n  of t h e  c u r r e n t l y  h i g h  unemploy- 
men t 1 e ve 1. 

Such a f i s c a l  p o l i c y  a p p r o a c h  seems q u e s t i o n a b l e  s i n c e  

We t h e r e f o r e  s u p p o r t  t h e  s t a f f ' s  recommendation t h a t  
improvements  i n  p u b l i c  f i n a n c e s  s h o u l d  come from t h e  e x p e n d i t u r e  
s i d e ,  e s p e c i a l l y  i n  c h e c k i n g  t h e  growth  of s o c i a l  w e l f a r e  bene- 
f i t s  and p u b l i c  e m p l o y e e s '  wages.  I n  t h i s  c o n n e c t i o n ,  t h e  
a u t h o r i t i e s '  commitment for- 1967 falls s h o r t  of what i s  r e q u i r e d .  
On t h e  one h a n d ,  t h e  N a t i o n a l  P l a n  d o r r e c t l y  s t resses  t h e  need 
- t o  ease t h e  t a x  b u r d e n  on  wage and s a l a r y  e a r n e r s .  On t h e  o t h e r  
hat;?, as  i n d i c a t e d  i n  t h e  s t a f f ' s  r e p o r t ,  " r h e  Irish r e p r e s e n t a -  
t i v e s  s t r e s s e d  t h a t  t h e  room f o r  maneuver was l i m i t e d  a s  o n l y  a 
s m a l l  p a r t  of t h e  n o n i n t e r e s t  component of c u r r e n t  e x p e n d i t u r e  
(some 10 p e r c e n t  of t h e  t u t a l )  was r e a l i s t i c a l l y  amenable  t o  
a d j u s t m e n t  i n  t h e  s h o r t  run .  " 

Moreover ,  w e  n o t i c e  . t h a t  t h e  Government i s  p l a n n i n g  t o  
i n c r e a s e  t h e  r e m u n e r a t i o n  of p u b l i c  c e c t o r  employees t o  a n  extent-  
i n  excess of i t s  own g u i d e l i n e s ,  a l l o w i n g  7 p e r c e n t  growth  o v e r  
18 months. Al though w e  u n d e r s t a n d  t h e  s e r i o u s  p o l i t i c a l  i n p l i -  
c a t i o n s  t h a t  s o c i a l  e x p e n d i t u r e  c u t s  will have  f o r  t h e  r u l i n g  
r a j o r i t y  i n  view of t h e  upcoming e l e c t i o n s ,  i t  s h o u l d  a l s o  be 
u n d e r s t o o d  t h a t  g a i n s  i n  economic a c t i v i t y  and  employment o b t a i n e d  
t h r o u g h  r e l a x a t i o n  of f i s c a l  p o l i c i e s  will be s h o r t  l i v e d .  

Incomes po: ic ies  and exchange  r a t e  p o l i c y  have c o n t r i b u t e d  
tc> t h e  improvexent  of I r e l a n d ' s  e x t e r n a l  p o s i t i o n  i n  recent  
y e a r s .  S i g n i f i c a n t  m o d e r a t i o n  i n  wage i n c r e a s e s  and exc.ept ion--  
a l l y  l a r g e  i n c r e a s e s  i n  a v e r a g e  p r o d u c t i v i t y ,  a s s o c i a t e d  w i t h  
r s t s u c t u r i n g  of t h e  i n d u s t r i a l  s e c t o r  a n d  l a b o r  s h e d d i n g ,  have 
b r o u g h t  a b o u t  n o t a b l e  improvements  i n  t h e  co rnpe t i . t i veness  of t h e  
I r i s h  m a a u f a c t u i i n g  s e c t o r .  T h i s  i n  t u r n  has r e s u l t e d  I n  a 
s t e a d y  i n c r e a s e  of e x p o r t s  t h a t  h a s  e x c e e d e d  w o r l d  t r ade  growth 
a n.d en l a  rged I re  l a  nd ' s m a  rke t s ha r e .  I u r t h crf I' 
improvements  i n  c o m p e t i t i v e n e s s  a r e  r e q u i r e d  U.<J a d d r e s s  e f  t ' t ic- 
t i v e l y  t h e  p roblem of uneinployment i n  a i n e d i u r n - t e r n  hor iz rJ i .1 .  

Neve r t h e  1.e s s , 
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Given t h e  h i g h  d e g r e e  of openness  of t h e  I r i s h  economy, and  t h e  
commitment of t h e  a u t h o r i t i e s  t o  exchange  r a t e  s t a b i l i t y  w i t h i n  
t h e  European Monetary System, improvements  i n  c o m p e t i t i v e n e s s  
c a n  on ly  d e r i v e  f rom f u r t h e r  r e d u c t i o n s  of d o m e s t i c  C o s t s .  I n  
t h i s  respect ,  t h e  a u t h o r i t i e s '  commitment t o  mere ly  a v o i d  pay 
i n c r e a s e s  t h a t  a re  i n  e x c e s s  of t h e  a v e r a g e  i n c r e a s e  i n  t r a d e  
p a r t n e r s  i s  c e r t a i n l y  a p o s i t i v e  s t e p  b u t  may no t  be s u f f i c i e n t .  
I n  f a c t ,  t o  improve c o m p e t i t i v e n e s s  t o  a f i r m e r  b a s i s  o v e r  t h e  
medium term i t  i s  n e c e s s a r y  t o  a i m  a t  c o n s t r a i n i n g  l a b o r  c o s t  
dynamics t o  a t r a j e c t o r y  much lower  t h a n  t h a t  fo l lowed  by t r a d -  
i n g  p a r t n e r s  b e c a u s e  i t  i s  d o u b t f u l  whe the r  t h e  l a r g e  produc-  
t i v i t y  g a i n s  t h a t  were r e a l i z e d  i n  t h e  l a s t  few years can be 
m a i n t a i n e d  i n  t h e  f u t u r e .  Ploreover ,  a t t e n t i o n  s h o u l d  be p a i d  
t o  t h e  need t o  r e d u c e  t h e  wedge betweeu w o r k e r s '  e a r n i n g s  and 
l a b o r  c o s t s .  

With respect t o  t h e  unemployment problem, w e  commend t h e  
a u t h o r i t i e s '  emphas is  on s u p p l y - s i d e  p o l i c i e s .  I n  l a t e  1985 a 
package of tax measures  and o t h e r  i n c e n t i v e s  a e r e  i n t r o d u c e d  t.o 
s t i m u l a t e  employment and  p r i v a t e  i n v e s t m e n t s .  @ne c a u s e  f o r  
c o n c e r n  o n  t h e  s u p p l y  s i d e  i s  t h e  c o n t i n u o u s  d e c l i n e  i n  con- 
s t r u c t i o n .  a c t i v i t y  t o g e t h e r  w i t h  a r e d u c t i o n  i n  p r i v a t e  h o u s i n g  
comple t ion .  A s  such  developments  c a n  c o n s t i t u t e  a c o n s t r a i n t  t o  
l a b o r  m o b i l i t y  i n  t h e  medium term and hamper growth and  i n v e s t -  
mect p r o s p e c t s  i n  t h e  small  and medium-sized i n d u s t r i a l  s e c t o r ,  
we would be t n t e r e s t e d  i n  knowing whe the r  t h e  a u t h o r i t i e s  p l a n  
t o  a d d r e s s  t h a t  problem. 

A s  i n d i c a t e 2  by t h e  C e n t r a l  Bank, monetary  p o l i c y  i n  1985 
was p r i m a r i l y  aimed a t  m i t i g a t i n g  t h e  f i n a n c i a l  consequences  of 
t h e  c o n t i n u i n g  f i s c a l  i m b a l a n c e s  w h i l e  s t a b i l i z i n g  t h e  e x t e r n a l  
v a l u e  of t h e  I r i s h  pound. I n  t h i s  c o n t e x t ,  i t  i s  commendable 
t h a t  t h e  s h a r e  of nonmonetary f i n a n c i n g  of t h e  Exchequer  borrow- 
ir .g r e q u i r e m e n t  r o s e  t o  52 .25  p e r c e n t  i n  1985 f rom 29 .5  p e r c e n t  
i n  t h e  p r e v i o u s  y e a r .  I t  must a l s o  be r e c o g n i z e d  t h a t  i n  t h e  
face oE b o t h  a p e r s i s t , . n t l y  h i g h  p u b l i c  budget  d e f i c i t  and  t h e  
commitment t o  exchange r a t e  s t a b i l i t y  w i t h i n  t h e  European  
Monetary System, the room f o r  maneuver of monetary p o l i c y  i s  
v e r y  r e s i r i c t e d .  I n  f a c t ,  i n t e r e s t  r a t e  p o l i c y  h a s  t o  be g e a r e d  
t o  meet t h e  e x t e r n a l  e q u i l i b r i u m  c o n s t r a i n t ,  and c o n s e q u e n t l y  a 
l a r g e r  burden  f a l l s  on incoines p o l i c y  i n  c r e a t i n g  t h e  c o n d i t i o n s  
f o r  a l i v e l i e r  e x p a n s i o n  of t h e  economy. 

F i n a l l y ,  w e  would like t o  s u p p o r t  - two p o s i t i v e  e l e m e n t s  .in 
I r e l m d ' s  e x t e r n a l  p o l i c i e s .  F i r s t ,  t h e  a u t b 2 r i t i e s  seem com- 
mitted t o  u t i l i z e  t h e  exchange r a t e  as  an instrument f o r  d o m e s t i c  
a d j u s t m e n t  2nd d i s i n f l a t i o n  and  t o  a v o i d  i t s  u s e  t o  imF,rove 
c o m p e t i t i v e n e s s .  Second,  I r e l a n d  h a s  succeeded  I n  r e s t r u c t u r i n g  
i r s  e x t e r n a l  d e b t  i n  t h e  l a s t  f i v e  y e a r s .  By tak.ing a d v a n t a g e  
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o f  more f a v o r a b l e  c o n d i t i o n s  i n  i n t e z n a t i o n a l .  c a p A t a l  m a r k e t s ,  
t h e  a u t t t o r i c i e s  were a b l e  t o  a v o i d  hunching of m a t u r i t i e s ,  t o  
r e d u c e  t h e  ccxt  of d e b t ,  and t o  l n c r e a s e  i t s  a v e r a g e  m3tu r i t . y .  

Mr. Wijnholds  s a i d  t h a t  he wished  t o  commend the  a u t h o r i t i e s  f o r  t h e  
progress  tiley had a c h i e v e d  i n  two i m p o r t a n t  i n s t a n c e s .  I n f l a t i o n  had come 
down r a p i d l y  t o  a n  acceptah1.e  r a t e ,  and  on t h e  e x t e r n a l  s t d e  t h e  c u r r e n t  
a c c o u n t  d t ? f i c i t  had been r e d u c e d  t o  a s u s t a i n a b l :  l e v e l .  While t h o s e  
deve lopments  were welcome, I r e l a n d ' s  o v e r a l l  economic perEormance was 
marked by l * i s u f f i c i e n t  p r o g r e s s  i n  t h e  a r e a s  of f i s c a l  a d j u s t m e n t  employ- 
ment c r e a t i o n ,  and wage Format ion .  

P r o g r e s s  had n o t  been impressive i n  l o w e r i n g  t h e  p u b l i c  s e c t o r  bor- 
rowj ng r e q u i r e m e n t  i n  r e c e n t  y e a r s ,  which c o n t i n u e d  t o  exe r t  s i g n i f i c a n t  
u n d e s i r a b l e  p r e s s u r e s  on t h e  I r i s h  economy, Mr. IsTi.jnholds commented. I n  
I r e l a n d ,  as  i n  some o t h e r  European c o u n t r i . e s ,  t he re  h a d  p e r h a p s  bezn  a 
p r e o c c i i p a t i o n  w i t h  t h c  c y c l i c a l  e f f e c t s  of f i s c a l  r e t r e n c h m e n t  arid a n  
u n d e r e s t i m a t i o n  of t h e  b e n e f i c i a l  dynamic e f f e c t s  of a s h a r p  c u r t a i l m e n t  
o f  t he  f i s c a l  d e f i c i t .  The r e s u l t  had been a n  enormous burden  of govern-  
ment  d e b t ,  w i t h  t h e  debt/GNP r a t i o  r e a c h i n g  1 3 1  p e r c e n t  in 1985--the 
h i g h e s t  f i g u r e  among i n d u s t r i a l  c o u n t r i e s .  The need f o r  f u r t h e r  s t r o n g  
f i s c s l  ad justmeri t  w a s  t h e r e f o r e  e v i d e n t .  

U n f o r t u n a t e l y ,  t h e  a u t h o r i t i e s  seemed t o  have r e l a x e d  t h e i r  i n t e n -  
t i o n s  f o r  b u d g e t a r y  a c t i , o n  a s  o u t l i n e d  i n  t h e  N a t i o n a l  P l a n ,  Mr. Wijnholds  
remarked .  The a u t h o r i t i e s  had ment ioned  t h e  h i g h  l e v e l  of unemployment 
a s  a f a c t o r  t h a t  would make t h e  n e c e s s a r y  s t r o n g  f i s c a l  a d j u s t m e n t  h a r d  
t o  a c h i e v e ,  e s p e c i a l l y  i n  an  e l e c t i o n  y e a r .  While he  u n d e r s t o o d  t h a t  
a.rgume,nt, i t  was o n l y  v a l i d  in t h e  s h o r t  r u n .  A s  t h e  e x p e r i e n c e  i n  some 
o t h e r  European c o u n t r i e s  showed, s t r o n g  f i s c a l  a d j u s t m e n t  need n o t  
a d v e r s e l y  s f f e c t  t h e  employment . l e v e l  beyond t h e  s h o r t  r u n .  In t h a t  
l i g h t ,  he endor sed  t h e  s t a f f ' s  v iew t h a t  t h e  a u t h o r i t i e s  s h o u l d  s e r i o u s l y  
c o n s i d e r  moving toward  a medium-term framework i n  s e t t i n g  i t s  f i s c a l  
o b j e c t i v e s .  

A. p a r t i c u l a r l y  d i s a p p o i n t i n g  development  i n  t h e  budget  had been  
p u b l i c  S e c t o r  wages,  Fir. Wijnholds  s a i d ,  T h e  Government 's  I n a b i l i t y  t o  
keep i t s  pay o f f e r  w i t h i n  i t s  own g u i d e l i n e s  was r e g r e t t a b l e  and c l e a r l y  
h;la n o t  been h e l p f u l  i n  p romot ing  wage m o d e r a t i o n  i n  t h e  p r i v a t e  s e c t o r .  

The need f o r  wage r e s t r a i n t  was g i v e n  added w e i g h t  by I r e l a n d ' s  
p o l . i c y  of n ; ) t  u s i n g  t h e  exchange r a t e  ; is a n  i n s t r u m e n t  t o  improve competi -  
t i v e n e s s ,  Xr. kfjnholds c o n t i n u e d .  
t he  openness of t h e  ' I r i s h  economy and  t h e  t e n d e n c y  € o r  exchange r a t e  
c l i n n g e s  t o  work th rough  t h e  e n t i r e  economy qu i t . e  r a p i s l y .  However, s u c h  
;j po11.cy c o u l d  o n l y  be s u c c e s s f u l l y  m a i n t a i n e d  o v e r  time a s  l o n g  as 
i.ricrr;isE:s i n  d t m e s t i c  c o s t s  were s u f f i . c : e n t l y  c o n t a i n . e d .  Apart  f r o m  wage 
:noiI i~rnt  i o n ,  fu r t i i e r  i c e a s ~ i r e s  EO i nc rease  t h e  econc., i ; iy 's  effi i : : i .ency w e r e  
: , I  so c:i1 1t.d F o r ,  and he r e c o g n i z e d  t .he p r o g r e s s  t h a t  w a s  hei i ig  made i n  
i m 1) I c..a i i i ~  I 1 L [ I 1 ;: s (1 r J  p 1. y - s i d e me a s u re s . 

T h a t  p o l i c y  was c o r r e c t  i n  view o f  
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A n o t a b l e  deve lopment  i n  mone ta ry  p o l i c y  had been  t h e  s h i f t  away from 
g u i d e l i n e s  f o r  bank l e n d i n g  t o  r e l i a n c e  o n  m a r k e t - o r i e n t e d  i n s t r u m e n t s ,  
Mr. Wijnho lds  s t a t e d .  While t h a t  s t e p  might: be welcome i n  i t s e l f ,  o t h e r  
q u e s t i o n s  c o u l d  a r i s e  as t o  w h e t h e r  m o n e t a r y  c o n d i t i o n s  had n o t  e a s e d  t o o  
much. Domest ic  c r e d l t  e x p a n s i o n  had rebounded s i n c e  t h e  t h i r d  quar te r  of 
1985--as cou ld  be s e e n  from C h a r t  9 i n  t h e  s t a f f  repor t - -owing  n o t  o n l y  
t o  monetary  f i n a n c i n g  by t h e  Government b u t  a l so  t o  a r a p i d  e x p a n s i o n  of  
bank  c r e d i t .  Al though h e  was aware t h a t  monetary  p o l i c y  was p r i m a r i l y  
g e a r e d  t o  t h e  exchange  r a t e ,  h e  wondered w h e t h e r  r e c e n t  deve lopmen t s  d i d  
n o t  point: t o  t h e  n e e d  f o r  a more c a u t i o u s  monetary  s t a n c e .  

F i n a l l y ,  Mr: Fugmann's s u g g e s t i o n  t h a t  t h e  d e c i s i o n  on t h e  s t a n d a r d  
12-month c y c l e  would be s u b j e c t  t o  t h e  outcome of t h e  n e x t  Board r e v i e w  
o f  t h e  f r equency  o f  A r t i c l e  N c o n s u l t a t i o n s  i n  t h e  framework o f  Fund 
s u r v e i l l a n c e  p r o c e d u r e s  p rov ided  a good s o l u t i o n  t o  t h e  I r i s h  a u t h o r i t i e s '  
r e q u e s t ,  M r .  Wi jnholds  c o n c l u d e d .  

M r .  Obarnc? commented t h a t  i n  1985 I r e l a n d  had made f u r t h e r  p r o g r e s s  
i n  r e d u c i n g  t h e  e x t e r n a l  current  a c c o u n t  d e f i c i t  and i n  s lowing  down 
consumer p r i c e  i n c r e a s e s .  However,  t h e  p a c e  of economic growth  had n o t  
bee.n m a i n t a i n e d  as r e a l  GDP growth  had been  m a r g i n a l .  Moreover ,  t h e  f i s -  
c a l  imba lance  remained l a r g e ,  and t h e  unemployment. r a t e  had r i s e n  f u r t h e r .  

The p u b l i c  s e c t o r  bo r rowing  r e q u i r e m e n t  had d e c r e a s e d ,  a l t h o u g h  
m a r g i n a l l y ,  i n  1985, Mr. Obame c o n t i n u e d .  A s i m i l a r  movement was f o r e -  - 
cast t o  t a k e  p l a c e  i n  1986. He s h a r e d  t h e  s t a f f ' s  c o n c e r n  a b o u t  t h e  l a c k  
of p r o g r e s s  i n  r e d u c i n g  t h e  f i s c a l  i m b a l a n c e s  t h a t  had e v o l v e d  o v e r  t h e  
y e a r s ,  and  he  s u p p o r t e d  t h e  c a l l  f o r  a d i s p l a y  o f  more r e s o l v e  i n  t a c k l i n g  
t h a t  problem. Without  n e g a t i n g  t h e  need t o  expand t h e  r evenue  b a s e  and 
g r o w t h ,  he  urged  t h e  a u t h o r i t i e s  t o  t a k e  d e c i s i v e  s teps  t o  c o n t a i n  
e x p e n d i t u r e .  

L i k e  p r e v i o u s  s p e a k e r s ,  h e  recommended t h a t  a t t e n t i o n  be f o c u s e d  on 
c u r b i n g  t h e  r ise  i n  wages and government  b e n e f i t  payments ,  Mr. Obame 
s a i d .  He m d e r s t o o d  t h a t  a c t i o n s  i n  t h o s e  a r e a s  c o u l d  be c o n s t r a r n e d  by 
p o l i t i c a l  and  o t h e r  c o n s i d e r a t i o n s :  however t h e  s i z e  and < , r a t i o n  of t h e  
f i s c a l  i m b a l a n c e s  a n d ,  mre i m p o r t a n t ,  t h e i r  long- te rm p e r v e r s e  e f f e c t s  
on t h e  economy as a whole s u g g e s t e d  prompt and r e s o l u t e  a c t i o n  on t h e  
p a r t  of t n e  a u t h o r i t i e s .  

H e  n o t e d  w i t h  c o n c e r n  t h a t  t h e  r a t e  of uncn1,tloyment had c o n t i n u e d  t o  
i n c r e a s e  i n  1985 ,  and  p r o s p e c t s  f o r  1986 d i d  no t  seem b r i g h t ,  M r .  Obame 
commented. The I r i s h  a u t h o r i t i e s  were  aware  of c h a t  s i t u a t i o n ,  and he  
welcomed t h e  measures  t a k e n  t o  s t i m k i a t e  j o b  c r e a t i o n  and  h i r i n g  by  t h e  
p r i v a t e  s e c t o r .  He urged  them t o  p u r s u e  t h e i r  e f f o r t s ,  e s p e c i a l l y  i n  t h e  
a g r i c u l t u r a l  and i n d u s t r i a l  s e c t o r s ,  where employment had decreased 
s t e a d i l y  over  t h e  p a s t  f e w  years.  

Whi le  the I r i s h  a u t h o r i t i e s  s h o u l d  be e n c o u r a g e d  te t a k e  s t e p s  to 
r e d u c e  tihe f i s c a l  iu lba l ances  and c u r b  t h e  h i g h  l e b e l  of i.inzrnpl.oyrncnt 
p r e v a i l i n g  i n  t h e  c o u n t r y ,  i t  w a s  e q u a l l y  i m p o r t a n t  t h n c  t h e y  dt:v(.~tc: 
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a t t e n t i o n  t o  e n h a n c i n g  t h e  c o m p e t i t i v e n e s s  of t h e i r  e x p o r t s ,  M r .  Obame 
remarked. Measures  c u r b i n g  wages and sa la r ies  as well as b e n e f i t s  c o u l d  
he u s e f u l  i n  a t t a i n i n g  t h o s e  o b j e c t i v e s .  

H e  s u p p o r t e d  Mr. L e o n a r d ' s  requesc r e g a r d i n g  the extensi.0t-i of t h e  
A r t i c l e  I V  c o n s u l t a t i o n  c y c l e  € o r  I r e l a n d ,  Mr. Obame conc luded .  

Mr. Romuzldez made t h e  f o l l o w i n g  s t a t e m e n t :  

In 1985, € o r  t h e  f i r s t  time i n  a b o u t  40 y e z r s ,  I r e l a u d  
r eco rded  a s u r p l u s  i n  i t s  t r a d e  a c c o u n t .  In 1985 a l s o ,  f o r  t h e  
f i r s t  rime s i n c e  1981, i n v e s t m e c t  grew i n  real  terms--at  l . 1 5  per -  
c e n t ,  a sma l l  but  p o s i t i v e  change and ,  i t  was hoped, a s i g n  of 
a l a s t i n g  turnaround--and  p r o s p c c t s  . fo r  1586 seem t r ,  c o n f i r m  
t h a t  d i r e c t i o n  w i t h  t h e  a u t h o r i t i e s '  e x p e c t i n g  5 p e r c e n t  growth 
i n  g r o s s  f i x e d  i n v e s t m e n t .  For  t h e s e  s i g n i f i c a n t  f i r s t s  and 
f o r  o t h e r  r e l a t i v e  a c h i e v e m e n t s  i n  t h e  d r i v e  towara  economic 
v i a b i l i t y ,  w e  commend t h e  I r i s h  a u t h o r i . t i e s .  They con; inue  t o  
be s u c c e s s f u l  i n  t h e i r  e f f o r t s  t o  c o n t a i n  i n f  l a t i o n a r v  Drcsscres. 
Tha t  t h e s e  deve lopments  have  lowered  I r e l a n d ' s  p r i ce  ck,auge l e v e l s  
c l o s e  t o  t h e  a v e r a g e  e x p e r i e n c e d  by i t s  main t r a d e  p a r t n e r s  i s  
welcome news, though m i t i g a t e d  somewhat by report:; of t h e  worsen- 
i n g  i n  t h e  c o m p e t i t i v e  p o s i t i o n  of t h e  I r i s h  m a n u f a c t u r i n g  s e c t o r  
i n  e a r l y  1986,  viewed i n  terms of r e l a t i v e  h o u r l y  e a r n i n g s  

__ vis--2-vis  t h e  c o u n t r y ' s  p r i n c i p a l  t r a d e  p a r t n e r s .  

I n  t h e  main,  however ,  much of what w e  s a i d  d u r i n g  l a s t  
y e a r ' s  A r t i c l e  IV c o n s u l t a t i o n  w i t h  I r e l a n d  (EEM/85/135) remains  
r e l e v a n t .  The c a j o r  probi-..ms of t h e  ecoriomy s t i i !  d e r i v e  f rom 

' t ~ c a k n e s s e s  i n  f i s c a l  p e r f o r m a n c e ,  t h e  d r a i n  of d e b t  s e r v i c e  on 
r e s o u r c e s ,  and  t h e  c o n t i n u i n g  i n c r e a s e  in unemployment. We 
welcome t h e  a u t h o r i t i e s '  s u p p o r t  of t h c  movement toward p r e p a -  
r a t i o n s  f o r  a new round of  m u l t i l a t e r a l  t r ade  n e g o t i a t i o n s .  We 
n e v e r t h e l e s s  r ema in  d e e p l y  conce rned  t h a t  t hey  have mainta . ined 
t h e i r  p r o t e c t i o n i s t  s t a n c e  f u r  t r a d i t i o n a l  l a b o r - i n t e n s i v e  
i n d u s t r i e s ,  a s t a n c e  t h a t  i s  n o t  o n l y  d i s r u p t i v e  of i n t e r n a t i o n a l  
t r a d e  and  p r e j u d i c i a l  t o  d e v e l o p i n g  c o u n t r y  e x p o r t  development  
e f f o r t 5  b u t  a l s o  d i s t o r t i v e  of and  c o s t l y  f o r  I r e l a n d ' s  own 
economy. We would have  hoped,  moreover ,  ttlat the h i s h  cou ld  
have  i n j e c t e d  a g r e a t e r  measure  of r a t i o n a l i z a t i o n  i n t o  t h e  
a g r i c u l t u r a l  p o l i c i e s  of t h e  European C e r n m u n i t i e s .  

The m t h o r i t i e s  w i l l  h ave  t o  e x h i b i t  more i n t e n s e  de t emi -  
n a t i o n  and d e c i s i v e n e s s  t h a n  t h e y  d i d  l a s t  y e a r  in t h e i r  a t t e m p t s  
EO c u r b  c u r r e n t  expend-i t i i r e .  They r e c o g n i z e  t h a t  adjustment:  
muc;t f o c u s  on  e x p e n d i t u r e  and  t h a t  s a v i n g s  :Iced t o  be realized 
ifi t h e  a rea  of s u b s i d i e s  and c h a r g e s  f a r  p u b l i c  s e r v i c e s .  More 
i m p o r t a n t ,  t h e  t a x  a n d  sociF.1 w e l f a r e  systems n e e d  t o  he r e fo rmed  
t o  s t r e n g t h e n  work i i i c e n t i v e s .  In  t h i s  c o n n e c t i o n ,  I wonder i f  
t h e  e x i s t i n g  gene rous  social serv i .ces  benefits c o u l d  b e  u s e d  
more f r u i t f u l l y  by l i n k i n g  rhese with programs o f  i o d u s t r i a l ,  
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r e s t r u c t  u r i n g ,  manpower d e v d o p m e n . t ,  and r e t r a i n i n g .  This 
migh t  go  hand i n  glove w i t h  t h e  a u t h o r i t i e s '  s u g g e s t e d  approach  
t o  c o n t a i n i n g  growth i n  s o c i a l  w e l f a r e  e x p e n d i t u r e s  t h r o u g h  
cf f e c t i v e  t a r g e t i n g  of b e n e f i t s .  

We a g r e e  f u l l y  w i t h  t h e  s t a f f ' s  a p p r a i s a l  of I r e l a n d t s  
economic s i t u a t i o n  and i t s  p r e s c r i p t i o n s  f o r  s u s t a i n a b l e  g rowth  
and an improved employment p i c t u r e  i n  1986 and 1987. Wz j o i n  
t h e  s t a f f ,  moreover ,  i n  welcoming t h e  a u t h o r i t i e s '  s u c c e s s  i n  
improving  t h e  m a t u r i t y  s t r u c t u r e  of e x t e r n a l  government d e b t .  
We n e v e r t h e l e s s  s h a r e  i t s  a p p r e h e r i , i o n  o v e r  I r e l a n d ' s  h igh  pro-  
p e n s i t y  t o  impor t  and t h e  v u l n e - r o i l i t y  of t h e  e x t e r n a l  c u r r e n t  
a c c o u n t  t o  r i s i n g  d o m e s t i c  demand. The s t a f f  i s  c o r r e c t  ic 
s t r e s s i n g  t h a t  a s t r o n g  c u r r e n t  a c c o u n t  p o s i t i o n  i s  a n  e x i g e n c y  
of I r e l a n d ' s  s i t u a t i o n  a s  a councry  s a d d l e d  w i t h  h igh  e x t e r n a l  
62bt  and l a r g e  f o r e i g n  i n t e r e s t  payments .  

We urge  Lhe a u t h o r i t i e s  t o  move 2rou t5ef.r p r o t e c t i o n i s t  
p o s t u r e  LO a more i n t e n s i f i e d  i n d u s t r i a l  r e s t r u c t u r i n g ,  p a r t i c -  
iA la r . i y  as  r e g a r d s  sope of t h e  i n d i g e n o u s  f n d u s t r i e s ,  and  t o  
g r e a  t er  i r a  d e  l i L r  a 1 i z a  t i o n .  

We can  go a l o n g  w i t h  MY. L e o n a r d ' s  r e q u e s t  t o  ex tend  t h e  
c o n s u l t a t i o n  c y c l e  f o r  I r e l a n d .  

M r .  J ayawardena  made t h e  f o l l o w i n g  s t s c e m e n t :  

S i n c e  t h e  economic d i f f : - u l t i e s  t h a t  emerged i n  t h e  l a t e  
1970s and e a r l y  198Os, I r e l z n d  h a s  a d j u s t e d  s t r o n g l y .  Tkle 

' magnitude of t h e  change i s  s e e n  when we compare key economic 
r a t i o s  between 1981,  when the. imba lances  peaked ,  and  1985. 
D a r i n g  t h i s  p e r i o d ,  t h e  external  c u r r e n t  a c c o u n t  d e f i c i t  d e c l i n e d  
from 15 p e r c e n t  t o  3.5 p e r c e n t  of GNP. Underp inn ing  t h i s  a c h i e v e -  
ment was a n o t a b l e  f i s c a l  a d j u s t m e n t ,  where t h e  Exchequer borrow- 
i n g  r e q u i r e m e n t  was b r o u g h t  down from 16 p e r c e n t  t o  13 p e r c e n t  
of GNP and t h e  pub1.j.c s e c t o r  bo r rowing  r e q u i r e m e n t  from 2 0  pe r -  
c e n t  t o  16 p e r c e n t .  Domest ic  c r e d i t  e x p a n s i o n  was s c a l e d  down 
from 40 percen t  t o  16 p e r c e n t .  I n f l a t i o n  was b r o u g h t  down from 
2 1  p e r c e n t  t o  6 p e r c e n t .  These  a z e  no t  small changes  by any 
s t a n d a r d ,  a n d  we commend t h e  a l i t h o r i t i e s  foL t h e  d e t e r m i n e d  
manner i n  which they  s e t  a k o u t  t o  p u t  t h e i r  house  i n  o rde r .  W E  
a r e  h e a r t e n e d  t o  o b s e r v e  t h a t  t h e  a u t h o r i t i e s  p l a n  t o  make 
fur ther  p r o g r e s s  i n  1986 2nd t h a t  they  a r e  well on t r a c k  t h i s  , 

y e a r  t o  a c h i e v e  t h e i r  g o a l s .  

I n  e v a l u a t i n g  t h e  1986 t a r g e t s  i n  t h e  c o n t e x t  of :he p r e v i o u s  
yea r ' s  a c h i e v e m e n t s ,  t h e  b a s i c  p o s i t i o n  of t h e  s t a f f  i s  t h a t  t h e  
p r o g r e s s  i s  i n a d e q u a t e ,  e s p e c i a l l y  i n  p u b l i c  f i n a n c e s .  We w o u l d  
t h i n k  t h a t  p a r t  of the  problem l i e s  i n  t h e  n a t u r e  of t h e  a d j u s t -  
mvi i t .  We a r e  i n c l i n e d  t o  b e l i e v e  t h a t  r h e  probl.ems i n  I r e l a n d ' s  
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ad jus tmen t  a r o s e  frL,ru a s t r o n g  emphasis  on t h e  Gemand-management 
si-de where& .::Lei:- late a t t e n t i o n  was paid  t o  s u p p l y - s i d e  a c t i o n .  

The go-ie:;i'nc?nt s e c t o r  i s  l a r g e  in I r e l a n d ,  w i t h  government  
e x p e a d i t u r e  a t  58 p e r c e n t  of GN1 and revenue  a t  46 p e r c e n t .  
F i s c a l  r e t r enchmen t  i n  such  a s i t u a t i o n  o b v i o u s l y  h a s  s t r o n g  
r i p p l e  e f f e c t s  on t h e  econom!T. Along w i t h  t f g h t  c r e d i t  p o l i c i e s ,  
economic growth slowed from 4.5 p e r c e n t  i n  1984 t o  2 . 0  p e r c e n t  i n  
1985, a n d  unemployment r o s e  t o  17 p e r c e n t  i n  1985. E x p o r t  g rowth  
weakened d r a m a t i c a l l y  from 1.8 p e r c e n t  i n  1954 t o  7 p e r c e n t  i n  
1985 and. e x p o r t s  a r e  expec ted  t o  de:: l ine by n e a r l y  5 p e r c e n t  i n  
1986. To o f f s e t  f i s c a l  a d j u s t m e n t ,  t h e r e  s h o u l d  have been  supp ly -  
s i d e  p o l i c i e s ,  which d o  ;10r appear  t o  have been t h a t  effr- ;c . t ive.  

>?nile t h e  g e n e r a l  s i m p l i f i c a t i o n  of t h e  tax s y s t e m  and  t h e  
r e d u c t  i o n  of t h e  value-added tax were we.';come, I canno t  d e s c r i b e  
t h e  s c a l i n g  down of t h e  m a r g i n a l  incon- .  tax r a t e  from 6 5  perce'lt 
t o  60  percent  i n  1985 and now t3 58 p e r c e n t  a s  s t r o n g  p r o g r e s s .  
Whether t h e  new p e n a l t i e s  f o r  tax d e f a u l t  and evas ion  and t h e  
w i t h h o l d i n g  t a x  on f i n a n c i a l .  a s s e t s  w i l l  h e l p  i s  a moot q u e s t i o n .  
G e n e r a l l y ,  t h e  t a x  burden a p p e a r s  t o  Ize h i g h ,  and a g e n e r a l  
r e d u c t i o n . c o u l d  be most  h e l p f u l .  

The s t r u c t u r a l  r i g i d i t i e s  i n  t h e  economy, e s p e c i a l l y  i n  t h e  
l abor  m a r k e t s ,  appear t o  have  d e s e r v e d  g r e a t e r  a t t e n t i o n .  The 
Government 's  wage p o l i c y ,  s o c i a l  welfare sc? : : id ies ,  and  s u p p o r t  
of  hackwird i n d u s t r i e s  s h o u l d  have  been more moderate .  The 
wisdom of hav ing  h i g h  s o c i a l  t r a n s f e r s  i n  an economy w i t h  a p e r  
c a p i t a  income of n e a r l y  SDR 5,COO i s  d i f f i c u l t  t o  comprehend, 
e spec ia l I . . y  when r e l a t e d  t o  work i n c e n t i v e s .  The same a p p l i e s  t o  

' t r a n s f e r s  t o  p u b l i c  ? ? t e r p r i s e s  and m r g i n a l  i n d u s t r i e s .  

Given t h i s  s i t u a t i o n  of a "government  ove rhang , "  I wonder 
whether  t h e  a p p r o p r i a t e  p a t h  f o r  t h e  f u t u r e  I s  merely a c o n t a i n -  
m e n t  of government  e x p e n d i t u r e  and t h e  d e f i c i t  a l o n e .  We are  
i n c l i n e d  t o  f a v o r  a s t r o n g  e f f o r t  t o  r educe  t h e  s i z e  of  govern-  
ment i t s e l f  by r e d u c i n g  bo th  t a x a t i o n  a n d  e? rpend i tu re .  I f  t h i s  
e n c o u r a g e s  mre p r i v a t e  s e c t o r  i n v e s t m e n t  and a c t i v i t y ,  t h e  
a u t h o r i t i e s  may n o t  need t o  pos tpone  d e c i s i o n s  beyond t h e  nex t  
y e a r ' s  e l e c t i o n .  

We 3re i n c l i n e d  t o  t i l t  toward t h e  s t a f f  view t h a t  t h e  
exchange r a t e  c o u l d  have been u s e d  more d e c i s i v e l y  t o  e n c o u r a g e  
t h e  e x p o r t  s e c t o r .  However, Mr. Leonard  s t a t e s  t h a t  Ireland n o t  
o n l y  h e l d  e x t e r n a l  marke t s  but even expanded i t s  s h a r e ,  I t  w a s  
i n t e r e s t i n g  t o  c o n s i d e r  how much b e t t e r  t h e  e x p o r t  s e c t o r  c o u l d  
have done i f  t h e  exchange r a t e  had been more c o m p e t i t i v e .  
S e v e r a l  D i r e c t o r s  observed "car t h e  exchange r a t e  o p t i o n  was no t  
t h e  d e s i r a b l e  one a n d  tha t :  d o m e s t i c  ad jus tmen t  was p re fe rab le .  
B u t ,  8 s  e v i d e n t  from t h e  s l o w d o m  of t h e  f i s c a l .  r e t r e n c h m e n t  
process  owing  t o  s t r o n g  i n f - l e x i b i l i t i e s  i n  t h e  s y s t e m ,  1 do n o t  



16 - 

see how t h e  r e l a t i v e  d o m e s t i c  marke t  p r i c e  d i s t o r t i o n s  could b e  
r e c t i f i e d  w i t h o u t  a d e q u a t e  f l e x i b i l i t y  of  t h e  exchange  r a t e .  I 
would r u l e  out  exchange  r a t e  a c t i o n  o n l y  i f  t h e  economic r e l a t i v -  
i t i e s  be tween I r e l a r . 4  and i t s  economic p a r t n e r s  a r e  c o n s i d e r e d  
op t ima l  and c o r r e c t .  

T h e  s c a f f  r e p r e s e n t a t i v e  from t h e  European  Depar tment  s a i d  t h a t  many 
speakers had emphasized t h e  need  t o  s p e e d  up t h e  pace  of f i s c a l  a d j u s t m e n t .  
I n  p r i n c i p l e ,  n e i t h e r  t h e  I r i s h  a u t h o r i t i e s  n o r  t h e  s t a f f  would d i s a g r e e  
wi th  t h a t  assessment. However, po l i t i ca l  c i r c u m s t a n c e s ,  h i g h e r  unemploy- 
m e n t ,  and  budge ta ry  commitments f o r  1986 and i n  p a r t  f o r  1987 would ,  i n  
t h e  v iew of t h e  a u t h o r i t i e s ,  make i t  d i f f i c u l t  t o  i .n t roduce  s u b s t a n t i a l  
c u t s  i n  t h e  v a r i o u s  e x p e n d i t u r e  c a t e g o r i e s .  The s t a f f ,  however ,  c o n s i d e r e d  
t h a t  problems of f i s c a l  i m b a l a n c e ,  t h e  l a c k  of dynamic economic development  
of i n d i g e n o u s  i n d u s t r i e s ,  and  unemployment-- including t h e  d i f f i c u l t i e s  of 
a b s o r b i n g  t h e  i n c r e a s e  i n  t h e  l a b o r  force--might be i n t e r r e l a t e d .  There-  
f o r e ,  t h e  q u e s t i o n  c o u l d  b e  r a i s e d  as t o  w h e t h e r ,  unde r  p r e s e n t  soc fo -  
p o l i t i c a l  c i r c u m s t a n c e s ,  much c o u l d  be done.  F u r t h e r m o r e ,  i f  t h e r e  w a s  a 
need f o r  d e c i s i v e  f i s c a l  a c t i o n ,  i t  c o u l d  a l s o  be a sked  w h e t h e r  t h a t  would 
n o t  r e q u i r e  a n  examina t ion  of t h e  unde r ly ing ,  p o l i t i c a l .  and  s o c i a l  assump- 
t i o n s  and p h i l o s o p h i e s  i n  t h e  economy. I n  l i g h t  of t h e  d i s c u s s i o n s  w i t h  
t h e  I r i s h  a u t h D r i t i e s ,  e x i s t i n g  a t t i t u d e s  a n d  p h i l o s o p h i e s  seemed t o  
i n d i c a t e  t h a t  m a j o r  p r o g r e s s  i n  p u b l i c  f i n a n c e s  would be  d i f f i c u l t .  

-- 
Although some improvement had  t a k e n  place o v e r  t h e  p a s t  few y e a r s ,  

r i g i d i t i e s  remained i n  t h e  l a b o r  marke t ,  t h e  s t a f f  r e p r e s e n t a t i v e  remarked .  
U n i o n i z a t i o n ,  a l t h o u g h  d e c l i n i n g  i n  t h e  p r i v a t e  s e c t o r ,  was s t i l l  h i g h ,  
n o t a b l y  i n  t h e  p u b l i c  s e c t o r .  The u n i o n s '  s t r u c t u r e  was such  t h a t  s p e c i f i c  
unio,ns were compe t ing  w i t h  e a c h  o t h e r .  The c o n c e p t  of C o m p a r a b i l i t y  of 
pay r e l a t i v i t i e s ,  which was d e e p l y  e n t r e n c h e d  i n  t h e  s o c i a l  and l a b o r  
marke t  s y s t e m  i n  I r e l a n d ,  r e s u l t e d  i n  c o m p a r a b i l i t y  n o t  o n l y  be tween 
v a r i o u s  i n d u s t r i a l  s e c t o r s  b u t  between v a r i o u s  j o b s  w i t h i n  one  s e c t o r  of 
i n d u s t r y ,  b ~ r r , , ~ ? n  t h e  p r i v a t e  s e c t o r  and  t h e  p u b l i c  s e c t o r ,  and be tween 
v a r i o u s  j o b s  with:?  t h e  pub1i.c s e c t o r .  Some p r o g r e s s  had been  made i n  
t h e  d e c e n t r a l i z a t i o n  of wage n e g o t i a t i o n s ,  e s p e c i a l l y  i n  t h e  p r i v a t e  
s e c t o r ,  t h e r e b y  d i m i n i s h i n g  t h e  c o m p a r a b i l i t y  Troblem. However, r e p l a c e -  
ment r a t i o s  r ema ined  h i g h  a n d  were a d i s i n c e n t i v e  t o  s e e k  j o b s ;  i n  f a c t ,  
t h e  s i z e  of unemployment b e n e f i t s  migh t  have c o n t r i b u t e d  t o  t h e  l e v e l  of 
un e m  p l  oy me n t . 

T h e  d i f f e r e n c e  between wage c o s t s  and t a k e  home pay was a problem 
t h a t  had been r e c o g n i z e d  and a d d r e s s e d  by t h e  tax re form,  t h e  s t a f f  
r e p r e s e n t a t i v e  commented. T h e  r e fo rm would t r y  t o  s h i f t  the t a x  burden 
away from wage e a r n e r s  a n d  would t h e r e b y  a l l e v i a t e  sornewhar t h e  cost  
bu rden  o n  i n d u s t r y  by l o w e r i n g  wages. S o c i a l  s e c u r i t y  c o s t s  i n  I r e l a n d ,  
compared w i t h  t h o s e  i n  o t h e r  European  c o u n t r i e s ,  w e r e  r e l a t i v e l y  low. 

P u b l i c  p a y  had d e c l i n e d  i n  r e a l  terms, and i n c r e a s e s  had  c c n s l s t e n t l y  
l a g g e d  beh ind  i n c r e a s e s  i n  t h e  p r i v a t e  s e c t o r  , t h e  s t a f f  r e p r e s e q t a  t i vc' 
n o t e d .  The u n i o n s  i n  t h e  p u b l i -  sector were m i l i t a n t ,  and the> C;ov( . rn rn t .n t  
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hcld undoubtedly  found i t  d i f f i c u l t  t o  a d h e r e  t o  t.he e s t a b l i s h e d  g u i d e l i n e s .  
I n  a d d i t i o n ,  i n  v iew o f  t h e  d i s c r e p a n c i e s  i n  pa57 between t h e  p r i v a t e  
s e c t o r  and t h e  p u b l i c  s e c t o r ,  t h e  q u e s t i o n  a r o s e  a s  t o  how s t r o n g l y  t h e  
prib3i.c s e c t o r  would have f o u g h t  t o  a p p l y  a s t r i n g e n t  pay p o l i c y  so long  
as t h e  p r i v a t e  s e c t o r  would n o t  f o l l o w  a s imilar  p o l i c y .  The d i . f f i c u l t y  
of a t t r a c t i n g  h i g h l y  t r a i n e d  p e o p l e  t o  t h e  p u b l i c  s e c t o r  and k e e p i n g  them 
was a n  i m p o r t a n t  i s s u e ,  and  t h e r e  were i n d i c a t i o n s  t h a t  t h e  s e c t o r  had 
l o s t  h i g h - q u a l i t y  p e o p l e  a t  younger  ages .  
was one  r e a s o n  f o r  t h e  many r e q u e s t s  f o r  s p e c i a l  pay i . n c r e a s e s  i n  t h e  
con . t ex t  of c o m p a r a b i l i t y .  If t h e  a u t h o r i t i e s  would a g r e e  t h a t  p u b l i c  
s e c t o r  pay ,  because  of i t s  r e l a t i v e  s i z e  i n  t h e  b u d g e t ,  needed t o  be 
watched c a r e f u l l y ,  t h e y  would a l so  have t o  look  a t  p u b l i c  s e c t o r  employ- 
ment. The burden shou ld  n o t  be p l aced  on p e r  c a p i t a  wages but on the  
l e v e l  of employment i n  t h e  p u b l i c  s e c t o r .  

The lag i n  p u b l i c  s e c t o r  pay 

The i n c r e a s e  i n  t h e  va lue-added  t a x  i n  1986 from 2 3  perc.ent t o  
25 p e r c e n t  a p p l i e d  t o  a l l  e n e r g y  p r o d u c t s ,  t h e  s t a f f  r e p r e s e n t a t i v e  
s t a t e d .  E x c i s e  t a x e s  on g a s o l i n e  and au tomobi l e  d i e s e l  had been r a i s e d ;  
however ,  t h e  a u t h o r i t i e s  f o r e s a w  l i m i t s  i n  t h a t  f i e l d  and c o n s i d e r e d  
t h a t  t h e  c o m p e t i t i v e n e s s  o f  m a n u f a c t u r i n g  was g r e a t l y  i n f l u e n c e d  by t h e  
p r i c e  of energy .  The common b o r d e r  w i t h  N v r t h e r n  I r e l a n d  p r e s e n t e d  a 
problem as  Nor the rn  I r e l a n d ‘ s  l e v e l  of t a x a t i o n  on e n e r g y  p r o d u c t s  was 
g e n e r a l l y  l o w e r ,  impos ing  a l i m i t  on  I r e l a n d ’ s  room f o r  maneuver.  

The N a t i o n a l  P l a n  i n c l u d e d  t h e  p r o p o s a l  t o  i n c r e a s e  t a x a t i o n  o n  
w e l f a r e  b e n e f i t s ,  t h e  s t a f f  r e p r e s e n t a t i v e  c o n t i n u e d .  T h e  a u t h o r i t i e s  
c o n s i d e r e d  t h a t  measure a p p r o p r i a t e  but  no t  u rgen t  because  t h e  l o n g  
d u r a t i o n  of unemployment had changed t h e  n a t u r e  of unemployment b e n e f i t s .  
I n  a d d i t i o n ,  t o  implement t h a t  measu re ,  a d e q u a t e  computer  c a p a b i l i t y - -  
c u r r e n t l y  b e i n g  improved--woulA have t o  be pu t  i n  p l a c e .  

The  main o b j e c t i v e  of t h e  d e p o s i t  i n t e r e s t  r e t e n t i o n  t a x  w a s  t o  
remove c e r t a i n  d i s t o r t i o n s  w i t h i n  t h e  f i n a n c i a l  s e c t o r  w i t h  r e g a r d  t o  t h e  
t a r a t i o n  of  d i f f e r e n t  k i n d s  of f i n a n c i a l  a sse ts ,  t h e  s t a f f  r e p r e s e n t a t i v e  
e x p l a i n e d .  The a u t h o r i t i e s  had a l s o  w i s h e d  t o  e l i m i n a t e  t a x  e v a s i o n ,  which 
was h i g h  f o r  income from d e p o s i t s ,  and t o  i n c r e a s e  r evenue  i n  c o n n e c t i o n  
w i t h  t h e  p o l i c y  of r e d i s t r i b u t i n g  t h e  tax burden away from t h e  wage e a r n e r  
s e c t o r .  A s h i f t  of f u n d s  away from bank d e p o s i t s  t o  g o v e i n m n t  s e c u r i t i e s  
rnight w e l l  have t a k e n  p l z c e ,  p e r h a p s  e a s i n g  f i n a n c i n g  of t h e  government  
d e f i c i t  but a l s o  r e s u l t i n g  i n  a c e r t a i n  d e g r e e  of d i s i n t e r m e d i a t I . o n  and 
i n  a f u r t h e r  s t e p  toward m o d e r n i z a t i o n  o f  t h e  f i n a n c i a l  sys t em.  O f  c o u r s e ,  
any  income from government  s e c u r i t i e s  was s u b j e c t  t o  r e g u l a r  income t a x  
and t h e r e f o r e  migh t  be  s u b j e c t  t o  a higher:  t a x ,  depend.ing on t h e  income 
b r a c k e t ,  t h a n  t h e  r e t e n t i o n  t a x  on d e p o s i t s .  

I t  was d i f f i c u l t  t o  s ay  w h e t h e r  p a s t  f i s c a l  p o l i c y  had p rov ided  
b e n e f i t s  i n  terms of emplovment,  t h e  s t a f f  r e p r e s e n t a t i v e  s a i d .  Most 
p r o b a b l y  unemploynierit wou’lr! have i n c r e a s e d  f u r t h e r  i f  t h e r e  wou ld  n o t  
have  been a n  e x p a n s i o n a r y  elemenr i n  p a s t  f i s c a l  p o l i c i e s .  F o r  example ,  
a s  t h e  degree of fiscal s d j u s t m e n t  had been b r o u g h t  a b o u t ,  t o  a l a r g e  
d e g r e e ,  by r e d u c i n g  t h e  c a p i t a l  a c c o u n t ,  t h e  c o n s t r u c t i o n  s e c t o r  h a d  
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s u f f e r e d ;  c o n s e q u e n t l y ,  unemployment i n  t h a t  s e c t o r  had  i n c r e a s e d .  T h e r e  
were a number of schemes t h a t  c o u l d  have h e l p e d  s m a l l  and medium-sized 
i n d u s t r i e s  as a r e su l t  of c o n s t r u c t i o n  a c t i v i t y  i n  t h e  commerc ia l  s e c t o r .  
Al though unemployment had been  induced  t o  a ce r t a in  extent  by f i s c a l  
r e t r e n c h m e n t ,  s t r o n g  s t r u c t u r a l  e l e m e n t s  were a l s o  a n  i m p o r t a n t  f a c t o r .  
T r a d i t i o n a l  i n d u s t r i e s  t h a t  c o u l d  n o t  s u r v i v e  i n  t h e i r  p r e s e n t  conf  i g u r a -  
t i o n  and  s i z e  cou ld  n o t  p r o v i d e  j o b s  t o  p e o p l e  who had been  i n  t h o s e  
i n d u s t r i e s  and who were i n  t h e  r e l a t i * , r e l y  o l d e r  age  b r a c k e t s .  The h i g h  
l e v e l  of r e a l  wages c o u l d  a l s o  be c o n s i d e r e d  a s t r u c t u r a l  e l e m e n t .  

I t  had been emphasized t h a t  t h e  I r i sh  pound had a p p r e c i a t e d  as  a 
r e s u l t  of t h e  d e p r e c i a t i o n  of t h e  U.S. d o l l a r  and  t h e  pound s t e r l i n g ,  
t h e  s t a f f  r e p r e s e n t a t i v e  r e c a l l e d .  The r a t e  of t h e  pound s t e r l i n g  was 
more s i g n i f i c a n t  f o r  I r e l a n d ,  and i t  was d i f f i c u l t  t o  d e t e r m i n e  how t h e  
v o l a t i l i t y  of  t h e  pound s t e r l i n g  c o u l d  be a l l e v i a t e d  by exchange  r a t e  
a d j u s t m e n t s  among c o u r t r i e s  p a r t i c i p a t i n g  i n  t h e  exchange r a t e  mechartism 
of t h e  European Monetary Sys t em,  i n  which t h e  Un i t ed  Kinglorn d i d  n o t  
p a r t i c i p a t e .  For  example ,  i n  A p r i l  1986 t h e r e  had been a s l i g h t  e f f e c t i v e  
d e p r e c i a t i o n  of t h e  I r i s h  pound, which w i t h i n  one  week had been  more t h a n  
compensa ted  f o r  by t h e  a p p r e c i a t i o n  of t h e  pound s t e r l i n g - - i l l u s t r a t i n g  
t h e  I r i s h  a u t h o r i t i e s '  dilemma w i t h  r e g a r d  t o  t h e  exchange  ra te .  Al though  
t h e  a u t h o r i t i e s  c o n s i d e r e d  t h a t  t h e  exchange r a t e  was n o t  a s u i t a b l e  
i n s t r u m e n t  i n  t h e  I r i s h  c o n t e x t ,  t h e  s t a f f  had s u g g e s t e d  t h a t  i t s  u s e  as 
a p o t e n t i a l  t o o l  w i t h i n  t h e  framework of t h e  European  Mcne ta ry  Sys tem 
s h o u l d  n o t  be r u l e d  o u t .  

- 

I t  was d i f f i c u l t  t o  d e t e r m i n e  w h e t h e r  d o m e s t i c  c r e d i t  e x p a n s i o n  had 
been somewhat t o o  s t r o n g  i n  t h e  f i r s t  few months of 1986,  t h e  s t a f f  
r e p r e s e n t a t i v e  from t h e  European  Depar tment  remarked .  Tha t  p e r i o d  had 
been '  dominated  by exchange r a t e  deve lopmen t s ,  and i n c r e a s e d  d o m e s t i c  
c r e d i t .  expans ion  w a s  c l o s e l y  ' r e l a t e d  t o  s p e c u l a t i v e  c a p i t a l  o u t f l o w s  t h a t  
were p r o b a b l y  r e v e r s e d  l a t e r ,  a l t h o u g h  pe rhaps  n o t  f u l l y .  T h e  d a t a  were 
n o t  s u f f i c i e n t  t o  draw any firm c o n c l u s i o n s  a t  p r e s e n t .  

M r .  Leonard  s a i d  t h a t  t h e  b e s t  s o l u t i o n  t o  t h e  problems t h a t  a r o s e  
f o r  t h e  exchange r a t e  of t h e  I r i s h  pound i n  r e l a t i o n  t o  t h e  pound s t e r l i n g ,  
would be p a r t i c i p a t i o n  by t h e  pound s t e r l i n g  i n  a l l  aspec ts  of t h e  European  
Monetary System. However, f l u c t u a t i o n s  i n  t h e  r a t e  f o r  t h e  pound s t e r l i n g  
v i s - & v i s  t h e  I r i s h  pound t e n d e d  t o  r e v e r s e  t h e m s e l v e s  ove r  t ime ;  when 
t h e y  d i d  n o t ,  d o m e s t i c  e f f e c t s  i n  t h e  Un i t ed  Kingdom asser ted t h e m s e l v e s  
o v e r  a l o n g e r  p e r i o d  and c o s t s  r o s e ,  a s  t h e y  had r i s e n  i n  I r e l a n d  when 
t h e  exchange r a t e  f o r  t h e  I r i s h  pound had changed.  A t  p r e s e n t ,  t h e  a u t h o r -  
i t i e s  b e l i e v e d  t h a t  i t  was b e t t e r  t o  c o n c e n t r a t e  o n  m a i n t a i n i n g  s t a b i l i t y  
of t h e  ra te ,  which gave  rise t o  t h e  q u e s t i o n  of c o m p e t i t i v e n e s s  and t h e  
need  t o  m a i n t a i n  c o s t s  comparab le  w i t h  t h o s e  i n  o t h e r  c o u n t r i e s .  To d o  
s o  would r e q u i r e  a n  e f f e c t i v e  incomes  p o l i c y ,  and t h e  a u t h o r i t i e s  were 
t r y i n g  t o  make p r o g r e s s  i n  t h a t  a r e a .  
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Through n a t i o n a l  u n d e r s t a n d i n g s  and o t h e r  d e v i c e s ,  t h e  s o c i a l  p a r t n e r s  ' 
c o n s e n s u s  o n  wages had been s o u g h t ,  M r .  Leonard  r e p o r t e d .  But c o n s e n s u s  
had n o t  worked v e r y  w e l l ,  a n d  t h e  a u t h o r i t i e s  w m l d  p r e f e r  t o  l e t  u a r k e t  
f o r c e s  a s s e r t  t h e m s e l v e s .  

S p e a k e r s  had e x p r e s s e d  m i s g i v i n g s  a b o u t  t h e  f i s c a l  d e f i c i .  t ,  t h e  
modest t a r g e t s  s e t  i n  t h e  N a t i o n a l  P i a n ,  and t h e  s low p r o g r e s s  i n  r e a c h i n g  
t h o s e  t a r g e t s ,  M r .  Leonard  r e c a l l e d .  It was n o t  s u r p r i s i n g  t h a t  t h o s e  
deve lopments  were of c o n c e r n ;  t h e  t r e n d s  were d i s t u r b i n g  a n d  were r e l i e v e d  
o n l y  by t h e  downward t e n d e n c y  i n  t h e  r a t i o  of e x t e r n a l  d e b t  t o  GNP and 
t h e  f a l l  in t h e  e x t e r n a l  d e b t  s e r v i c e  r a t i o .  I n  a d d r e s s i n g  t h o s e  problems,  
p r i m a r y  c o n s i d e r a t i o n  s h o u l d  be g i v e n  t o  t h e  r e d u c t i o n  of e x p e n d i t u r e ;  
r a i s i n g  t h e  o v e r a l l .  burden  of t a x a t i o n  was riot t h e  r i g h t  c o u r s e .  F o r  
c h a t  r e a s o n  t h e  a u t h o r i t i e s  had a d d r e s s e d  e x p e n d i t u r e ,  a l t h o u g h  p e r h a p s  
n o t  w i t h  g r e a t  s u c c e s s ,  as a h i g h  d e g r e e  of c o n s e n s u s  was c a l l e d  f o r .  
The squeeze  on s u p p l y  s e r v i c e s  had been s e v e r e ,  b u t  e x p e n d i t u r e  on t h e  
C e n t r a l  Fund, which was r e l a t e d  p r i m a r i l y  t o  d e b t  s e r v i c e ,  had t o  be  
m a i n t a i n e d .  T h e r e f o r e ,  c u t s  had t o  be made i n  o t h e r  areas.  P e r h a p s  
t a r g e t i n g  c o u l d  h e l p  i n  r e d u c i n g  w e l f a r e  e x p e n d i t u r e ,  a l t h o u g h  i t  m i s t  
be  r e c o g n i z e d  t h a t  even  i f  b e n e f i t s  were h e l d  a t  t h e i r  rea l  l e v e l s ,  t h e  
burden  c o u l d  r i s e ,  e s p e c i a l l y  w i t h  r e g a r d  t o  b e n e f i t s  p a y a b l e  t o  t h e  
unemployed. With a n  unemployment r a t e  of 18 p e r c e n t ,  t h e  s c o p e  f o r  c u t -  
backs  i n  w e l f a r e  b e n e f i t s  was l i m i t e d .  S o c i a l  c o h e s i o n  c o u l d  be damaged 
i f  t h e r e  was t o o  much p r e s s u r e ,  and t h e  g o a l  of n a t i o n a l  c o n s e n s u s  might  
he d e f e r r e d  even l o n g e r .  I n  f a c t ,  s o c i a l  w e l f a r e  b e n e f i t s  i n  a b s o l u t e  
terms were n o t  t h a t  h i g h ;  t h e y  had r i s e n  r a p i d l y ,  e s p e c i a l l y  i n  t h e  1 9 7 0 ~ ~  
h u t  from l eve l s  t h a t  had been c o m p l e t e l y  i n a d e q u a t e .  I€ t h e  Government 
were t o  r e v e r t  t o  f o r m e r  l e v e l s ,  t h a t  a c t i o n  would be c o n s i d e r e d  a backward 
s t e p .  

D i r e c t o r s  had commented t h a t  t h e  Government: had exceeded i t s  own pay 
l i m i t s  i n  1985, Mr. Leonard  s a i d .  I n  p a r t ,  t h a t  was t h e  p r i c e  p a i d  t o  
b r e a k  t h e  r u l e s  u n d e r  which t h e  p a y - n e g o t i a t i n g  p r o c e s s  t o o k  p l a c e  a t  
p r e s e n t .  The Government had  been f a c e d  w i t h  two t h r e a t s :  a g e n e r a l  pay 
round,  and  s p e c i a l  i n c r e a s e s  f o r  v a r i o u s  g r o u p s  i n  t h e  p u b l i c  s e c t o r .  I n  
r e t u r n  € o r  a h i g h e r  t h a n  d e s i r e d  i n c r e a s e  u n d e r  t h e  g e n e r a l  pay round,  
t h e  Government had s o u g h t  t o  have s p e c i a l  pay i n c r e a s e s  f o r  p a r t i c u l a r  
s e c t o r s  o r  g r o u p s  i n  t h e  p u b l i c  s e r v i c e  d e f e r r e d  o v e r  a p e r i o d  of y e a r s .  
However, one g r o u p  i n  t h e  p u b l i c  s e c t o r  had n o t  gone a l o n g  w i t h  t h a t  
s u g g e s t i o n ;  an a r b i t r a t o r  had awarded i t  t h e  s p e c i a l  pay i n c r e a s e ,  which 
s h o u l d  be honored  u n d e r  p r e s e n t  r u l e s .  The Government had  n e v e r t h e l e s s  
opposed t h e  a r b i t r a t o r ' s  award,  had t a k e n  t h e  i s s u e  t o  P a r l i a m e n t ,  a n d  
h z d  won a p p r o v a l  f o r  i t s  s t a n c e .  The g r o u p  a f f e c t e d  had l a u n c h e d  a 
s t r i - e ,  bu t  t h e  Government had  h e l d  o u t  a n d  e v e n t u a l l y  s e t t l e d  t h e  s . t r i k e  
a t  a c o s t  of 235 m i l l i o n ,  s a v i n g  t h e  Exchequer  275 m i l l i o n  o v e r  t h r - . e  
yea r s .  

The f i s c a l  s i t u a t i o n  and t h e  h i g h  l e v e l  of unemployment--the s e c o n d  
iii;i ?or s t  r u c t u r 3 1  p r o b l e m  ti1 I r e l a n d - - c o u l d  n o t  be s e p a r a t e d ,  M r .  Leonard  
rannwiited.  R a p  i.d r e d u c t  i o n  of i-he d e f i c i t - - e s p e c i a l l y  t h e  c i i r r e n t  b u d g e t  
(ief i c i . t - - w s s  d t , t s i . rab l t .  sild would LntrOdiiCe a r i g o r  i n t o  f i s c a l  management 
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t h a t  would be h i g h l y  s a l u t a r y .  The pace  of a d j u s t m e n t  m u s t  a l s o  h a v e  
r e g a r d  f o r  t h e  immedia t e  e f f e c t s  on  employment and t h e  s l i g h t l y  less 
i:-mediate e f f e c t s  on t h e  c o n t i n u i n g  work of r e s t r u c t u r i n g  and  e x t e n d i n g  
t h e  p r o d u c t i v e  b a s e  of tl,e economy. S i n c e  t h e  e a r l y  1960s, grea t  e f f o r t s  
had  b e e n  p u t  i n t o  t r a n s f o r m i n g  t h e  I r i s h  i n d u s t r i a l  s e c t o r  f rom a n  aggre -  
g a t i o n  of p r o t e c t e d  inward - look ing  p r o d u c t i o n  u n i t s  s e r v i n g  t h e  home 
marke t  t o  one  of i n t e r n a t i o n a l l y  c o m p e t i t i v e  e x p o r t - o r i e n t e d  a c t i v i t i e s .  
L a r g e  s e g m n t s  of t r a d i t i o n a l  m a n u f a c t u r i n g  had d i sappea red - -a long  w i t h  
t h o u s i n &  of jobs-- .and t h e y  had  had  t o  be r e p l a c e d  l a r g e l y  a t  f i r s t  by 
a c t . i v i  t i e s  a t t r a c t e d  from a b r o a d  b u t  i n c r e a s i n g l y  a t  p r e s e n t  by i n d i g e n o u s  
e n t e r p r i s e s .  I n  e f f e c t ,  a new e n t r e p r e n e u r i a l  s e c t o r  had  had t o  be  
c r e a t e d  i n  t h e  I r i s h  economy. 

The  i d e a  behind  t h e  p r o c e s s  of ad j u s t m e n t - - i n s o f a r  as i t  r e l a t e d  t o  
t h e  r e d u c t i o n  of t h e  s i z e  of t h e  p u b l i c  s e c t o r ,  t h e  l o w e r i n g  of t a x a t i o n ,  
and t h e  d i v e r s i f i c a t i o n  of t h e  i n d u s t r i a l  sec tor - -was  t h a t  when p u b l i c  
i n t e r v e n t i o n  was removed, e n t r e p r e n e u r s  would t h r i v e  and s o l v e  t h e  unem- 
p loyment  problem, M r .  Leona rd  remarked;  p e o p l e  d i s p l a c e d  from a c t i v i t i e s  
t h a t  had been c l o s e d  down would be a b s o r b e d  q u i c k l y  by o t h e r  a c t i v i t j - e s  
t h a t  had t a k e n  t h e i r  p l a c e .  T h a t  t h e o r y ,  a l t h o u g h  a t t r a c t i v e ,  was n o t  
u n i v e r s a l l y  a p p l i e d  and  t h e r e  was no p r e c e d e n t  f o r  j u d g i n g  i t s  a p p l i c a -  
t i o n  i n  I r e l a n d .  The v i g o r o u s  i n d u s t r i a l  s e c t o r  i n  I r e l a n d  was no t  a 
s p o n t a n e o u s  r e s u l t  but  l a r g e l y  a c r e a t i o n  of p o l i c y  and  of  measu res  of 
i n d u s t r i a l  p romot ion  c a r e f u l l y  t h o u g h t  o u t  and a p p l i e d  o v e r  a l o n g  p e r i o d .  
While  t h e  s e c t o r  would u n d o u b t e d l y  c o n t i n u e  t o  grow, as would s e r v i c e s ,  
t h e  p r o c e s s  would t a k e  t i m e .  I n  such  c i r c u m s t a n c e s ,  t h e r e  w a s  a d a n g e r  
t h a t  i f  p u b l i c  e x p e n d i t u r e  was c u t  back  t o o  q u i c k l y  and  t h e  d e f l a t i o n  
p r o c e s s  was t o o  h a r s h ,  t h e r e  would be a l a g ,  p e r h a p s  p r o t r a c t e d ,  be tween  
t h e  r e s u l t a n t  unenployment and t h e  emergence of t he  new i n v e s t m e n t  a n d  
p r i v a t e  s e c t o r  a c t i v i t i e s  t h a t  would e v e n t u a l l y  o f f s e t  t h a t  i n c r e a s e  i n  
unemployment. Moreove r ,  t h e  l i k e l i h o o d  t h a t  t h e  whole p r o c e s s  of i n d u s -  
t r i a l  development  would be s e t  back had t o  be c o n s i d e r e d  by t h e  I r i s h  
a u t h o r i t i e s .  

The  r a t i o  of p u b l i c  d e b t  t o  GNP s h o u l d  be s t a b i l i z e d  i n  a t i m e l y  
manner,  M r .  Leonard  s a i d .  To do less would be u n s u s t a i n a b l e .  A s  many 
s p e a k e r s  had i n d i c a t e d ,  t h e  a u t h o r i t i e s  had p e r h a p s  s e t  a pace f o r  t h e  
r e d u c t i o n  of e x t e r n a l  deb t  t h a t  was t o o  s low.  

I n  sun, t h e  l i m i t e d  p r o g r e s s  i n  a d j u s t m e n t  a c h i e v e d  s o  f a r  was t h e  
r e s u l t  n o t  o n l y  of o v e r c a u t i o n  but  of r ea l  and  p r e s e n t  d a n g e r s ,  as  w e l l  
a s  f a c t o r s  o u t s i d e  t h e  c o n t r o l  of t h e  a u t h o r i t i e s ,  Mr. Leonard  remarked.  

With r e g a r d  t o  h i s  r e q u e s t  f o r  l e n g t h e n i n g  t h e  s t a n d a r d  12-month 
c o n s u l t a t i o n  c y c l e  w i t h  I r e l a n d ,  h e  thanked  M r .  Fugmann f o r  s u g g e s t i n g  
t h a t  t h e  d e c i s i o n  on t h e  f r e q u e n c y  of t h e  Ar t i c l e  I V  c o n s u l t a t i o n  be 
s u b j e c t  t o  t h e  outcome of t h e  Board's n e x t  r ev iew o f  t h e  F u n d ' s  su rve i l -  
.lance p r o c e d u r e s .  
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The  Chairman made t h e  fo l lowing  summing up:  

E x e c u t i v e  D i r e c t o r s  n o t e d  t h a t  some f u r t h e r  p r o g r e s s  had 
been made i n  I r e l a n d ' s  economic per formance  s i n c e  t h e  1985 
Ar t ic le  IT c o n s u l t a t i o n .  The ra te  of i n f l a t i o n  had c o n t i n u e d  t o  
d e c e l e r a t e  and  was c l o s e  t o  t h e  a v e r a g e  r a t e  of I r e l a n d ' s  main 
t r a d i n g  p a r t n e r s .  T h e r e  had a l s o  been  some recove ry  i n  g r o s s  
f i x e d  c a p i t a l  f o r m a t i o n ,  w h i l e  t h e  e x t e r n a l  c u r r e n t  a c c o u n t  
d e f i c i t  had been  r,?duced f u r t h e r .  Cont inued  p r o g r e s s  i n  t h e s e  
areas was f o r e c a s t  f o r  1986. A t  t h e  same t ime,  however ,  D i r e c t o r s  
obse rved  t h a t  l i t t l e  p r o g r e s s  had been  made i n  t h e  f i e l d  of 
p u b l i c  f i n a n c e s  and t h a t  unemployment had r eached  a very  h i g h  
l e v e l .  

D i r e c t o r s  s t r e s s e d  :?at_ t h e  p u b l i c  f i n a n c e s  remai-ned a c a u s e  
of s e r i o u s  conce rn  and n o t e d  t h a t  t h e  a l r e a d y  scaled-down f i s c a l  
o b j e c t i v e s  of t i le N a t i o n a l  P l a n  were u n l i k e l y  t o  be a c h i e v e d .  
I t  w a s  r e g r e t t a b l e  t h a t  t h e  Government 's  pay o f f e r  t o  t h e  p u b l i c  
s e r v i c e  un ions  exceeded  i t s  own g u i d e l i n e s  and t h a t  s o c i a l  
w e l f a r e  s p e n d i n g  had exceeded  t h e  a u t h o r i t i e s '  commitments i n  
t h e  N a t i o n a l  P l a n .  

A f a s t e r  pace  of f i s c a l  a d j u s t m e n t  was c a l l e d  € o r ,  D i r e c t o r s  
emphasized;  t h e  p r e s e n t  f a v o r a b l e  economic c i r c u m s t a n c e s  f a c i l i -  
t a t e d  t h e  p u r s u i t  o f -a  b o l d e r  p o l i c y  which would minimize t h e  
longe r - t e rm c o s t s  of a d j u s t m e n t  and l a y  t h e  f o u n d a t i o n  f o r  s u s -  
t a i n a b l e  growth  i n  o u t p u t  and employment. While  e v e r y  e f f o r t  
s h o u l d  be  made t o  a c h i e v e  t h e  f i s c a l  o b j e c t i v e s  of t h e  N a t i o n a l  
P l a n  f o r  1986, t h e  pace of f i s c a l  a d j u s t m e n t  shou ld  be s t e p p e d  u p  
f u r t h e r  f o r  t h e  p e r i o d  beyond. I n  t h e  view of s e v e r a l .  D i r e c t o r s ,  
t h e  b e n e f i t s  t o  be d e r i v e d  from t h e  c o r r e c t i o n  of t h e  s t r u c t u r a l  
problems i n  p u b l i c  f i n a n c e  loomed l a r g e r  t h a n  t h e  danger  of a 
p o s s i b l e  d e f l a t i o n a r y  impact  of f i s c a l  r e s t r a i n t .  D i r e c t o r s  
a g r e e d  wi th  t h e  a u t h o r i t i e s  t h a t  t h e  emphasis  of f i s c a l  a d j u s t -  
ment s h o u l d  be on t h e  c u r r e n t  e x p e n d i t u r e  s i d e - - p a r t i c u l a r l y  i n  
such  a reas  as :gage payments ,  s o c i a l  w e l f a r e  e x p e n d i t u r e ,  and 
s t a t e  s u p p o r t  t o  i n d u s t r y ,  i n c l u d i n g  s t a t e  e n t e r p r i s e s - a s  t h e  
o v e r a l l  tax burden  was a l r e a d y  h i g h  and a d v e r s e l y  a f f e c t e d  
i n c e n t i v e s .  

D i r e c t o r s  commended t h e  i m p o r t a n c e  a s s i g n e d  by t h e  I r i s h  
a u t h o r i t i e s  t o  s u p p l y - s i d e  p o l i c i e s ,  e s p e c i a l l y  t h e  t a x  r e f o r m  
measures and t h e  r e o r i e n t a t i o n  of i n d u s t r i a l  p o l i c y .  Such 
measures s h o u l d ,  i f  combined w i t h  wage r e s t r a i n t ,  over  time 
p roduce  a p o s i t i v e  e f f e c t  on  o u t p u t  and employment. S e v e r a l  
D i r e c t o r s ,  however ,  n o t e d  t h a t  much remained t o  be done i n  
removing l a b o r  marke t  d i s t o r t i o n s  and r i g i d i t i e s  and i n  r e d i s -  
t r i b u t i n g  t h e  t a x  burden t o  r e i n f o r c e  t h e  i n c e n t i v e s  t o  w o r k  and 
i n v e s t .  
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The i m p o r t a n c e  of improvements  i n  c o m p e t i t i v e n e s s  as a m a n s  
of s t r e n g t h e n i n g  f u r t h e r  t h e  e x t e r n a l  a c c o u n t  a n d  c r e a t i n g  employ- 
ment o p p o r t u n i t i e s  f o r  t h e  r a p i d l y  growing l a b o r  f o r c e ,  was unde r -  
s c o r e d  by D i r e c t o r s .  
i n c r e a s e s  i n  e a r n i n g s  have d e c e l e r a t e d  i n  r e c e n t  y e a r s ,  I r e l a n d ' s  
c o m p e t i t i v e  p o s i t i o n  i n  terms of r e l a t i v e  h o u r l y  e a r n i n g s  had n o t  
improved. D i r e c t o r s  e x p r e s s e d  c o n c e r n  t h a t  , n o t w i t h s t a n d i n g  t h e  
h i g h  l e v e l  of unemployment,  a v e r a g e  h o u r l y  e a r n i n g s  i n  manufac- 
t u r i n g  i n  1985 had r i s e n  f a s t e r  t h c n  consumer p r i c e s ,  w h i l e  t h e  
s h a r p  d e c e l e r a t i o n  i n  i n f l a t i o n  i n  1986 was r e n d e r i n g  t h e  s e t t l e -  
ments  of t h e  l a s t  wage round i n  t h e  p r i v a t e  s e c t o r  more g e n e r o u s  
t h a n  i n t e n d e d .  D i r e c t o r s  emphas ized  t h a t  s e t t l e m e n t s  i n  t h e  
n e x t  wage round s h o u l d  t a k e  f u l l  a c c o u n t  of t h e s e  w i n d f a l l  g a i n s ,  
and  t h e r e  was s u p p o r t  f o r  t h e  s t a f f ' s  s u g g e s t i a n  of a p a y  p a u s e  
i n  t h e  second h a l f  of 1987. 

It  was n o t e d  t h a t  a l t h o u g h  t h e  a v e r a g e  

D i r e c t o r s  n o t e d  t h a t  t h e  I r i s h  a u t h o r i t i e s  d i d  n o t  e n v i s a g e  
J s i n g  changes i n  t h e  exchange  r a t e  f o r  t h e  p u r p o s e  of p romot ing  
pr ice  c o m p e t i t i v e n e s s .  While  g e n e r a l l y  a g r e e i n g  w i t h  t h e  emphas i s  
$ l a c e d  by t h e  I r i s h  a u t h o r i t i e s  on d o m e s t i c  a d j u s t m e n t ,  r e d u c t i o n  
of c o s t s ,  and d i s i n f l a t i o n  as t h e  a p p r o p r i a t e  s t r a t e g y  t o  improve 
c o m p e t i t i v e n e s s  b e c a u s e  of t h e  ve ry  h i g h  d e g r e e  of openness  of 
t h e  economy, s e v e r a l  D i r e c t o r s  emphasized t h a t  t h i s  approach  i s  
p r e c o n d i t i o n e d  on g r e a t e r  wage a n d  f i s c a l  r e s t r a i n t  and  i n c r e a s e d  
e f f i c i e n c y  of t h c  economy. Some D i r e c t o r s ,  n o t i n g  t h e  c o n t i n u e d  
v u l n e r a b i l i t y  of t h e  e x t e r n a l  c u r r e n t  a c c o u n t ,  encouraged  t h e  
I r i s h  a u t h o r i t i e s  t o  k e e p  t h e  adequacy  of t h e  exchange ra te  u n d e r  
s c r u  t i ny . 

D i r e c t o r s  welcomed t h e  i n c r e a s e d  nonmonetary f i n a n c i n g  of t h e  
' E x c h e q u e r  bo r rowing  r e q u i r e m e n t  i n  1985 and t h e  s l o w i n g  down of 

d o m e s t i c  c r e d i t  e x p a n s i o n ,  b u t  some D i r e c t o r s  f e l t  t h a t  d o m e s t i c  
c r e d i t  e x p a n s i o n  was s t i l l  on t h e  h i g h  s i d e .  D i r e c t o r s  a l s o  
welcomed t h e  s u c c e s s  of t h e  a u t h o r i t i e s  i n  improv ing  t h e  m a t v r i t y  
s t r u c t u r e  of e x t e r n a l  p u b l i c  d e b t .  S e v e r a l  D i r e c t o r s  s t r e s s e d ,  
however ,  t h a t  I r e l a n d ' s  e x t e r n a l  p u b l i c  d e b t  was uncomfor t ab ly  
h i g h  and  u r g e d  t h e  a u t h o r i t i e s  t o  scale down o f f i c i a l  b o r r o w i n g  
ab road  s o  as  t o  c o n t a i n  t h e  heavy d r a i n  on n a t i o n a l  r e s o u r c e s  
r e p r e s e n t e d  by i n t e r e s t  payments  a b r o a d .  

S u b j e c t  t o  t h e  outcome of t h e  nex t  Board r ev iew of t h c  
f r e q u e n c y  o f  A r t i c l e  IV c o n s u l t a t i o n s  i n  t h e  framework of Fund 
s u r v e i l l a n c e  p r o c e d u r e s ,  a number of D i r e c t o r s  were f a v o r a b l y  
i n c l i n e d  toward  I r e l a n d ' s  reques t :  t o  e x t e n d  t h e  p e r i o d i c i t y  of 
t h e  Ar t ic le  I V  c o n s u l t a t i o n s  from t h e  p r e s e n t  s t a n d a r d  12-month 
c y c l e .  The present :  c y c l e  w i l l  t h u s  be  k e p t  a t  1 2  months,  b u t  
E x e c u t i v e  D i r e c t o r s  will come back t o  t h e  I r i s h  r e q u e s t  i n  t h e  
l i g h t  of t h e  d i s c u s s i o n  of t oday  and  i n  t h e  framework of f u t u r e  
d i s c u s s i o n s .  
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2 .  VEXEZUELA - 1986 AKTICLE I V  CONSULTATION 

The E x e c u t i v e  D i r e c t o r s  c o n s i d e r e d  t h e  s t a f f  r e p o r t  f o r  t h e  1986 
A r t i c l e  I V  c o n s u l t a t i o n  w i t h  Venezuela  (SM/86/152, 6 / 2 5 / 8 6 ) .  They a l s o  
had b e f o r e  them a s t a f f  r e p o r t  on r e c e n t  economic developments  i n  Venezuela  
(SM/86/f53, 7 / 2 / 8 6 ) .  

The s t a f f  r e p r e s e n t a t i v e  f rom t h e  Western  Hemisphere Depar tment  made 
t h e  f o l l o w i n g  s t a t e m e n t :  

On J u l y  l?, 1.986, t h e  P r e s i d e n t  of t h e  Repub l i c  announced 
v a r i o u s  cconomic measures  a f f e c t i n g  t h e  exchange  s y s t e m ,  t h e  
p u b l i c  f i n a n c e s ,  and t h e  scope  of government  r e g u l a t i o n  of t h e  
economy. T h i s  announcement f o l l o w e d  t h e  enac tment  of a l a w  on 
J u l y  7 ,  1986 t h a t  s e t  o u t  new r e g u l a t i o n s  f o r  t h e  s e r v i c i n g  of 
Venezue la ' s  p r i v a t e  s e c t o r  e x t e r n a l  d e b t  r e g i s t e r e d  by the 
Exchange Control .  Agency (RECADI) .  T h e  main p r o v i s i o n s  of t h e  
new law and t h e  p r i n c i p a l  e l e m e n t s  of t h e  ? r e s i d e n t ' s  announce- 
ments  are  d e s c r i b e d  below. 

P r i v a t e  e x t e r n a l  d e b t  s e r v i c e  

A s  e x p l a i n e d  i n  SM/86/152, e x t e r n a l  d e b t s  of t h .  Venezuelan  
p r i v a t e  s e c t o r  had t o  be r e g i s t e r e d  by RECADI. Fol lowing  
r e g i s t r a t i o n ,  p r i v a t e  d e b t o r s  were t o  have a c c e s s  t o  f o r e i g n  
exchange a t  p r e f e r e n t i a l  exchange  ra tes  f o r  d e b t  s e r v i c i n g  upon 
s i g n i n g  a f i v e - y e a r  c o n t r a c t  w i t h  t h e  C e n t r a l  Bank of Venezuela .  
The r equ i r emen t  of a c o n t r a c t  p e r i o d  d i d  n o t  a p p l y  t o  d e b t s  
g u a r a n t e e d  by f o r e i g n  o f f i c i a l  a g e n c i e s  and t o  o u t s t a n d i n g  d e b t s  
'of l ess  t h a n  $500,000, which were t o  be p a i d  as o r i g i n a l l y  
s c h e d u l e d .  Once t h e s e  c o n t r a c t s  were s i g n e d ,  a m o r t i z a t i o n  pay- 
ments  of r e g i s t e r e d  p r i v a t e  e x t e r n a l  d e b t  had a c c e s s  t o  t h e  
R s  4.30 p e r  U.S. d o l l a r  exchange r a t e ,  The l a t t e r  ra te  was a l s o  
a p p l i e d  t o  payments on t h e  o r i g i n a i  c o n t r a c t u a l  p e r i o d  i n  t h e  
case of d e b t s  g u a r a n t e e d  by f o r e i g n  o f f i c i a l  a g e n c i e s  and d e b t s  
amounting t o  less t h a n  $500,000. The p r o c e s s  of r e g i s t r a t i o n  
was o n l y  comple ted  toward  t h e  end of 1985,  and by March 1986 con- 
t r ac t s  had been s i g n e d  c o v e r i n g  some $ 3  b i l l i o n  o u t  of a p p r o x i -  
ma te ly  $5 b i l l i o n  of d e b t s  s t i l l  e l i g i b l e  f o r  such  t r e a t m e n t .  

Under t h e  new l e g i s l a t i o n ,  a c c e s s  t o  t h e  Bs 4.30 p e r  U.S. 
d o l l a r  exchange r a t e  w i l l  be l i m i t e d  t o  t h e  f i r s t  two q u a r t e r l y  
payments of t h e  f i v e - y e a r  p e r i o d  f o r  d e b t s  p r e v i o u s l y  under  t h i s  
c o n t r a c t  s c h e d u l e ,  t o  t h e  payments of d e b t s  g u a r a n t e e d  by f o r e i g n  
o f f i c i a l  a g e n c i e s  t h a t  f e l l  due b e f o r e  J a l y  7 ,  1986,  a n d  t o  
d e b t s  of l e s s  t h a n  $500,000; a l l .  t h e s e  o b l i g a t i o n s  a r e  e s t i m a t e d  
a t  pbout  $1 b i l l i o n .  I n  a d d i t i o n ,  t h e  Ys 4 .30  p e r  U.S. d o l l a r  
exchange r a t e  will c o n t i n u e  t o  be used  t o  d e t e r m i n e  t h e  r e imburse -  
ment i n  b o l i v a r e s  t o  former d e b t o r s  who a m o r t i z e d  t h e i r  r e g i s t e r e d  
d e b t  t h r o u g h  t h e  f r e e  exchange  market  i n  t h e  p e r i o d  Februa ry  
1 9 8 3 - F e b r u a r y  1984 ( a p p r o x i m a t e l y  $1 l / 2  b i l l i o n ) .  
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F o r  t h e  r e m a i n i n g  r e g i s t e r e d  p r i v a t e  e x t e r n a l  d e b t  ( e s t i m a t e d  
a t  $4 1 / 2  b i l l i o n ) ,  t h e  Government ' s  Exchange Compensa t ion  Fund 
(FOCOCAM) w i l l  i s s u e  U. S. d o l l a r  denominated  bonds,  which d e b t o r s  
may p u r c h a s e  a t  B s  7.50 p e r  U.S. d o l l a r .  These  bonds,  c a r r y i n g  
a government  g u a r a n t e e ,  w i l l  have  a m a t u r i t y  of no  less t h a n  
1 5  y e a r s  and a n  a n n u a l  i n t e r e s t  r a t e  no h i g h e r  t h a n  5 p e r c e n t ,  
and  may be  u s e d  t o  s e t t l e  p r i v a t e  s e c t o r  e x t e r n a l  o b l i g a t i o n s .  

Some c r e d i t o r  banks  have t a k e n  i s s u e  w i t h  t h e  p r o v i s i o n s  of 
t h e  new r e g u l a t i o n s  on  p r i v a t e  d e b t  s e r v i c e .  The a u t h o r i t i e s ,  
however ,  have  s t r e s s e d  t h a t  t h e s e  r e g u l a t i o n s  o n l y  changed  t h e  
r u l e s  d e t e r m i n i n g  access t o  t h e  c o n t r o l l e d  exchange  r a t e  and  do 
n o t  impose r e s c h e d u l i n g  terms o r  a n  i n t e r e s t  r a t e  c e i l i n g  on 
f o r e i g n  c r e d i t o r s .  Accord ing  t o  t h e  a u t h o r i t i e s ,  Venezuelan  
p r i v a t e  d e b t o r s  and t h e i r  c r e d i t o r s  may a g r e e  on a u d i t i o n a l  
payments t o  compensa te  f o r  any  d i f f e r e n c e s  t h a t  might  a r i s e  f rom 
t h e  a p p l i c a t i o n  of t h e  new bonds t o  s e t t l e  t h e  o r i g i n a l  d e b t  
o b l i g a t i o n s .  Such payments  would be e f f e c t e d  t h r o u g h  t h e  f r e e  
f o r e i g n  exchange marke t .  

F o l l o w i n g  t h e  c o m p l e t i o n  of t h e  r ema in ing  payments  e l i g i b l e  
f o r  t h e  Bs 4.30 p e r  U.S. d o l l a r  exchange  ra te :  a c o n t r o l l e d  
exchange  r a t e  of B s  7.50 p e r  U.S. d o l l a r  a p p l i c a b l e  t o  most  
c u r r e n t  t r a n s a c t i o n s  and  o f f i c i a l  c a p i t a l  t r a n s a c t i o n s ;  and  a 
f r e e  marke t  exchange  r a t e ,  c u r r e n t l y  a round B s  1 9  p e r  U.S. d o l l a r ,  
a p p l i c a b l e  t o  e x p o r t s  o t h e r  t h a n  o i l  and  i r o n  o r e ,  a l i m i t e d  
g r o u p  of i m p o r t s ,  t o u r i s m ,  and  p r i v a t e  c a p i t a l  t r a n s a c t i o n s .  
The e l i m i n e . t i o n  of t h e  B s  4.30 exchange  r a t e  f o r  p r i v a t e  s e c t o r  
d e b t  s e r v i c e  removes an exchange  s u b s i d y  on p r i v a t e  s e c t o r  d e b t  

' t h a t  had been e q u i v a l e n t  t o  a b o u t  1 p e r c e n t  of GDP a y e a r .  

P u b l i c  f i n a n c e s  

The P r e s i d e n t  announced t h e  Government ' s  i n t e n t i o n  t o  
i n c r e a s e  p u b l i c  s e c t o r  r e v e n u e s ,  t o  e s t a b l i s h  new s o c i a l  p rograms 
and  t o  r e s t r a i n  c e r t a i n  k i n d s  of c u r r e n t  p u b l i c  e x p e n d i t u r e .  N e w  
f i s c a l  r z v e n u e  measu res ,  which a r e  y e t  t o  be s p e c i f i e d ,  w i l l  
i n c l u d e  a r e f o r m  of t h e  income t a x  s y s t e m  w i t h i n  t h e  framework 
of t h e  recommendat ions made by t h e  1983 Tax Reform Commission, 
and  a d j u s t m e n t s  of s tamp d u t i e s  and of s t a t e  e n t e r p r i s e s '  t a r i f f s  
a n d  pr ices .  The Tax Reform Commission had  recommended a change  
i n  t h e  c o r p o r a t e  income tax  f rom a p r o g r e s s i v e  s y s t e m  of tax 
ra tes  t o  a f l a t  r a t e ,  a r e d u c t i o n  i n  t h e  p r o g r e s s i v i t y  of t h e  
p e r s o n a l  income t a x ,  and  a n  i n c r e a s e  i n  p e r s o n a l  a l l o w a n c e s .  
Because of the time required by t h e  l e g i s l a t i v e  process, implemen- 
t a t i o n  of t h e s e  r e v e n u e  m e a s u r e s  might  t a k e  p l a c e  o n l y  n e x t  y e a r .  

New s o c i a l  programs t o  be implemented  i n c l u d e  v a r i o u s  d i r e c t  
s u b s i d i e s ,  such  as s c h o o l  m e a l s ,  a low-income h o u s i n g  mor tgage  
program,  t r a i n i n g  programs f o r  p u b l i c  employees ,  and a t e m p o r a r y  
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employment program f o r  young peop le .  A t  t h e  s a n e  t ime,  i n s t r u c -  
t i o n s  have been i s s u e d  t o  r e d u c e  such p u b l i c  c u r r e n t  e x p e n d i t u r e s  
as  o v e r t i m e  payments and  f r i n g e  b e n e f i t s .  I n  a d d i t i o n ,  a d r a f t  
law w i l l  be s e n t  t o  Congres s  f o r  t h e  p r i v a t i z a t i o n  of c e r t a i n  
p u b l i c  e n t e r p r i s e s .  The a u t h o r i t i e s  a r e  i n  t h e  p r o c e s s  of q u a n t i -  
f y i n g  t h e  impact  of t h e s e  programs on  t h e  p u b l i c  s e c t o r  € i n a n c e s .  

Government r e g u l a t i o n s  

The P r e s i d e n t  a l s o  announced changes  i n  government  r e g u l a -  
t i o n s  a f f e c t i n g  v a r i o u s  s e c t o r s  of economic a c t i v i t y .  T h e  F o r e i g n  
Inoes tmen t  Code w i l l  be re formed t o  f u r t h e r  r educe  r e s t r i c t i o n s  
on t h e  i n f l o w  of f o r e i g n  c a p i t a l  and  t o  ease r e g u l a t i o n s  on t h e  
c o n v e r s i o n  of e x t e r n a l  deb t  t o  e q u i t y .  The r e g u l a t i o n s  on e x p o r t s  
a r e  a l s o  b e i n g  f u r t h e r  s i m p l i f i e d .  A t  che same t ime,  however ,  
i m p o r t  c o n t r o l s  a r e  be ing  t i g h t e n e d  f u r t h e r ,  i n c l u d i n g  p r o h i b i -  
t i o n s  of i m p o r t s  of a f u r t h e r  r a n g e  of commodit ies  t h a t  a re  
produced l o c a l l y .  A l s o ,  t h e  p r i c e  f r e e z e  f o r  e s s e n t i a l  commodi- 
t i e s  h a s  been ex tended  u n t i l  f u r t h e r  n o t i c e .  

The s t a f f  welcomes c e r t a i n  f e a t u r e s  of t h e  new r e g u l a t i o n s  
on p r i v a t e  . e x t e r n a l  d e b t ,  such  as t h e  r e d u c t i o n  of t h e  exchange  
s u b s i d y  € o r  p r i v a t e  a m o r t i z a t i o n  payments and t h e  r e s u l t i n g  
s i m p l i f i c a t i o n  of t h e  exchange  sys tem.  However, i t  i s  a matter 
of c o n c e r n  t h a t  - t h e  approa.ch adop ted  by t h e  a u t h o r i t i e s  may be 
i n t e r p r e t e d  a s  a change i n  t h e  a r r a n g e m e n t s  f o r  t h e  s e r v i c i n g  of 
f o r e i g n  deb t  w i t h o u t  p r i o r  c o n s u l t a t i o n  w i t h  c r e d i t o r s ;  of 
p a r t i c u l a r  impor t ance  i n  t h i s  r e g a r d  i s  t h e  s e t t i n g  of terms 
t h a t  a re  n o t  market r e l a t e d .  

T h e  p lanned  a d j u s t m e n t s  i n  p u b l i c  e n t e r p r i s e  t a r i f f s  and 
p r i c e s ,  t h e  p roposed  t a x  r e f o r m s ,  and  t h e  r e s t r a i n t  on c e r t a i n  
c a t e g o r i e s  of c u r r e n t  e x p e n d i t u r e  a re  i n  l i n e  w i t h  t h e  
recommendat ions of t h e  s t a f f  a n d  would c o n s t i t u t e  s t e p s  i n  t h e  
r i g h t  d i r e c t i o n .  Major  f i s c a l  a c t i o n  i s  s t i l l  needed t o  r e d u c e  
t h e  l a r g e  d o m e s t i c  and e x t e r n a l  imba lances  f a c i n g  Venezuela .  

The s t a f f  c o n s i d e r s  t h a t  t h e  i n t e n s i f i c a t i o n  of impor t  
r e s t r i c t i o n s  and t h e  p e r s i s t e n c e  of p r i c e  c o n t r o l s  w i l l  f u r t h e r  
hamper p r i v a t e  i n v e s t m e n t  and economic d i v e r s i f i c a t i o n ;  o n  t h e  
o t h e r  hand ,  t h e  announced p l a n  t o  r educe  t h e  scope  of o t h e r  
r e g u l a t i o n s ,  i n c l u d i n g  on e x p o r t s  and f o r e i g n  i n v e s t m e n t ,  i s  
w e  i come. 

Mr. P e r e z  made t h e  f o l l o w i n g  s t a t e m e n t :  

On b e h a l f  o f  my a u t h o r i t i e s ,  I w i s h  t o  e x p r e s s  my a p p r e c i a -  
t i o n  t o  t h e  s t a f f  f o r  t h e  e x c e l l e n t  p a p e r  b e i c r e  us and For tlie 
very  c o n s t r u c t i v e  and  s t i m u l a t i n g  d i s c u s s i o n ;  d u r i n g  t h e  l a t e s t  

v i s i t  t o  Car; lcas .  
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My a u t h o r i t i e s  b r o a d l y  agree w i t h  t h e  s t a f f  a n a l y s i s  a n d  
i n t e r p r e t a t i o n  of t h e  r e c e n t  economic deve lopmen t s  i n  t h e  
Venezuelan economy. Hence,  I s h a l l  l i m i t  my comments t o  h igh -  
l i g h t i n g  t h e  broad economic p o l i c y  g u i d e l i n e s  fo l lowed  by t h e  
Government and  t o  p r o v i d i n g  some i n f o r m a t i o n  on econo:nic deve lop -  
men t s  t h a t  have t a k e n  p l a c e  s i n c e  t h e  c o n s u l t a t i o n .  

Venezuela  h a s  come a l o n g  way s i n c e  t h e  f i r s t  f a l l  i n  o i l  
p r ices  i n  1982.  I n  r e c o r d  time and i n  a c l imate  of s o c i a l  p e a c e  
t h e  c o u n t r y  a c h i e v e d  s i z a b l e  s u r p l u s e s  b o t h  i n  t h e  b a l a n c e  of pay- 
ments  and t h e  f i s c a l  a c c o u n t s ,  i n c r e a s e d  i n t e r n a t i o n a l  r e s e r v e s ,  
reduced  external d e b t ,  r educed  i n f l a t i o n  t o  a o n e - d i g i t  f i g u r e ,  
improved t h e  f i n a n c i a l  p o s i t i o n  of p u b l i c  e n t e r p r i s e s ,  f o s t e r e d  
n o n t r a d i t i o n a l  e x p o r t s ,  expanded a g r i c u l t u r a l  p r o d u c t i o n ,  r e d u c e d  
i d l e  c a p a c i t y  i n  m a n u f a c t u r i n g  i n d u s t r i e s ,  a t t a i n e d  p o s i t i v e  rea l  
growth i n  n o n - o i l  G D P ,  began t o  r e d u c e  unemployment,  and enhanced  
s o c i a l  cove rage  i n  t h e  f i e l d s  of h e a l t h  and e d u c a t i o n .  

I n  t h e  f a c e  of a second  and deepe r  s h o c k  caused  by t h e  r e c e n t  
c o l l a p s e  i n  i n t e r n a t i o n a l  o i l  p r i c e s ,  i t  may b e  u s e f u l  f o r  t h e  
Board t o  have  a n  o u t l i n e  of t h e  b a s i c  s t r a t e g y  t h a t  h a s  g u i d e d  
Venezue lan  economic p o l i c i e s  s i n c e  1984.  

The dramatic downturn e x p e r i e n c e d  i n  t h e  world o i l  marke t  
i n  1982 compounded by t h e  e x p a n s i o n a r y  f i s c a l  and monetary 
policies t h a t  t h e  Government-pursued i n  t h e  e a r l y  1320s led t o  a 
s e v e r e  d e t e r i o r a t i o n  b o t h  i n  p u b l i c  f i n a n c e s  and i n  t h e  c o u n t r y ' s  
e x t e r n a l  p o s i t i o n .  The A d m i n i s t r a t i o n  t h a t  t o o k  o f f i c e  i n  
F e b r u a r y  1984  d e s i g n e d  and implemented a n  a d j u s t m e n t  program 
aimed a t  c o r r e c t i n g  t h e s e  e x t e r n a l  and i n t e r n a l  d i s e q u i l i ' b r i a  
' through a t i g h t e n i n g  of a g g r e g a t e  demand and t h e  a d o p t i o n  of 
p o l i . c i e s  gea red  t o  promotimg s t r u c t u r a l  changes .  Demand measures 
i n c l u d e d  d r a s t i c  c u t s  i n  p u b l i c  e x p e n d i t u r e s  ( c a p i t a l  o u t l a y s  i n  
r e a l  terms were more t h a n  h a l v e d  i n  two y e a r s ) ,  and a s t r i n g e n t  
monetary  p o l i c y .  I n  o r d e r  t o  promote microeconomic r e f o r m s  aimed 
a t  improving  e f f i c i e n c y  and r e s o u r c e  a l l o c a t i o n ,  t h e  Government 
a d j u s t e d  t h e  most  i m p o r t a n t  r e l a t i v e  p r i c e s  of t h e  economy 
t h r o u g h  a marked d e v a l u a t i o n  of t h e  b o l l v a r ;  t h e  e l i m i n a t i o n  o f  
exchange  and t a x  s u b s i d i e s ;  a f r e e z e  on wages and s a l a r i e s  of 
p u b l i c  s e c t o r  employees;  and a r ise  i n  a g r i c u l t u r a l  p r f c e s  w i t h  
t h e  s p e c i f i c  a i m  of encourag ing  p r o d u c t i o n  ir! t h i s  s e c t o r .  A l l  
t h e s e  a c t i o n s  were framed and deve loped  i n  t h e  c o n t e x t  .of a 
s o c i a l  p a c t  t h a t  has been  a key e l e m e n t  i n  t h e  a d j u s t m e n t  p r o c e s s .  

A s  a consequence  of t h i s  s t r a t e g y ,  t h e  f i n a n c i a l  s i t u a t i o n  
o f  the p u b l i c  s e c t o r  improved s u b s t a n t i a l l y  ( a  s u r p l u s  of 4.9 p e r  
cen t  of GDP was r e g i s t e r e d  i n  1 9 8 4 ,  compared w i t h  a d e f i c i t  of 
1.4.9 p e r c e n t  two y e a r s  e a r l i e r ) ,  w h i l e  a d r a m a t i c  t u r n a r o u n d  i n  
V e n e z u e l a ' s  e x t e r n a l  p o s i t i o n  was a c h i e v e d .  The ex terna l  c u r r e n t  
a c c o u n t  s h i f t e d  f r m  a d e f i c i t  o f  $3.2  b i l l i o n  i n  1982 to a 
s u r p l u s  of $4.5  b i l l i o n  i n  1984. Even more r e m a r k a b l e  was the  



e v o l u t i o n  of t h e  o v e r a l l  b a l a n c e  of payments:  a $ 8 . 7  b i l l i o n  
d e f i c i t  i n  1983 t u r n e d  i n t o  a s u r p l u s  of $1.8 b i l l i o n  t h e  f o l l o w -  
i n g  y e a r ,  c o n t r i b u t i n g  t o  a n  i n c r e a s e  i n  n e t  i n t e r n a t i o n a l  
r e s e r v e s  of $1.9 b i l l i o n .  

T h e  improvement i n  t h e  c o u n t r y ' s  ex t e rna l  p o s i t i o n  a l l o w e d  
a d e c l i n e  i n  t h e  e x t e r n a l  d e b t  of a p p r o x i m a t e l y  $4  b i l l i o n  
between 1982 and 1984.  

T h e s e  g a i n s ,  however ,  e n t a i l e d  h i g h  c o s t s  i n  terms of 
o u t p u t  and unemployment. F o l l o w i n g  a r e c e s s i o n  i n  1983, a y e a r  
i n  which o u t p u t  f e l l  5 . 5  p e r c e n t ,  GDP a g a i n  d e c l i n e d  1 . 4  p e r c e n t  
i n  1984,  w h i l e  unemployment rose f rom 7 . 1  p e r c e n t  of t h e  l a b o r  
f o r c e  i n  1982 t o  13.4 p e r c e n t  i n  1954.  

Economic p e r f o r m a n c e  i n  1985 was c h a r a c i e r i z e d  by t h e  con- 
t i n u a t i o n  of t h e  ad j u s t m e n t  e f f o r t ,  w h i l e  a i l o w i n g  f o r  m o d e r a t e  
economic growth a n d  employnent  c r e a t i o n .  The q u a n t i f i e d  economic 
program approved by t h e  Government f o r  1985 se t  as p o l i c y  g o a l s  
t h e  a t t a i n m e n t  of a modera te  r a t e  of growth i n  real. non-o i l  GDP, 
i n d u c i n g  a r e v e r s a l .  i n  t h e  t r e n d  of unemployment; a d e c r e a s e  i n  
t h e  r a t e  of i n f l a t i o n ;  a n d  t h e  m i n t e n a n c e  of a n  e x t e r n a l  c u r r e n t  
a c c o u n t  s u r p l u s .  To meet t h e s e  g o a l s ,  t h e  Government 's  i n t e n t i o n  
was t o  a t t a i n  e q u i l i b r i u m  i n  t h e  c o n s o l i d a t e d  p u b l i c  s e c t o r ,  
g i v i n g  t h e  economy ,a m o d e r a t e  b o o s t  t h r o u g h  a n  i n c r e a s e  i n  p u b l i c  
i n v e s t m e n t ,  w h i l e  i n  t h e  monetary f i e l d  t h e  C e n t r a l  Bank of 
Venezuela  was t o  p u r s u e  a less  s t r i n g e n t  monetary  s t a n c e  t h a n  i n  
t h e  p r e v i o u s  two y e a r s .  

- 

I I n  t h e  e x t e r n a l .  a.rea,  t h e  program s e t  a t i m e t a b l e  f o r  t h e  
u n i f i c a t i o n  of all o f f i c i a 1 , e x c h a n g e  rates by December 1985. 

The r e s u l t s  of t h i s  program were b e t t e r  t h a n  e x p e c t e d  i n  
terms of a d j u s t m e n t ,  a l t h o u g h  my Venezuelan  a u t h o r i t i e s  were 
d e e p l y  c o n c e r n e d  a b o u t  deve lopments  i n  economic growth and 
employmeni. The outcome f o r  t h e  y e a r  as a whole ,  as compared 
w i t h  t h e  t a r g e t s  i n  t h e  q u a n t i f i e d  economic program, i s  a s  
f o l l o w s .  



EbM/86/122 - 7 / 2 5 / 8 6  - 28 - 

1985  
P r o j e c t e d  i n  

t h e  QEP Real 

Non-oi l  GDP in rea l  terms ( p e r c e n t a g e )  2-3 0.6 

C o n s o l i d a t e d  publ ic .  s e c t o r  ( s u r p l u s  a s  0 5 
p e r c e n t a g e  of GDP) 

E x t e r n a l  c u r r e n t  a c c o u n t  ( s u r p l u s  i n  
m i l l l c n s  of U.S. d o l l a r s )  1 ,700  2 ,923  

h e t  i n t e r n a t i o n a l  r e s e r v e s  ( i n  m i l l i o n s  
of U.S. d o l l a r s )  11,867 15,478 

M2 ( p e r c e n t a g e  c h a n g e )  18.3 8.7 

C P I  ( p e r c e n t a g e  change ,  Dec. t o  Dec. ) 1- 3 5.7 

Source :  Banco C e n t r a l  d e  Venezue la .  

For t h e  f i r s t  t ime s i n c e  1982 ,  r e a l  n o n - o i l  GDP r e g i s t e r e d  
modest growth  i n  1985. The economic r e c o v e r y  e x p e r i e n c e d  by t h e  
a g r i c u l t u r a l  s e c t o r  a n d  by a growing  number of m a n u f a c t u r i n g  
i n d u s t r i e s  was t h e  main e l e m e n t  c o n t r i b u t i n g  t o  the improvement  
i n  n o n - o i l  GDP. N e v e r t h e l e s s ,  s e r v i c e  q c t i v i t y  f e l l  f o r  t h e  
t h i r d  c o n s e c u t i v e  y e a r ,  and c o n s t r u c t i o n - w h i c h  was the f a s t e s t  
growing s e c t o r  d u r i n g  t h e  demand s u r g e  of t h e  1970s and  was 
r e s p o n s i b l e  f o r  the  g e n e r a t i o n  of a l a r g e  p a r t  of t o t a l .  
employment--has p e r s i s t e n t l y  d e c l i n e d  s i n c e  1980. It i s  w o r t h  
m e n t i o n i n g  t h a t  t h e  s u r g e  i n  a g r i c u l t u r a l  p r o d u c t i o n  h a s  b e e n  t h e  
r e s u l t  of s u p p l y - o r i e n t e d  measures  implemented by t h e  Government 
i n  r e c e n t  y e a r s .  The unemployment r a t e  b a r e l y  improved ,  a s  t h e  
s e c t o r s  r e s p o n s i b l e  f o r  t h e  r e c o v e r y  were not: t h o s e  making t h e  
l a r g e s t  c o n t r i b u t i o n s  t o  2mployment. 

In t h e  f i s c a l  a rea ,  t h e  Government a t t a i n e d  a c ~ n s o l i d a t e d  
p u b l i c  s e c t o r  s u r p l u s  of 5 p e r c e n t  of GDP. T h i s  s u p l u s  r e s u l t e d  
f rom a l e v e l  of t o t a l  r e v e n u e s  s l i g h t l y  h i g h e r  t h a n  t a r g e t e d  a n d  
from : l ower  t h a n  budge ted  l e v e l  of p u b l i c  e x p e n d i t u r e .  On t h e  
r evenue  s i d e ,  t h e  d s c l i n e  i n  o i l  e a r n i n g s  was more t h a n  compen- 
s a t e d  by t h e  i n c r e a s e  i n  s t a m p  and cus toms d u t i e s  a s  well a s  the 
improvement i n  income t a x  c o l l e c t i o n .  Ln addition, i m p r o v e d  
management p r o c e d u r e s  i n  p u b l i c  e n t e r p r i s e s  c o n t r i b u t e d  t o  
i n c r e a s i n g  t h e  o p e r a t i n g  s u r p l u s  of the n o n E i n a n c i a i  p a b l i c  
s e c t o r .  On t h e  e x p e n d i t u r e  s i d e ,  d e l a y s  i n  implernenring the 
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p u b l i c  s e c t o r  i n v e s t m e n t  program, a l o n g  w i t h  t h e  lower  l e v e l  of 
o u t l a y s  t o  s e r v i c e  t h e  p u b l i c  d e b t ,  were t h e  most  i m p o r t a n t  
f a c t o r s  t h a t  l e d  t o  a lower  t h a n  budgeted  outcome. 

T h e  e x t e r n a l  c u r r e n t  a c c o u n t  s u r p l u s  was l a r g e r  t h a n  e x p e c t e d  
because  i m p o r t s  remained below p r o j e c t i o n s ,  d u t  main ly  t o  low 
a g g r e g a t e  demand; and i n t e r e s t  payments were lower  t h a n  e n v i s a g e d .  
These f a c t o r s  mre t h a n  o f f s e t  t h e  d e c l i n e  i n  r evenues  of P e t r d l e o s  
de  Venezuela  caused  by t h e  weakness  of t h e  o i l  marke t  d u r i n g  t h e  
y e a r .  T h i s  b e t t e r  t h a n  e x p e c t e d  per formance  of t h e  e x t e r n a l  
c u r r e n t  a c c o u n t  p e r m i t t e d  b o t h  a n  i n c r e a s e  i n  i n t e r n a t i o n a l  
r e s e r v e s  and a f u r t h e r  r e d u c t i o n  i n  e x t e r n a l  deb t .  

In t h e  exchange  a r e a  t h e  Government,  a s  s c h e d u l e d ,  u n i f i e d  
a l l  o f f i c i a l  exchange r a t e s  i n  December 1985 by moving t o  t h e  
B s  7 . 5  exchange r a t e  t h e  items t h a t  were s t i l l  on t h e  Bs 4.30  p e r  
U.S. d o l l a r  l i s t .  The u n i f i c a t i o n  e n t a i l e d  a n  a d d i t i o n a l  depre-  
c i a t i o n  of t h e  bo l j lva r .  I w i s h  t o  u n d e r s c o r e  t h a t  s i n c e  1983 
t h e  a u t h o r i t i e s  have  pursued  9 grar’*ial approach  t o  exchange r a t e  
management t o  r e f l e c t  t h e  s p o c i a l  c h a r a c t e r i s t i c s  of p r o d u c t i o n  
a n d  e x p o r t s  i n  V e n e z u e l a ,  as w e l l  as t o  meet t h e  c o n d i t i o n s  
needed f o r  broad a c c e p t a n c e  of t h e  a d j u s t m e n t  effor : .  T h i s  
approach  proved t o  be s u c c e s s f u l ,  as witness the  balance of 
payments  pe r fo rmance  and t h e  modera t e  p r i c e  and wage b e h a v i o r .  

A s  t o  p r i c e s ,  t h e  r’esults were encourag-ing s i n c e  i n f l a t i o n ,  
a s  measured by t h e  C P I ,  zeached  o n l y  5.7 p e r c e n t  a t  t h e  end of 
t h e  y e a r .  T h i s  r e f l e c t e d  ’ the  c a u t i o u s  monetary p o l i c y  implemented 
by t h e  Banco C e n t r a l  de Venezuela  and t h e  awareness shown by 
t r a d e  unions  i n  c o l l e c t i v e  wage b a r g a i n i n g .  A s  mentioned above ,  
the  g r a d u a l  p h a s i n g  o u t  of exchange s u b s i d i e s  d u r i n g  t h e  y e a r ,  
a l o n g  w i t h  t h e  p o l i c y  of p r i c e  c o n t r o l ,  were f a c t o r s  c o n t r i b u t i n g  
t o  t h e  e x c e l l e n t  p r i c e  b e h a v i o r .  

I n  s p i t e  oE t h e  huge a d j u s t m e n t  c a r r i e d  o u t  i n  t h e  p u b l i c  
sectrJr and i n  t h e  b a l a n c e  of payments  i n  r e c o r d  t i m e ,  t h e  r e c e n t  
c o l l a p s e  of i n t e r n a t i o n a l  o i l  p r i c e s  h a s  changed t h e  Venezuelan  
economic o u t l o o k  d r a s t i c a l l y .  On t h e  b a s i s  of PDVSA’s s c e n a r i o  
of a n   average e x p o r t  p r i c e  of $13-15 p e r  b a r r e l ,  Venezue la ‘ s  o i l  
e x p o r t  e a r n i n g s  i n  1986 will d e c l i n e  by about  55-6 b i l l i o n  from 
t h e i r  1985 l e v e l .  

I n  h i s  a d d r e s s  t o  t h e  n a t i o n  on J u l y  1 7 ,  1986 the P r e s i d e n t  
of t h e  R e p u b l i c  o u t l i n e d  t h e  main o b j e c t i v e s  a n d  p o l i c l e s  of a 
package  of m e a s u r e s  d e s i g n e d  tu cope with t h e  c o u ~ t r y ’ s  econorn-lc 
s i t u a t i o n .  T h e  main o b j e c t i v e  of t h i s  program i s  t o  f o s t e r  
a d j u s t m e n t  w i t h o u t  j e o p a r d i z i n g  growth and employment .  I t  i s  
t h e  Government’s  i n c e n t i o n  t o  b r i n g  a b o u t  a n  e q u i t a b l e  d l s l - r f  hu- 
t i o n  of t h e  economic burden  among w o r k e r s ,  e n t r e p r e n e u r s  and  
c r e d i t o r  banks.  
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To a t t a i n  t h i s  g o a l ,  f u r t h e r  t i g h t e n i n g  of demand i s  e n v i s a g e d  
th rough  a d d i t i o n a l  c u t s  i n  c u r r e n t  o u t l a y s  and t h r o u g h  a se t  of 
r e v e n u e - r a i s i n g  measures .  On t h e  r evenue  s i d e ,  t h e  program 
c o n t e m p l a t e s  a r e f o r m  of t h e  t a x  s y s t e m  as  recommended i n  t h e  
r e p o r t  of t h e  Tax Reform Commission. The f i s c a l  package  i n c l u d e s  
t h e  r e fo rm of t h e  income t a x  s y s t e m ,  a n  i n c r e a s e  i n  s t a m p  duties, 
as  w e l l  a s  a n  impor tan t :  r e a l i g n m e n t  of p u b l i c  s e c t o r  p r i c e s  and 
t a r i f f s .  I n  a d d l t i o n ,  t h e  P r e s i d e n t  announced  t h e  a p p r o v a l  of a 
s p e c i a l  l a w  a u t h o r i z i n g  t h e  s a l e  of n o n s t r a t e g i c  p u b l i c  assets  
and e;.::erprises unde r  t h e  p r i n c i p l e  t h a t  t h e  r o l e  of t h e  s t a t e  
i n  a modern economy i s  t o  create t h e  c o n d i t i o n s  f o r  p r o d u c t i o n  
and n o t  t o  e n l a r g e  t h e  s i z e  of t h e  p u b l i c  s e c t o r .  

On t h e  e x p e n d i t u r e  s i d e ,  t h e  program c a l l s  f o r  a r e a l l o c a -  
t i o n  of r e s o u r c e s  f rom c u r r e n t  e x p e n d i t u r e s  t o  c a p i t a l  o u t l a y s .  
I n  t h i s  r e g a r d ,  b o t h  p e r s o n a l  e x p e n d i t u r e s  and p u r c h a s e s  of 
goods a n d  s e r v i c e s  w i l l  be r e d u c e d ,  and  t h e  t h r e e - y e a r  spec ia l  
i n v e s t m e n t  program approved  by t h e  Government a t  t h e  end of 1985 
w i l l  c o n t i n u e ,  t h u s  f o s t e r i n g  a c t i v i t y  i n  t h e  c o n s t r u c t i o n  s e c t o r  
and c o n t r i b u t i n g  t o  i n c r e a s e d  employment. 

To r e d u c e  t h e  p u b l i c  s e c t o r  d e f i c i t  and  t o  widen t h e  p a r t i -  
c i p a t i o n  of p r i v a t e  e n t r e p r e n e u r s  i n  t h e  f i s c a l  e f f o r t ,  t h e  
P r e s i d e n t  announced  t h e  s i m p l i f i c a t i o n  of t h e  exchange  r a t e  system 
by e l i m i n a t i n g  the p r e f e r e n t i a l  exchange r a t e  of Bs 4.30 p e r  -- 

U.S. d o l l a r  f o r  s e r v i c i n g  t h e  p r i v a t e  s e c t s r  d e b t .  In t h e  f u t u r e ,  
p r i v a t e  e x t e r n a l  d e b t  w i l l  be s e r v i c e d  a t  t h e  o f f i c i a l  exchange  
ra te  of  B s  7 . 5  p e r  U . S .  d o l l a r .  T h i s  measure  w i l l  e n t a i l  a 
r e d u c t i o n  i n  t h e  c o n s o l i d a t e d  p u b l i c  s e c t o r  d e f i c i t  by 1 p e r c e n t  
of GDP a year o v e r  t h e  n e x t  f i v e  y e a r s .  

I n  t h e  area of s t r u c t u r a l  r e f o r m s ,  a se t  of d e r e g u l a t o r y  
measures i s  t o  be implemented w i t h  t h e  aim of removing admin i s -  
t r a t i v e  o b s t a c l e s  a f f e c t i n g  economic a c t i v i t y ,  p a r t i c u l a r l y  i n  
t h e  f i e l d  of e x p o r t s  and  f o r e i g n  i n v e s t m e n t .  I n  r e g a r d  t o  t h e  
l a t t e r ,  t h e  Government i s  p r e p a r i n g  a r e f o r m  of t h e  f o r e i g n  
i n v e s t m e n t  l e g i s l a t i o n  t o  f u r t h e r  l i b e r a l i z e  t h i s  area and  t o  
a t t r a c t  c a p i t a l  i n f l o w s  d i r e c t e d  t o  t h e  p romot ion  of growth-  
o r i e n t e d  e x p o r t  a c t i v i t i e s .  The package a l s o  c o n t e m p l a t e s  t h e  
r a t i o n a l i z a t i o n  of e l e c t r i c  power p r o d u c t i o n  and d i s t r i b u t i o n ,  
and i n c l u d e s  measures  a imed a t  f o s t e r i n g  t h e  t o u r i s t  i n d u s t r y .  

The a t t a i n m e n t  of a n  e q u i t a b l e  d i s t r i b u t i o n  of t h e  economic 
bu rckn  among t h e  d i f f e r e n t  a g e n t s  i n v o l v e d  i n  t h e  a d j u s t m e n t  
p rocess  w i l l  e n t a i l ,  a s  mencioned b e f o r e ,  a n  i n c r e a s e  of e n t r e -  
p r e n e u r s '  p a r t i c i p a t i o n  i n  t h e  f i s c a l  e f f o r t ,  t h e  i m p l e m e n t a t i o n  
of a c a u t i o u s  wage p o l i c y ,  and ,  w i t h i n  t h e  agreement  r eached  
w i t h  c r e d i t o r  banks  e a r l y  t h i s  y e a r ,  t h e  a d a p t a t i o n  of  t h e  
m a t u r i t y  p r o f i l e  of  V e n e z u e l a ' s  e x t e r n a l  deb t  i n  a c c o r d a n c e  w i t h  
t h e  c o u n t r y ' s  new economic c o n d i t i o n s .  
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It: i s  e x p e c t e d  t h a t  t h i s  package of measures  w i l l  c o n t r i b u t e  
t o  c o r r e c t i n g  t h e  macroeconomic d i s e q u i l i b r i a  caused  by t h e  f a l l  
i n  o i l  p r i c e s  and  t o  r e s t o r i n g  s u s t a i n a b l e  growth i n  a climate 
of s o c i a l  and f i n a n c i a l  s t a b i l i t y .  

Mr. A r i a s  s a i d  t h a t  t h e  E x e c u t i v e  Di . r ec to r s  had a b e t t e r  p i c t u r e  of 
t h e  per formance  of t h e  economy i n  1985 t h a n  had been a v a i l a b l e  d u r i n g  t h e  
p r e v i o u s  A r t i c l e  I V  c o n s u l t a t i o n .  It was c lear  t h a t  t h e  ecunomy had ove r -  
performed i n  compar ison  w i t h  t h e  1965 Q u a n t i f i e d  Economic Program, p a r t i c -  
u l a r l y  w i t h  r e s p e c t  t o  t h e  c o n s o l i d a t e d  p u b l i c  s e c t o r ,  t h e  e x t e r n a l  
c u r r e n t  a c c o u n t ,  and t h e  r a t e  of i n f l a t i o n .  The a u t h o r i t i e s  were t o  be 
commended f o r  t h e  per formance  of t h e  economy i n  1985. 

He was p l e a s e d  t h a t .  t h e  a u t h o r i t i e s  had m a i n t a i n e d  a c o n s e r v a t i v e  
a t t i t u d e  toward o i l  pr ices  i n  1986, Mr. Arias c o n t i n u e d .  They had i n d i -  
c a t e d  t h a t  they  were  working  on t h e  a s sumpt ion  t h a t  a l a r g e  pa r t  of the 
d e c l i n e  i n  t h e  o i l  p r i c e s  would be permanent .  T h e r e  would a p p a r e n t l y  be 
no  d i f f i c u l t y  i n  f i n a n c i n g  t h e  p u b l i c  s e c t o r  d e f i c i t  i n  1986, a s  t h e  
l e v e l  of r e s e r v e s  was more t h a n  c o m f o r t a b l e  and s u b s t a n t i a l  a d j u s t m e n t s  
i n  t h e  economy h a d  been made i n  r e c e n t  y e a r s ;  per c a p i t a  GDP had d e c l i n e d  
by about  15  p e r c e n t  o v e r  t h e  p r e v i o u s  t h r e e  y e a r s .  I n  add i t i . on ,  t h e  
r e v i s e d  program d e s c r i b e d  by Mr. PGrez was aimed a t  p r o v i d i n g  o n l y  a 
modera te  s t i m u l u s  t o  economic a c t i v i t y ,  and t h e  f i n a n c i n g  of t h e  p u b l i c  
s e c t o r  d e f i c i t  seemed t o  be a d e q u a t e l y  p rov ided  t h r o u g h  t h e  d e c l i n e  i n  
d e p o s i t s  of t h e  p u b l i c  s e c t o r  i n  t h e  banking  s y s t e m  and t h e  p ruden t  use 
of f o r e i g n  r e s e r v e s .  

H e  ag reed  w i t h  t h e  a u t h o r i t i e s  t h a t  t h e r e  was a need t o  uniEy t h e  
exchange  r a t e  and t h e r e a f t e r  t o  manage t h e  exchange ra te  i n  a f l e x i b l e  
manner,  Mr. Arias s a i d .  The i n f l a t i o n a r y  i m p a c t  of such measures  might  
be  g r e a t e r  t h a n  t h e  s t a f f  e x p e c t e d ,  but  i t  was e n c o u r a g i n g  t o  n o t e  t h a t  
t h e  a u t h o r i t i e s  were  p r o c e e d i n g  w i t h  c a u t i o n ,  as they  r e c e n t l y  had i n  
e l i m i n a t i n g  t h e  p r e f e r e n t i a l  r a t e  f o r  s e r v i c i n g  t h e  p r i v a t e  s e c t o r  d e b t .  

T h e  a u t h o r i t i e s  had had g r e a t  s u c c e s s  i n  c o n t r o l l i n g  wage i n c r e a s e s ,  
Mr. A r i a s  remarked.  A s  t h e  s t a f f  had n o t e d ,  government w h i t e  c o l l a r  
employees had no t  r e c e i v e d  any wage i n c r e a s e  s i n c e  1981,  and t h e  a v e r a g e  
r e a l  wage of  worke r s  who were not  s u b j e c t  t o  c o l l e c t i v e  wage b a r g a i n i n g  
had d e c l i n e d  by 15-20 p e r c e n t  o v e r  t h e  p r e v i o u s  t h r e e  y e a r s .  The a u t h o r i -  
t i e s  shou ld  he commended f o r  a p p r o v i n g  t h e  r e c e n t  wage i n c r e a s e  f o r  t h o s e  
worke r s  tip t o  a l e v e l  t h a t  was d e s i g n e d  t o  o f f s e t  t h e  d e c l i n e  i n  real wages t  

He a g r e e d  w i t h  t h e  s t a f f  t h a r  t h e r e  were no immediate  problems f a c i n g  
t h e  economy i n  1986,  M r .  A r i a s  commenced. The problems had t o  do w i t h  
t he  medium-terril o u t l o o k ,  a s  t h e  o i l  market was no t  y e t  s e t t l e d .  I t  was 
c l e a r  t h a t  p ruden t  p o l i c i e s  c o u l d  n o t  e n s u r e  any improvement o r  s t a b i l i t y  
i n  t h e  t r r i n s  o f  r r n d e  . in  t h e  medium term. As a r e s u l t ,  t h e  a u t h o r i t i e s  

t 7 . d  c o r r e c t  ly d e c i d e d  r e c e n t l y  t o  i n t r o d u c e  a d d i t i o n a l  measures  t o  i n c r e a s e  
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p u b l i c  s a v i n g s  t o  a l e v e l  e x c e e d i n g  t he  11 p e r c e n t  of GDP t h a t  had b e e n  
e x p e c t e d  f o r  1986. The new p o l i c y  o f  p r i v a t i z a t i o n  the: Mr. PGrez had 
d e s c r i b e d  would  undoub ted ly  p r o v i d e  f u r t h e r  i n c e n t i v e s  f o r  p u b l i c  s a v i n g s .  

The p r e s e n t  s t a f f  r e p o r t  d i d  no t  c o n t a i n  a l l  t h e  ta'bles w i t h  t h e  esti-  
mates and a c t u a l  data t h a t  had been  a v a i l a b l e  f o r  t h e  midyear  Ar t i c l e  I V  
c o n s u l t a t i o n  u n d e r  t h e  enhanced  s u r v e i l l a n c e  p r o c e d u r e  (SM/85/115), 
M r .  Arias n o t e d .  The p r e s e n t a t i o n  of t h a t  data had been u s e f u l  a n d  would 
have  been  p a r t i c u l a r l y  h e l p f u l  a t  t h e  p r e s e n t  s t a g e .  

The per formance  of t h e  economy c l e a r l y  r e f l e c t e d  t h e  c o u r a g e  and 
d e t e r m i n a t i o n  of t h e  a u t h o r i t i e s  t o  improve t h e  v e r y  d i f f i c u l t  economic 
s i t u a t i o n  t h a t  t h e y  h a d  f a c e d  i n  t h e  r e c e n t  p a s t ,  Mr. Arias s t a t e d .  Con- 
t i n u o u s  a d j u s t m e n t  e f f o r t s  s h o u l d  n o t  be i n t e r r u p t e d  u n t i l  a s u s t a i n a b l e  
growth r a t e  was o b t a i n e d .  

Mr. Nebbia  s a i d  t h a t  Venezue la  had made s u b s t a n t i a l  p r o g r e s s  i n  r e c e n t  
y e a r s .  The a u t h o r i t i e s  were t o  be commended f o r  t h e  i m p l e m e n t a t i o n  of 
a comprehens ive  economic program t h a t  i n c l u d e d  a s u b s t a n t i a l  d e v a l u a t i o n  
of t h e  b o l i v a r ,  t h e  i n t r o d u c t i o n  of a n  a u s t e r i t y  program f o r  t h e  p u b l i c  
s e c t o r ,  a c a u t i o u s  wage p o l i c y ,  and  a g e n e r a l  t i g h t e n i n g  of t h e  f i s c a l  
and monetary p o l i c y .  The a u t h o r i t i e s  had a c h i e v e d  major  improvements  i n  
t h e  e x t e r n a l  a c c o u n t s ,  a n  i n c r e a s e  i n  i n t e r n a t i o n a l  reserves, a r e d u c t i o n  
i n  t h e  e x t e r n a l  d e b t ,  a d e c l i n e  i n  t h e  ra te  of i n f l a t i o n ,  a s i g n i f i c a n t  
improvement i n  t h e  f i s c a l  s i t u a t i o n ,  and  a n  i n c r e a s e  i n  t h e  c o n f i d e n c e  of 
t h e  i n t e r n a t i o n a l  f i n a n c i a l  community. However, Venezuela  h a d  p a i d  h i g h  
c v s t s  f o r  t h o s e  improvements  i n  t h e  form of a d e c l i n e  i n  o u t p u t  and a n  
i n c r e a s e  i n  unemployment tha t :  were not s u b s t a i n a b l e  i n  t h e  medium term. 

. T h e  economic pe r fo rmance  of Venezuela  i n  1985 had been  i m p r e s s i v e ,  
' Mr. Nebbia n o t e d .  Fo r  example., t h e r e  had been  a s u r p l u s  of $3 b i l l i o n  in 

t h e  e x t e r n a l  c u r r e n t  a c c o u n t ,  n e t  i n t e r n a t i o n a l  r e s e r v e s  had i n c r e a s e d  
s u b s t a n t i a l l y ,  t h e  ra te  of i n f l a t i o n  had d e c l i n e d  to 5.7 p e r c e n t  from 
15.5 p e r c e n t  i n  1984, and t h e  c o n s o l i d a t e d  p u b l i c  s e c t o r  had r e g i s t e r e d  a 
s u r p l u s  t h a t  w a s  e q u i v a l e n t  t o  n e a r l y  5 p e r c e n t  of GDP. T h e r e f o r e ,  i t  
w a s  f a i r  t o  c o n c l u d e  t h a t  Gowrnmen t  had t a k e n  t h e  n e c e s s a r y  s t e p s  t o  
c o r r e c t  t h e  huge e x t e r n a l  and  i n t e r n a l  imba lances .  

The r e c e n t  c o l l a p s e  i n  i n t e r n a t i o n a l  o i l  p r i c e s  had s u b s  t a n t i a l l y  
worsened t h e  o u t l o o k  f o r  t h e  Venezue la  economy, Mr . Nebbia commented. 
T h e  p r i c e  of o i l  had  a s i g n i f i c a n t  e f f e c t  n o t  o n l y  o n  V e n e z u e l a ' s  e x t e r n a l  
s e c t o r ,  but  a l s o  on i t s  f i s c a l  Ter formance .  F o r t u n a t e l y ,  V e n e z u e l a ' s  
a d e q u a t e  l e v e l  of i n t e r n a t i o n a l .  r e s e r v e s  migh t  h e l p  t o  a l l e v i a r e  t h e  
problems f a c i n g  t h e  economy and c o u l d  p r o v i d e  t h e  a u t h o r i t i e s  w i t h  
some room i n  which  t o  maneuver .  

As a g e n e r a l  r u l e ,  t h e  Fund ,  t h e  World Rsnk, and t h e  commerc ia l  
banks s h o u l d  r e a c t  w i th  f l e x i b i l i t y  a n d  u n d e r s t a n d i n g  i n  d e a l i n g  w i t h  
c o u n t r i e s  t h a t  s u f f e r e d  e i t h e r  a d r a m a t i c  o r  s u s t a i n e d  d e t e r i o r a t i o n  i n  
i t s  terms of t r a d e ,  e s p e c i a l 1 . y  i n  cases i n  which t h e  d e t e r i o r a t i o n  was 
t h e  r e s u l t  of d e c i . s i o n s  t h a t  were n o t  r e l a t e d  t o  s u p p l y  o r  demand F a c t o r s  
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i n  a g i v e n  marke t ,  Mr. Nebbia c o n s i d e r e d .  The approach  t o  d e a l i n g  w i t h  
Mexico was a good s t a r t i n g  p o i n t  i n  d e v i s i n g  a g e n e r a l  approach  t o  d e a l i n g  
w i t h  c o u n t r i e s  t h a t  f a c e d  a s u b s t a n t i a l  o r  s u s t a i n e d  d e t e r i o r a t i o n  i n  
t h e i r  terms of t r a d e .  The burden  of d e a l i n g  w i t h  V e n e z u e l a ' s  e x t e r n a l  
d e b t  s h o u l d  be  s h a r e d  by Venezuela  and  i t s  commercial  bank c r e d i t o r s .  He 
a g r e e d  w i t h  t h e  a u t h o r i t i e s  t h a t  t h e  m u l t i y e a r  agreement  w i t h  commerc ia l  
banks shou ld  be mod i f i ed  t o  t a k e  i n t o  accoun t  t h e  consequences  of t h e  
d e c l i n e  i n  01.1 p r i c e s .  It was h i s  u n d e r s t a n d i n g  t h a t  t h a t  p o s s i b i l i t y  
had been f o r e s e e n  when t h e  agreement  wf th  t h e  commercial  banks had been  
nego t i a  t ed . 

A c r u c i a l  i s sue  w a s  w h e t h e r  t h e  a u t h o r i t i e s  were t a k i n g  t h e  p r o p e r  
s t e p s  t o  cope  w i t h  t h e  s i g n i f i c a n t  d e t e r i o r a t i o n  i n  t h e  e x t e r n a l  e n v i r o n -  
ment ,  Mr. Nebbia tormented. I n  h i s  v iew,  t h e  o b j e c t i v e s  t h a t  had been 
announced by t h e  a u t h o r i t i e s  i n  1986 and t h e  p o l i c i e s  t h a t  had been i m p l e -  
mented t h u s  f a r  i n  t h e  y e a r  were a p p r o p r i a t e .  P a r t i c u l a r  a t t e n t i o n  s h o u l d  
be p a i d  t o  e n s u r i n g  t h a t  t h e  a d d i t i o n a l .  a d j u s t m e n t  t h a t  was r e q u i r e d  d i d  
n o t  j e o p a r d i z e  t h e  ach ievemen t  i n  t h e  growth  and employment o b j e c t i v e s .  
I n  t h e  f i s c a l  p o l i c y  a r e a ,  t h e  a u t h o r i t i e s '  i n t e n t i o n  t o  make f u r t h e r  
c u t s  i n  p u b l i c  o u t l a y s  and t h e  imp lemen ta t ion  of t h e  t a x  r e fo rm were 
welcome. Given V e n e z u e l a ' s  a d e q u a t e  l e v e l  of i n t e r n a t i o n a l  r e s e r v e s  and 
t h e  need t o  a c h i e v e  i t s  g rowth  o b j e c t i v e s ,  h e  doubted  whe the r  t h e  s t a E f ' s  
recommendation t h a t  t h e  a u t h o r i t i e s  s h o u l d  make a n  e x t r a o r d i n a r y  e f f o r t  
t o  r e d u c e  e x p e n d i r u r e s  was a p p r o p r i a t e ;  a more g r a d u a l  approach  seemed t o  
be a d v i s a b l e .  N e v e r t h e l e s s ,  t h e  a u t h o r i t - i e s  s h o u l d  make an a d d i t i o n a l  
e f f o r t  on  t h e  revenue  s i d e ,  where t h e r e  seemed t o  be some room t o  maneuver.  

The f i s c a l  package  i n c l u d e d  a s i g n i f i c a n t  r e a l i g n m e n t  of p u b l i c  s e c t o r  
. pr ices  and t a r i f f s ,  Mr. Nebb ia  no ted .  Tha t  t h e  a u t h o r i t i e s  p ianned  t o  

' a g i n g .  Tha t  e f f o r t  s h o u l d  he lp .  t o  s o l v e  s t r u c t u r a l  p roblems and t o  
r e d u c e  t h e  p a r t i c i p a t i o n  of p u b l i c  e n t e r p r i s e s  i n  t h e  economy was encour -  

e n c o u r a g e  economic growth.  The a u t h o r i t i e s  must b e a r  i n  mind t h e  l i k e l y  
e f f e c t s  of a n  i n c r e a s i n g  f i s c a l  d e f i c i t  on i n f l a t i o n ,  t h e  e x t e r n a l  s e c t o r ,  
and  economic e f f i c i e n c y .  Monetary p o l i c y  s h o u l d  p r e s e r v e  t h e  g a i n s  t h a t  
had a l r e a d y  been  made i n  c o n t a i n i n g  i n f l a t i o n  and s h o u l d  avo id  a d e t e r i o -  
r a t i o n  i n  t h e  b a l a n c e  of paymen t s .  

The s i m p l i f i c a t i o n  of t h e  exchange r a t e  sys t em w i t h  the  r e c e n t  e l i n -  
i n a t i o n  of p r e f e r e n t i a l  exchange  r a t e  f o r  s e r v i c i n g  p r i v a t e  s e c t o r  d e b t  
s h o u l d  h e l p  t o  r e d u c e  t h e  f i s c a l  imba lance  and t o  d i s t r i b u t e  t h e  burden  
of a d j u s t m e n t  more e q u i t a b l y ,  Mr. Nebbia r e a a r k e d .  I f  t h e  a u t h o r i t i e s  
f e l t  t h a t  s p e c i a l  suppor t ,  f o r  some p r i v a t e  e n t e r p r i s e s  o r  f i n a n c i a l  
i n s t i t u t i o n s  were needed ,  t h e y  s h o u l d  p r o v i d e  i t  on  a case-by-case  b a s i s .  

S t r u c t u r a l  r e fo rms  were i m p o r t a n t  i f  Venezuela  were  t o  a c h i e v e  growtli 
i n  t h e  medium term, Mr. Nebbia  c o n s i d e r e d .  T h e r e f o r e ,  h e  welcomed t h e  
d e r e g u l a t i o n  t h a t  was aimed a t  r e d u c i n g  a d m i n i s t r a t i v e  o b s t a c l e s .  The 
ref orin of the f o r e i g n  i n v e s t m e n t  l e g i s l a t i o n  t h a t  t h e  Government was 
p r e p a r i n g  w i r h  a view t o  l i b e r a l i z i n g  f u r t h e r  t h e  r e g u l a t i o n  of f o r e i g n  
i n v e s t m e n t  i n  o r d e r  t o  a t t r a c t  c a p i t a l  i n f l o w s  was p a r t i c u l a r l y  welcomed.  
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H e  a g r e e d  w i t h  t h e  a u t h o r i t i e s  a n d  t h e  s t a f f  t h a t  i t  would n o t  be 
p r u d e n t  t o  implement economic p o l i c i e s  on  t h e  a s s u m p t i o n  t h a t  t h e r e  would  
be a major  r e c o v e r y  i n  o i l  p r i c e s  o v e r  t h e  coming s e v e r a l  y e a r s ,  Mr. Nebbia  
s a i d .  T h e r e f o r e ,  a v i a b l e  medium-term o u t l o o k  f o r  Venezuela  i n c l u d e d  t h e  
c o n t i n u a t i o n  of b o t h  p r u d e n t  demand management p o l i c i e s  and  s t r u c t u r a l  
measu res  t o  encourage  economic growth .  

Venezuela  had demons t r a t ed  i n  t h e  p a s t  t h a t  i t  c o u l d  d e a l  e f f e c t i v e l y  
w i t h  p r o b l e m  f a c i n g  t h e  economy, Mr. Nebbia  remarked.  The c h a l l e n g e  
f a c i n g  Venezuela  a t  p r e s e n t  as  a r e s u l t  of t h e  a b r u p t  d e c l i n e  i n  o i l  
p r i c e s  s h o u l d  be met t h r o u g h  t h e  e f f o r t s  of t h e  Venezuelan  p e o p l e  w i t h  
t h e  s u p p o r t  of t h e  i n t e r n a t i o n a l  f i n a n c i a l  community. 

M r .  P o l a k  s t a t e d  t h a t  h e  g e n e r a l l y  a g r e e d  w i t h  t h e  s t a f f  a p p r a i s a l .  
The Venezi ie lan economy remained h i g h l y  s e n s i t i v e  t o  deve lopmen t s  i n  t h e  
o i l  s e c t o r ,  which made i t  d i f f i c u l t  t o  implement any economic program on 
a medium-term b a s i s .  Al though t h e  r e c e n t  deve lopmen t s  i n  t h e  o i l  s e c t o r  
had had  a s t r o n g  n e g a t i v e  impact  on t h e  economy, c a u t i o n  was r e q u i r e d  i n  
a p p l y i n g  any e x p a n s i o n a r y  p o l i c i e s .  Because of t h e  r e m a i n i n g  u n c e r t a i n t i e s  
a n d  t h e  g r e a t  dependence on o i l ,  t h e  economy c o u l d  be  t u r n e d  around i n  t h e  
d i r e c t i o n  of g r e a t e r  d i v e r s i f i c a t i o n  o n l y  i n  t h e  medium term. 

Al thouzh  Venezuela  had a welcome b u f f e r  of i n t e r n a t i o n a l  r e s e r v e s  
t h a t  was e q u i l a v e n t  t o  two years of i m p o r t s ,  h e  a g r e e d  w i t h  t h e  s t a f f  t h a t  
t h e  f i s c a l  d e f i c i t  i n  1986 s h o u l d  be  h e l d  a t  6 .8  p e r c e n t  of GDP i n  o r d e r  
t o  e n s u r e  t h a t  t h e  f i s c a l  p o s i t i o n  would be s u s t a i n a b l e  o v e r  t h e  l o n g e r  
r u n ,  M r .  P o l a k  c o n t i n u e d .  P r i o r i t y  under  t h e  t h r e e - y e a r  spec ia l  i n v e s t m e n t  
p l a n  s h o u l d  be g i v e n  t o  i n v e s t m e n t s  t h a t  were aimed a t  e x p o r t  p r o d u c t i o n .  
I t  was pe rhaps  u n f o r t u n a t e  tha t :  t h e  economy had o v e r a d j u s t e d  i n  1985, i n  

not  o c c u r r e d ,  r e s u l t i n g  i n  a f i s c a l  s u r p l u s  e q u i v a l e n t  t o  3 p e r c e n t  of 
GDP. Had t h e  p u b l i c  c a p i t a l  e x p e n d i t u r e  program been f u l l y  implemented ,  
t h e  economy would have bcen  more p repa red - - in  t h e  s e n s e  of  m a i n t a i n i n g  a n  
a p p r o p r i a t e  growth  o r i e n t a t i o n - - t o  w i t h s t a n d  t h e  p r e s e n t  needed a d j u s t m e n t  
i n  t h e  c u r r e n t ,  r e l a t i v e l y  c o n s t r a i n e d  env i ronmen t .  

' t h e  sense t h a t  t h e  a n t i c i p a t e d  i n c r e a s e s  i n  t h e  c a p i t a l  e x p e n d i t u r e  had 

While  h e  ag reed  w i t h  the s t a f f  on t h e  f i s c a l  t a r g e t s  f o r  1986,  h e  
was less  conv inced  by t h e  s t a f f ' s  argument  on  page 2 2  t h a t  t h e  d e f i c i t  
s h o u l d  be reduced t o  2 . 3  p e r c e n t  of G D P  i n  1987,  Mr. Polak s a i d .  I t  was 
t rue t h a t  8 f i s c a l  d e f i c i t  o f  2 .3  p e r c e n t  of GDP i n  1 9 8 7  would become 
c o m p a t i b l e  w i t h  t h e  d e s i r e d  c u r r e n t  accoun t  p o s i t i o n  i f  p r i v a t e  s e c t o r  
I n v e s t m e n t  r ecove red  as t h e  a u t h o r i t i e s  hoped,  bu t  t h e r e  was some q u e s t i o n  
w h e t h e r  the  r ecove ry  of p r i v a t e  i n v e s t m e n t  would o c c u r .  I f  d e s p i t e  t h e  
sI1;ir-p fiscal ad jus t :nen t  t h e  r e c o v e r y  d i d  no t  o c c u r ,  Venezuela  might  r e c o r d  
l a r g e  cur t ' e i i t  a c c o u i ~ t  s u r p l u s e s  l i k e  t h o s e  of 1 9 8 4 / 8 5 .  A c r u c i a l  q i i e s t i o n  
w;is h o w  t.u ciisiire t h e  r zcov? ry  of p r i v a t e  i n v e s t m e n t .  Tha t  g o a l  c o u l d  
i l o i  hc k i ( - h  i evcJ  Lt~rousIi t h e  c o n t r a c t  i o n  o€ f i s c a l  p o l i c y  a l o n e .  T h e r e  
W A $  c-v!dt . r tcr .  t h a t  prtv,-i te i n v e s t m e n t  was b e i n g  crowded o u t  a n d  would 
[ l ~ ~ ~ r c ~ ; t t : p  tis s ~ r ~ 1 1 1  A S  the. i i s c i l l  p o s i t i o n  c . rea ted  t h e  n e c e s s a r y  room. To 
, ~ ~ : ( ' ~ ~ t ~ t - ; i g ~ *  I iivl'..;r [ T i i ' I i t ,  lic.civy e m p h a s i s  would have  t o  be g i v e n  t o  s u p p l y -  
, I , ~ , ~ I , ~ , I , ~  ~ 1 1 t ~ -  ~ > , > l i ~ . [ ~ > ~ .  I t  W H S  cle, . ir  t h a t ,  a l t h o u g h  many s t e p s  had been  
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t a k e n  i n  t h e  r i g h t  d i r e c t i o n ,  t h e  economy c o n t i n u e d  t o  s u f f e r  f rom exces- 
s i v e  s t a t e  c o n t r o l .  
t h a t  d e r e g u l a t i o n  of t h e  economy was needed  t o  enhance  V e n e z u e l a ' s  g rowth  
p r o s  pec t  s. 

He a g r e e d  w i t h  t h e  s t a f f ' s  c o n c l u s i o n  on page 26  

F u r t h e r  a c t i o n  on t h e  exchange system, which s t i l l  caused  s i g n i f i c a n t  
d i s t o r t i o n s ,  was i m p e r a t i v e ,  Mr. Po lak  went on. The f r e e  marke t  exchange  
r a t e  was s t i l l  f a r  f rom t h e  o f f i c i a l  r a t e  and con t inued  t o  a c c o u n t  f o r  
o n l y  15  p e r c e n t  of a l l  f o r e i g n  exchange  t r a n s a c t i o n s .  U n i f i c a t i o n  of t h e  
two exchange rates s h o u l d  o b v i o u s l y  be a t a r g e t ,  and t h e  a u t h o r i t i e s  
s h o u l d  n o t  wait t oo  l o n g  t o  a c h i e v e  i t .  Venezuela  a l s o  had a l o n g  h i s t o r y  
of o v e r r e g u l a t i o n  w i t h  r e s p e c t  t o  p r i c e  c o n t r o l s .  While t h e  r o l e  of 
t h o s e  c o n t r o l s  i n  t h e  c o n t e x t  of t h e  s o c i a l  compact i n  Venezuela  was 
u n d e r s t a n d a b l e ,  i t  was h i s  i m p r e s s i o n  t h a t  t h e  d i s t o r t i n g  e f f e c t s  of t h e  
p r ice  contro1.s were n o t  a d e q u a t e l y  r e f l e c t e d  i n  t h e  a u t h o r i t i e s '  p o l i c y -  
making. Poli.cy i n  Venezuela  had been c o n t r o l l e d  more t i g h t l y  s i n c e  t h e  
b e g i n n i n g  of 1986;  many p r i c e s  had been f r o z e n ,  and o t h e r s  were s u b j e c t  
t o  n o t i f i c a t i o n  of t h r e e  o r  even  s i x  months.  

The re  was a c l e a r  need f o r  p r o g r e s s i v e  impor t  1 i . b e r a l i z a t i o n  i n  
Venezuela ,  Mr. P o l a k  s a i d .  Venezuelan  i n d u s t r y  had been p r o t e c t e d  by 
impor t  r e s t r i c t i o n s  f o r  an e x c e s s i v e l y  l o n g  p e r i o d .  

T h e r e  seems t o  be a fundamen ta l  ambiva lence  i n  Venezue la ' s  p o l i c i e s ,  
M r .  P o l a k  commented. On t h e  one hand,  t h e  a u t h o r i t i e s  r e a l i z e d  t h a t  non- 
o i l  e x p o r t s  and non-o i l  domes t i c  growth were e s s e n t i a l .  On t h e  o t h e r  
hand ,  t h e  h a b i t s  of a r i c h  o i l  c o u n t r y  t h a t  c o u l d  a f f o r d  w a s t e f u l  d o m e s t i c  
p r o d u c t i o n  were ha rd  t o  change.  Only a courageous  move t o  c l o s e r  economic 
i n t e g r a t i o n  w i t h  t h e  wor ld  economy would g i v e  Venezuela  t h e  needed push 
f o r  s u s t a i n e d  growth.  

Y r .  S u r a i s r y  s a i d  t h a t  t h e  a d j u s t m e n t  p o l i c i e s  t h a t  t h e  a u t h o r i t i e s  
had i n t r o d u c e d  b e f o r e  1985 had  y i e l d e d  ve ry  e n c o u r a g i n g  r e s u l t s .  T h e r e  
h a d  been a n  i m p r e s s i v e  t u r n a r o u n d  i n  t h e  f i s c a l  and e x t e r n a l  p o s i t i o n s  
and  i n f l a t i o n a r y  p r e s s u r e s  had been b rough t  unde r  c o n t r o l .  F u r t h e r m o r e ,  
t h e  p u b l i c  s e c t o r ' s  e x t e r n a l  debt  arrears  had been  e l i m i n a t e d ,  f o r e i g n  
r e s e r v e s  had i n c r e a s e d ,  and c o n f i d e n c e  i n  t h e  d o m e s t i c  economy had been  
r e s t o r e d .  The a u t h o r i t i e s  were  t o  be commended f o r  t h o s e  ach ievemen t s .  

However, t h e  ach ievemen t s  had i n v o l v e d  c o s t s ,  M r .  S u r a i s r y  c o n t i n u e d :  
i n v e s t m e n t  had been s h a r p l y  r educed ;  r ea l  economic growth had been nega- 
t i v e  f o r  t h e  t h i r d  c o n s e c u t i v e  y e a r  i n  1985;  and t h e  r a t e  of unemployment 
had s h a r p l y  i n c r e a s e d  t o  13.5 p e r c e n t  i n  1985. Those developments  had 
c l e a r l y  h e i g h t e n e d  t h e  a u t h o r i t i e s '  conce rn  abou t  t h e  p r o s p e c t s  f o r  
economic growth and had prompted a s h i f t  i n  t h e  t h r u s t  of p o l i c i e s  toward  
I- e a c t i va t i ng t h e  e c on omy . 

The main p o l i c y  c h a l l e n g e  f a c i n g  t h e  a u t h o r i t i e s  i n  1985 had been t o  
r e v e r s e  t h e  t r e n d  i n  unemployment w i t h o u t  r e k i n d l i n g  i n f l a t i o n ,  undermin-  
i n g  c o n f i d e n c e  i n  t h e  economy, o r  r e c o r d i n g  a n  e x c e s s i v e  loss i n  f o r e i g n  
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r e s e r v e s ,  Mr. S u r a i s r y  remarked .  Tha t  c h a l l e n g e  had been  f u r t h e r  compl i -  
c a t e d  by t h e  s t e e p  d e c l i n e  i n  o i l  p r i c e s  d u r i n g  1986.  The o b j e c t i v e s  of 
t h e  1986 Q u a n t i f i e d  Economic Program,  which  was d e s i g n e d  t o  s t i m u l a t e  t h e  
economy w h i l e  l i m i t i n g  t h e  l o s s  of  o f f i c i a l  r e s e r v e s  t o  abou t  $ 4  b i l l i o n ,  
had  become much more d i f f i c u l t  t o  a c h i e v e .  

The b a s i c  p o l i c y  c h o i c e  a v a i l a b l e  t o  t h e  a u t h o r i t i e s  was t o  f i n d  t h e  
a p p r o p r i a t e  mix be tween a d j u s t m e n t  a n d  f i n a n c i n g ,  Mr. S u r a i s r y  c o n s i d e r e d .  
U n c e r t a i n t i e s  abou t  o i l  deve lopmen t s  and t h e  u n l i k e l y  f u l l  r e c o v e r y  i n  o i l  
p r i c e s  i n  t h e  s h o r t  r u n ,  a t  l eas t  t o  p r e v i o u s  peaks ,  c a l l e d  f o r  a n  economic  
s t r a t e g y  t h a t  emphasized a d j u s t m e n t .  I n  any e v e n t ,  s h o u l d  o i l  p r i c e s  
s t r e n g t h e n  more o r  f a s t e r  t h a n  was e x p e c t e d ,  t h e  h i g h e r  t h a n  a n t i c i p a t e d  
o i l  export .  r e c e i p t s  c o u l d  be used  t o  improve p u b l i c  f i n a n c e s  and t o  
s t r e n g t h e n  o f f i c i a l  reserves.  However, a p o l i c y  mix t h a t  f a v o r e d  f i n a n c i n g  
o v e r  a d j u s t m e n t  i n v o l v e d  r i s k s  and might  p rove  c o s t l y .  F o r  example ,  s h o u l d  
o i l  prices n o t  r e c o v e r ,  o r  s h o u l d  such  a r e c o v e r y  t a k e  l o n g e r  t h a n  e x p e c t e d ,  
t h e  needed a d j u s t m e n t  would be more d i f f i c u l t  and more c o s t l y .  I n  a d d i t i o n ,  
such  a p o l i c y  would l e a d  t o  a drawdown i n  t h e  c o u n t r y ' s  r e s e r v e s ,  t h e r e b y  
r e d u c i n g  t h e  b e n e f i t s  p r o v i d e d  by a c o m f o r t a b l e  l e v e l  of r e s e r v e s .  

I n  t h e  c i r c u m s t a n c e s  t h a t  h e  h a d  d e s c r i b e d ,  c a u t i o n  was c l e a r l y  
r e q u i r e d  i n  a t t e m p t i n g  t o  r e v i v e  economic a c t i v i t y ,  M r .  S u r a i s r y  coinmented. 
A s  t h e  s t a f f  had n o t e d ,  a t t e m p t s  t o  r e v i v e  economic a c t i v i t y  c o u l d  c rea te  
u n s u s t a i n a b l e  f i s c a l  d e f i c i t s  and p l a c e  s u b s t a n t i a l  p r e s s u r e  on t h e  
b a l a n c e  of payments.  However, he  s h a r e d  t h e  a u t h o r i t i e s '  c o n c e r n  a b o u t  
t h e  growing unemployment problem and t h e  need t o  s t r e n g t h e n  t h e  non-o i l  
s e c t o r .  Hence, t h e  emphas i s  i n  t h e  i n v e s t m e n t  s t r a t e g y  on l a b o r - i n t e n s i v e  
a c t i v i t y  and non-o i l  e x p o r t s  was a p p r o p r i a t e .  

- 

The J u l y  1 7 ,  1986 package  of  measures  was welcome, Mr. S u r a i s r y  s a i d .  
T h o s e ' m e a s u r e s  were d e s i g n e d  t o  f o s t e r  a d j u s t m e n t  w i t h o u t  compromising 
economic growth and  employment.  I n  p a r t i c u l a r ,  t h e  Government ' s  i n t e n t i o n  
t o  f u r t h e r  t i g h t e n  a g g r e g a t e  demand t h r o u g h  a d d i t i o n a l  c u t s  i n  c u r r e n t  
government  our lays and t h r o u g h  a set of r e v e n u e - r a i s i n g  measures w a s  
commendable. The a u t h o r i t i e s '  i n t e n t i o n  t o  p r i v a t i z e  c e r t a i n  p u b l i c  
s e c t o r  en t e rp r i se s  and  t o  r e f o r m  t h e  income t a x  s y s t e m  w i t h i n  the f rame-  
work of t h e  recommendat ions t h a t  have  been  made by t h e  1983 Tax Reform 
Commission was a l s o  welcome. However, g i v e n  t h e  i n e v i t a b l e  d e l a y  i n  
imp lemen t ing  ' such  r e f o r m s ,  a d d i t i o n a l  f i s c a l  measures  might  s t i l l  be 
r e q u i r e d .  I n  p a r t i c u l a r ,  i t  might  be n e c e s s a r y  t o  sca le  down t h e  p l a n n e d  
e x p a n s i o n  of p u b l i c  s e c t o r  c a p i t - a 1  e x p e n d i t u r e  i n  o r d e r  t o  c o n t a i n  t h e  
f i s c a l  d e f i c i t  w i t h i n  manageable  l i m i t s  and  t o  a v o i d  s t r o n g . p r c s s u r e  on 
t h e  e x t e r n a l  a c c o u n t s .  

I n  t h e  coming p e r i o d ,  i t  would be  i m p o r t a n t  t o  c o n s o l i d a t e  the g a f n s  
t h a t  had been a c h i e v e d  b e f o r e  1985 ,  Mr. S u r a i s r y  csmmented. To t h a t  e n d ,  
t h e  a d j u s t m e n t  e f f o r t s  s h o u l d  be broadened  t o  i n c l u d e  l o n g - r a n g e  s t ruc t i i r i i l  
measu res .  P o l i c i e s  a imed a t  c r e a t i n g  t h e  c o n d i t i o n s  f o r  v i a b l e  p r i v a t e  
5 e c t o r  a c t i v i t y  and  a t  a t t r a c t i n g  n o n d e b t - c r e a t i n g  c a p i t a l  f l o w s  were 
needed.  The i m p l e m e n t a t i o n  of a p p r o p r i a t e  demand m3nagemen~ I > f J l f  Cf ( 2 %  W ~ F ;  

e s s e n t i a l .  Such p o l i c i e s ,  t o g e t h e r  w i t h  a c a u t i o u s  wage p o l i c y ,  W~JIJIC!  
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h e l p  t o  c o n t a i n  i n f l a t i o n  and  lower  d o m e s t i c  c o s t s ,  t h e r e b y  improv ing  t h e  
o v e r a l l  investment  climate.  The a u t h o r i t i e s '  i n t e n t i o n  n o t  t o  e n l a r g e  t h e  
s i z e  of t h e  Government w h i l e  s t i m u l a t i n g  o u t p u t  was a s t e p  i n  t h e  r i g h t  
d i r e c t i o n .  T h e i r  i n t e n t i o n  t o  r e f o r m  t h e  f o r e i g n  i n v e s t m e n t  code s h o u l d  
h e l p  t o  r e d u c e  r e s t r i c t i o n s  on t h e  i n f l o w  of f o r e i g n  c a p i t a l  and t o  
f a c i l i t a t e  t h e  c o n v e r s i o n  of e x t e r n a l  deb t  t o  e q u i t y ,  t h e r e b y  e a s i n g  t h e  
l a r g e  d e b t  burden .  

A s  t h e  a u t h o r i t i e s  were  aware, t h e r e  was a need t o  streamline govern-  
ment c o n t r o l s  and  t o  r e d u c e  t h e  I - e l i a n c e  on q u a n t i t a t i v e  r e s t r i c t i o n s ,  
Mr. S u r a i s r y  remarked.  Such c o n t r o l s  t ended  t o  be cumbersome t o  implement 
and  a d v e r s e l y  a f f e c t e d  t h e  p r i v a t e  s e c t o r  i n i t i a t i v e .  S p e c i a l  a t t e n t i o n  
s h o u l d  t h e r e f o r e  be p a i d  t o  p h a s i n g  o u t  such c o n t r o l s  i f  t h e  economy were 
t o  deve lop  t h e  dynamism and f l e x i b i l i t y  t h a t  was needed f o r  f u t u r e  growth.  

A s i m p l i f i c a t i o n  of t h e  p r e s e n t  exchange r a t e  s y s t e m ,  w i t h  a v i ew t o  
e s t a b l i s h i n g  a u n i f i e d  r a t e  a t  a r e a l i s t i c  l e v e l ,  was e s s e n t i a l  t o  e n s u r e  
a n  a p p r o p r i a t e  r e l a t i v e  p r i c e  s t r u c t u r e  i n  Venezuela ,  M r .  S u r a i s r y  c o n s i d -  
e r e d .  An a p p r o p r i a t e  r e l a t i v e  p r i c e  s t r u c t u r e  would enhance  t h e  c o u n t r y ' s  
i n t e r n a t i o n a l  c o m p e t i t i v e n e s s  and l e a d  t o  a more d i v e r s i f i e d  e x p o r t  b a s i s .  
The u n i f i c a t i o n  of t h e  o f f i c i a l  exchange  r a t e s  was an  i m p o r t a n t  s t e p  i n  
t h e  r i g h t  d i r e c t i o n .  I t  was e s p e c i a l l y  welcome because  i t  would improve 
t h e  f i s c a l  s i t u a t i o n  by t h e  e q u i v a l e n t  of 1 p e r c e n t  of GDP. 

-. 

I t  was i m p o r t a n t  a l s o  t o  send  the p r i v a t e  s e c t o r  a s t e a d y  p o l i c y  
s i g n a l  t h a t  would e n a b l e  i t  t o  p l a n  i t s  a c t i v i t y  i n  a medium-term c o n t e x t ,  
Mr. S u r a i s r y  s a i d .  I n  o t h e r  words ,  t h e  a u t h o r i t i e s  s h o u l d  m a i n t a i n  
a p p r o p r i a t e  p o l i c i e s  and  s t a y  t h e  c o u r s e  i n  o r d e r  t o  r e a s s u r e  t h e  p r i v a t e  
s e c t o r  of t h e  Government ' s  p o l i c y  i n t e n t i o n s .  C o n t i n u i t y  i n  p o l i c y  was 

. e s s e n t i a l  t o  p r i v a t e  s e c t o r  i n v e s t m e n t  d e c i s i o n s  and would be i n s t r u m e n t a l  
i n  encourag ing  p r i v a t e  s e c t o r  c a p i t a l  i n f l o w s .  

The r e c e n t  change i n  p o l i c y  w i t h  r e s p e c t  t o  p r i v a t e  s e c t o r  e x t e r n a l  
d e b t  w a s  p u z z l i n g ,  M r .  S u r a i s r y  s a i d .  Government p o l i c y  w a s  t an tamount  
t o  f a v o r i n g  t h e  s u b s t i t u t i o n ,  a t  l e a s t  i n  p a r t ,  of new p u b l i c  s e c t o r  d e b t  
f o r  o l d  p r i v a t e  s e c t o r  d e b t .  Tha t  approach  r a i s e d  a number of i s s u e s .  
F i r s t ,  t h e  scheme would s u r e l y  i n c r e a s e  b o t h  t h e  s t o c k  of e x t e r n a l  d e b t  
and t h e  volume of e x t e r n a l  d e b t  payments.  Second,  t h e  terms of bonds 
i s s u e d  by t h e  Government i n  c o n n e c t i o n  w i t h  t h a t  scheme were n o t  marke t  
r e l a t e d  and a p p e a r e d  t o  be i n a d e q u a t e .  I n  p a r t i c u l a r ,  t h e  s e t t i n g  of a 
maximum i n t e r e s t  r a t e  of 5 p e r c e n t  seemed t o  be a r b i t r a r y .  T h i r d ,  t h e  
f a c t  t h a t  t h e  a u t h o r i t i e s '  approach  might  be i n t e r p r e t e d  as a u n i l a t e r a l  
d e c i s i o n  t o  change  c o n t r a c t u a l  p r i v a t e  s e c t o r  o b l i g a t i o n s  t o  commerc ia l  

c r e d i t o r s  was a c a u s e  f o r  conce rn .  Such a c t i o n  might  a d v e r s e l y  a f f e c t  
t h e  r e l a t i o n s h i p  be tween Venezuela  and i t s  c r e d i t o r s .  I n  a d d i t i o n ,  i t  
might  a f f e c t  t h e  c r e d i t w o r t h i n e s s  of t h e  p r i v a t e  s e c t o r  i n  Venezuela  and 
migh t  have  i n t r o d u c e d  a n  e lement  of u n c e r t a i n t y .  W h i l e  t h e  i . m p l i c a t i o n s  
of t h e  scheme f o r  t h e  f i s c a l  p o s i t i o n  were  l i k e l y  t o  be p o s i t i v e ,  t h e  
s t a f f  c o u l d  u s e f u l l y  s h e d  some l i g h t  on t h e  implications f o r  t h e  b a l a n c e  
of payments  and f o r  c r e d i t  a n d  monetary e x p a n s i o n .  
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The a u t h o r i t i e s  had t a k e n  a number of i m p r e s s i v e  s teps  o v e r  t h e  
p r e v i o u s  y e a r s  t o  promote  a d j u s t m e n t ,  Mr. S u r a i s r y  c o n s i d e r e d .  Moreover ,  
t h e  r e c e n t  package o f  measures, i f  f u l l y  implemented ,  s h o u l d  h e l p  t o  
r e d u c e  t h e  macroeconomic i m b a l a n c e s . '  However, a t  t h e  p r e s e n t  s t a g e  i t  was 
i m p o r t a n t  t o  i n t e n s i f y  t h e  a d j u s t m e n t  e f f o r t  f u r t h e r  i n  o r d e r  t o  r e s t o r e  
growth  w i t h i n  t h e  c o n t e x t  of b a l a n c e  of payments  v i a b i l i t y .  

Mr. Grosche  r e c a l l e d  t h a t  d u r i n g  t h e  p r e v i o u s  Ar t ic le  I V  c o n s u l t a t i o n  
w i t h  Venezuela  h i s  c h a i r  had v o i c e d  c o n s i d e r a b l e  doubt  abou t  w h e t h e r  
Venezuela  had e s t a b l i s h e d  a s u f f i c i e n t l y  s o l i d  f o u n d a t i o n  on  which t o  
l aunch  a program of s t r o n g  economic expans ion .  I n  l i g h t  of t h e  u n c e r t a i n t y  
a b o u t  f u t u r e  o i l  r ece ip t s ,  i t  had  seemed u n l i k e l y  t h a t  t h e  a n i b i t i o u s  
i n v e s t m e n t  program c o u l d  be f i n a n c e d  w i t h o u t  unduly  l a r g e  r e c o u r s e  t o  
domes t i c  o r  e x t e r n a l  c r e d i t ,  a view t h a t  had n o t  been s h a r e d  by Mr. Pgrez  
and  h i s  a u t h o r i t i e s .  

H i s  d o u b t s  had been  conf i rmed by s u b s e q u e n t  deve lopmen t s ,  Mr. Grosche  
c o n t i n u e d .  Venezuela  f a c e d  u n s u s t a i n a b l y  l a r g e  budget  and b a l a n c e  of 
payments d e f i c i t s .  Of c o u r s e ,  Venezuela  had been  p a r t i c u l a r l y  h a r d  h i t  
by t h e  d r a s t i c  drop  i n  o i l  p r i c e s .  Dur ing  t h e  p r e v i o u s  Ar t i c l e  I V  c o n s u l -  
t a t i o n  w i t h  Venezue la ,  h i s  c h a i r  had e x p r e s s e d  i t s  symphathy w i t h  t h e  
Venezuelan  a u t h o r i t i e s ,  who were conce rned  a b o u t  t h e  d e c l i n e  i n  economic  
a c t i v i t y  a n d  t h e  r i s i n g  unemployment i n  1982-85, and  i t  had a g r e e d  t h a t  
a c a r e f u l l y  d e s i g n e d  invescment  program emphas iz ing  p r o j e c t s  w i t h  l a r g e  
m u l t i p l i e r  e f f e c t s  c o u l d  make an i m p o r t a n t  c o n t r i b u t i o n  t o  s o l v i n g  d o m e s t i c  
problems.  However, t h e  f a l l  i n  o i l  p r i c e s  had changed t h e  p i c t u r e  d r a s -  
t i c a l l y .  I n  t h e  a b s e n c e  of a d d i t i o n a l  s o l i d  f i n a n c i n g ,  t h e  k i n d  of pump 
p r i m i n g  program t h a t  t h e  a u t h o r i t i e s  had o u t l i n e d  would c a u s e  a r a p i d  
r e v e r s a l  of t h e  a d j u s t m e n t  g a i n s  t h a t  had been  made w i t h  s e r i o u s  conse-  
quences  f o r  V e n e z u e l a ' s  economic s t a b i l i t y  and  f o r  t h e  p r o s p e c t s  f o r  t h e  
economy. Moreover ,  such  a program would run  t h e  r i s k  of j e o p a r d i z i n g  
both  the n o r m a l i z a t i o n  of r e l a t i o n s  w i t h  V e n e z u e l a ' s  c r e d i t o r s  and  t h e  
r e s t o r a t i o n  of t h e  c o n f i d e n c e  t h a t  was needed t o  g e n e r a t e  a s t e a d y  i n f l o w  
of f o r e i g n  s a v i n g s .  T h e r e  were c o n s i d e r a b l e  d o u b t s  t h a t  o i l  p r i c e s  would 
be q u i c k l y  r e v e r s e d ;  t h a t  c o n c l u s i o n  s h o u l d  c a u t i o n  t h e  a u t h o r i t i e s  
a g a i n s t  f i l l i n g  most of t h e  f i n a n c i n g  gap by t a k i n g  on a d d i t i o n a l  d e b t .  
Al though Venezuela  c o u l d  f o r  t h e  moment r e l y  on  i t s  r e l a t i v e l y  l a r g e  
r e s e r v e s ,  t h e  a v o i d a n c e  of immedia te  c o r r e c t i y e  a c t i o n  by t h e  a u t h o r i t i e s  
would mere ly  pos tpone  t h e  n e c e s s a r y  a d j u s t m e n t  t o  some t i m e  i n  t h e  f u t u r e  
when the  a d j u s t m e n t  would be even  more p a i n f u l  t h a n  a t  p r e s e n t .  I n  
a d d i t i o n ,  h e  was w o r r i e d  t h a t  t h e  c r e d i b i l i t y  of t h e  Fund ' s  enhanced 
s u r v e i l l a n c e  p r o c e s s  might  s u f f e r  i f  l a r g e  d i s c r e p a n c i e s  between t h e  
s t a f f ' s  p o l i c y  a d v i c e  and t h e  measu res  t h a t  t h e  a u t h o r i t i e s  implemented  
were  t o  p e r s i s t .  

He ag reed  w i t h  t h e  s t a f f  t h a t  a d e p r e c i a t i o n  of t h e  c o n t r o l l e d  
exchange  r a t e  of t h e  b o l i v a r  and  t h e  e a r l y  u n i f i c a t i o n  of t h e  v a r i o u s  
exchange  ra tes  were  u r g e n t l y  r e q u i r e d ,  Mr. Grosche  s a i d .  T h e  l a r g e  
n o n - o i l  t r a d e  d e f i c i t  w a s  due  t o  a c o n s i d e r a b l e  e x t e n t  t o  t h e  ove rva l l l a -  
t i o n  of t h e  b o l i v a r .  T h e  p re sen t  s p r e a d  between t h e  p r e f e r e n t i a l  and 
f r e e  market  exchange  r a t e s  w a s  a p p r o x i m a t e l y  150 p e r c e n t .  In addi . t . ion ,  
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t h e  p r e s e n t  exchange r a t e  s y s t e m  had r e s u l t e d  i n  r e s a u r c e  m i s a l l o c a t i o n  
and had c o n t r i b u t e d  t o  i n e f f i c i e n c i e s  and d i s t o r t i o n s  i n  v a r i o u s  s e c t o r s  
of t h e  economy. He t h e r e f o r e  welcomed t h e  r e c e n t l y  announced changes  i n  
t h e  exchange sys t em,  i n c l u d i n g  t h e  d e ' v a l u a t i o n  of t h e  s u b s i d i z e d  r a t e  f o r  
repayment of f o r e i g n  d e b t  and  t h e  i n t r o d u c t i o n  of a t w o - t i e r  s y s t e m ;  t h o s e  
c h a n g e s  were i m p o r t a n t  s t e p s  i n  t h e  r i g h t  d i r e c t i o n .  

He a l s o  a g r e e d  w i t h  t h e  s t a f f  t h a t  t h e  a u t h o r i t i e s  s h o u l d  compleinent 
t h o s e  measilres w i t h  t h e  e l i m i n a t i o n  of t h e  v a r i o u s  r e s t r i c t i o n s  on  i n t e r -  
n a t i o n a l  t r a n s a c t i o n s ,  Mr. Grosche  went on. While t h e  r e c e n t l y  announced 
e a s i n g  of exporL r e s t r i c t i o n s  and t h e  l i b e r a l i z a t i o n  of t h e  f o r e i g n  
i n v e s t m e n t  code  were welcome, t h e  f u r t h e r  t i g h t e n i n g  of e x p o r t  r e s t r i c t i o n s  
was a ciiuse f o r  concern .  Al though i t  was i n t e n d e d  t o  encourage  i m p o r t  
s u b s t i t u t i o n ,  t h e  e x t e . n s i v e  s y s t e m  of i m p o r t  c o n t r o l s  was a heavy b u r d e n  
on t h e  d o m e s t i c  p r o d u c t i v e  s e c t o r s  b e c a u s e  of i t s  impact  on t h e  ava i l -  
a b i l i t y  of i n p u t s .  Moreover ,  t h e  s y s t e m  of impor t  c o n t r o l s  t o g e t h e r  w i t h  
t h e  overva lued  exchange r a t e  p r o v i d e d  e x c e s s i v e  p r o t e c t i o n  f o r  i n e f f i c i e n t  
s e c t o r s ,  t h e r e b y  hamper ing  t h e  s t r u c t u r a l  a d j u s t m e n t  t h a t  was needed  t o  
i n c r e a s e  t h e  E x t e r n a l  c o m p e t i t i v e n e s s  of t h e  c o u n t r y ' s  n o n - o i l  s e c t o r .  
The t r a d e  p o l i c y  s t u d y  s h o u l d  e s t a b l i s h  a f o u n d a t i o n  on which t o  make 
c o q r e h e n s i v e  r e f o r m s  i n  t h a t  a r e a .  

As t h e  s t a f f  had n o t e d ,  i n e f f i c i e n c i e s  and d i s t o r t i o n s  were p e r p e t -  
u a t e d  p a r t i a l l y  by t h e  e x i s t i n g  p r i c e  c o n t r o l s  and t h e  v a r i o u s  r e g u l a t i o n s  
g o v e r n i n g  l a b o r  m a r k e t s ,  h o u s i n g ,  and  t h e  a g r i c u l t u r a l  s e c t o r ,  M r .  Grosche  
commented. He doubted  w h e t h e r  t h e r e  would be a s i g n i f i c a n t  s u p p l y  r e s p o n s e  
w i t h i n  t h e  econon;y t o  a n  e x p a n s i o n a r y  f i s c a l  and monetary p o l i c y .  Even 
i f  t h e  need f o r  s u c h  p o l i c i e s  were a g r e e d ,  s u c h  a s t i m u l u s  t o  d o m e s t i c  
demand would p r o b a b l y  r e s u l t  in h i g h e r  i n f l a t i o n  ra tes  and 3 s h a r p  d e t e r i o -  
r a t i o n  of t h e  e x t e r n a l  c u r r e n t  a c c o u n t .  

H e  had s e r i o u s  r e s e r v a t i o n s  a b o u t  t h e  p l a n n e d  c o u r s e  of f i s c a l  and 
monetary  p o l i c y ,  Mr. Grosche  s a id .  The d r a m a t i c  s h i f t  i n  t h e  p u b l i c  
s e c t o r  b a l a n c e  t o  a d e f i c i t  of 9 . 5  p e r c e n t  of GDP i n  1986 p r o j e c t e d  i n  
t h e  Q u a n t i f i e d  Ecoiiomic Program was c a u s e  f o r  s e r i o u s  c o n c e r n .  In a d d i -  
t i o n ,  t h a t  p r o j e c t i . o n  a l r e a d y  a p p e a r e d  t o  be o u t d a t e d  because  a f u r t h e r  
d e c l i n e  i n  o i l  p r i c e s  below t h a t  l e v e l  had been assumed by t h e  a u t h o r i t i e s .  
A t  t h e  same t i m e ,  t h e  Government 's  i n t e n t i o n  t o  i n t r o d u c e  a number of 
measures  t o  r a i s e  r e v e n u e s  a n d  t o  r e s t r a i n  c e r t a i i l  k i n d s  of c u r r e n t  
p u b l i c  e x p e n d i t u r e  was welcomed. 

T h e  a u t h o r i t i e s  s h o u l d  u n d e r t a k e  a comprehensive rev iew of :he p u b l i c  
i n v e s t m e n t  program, w i t h  a view t o  making a s i g n i f i c a n t  r e d u c t i o n  i n  
t h e  p l a n n e d  s p e n d i n g  l e v e l s  a n d  t o  c o n c e n t r a t i n g  resources  O T ~  t h e  N o s t  
p r o d u c t i v e  q u i c k - y i e l d i n g  p r o j e c t s ,  Mr. Grosche  v e n t  on .  O n l y  t h e n  c o u l d  
t h e  a u t h o r i t i e s  a v o i d  u n s u s t a i n a b l e  f i s c a l  d e f i c i t s  and the re-emergence 
of s e r i o u s  b a l a n c e  o f  payments problems t h a t  h a d  been e x p e r i e n c e d  o n l y  a 
f e w  y e a r s  p r e v i o u s l y .  Such changes  on  t h e  e x p e n d i t u r e  s i d e  would he a 
p r e c o n d l t  i o n  € o r  a c h i e v i n g  a s lower  t h a n  e x p e c t e d  growth of t h e  monetary 
ng,$rega tes by r e d u c i n g  t h e  need f o r  c e n t r a ?  bank  f Lnancing of t h e  p u b l i c  
~ e c t o r  t l ~ f l c i t .  A p p d r e n t l y  most o €  t h e  t r e a s u r y  b o n d s  i s s u e d  i n  1986 h a d  
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had t o  be pu rchased  by t h e  C e n t r a l  Bank b e c a u s e  t h e r e  h a d  n o t  been  enough 
b u y e r s  on t h e  d o m e s t i c  c a p i t a l  marke t .  A more modera t e  e x p a n s i o n  of t h e  
mone ta ry  a g g r e g a t e ,  l i k e  t h e  pace a c h i e v e d  i n  r e c e n t  y e a r s ,  would f a c i l i -  
t a t e  t h e  g r a d u a l  e l i m i n a t i o n  of p r i c e  c o n t r o l s  w i t h o u t  r e k i n d l i n g  i n f l a t i o n .  

“he a u t h o r i t i e s  had  r e i n t r o d u c e d  new l e g i s l a t i o n  t o  change  t h e  r u l e s  
o n  t h e  access of p r i v a t e  d e b t o r s  t o  t h e  c o n t r o l l e d  exchange  r a t e ,  
M r .  Grosche  n o t e d .  A s  h e  u n d e r s t o o d  i t ,  s u b s i d i e s  t h r o u g h  t h e  exchange  
r a t e  were be ing  p a r t i a l l y  r e p l a c e d  by a low i n t e r e s t  ra te  on 15-year 
government  bonds,  bu t  t h a t  o n l y  p a r t - - t h e  r e g i s t e r e d  par t - -of  t h e  p r i v a t e  
d e b t  was t o  be i n v o l v e d  and t h e  res t  of t h e  s u b s i d i e s  would h a v e  t o  be 
made up by p r i v a t e  d e b t o r s  v i a  p u r c h a s e s  of f o r e i g n  c u r r e n c y  i n  t h e  f r e e  
marke t .  While i n  p r i n c i p l e  h e  s u p p o r t e d  a move away from t h e  s u b s i d i z a -  
t i o n  of d e b t o r s  t h r o u g h  t h e  exchange  ra te ,  h e  was conce rned  a b o u t  t h a t  
u n i l a t e r a l  measure ,  which c o u l d  s e r i o u s l y  af f z c t  t h e  a o r m a l i z a t i o n  of 
V e n e z u e l a ’ s  f i n a n c i a l  r e l a t i o n s  w i t h  f o r e i g n  c r e d i t o r s ,  p a r t i c u l a r l y  a t  a 
rime when t h e  banks were b e i n g  a s k e d  t o  be f l e x i b l e  i n  t h e i r  t r e a t m e n t  of 
V e n e z u e l a ’ s  d e b t .  A p p a r e n t l y  banks had  t o  make s u b s t a n t i a l  w r i t e - o f f s  
o n  t h e i r  p o r t f o l i o s ,  and some banks had a l r e a d y  c u t  s h o r t - t e r m  t r a d e -  
r e l a t e d  c r e d i t  l i n e s  t o  Venezuela .  While  he  d i d  n o t  f a v o r  s u b s i d i z i n g  
companies  th rough  t h e  m a i n t e n a n c e  of i n c o r r e c t  exchange ra tes  , companies  
had  t o  be p r o t e c t e d  a g a i n s t  i n f l a t i o n  and  d e p r e c i a t i n g  exchange  rates-- 
f a c t o r s  Zor which t h e y  were n o t  a c c o u n t a b l e .  F i n a l l y ,  h e  a g r e e d  w i t h  t h e  
s t a f f  a p p r a i s a l .  

- 

Mr. Z e c c h i n i  s a i d  t h a t  r e c e n t  pr ice  deve lopmen t s  i n  t h e  w o r l d  o i l  
marke t s  had p l ayed  a c r u c i a l  r o l e  i n  d r a s t i c a l l y  mod i fy ing  t h e  g e n e r a l l y  
p o s i t i v e  o u t l o o k  f o r  the Venezuelan  econoay i n  r e c e n t  y e a r s .  The sudden  
w o r s e n i n g  of t h e  e x t e r n a l  a c c o u n t s  and of p u b l i c  f i n a n c e s ,  which were 
e s t i m a t e d  t o  show a d e f i c i t  of a b o u t  11 p e r c e n t  of GDP i n  1986 f o l l o w i n g  
a s u r p l u s  of 3 p e r c e n t  of GDP i n  1985, t o g e t h e r  w i t h  t h e  s t a g n a t i n g  GDP 
and  t h e  r e l a t i v e l y  h i g h  unemployment r a t e  were t o  a l a r g e  e x t e n t  t h e  
r e s u l t s  of t h e  economy’s e x c e s s i v e  dependence on o i l  r evenues  and t h e  
a u t h o r i t i e s ’  u n s u c c e s s f u l  a t t empt s  t o  d i v e r s i f y  t h e  p r o d u c t i o n  b a s e .  H e  
a g r e e d  w i t h  t h e  s t a f f  t h a t  t h e  n e c e s s a r y  p r o c e s s  of d i v e r s i f i c a t i o n  
had  been n e g a t i v e l y  a f f e c t e d  by t h e  f a r - r e a c h i n g  system of c o n t r o l s  and 
r e g u l a t i o n s ,  t h e  removal  of which s h o u l d  be a major  o b j e c t i v e  of t h e  
a u t h o r i t i e s  . 

Al though  he d i d  no t  f u l l y  s u p p o r t  t h e  d r a s t i c  f i s c a l  measu res  t h a t  
t h e  s t a f f  a d v o c a t e d ,  he a g r e e d  w i t h  t h e  t h r u s t  of t h e   staff.'^ recommenda- 
tions, M r .  Z e c c h i n i  remarked.  S i n c e  t h e  E x e c u t i v e  Board had r e c e n t l y  
rev iewed V e n e z u e l a ’ s  economy, h e  would c o n c e n t r a t e  on t h e  medium-term 
o u r l o o k  f o r  t h e  a r e a s  t h a t  were of c r u c i a l  i m p o r t a n c e  € o r  r h e  ach ievemen t  
of  b a l a n c e d  and s u s t a i n a b l e  growth--namely, f i s c a l  p o l i c y  and r e g u l a t i o n s  
and e x t e r n a l  p o l i c i e s .  

It was c l e a r  t h a t  Venezuela  had t o  t a c k l e  t he  problem of f i s c a l  
d e f i c i t  i n  a more f o r c e f u l  manner i n  coming yea r s ,  Mr. Z e c c h i n i  s a i d .  
The c o u n t r y  had t o  r e a c t  t o  t h e  a d j u s t m e n t  i m p l i c a t i o n s  of t h e  t empora ry  



reduction i n  o i l  r e c e i p t s .  It  w a s  a l s o  c l ea r  t h a t  t h e  major  p a r t  of t ; ; e  
fi-scal  a d j u s t m e n t  e f f o r t  s h o u l d  be c o n c e n t r a t e d  on t h e  e x p e n d i t u r e  s i d e .  
I n  t h e  p r e s e n t  c i r c u m s t a n c e s  , t h e  s!larp e x p a n s i o n  of d o m e s t i c  d m a n d  l e d  
by government e x p e n d i t u r e  would  n o t  be  t h e  a p p r o p r i a t e  instrument EO u s e  
t o  e n c o u r a g e  b a l a n c e d  economic growth.  However, t h e  recommended r e d u c t  i o n  
of t h e  f i s c a l  d e f i c i t  f rom 11 p e r c e n t  of GDP t o  2 p e r c e n t  of G1)P i n  l i t t l e  
more t h a n  two y e a r s  seemed t o  be  somewhat d r a s t i c  i n  view of t h e  need t o  
m a i n t a i n  t h e  economy o n  a g r o w t h  p a t h ,  a l t h o u g h  a t  a s l o w e r  pace  t h a n  i n  
t h e  p a s t .  A f t e r  a l l ,  t h e  p u r p o s e  of a c c u m u l a t i n g  i n t e r n a t i o n a i  r e s e r v e s  
was t o  p e r m i t  some smooth ing  of t h e  a d j u s t m e n t  pace .  

On t h e  e x p e n d i t u r e  s i d e ,  t h e  a u t h o r i t i e s '  approach  r e q u i r e d  suine 
a d j u s t m e n t . ,  Mr. Z e c c h i n i  c o n t i n u e d .  T a b l e  I1 i n  t h e  s t a f f  r e p o r t  showed 
t h a t  e x p e n d i t u r e  had i n c r e a s e d  s i g n i f i c a n t l y  o n l y  i n  t h e  c a p i t a l  a c c o u n t  
from. B s  51.3 b i l l i o n  i n  1985 t o  a n  e s t i m a t e d  Rs 7 2  b i l l i o n  i n  l 9 8 b .  I n  
t h e  p a s t ,  c a p i t a l  e x p e n d i t u r e  h a d  been d i r e c t e d  main ly  toward t h e  r e s t r u c -  
t u r i n g  of t h e  economy a l o n g  t h e  l i n e s  of t h e  t h r e e - y e a r  p l a n ,  b u t  i n  t h e  
most r e c e n t  package c a p i t a l  e x p e n d i t u r e  was c o n c e n t r a t e d  i.n t h e  soc i .a .1  
a n d  h o u s i n g  areas .  Al though t h e r e  was a u s e f u l  r o l e  f o r  t h e  p u b 1 . i ~  
s e c t o r  i n  promot ing  the  r e s t r u c t u r i n g  of t h e  economy, an3 i n  p r o v i d i n g  
p a r t i a l  r e l i e f  f r o m  t h e  c o n s e q u e n c e s  of t h e  p a s t  r e c e s s i o n ,  some cauLion  
s n o u l d  be e x e r c i s e d  i n  e x p a n d i n g  c a p i t a l  e x p e n d i t u r e .  That  c o n c l u s i m  
was w a r r a n t e d  by t h e  u n s a t i s f a c t o r y  e f f e c t i v e n e s s  of p u b l i c  i n v e s t m e n r  i n  
t h e  p a s t ,  as  was r e f l e c t e d  i n  t h e  p e r s i s t e n t  i n a b i l i t y  of t h e  -Government 
t o  iioplement f u l l y  i t s  i n v e s t m e n t  program. I n  t h a t  c o n n e c t i o n ,  i t  would 
be use fu l .  t o  have  more d e t a i l e d  i n f o r m a t i o n  of t h e  p r e s e n t  p u b l i c  i n v e s t -  
ment pla .ns  and on t h e  o r d e r  of magni tude  of t h e  p o s s i b l e  . r e d u c t i o n  i n  
i n v e s t m e n t  recommended by t h e  s t a f f  in 1986 on page 22 of t h e  s t a f f  r e p o r t .  

A s  t o  t h e  o t h e r  e x p e n d i t u r e  c a t e g o r i e s ,  t h e  dynamics of c u r r e n t  
expend1 t u r e  seemed t o  be under  c o n t r o l ;  i n  t h a t  c o n n e c t i o n ,  t h e  commend- 
nb1.e wage m o d e r a t i o n ,  which had l e d  t o  some e r o s i o n  of r ea l  wages s i n c e  
1380, had p l a y e d  a c r u c i a l  r o l e ,  Mr. Z e c c h i n i  s a i d .  Moreover ,  t h e  r e c e n t  
e l i m i n a t i . o n  of exchange r a t e  s u b s i d i e s  s h o u l d  p r o v i d e  some f u r t h e r  r e l i e f  
t c ~  e x p e n d i t u r e s .  

A d d i t i o n a l  e f f o r t s  seem t o  be r e q u i r e d  on t h e  revenue  s i d e ,  
Kr. Z e c c h i n i  remarked.  The 23-poin t  package  t h a t  was r e c e n t l y  p r e s e n t e d  
by the P r e s i d e n t  of 'Venezuela seemed t o  a d d r e s s  t h a t  problem, a l t h o u g h  
n ~ t  t o  t h e  ex ten t  r e q u i r e d .  F u l l  i m p l e m e n t a t i o n  of t h e  recommendat ions 
o f -  rne 1953 Tax Reform Commission s h o u l d  be accompl ished  g i v e n  t h e  s t i l l  
r e l a t i v e l y  l o w  level  of t a x  r e v e n u e s ,  which  r e p r e s e n t e d  a n  e s t i m a t e d  
25-2.7 perce.t i t  of GDP i n  1986. 

8e  s t r o n g l y  a g r e e d  w i t h  t h e  s t a f f  t h a t  t h e  e x c e s s i v e  scope of r ega ia -  
r ior!s  was a major  cause f o r  c o n c e r n ,  Mr. Z e c c h i n i  s t a t e d .  T h e  i m p o r t ,  
exchange, and p r i c e  c o n t r o l s  and r e g u l a t i o n s  c o n s  t i t u t e d  a pe rva , s i .w  
sys::em f o r  shielding t h e  economy f r o n  e x t e r n a l  i . n f l u e n c . e s  and d i s t o r t e d  
c;- 7 a l . l o c s t i v e  f u n c t i o n s  of r e l a t i v e  p r i ces .  T h e  r e s u l ; i n g  misaI loca t i .on  
," -,L - r e s o u r c e s  was an i m p o r t a n t  f a c t o r  i n  t h e  s l u g g i s h n e s s  of p r i v a t e  i n v e s t -  

*=rrrt 8 , :  -. :-;:id a b o l i . t i o n  of t h e  p r i c e  con t ro1 . s  seemed e s s e n t i a l  LO Eo:;ter 
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economj-c growth and  r e d u c e  s u p p l y - s i d e  b o t t l e n e c k s .  I n  t h a t  c o n n e c t i o n ,  
the Government ' s  r e c e n t  i n i t i a t i v e  toward u n i f y i n g  t h e  f o r e i g n  exchange  
m a r k e t s  was welcomed. However, t h e  mixed s i g n a l s  t h a t  had  been  s e n t  by 
t h a t  i n i t i a t i v e  were 3 c a u s e  f o r  conce rn :  t o g e t h e r  w i t h  t h e  l i b e r a l i z a t i o n  
of e x p o r t s  t h e r e  h a d  been new r e s t r i c t i o n s  on  i m p o r t s  and  a t i g h t e n i n g  of  
p r ice  c o n t r o l s .  I t  was n o t  c lear  t o  him w h e t h e r  t h e  a u t h o r i t i e s  are  aware  
t h a t  t h e  r e l i e f  t h a t  t h e  r e s t r i c t i o n s  c o u l d  p r o v i d e  i n  terms of  t h e  a v a i l -  
a b i l i t y  of a l a r g e r  amount of f o r e i g n  exchange o r  d e c r e a s e d  p r e s s u r e  on 
d o m e s t i c  p r i c e s  w a s  o n l y  t empora ry  and  i n v o l v e d  s u b s t a n t i e l  c o s t s  o v e r  
t h e  l o n g  run .  I n  a d d t t i o n ,  t h e  a u t h o r i t i e s  must r e c o g n i z e  that V e n e z u e l a ' s  
s t r o n g  dependence on o i l  r e v e n u e s ,  which r e p r e s e n t e d  a b o u t  90 p e r c e n t  of 
t o t a l  e x p o r t s ,  had t o  be a d d r e s s e d  c o u r a g e o u s l y  a s  a ma jo r  long- te rm 
p o l i c y  c h a l l e n g e .  The s t e p s  t h a t  t h e  a u t h o r i t i e s  had t a k e n  t o  promote a 
r e s t r u c t i n g  OF t h e  p r o d u c t i v e  base  and of t h e  economy as  a whole  were 
i n s u f f i c i e n t .  Fo r  t h a t  r e a s o n ,  he  a g r e e d  w i t h  t h e  s t a f f  t h a t  V e n e z u e l a ' s  
exchange  r e s t r i c t i o n s  s h o u l d  n o t  be approved .  

F o r  t h e  time b e i n g ,  t h e  c o m f o r t a b l e  r e s e r v e  p o s i t i o n - - e q u i v a l e n t  t o  
two y e a r s  of impcr t s - -gua ran teed  t h e  economy a c e r t a i n  m a r g i n  of maneuver ,  
Mr. Z e c c h i n i  commented. The s t a f f  s h o u l d  comment on t h e  consequences  of 
t h e  r e c e n t  conversi .on of one  s e v e n t h  of t h e  e x t e r n a l  deb t  i n t o  government  
bonds f o r  r e s e r v e s  and t h e  s u s t a i n a b i l i t y  of t h e  b a l a n c e  of payments  
def  f c i  t s .  

- 
Mr. Hodgson sai.d t h a t  from 1983 t o  1985 Veriezuela had made s i g n i f i -  

c a n t  p r o g r e s s  i n  many respects i n  a d j u s t i n g  t o  t h e  decLine  i n  i t s  o i l  
income.  However, t h e  r e c e n t  l a r g e  d e c l i n e  i n  o i l  p r i c e s  had l e d  t o  t h e  
te-emergence of l a r g e  f i s c a l  a n d  e x t e r n a l  d e f i c i t s .  lie a g r e e d  w i t h  t h e  
a u t h o r i t i e s  t h a t  t h e r e  would no t  be a ma jo r  r e c o v e r y  i n  o i l  p r i c e s  o v e r  
t h e  coining s e v e r a l  y e a r s .  

N e v e r t h e l e s s ,  h e  s h a r e d  t h e  p r e v i o u s  s p e a k e r s  c o n c e r n  a b o u t  t h e  
d e l a y  i i . 1  imp lemen t ing  f u r t h e r  a d j u s t m e n t  measures t h a t  a p p e a r e d  t o  b e  
r e q u i r e d  i n  t h e  p r e s e n t  c i r c u m s t a n c e s ,  M r .  Hodgson went  on. The measu res  
t h a t  were announced OR J u l y  1 7 ,  1986 deal: p a r t i a l l y  w i t h  t h e  f u n d a m e n t a l  
d i s e q u i l i b r i u m ,  b u t  i n  some respects  t h e y  a c t u a l l y  i n t e n s i f i e d  r e s t r i c t i o n s  
on t r a d e  and  pr ices .  The a u t h o r i t i e s '  o b j e c t i v e  of promot ing  growth  i n  
1986 was u n d e r s t a n d a b l e ,  g i v e n  t h e  weak growth  per formance  o v e r  uiuch of 
t h e  p r e v i o u s  decade .  However, t h e  p r e s e n t  s t r a t e g y  of f i s c a l  s t i r n u l u s ,  
monetary accomraodation, and p r i c e  and t r a d e  c o n t r o l s  was e x t r e m e l y  r i s k y .  
S u c h  a p o l i c y  mix c o u l d  w e l l  r e s u l t  i n  a r a p i d  d e c l i n e  i n  r e s e r v e s ,  a 
b u i l d u p  of i n f l a t i o n a r y  e x p e c t a t i o n s ,  and a n  3 n c r e a s e  i n  t h e  d i s t o r t i o n s  
i n  t h e  economy. Tha t  p o l i c y  mix might even  weaken t h e  p r o s p e c t s  f o r  
growth ,  g i v e n  t h e  l i k e l y  n e g a t i v e  e f f e c t  on p r i v a t . e  i n v e s t m e n t ,  p r i c e  
d i s t o r t i o n s  and  u n c e r t a i n t y .  T h e r e f o r e ,  a s e t  of p o l i c i e s  t h a t  was aimed 
a t  b r i n g i n g  a b s o r p t i o n  more r a p i d l y  i n  l i n e  w i t h  t h e  p r e s e n t  l e v e l  of 
i n c o n e ,  w h i l e  r e d u c i n g  r e g u l a t i o n s  and  r e s t r i c t i o n s ,  would  be more l i k e l y  
t o  su.:ceed t h a n  t h e  p r e s e n t  p o l i c y  mix. 
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The a u t h o r i t i e s  had  t a k e n  Some w l c o m e  s teps  o v e r  t h e  p r e v i o u s  y e a r  
o n  exchange r a t e s ,  i n c l u d i n g  t h e  r e c e n t  d e c i s i o n  t o  more o r  less e l i m i n a t e  
t h e  p r e f e r e n t i a l  r a t e  f o r  f o r e i g n  d e b t  payments ,  Mr. Hodgson remarked.  
However, f u r t h e r  exchange r a t e  a c t i o n  a t  t h e  p r e s e n t  s t a g e  would be 
a p p r o p r i a t e ,  s i n c e  i t  would be a more e f f i c i e n t  means of a d j u s t i n g  t h e  
e x t e r n a l  a c c o u n t s  t o  t h e  c u r r e n t  f a i r l y  f a v o r a b l e  envi ronment  t h a n  t i g h t -  
erxirtg i m p o r t  c o n t r o l s .  He was d i s a p p o i n t e d  t h a t  t h e  measures  t h a t  had 
j u s t  been  i n t r o d u c e d  t o  ban i m p o r t s  of fa rm p r o d u c t s  t h a t  were a l r e a d y  
produced i n  Venezuela  and t o  r e d u c e  i m p o r t s  of f i n i s h e d  goods m e r e l y  
added to t h e  c o n t r o l s  and r e g u l a . t i o n s  i n  t h e  economy. A move t o  a more 
r e a l i s t i c  exchange ra te  p o l i c y  would h e l p  t o  pave t h e  way f o r  a r e f o r m  
of t r a d e  p o l i c i e s  and a p r o g r e s s i v e  e l i m i n a t i o n  of impor t  and e x p o r t  
r e s t r F c t i o n s ,  w i t h  the. World Bank ' s  a s s l s t a n c e .  Both exchange  r a t e  
a c t i o n  and a s h i f t  f rom d i r e c t  c o n t r o l s  t o  a brc .adly based  t a r i f f  syst .em 
c o u l d  h e l p  t o  s t r e n g t h e n  t h e  f i s c a l  p o s i t i o n .  

The  magnitude of t h e  p r o j e c t e d  d e t e r i o r a t i o n  i n  p u b l i c  f i n a n c e s  was 
a c a u s e  f o r  c .onsi .derable  c o n c e r n ,  Mr. Hodgson s a i d .  Improvements i n  
income t a x  a d m i n i s t r a t i o n  had been  made i n  1985, and h e  welcomed t h e  
p l a n s  t o  implement t h e  t a x  r e f o r m s  base?  on t h e  recommendat ions of t h e  
1983 Tax Reform Commission, However, t h e  e f f o r t s  t o  o f f s e t  t h e  d e c l i n e  
i n  o i l  rece ip ts  needed t o  be s s r e n g t h e n e d .  F u r t h e r  a d j u s t m e n t s  i n  p r i c e s  
a n d  t a r i f f s  of p u b l i c  e n t e r p y i s e s  would p r o b a b l y  be needed i n  a d d i t i o n  t o  
t h e  p r i c e  i n c r e a s e s  t h a t  had a l r e a d y  been made. On t h e  e x p e n d i t u r e  s i d e ,  
a r e - e v a l u a t i o n  of t h e  c a p i t a l  e x p e n d i t u r e s  p l a n n e d  f o r  1986 and beyond 
was c a l l e d  f o r .  H e  r e c o g n i z e d  t h e  a u t h o r i t i e s '  commitment i n  t h e i r  r e c e n t  
s t a t e m e n t  t o  a s t r i c t e r  program of e x p e n d i t u r e  c o n t r o l  and r e d u c t i o n .  
N e v e r t h e l e s s ,  g i v e n  t h e  s t a f f ' s  view t h a t  a r a p i d  r e d u c t i o n  i n  t h e  p u b l i c  
sect0.r dzf i c i t  was n e c e s s a r y ,  any d e l a y s  i n  s t r e n g t h e n i n g  t h e  f i s c a l  

. pos:. t ion would make t h e  e v e n t u a l  a d j u s t m e n t  t h a t  much more d i f f i c u l t .  

The p r e s e n t  monetary s t a n c e  was v e r y  accommodative and c a r r i e d  a 
s u b s t a n t i a l  r i s k  of i n t e n s i f y i n g  i n f l a t i o n a r y  p r e s s u r e s  and  c a u s i n g  a 
more r a p i d  d e p l e t i o n  of o f f i c i a l  r e s e r v e s ,  Mr. Hodgson n o t e d .  T h e r e f o r e ,  
the a u t h o r i t i e s  s h o u l d  t i g h t e n  t h e i r  monetary p o l i c y  s t a n c e  i n  l i n e  w i t h  
t h e  S t r e n g t h e n i n g  of t h e  f i s c a l  bal.ance. S i m i l a r l y ,  t h e  a u t h o r i t i e s  
s h o u l d  inove t o  a s y s t e m  of  marke t -de te rmined  i n t a r e s t  r a t e s  and  s h o u l d  
e l i m i n a t e  i n t e r e s t  r a t e  s u b s i d i e s  f o r  a g r i c u l t u r a l  l o a n s  i n  o r d e r  t o  
improve o v e r a l l  r e s o u r c e  a l l o c a t i o n .  A f i r m  wag5 p o l i c y  would a l s o  h a v e  
t o  be m a i n t a i n e d ,  a s  t h e  d e c l i n e  in o i l  p r i c e s  had r e s u l t e d  i n  a c o n s i d e r -  
a b l e  l o s s  ir, V e n e z u e l a ' s  r e a l  income. I f  t h e  l i n e  c o u l d  n o t  be h e l d  on 
r e a l  wages,  Dven h i g h e r  unemployment was L i k e l y  t o  o c c u r .  

T b e  a u t h o r i t i e s  s h o u l d  p r o c e e d  promprly t o  e l i m i n a t e  a l l  t h e  e x t e r n a l  
a r r e a r s  i n  o r d e r  t o  r e s t o r e  access t o  c r e d i t  l i n e s ,  M r .  t iodgson s a i d .  It 
was r e g r e t t a b l e  t h a t  t h e  p r o c e s s  of n o - m a l i z a t i o n  a p p e a r e d  t o  have  s u f f e r e d  
a s e t b d c k  w i t h  t h e  r e c e n t l y  announced new p r i v a t e  s ec to r  d e b t  scheme t h a t  
was d e s c r i b e d  i n  t h e  s t a f f ' s  o p e n i n g  s t a t e m e n t .  T h a t  scheme was n o t  t h e  
k i n d  of measure t h a t  was needed t o  r e s t o r e  t h e  c o n f i d e n c e  of e x t e r n a l  
c r e d  i t c r s  . 
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M r .  F u j i n o  commented t h a t  c o n s i d e r a b l e  p r o g r e s s  had been  made i n  
r e d u c i n g  t h e  e x t e r n a l  and i n t e r n a l  i m b a l a n c e s  i n  1983-85. On t h e  b a s i s  
of t h a t  p r o g r e s s  a d e b t  r e s c h e d u l i n g  ag reemen t  had  been r e a c h e d  unde r  a n  
enhanced  m o n i t o r i n g  a r r a n g e m e n t  w i t h  t h e  Fund. The r e c e n t  f a l l  i n  o i l  
p r i c e s ,  however , had s u b s t a n t i a l l y  changed  t h e  economic o u t l o o k  f o r  
Venezue la .  The e x t e r n a l  c u r r e n t  a c c o u n t  was e x p e c t e d  t o  move i n t o  a 
l a r g e  d e f i c i t  i n  1986 and  t o  r ema in  i n  d e f i c i t  f o r  some y e a r s  t o  come. 
Even e x c l u d i n g  t h e  n e t  r epaymen t s  t.0 commerc ia l  banks t h a t  were a p a r t  of 
t h e  1985 r e s c h e d u l i n g  ag reemen t  t h e  o v e r a l l  b a l a n c e  would r e g i s t e r  a 
s u b s t a n t i a l  d e f i c i t  i n  1987-90, and a s i z a b l e  f a l l  i n  e x t e r n a l  r e s e r v e s  
was e x p e c t e d .  

I n  t h e  c i r c u m s t a n c e s ,  i t  was i n c r e a s i n g l y  c l ea r  t h a t  d r a s t i c  a d j u s t -  
ment t o  t h e  new e x t e r n a l  env i ronmen t  was needed ,  Mr. F u j i n o  c o n t i n u e d .  
While  he u n d e r s t o o d  t h e  need f o r  more growth ,  t h e  magn i tude  of t h e  
n e c e s s a r y  a d j u s t m e n t  c a l l e d  f o r  n o t  o n l y  a t i g h t e n i n g  of demand management 
b u t  a l s o  a s i g n i f i c a n t  change  i n  t h e  i n d u s t r i a l  s t r i : :u re .  The a u t h o r -  
i t i e s  seemed t o  be aware of t h o s e  needs ,  and  i t  was e n c o u r a g i n g  t h a t  
a d d i t i o n a l  mcz;3ures i n  t h e  r i g h t  d i r e c t i o n  were t o  be t a k e n  i n  t h e  area 
of p u b l i c  f i n a n c e .  However,  as t h e  s t a f f  had n o t e d ,  ma jo r  f i s c a l  a c t i o n  
was needed. The economy had l o n g  been  b e s e t  by p e r v a s i v e  c o n t r o l s  and 
r e g u l a t i o n s ,  and  t h e  i n t e r v e n t i o n i s t  p o l i c i e s  had r e c e n t l y  been  i n t e n s i -  
f ' i ed .  The needed s t r u c t u r a l  change c o u l d  be f a c i l i t a t e d  o n l y  by removing  
t h e  a d m i n i s t r a t i v e  c o n t r o l s  and  r e g u l a t i o n s .  Such d e r e g u l a t i o n  and  
exchange  a c t i o n s  would r e p r e s e n t  a m a j o r  r e o r i e n r a t i o n  of economic p o l i c y  
and ,  i f  accompanied by a p p r o p r i a t e  management p o l i c i e s ,  would c o n s t i t u t e  
a comprehens ive  a d j u s t m e n t  program t h a t  c o u l d  be s u p p o r t e d  by t h e  i n t e r -  
n a t i o n a l  community. He s h a r e d  M r .  G r o s c h e ' s  c o n c e r n  a b o u t  m a i n t a i n i n g  
t h e  c r e d i b i l i t y  of enhanced s u r v e i l l a n c e  when t h e r e  were s i g n i f i c a n t  
d i f f e r e n c e s  o f  view between t h e  a u t h o r i t i e s  and  t h e  s t a f f .  

Commenting on t h e  o v e r a l l  o b j e c t i v e s  of t h e  1986 economic program,  
M r .  F u j i n o  s a i d  t h a t  i t  was d i s a p p o i n t i n g  t h a t  e x c e s s i v e  emphas is  was 
p l a c e d  on p r o v i d i n g  a s t i m u l u s  t o  economic a c t i v i t y  r a t h e r  t h a n  t o  making 
t h e  needed a d j u s t m e n t s .  Once implemented ,  a n  e x p a n s i o n a r y  p o l i c y  s t a n c e  
was d i f f i c u l t  t o  r e v e r s e .  I n  a d d i t i o n ,  t h e  e x p e c t e d  p u b l i c  and e x t e r n a l  
d e f i c i t s  were n o t  t h o u g h t  t o  be s u s t a i n a b l e ,  evep. t a k i n g  i n t o  a c c o u n t  t h e  
new measure's t h a t  had been  implemented.  It  was p a r t i c u l a r l y  w o r r y i n g  
t h a t  t h e  program p r o v i d e d  f o r  i f u r t h e r  t i g h t e n i n g  of impor t  arid exchange  
c o n t r o l s .  Even w i t h  t h e  a d d i t i o n a l  measu res ,  t h e  t h r u s t  of t h e  1986 
program seemed t o  be i n s u f f i c i e n t  f rom the  l o n g e r - t e r m  p e r s p e c t i v e .  

The p r o j e c t e d  s u b s t a n t i a l  swing  i n  t h e  f i s c a l .  p o s i t i o n  w a s  a cause 
f o r  s e r i o u s  c o n c e r n ,  Mr. F u j i n o  went on .  A key e l emen t  u n d e r l y i n g  t h e  
f i s c a l  d e f i c i t  was t h e  i m p l e m e n t a t i o n  of t h e  t h r e e - y e a r  s p e c i a l  i n v e s t m e n t  
p l a n .  
d i v e r s l f i c a t i o n  of t h e  economy, t h e  a u t h o r i t i e s  s h o u l d  s e r i o u s l y  r e v i e w  
t h e  p r i o r i t i e s  that were g i v e n  t o  t h e  v a r i o u s  p r o j e c t s .  T h e  tax reform 
a n d  r e s t r a i n t  of c e r t a i n  t y p e s  of c u r r e n t  e x p e n d i t u r e  were t o  be imple-  
mented.  However, t h e  new s o c i a l  p rogram seemed t o  i n c l u d e  a n  i n c r e a s e  i n  
c e r t a i n  s u b s i d i e s .  He wondered what t h e  o v e r a l l  e f f e c t  of t h e  v a r i o u s  

While  some of t h e  p l a n n e d  p r o j e c t s  c o u l d  c o n t r i b u t e  t o  t h e  needed  
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measures  would be on t h e  s i z e  of t h e  p u b l i c  s e c t o r  d e f i c i t .  T h e  s t a f f  
recommendat ion t o  r e d u c e  t h e  p u b l i c  s e c t o r  d e f i c i t  t o  a b o u t  2 p e r c e n t  of 
GDP w i t h i n  a c o u p l e  of y e a r s  was a p p r o p r i a t e .  

Tha p r o j e c t e d  i n c r e a s e  i n  o v e r a l l  c r e d i t  was much f a s t e r  t h a n  w a s  
w a r r a n t e d  and  was l i k e l y  t o  l e a d  t o  a n  a c c e l e r a t i o n  i n  t h e  r a t e  of i n i l a -  
t i o n  o r  t o  l o s s e s  of reserves, Mr. F u j i n o  commented. He a g r e e d  w i t h  t h e  
s t a f f  t h a t  t h e  r a t e  of e x p a n s i o n  of broa,  money and o v e r a l l  c r e d i t  s h o u l d  
b e  r educed .  Removing i n t e r e s t  r a t e  cei l ings and s u b s i d i e s  would be a n  
i m p o r t a n t  s t e p  toward t h e  o v e r a l l  l i b e r a l i z a t i o n  of economic p o l i c i e s  
t h a t  would be e s s e n t i a l  f o r  a smooth and e f f i c i e n t  r e s t r u c t u r i n g  of t h e  
e c on omy . 

T h e  heavy r e l i a n c e  on t r a d e  and exchange r e s t r i c t i o n s  d i d  n o t  con- 
t r i b u z e  t o  t h e  e f f i c l e n t  a l l o c a t i o n  of r e s o u r c e s  and  was l i k e l y  t o  impede 
t h e  needed s t r u c t u r a l  r e f o r m ,  Mr. F u j i n o  remarked.  T h e r e f o r e ,  t h e  res t r ic-  
t i o n s  must be phased  out  and r e p l a c e d  as  soon as p o s s i b l e  by a more 
r e a l i s t i c  exchange  r a t e  p o l i c y  t h a t  would i n c l u d e  t h e  r a p i d  b n i f i c a t i o n  
of t h e  exchange s y  t e m .  The a u t h o r i t i e s  were w e l l  advLsed t o  e x p e d i t e  
t h e  p r o c e s s  of e l i m i n a t i n g  e x t e r n a l  arrears i n  o r d e r  t o  r e g a i n  t h e  c o n f i -  
dence  of p r i v a t e  c r e d i t o r s .  He s h a r e d  t h e  c o n c e r n  of t h e  s t a f f  and  
p r e v i o u s  s p e a k e r s  a b o u t  t h e  a u t h o r i t i e s '  new approach  t o  d e b t ,  which 
might  be i n t e r p r e t e d  as a u n i l a t e r a l  change i n  t h e  terms and c o n d i t i o n s  
of l o a n s ,  and h e  presumed t h a t  t h e  i s s u e  would be c l a r i f i e d .  

The impor t ance  of a s t r u c t u r a l  approach  i n  Venezuela  cou ld  n o t  b e  
ove remphas ized ,  a s  t h e  need f o r  a d j u s t m e n t  had been  c r e a t e d  by t h e  d r a s t i c  
change i n  r e l a t i v e  prices o v e r  a f a i r l y  l o n g  p e r i o d ,  Mr. F u j i n o  s a i d .  
T h a t  t h e  World Bank was r e c o n s i d e r i n g  V e n e z u e l a ' s  e l i g i b i l i t y  f o r  Bank 
f i n a n c i n g  w a s  e n c o u r a g i n g .  The  World Bank's  t e c h n i c a l  a s s i s t a n c e  would 
b e  v e r y  u s e f u l  f o r  t h e  a u t h o r i t i e s ,  and  t h e  a d d i t i o n a l  f i n a n c i n g  would 
h e l p  i n  t h e  imp lemen ta t ion  of t h e  needed  s t r u c t u r a l  r e fo rms  i n  v a r i o u s  
f i e l d s .  

M r .  Fox r e c a l l e d  t h a t  d u r i n g  t h e  p r e v i o u s  A r t i c l e  IV c o n s u l t a t i o n  
w i t h  Venezue la ,  and  d e s p i t e  t h e  s u b s t a n t i a l  ad j u s  tment s i n c e  1982,  t h e  
a u t h o r i t i e s  had been  u rged  t o  make s i g n i f i c a n t  p o l i c y  changes ,  p a r t i c u -  
l a r l y  s t r u c t u r a l  c h a n g e s ,  as a n  e s s e n t i a l  accompaniment t o  t h e  p l anned  
e x p a n s i o n  of p u b l i c  c a p i t a l  s p e n d i n g  i f  g rowth  i n  t h e  non-o i l  p r i v a t e  
s e c t o r  was t o  be r e v i v e d .  Developments  i n  t h e  o i l  market  s i n c e  t h e  
p r e v i o u s  c o n s u l t a t i q n  had caused  a s i g n i f i c a n t  d e t e r i o r a t i o n .  i n  t h e  
immedia te  p r o s p e c t s  f o r  t h e  economy and  had made t h e  imp lemen ta t ion  of  
such  p o l i c y  r e f o r m s ,  supplemented  by measu res  t o  a d j u s t  t h e  economy t o  
t h e  s u b s t a n t i a l  l o s s  of o i l  r e v e n u e s ,  a11 t h c  more u r g e n t .  Al though 
V e n e z u e l a ' s  reserves gave  t h e  a u t h o r i t i e s  some room f o r  maneuver ,  t h e  
s t a f f  r e p o r t  c l e a r i y  showed t h a t  w i t h o u t  a change i n  p o l i c i e s ,  even t h e  
ample  reserves would come unde r  s e v e r e  p r e s s u r e  e v e n t u a l l y  and ,  m e a n w h i l e ,  
t h e  l a r g e  p u b l i c  s e c t o r  d e f i c i t  would p l a c e  p r e s s u r e  on the domestic 
economy. 
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The r e c e n t l y  adop ted  package of p o l i c y  measures  went p a r t i a l l y  i n  
t h e  r i g h t  d i r e c t i o n ,  Mr. Fox c o n t i n u e d .  I t s  s t r u c t u r a l  e l e m e n t s  were 
p a r t i c u l a r l y  welcome, n o t a b l y  t h e  income t a y  r e f o r m ,  t h e  measures  t o  
e n c o u r a g e  inward  i n v e s t m e n t  and p r i v a t i z a t i o n ,  and t h e  s i m p l i f i c a t i o n  of 
t h e  e x p o r t  r e g u l a t i o n s .  However, t h e  r e v e n u e  and s p e n d i n g  measures  had 
n o t  y e t  been  c o m p l e t e l y  s p e c i f i e d  and q u a n t i f i e d ,  t h e r e b y  making a n  assess- 
ment of t h e  p o l i c i e s '  adequacy  d i f f i c u l t .  However, f u l l  i m p l e m e n t a t i o n  
of  t h e  p o l i c i e s  migh t  wel l  be d e l a y e d  u n t i l  1987,  and w h i l e  he  r e c o g n i z e d  
t h a t  t h e r e  were d i f f i c u l t i e s  i n  t h e  area of i m p l e m e n t a t i o n ,  i t  a p p e a r e d  
t h a t  t h e  p o l i c y  package would f a l l  s h o r t ,  p a r t i c u l a r l y  i n  compar i son  t o  
t h e  f i s c a l  a d j u s t m e n t  t h a t  was recommended i n  t h e  s t a f f  r e p o r t .  Neve r the -  
less, t h e  measu res  were a s t e p  i n  t h e  r i g h t  d i r e c t i o n .  A t  t h e  same t ime,  
t h e  a u t h o r i t i e s  s h o u l d  make e v e r y  e f f o r t  t o  e x p e d i t e  t h e  i m p l e m e n t a t i o n  
of t h o s e  measures, which would have t o  be supplemented  by a d d i t i o n a l  
measures  i f  t h e  f i s c a l  and c u r r e n t  a c c o u n t  d e f i c i t s  were t o  be r e d u c e d  
t o  s u s t a i n a b l e  l e v e l s .  He a g r e e d  w i t h  p r e v i o u s  s p e a k e r s  t h a t  t h e  a u t h o r  
i t i e s  s h o u l d  r e c o n s i d e r  t h e i r  d e c i s i o n  t o  p r e s s  ahead  w i t h  t h e  s p e c i a l  
i n v e s t m e n t  program, which had been  e x c e s s i v e l y  a m b i t i o u s  even  b e f o r e  t h e  
o i l  price d e c r e a s e .  

The r e c e n t  p o l i c y  package was a l s o  d i s a p p o i n t i n g  because  i n  a number 
of impor t an t  r e s p e c t s  i t  went f u r t h e r  i n  t h e  wrong d i r e c t i o n ;  t h a t  was 
p a r t i c u l a r l y  t r u e  of t h e  t i g h t e n i n g  of i m p o r t  c o n t r o l s ,  M r .  Fox s a i d .  The 
number of items t h a t  were s u b j e c t  t o  p r i c e  c o n t r o l s  had a l s o  i n c r e a s e d  
o v e r  t h e  p r e v i o u s  months.  Whi le  p r i c e  c o n t r o l s  had been a s i g n i f i c a n t  - 
e lement  of t h e  s o c i a l  compact t h a t  had h e l p e d  t o  r e s t r a i n  wages o v e r  t h e  
p r e v i o u s  s e v e r a l  y e a r s ,  t h e  a u t h o r i t i e s '  d e c i s i o n  t o  i n c r e a s e  t h e  p r i c e  
c o n t r o l s  a t  a t i m e  when some workers  were b e i n g  compensa ted  f o r  p a s t  wage 
r e s t r a i n t  w i t h  l a r g e  pay i n c r e a s e s  seemed t o  be i n c o n s i s t e n t  w i t h  t h e  
a u t h o r i t i e s '  s t a t e d  p o l i c i e s .  Wage i n c r e a s e s  s h o u l d  be accompanied by 

. p r i c e  d e c o n t r o l  r a t h e r  t h a n  by more e x t e n s i v e  c o n t r o l s .  

A t  t h e  h e a r t  of V e n e z u e l a ' s  s l u g g i s h  growth were t h e  e x t e n s i v e  
a d m i n i s t r a t i v e  c o n t r o l s  t h a t  were a s s o c i a t e d  w i t h  t h e  exchange r a t e  
s y s t e m ,  i n c l u d i n g  t h e  d i r e c t  c o n t r o l  of i m p o r t s ,  t h e  demand f o r  which was 
encouraged  by t h e  a r t i f i c i a l l y  h i g h ,  c o n t r o l l e d  exchange  ra te ,  M r .  Fox 
commented. T h e  u n i f i c a t i o n  of t h e  c o n t r o l l e d  ra tes  by t h e  end of 1985 
and  t h e  e l i m i n a t i o n ,  w i t h  a few e x c e p t i o n s ,  of t h e  p r e f e r e n t i a l  r a t e  on 
p r i v a t e  s e c t o r  d e b t  repayments  i n  t h e  l a t e s t  p o l i c y  package  were t h e r e f o r e  
welcome. However, t h e  d i f f e r e n t i a l  between t h e  new, u n i f i e d  c o n t r o l l e d  
r a t e  and  t h e  f r e e  marke t  r a r e  had c o n t i n u e d  t o  i n c r e a s e ,  and a s u b s t a n t i a l  
a d j u s t m e n t  of t h e  c o n t r o l l e d  r a t e  was c l e a r l y  needed.  I t  was t h e r e f o r e  
u n f o r t u n a t e  t h a t  t h e  a u t h o r i t i e s  had more o r  l ess  r u l e d  o u t  t h a t  p o s s i -  
b i l i t y  f o r  t h e  t i m e  b e i n g ,  owing to u n c e r t a i n t i e s  a s s o c i a t e d  w i t h  t h e  oil 
s i t u a t i o n .  I t  was p r e c i s e l y  t h e  l o s s  of o i l  income t h a t  nade r a p i d  
a c t i o n  i n  t h a t  area p a r t i c u l a r l y  i m p o r t a n t .  Such a c t i o n ,  combined w i t h  
t h e  impor t  l i b e r a l i z a t i o n ,  would have  a major  impact  on p r i v a t e  s e c t o r  
i n c e n t i v e s  and e f f i c i e n c y ,  and t h e  i n c r e a s e  i n  domes t i c  c o m p e t i t i o n  would  
m i t i g a t e  t h e  e f f e c t  of t h e  exchange r a t e  a d j u s t m e n t  on  t h e  d o m e s t i c  p r ice  
l e v e l .  T h e  t r a d e  p o l i c y  r e fo rm s t u d y  t h a t  w a s  bei.w p r e p a r e d  w i t h  t h e  
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h e l p  of t h e  World Bank was e n c o u r a g i n g ,  bu t  t h a t  s t u d y  made t h e  t i g h t e n i n g  
of impor t  c o n t r o l s  a l l  t h e  more r e g r e t t a b l e ,  and t h e  a u r h o r i t i e s  s h o u l d  
r e c o n s i d e r  t h e i r  approach  i n  t h a t  a r e a .  

T h e  s t a f f  r e p o r t  c l e a r l y  showed t h a t  t h e  a u t h o r i t i e s '  o b j e c t i v e s  of 
s t a b i l i z i n g  e x t e r n a l  d e b t  f rom 1987 onward and m a i n t a i n i n g  r e s e r v e s  a t  
a b o u t  $8 b i l l i o n  would n o t  be  a c h i e v e d  w i t h o u t  a s u f f i c i e n t l y  s t r o n g  and 
comprehens ive  package of measures  t h a t  went beyond the r e c e n t l y  i n t r o d u c e d  
package ,  Mr. Fox remarked. A t  t h e  same t ime,  t h e  s t a f f ' s  medium-term 
s c e n a r i o  showed t h a t  Venezuela  cou ld  cope w i t h  t h e  consequences  of t h e  
o i l  p r i c e  f a l l  i f  i t  i n t r o d u c e d  such  measures  a t  a n  e a r l y  s t a g e .  Such a 
p o l i c y  r e s p o n s e  would a l s o  be a p o s i t i v e  f a c t o r  i n  Venezue la ' s  n e g o t i a -  
t i o n s  w i t h  i t s  e x t e r n a l  c r e d i t o r s .  I n  t h a t  c o n n e c t i o n ,  he  s h a r e d  o t h e r s '  
conce rn  abou t  t h e  u n i l a t e r a l  i n t r o d u c t i o n  of t h e  new scheme t o  s e r v i c e  
p r i v a t e  d e b t ,  and h e  looked  f o r w a r d  t o  h e a r i n g  t h e  s t a f f ' s  r e s p o n s e  t o  
t h e  comments on t h a t  p o i n t  by Mr. S u r a i s r y  and Mr. Grosche.  

Mr. F i n a i s h  s a i d  t h a t  i t  was u n f o r t u n a t e  t h a t  a f t e r  t h r e e  y e a r s  of 
s t r o n g  f i n a n c i a l  a d j u s t m e n t  and  a t  a t ime  when Venezuela  appea red  t o  be 
r eady  t o  move t o  a new phase  of growth  and r e c o v e r y ,  t h e  c o u n t r y  had been  
h i t  h a r d  by t h e  c o l l a p s e  of o i l  p r i c e s  t h a t  was e x p e c t e d  t o  r e d u c e  e x p o r t  
r evenues  by a lmos r  h a l f .  Al though t h e  c o n t r i b u t i o n  of t h e  o i l  s e c t o r  t o  
GDP was r e l a t i v e l y  small  i n  Venezuela  compared w i t h  most o t h e r  major  
e x p o r t e r s ,  t h e  impact  of t h e  l o s s  of o i l  Tevenue i n  V e n e z u e l a ' s  e x t e r n a l  
p o s - i t i o n  was d r a m a t i c .  Accord ing  t o  t h e  d a t a  p rov ided  i n  t h e  s t a f f  
r e p o r t ,  t h e  d rop  i n  e x p o r t  r evenues  i n  1986 w a s  expec ted  t o  be o n l y  
s l i g h t l y  less t h a n  t h e  t o t a l  impor t  b i l l  and  was e x p e c t e d  t o  exceed  t h e  
t o t a l  debt  s e r v i c e  payments  f o r  t h e  same year.  Under t h o s e  c o n d i t i o n s ,  
i t  was u n a v o i d a b l e  t h a t  t h e  a u t h o r i t i e s '  s t r a t e g y  and  pace  of a d j u s t m e n t  
and r ecove ry  would have t o  be r e c o n s i d e r e d  and a d a p t e d  t o  t h e  new circum- 
s t a n c e s .  I n  a d d i t i o n ,  i t  was c l ea r  t h a t  d i f f i c u l t  p o l i c y  c h o i c e s  and 
d e c i s i o n s  would have t o  be made t o  e n s u r e  t h a t ,  d e s p i t e  t h e  enormous 
shock  t o  t h e  economy, t h e  o b j e c t i v e s  of medium-term b a l a n c e  of payments 
v i a b i l i t y  and r ecove ry  of economLc growth would be a c h i e v e d .  

T h e  pace a t  which f u r t h e r  f i n a n c i a l  a d j u s t m e n t  s h o u l d  p roceed  was 
o b v i o u s l y  a c r i t i c a l  q u e s t i o n  on which t h e  s t a f f  and t h e  a u t h o r i t i e s  
a p p a r e n t l y  d i d  no t  a g r e e ,  Mr. F i n a i s h  c o n t i n u e d .  That  problem was under-  
s t a n d a b l e ,  s i n c e  as a r e s u l t  of t h e  s t r o n g  b a l a n c e  of payments a d j u s t m e n t  
o v e r  t h e  p r e v i o u s  f e w  y e a r s  t h e  a u t h o r i t i e s  h a d  been  a b l e  t o  m a i n t a i n  
and even  i n c r e a s e  t h e  p r e v i o u s  c o m f o r t a b l e  l e v e l  of f o r e i g n  exchange 
r e s e r v e s .  Because t h e  r e s e r v e s  p rov ided  a c u s h i o n  t o  t h e  impact  of t h e  
o i l  p r i c e  shock ,  t h e  most f e a s i b l e  pace  of f i n a n c i a l  a d j u s t m e n t  was a 
m a t t e r  of judgment.  N e v e r t h e l e s s ,  t h e  d u t h o r i t i e s  had s t a t e d  t h a t  t h e i r  
minimum f o r e i g n  exchange r e s e r v e s  t a r g e t  f o r  t h e  coming three years r educed  
s u b s t a n t i a l l y  t h e  scope  f o r  d i sag reemen t  on what needed t o  be done i n  
terins of f i n a n c i a l  a d j u s t m e n t  o v e r  the medium te rm.  However, t h e  q u e s t i o n  
remaincd how much of t h a t  <3d j u s t m r n t ,  p A r t i c u l a r l y  i o  t h 2  f i s c a l  a r e s ,  
c o t i l d  r e n s o i i , i h L y  be , I c t i l e v e d  i i i  t h e  very  s h o r t  r u n .  The s t a f f  c l e a r l y  
f c l c  t h A L  t h p  19Hh ( l ( i . in t  l t i i t i v e  Ecoiiomic Program o r i g i n a l l y  p r e s e n t e d  by 
tlit. :iut Iiori t i c +  f c . 1  I s o i i i c ' w l i . t t  s h o r i  i>f what s h o u l d  sild could  be done .  
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The p o l i c y  package  o u t l i n e d  by M r .  P e r e z  i n  h i s  open ing  s t a t e m z n t  a n d  t h e  
s t a f f ' s  open ing  s t a t e m e n t  seemed t o  i n d i c a t e  t h a t  t h e  a u t h o r i t i e s  i n t e n d e d  
t o  s t r e n g t h e n  t h e i r  a d j u s t m e n t  r e s p o n s e  t o  t h e  new o i l  s i t u a t i o n ,  b u t  i t  
seemed t h a t  t h e  b a l a n c e  of payments  measu res  t h a t  were announced by t h e  
a u t h o r i t i e s  would have  no s i g n i f i c a n t  impact  on p u b l i c  f i n a n c e s  i n  1986 ,  
and t h a t  t h e  t a r g e t s  i n  T a b l e  IX i n  t h e  s t a f f  r e p o r t  remained  e s s e n t i a l l y  
unchanged. A f u r t h e r  comment on  t h a t  i s s u e  would be h e l p f u l .  

A m a j o r  e l emen t  of t h e  1986 economic program was t h a t ,  d e s p i t e  t h e  
e x p e c t e d  d rop  i n  r evenue  of more t h a n  7 p e r c e n t  of GDP, e x p e n d i t u r e s  were 
t o  be i n c r e a s e d  s i g n i f i c a n t l y  i n  compar i son  w i t h  1985,  p a r t i c u l a r l y  c a p i t a l  
o u t l a y s ,  which would r e s u l t  i n  a p u b l i c  s e c t o r  d e f i c i t  of a b o u t  10 p e r c e n t  
of  GDP, M r .  F i n a i s h  remarked.  I n  o r d e r  t o  m i t i g a t e  t h e  i m p a c t  on t h e  
e x t e r n a l  b a l a n c e  and on p r i c e s ,  t h e  a u t h o r i t i e s  would con t inue - - indeed ,  
would s t r e n g t h e n - - t h e  t r a d e  and p r i c e  c o n t r o l s .  Al though t h e  r e s e r v e s  i n  
l o s s e s  would be s u b s t a n t i a l - - a b o u t  $ 4  b i l l i o n - - t h e  a u t h o r i t i e s  b e l i e v e d  
t h a t  t h e  p u b l i c  s e c t o r  d e f i c i t  Ln 1986 and i t s  impact  on t h e  economy were 
manageable .  While t h a t  might  w e l l  b e  s o ,  g i v e n  t h e  leeway p r o v i d e d  by 
t h e  i n t e r n a t i o n a l  r e s e r v e s ,  t h e  q u e s t i o n  a r o s e  w h e t h e r  t h e  p l a n  t o  i n c r e a s e  
c a p i t a l  s p e n d i n g  c o u l d  n o t  b e  s c a l e d  down i n  1986 i n  o r d e r  t o  a v o i d  a 
s h a r p  c u t  i n  s u b s e q u e n t  y e a r s  i f  t h e  o i l  marke t  d i d  no t  respond.  

One c o u l d  of c o u r s e  u n d e r s t a n d  t h a t  t h e  a u t h o r i t i e s '  emphas i s  on 
i n v e s t m e n t  as pa r t  of  t h e i r  e f f o r t  t o  improve t h e  growth  and employment 
s i t u a t i o n ,  and  t h e  t h r e e - y e a r  s p e c i a l  i n v e s t m e n t  p l a n  seemed t o  be g e a r e d  
e s p e c i a l l y  toward p r o j e c t s  t h a t  c o u l d  i n c r e a s e  p r o d u c t i v i t y  and  growth  
o v e r  t h e  medium term, Mr. F i n a i s h  c o n t i n u e d .  T h e r e f o r e ,  i t  was noti c lear  
t o  h i m  w h e t h e r  t h e  p l anned  s p e n d i n g  l e v e l  p r o v i d e d  a p r o p e r  b a l a n c e  
between t h o s e  o b j e c t i v e s  and  t h e  f i n a n c i a l  i m p l i c a t i o n s  of s u c h  a l a r g e  
i n c r e a s e  i n  t h e  f i s c a l  d e f i c i t .  The s t a f f  o b v i o u s l y  had u rged  t h e  a u t h o r -  
i t i e s  t o .  make c o r r e c t i v e  r evenue  and  e x p e n d i t u r e  measures  e q u i v a l e n t  t o  
a t  l e a s t  7 p e r c e n t  of GDP i n  1986. While  t h e r e  was p r o b a b l y  some s c o p e  
f o r  some measures  t o  r e d u c e  t h e  p r o j e c t e d  d e f i c i t  i n  1986,  t h e r e  were 
d o u b t s  t h a t  i t  would be f e a s i b l e  t o  a c h i e v e  t h e  t a r g e t  t h a t  t h e  s t a f f  had 
s u g g e s t e d .  However, he  a g r e e d  w i t h  t h e  s t a f f  t h a t  t h e  f i s c a l  d e f i c i t  
p r o j e c t e d  € o r  1986 was n o t  s u s t a i n a b l e  and needed t o  be reduced  s u b s t a n -  
t i a l l y  o v e r  t h e  n e x t  two o r  t h r e e  y e a r s  t h r o u g h  b o t h  e x p e n d i t u r e  and 
r e v e n u e  measu res ,  i n c l u d i n g  t h e  i m p l e m e n t a t i o n  of t h e  recommendat ions of 
t h e  1983  Tax Reform Commission. The a u t h o r i t i e s  i n t e n d e d  t o  e x p e d i t e  
inovement i n  t h a t  d i r e c t  i o n .  

The a u t h o r i t i e s '  emphas i s  o n  i n v e s t m e n t  t o  improve t h e  g rowth  
pe r fo rmance  of t h e  economy was u n d e r s t a n d a b 1 e ; e s p e c i s l l y  i n  t h e  l i g h t  
of t h e  h i g h  r a t e  of employment and t h e  p ro longed  s t a g n a t i o n  of economic 
a c t i v i t y ,  Mr. F i n a i s h  went on. However, i t  was c l ea r  t h a t  a s u s t a i n e d  
improvement  i n  o u t p u t  and employment would depend on how much p r o g r e s s  
was made on t h e  s t r u c t u r a l  a d j u s t m e n t  f r o n t .  T h e r e  was no q u e s t i o n  t h a t  
t h e  l a r g e  d e g r e e  of c o n t r o l s  and r e s t r i c t i o n s  i n  t h e  economy were an 
i m p o r t a n t  impedi.ment t o  i . n v e s t m e n t ,  g rowth ,  and  employment o v e r  t h e  
med ium term. U n f o r t u n a t e l y ,  t h e  pace  of s t r u c t u r a l  reForm o v e r  t h e  p a s t  
s e v e r a l  y e a r s  had been slow, p a r t i c u l a r l y  i n  compar i son  t o  t h e  d e g r e e  o f  
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f i n a n c i a l  r e s t r a i n t  t h a t  had been  m a i n t a i n e d  s i n c e  1583. I t  w a s  of 
c o u r s e  t r u e  t h a t  c o n t r o l s  and t r a d e  r e s t r i c t i o n s  had c o n t r i b u t e d  t o  t h e  
s u b s t a n t i a l  improvement i n  t h e  b a l a n c e  of payments ,  and  t h a t  r e l a t i v e  
wage s t a b i l i t y  would p r o b a b l y  n o t  have  been p o s s i b l e  w i t h o u t  t h e  main te-  
nance  of f i r m  c o n t r o l  o v e r  p r i c e s .  However, t h e r e  was l i t t l e  doub t  t h a t  
t h a t  approach  had made economic s t a g n a t i o n  and unemployment t h e  d i r e c t  
c o s t s  of f i n a n c i a l  a d j u s t m e n t .  

The change i n  t h e  medlum-term o u t l o o k  owing t o  t h e  recent o i l  marke t  
deve lopments  was a l l  t h e  more r e a s o n  why t h e  a u t h o r i t i e s  shou ld  move 
f a s t e r  t o  a d d r e s s  t h e  s t r u c t u r a l  p rcb lems  f a c i n g  t h e  economy and t o  
improve t h e  envi ronment  f o r  i n v e s t m e n t  and economic a c t i v i t y  i n  g e n e r a l ,  
M r .  F i n a i s h  s a i d .  To t h e  e x t e n t  t h a t  t h e  r e l a t i v e l y  c o m f o r r a b l e  l e v e l  of 
r e s e r v e s  cou ld  be used  t o  r e d u c e  t h e  pace  of f i n a n c i a l  a d j u s t m e n t  r e q u i r e d  
f o r  b a l a n c e  or' payments v i a b i l i t y  o v e r  t h e  medium term, t h o s e  r e s e r v e s  
a l s o  c o u l d  be  used  as a c u s h i o n  t o  s p e e d  up t h e  pace  of s t r u c t u a l  r e fo rm.  
The r e c e n t l y  announced package  and t h e  s i m p l i f i c a t i o n  of t h e  exchange  
s y s t e m  had l e d  him t o  hope t h a t  a f a s t e r  p r o g r e s s  i n  t h e  s t r u c t u r a l  
a d j u s t m e n t  area would t a k e  p l a c e  i n  t h e  coming p e r i o d .  The shock  t o  t h e  
Venezuelan  economy of t h e  c o l l a p s e  i n  i n t e r n a t i o n a l  o i l  p r i c e s  had been 
enormous,  Mr. F i n a i s h  remarked.  The a u t h o r i t i e s  would f a c e  d i f f i c u l t  
c h o i c e s  i n  t h e  coming p e r i o d ,  bu t  t h e  r e c o r d  of t h e  p r e v i o u s  s e v e r a l  
years,  when t h e  a u t h o r i t i e s  had shown c o u r a g e  i n  t a k i n g  d i f f i c u l t  d e c i s i o n s  
t o  d e a l  w i th  t h e  f i n a n c i a l  imba lances  i n  t h e  economy, had l e d  him t o  f e e l  
o p t i m i s t i c  t h a t  t h e  a u t h o r i t i e s  would be a b l e  t o  respond t o  t h e  new 
s i t u a t i o n .  The measures  t h a t  c o n s t i t u t e d  t h e  new p o l i c y  package  might  
f a l l  s h o r t  of what t h e  s t a f f  had c o n s i d e r e d  n e c e s s a r y ,  b u t  t h e y  were a 
p o s i t i v e  movement a lGLig  t h e  p o l i c y  c o u r s e  t h a t  t h e  a u t h o r i t i e s  had i n t e n d e d  
t o  f o l l o w  i n  r e s p o n s e  t o  t h e  new o i l  s i t u a t i o n .  S t i l l ,  t h e  f a c t  remained 
t h a t  a l a r g e  d e g r e e  of u n c e r t a i n t y  abou t  t h e  f u t u r e  would c o n t i n u e  t o  
make economic management a d i f f i c u l t  t a s k  i n  Venezuela  a s  long  as  t h e  
i n t e r n a t i o n a l  o i l  marke t  d i d  n o t  s t a b i l i z e .  I n d e e d ,  h e  wondered whether  
a s i g n i f i c a n t  d r o p  i n  o i l  p r i c e s  t o  t h e  l e v e l s  t h a t  some were p r e d i c t i n g ,  
e s p e c i a l l y  d u r i n g  t h e  p r e v i o u s  s e v e r a l  weeks,  would be  manageable  w i t h i n  
t h e  f e a s i b l e  r a n g e  of p o l i c i e s  a v a i l a b l e  t o  t h e  a u t h o r i t i e s .  The s t a f f  
c o u l d  u s e f u l l y  comment on t h e  i m p l i c a t i o n s  f o r  Venezuela  of s u c h  a develop-  
ment .  

M r .  Sa lehkhou s a i d  t h a t  t h e  economic and f i n a n c i a l  pe r fo rmance  of 
Venezuela  i n  1985 was l a r g e l y  s a t i s f a c t o r y ,  as nonpe t ro l eum GDP had l e v e l e d  
o f f ,  t h e  r a t e  of consumer p r i c e  i n c r e a s e s  and t h e  unemployment r a t e  had 
a b a t e d  t o  9 p e r c e n t  and 13 p e r c e n t ,  r e s p e c t i v e l y ,  and t h e  e - x t e r n a l  c u r r e n t  
a c c o u n t  had r e c o r d e d  a c o n s i d e r a b l e  s u r p l u s .  The medium-term o u t l o o k ,  
however ,  a p p e a r e d  t o  h a v e  weakened,  owing t o  t h e  r e c e n t  s h a r p  f a l l  i n  o i l  
p r i c e s  and t h e  u n c e r t a i n t y  a b o u t  t h e  o i l  marke t  s i t u a t i o n .  

Like t h e  economies of o t h e r  o i l  e x p o r t i n g  d e v e l o p i n g  c o u n t r i e s ,  
V e n e z u e l a ' s  economy was h i g h l y  s e n s i t i v e  t o  o i l  p r i c e s ,  Mr. Salehkhou 
went o n .  With t h e  d e c l i n e  i n  o i l  p r i c e s ,  t h e  a u t h o r i t i e s  had u n d e r t a k e n  
a comprehens ive  a d j u s t m e n t  program a t  a n  e a r l y  s t a g e  t o  c o r r e c t  t h e  
d i s t o r t i o n s  t h a t  had appea red  i n  t h e  d o m e s t i c  a n d  e x t e r n a l  p o s i t i o n s .  I n  
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1983 an6  1 9 8 4 ,  t h e  i m p l e m e n t a t i o n  of p ruden t  f i s c a l ,  mone ta ry ,  and  wage 
F o i i c i e s ,  t o g e t h e r  w i t h  impor t  r a t i o n a i i z a t i o n  and p r i c e  c o n t r o l s ,  had  
made a s i g n i f i c a n t  c o n t r i b u t i o n  t o  t h o s e  ach ievemen t s .  Those  p o l i c i e s ,  
however ,  had deepened t h e  p ro longed  s t a g n a t i o n  i n  d o m e s t i c  a c t i v i t y  and  
had  l e d  t o  a n  a b r u p t  r i s e  i n  t h e  unemployment and  i n f l a t i o n  ra tes .  

I n  1985, t h e  e f f o r t s  t h a t  had been  made t h r o u g h  t h e  Q u a n t i f i e d  
Economic Program t o  s t i m u l a t e  economic a c t i v i t y ,  reverse t h e  t r e n d  i n  
unemployment,  and c u r b  i n f l a t i o n a r y  p r e s s u r e  t h r o u g h  t h e  i m p l e m e n t a t i o n  
of l ess  r e s t r i c t i v e  f i s c a l  and  monetary p o l i c i e s  had a l l  been  s t e p s  i n  
t h e  r i g h t  d i r e c t i o n ,  M r .  Sa lehkhou s a i d .  However, t h e  economy had p e r -  
formed below e x p e c t a t i o n s ,  owing ma in ly  t o  t h e  d e l a y  i n  imp lemen t ing  t h e  
p u b l i c  i n v e s t m e n t  program. 

On t h e  f i s c a l  s i d e ,  t h e r e  had been  a p u b l i c  s e c t o r  s u r p l u s ,  i n s t e a d  
of t h e  p r o j e c t e d  d e f i c i t ,  as  a r e s u l t :  of t h e  lower t h a n  budge ted  c a p i t a l  
o u t l a y s  and t h e  h i g h e r  t h a n  p r o j e c t e d  r e v e n u e s ,  owing main ly  t o  a c o n s i d -  
e r a b l e  i n c r e a s e  i n  r evenues  f rom income and e x c i s e  taxes and  s t a m p  
d u t i e s  and t o  t h e  l a r g e r  t h a n  e x p e c t e d  s u r p l u s  of t h e  p a r a s t a t a l s ,  
Mr. Salehkhou o b s e r v e d .  Given  t h e  s t r e n g t h e n i n g  of t h e  f i s c a l  p o s i t i o n ,  
and d e s p i t e  t h e  3 p e r c e n t a g e  p o i n t  c u t  i n  domes t i c  i n t e r e s t  ra tes ,  t h e  
demand f o r  c r e d i t  i n  t h e  p r i v a t e  s e c t o r  had remained low,  a n d ,  t h e r e f o r e ,  
monetary p o l i c y  h-ad been less  e x p a n s i o n a r y  t h a n  had been  p r o j e c t e d  u n d e r  
t h e  program. A s  a r e f l e c t i o n  of t h o s e  deve lopments  a n d  d e s p i t e  t h e  
d e c l i n e  i n  r e c e i p t s  from p e t r o l e u m  e x p o r t s ,  t h e  e x t e r n a l  c u r r e n t  a c c o u n t  
had  r e g i s t e r e d  a $3 b i l l i o n  s u r p l u s ,  w e l l  i n  e x c e s s  of t h e  p r o j e c t - e d  
$ 1 . 7  b i l l i o n  s u r p l u s .  Tha t  deve lopment  had h e l p e d  t h e  Government t o  
:,.epay p a r t  of t h e  c o u n t r y ' s  e x t e r n a l  d e b t ,  and had r e s u l t e d  i n  a n  i n c r e a s e  
i n  n e t  o f f i c i a l  r e s e r v e s  t o  $15.5 b i l l i o n ,  t h e  e q u i v a l e n t  of two years of 

. e x p o r t s .  

I n  1986,  w h i l e  t h e  s h a r p  d r o p  i n  p e t r o l e u m  p r i c e s  i n  r e c e n t  months 
had a d v e r s e l y  a f f e c t e d  the economic o u t l o o k ,  t h e  s t r o n g  f i s c a l  and e x t e r n a l  
p o s i t i o n  of Venezuela  had e n a b l e d  t h e  a u t h o r i t i e s  t o  i n t r o d u c e  t h e  neces -  
s a r y  a d j u s t m e n t  measures w i t h  less a u s t e r i t y  t h a n  would o t h e r w i s e  be 
n e c e s s a r y  t o  resume economic growth and t o  r educe  t h e  r a t e  of unemployment,  
M r .  Sa lehkhou s a i d .  The 1986 Q u a n t i f i e d  Economic Program a p p e a r e d  t o  
pave t h e  way f o r  t h e  economy t o  move i n  t h e  r i g h t  d i r e c t i o n .  E x t e r n a l  
p o l i c i e s  a i m i n g  a t  f u r t h e r  f o r e i g n  exchange  c o n s e r v a t i o n  th rough  t h e  
a d o p t i o n  of limits and p r i o r i t i e s  f o r  a l l o c a t i o n  of exchange f o r  i m p o r t s ,  
and t h e  promot ion  of impor t  s u b s t i t u t i o n  and  f o r e i g n  f i n a n c i n g  seemed t o  
be a p p r o p r i a t e .  I n  t h a t  c o n n e c t i o n ,  w h i l e  he welcomed t h e  a u t h o r i t i e s '  
i n t e n t i o n  t o  u n i f y  t h e  exchange r a t e ,  h e  had d i f f i c u l t y  i n  s u p p o r t i n g  t h e  
s t a f f ' s  recommendat ion t o  ease impor t  and exchange c o n t r o l s ,  g i v e n  t h e  
u n c e r t a i n t y  i n  t h e  o i l  marke t ,  and  t h e  p o t e n t i a l  t endency  i n  t h e  p r i v a t e  
sec t0  r toward c a p i t a l  o u t f l o w s  i n  c e r t a i n  c i r c u m s t a n c e s  c o u l d  r e s u l t  i n  a 
s i g n i f i c a n t  d e c l i n e  i n  t h e  c o u n t r y ' s  i n t e r n a t i o n a l  r e s e r v e s - - i n  excess of 
$ 3 . 9  b i l l i o n  e n v i s i o n e d  u n d e r  t h e  program. T h e  s t a f f ' s  c a u t i o u s  s c e n a r i o  
assumed an  a v e r a g e  o i l  p r i c e  of $13 .20  a b a r r e l ,  which was less  t h a n  t h e  
a u t h c r i t i e s '  p r o j e c t e d  p r i c e  of $15 a b a r r e l  and would r e s u l t  i n  a l a r g e r  
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c u r r e n t  accoun t  d e f i c i t  a n d  a l o s s  of r e s e r v e s  o f  $4.75 b i l l i o n ;  t h a t  
s c e n a r i o  j u s t i f i e d  t h e  a u t h o r i t i e s '  p l a n  t o  s a v e  f o r e i g n  exchange t h r o u g h  
i m p o r t  r a t i o n a l i z a t i o n .  

T h e r e  was room f o r  some e x p a n s i o n  of p u b l i c  s e c t o r  s p e n d i n g ,  and  t h e  
p r o j e c t e d  s h a r p  s h i f t  i n  t h a t  s e c t o r  f rom a s u r p l u s  t o  a d e f i c i t  e q u i v a l e n t  
t o  9 . 5  p e r c e n t  of GDP a p p e a r e d  t o  i n j e c t  s u f f i c i e n t  s t i m u l u s  t o  h e l p  t h e  
c o u n t r y  t o  resume economic growth ,  Mr. Salehkhou remarked.  However, t h e  
a u t h o r i t i e s  s h o u l d  t a k e  i n t o  a c c o u n t  t h e  p o s s i b i l i t i e s  of i n f l a t i o n a r y  
r e p e r c u s s i o n s  of e x c e s s i v e  e x p e n d i t u r e  and t h e  u n s u s t a i n a b i l i t y  of t h e  
p r e s e n t  f i s c a l  p o l i c y  s t a n c e  i n  t h e  l o n g  r u n ,  which would c a u s e  some 
d i f f i c u l t y  when a r e v e r s a l  of t h a t  s t a n c e  w a s  needed.  L i k e  t h e  f i s c a l  
s t a n c e ,  monetary p o l i c y  s h o u l d  be less  expans iona ry  t h a n  was e n v i s a g e d  i n  
o r d e r  t o  c u r b  t h e  i n f l a t i o n a r y  p r e s s u r e s  and  t o  a v o i d  l a r g e r  t h a n  t a r g e t e d  
l o s s e s  of r e s e r v e s .  

The a u t h o r i t i e s  were t o  be commended f o r  r e d u c i n g  V e n e z u e l a ' s  e x t e r n a l  
d e b t ,  i n c l u d i n g  t h e  a r r e a r s ,  p a r t i c u l a r l y  i n  t h e  p r e s e n t  d i f f i c u l t  c i rcum- 
s t a n c e s ,  Mr. Salehkhou c o n s i d e r e d .  H e  was c o n f i d e n t  t h a t  t h e i r  e f f o r t s  
would be c o n t i n u e d ,  and t h a t  t h e y  would t r y  t o  e l i m i n a t e  t h e  r ema in ing  
arrears  i n  o r d e r  t o  r e s t o r e  c o n f i d e n c e  i n  t h e  economy and  n o r m a l i z e  
Venezue la ' s  r e l a t i o n s  w i t h  i t s  c r e d i t o r s .  

Plr. D a l l a r a  s a i d  t h a t  he  s h a r e d  p r e v i o u s  s p e a k e r s '  deep c o n c e r n  
abou t  economic p o l i c i e s  and developments  i n  Venezuela .  The p r e s e n t  
meet ing  was t h e  t h i r d  o c c a s i o n  on which t h e  E x e c u t i v e  Board had d i s c u s s e d  
V e n e z u e l a ' s  economy under  t h e  enhanced  s u r v e i l l a n c e  a r r angemen t  t h a t  had 
been  ag reed  i n  e a r l y  1985. I t  was u s e f u l  t o  r e c a l l  t h a t  t h a t  a r r angemen t  
had been n e g o t i a t e d  among t h e  Fund, t h e  a u t h o r i t i e s ,  and :orumercial banks 

- w i t h  a view t o  f a c i l i t a t i n g  t h e  m u l t i y e a r  r e s t r u c t u : * i n g  a :rangement and 
t o  s u p p o r t i n g  and e n c o u r a g i n g  sound p o l i c i e s  t h a t  c o u l d  h e l p  t o  r e s t o r e  
normal  r e l a t i o n s  between Venezuela  and i t s  commercial  c r e d i t o r s .  

T h e  e x t e n t  of p r o g r e s s  under  t h e  enhanced  s u r v e i l l a n c e  a r r angemen t  
was a c a u s e  € o r  s e r i o u s  c o n c e r n ,  M r .  Da l la ra  c o n s i d e r e d .  T h e  d i f f e r e n c e s  
i n  o p i n i o n  t h a t  had been e v i d e n t  i n  e a r l i e r  d i s c u s s i o n s  between t h e  s t a f f  
and t h e  a u t h o r i t i e s  o n  a number of i m p o r t a n t  b a s i c  p o l i c y  i s s u e s  had 
p e r s i s t e d  and  might have i n c r e a s e d .  Those d i f f e r e n c e s  were p a r t i c u l a r l y  
pronounced i n  t h e  a r e a  of e x t e r n a l  p o l i c y .  H e  s h a r e d  t h e  s t a f f ' s  views 
on V e n e z u e l a ' s  f i s c a l  and monetary p o l i c i e s .  On t h e  e x t e r n a l  s i d e ,  
exchange  r a t e  p o l i c y ,  w h i l e  i n v o l v i n g  some modest movement toward  a n  
e v e n t u a l  u n i f i c a t i o n ,  had e v e n t u a l l y  r e l i e d  upon c o n t r o l s  and r e s t r i c t i o n s  
t o  avo id  marke t  f o r c e s  and t o  a v o i d  s e n d i n g  market  impu l ses  t o  t h e  economy 
a t  l a r g e .  Urgent  a c t i o n  t o  e l i m i n a t e  t h e  m u l t i p l e  exchange r a t e  regime 
and t o  move r a p i d l y  toward u n i f y i n g  t h e  exchange r a t e ,  a s  recommended by 
t h e  s t a f f ,  seemed t o  be t h e  e s s e n t i a l  s t e p s  t h a t  would e n a b l e  t h e  a u t h o r i -  
t i e s  t o  e l i m i n a e e  t h e  a r r a y  of r e s t r i c t i o n s  on t r a d e  and payments ,  which 
u n f o r t u n a t e l y  had r e c e n t l y  been i n t e n s i f i e d .  
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The s u b s t a n t i a l  d i f f e r e n c e s  of o p i n i o n  between t h e  a u t h o r i t i e s  and 
t h e  s t a f f  on t h e  b a s i c  q u e s t i o n  of exchange  r a t e  and t r a d e  l i b e r a l i z a t i o n  
were r e f l e c t e d  i n  t h e  r e c e n t  a c t i o n  by V e n e z u e l a ' s  Congres s  on t h e  r epay-  
ment of p r i v a t e  d e b t  t o  e x t e r n a l  c r e d i t o r s ,  M r .  Dal lara  c o n t i n u e d .  The 
a u t h o r i t i e s  had s t a t e d  t h a t  t h e y  needed  t o  r e d u c e  t h e  s u b s i d y  i n v o l v e d  
i n  o r d e r  t o  c u t  t h e  f i s c a l  d e f i . c i t .  The s t a f f  r e c o g n i z e d  t h a t  t h e  reduc-  
t i o n  of t h e  s u b s i d y  was i n  p r i n c i p l e  and  i n  f a c t  a n  a p p r o p r i a t e  move. 
However, t h e  a u t h o r i t i e s  had a c t e d  i n  a u n i l a t e r a l  f a s h i o n  w i t h  r e s p e c t  
t o  t h e  u n d e r s t a n d i n g s  on which t h e  a r r angemen t  be tween V e n e z u e l a ' s  e x t e r n a l  
c r e d i t o r s  and p r i v a t e  d e b t o r s  had been  deve loped .  I n  a d d i t i o n ,  i f  t h e  
e l i m i n a t i o n  of such  s u b s i d i e s  was a key  o b j e c t i v e ,  t h e n  more r a p i d  movement 
toward  u n i f i c a t i o n  of t h e  exchange  r a t e  was even  more u r g e n t l y  r e q u i r e d ,  
b e c a u s e  such  a movement c o u l d  r e d u c e  t h s  s u b s i d i e s  a n d  t h e  e f f i c i e n c i e s  
t h a t  e x i s t e d  t h r o u g h o u t  t h e  economy. I n d e e d ,  a s  t h e  s t a f f  had n o t e d ,  t h e  
s t r u c t u r e  of exchange r a t e ,  i n p o r t  and r e l a t e d  r e s t r i c t i o n s  t e n d e d  t o  
p r o v i d e  d i s i n c e n t i v e s  t o  s e c t o r s  i n  t h e  economy t h a t  migh t  compete  f o r  
r e s o u r c e s  and  t e n d e d  t o  p r o v i d e  i n a p p r o p r i a t e  i n c e n t i v e s  t o  s e c t o r s  t h a t  
were not  impor t  compe t ing ,  t h e r e b y  f o s t e r i n g  t h e  i n e f f i c i e n c i e s  i n  t h e  
economy.. 

H e  hoped t h a t  t h e  a u t h o r i t i e s  would view t h e  r e c e n t  a c t i o n s  conce rn -  
i n g  p r i v a t e  d e b t  and e x t e r n a l  c r e d i t o r s  as a s e r i o u s  matter t h a t  c a l l e d  
f o r  some c l a r i f i c a t i o n  by t h e  a u t h o r i t i e s ,  M r .  Dal lara  s a i d .  H i s  a u t h o r -  
i t i e s  viewed t h e  a c t i o n s  a s  b e i n g  b a s i c a l l y  i n c o n s i s t e n t  w i t h  a n  o r d e r l y  
s o l u t i o n  t o  V e n e z u e l a ' s  d e b t  problem and an  e a r l y  r e s t o r a t i o n  of more 
norma l  r e l a t i o n s  w i t h  e x t e r n a l  c r e d i t o r s ,  e s p e c i a l l y  i n  t h e  c u r r e n t  c i r -  
cums tances ,  when t h e  f i n a l  u n d e r s t a n d i n g s  and a g r e e m e n t s  on t h e  m u l t i y e a r  
r e s c h e d u l i n g  had n o t  y e t  been  r e a c h e d .  Such a c t i o n  was s e r i o u s ,  and  t h e  
a u t h o r i t i e s  s h o u l d  c o n s i d e r  a t  a n  ear ly  s t a g e  s t e p s  t o  a m e l i o r a t e  t h e  
a d v e r s e  e f f e c t s  of t h e  r e c e n t  l e g i s l a t i o n .  

__ 

The enhanced s u r v e i l l a n c e  a r r angemen t  w i t h  Venezue la  had been  i n  
e f f e c t  f o r  a p p r o x i m a t e l y  18 months,  Mr. Dallara n o t e d .  He  r e c o g n i z e d  
t h a t  t h e  u n d e r s t a n d i n g  w i t h  Venezuela  had been  r eached  a t  a n  e a r l y  s t a g e  
i n  t h e  e v o l u t i o n  of t h e  enhanced  s u r v e i l l a n c e  a r r a n g e m e n t s .  I n d e e d ,  
t h e r e  was s t i l l  some e x p e r i m e n t a t i o n  w i t h  t h o s e  a r r a n g e m e n t s ,  and  t h e r e  
were i n e v i t a b l y  some c o n f l i c t i n g  o b j e c t i v e s .  However, i t  was f a i r  t o  s a y  
t h a t  some key  elements of s u b s e q u e n t  a r r a n g e m e n t s  w i t h  members were n o t  
e v i d e n t  i n  t h e  u n d e r s t a n d i n g  w i t h  Venezuela .  S p e c i f i c  p o l i c y  commitments 
h a d  been  made i n  t h e  c o n t e x t  of more r e c e n t  a r r a n g e m e n t s .  What seemed t o  
be m i s s i n g  i n  t h e  a r r angemen t  w i t h  Venezue la  was a c l ea r  a s s u m p t i o n  t h a t  
t h e  s t a f f  and t h e  a u t h o r i t i e s  would make e v e r y  e f f o r t  t o  r e d u c e ,  i f  n o t  
e l i m i n a t e ,  d i f f e r e n c e s  of  view t h a t  might  e x i s t  on  i m p o r t a n t  p o l i c y  areas.  
Dur ing  t h e  i n i t i a l  d i s c u s s i o n  of t h e  enhanced  s u r v e i l l a n c e  a r r angemen t  
f o r  Venezue la  t h e  s t a f f  had n o t e d  t h a t  t h e  F u n d ' s  r o l e  was p r i m a r i l y  t o  
p r o v i d e  a f r a n k  e v a l u a t i o n  of members' p o l i c i e s .  

At: t h e  same time, M r .  Dal lara  went o n ,  t h e  s t a f f  h a d  i n d i c a t e d  t h a t  
i f  t h e  p r o c e d u r e  were  t o  be e f f e c t i v e ,  t h e  Fund and t h e  a u t h o r i t i e s  would 
need t o  r e a c h  b road  agreement  on m a j o r  a s p e c t s  of p o l i c i e s .  It w a s  
e v i d e n t  t h a t  such  agreement  had n o t  been  r e a c h e d  i n  t h e  c a s e  of V e n e z u e l a ,  
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which r a i s e d  i m p o r t a n t  q u e s t i o n s  c o n c e r n i n g  t h e  Fund I s  r o l e  i n  enhanced  
s u r v e i l l a n c e .  The s i g n i f i c a n c e  of t h e  q u e s t i o n  h a d  been h e i g h t e n e d  
because  an element of enhanced  s u r v e i l l a n c e  was t h e  u n d e r s t a n d i n g  t h a t  
t h e  r e l e v a n t  s t a f f  r e p o r t s  would be made a v a i l a b l e  t o  t h e  commerc ia l  
banks i n  o r d e r  t o  f a c i l i t a t e  t h e  b a n k s '  m o n i t o r i n g  of V e n e z u e l a ' s  economy 
i n  t h e  c o n t e x t  of t h e  m u l t i y e a r  r e s c h e d u l i n g .  A s  he  understocjd i t ,  t h e  
commercial banks had no r  y e t  o f f i c i a l l y  r e c e i v e d  any of t h e  enhanced  
s u r v e i l l a n c e  r e p o r t s  on Venezuela  t h a t  t h e  E x e c u t i v e  Board had rev iewed 
t h u s  far .  Tha t  deve lopment  was d i s t u r b i n g  and l e d  him t o  wonder what 
t h e  Fund ' s  o b l i g a t i o n s  and  r o l e  u n d e r  t h e  enhanced s u r v e i l l a n c e  a r r a n g e -  
ment s h o u l d  be i n  t h e  f u t u r e .  After a l l ,  i f  t h e  Fund was a s k e d  t o  p e r f o r m  
a r o l e  t h a t  was d e s i g n e d  t o  f a c i l i t a t e  t h e  r e s t o r a t i o n  of more normal  
r e l a t i o n s  w i t h  commerc ia l  banks ,  and  i f  t h e  Fund ' s  a n a l y s i s  was n o t  a t  
l ea s t  b e i n g  s h a r e d  i n  a n  o f f i c i a l  manner w i t h  t h e  banks ,  h e  wondered how 
u s e f u l  t h e  Fund ' s  r o l e  c o u l d  be.  

H e  wondered i n  p a r t i c u l a r  w h e t h e r  t h e  Fund was o b l i g a t e d  t o  reumin  
i n v o l v e d  i n  t h e  enhanced  s u r v e i l l a n c e  a r r angemen t  t h r o u g h  t h e  whole 
p e r i o d  t h a t  had been d i s c u s s e d  w i t h  t h e  a u t h o r i t i e s ,  M r .  D a l l a r a  c o n t i n u e d .  
T h e  l a c k  of movement toward r e a c h i n g  a consensus  between t h e  a u t h o r i t i e s  
and s t a f f  o n  p o l i c y  i s s u e s ,  t h e  f a c t  t h a t  t h e  m u l t i y e a r  r e s c h e d u l i n g  
a r rangement  had n o t  y e t  been f i n a l i z e d ,  and  t h e  f e e l i n g  i n  t h e  E x e c u t i v e  
Board t h a t  enhanced s u r v e i l l a n c e  s h o u l d  p e r h a p s  be l i m i t e d  t o  t h e  c o n s o l i -  
d a t i o n  p e r i o d ,  a t  least  b rough t  t o  mind t h e  q u e s t i o n  of whe the r  t h e  Fund 
w a s  l e g a l l y  o b l i g a t e d  o r  s h o u l d  f e e l  morally bound t o  remain i n v o l v e d  i n  

- t h e  enhanced  s u r v e i l l a n c e  a r r angemen t  on t h e  b a s i s  of t h e  u n d e r s t a n d i n g s  
t h a t  had been r eached  f o r  t h e  p e r i o d  t h r o u g h  1997.  A t  t h e  same t i m e ,  lie 
a l s o  wondered whe the r  t h e  a u t h o r i t i e s  f e l t  t h a t  t h e  enhanced s u r v e i l l a n c e  
a r r angemen t  was c l e a r l y  u s e f u l  and ,  i f  so ,  trow t h e y  f e l t  t h a t  i t  would 
remain  u s e f u l .  

He a g r e e d  w i t h  p r e v i o u s  s p e a k e r s  t h a t  a number of t h e  r e c e n t l y  a d o p t e d  
p o l i c y  a c t i o n s  c o u l d  be s e e n  as s t e p s  backward,  w h i l e  o t h e r s  were p o s i t i v e ,  
M r .  Da l la ra  s a i d .  The a u t h o r i t i e s  i n t e n d e d  t o  move toward wsre  open  
f o r e i g n  d i r e c t  i n v e s t m e n t ,  a n d ,  as t h e  s t a f f  r e p o r t  n o t e d ,  t h e r e  were a 
number of o t h e r  p o s i t i v e  s i g n s .  The a u t h o r i t i e s  s h o u l d  b u i l d  on  t h o s e  
more r e c e n t  deve lopments  a n d  s t e p s  and  s h o u l d  r e c o n s i d e r  whe the r  t h e i r  
fundamen ta l  approach  toward  a h i g h l y  c o n t r o l l e d  and h i g h l y  r e s t r i c t e d  
t r a d e  s y s t e m  would maximize  p o t e n t i a l  growth i n  t h e  medium term. Given 
t h e  s e v e r e  e x t e r n a l  s h o c k s  t o  t h e  economy, t h e  a u t h o r i t i e s  c o u l d  ill 
a f f o r d  n o t  t o  t a k e  s t e p s  t h a t  would  maximlze t h e  b e n e € i t s  t h a t  c o u l d  be 
r e a l i z e d  f rom t h e  u s e  of V e n e z u e l a ' s  economic r e s o u r c e s .  It was i n  t h a t  
c o n t e x t  t h a t  t h e  a u t h o r i t i e s  s h o u l d  r e c o n s i d e r  c e r t a i n  a s p e c t s  of t h e i r  
p o l i c y  s t a n c e .  

Mr. Jayawardena  s a i d  t h a t  the a u t h o r i t i e s  were t o  be commended f o r  
h a v i n g  remained w i t h i n  t h e  p a r a m e t e r s  of t h e  Q u a n t i f i e d  Economic Program 
t h a t  had been implemented i n  1985. Al though c e r t a i n  exogenous f a c t o r s  
had  c o n t r i b u t e d  t o  t h e  f a v o r a b l e  outcome,  t h e  ach ievemen t s  were l a u d a b l e .  
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The 1986 Q u a n t i t a t i v e  Economic Program had been  f o r m u l a t e d  i n  t h e  
c o n t e x t  of t h e  f u r t h e r  s o f t e n i n g  of t h e  o i l  marke t ,  M r .  J ayawardena  n o t e d .  
T h e r e  were  s e v e r a l  p o s i t i v e  a s p e c t s  of t h a t  program and of t h e  c u r r e n t  
t h r u s t  of p o l i c i e s ,  i n c l u d i n g  t h e  e l imina t ion  of t h e  p r e f e r e n t i a l  exchange  
r a t e  and  s u b s i d i e s ,  t h e  p u b l i c  e n t e r p r i s e  and t a x  r e f o r m s ,  t h e  r e d u c t i o n  
of r e g u l a t o r y  measures  i n  t h e  f i e l d s  of e x p o r t s  and f o r e i g n  i n v e s t m e n t ,  
and  t h e  wage modera t ion .  Those e l e m e n t s  were c l e a r l y  weicome. The 
Government aimed t o  a c h i e v e  a d j u s t m e n t  w i t h  g rowth  by f i n a n c i n g  i t s e l f  
o u t  of t h e  slump i n  011 prices i n  t h e  hope  t h a t  t h e  o i l  marke t  would  
s t a b i l i z e  a t  a l a t e r  s t a g e .  I n  t h e  p r o c e s s ,  t h e  a u t h o r i t i e s  must be 
c a u t i o u s  t o  a v o i d  d i s c o u r a g i n g  t h e  growth of a v i a b l e  n o n - o i l  s e c t o r ,  
s i n c e  i t  was t h a t  s e c t o r  t h a t  would u l t i m a t e l y  have  t o  s u p p o r t  t h e  f u t u r e  
growth of t h e  economy, p r o v i d e  g r e a t e r  c e r t a i n t y  and s t a b i l i t y  t h a n  t h e  
o i l  s e c t o r ,  and i n s u l a t e  t h e  economy a g a i n s t  exogenous shocks .  

It was n o t  c l e a r  t o  him why t h e  a u t h o r i t i e s  b e l i e v e d  t h a t  t h e  growth  
i m p u l s e s  s h o u l d  come ma in ly  from i n v e s t m e n t  o u t l a y s ,  M r .  Jayawardena  
s a i d .  The d i v e r s i f i c a t i o n  of t h e  economy p r o b a b l y  c o u l d  n o t  be e a s i l y  
e n g i n e e r e d  th rough  p r i v a t e  i n c e n t i v e s  a l o n e  i n  t h e  i n i t i a l  s t a g e  b e c a u s e  
of t h e  economy's s t r o n g  o i l  o r i e n t a t i o n  and  dependence  on i m p o r t s .  T h a t  
c o n c l u s i o n  was c o n s i s t e n t  w i t h  t h e  i n f a n t  i n d u s t r y  a rgumen t .  The expec-  
t a t i o n  was t h a t  t h e  a u t h o r i t i e s  would c o n s i d e r  moving away from p r o t e c -  
t i o n i s t  impor t  and p r i c e  c o n t r o l s  as t h e  non-o i l  economy g a t h e r e d  momentum. 
O f  c o u r s e ,  one of t h e  g r e a t  r i s k s  i n h e r e n t  i n  t h a t  approach  was t h a t  t h e  
a c t i v i t i e s  t h a t  were b e i n g  encouraged  t ended  t o  remain  i n  c o n t i n u o u s  need  
of i n f a n c y  p r o t e c t i o n .  Hence, t h e  a u t h o r i t i e s  might  c o n s i d e r  a g r a d u a l  
r e d u c t i o n  in p r o t G k t i o n  o v e r  a r e a s o n a b l e  p e r i o d  which would s e n d  a n  
e x p l i c i t  s i g n a l  t o  i n v e s t o r s  f rom t h e  b e g i n n i n g  t h a t  t h e y  c o u l d  t a k e  i n t o  
a c c o u n t  i n  t h e i r  i n v e s t m e n t  d e c i s i o n s .  

As t o  t h e  m o d a l i t i e s  of t h e  p r i v a t e  e x t e r n a l  d e b t ,  i t  was u n c l e a r  
why some commercial  banks had t a k e n  i s s u e  w i t h  t h e  r e g u l a t i o n s  a f t e r  
h a v i n g . r e c e i v e d  a n  a d d i t i o n a l '  gove rnmen ta l  g u a r a n t e e  on p r i v a t e  d e b t  v i a  
U .S. do l l a r -denomina ted  bonds ,  Elr . Jayawardena  commented. If t h e  f i x e d  
i n t e r e s t  r a t e  OII bonds was t h e  s o u r c e  of c o n t e n t i o n ,  he empa th ized  w i t h  
t h e  a u t h o r i t i e s ,  who had s a i d  t h a t  supp lemen ta ry  payments  by d e b t o r s  
would no t  be  i n c l u d e d .  He hoped t h a t  any u n c e r t a i n t i e s  i n  t h a t  f i e l d  
c o u l d  be c l a r i f i e d .  

H e  d i d ' n o t  s h a r e  Mr. D a l l a r a ' s  v i ews  on t h e  e l e m e n t s  of enhanced  
s u r v e i l l a n c e  a r r a n g e m e n t s ,  M r .  Jayawardena  remarked.  It was clear t h a t  
t h e  E x e c u t i v e  Board had not  a g r e e d  t o  have t h e  k i n d s  of r e l a t i o n s h i p s  
t h a t  Mr. D a l l a r a  had d e s c r i b e d ,  i n  which t h e r e  would be u n d e r s t a n d i n g s  
w i t h  i n d i v i d u a l  c o u n t r i e s  and t h e  Fiind would g i v e  s top-and-go s i g n a l s  Eo 
commerc ia l  banks d u r i n g  t h e  p e r i o d  of t h e  enhanced  s u r v e i l l a n c e  a r r a n g e -  
ment. It was h i s  u n d e r s t a n d i n g  t h a t  t h e  Fund would comment f r a n k l y  o n  t h e  
c u r r e n t  t h r u s t  of a mentber's p o l i c i e s  and  l e a v e  t h e  matter of f i n a n c i n g  
t o  t h e  a u t h o r i t i e s  and c r e d i t o r s .  I n  t h e  case of Venezuela  t h e  Fund had 
made o b j e c t i v e  e v a l u a t i o n s  of t h e  s i t u a t i o n  and  s h o u l d  t h e n c e f o r t h  l e a v e  
rnatters a l o n e ,  u n l e s s  the a u t h o r i t i e s  would w i s h  t o  have c l e a r  u n d e r s t a n d -  
i n g s  under  a program s u p p o r t e d  by t h e  Fund. 
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Mrs. P l o i x  commented t h a t  Venezue la ' s  economic s i t u a t i o n  had changed 
d r a s t i c a l l y  s i n c e  t h e  p r e v i o u s  E x e c u t i v e  Board d i s c u s s i o n  on t h e  c o u n t r y  
i n  December 1985. 
s t r a i n  on r e s e r v e s  and had a g g r a v a t e d  t h e  d o m e s t i c  problems.  However, 
p r o g r e s s  had been  made i n  1985,  f o r  which t h e  a u t h o r i t i e s  were t o  b e  
commended. The r e s u l t s  of t h e  a d j u s t m e n t  program were  b e t t e r  t h a n  had 
been  expec ted  i n  t h e  areas of p u b l i c  f i n a n c e ,  t h e  e x t e r n a l  a c c o u n t s ,  and  
t h e  r a t e  of i n f l a t i o n .  A t  t h e  same time, developments  w i t h  r e s p e c t  t o  
growth and  unemployment had f a l l e n  s u b s t a n t i a l l y  s h o r t  of e x p e c t a t i o n s .  

The s h a r p  d r o p  i n  o i l  p r i c e s  had  p l a c e d  a d d i t i o n a l  

I n  r e sponse  t o  t h e  changed s i t u a t i o n ,  t h e  a u t h o r i t i e s  had i n t r o d u c e d  
a 21-point  program on  J u l y  1 7 ,  1986 t h a t  aimed a t  a r r e s t i n g  t h e  t r e n d  i n  
unempl.oyment and a t  e n c o u r a g i n g  growth ,  Mrs. P l o i x  c o n t i n u e d .  The r e c e n t  
d i s t r i b u t i o n  of t h e  supp lemen ta ry  r e p o r t  by t h e  s t a f f  had g i v e n  h e r  
l i t t l e  t i m e  i n  which t o  assess t h e  a p p r o p r i a t e n e s s  of t h e  new measures .  
She b r o a d l y  a g r e e d  w i t h  t h e  t h r u s t  of t h e  s t a f f  a p p r a i s a l ,  and t h e  o b s e r -  
v a t i o n s  t h a t  s h e  had made d u r i n g  t h e  p r e v i o u s  d i s c u s s i o n  on Venezuela  
were s t i l l  a p p l i c a b l e .  However, s h e  wished  t o  pose  q u e s t i o n s  i n  a number 
of areas.  

She wondered what t h s  i m p a c t  on GDP would be of t h e  r e c e n t  expendi -  
t u r e  and r evenue  measures  and  how l a r g e  t h e  p u b l i c  s e c t o r  d e f i c i t  i n  1986 
and beyond was e x p e c t e d  t o  be,  Mrs. P l o i x  s a i d .  I n  h i s  opening  s t a t e m e n t  
Mr. Perez  had o u t l i n e d  t h e  a u t h o r i t i e s '  v iews on revenue  r a i s i n g  measures  
and e x p e n d i t u r e  c u t s .  The s t a f f  s h o u l d  comment on t h o s e  measures. She 
wondered whether  t h e  s t a f f  s h o u l d  c o n t i n u e  t o  recommend r e d u c i n g  t h e  
p u b l i c  s e c t o r  d e f i c i t  t o  2-3 percent  of GDP i n  1987. What monetary  
p o l i c y  would be c o n s i s t e n t  w i . t h  t h e  o b j e c t i v e  of c o n t a i n i n g  i n f l a t i o n ?  

T h e  d e c i s i o n  t o  adop t  a un i fo rm exchange r a t e  of B s  7.5 per  
U.S. d o l l a r  was welcome, Mrs. P l o i x  commented. Given t h e  l a r g e  d i s c r e p -  
ancy  t h a t  s t i l l  ex i s t ed  between t h e  o f f i c i a l  and f r e e  marke t  ra tes ,  s h e  
wondered whether  f u r t h e r  a d j u s t m e n t  i n  t h e  ra te  s h o u l d  n o t  be c o n s i d e r e d .  
The exchange ra tes  s h o u l d  be u n i f i e d ,  and  t h e  s t a f f  s h o u l d  comment f u r t h e r  
on what was Cons ide red  t o  be a r e a l i s t i c  exchange r a t e  p o l i c y  € o r  Venezuela .  

The d i v e r s i f i c a t i o n  e f f o r t s  t h a t  had been  made i n  recent years  t o  
move t h e  economy away f rom i t s  dependency on o i l  had been f r u i t f u l ,  
Mrs. P l o i x  remarked.  However, more remained t o  be done,  s i n c e  o i l  s t i l l  
had an  e x c e s s i v e l y  large s h a r e  i n  e x p o r t  r evenues .  The p o t e n t i a l  of t h e  
c o u n t r y  was i m p r e s s i v e ,  and she welcomed t h e  World Bank ' s  i nvo lvemen t  i n  
s e v e r a l  a reas ,  i n c l u d i n g  t h e  s t u d y  on t r a d e  p o l i c y ,  which s h o u l d  h e l p  t h e  
c o u n t r y  t o  r e a c h  i t s  f u l l  p o t e n t i a l .  The s t a f f  had n o t e d  the r i g i d i t i e s  
t h a t  i m p a i r e d  p r o d u c t i v e  c a p a c i t y  as w e l l  a s  p u b l i c  and p r i v a t e  i n v e s t m e n t .  
A c c o r d i n g l y ,  t h e  a u t h o r i t i e s '  i n t e n t i o n  t o  remove a d m i n i s t r a t i v e  o b s t a c l e s ,  
attract f o r e i g n  i n v e s t m e n t ,  and  emphasize c a p i t a l  o u t l a y s  and c o n s t r u c t i o n  
a c t i v i t y  were welcome. 

She s h a r e d  p r e v i o u s  s p e a k e r s '  c o n c e r n  a b o u t  t h e  d e l a y s  i n  r e g i s t e r i n g  
Venezue la ' s  p r i v a t e  e x t e r n a l  d e b t ,  Mrs. Ploix s a i d .  T h e  d e l a y s  t h r e a t e n e d  
V e n e z u e l a ' s  p r i v a t e  s e c t o r  c r e d i t .  Moreover ,  t h e  r e c e n t  l a w  t h a t  w a s  
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a i m e d .  a t  r e f i n a n c i n g  p a r t  of t h e  p r i v a c e  s e c t o r  was c a u s e  f o r  c o n c e r n  L O  

c r e d i t o r s .  The s t a f f ,  t o o ,  had e x p r e s s e d  i t s  c o n c e r n ,  and  .a f u r t h e r  
comment on t h e  l a w  would be h e l p f u l .  

The r e c e n t l y  a d o p t e d  p rogra f i  had  f a r - r e a c h i n g  consequences  i n  many 
areas ,  Mrs. P l o i x  c o n t i n u e d .  The s t a f f  s h o u l d  comment on t h e  way i n  which 
enhanced  s u r v e i l l a n c e  f o r  Venwuela would be a f f e c t e d  by t h e  new measures .  
The a u t h o r i t i e s  had i n t r o d u c e d  commendable measures  t o  cope  w i t h  t h e  o i l  
s i t u a t i o n ,  and s h e  hoped t h a t  t h e  a u t h o r i t i e s  would approach  t h e  e x t e r n a l  
s e c t o r  i n  t h e  same s p i r i t .  

M r .  Romudldez remarked t h a t  t h e  i s s u e  t h a t  d i v i d e d  t h e  s t a f f  and  t h e  
a u t h o r i t i e s  was c lear  a n d  s i m p l e :  i n  t h e  wake of t h e  deve lopmen t s  i n  t h e  
o i l  marke t ,  t h e  s t a f f  recommended prompt a d j u s t m e n t  s o  t h a t  a s i g n i f i c a n t l y  
h a r s h e r  a d j u s t m e n t  a t  a l a t e r  s t a g e  c o u l d  be a v o i d e d ;  however ,  t h e  a u t h o r -  
i t i e s  p r e f e r r e d  t o  a v o i d  a b r u p t  a d j u s t m e n t  a t  t h e  p r e s e n t  s t a g e ,  as  t h e y  
were  w o r r i e d  t h a t  t h e  p r e s e n t  t h r u s t  of t h e  economy toward  growth  and t h e  
r e d u c t i o n  of unemployment migh t  be  l ~ s t .  Accord ing  t o  t h e  l a t e s t  news- 
p a p e r  r e p o r t s ,  which seemed t o  be conf i rmed  by Mr. P e ' r e z ' s  o p e n i n g  s t a t e -  
ment,  t h e  a u t h o r i t i e s  had a p p a r e n t l y  moved more J e c i s i v e l y  i n  some r e s p e c t s ,  
a l b e i t  i n  a more l i m i t e d  sense, c loser  t o  t h e  staff's p o s i t i o n  s ince  t h e  
w r i t i n g  of t h e  s t a f f  r e p o r t .  The a u t h o r i t i e s  had announced a p a r t i a l  
d e v a l u a t i o n  01 t h e  b o l i v a r  w i t h  r e s p e c t  t o  t h e  repayment  of some f o r e i g n  
d e b t s ,  a l t h o u g h  h i s  a u t h o r i t i e s  had mixed r e a c t i o n s  t o  t h a t  move. I n  
a d d i t i o n ,  t h e  a u t h o r i t i e s  hr;? l i b e r a l i z e d  t h e  f o r e i g n  i n v e s t m e n t  code ,  
had begun t h e  m s d e r n i z a t i o ?  of t h e  t ax  s y s t e m ,  and had t a k e n  s t e p s  t o -  
promote n o n t r a d i t i o n a l  e x p o r t s  more v i g o r o u s l y .  

The a u t h o r i t i e s  were t o  be commended f o r  t h o s e  s t e p s  bu t  t hey  s h o u l d  
t a k e  more f u n d a m e n t a l  a n d  f a r - r e a c h i n g  a c t i o n s - - i n  t h e  exchange  r a t e  a n d  
p r i c i n g  a reas ,  f o r  example--in o r d e r  t o  i n c r e a s e  t h e  e f f i c i e n c y  of  t h e  

. a l l o c a t i o n  of r e s o u r c e s  and  t o  i n c r e a s e  i n t e r n a t i o n a l  c o m p e t i t i v e n e s s ,  
e s p e c i a l l y  by enco*ira; : lng e x p o r t  d i v e r s i f i c a t i o n  and non-o i l  p r i v a t e  
s e c t o r  a c t i v i t y ,  Mr. Romualdez s a i d .  I n  t h e  area of f i s c a l  r e s t r a i n t ,  
t h e  a u t h o r i t i e s  p l a n n e d  t o  make some r e d u c t i o n s  i n  t h e  c a p i t a l  o u t l a y s  i n  
1936.  T h e i r  c r e d i t  p o l i c y  was d e s i g n e d  t o  p r e v e n t  pressure f rom i n t e r i s i f y -  
in:: on o f f i c i a l  r e s e r v e s  and on p r i c e s .  The u n i f i c a t i o n  of t h e  exchange  
r a t e  was e s s e n t i a l  i f  t h e  a d j u s t m e n t s  were t o  b r i n g  a b o u t  more l a s t i n g  
improvements  i n  t h e  p r i c e  s t r u c t u r e .  The s t a f f  h a d  c o r r e c t l y  s u g g e s t e d  
t h a t  a d m i n i s t r a t i v e  r e g u l a t i o n  of p r i c e s ,  t h e  t r a d e  and  exchange  s y s t e m ,  
and i n t e r e s t  r a t e s  s h o u l d  be e l i m i n a t e d .  R e t a i n i n g  c o n t r o l l e d  i n t e r e s t  
ra tes  s e r v e d  o n l y  t o  d i m i n i s h  o r  n u l l i f y  t h e  e f f e c t i v e n e s s  .of the a d j u s t -  
ment measu res  t h a t  a l r e a d y  had been i n t r o d u c e d  t o  r e s t o r e  momentum toward  
a d e q u a t e  and s u s t a i n a b l e  growth .  S i g n i f i c a n t .  gains had been  made i n  
1986 and the p r e s e n t  s t a g e  was n o t  a n  a p p r o p r i a t e  one  a t  which t o  re lax  
t h e  a u t h o r i t i e s  ' e f f o r t s .  Developments  i n  V e n e z u e l a ' s  e n v i r o n m e n t ,  par- 
t i c u l a r l y  t h e  p r e c i p i t o u s  d r o p  i n  o i l  p r i c e s  and  t h e  u n c e r t a i n t i e s  a b o u t  
the o u t l o o k  for t h e  economy, u n d e r s c o r e d  t h e  n e e d  t o  m a i n t a i n  c a u t i o n  
and t h e  a d j u s t m e n t  e f f o r t .  H e  €ul;y a g r e e d  w i t h  t h e  s t a f f ' s  a p p r a i s a l  on 
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t h o s e  p g i n t s .  F i n a l l y ,  h i s  a u t h o r i t i e s  s h a r e d  t h e  c o n c e r n  e x p r e s s e d  by 
p r e v i o u s  s p e a k e r s ,  p a r t i c u l a r l y  Mr. Da l l a ra ,  abou t  t h e  enhanced s u r v e i l -  
l a n c e  a r r angemen t  f o r  Venezue la .  

The s t a f f  r e p r e s e n t a t i v e  from t h e  Wes te rn  Hemisphere Departnlent  
r e c a l l e d  t h a t  q u e s t i o n s  had been  a s k e d  a b o u t  t h e  impact of t h e  new p r i v a t e  
d e b t  scheme on t h e  b a l a n c e  of payrsents and domes t i c  monetary  c o n d i t i o n s .  
Under t h e  e x i s t i n g  scheme of f i v e - y e a r  c o n t r a c t s  f o r  p r i v a t e  sed tor  d e b t ,  
a m o r t i z a t i o n  payment; on t h a t  d e b t  were t o  be abou t  $1.1 b i l l i o n  a y e a r .  
S t r e t c h i n g  t h o s e  payments o u t  t o  1 5  years would r e d u c e  t h e  a n n u a l  payments  
by a b o u t  one  t h i r d  f rom t h e  p r e v i o u s  programmed amount,  r e s u l t i n g  i n  a 
s a v i n g  of $0.7 b i l l i o n  a y e a r  i f  t h e r e  were no o t h e r  changes  i n  t h e  terms 
and c o n d i t i o n s  of t h e  d e b t .  The s t a f f  c o u l d  g i v e  o n l y  p r e l i m i n a r y  i n d i c a -  
t i o n s  of t h e  impact  of t h e  new p r i v a t e  d e b t  scheme on domes t i c  c r e d i t .  
T h e r e  was some q u e s t i o n  how t h e  d o m e s t i c  banks i n  Venezuela  would react 
t o  t a k i n g  ove r  t h e  e n t i r e  c r e d i t  T':L of t h e  f o r e i g n  d e b t  p o r t f o l i o ,  as 
t h e  banks would be a sked  t o  e x t e n d  c r e d i t  t o  Ven.ezue la ' s  d e b t o r s  t o  buy 
bonds i n  1986; t h e  t o t a l  amount of c r e d i t  i n v o l v e d  would be a b o u t  B s  38 b i l -  
l i o n ,  which was e q u i v a l e n t  t o  a p p r o x i m a t e l y  10 percent  of GDP and  exceeded  
t h e  t o t a l  l e n d i n g  Lo t h e  p r i v a t e  s e c t o r  t h a t  had been  e x p e c t e d  unde r  t h e  
a u t h o r i t i e s '  program .cor 1986.  Implement ing  t h a t  a r rangement  might  w e l l  
be d i f f i c u l t .  I t  c o u l d  p r c b a b l y  be h a n d l e d  i n  a way t h a t  would n o t  be 
d i s r u p t i v e ,  s i n c e  t h e  r e s o u r c e s  borrowed by t h e  p r i v a t e  s e c t o r  t o  p u r c h a s e  
t h e  new e x t e r n a l  bcr:ds would c o v e r  t h e  p u b l i c  s e c t o r  d e f i c i t  i n  1986.  
The amount of d o m e s t i c  f i n a n c i n g  t h a t  was expec ted  t o  be r e q u i r e d  t o  
c o v e r  t h e  p r tb l i c  s e c t o r  d e f i c i t  i n  1986 was a b o u t  B s  38 b i l l i o n ,  which 
w a s  similar t o  t h e  amount t h a t  would be r e q u i r e d  f o r  t h e  p r i v a t e  s e c t o r  
t o  buy t h e  new government bond... 

I t  was too  soon t o  say f o r  c e r t a i n  how t h e  l a t e s t  f i s c a l  measures  
would a f f e c t  t h e  oc l t t u rn  f o r  1986,  t h e  s t a f f  r e p r e s e n t a t i v e  commented. 
Many of t h e  measui :s had n o t  y e t  been  s p e c i f i e d  o r  implemented,  hnd t h e  
s t a f f  d i d  n o t  know a b o u t  t h e  t i m i n g  of t h e  i m p l e m e n t a t i o n  of t h e  m, n a s u r e s  
in d e t a i l .  However, a t  t h e  p r e s e n t  l a t e  s t a g e ,  t h e  new measures were 
u n l i k e l y  t o  have  much e f f e c t  on t h e  p u b l i c  f i n a n c e s  i n  t h e  rest of 1986. 
The s t a f f  e x p e c t e d  o i l  r evenues  t o  be s l i g h t l y  lower  t h a n  t h e  a u t h o r i t i e s  
p r o j e c t e d .  But t h a t  might  be o f f s e t  by a r e d u c t i o n  i n  i n v e s t m e n t  expend i -  
t u r e s  and i n  s u b s i d i e s  on t h e  p r i v a t e  d e b t .  The s p e c i a l  p u b l i c  s e c t o r  
i n v e s t m e n t  program was l a g g i n g  somewhat beh ind  t a r g e t ,  though n o t  b e c a u s e  
of a p o l i c y  d e c i s i o n  t o  slow t h e  imp lemen ta t ion  of t h e  program, t h e  s t a f f  
r e p r e s e n t a t i v e  e x p l a i n e d .  T h e  t o t a l  amount of e x p e n d i t u r e  unde r  t h e  
s p e c i a l  i n v e s t m e n t  program planned  f o r  1986 was a p p r o x i m a t e l y  B s  13 b i l -  
l i o n ,  and a b o u t  80 p e r c e n t  would be e x e c u t e d .  ?he  s a v i n g s  would p e r h a p s  
be  t h e  e q u i v a l e n t  t o  1 . 5  p e r c e n t  of GDP i n  1986. All in a l l ,  t h e  f i s c a l  
d e f i c i t  might  t h e r e f o r e  t u r n  o u t  t o  be a b o u t  9 p e r c e n t  of CDP, which 
would be lower  t h a n  che  w o r s t  case p r o j e c t i o n  i n  t h e  s t a f f  r e p o r t .  

The s t a f f  c o n t i n u e d  t o  b e l i e v e  t h z t  i t  was i n  t h a t  c o n t e x t  t h a t  t h e  
s t a f f  had recommended e a r l y  a c r i o n  t o  s e t  t h e  s t a g e  f o r  a n  improvement i n  
t h e  f i s c a l  p o s i t i o n  i n  1987 and  beyond,  t h e  s t a f f  r e p r e s e n t a t i v e  remarked .  
i n  t h e  a b s e n c e  of s i g n i f i c a n t  n e t  new f o r e i g n  f i n a n c i n g  ( a l t h o u g h  assuming 
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new bor rowing  t o  o f f s e t  a m o r t i z a t i o n  of p u b l i c  e x t e r n a l  d e b t ) ,  a g r a d u a l  
r e d u c t i o n  of t h e  f i s c a l  d e f i c i t  t o  2-3 p e r c e n t  of GDP i n  a b o u t  t h r e e  years 
would imply s u b s t a n t i a l  u s e  of reserves t o  smooth {:ne a d j u s t m e n t  p r o c e s s .  
By t h e  end of t h e  t h r e e  years, a c c o r d i n g  t o  t h e  s t a f f q s  p r o j e c t i o n s ,  
r e s e r v e s  would f a l l  t o  t h e  minimal  l e v e l  t h a t  t h e  a u t h o r i t i e s  c o n s i d e r  
c o m f o r t a b l e  and would be c l o s e  t o  t h e  minimum l e v e l  e n v i s a g e d  i n  t h e  
m u l t i y e a r  a r r angemen t  w i t h  t h e  commerc ia l  banks.  

The f i n a n c i a l  p r o s p e c t s  f o r  Venezue la  w i l l  depend h e a v i l y  o n  deve lop -  
ments  i n  t h e  o i l  marke t .  The s t a f f ' s  p r o j e c t i o n s  f o r  1986 were based  on 
a n  o i l  p r i c e  of $13.2 a b a r r e l ,  t h e  s t a f f  r e p r e s e n t a t i v e  s a i d .  The 
medium-term p r o j e c t i o n s  i n  t h e  s t a f f  r e p o r t  were based  on p r i c e s  nf $13 a 
b a r r e l  i n  1987 and $15 a b a r r e l  i n  1988. An i n c r e a s e  in t h e  p r i c e  by one 
d o l l a r  y i e l d e d  a p p r o x i m t e l y  $0 .5  b i l l i o n  i n  a d d i t i o n a l  r evenue  f o r  
Venezuela .  A d e c l i n e  i n  t h e  p r i c e  t o  $ 9  a b a r r e l ,  which had been  men- 
t i o n e d  by Mr. F i n a i s h ,  would imply  a r e s o u r c e  l o s s  of a b o u t  $2 b i l l i o n  a 
y e a r ,  which would o b v i o u s l y  pose  a s e r i o u s  problem. 

The s t a f f  c o n s i d e r e d  t h a t  a p r o c e s s  t o  r e d u c e  t h e  s c o p e  of t h e  
p r e s e n t  exchange and i m p o r t  c o n t r o l s  c o u l d  be e f f e c t i v e l y  s t a r t e d  only 
a f t e r  t h e  exchange  r a t e  s y s t e m  was re fo rmed ,  t h e  s t a f f  r e p r e s e n t a t i v e  
remarked.  Many of t h e  exchange  and i m p o r t  c o n t r o l s  were r e q u i r e d  i n  
o r d e r  t o  o p e r a t e  t h e  m u l t i p l e  exchange  r a t e  sys tem.  Thus ,  many of t h e  
p o l i c y  i n i t i a t i v e s  t h a t  t h e  s t a f f  had recommended c o u l d  n o t  be made wi th -  
o u t  a n  a d j u s t m e n t  of t h e  c o n t r o l l e d  exchange  rate and  e l i t n i n a c i o n  of t h e  
wide  s p r e a d  between t h e  two exchange  m a r k e t s .  

Commenting on t h e  q u e s t i o n  of what was a r e a l i s t i c  exchange  ra te  f o r  
V e n e z u e l a ,  t h e  s t a f f  r e p r e s e n t a t i v e  s a i d  t h a t  even a f t e r  t h e  a d j u s t m e n t  of 
t h e  c o n t r o l l e d  r a t e  t o  Bs 7 . 5  p e r  U.S. d o l l a r ,  t h e  r e a l  e f f e c t i v e  exchange  
r a t e  was. s t i l l  20 p e r c e n t  a b o v e . t h e  l e v e l  p r i o r  t o  1973,  w h i l e  o i l  e x p o r t  
receipts  i n  r ea l  terms were now back a t  t h e  1973  l e v e l .  Moreover ,  i n  
c o n s i d e r i n g  a n  a p p r o p r i a t e  b a s e  p e r i o d ,  i t  s h o u l d  be no ted  t h a t  t h e  r e a l  
exchange  r a t e  i n  1973  had n o t  c o n t r i b u t e d  t o  a r a p i d  d i v e r s i f i c a t i o n  i n  
t h e  economy. In a d d i t i o n ,  t h e  p e r v a s i v e  u s e  of c o n t r o l s  t h roughou t  t h e  
economy s e r v e d  t ?  m a i n t a i n  a n  o v e r v a l u e d  exchange  r a t e .  I n  t h e  a b s e n c e  
of c o n t r c l s ,  t h e  r a t e  would p r o b a b l y  be f u r t h e r  d e p r e c i a t e d .  Moreover .  
t h e  l a r g e  s p r e a d  between t h e  o f f i c i a l  a n d  f r e e  marke t  exchange  ra tes  was 
g i v i n g  a s t r o n g  s i g n a l  t o  t h e  economy a b o u t  f u t u r e  exchange r a t e s  and 
a b o u t  t h e  e q u i l i b r i u m  u n i f i e d  r a t e  t h a t  would be needed. A l l  t h o s e  
f a c t o r s  had a b e a r i n g  on what  t h e  s t a f f  c o n s i d e r e d  t o  be a r e a l i s t i c  
exchange  r a t e  p o l i c y  a t  t h e  p r e s e n t  s t a g e .  

The Deputy D i r e c t o r  of t h e  Exchange and T r a d e  R e l a t i o n s  Depar tment  
remarked t h a t  f rom t h e  s t a r t  of t h e  enhanced  s u r v e i l l a n c e  p r o c e s s  t h e r e  
had been  d i f f e r e n t  v iews  on what  was Co be e x p e c t e d  f rom enhanced  s u r v e i l -  
l a n c e .  T h e  a u t h o r i t i e s  had s t a t e d  t h a t  "Venezuela  will r e q u e s t  f rom t h e  
Fund a n  enhancement  of t h o s e  ( A r t i c l e  IV)  c o n s u l t a t i o n s  as  s e t  f o r t h  below 
i n  o rde r  t o  complement t h e  c o u n t r y ' s  own p r o c e d u r e s  t o  mon i to r  economic  
p e r f o r m a n c e  and t h e  i m p l e m e n t a t i o n  of economic and f i n a n c i a l  p o l i c i e s .  " 
The enhanced  s u r v e i l l a n c e  p r o c e d u r e  was s e e n  a s  a h e l Q f u 1  s u p p l e m e n t a r y  
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means of e x p l a i n i n g  Venezue la ’ s  n a t i o n a l  p o l i c i e s  t o  t h e  c o u n t r y ’ s  
c r e d i t o r s .  The enhanced s u r v e i l l a n c e  was n o t  s e e n  a s  a s u b s t i t u t e  f o r  
a n  a r r angemen t  wi th  t h e  Fund. The s t a f f  had adhe red  t o  t h e  p r i n c i p l e  o f  
e n s u r i n g  t h a t  as a minimum i t s  r e p o r t s  unde r  enhanced s u r v e i l l a n c e  were 
a d e q u a t e  and  f r a n k .  T h e r e  would be an o p p o r t u n i t y  t o  d i s c u s s  t h e  g e n e r a l  
i s s u e s  of enhanced s u r v e i l l a n c e  of September  2 ,  1986,  when t h e  E x e c u t i v e  
Board was schedu led  t o  c o n s i d e r  s t a f f  p a p e r s  on i n t e r n a t i o n a l  bank ing  and  
r e l a t e d  matters. 

Venezue la ’ s  m u l t i y e a r  r e s c h e d u l i n g  a r r angemen t  w i t h  t h e  commercial  
banks was n o t  y e t  i n  e f f e c t ,  t h e  Deputy D i r e c t o r  of t h e  Exchange a n d  Trade 
R e l a t i o n s  Department  e x p l a i n e d .  T h e r e f o r e ,  t h e  r e l e v a n t  s t a f f  r e p o r t  had 
n o t  y e t  been made a v a i l a b l e  t o  t h e  banks .  I n  a d d i t i o n ,  t h e  Fund was n o t  
a s i g n a t o r y  t o  t h e  a r r angemen t ;  t h e  s i g n a t o r i e s  were t h e  banks and t h e  
n a t i o n a l  a u t h o r i t i e s .  T h a t  s t a t e m e n t  summarized t h e  l e g a l  p o s i t i o n .  I n  
f a c t ,  however ,  t h e  Fund was c l e a r l y  a p a r t y  t o  t h e  agreement  in t h e  sense 
t h a t  t h e  s t a f f  r e p o r t  was rev iewed by t h e  p a r t i e s  t o  t h e  ag reemen t ,  a n d  
t h e  approach  t h a t  was be ing  used  was s u p p o r t e d  i n  a g e n e r a l  s e n s e  by t h e  
Fund. 

Mr. D a l l a r a  s a i d  t h a t  he  u n d e r s t o o d  t h e  c l a r i f i c a t i o n  of t h e  l e g a l  
s t a t u s  of t h e  Fund’s  p a r t i c i p a t i o n  i n  t h e  enhanced s u r v e i l l a n c e  f o r  
Venezue la .  However, h e  c o n t i n u e d  t o  wondered w h e t h e r  t h e  l a c k  of  t h e  
p r o v i s i o n  OL t h e  s t a f f  r e p o r t s  t o  t h e  commercial  banks was c o n s i s t e n t  
w i t h  t h e  s p i r i t  of t h e  a r r angemen t  as well as  w i t h  t h e  leTa1 r e q u i r e m e n t s  
under the a r r angemen t .  A f t e r  a l l ,  t h e  Fund had no t  s a i d  t o  Venezuela  o r  
t o  i t s  commercial bank c r e d i t o r s  t h a t  t h e  Fund would not: engage i n  t h e  
enhanced  s u r v e i l l a n c e  d i s c u s s i o n s  w i t h  Venezuela  u n t i l  t h e  m u l t i y e a r  
r e s c h e d u l i n g  a r r angemen t  was s i g n e d .  I n  f a c t ,  t h e  Fund had s t e p p e d  f o r -  
ward t o  i n i t i a t e  t h e  enhanced  s u r v e i l l a n c e  p r o c e d u r e s  and had c o o p e r a t e d  
w i t h  t h e  a u t h o r i t i e s  toward t h a t  end .  I n  a d d i t i o n ,  h e  wondered w h e t h e r  
i t  was r e a s o n a b l e  t o  hope t h a t ,  once  t h e  agreement  had been f o r m a l l y  
r e a c h e d ,  t h e  a u t h o r i t i e s ’  approach  t o  enhanced s u r v e i l l a n c e  would change .  

Flr. P 6 r e z  commented t h a t  t h e  Venezuelan a u t h o r i t i e s  were w i l l i n g  t o  
d i s t r i b u t e  t h e  s t a f f  r e p o r r  t o  t h e  commercial  banks.  U n f o r t u n a t e l y ,  t h e  
banks had n o t  ye t  s i g n e d  t h e  r e l e v a n t  agreement ;  i t  would be i n c o n s i s t e n t  
w i t h  t h e  p r i n c i p l e s  i n  t h e  r e s c h e d u l i n g  agreement  t o  s e n d  t h e  r e p o r t  t o  
t h e  banks u n t i l  t h e  s i g n i n g  had o c c u r r e d .  

Venezuela  had made a s u b s t a n t i a l  a d j u s t m e n t  e f f o r t  o v e r  t h e  p r e v i o u s  
two years i n  t h e  macroeconomic and microeconomic f i e l d s ,  Mr. PGrez 
c o n t i n u e d .  The r e s u l t s  i n  t h e  f i s c a l  and e x t e r n a l  s e c t o r s  and i n  t h e  
r a t e  of i n f l a t i o n  c l e a r l y  showed t h a t  Venezuela  had c o r r e c t e d  i n  r e c o r d  
t i m e  a l l  t h e  macroeconomic d i s e q u i l i b r i a  t h a t  had been e v i d e n t  i n  1982 
a s  a consequence of t h e  f a l l  i n  o i l  p r i c e s .  Fu r the rmore ,  Venezuela  h a d  
o v e r s h o t  t h e  t a r g e t s  i n  t h e  Government’s  program and t h e  s t a f f ’ s  estimates 
of t h e  o b j e c t i v e s  f o r  t h e  macroeconomic v a r i a b l e s .  
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It w a s  i m p o r t a n t  t o  remember t ha t  t h a t  a d j u s t m e n t  had been  made w i t h -  
o u t  r e s o r t i n g  t o  new f i n a n c i n g  from c r e d i t o r  banks o r  m u l t i l a t e r a l  i n s t i -  
t u t i o n s ,  Mr. Ye'rez s t a t e d .  M.oreover, d u r i n g  t h e  p e r i o d  i n  q u e s t i o n ,  a n d  
d e s p i t e  t h e  overwhelming economic d i f f i c u l t i e s  i n  t h e  c o u n t r y ,  Venezuela  
was one of t h e  F u n d ' s  l a rges t  c r e d i t o r s .  T h a t  f a c t  w a s  e v i d e n c e  of 
V e n e z u e l a ' s  c o l l a b o r a t i o n  w i t h  t h e  i n t e r n a t i o n a l  community. 

Venezuela  was one  of t h e  few d e b t o r  c o u n t r i e s  t h a t  had r educed  ishe 
amount of e x t e r n a l  d e b t  d u r i n g  t h e  p e r i o d  concerned--by $ 5  b i l l i o n - -  
w h i l e  i n c r e a s i n g  t h e  l e v e l  of r e s e r v e s  s u b s  t a n t i a l l y ,  Mr. PBrez n o t e d .  
Those ach ievemen t s  had  h e l p e d  t o  r e i n f o r c e  t h e  c o u n t r y ' s  a b i l i t y  t o  
s e r v i c e  i t s  e x t e r n a l .  d e b t .  

Commenting on t h e  p r i v a t e  d e b t ,  M r .  P6rez s a i d  t h a t  he  would d e s c r i b e  
t h e  a t t i t u d e  of t h e  Government and  t h e  way i n  which t h e  f i n a n c i a l  scheme 
had evo lved .  When t h e  problem of V e n e z u e l a ' s  d e b t  had e r u p t e d ,  t h e  
Government had made i t  c l ea r  t h a t  p r i v a t e  a n d  p u b l i c  d e b t  n e g o t i a t i o n s  
s h o u l d  no t  be l i n k e d .  N e v e r t h e l e s s ,  t h e  Gevernment had e s t a b l i s h e d  a 
f a c i l i t y  t h r o u g h  which  Venezue lan  p r i v a t e  s e c t o r  companies  were t o  be  
g i v e n  p r e f e r e n t i a l  access t o  d o l l a r s  t o  service t h e  p r i v a t e  d e b t  u n d e r  
s p e c i f i e d  cond i t ions - -namely ,  t h a t  t h e  f i n a n c i n g  would be d e v o t e d  t o  
a c t i v i t i e s  t h a t  were i n  t h e  n a t i o n a l  i n t e r e s t  and t h a t  t h e  d e b t  would be 
r e n e g o t i a t e d  on a p p r o p r i a t e  terms. Under t h a t  scheme, d o l l a r s  had been  
p r o v i d e d  t o  bo r rowers  a t  t h e  exchange r a t e  of B s  4 . 3  p e r  U.S. d o l l a r  f o r  
payments  o€ p r i n c i p a l  and  B s  7.5 p e r  U.S. d o l l a r  f o r  i n t e r e s t - p a y m e n t s .  
I n  a d d i t i o n ,  t h e  Government ,  t o g e t h e r  w i t h  t h e  C e n t r a l  Bank, had e s t a b -  
l i s h e d  a f r e e  d o l l a r  m a r k e t ,  access t o  which was g i v e n  t o  any f i r m ,  i n s t i -  
t u t i o n ,  o r  i n d i v i d u a l  f o r  all t y p e s  of t r a n s a c t i o n s ,  i n c l u d i n g  payment of 
i n t e r e s t  a n d  p r i c c i p a l  l i n k e d  t o  t h e  f o r e i g n  d e b t .  A s  t h o s e  deve lopmen t s  
had ,shown, t h e  Government had been commit ted a t  t h e  o u t s e t  t o  h e l p  t h e  
p r i v a t e  s e c t o r  t o  f i n a n c e  i t s  d e b t  and  a d j u s t  t o  t h e  new exchange  r a t e .  

T h e  s c e n a r i o  on t h e  b a s i s  of which  t h e  scheme had been  d e s i g n e d  had 
changed d r a s t i c a l l y  i n  e a r l y  1986, and  t h e  Government had c o n s i d e r e d  i t  
a p p r o p r i a t e  t o  ad j u s t  t h e  scheme t o  t h e  new c i r c u m s t a n c e s  b o t h  by increas- 
i n g  t h e  e f f o r t  t h e  p r i v a t e  s e c t o r  s h o u l d  make and  by s t r e t c h i n g  t h e  
p r o f i l e  of p r i v a t e  d e b t  t h a t  was s e r v i c e d  t h r o u g h  tne o f f i c i a l  m a r k e t ,  
Mr. P 6 r e z  c o n t i n u e d .  I n  recent  months ,  t h e r e  had been  two changes  i n  
t h e  s c h e n e .  F i r s t ,  a c c e s s  t o  t h e  p r e f e r e n t i a l  exchange  r a t e  by d e b t o r s  
f o r  t h e  s e r v i c i n g  of t h e  r e g i s t e r e d  p r i v a t e  d e b t  had been l i m i t e d  t o  t h e  
p u r c h a s e  of t h e  f o r e i g n  cu r rency-denomina ted  bonds i s s u e d  by t h e  FOCOCAM. 
Those bonds would have  a m a t u r i t y  and  i n t e r e s t  r a t e  t h a t  were d e t e r m l n e d  
by t h e  Government ,  a s  they  c a r r i e d  a government  g u a r a n t e e .  Second,  on 
J u l y  1 7 ,  1986 ,  t h e  President of t h e  R e p u b l i c  had  announced t h e  e l i m i n a t i o n  
o f  t h e  p r e f e r e n t i a l  exchange  r a r e  of B s  4 . 3  p e r  U.S. d o l l a r ,  moving t h e  
s e r v i c i n g  of t h e  e x t e r n a l  p u b l i c  d e b t  t o  t h e  o f f i c i a l  exchange  r a t e  of  
13s 7.5  p e r  U.S. d o l l a r .  A c c o r d i n g l y ,  u n d e r  t h e  new c i r c u m s t a n c e s ,  c r e d i t o r  
banks and  p r i v a t e  b o r r o w e r s  had  a g r e e d  t o  L i q u i d a t e  t h e i r  f i n a n c i a l  a g r e e -  
m e n t s  t h r o u g h  e i t h e r  t h e  FOCOCAM o r  t h e  f r e e  m a r k e t .  He would convey t h e  
c o n c e r n  t h a t  was e x p r e s s e d  by  E x e c u t i v e  D i r e c t o r s  a b o u t  t h e  scheme t o  h l s  
a u t h o r i t i e s  . 
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Commenting on t h e  c o n t e n t  and  i m p l i c a t i o n s  of t h e  enhanced  s u r v e i l -  
l a n c e  e x e r c i s e ,  M r .  T6re.z s a i d  t h a t  i t  was i m p o r t a n t  t o  remember t h a t  
t h e  e x e r c i s e  had been s t a r t e d  i n  r e s p o n s e  t o  t h e  r e q u e s t s  of some of t h e  
members t h a t  had s e e n  t h e  need f o r  such  a p r o c e d u r e  i n  o r d e r  t o  make 
p r o g r e s s  toward a d d r e s s i n g  t h e i r  d e b t  problems.  To t h a t  e n d ,  enhanced  
s u r v e i l l a n c e  had been e s t a b l i s h e d  as  a s p e c i a l  p o l i c y  w i t h i n  t h e  broad  
p o l i c y  of s u r v e i l l a n c e  and  was t h e r e f o r e  d i f f e r e n t  f rom t h e  Fund ' s  p o l i c i e s  
c o n c e r n i n g  Fund-supported programs.  Tha t  d i s t i n c t i o n  w a s  c l e a r l y  r e f l e c t e d  
i n  t h e  f a c t  t h a t ,  unde r  enhanced  s u r v e i l l a n c e ,  t h e  Q u a n t i f i e d  Economic 
Program was a n  i n t e g r a l  p a r t  of t h e  c o u n t r y ' s  po l icymaking  p r o c e s s ,  which 
r e f l e c t e d  t h e  autonomous c h a r a c t e r  of t h e  c o u n t r y ' s  o b j e c t i v e s  and  p o l i c y  
i n t e n t i o n s .  In t h a t  c o n n e c t i o n ,  t h e  Fund ' s  r o l e  was t o  c o l l a b o r a t e  w i t h  
t h e  coul i t ry  by p r o v i d i n g  t e c h n i c a l  a s s i s t a n c e  and by h e l p i n g  t o  f o r m u l a t e  
and s u p p o r t  t h e  Q u a n t i f i e d  Economic Program. However, u n l i k e  a program 
i n  s u p p o r t  of u s e  of r e s o u r c e s  i n  t h e  upper  c r e d i t  t r a n c h e s ,  t h e  o b j e c t i v e s  
and economic p o l i c y  package u n d e r  enhanced s u r v e i l l a n c e  were n o t  p a r t  of 
a n  a r r angemen t  w i t h  t h e  Fund. H e  a g r e e d  w i t h  M r .  Dallara t h a t  unde r  t h e  
enhanced s u r v e i l l a n c e  p r o c e d u r e s ,  as unde r  t h e  g e n e r a l  p o l i c y  o n  s u r v e i l -  
l a n c e ,  t h e  d i f f e r e n c e s  of o p i n i o n  of t h e  a u t h o r i t i e s  and t h e  s t a f f  on any  
a s p e c t  of economic p o l i c y  s h o u l d  be nar rowed,  and  t h e  d i f f e r e n c e s  had 
been narrowed i n  t h e  case of Venezuela .  

A s  to t h e  e f f e c t i v e n e s s  of t h e  enhanced s u r v e i l l a n c e  f o r  Venezue la ,  
on t h e  b a s i s  of t h e  economic r e s u l t s  t h u s  f a r  i t  was c lear  t h a t  t h e  Fund 

- had succeeded  i n  a d v i s i n g  t h e  Government abou t  t h e  a p p r o p r i a t e  c o u r s e  t o  
f o l l o w  t o  d e a l  w i t h  t h e  economic d i f f i c u l t i e s  i n  Venezuela ,  Mr. P6rez  
remarked.  Tha t  was n o t  t o  say  t h a t  Venezuela  had f o l l o w e d  a l l  t h e  Fund ' s  
recommendat ions,  bu t  some E x e c u t i v e  D i r e c t o r s  had overemphas ized  t h e  f a c t  

, t h a t  i n  some areas p r o g r e s s  had been s l o w e r  t h a n  had been recommended and 
had un ,de res t ima ted  t h e  areas i n  which t h e  Government had o v e r s h o t  t h e  
t a r g e t s .  I n  g e n e r a l ,  Venezuela  had per formed very w e l l  u n d e r  t h e  enhanced 
s u r v e i l l a n c e  a r r angemen t .  

The wide  d i f f e r e n t i a l  between t h e  o f f i c i a l  and f r e e  marke t  exchange 
r a t e  was c l e a r l y  a c a u s e  f o r  c o n c e r n ,  bu t  t h e  s u g g e s t i o n  t h a t  t h e  exchange  
c o n t r o l s  s h o u l d  be e l i m i n a t e d  and t h a t  t h e  exchange r a t e  s h o u l d  be u n i f i e d  
were d i f f e r e n t  i s s u e s  a l t o g e t h e r ,  M r .  PErez s a i d .  The u n c e r t a i n t i e s  
a b o u t  t h e  c u r r e n t  economic o u t l o o k  made i t  n e c e s s a r y  t o  i s o l a t e  exchange  
t r a n s a c t i o n s  f rom t h e  p o t e n t i a l l y  d i s t u r b i n g  movements i n  t h e  c a p i t a l  
a c c o u n t .  I n  c o n s i d e r i n g  t h e  i s s u e  of exchange r a t e  u n i f i c a t i o n ,  E x e c u t i v e  
D i r e c t o r s  s h o u l d  b e a r  i n  mind t h e  p a r t i c u l a r  c h a r a c t e r i s t i c s  of Venezuela ,  
which was h i g h l y  dependen t  upon a s i n g l e  e x p o r t - - o i l .  A movement i n  t h e  
exchange  r a t e  would have  o n l y  a l i m i t e d  e f f e c t  on perEormance i n  t h e  
s h o r t  run  in Venezue la ,  w h i l e  t h e  consequences  f o r  t h e  r a t e  of i n f l a t i o n  
c o u l d  be d e v a s t a t i n g .  A u n i f i e d  exchange  r a t e  s y s t e m  i n  a c o u n t r y  l i k e  
Venezue la ,  where u n c e r t a i n t i e s  abou t  t h e  i n t e r n a t i o n a l  o i l  marke t  had 
l e d  t o  wide  exchange  r a t e  movements, c o u l d  be i n c o m p a t i b l e  w i t h  e f f i c i e n t  
r e s o u r c e  a l l o c a t i o n .  
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The a u t h o r i t i e s '  p e r c e p t i o n  of t h e  p u b l i c  s e c t o r  s t a n c e  i n  1986 and 
beyond was d i f f e r e n t  f rom t h a t  of t h e  s t a f f  and some E x e c u t i v e  D i r e c t o r s  
f o r  s e v e r a l  r e a s o n s ,  Mr. P & r e z  commented. F i r s t ,  t h e  o v e r a l l  p u b l i c  
s e c t o r  s u r p l u s  i n  1985 was l a r g e r  t h a n  had been  p r e v i o u s l y  e s t i m a . t e d .  The 
s u r p l u s  i n  1985 was 5 p e r c e n t ,  compared w i t h  t h e  2 . 8  p e r c e n t  t h a t  had 
b e e n  e s t i m a t e d  by t h e  s t a f f  a t  t h e  t i m e  of i t s  v i s i t  t o  Venezue la .  
A c c o r d i n g l y ,  t h e  base  f o r  t h e  1986 p r o j e c t i o n s  had changed d r a m a t i c a l l y ,  
and t h e  d e f i c i t  f o r  1986 was smaller t h a n  had been e x p e c t e d .  Second,  t h e  
p a c e  of t h e  i m p l e m e n t a t i o n  of t h e  p u b l i c  i n v e s t m e n t  program i n  1986 was 
s l o w e r  t h a n  had been  p l a n n e d ,  w h i l e  c u r r e n t  e x p e n d i t u r e  on p e r s o n n e l  and 
p u r c h a s e s  of goods and  s e r v i c e s  had  been  c u t .  Both a c t i o n s  would r e s u l t  
i n  a lower  l e v e l  :f e x p e n d i t u r e  t h a n  had been  budgeted .  T h i r d ,  some of 
t h e  revenue  r a i s i n g  measures  announced  by t h e  P r e s i d e n t  of t h e  R e p u b l i c  
would t a k e  e f f e c t  i n  1986;  t h e y  would i n c l u d e  increases i n  p r i c e s  and 
t a r i f f s  of some s t a t e  e n t e r p r i s e s .  I n  a d d i t i o n ,  t h e  e l i m i n a t i o n  of t h e  
p r e f e r e n t i a l  exchange r a t e  of B s  4.30 p e r  U.S. d o l l a r  e n t a i l e d  a r e d u c t i o n  
i n  t h e  o v e r a l l  p u b l i c  s e c t o r  d e f i c i t  of 0 .5  p e r c e n t  of GDP i n  1986 and 
1 p e r c e n t  of GDP a y e a r  o v e r  t h e  coming f i v e  y e a r s .  Those e l e m e n t s  would 
r e s u l t  i n  a smaller d e f i c i t  i n  1986 t h a n  had been expec ted- -about  6 p e r -  
c e n t  of GDP--which was i n  l i n e  w i t h  t h e  s t a f f  recommendat ion of r e a c h i n g  
a d e f i c i t  o f  2-3 percen.t of GDP i n  1986. 

The Chairman made t h e  f o l l o w i n g  summing up:  

Most E x e c u t i v e  D i r e c t o r s  were i n  b road  agreement  w i t h  t h e  
t h r u s t  of t h e  s t a f f  a p p r a i s a l  i n  t h e  r e p o r t  - for  t h e  1986 A r t i c l e  I V  
c o n s u l t a t i o n  w i t h  Venezuela .  

D i r e c t o r s  commended t h e  a u t h o r i t i e s  f o r  t h e  s u b s t a n t i a l  
p r o g r e s s  made d u r i n g  1983-85 i n  r e d u c i n g  dornes t ic  e x p e n d i t u r e  i n  
r e s p o n s e  t o  a ma jo r  d rop  i n  V e n e z u e l a ' s  e x p o r t  e a r n i n g s .  They 
s t a t e d  t h a t  a s t r o n g  improvement i n  t h e  p u b l i c  f i n a n c e s ,  a 
r e s t r a i n e d  monetary p o l i c y ,  a s u b s t a n t i a l  r e a l  d e p r e c i a t i o n  of 
t h e  b o l l v a r ,  and  a c a u t i o u s  wage p o l i c y  had  l e d  t o  a major  
improvement i n  V e n e z u e l a ' s  e x t e r n a l  p o s i t i o n .  However, conce rned  
a b o u t  t h e  p ro longed  s t a g n a t i o n  of o u t p u t  and  i n c r e a s e d  unemploy- 
m e n t ,  t h e  Government had s h i f t e d  t h e  t h r u s t  of p o l i c i e s  i n  l a t e  
1985 t o  seek a r e a c t i v a t i o n  of t h e  economy th rough  a s u b s t a n t i a l  
expans ion .  i n  p u b l i c  i n v e s t m e n t .  

D i r e c t o r s  obse rved  t h a t  t h e  s h a r p  d r o p  i n  w o r l d  o i l  p r i c e s  
s i n c e  e a r l y  1986 had d r a s t i c a l l y  changed V e n e z u e l a ' s  economic 
o u t l o o k .  Expor t  e a r n i n g s  and p u b l i c  s e c t o r  r e v e n u e s  were e x p e c t e d  
t o  f a l l  by o v e r  10 p e r c e n t  of GDP, a n d  t h u s  a renewed a d j u s t m e n t  
e f f o r t  was r e q u i r e d  t o  r e - e s t a b l i s h  a s u s t a i n a b l e  e x t e r n a l  p o s i -  
t i o n .  T h e  a u t h o r i t i e s '  Q u a n t i f i e d  Economic Program f o r  1986 
p r o j e c t e d  a ma jo r  s h i f t  f rom s u r p l u s e s  t o  l a r g e  d e f i c i t s  i n  b o t h  
t h e  p u b l i c  f i n a n c e s  and  the o v e r a l l  b a l a n c e  of p a y m e n t s .  T h e  
program a l s o  e n v i s a g e d  a f u r c h e r  t i g h t e n i n g  of impor t  and p r i c e  
c o n t r o l s  a s  well a s  ma in tenance  of a w i d e  s p r e a d  between t h e  
c o n t r o l l e d  and t h e  f r e e  marke t  exchange  r a t e s .  



- 63 - EBM/96/122 - 7/25/86  

D i r e c t o r s  no ted  t h e  p o l i c y  measures  announced by t h e  
P r e s i d e n t  of t h e  R e p u b l i c  on J u l y  1 7 ,  1 9 8 6 ,  which were d e s i g n e d  
t o  f o s t e r  a d j u s t m e n t  w i t h o u t  s a c r i f i c i n g  growth and employment. 
I n  t h a t  c o n t e x t ,  a few D i r e c t o r s  no ted  t h a t  V e n e z u e l a l s  h i g h  
l e v e l  of i n t e r n a t i o n a l  r e s e r v e s  t o g e t h e r  w i t h  e x t e r n a l  f i n a n c i n g  
gave  Venezuela  some m a r g i n  f o r  maneuver.  However, most D i r e c t o r s  
h e l d  t h e  view t h a t  t h e  p o l i c i e s  i n c l u d e d  i n  t h e  a u t h o r i t i e s '  
program were no t  s u f f i c i e n t  t o  d e a l  w i t h  t h e  c o u n t r y ' s  l a r g e  
f i s c a l  and e x t e r n a l  i m b a l a n c e s .  A c c o r d i n g l y ,  t h e y  urged  t h e  
a u t h o r i t i e s  t o  a d o p t  prompt ly  a comprehensive program t h a t  would 
set  t h e  b a s i s  f o r  a r e s u m p t i o n  of s u s t a i n a b l e  economic growth.  
D e l a y s  i n  t h e  a d o p t i o n  of c o r r e c t i v e  measures ,  D i r e c t o r s  warned,  
would r e q u i r e  a much h a r s h e r  a d j u s t m e n t  a t  a l a t e r  s t a g e .  

D i r e c t o r s  no ted  t h a t  a comprehens ive  program would c o m p r i s e  
demand management p o l i c i e s  aimed a t  s i g n i f i c a n t l y  r e d u c i n g  t h e  
p u b l i c  s e c t o r  d e f i c i t  and t h e  r a t e  of e x p a n s i o n  of d o m e s t i c  bank 
c r e d i t  t o  l e v e l s  t h a t  would be  c o n s i s t e n t  w i t h  a s u s t a i n a b l e  
e x t e r n a l  p o s i t i o n  and p r i c e  s t a b i l i t y  o v e r  t h e  medium term. Adop- 
t i o n  of r e v e n u e  m e a s u r e s ,  i n c l u d i n g  a d j u s t m e n t s  i n  p r i c e s  and  
t a r i f f s  of p u b l i c  e n t e r p r i s e s ,  and r e s t r a i n t  on e x p e n d i t u r e ,  were 
needed t o  improve t h e  p u b l i c  s e c t o r  per formance .  Cuts  i n  t h e  
p u b l i c  s e c t o r  i n v e s t m e n t  p l a n s  were a l s o  ca l l ed  f o r .  D i r e c t o r s  
n o t e d  t h a t  t h e  f i s c a l  measures  foreshadowed i n  t h e  r e c e n t  announce- 
ments  of t h e  P r e s i d e n t  of Venezuela  were a s c e p  i n  t h e  r i g h t  
d i r e c t i o n ,  but s t r e s s e d  t h a t  a l a r g e  f i s c a l  i m b a l a n c e  would 
remain  t h a t  s h o u l d  be t a c k l e d  w i t h o u t  d e l a y .  

Directors were of t h e  view t h a t  t h e  t a r g e t e d  growth for  
broad money was t o o  h i g h ,  g i v e n  t h e  i n f l a t i o n  and b a l a n c z  of 
payments t a r g e t s ,  and  would need  t o  be lowered .  S e v e r a l  D i r e c t o r s  
a l s o  encouraged t h e  a u t h o r i t i e s  t o  move toward m a r k e t - o r i e n t e d  
i n t e r e s t  ra tes  i n  o r d e r  t o  promote t h s  growth of  d o m e s t i c  f i n a n -  
c i a l  s a v i n g s .  

I n  t h e  l i g h t  of t h e  r e c e n t  s h a r p  d e c l i n e  i n  e x t e r n a l  income, 
D i r e c t o r s  emphasized t h e  i m p o r t a n c e  of wage r e s t r a i n t  i n  promoting 
a d j u s t m e n t  w i t h o u t  unduly i n c r e a s i n g  unemployment and  i n  c o n t a i n -  
i n g  t h e  i n f l a t i o n a r y  p r e s s u r e s .  

Whi le  welcoming t h e  p r o g r e s s  t h a t  h a s  b e e n  rnadc toward a 
s i m p l i f i c a t i o n  of t h e  exchange r a c e  s y s t e m ,  D i r e c t o r s  g e n e r a l l y  
s t r e s s e d  t h a t  t h e  p r e s e n t  exchange sys tem s t i l l  gave r i s e  t o  
d i s t o r t i o n s ,  p a r t i c u l a r l y  b e c a u s e  of t h e  wide d i f f e r e n t i a l  
be tween t h e  exchange r a t e s ,  and t h e y  emphasized t h e  need t o  
advance r a p i d l y  toward a u n i f i e d  exchange r a t e  t h a t  would e n c o u r -  
a g e  e x p o r t  d i v e r s i f i c a t i o n  and e f f i c i e n t  i m p o r t  s u b s t i t u t i o n .  
Implementa t ion  of r e s t r a i n e d  demand management and r e a l i s t i c  
exchange  r a t e  p o l i c i e s  would f a c i l i t a t e  t h e  p r o g r e s s i v e  e l imi-  
n a t i o n  of impor t  r e s t r i c t i o n s ,  export l i c e n s i n g ,  and exchange  
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c o n t r o l s .  I n  t h i s  r e s p e c t ,  D i r e c t o r s  n o t e d  t h a t  t h e  t r a d e  
p o l i c y  s t u d y ,  i n i t i a t e d  w i t h  t h e  a s s i s t a n c e  of t h e  kIorld Bank, 
would be h e l p f u l  i n  s e t t i n g  a r e v i s e d  i m p o r t  t a r i f f  s t r u c t u r e .  

S e v e r a l  D i r e c t o r s  s t r e s s e d  t h a t  s z a g n a t i o n  of t h e  d o m e s t i c  
economy i n  r e c e n t  y e a r s  might  b e  a t t r i b u t a b l e  t o  some e x t e n t  t o  
t h e  e x c e s s i v e  r e l i a n c e  on government  c o n t r o l s  and r e g u l a t i o n s  i n  
most areas of t h e  economy. They f e l t  t h a t  a r e d u c t i o n  i n  t h e  
s c o p e  of regulat ' j .ons  and c o n t r o l s ,  p a r t i c u l a r l y  o n  p r i c e s ,  was 
u r g e n t l y  needed  t o  h e l p  promote c o n d i t i o n s  conduc ive  t o  p r i v a t e  
s e c t o r  i n v e s t m e n t  and t o  t h e  much needed econolnic d i v e r s i f i c a t i o n .  
I n  t h i s  respect ,  t h e y  were encouraged  by t h e  a u t h o r i t i e s '  e f f o r t s  
t o  s t r e a m l i n e  r e g u l a t i o n s ,  p a r t i c u l a r l y  o n  e x p o r t s ,  and  t o  promote  
f o r e i g n  i n v e s t m e n t ,  b u t  t h e y  r e g r e t t e d  r e c e n t  moves toward  a n  
i n  t e n s  i f  i c a  t i o n  of imp0 r t res t r  i c  t i o n s .  

D i r e c t o r s  n o t e d  t h e  a u t h o r i t i e s '  i n t e n t i o n  t o  r e o p e n  n e g o t i a -  
t i o n s  w i t h  c r e d i t o r  banks o n  t h e  F e b r u a r y  1986 r e s c h e d u l i n g  
a r r angemen t  f o r  p u b l i c  d e b t s  i n  t h e  l i g h t  of changed e x t e r n a l  
c i r c u m s t a n c e s .  D i r e c t o r s  welcomed t h e  c o m p l e t i o n  of t h e  p r o c e s s  
of r e g i s t r a t i o n  of p r i v a t e  e x t e r n a l  d e b t .  Whi le  welcoming t h e  
r e c e n t  e l i m i n a t i o n  of t h e  exchange  s u b s i d y  o n  p r i v a t e  e x t e r n a l  
d e b t  payments ,  s e v e r a l  D i r e c t o r s  e x p r e s s e d  c o n c e r n  t h a t  t h e  
approach  a d o p t e d  by t h e  a u t h o r i t i e s  c o u l d  a d v e r s e l y  a f f e c t  t h e  
n o r m a l i z a t i o n  o f  V e n e z u e l a ' s  r e l a t i o n s  w i t h  i t s  f o r e i g n  c r e d i t o r s  
a t  a time when t h o s e  c r e d i t o r s  were b e i n g  a s k e d  t o  show i n c r e a s e d  
E l e x i b i l i t y .  

F i n a l l y ,  i n  t h e  l i g h t  of t h e  enhanced  s u r v e i l l a n c e  a r r a n g e -  
ments  be tween Venezuela  and  t h e  Fund, a number of D i r e c t o r s  

. e x p r e s s e d  c o n c e r n  r e g a r d i n g  t h e  s i g n i f i c a n t  d i f f e r e n c e s  of v iew on 
a p p r o p r i a t e  economic p o l i c i e s  t h a t  p e r s i s t  between t h e  Venezuelan  
a u ' t h o r i t i e s  and t h e  Fund s t a f f .  
p u t  fo rward  d u r i n g  t h e  d i s c u s s i o n ,  D i r e c t o r s  e x p r e s s e d  t h e  hope  
t h a t  a conve rgence  of v iews  on  economic p o l i c i e s  between Venezuela  
and  t h e  Fund would o c c u r  soon.  

Tak ing  i n t o  a c c o u n t  t h e  v i ews  

The 1986  midyea r  c o n s u l t a t i o n  w i t h  Venezue la  is e x p e c t e d  t o  
b e  h e l d  i n  a b o u t  s i x  months.  

3 .  INCOME P O S I T I O N  - P R I N C I P L E S  OF "BURDEN SHARING,"  INCOME TAKGET 
FOR FY 1987 AND FY 1988, RATE OF CHARGE, AND RATE OF REMUNERATION; 
AND RATE OF CHARGE AS OF MAY 1, 1986 

The E x e c u t i v e  D i r e c t o r s  c o n s i d e r e d  a p roposed  d e c i s i o n  on "burden  
s h a r i n g , "  t h e  Fund ' s  income t a r g e t  f o r  FY 1987 and FY 1988, t h e  r a t e  of 
c h a r g e ,  and t h e  r a t e  of r e m u n e r a t i o n  (EBS/86/16?, 7 / 2 3 / 8 6 ) .  
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The Chairman n o t e d  t h a t  t h e  proposed  d e c i s i o n  had been  p r e p a r e d  on 
t h e  b a s i s  of t h e  E x e c u t i v e  D i r e c t o r s '  i n f o r m a l  meet ing  on J u l y  1 7 ,  1936.  
The a g r e e d  p r i n c i p l e s  g o v e r n i n g  bu rden  s h a r i n g  and  t h e  compromise t h a t  
had been  reached  on t h e  f i n a n c i n g  mechanism f o r  FY 1987 and FY 1 9 8 8  was 
c o n t a i n e d  i n  h i s  summing up  of t h a t  i n f o r m a l  meet ing .  1/ E x e c u t i v e  
D i r e c t o r s  might wish t o  t a k e  up t h e  proposed  d e c i s i o n  p a r a g r a p h  by p a r a -  
g r a p h  and make any t e c h n i c a l  amendments n e c e s s a r y  t o  make i t  f u l l y  c o n s i s -  
t e n t  w i t h  t h e  agreement  r e a c h e d  a t  t h a t  i n f o r m a l  mee t ing .  

S e c t i o n  I - P r i n c i p l e s  of  "Burden S h a r i n g "  

M r .  Po lak  s u g g e s t e d  t h e  d e l e t i o n  of t h e  r e f e r e n c e  i n  p a r a g r a p h  2 eo  
t h e  p r i n c i p l e  of bu rden  s h a r i n g  b e i n g  a p p l i e d  " . . . i n s o f a r  as  t h e  Ar t i c l e s  
of Agreement make p o s s i b l e  t h e  f u l l  a p p l i c a t i o n  of t h i s  p r i n c i p l e . "  The 
d e c i s i o n  c o u l d  n o t  i n v a l i d a t e  t h e  Ar t ic les ,  b u t  t h a t  c l a u s e  might  l e a d  t o  
a n  i n c o n s i s t e n c y  between t h e  r e q u i r e m e n t  i n  t h e  Articles t h a t  t h e  r a t e  of 
r e m u n e r a t i o n  s h o u l d  no t  be l e s s  t h a n  80 p e r c e n t  of t h e  ra te  of i n t e r e s t  on 
t h e  SDR, and  t h e  p r o p o s a l  i n  S e c t i o n  V on burden  s h a r i n g  i n  FY 1987 and  
FY 1988 t h a t  no r e d u c t i o n  i n  t h e  r a t e  of r e m u n e r a t i o n  s h o u l d  r educe  t h e  
a v e r a g e  r emunera t ion  c o e f f i c i e n t  below 85 p e r c e n t  of t h e  SDR i n t e r e s t  r a t e .  

Mr. Sengup ta  a sked  why t h e  f i r s t  two p a r a g r a p h s  of t h e  Chai rman ' s  
summing up on the a g r e e d  p r i n c i p l e s  cou ld  n o t  be i n s e r t e d  i n  S e c t i o n  I. 
Those p a r a g r a p h s  p rov ided  a more comprehens ive  d e s c r i p t i o n  of t h e  a g r e e d  
p r i n c i p l e s  of burden  s h a r i n g ,  and  i n d i c a t e d  t h a t  b o t h  t h e  i n c r e a s e  i n  
t h e  r a t e  of r e m u n e r a t i o n  and bu rden  s h a r i n g  would a p p l y  a s  l o n g  as the 
problem of ove rdue  o b l i g a t i o n s  e x i s t e d .  

The Chairman obse rved  t h a t  h e  would have  no o b j e c t i o n  t o  a d d i n g  a 
r e f e r e n c e  i n  t h e  d e c i s i o n  t o  t h e  i n c r e a s e  i n  t h e  r a m u n e r a t i o n  c o e f f i c i e n t  
t o  100 p e r c e n t ,  which was ment ioned  i n  h i s  summing up. Nor would h e  
have  any o b j e c t i o n  t o  m e n t i o n i n g  t h a t  t h e  p r i n c i p l e s  g o v e r n i n g  burden  
s h a r i n g  would remain i n  e f f e c t  o n l y  as  l o n g  as t h e  problem of ove rdue  
f i n a n c i a l  o b l i g a t i o n s  gave r i se  t o  t h e  need f o r  such  s h a r i n g .  

The D i r e c t o r  of t h e  L e g a l  Depar tment  no ted  t h a t  t h e  i n c r e a s e  i n  t h e  
ra te  of r e m u n e r a t i o n  t o  100 p e r c e n t  was c o v e r e d  i n  S e c t i o n  I V ,  p a r a g r a p h  2;  
t h e  i n c r e a s e  w a s  t o  be permanent ,  w i t h  e f f e c t  €rom F e b r u a r y  1, 1987,  and 
d i d  n o t  a p p l y  o n l y  t o  FY 1987 and FY 198e. Thus ,  t h e r e  was no need  t o  
r e p e a t  t h e  c o n t e n t  of t h e  p r o v i s i o n  i n  t h e  c o n t e x t  of S e c t i o n  I on  t h e  
p r i n c i p l e s  of burden  s h a r i n g .  

M r .  F u j i n o  n o t e d  t h a t  t h e  i n c r e a s e  i n  t h e  r e m u n e r a t i o n  c o e f f i c i e n t ,  
w h i l e  p a r t  of t h e  o v e r a l l  package ,  d i d  n o t  f a l l  unde r  t h e  p r i n c i p l e s  of 
b u r d e n  s h a r i n g  as  such .  

l/ Reproduced i n  Annex. - 
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The Chairman,  i n  r e s p o n s e  t o  a p o i n t  r a i s e d  by M r .  K i n g ,  s a i d  t h a t  
i n  f a c t  he  had r e f e r r e d  i n  h i s  summing up  of t h e  i n f o r m a l  mee t ing  t o  t h e  
temporary  n a t u r e  of t h e  u n d e r s t a n d i n g  i n  o r d e r  t o  meet M r .  L a n k e s t e r ' s  
c o n c e r n  t h a t  t h e  d u r a t i o n  of b u r d e n  s h a r i n g  s h o u l d  be o n l y  f o r  t h e  p e r i o d  
d u r i n g  which t h e  problem of ove rdue  o b l i g a t i o n s  remained .  His summing 
u p  would n o t  have t h e  same s t a t u s  a s  a d e c i s i o n ,  a l t h o u g h  i t  c o u l d  be 
i n c o r p o r a t e d  i n  t h e  r e c o r d  of t h e  meet ing .  

Mr. Grosche  s a i d  t h a t  i t  was c l e a r  f rom p a r a g r a p h  1 of S e c t i o n  I a s  
d r a f t e d  t h a t  t h e  problem of bu rden  s h a r i n g  was b e i n g  d e a l t  w i t h  o n l y  i n  
r e l a t i o n  t o  t h e  problem of o v e r d u e  o b l i g a t i o n s .  

H r .  Dallara s a i d  t h a t  h e  had  no  d i f f i c u l t y  w i t h  i n c o r p o r a t i n g  t h e  
summing up  i n  t h e  r e c o r d s  of t h e  p r e s e n t  mee t ing  r a t h e r  t h a n  f o r m a i l y  
i n c o r p o r a t i n g  t h e  u n d e r s t a n d i n g  d e s c r i b e d  i n  t h e  summing up i n  t h e  proposed  
d e c i s i o n .  The summing up  would t h e n  have t h e  same s t a t u s  as any o t h e r  
summing up of a Board d i s c u s s i o n .  

M r .  Nebbia  c o n s i d e r e d  t h a t  in o r d e r  t o  a v o i d  r e p e a t i n g  t h e  word ing  
of t h e  summing up i n  f u l l  i n  t h e  proposed  d e c i s i o n ,  S e c t i o n  I c o u l d  b e  
r e d r a f t e d  t o  r e f e r  b r i e f l y  t o  t h e  two a g r e e d  p r i n c i p l e s  w i t h  r e s p e c t  t o  
b u r d e n  s h a r i n g  and t h e  i n c r e a s e  i n  t h e  r e m u n e r a t i o n  c o e f f i c i e n t .  

Mr. Sengup ta  s a i d  t h a t  he  c o u l d  a g r e e  t h a t  t h e  Chai rman ' s  summing 
up s h o u l d  be a c c e p t e d  as a r e f e r e n c e  p o i n t .  I t  would s e r v e  as an a i d  I n  
u n d e r s t a n d i n g  t h e  nuances  of t h e  agreement  t h a t  had been r eached  when 
t h e  b a s i c  p r i n c i p l e s  of burden  s h a r i n g  and t h e  f i n a n c i n g  mechanism were 
r e c o n s i d e r e d  i n  two y e a r s '  t i m e .  

Mr. Mass6 c o n s i d e r e d  t h a t  i t  would be u s e f u l  t o  i n c l u d e  t h e  summing 
up i n  che  m i n u t e s ,  which would p r o v i d e  a f u l l e r  e x p l a n a t i o n  of t h e  d e c i s i o n  

' i t s e l f .  

Mr. Z e c c h i n i  s a i d  t h a t  t h e  summing up and t h e  m i n u t e s  would c l a r i f y  
t h e  i n t e n t i o n  of t h e  d e c i s i o n .  

M r .  P o l a k  obse rved  tha t  t h e  a g r e e d  p r i n c i p l e s  d e s c r i b e d  i n  t h e  
summing up,  which were u s e f u l  b u t  had n o t  been  d i s c u s s e d  fully, c o u l d  n o t  
be a s u b s t i t u t e  f o r  a p r e c i s e  d e c i s i o n .  

The Chairman remarked t h a t  t h a t  was no r e a s o n  f o r  no t  i n c l u d i n g  t h e  
summing up i n  t h e  r e c o r d s  as  t h e  b a s i s  on  which t h e  Board h a d . r e a c h e d  a n  
u n d e r s t a n d i n g ,  i n  l i n e  w i t h  t h e  Board ' s  no rma l  p r o c e d u r e s .  

Mr. P6rez  s a i d  t h a t  he was i n  f a v o r  of i n c l u d i n g  t h e  summing up I n  
t h e  m i n u t e s .  Many s t a t e m e n t s  made i n  t h e  Board were iniprecise bu t  t h a t  
d i d  no t  n e g a t e  t h e i r  u s e f u l n e s s .  
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S e c t i o n  I1 - Income T a r g e t  f o r  FY 1987 and FY 1988  

Mr. Masse s a i d  t h a t  no  s p e c i f i c  ag reemen t  had been  r e a c h e d  a t  t h e  
inEorma l  mee t ing  on whe the r  a d d i t i o n a l  s u p p l e m e n t a l  income would be 
g e n e r a t e d  i n  FY 1988. T h e r e f o r e ,  p a r a g r a p h  2 s h o u l d  be amended t o  read 
" d u r i n g  FY 1988,  t h e  Board may d e c i d e  t o  add s u p p l e m e n t a l  n e t  income t o  
b e  g e n e r a t e d  and u s e d  i n  a c c o r d a n c e  w i t h  t h e  p r o v i s i o n s  of S e c t i o n  V . "  

The Di rec tor  of t h e  Legal Depar tment  n o t e d  t h a t  s ince  t h e r e  would be 
c o r r e s p o n d i n g  l i a b i l i t i e s  t o  t h e  s u p p l e m e n t a l  income,  owing t o  i t s  
r e f u n d a b i l i t y ,  i t  was n e c e s s a r y  t o  r e f e r  t o  s u p p l e m e n t a l  income r a t h e r  
t h a n  t o  suppl .ementa1 n e t  income. 

Mr. Po lak  remarked t h a t  i t  was i n c o r r e c t  t o  r e f e r  t o  t h e  u5e of t h e  
s u p p l e m e n t a l  income b e c a u s e  S e c t i o n  V ment ioned  o n l y  t h e  d i s t r i b u t i o n  of 
s u p p l e m e n t a l  income. 

The D i r e c t o r  of t h e  L e g a l  Depar tment  conf i rmed  t h a t  t h e  words  "and 
used"  s h o u l d  be d e l e t e d  b e c a u s e  t h e  d i s t r i b u t i o n  mechanism was s p e l l e d  
o u t  i n  S e c t i o n  V .  P a r a g r a p h  2 a s  amended s h o u l d  r ead :  "For  FY 1988,  t h e  
Fund may d e c i d e  t o  add s u p p l e m e n t a l  income t o  be g e n e r a t e d  i n  a c c o r d a n c e  
w i t h  t h e  p r o v i s i o n s  of S e c t i o n  V . "  

M r .  D a l l a r a  s a i d  t h a t  h i s  u n d e r s t a n d i n g ,  and  t h e  b a s i s  on which  h e  
had j o i n e d  t h e  c o n s e n s u s  a t  t h e  i n f o r m a l  mee t ing ,  w a s  t h a t  che i n c r e a s e  
i n  t h e  Fund ' s  n e t  income t a r g e t  f rom 5 p e r c e n t  t o  7 .5  p e r c e n t  of t h e  - 

Fund ' s  r e s e r v e s  a t  t h e  b e g i n n i n g  of e a c h  y e a r  would be  a perinanent i n c r e a s e  
and  n o t  a n  i n c r e a s e  f o r  FY 1987 and  FY 1988  only .  He d i d  n o t  b e l i e v e  
t h a t  t h e  f i n a n c i n g  of the i n c r e a s e  beyond t h o s e  two f i n a n c i a l  years had  
been  d i s c u s s e d ,  a l t h o u g h  i t  migh t  have  been I m p l i c i t  i n  t h e  d i s c u s s i o n  
t h a t  , t h e  i n c r e a s e  would be  f i n a n c e d  unde r  t h e  e x i s t i n g  r u l e s ,  namely,  by 
c h a r g e s .  

The Chairman commented t h a t  t h a t  had n o t  b e e n  h i s  u n d e r s t a n d i n g ;  
o t h e r w i s e ,  h e  would have  i n c l u d e d  a p a r a g r a p h  i n  h i s  summing up  s t a t i n g  
s p e c i f i c a l l y  t h a t  t h e  income t a r g e t  t70Uld remain  a t  7 . 5  p e r c e n t  f o r  
f i n a n c i a l  y e a r s  s u b s e q u e n t  t o  FY 1987 and FY 1988. 

Mr. P6rez  r e c a l l e d  t h a t  d u r i n g  t h e  a f t e r n o o n  i n f o r m a l  mee t ing  
h i s  u n d e r s t a n d i n g  t h a t  t h e  income t a r g e t  would r e v e r t  a u t o m a t i c a l l y  t o  
5 p e r c e n t  a f t e r  FY 1987 and FY 1988  had been  conf i rmed  by t h e  Chairman.  

M r .  D a l l a r a  r e c a l l e d  t h a t  a number of D i r e c t o r s  had a r g u e d  a t  t h e  
informal meet ing  t h a t  t h e  problem of arrears u n d e r l a y  t h e  need f o r  a n  
i n c r e a s e  i n  r e s e r v e s ,  in l i n e  w i t h  p o s i t i o n s  t h a t  t h e y  had t a k e n  i n  
e a r l i e r  d i s c u s s i o n s .  But i t  had not  been  c l ea r  t h a t  t h e  a c t i o n  p roposed  
t o  meet tha t :  need f o r  a r e s e r v e  increase was as d i r e c t l y  r e l a t e d  t o  t h e  
c o s t  of a r r e a r s  as  was t h e  a c t i o n  t o  be t a k e n  on s h a r i n g  t h e  bu rden  of 
!?onaccrued income. T h a t  p o i n t  w a s  b o r n e  out by t h e  p o t e n t i a l  c o s t  of 
i h e  a r r e a r s  probl-em, a s  i l l u s t r a t e d  by t h e  f a c t  t h a t  15 p e r c e n t  of t h e  



EBM/86/122 - 7 /25 /86  - 68 - 

' t o t a l  ove rdue  o b l i g a t i o n s  o f  members t h a t  might  be i n  arrears  on payments  
of p r i n c i p a l  t o  t h e  Fund by O c t o b e r  1'986, and  f o r  a p e r i o d  of  more t h a n  
two y e a r s ,  would amount t o  a p p r o x i m a t e l y  SDR 107 m i l l i o n .  F u r t h e r m o r e ,  
if t h e  a c t i o n  t o  be t a k e n  w a s  n o t  o n l y  a r e f l e c t i o n  of t h e  arrears  problem 
b u t  of o t h e r  u n d e r l y i n g  c o n s i d e r a t i o n s - - s u c h  as t h e  r a t i o  of Fund r e s e r v e s  
t o  o u t s t a n d i n g  bor rowing ,  which had f a l l e n  f rom 20 p e r c e n t  i n  1382 t o  
7 p e r c e n t  i n  1986,  q u i t e  a p a r t  f rom t h e  f a l l  i n  r e l a t i o n  t o  t h e  r a t i o s  
of o t h e r  i n t e r n a t i o n a l  o r g a n i z a t i o n s - - t h e n  i t  was even  l e s s  c l ea r  t h a t  
the p r o p o s a l  i n  t h e  d r a f t  d e c i s i o n  w i t h  r e s p e c t  t o  t h e  r e s e r v e  t a r g e t  
was i n  p r o p o r t i o n  t o  t h e  p o t e n t i a l  s i z e  of t h e  arrears problem. 

Mr. Grosche remarked t h a t  r a p i d  p r o g r e s s  toward  a c o n s e n s u s  had  
been made a t  t h e  end of t h e  i n f o r m a l  mee t ing .  L i k e  M r .  D a l l a r a ,  h e  had 
approached  t h e  i s s u e  of r e s e r v e s  f rom B l o n g e r - t e r m  p e r s p e c t i v e ,  a l t h o u g h  
t h e  Chai rman ' s  summing up  a t  t h a t  m e e t i n g  had i n  f a c t  no t  ment ioned  t h e  
l o n g e r - t e r m  need  f o r  r e s e r v e s  a s  a p r i n c i p l e  on which agreement  had been  
r eached .  Theref  o r e ,  h i s  mind remained  open. 

M r .  Nebbia s a i d  t h a t  t h e  summing up  r e f l e c t e d  h i s  u n d e r s t a n d i n g  of  
t h e  mee t ing .  A l though  some men t ion  had been  made of t h e  Fund ' s  o t h e r  
u n d e r l y i n g  f i n a n c i a l  p rob lems ,  t h e  d i s c u s s i o n  had  f o c u s e d  on  w h e t h e r  o r  
n o t  t h e  increase in t h e  net  income t a r g e t  f rom 5 p e r c e n t  t o  7 .5  p e r c e n t  
would be r e f u n d a b l e .  The agreement  r e a c h e d  was t h a t  t h e  r e s e r v e  p o s i t i o n  
of t h e  Fund would be s t r e n g t h e n e d  pe rmanen t ly  by t h a t  amount by v i r t u e  of 
t h e  f a c t  t h a t  i t  would n o t  be r e f u n d a b l e .  But  t h a t  d i d  n o t  mean t h a t  t h e  
income t a r g e t  was t o  be i n c r e a s e d  pe rmanen t ly  t o  7 .5  p e r c e n t .  The Chairman 
had  made i t  c l ea r  t h a t  burden  s h a r i n g  was i n  o r d e r  as l o n g  as t h e  problem 
of ove rdue  o b l i g a t i o n s  e x i s t e d .  D i r e c t o r s  had a g r e e d  t h a t  a n  a p p r o p r i a t e  
c o n t r i b u t i o n  toward  t h e  s h a r i n g  of t h e  bu rden  would be  n o t  t o  r e f u n d  t h e  
a d d i t i o n a l  2 .5  p e r c e n t  n e t  income b u t  t o  c o n t r i b u t e  i t  t o  r e s e r v e s *  

Mr. Mass6 s a i d  t h a t  h i s  u n d e r s t a n d i n g  w a s  i n  l i n e  w i t h  t h a t  of 
Mr. Nebbia .  Ment ion  was made i n  p a r a g r a p h  3 of t h e  summing up t o  t h e  
r e s e r v e  e f f o r t  t o  be made i n  1987--al though he  n o t e d  I n  p a s s i n g  t h a t  
r e f e r e n c e  s h o u l d  a l s o  have been  made t o  1988- -cons i s t ing  of a n  i n c r e a s e  
i n  t h e  t a r g e t  f rom 5 p e r c e n t  t o  7.5 p e r c e n t ,  w i t h  bu rden  s h a r i n g  b u t  
w i t h o u t  r e f u n d i n g .  I n  p a r a g r a p h  4 ,  it_ was s t a t e d  t h a t  t h e  FY 1988  reserve 
ta rge t  of 7 . 5  p e r c e n t  might be r a i s e d  beyond t h a t  f i g u r e  i f  needed ,  w i t h  
b u r d e n  s h a r i n g  a p p l y i n g  above  5 p e r c e n t  and amounts  i n  e x c e s s  of 7.5 p e r -  
cent: b e i n g  r e f u n d a b l e .  Those  two p a r a g r a p h s  r e f l e c t e d  % h e  ag reemen t  
that:  had been r eached  f o r  t h e  two f i n a n c i a l  y e a r s  of 1987 and 1988.  The 
g o v e r n i n g  a g r e e d  p r i n c i p l e ,  which had  a l r e a d y  been  s t a t e d  i n  t h e  summing 
up,  was t h a t  p a r t  of t h e  i n c r e a s e  i n  t h e  r e s e r v e  t a r g e t  would be non- 
r e f u n d a b l e  and  p a r t  would be  r e f u n d a b l e ,  w i t h  the. u n d e r s t a n d i n g  r e m a i n i n g  
i n  e f f e c t  t e m p o r a r i l y  a s  l o n g  as t h e  problem o f  overdue  f i n a n c i a l  ob l iga -  
t i o n s  c o n t i n u e d  t o  e x i s t ;  a d e c i s i o n  would b e  t a k e n  f o r  t h e  f i r s t  two 
f i n a n c i a l  y e a r s ,  a i t h o u g h  t h e  u n d e r l y i n g  p r i n c i p l e s  ~ i o u l d  no rma l ly  con- 
t i n u e  t o  o p e r a t e  as  long  as t h e  problem of overdue  o b l i g a t i o n s  r ema ined ,  
w i t h  p r o v i s i o n  b e i n g  made f o r  a r ev iew of t h e  d e c i s i o n  i n  1988. 
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The Chairman s a i d  t h a t  he  a g r e e d  w i t h  Mr. Mass6 t h a t  t h e  c o n s e n s u s  
of t h e  Board had been t o  s h a r e  t h e  bu rden  of i n c r e a s i n g  t h e  n e t  income 
t a r g e t  beyond 5 p e r c e n t  as a m a n i f e s t a t i o n  of t h e  c o o p e r a t i v e  s p i r i t  t h a t  
had  an ima ted  t h e  i n f o r m a l  d i s c u s s i o n .  The c o n c e s s i o n  made had been  t o  
s h a r e  t h e  i n c r e a s e  i n  t h e  n e t  income t a r g e t  above  5 p e r c e n t  f o r  two y e a r s .  
The same g u i d i n g  p r i n c i p l e s  would u n d e r l y  t h e  concep t  of bu rden  s h a r i n g  
beyond 1988. I t  was n o t  p o s s i b l e  t o  p r e d i c t  t h a t  t h e  r i g h t  t a r g e t  f o r  
n e t  income i n  1988 would be 5 p e r c e n t ;  i f  t h e  problem of ove rdue  f i n a n c i a l  
o b l i g a t i o n s  remained s e r i o u s ,  a n e t  income t a r g e t  of 7.5 p e r c e n t  would 
remain  n e c e s s a r y ,  and  would be a c c e p t a b l e ,  a s  t h e  agreement  t o  s h a r e  t h e  
bu rden  had shown. 
summing up  i f  n e c e s s a r y .  

He would be  q u i t e  w i l l i n g  t o  add t h a t  g l o s s  t o  h i s  

Mr. Parmena r e i t e r a t e d  t h a t  h i s  r e c o l l e c t i a n  of t h e  consensus  a t  t h e  
i n f o r m a l  meeting was t h a t  t h e  p r i n c i p l e s  of burden s h a r i n g  would a p p l y  as  
l o n g  as t h e  problem of ove rdue  o b l i g a t i o n s  l a s t e d .  However, s p e c i f i c  
f i g u r e s  had been a g r e e d  upon f o r  o n l y  two f i n a n c i a l  y e a r s .  

M r .  Z e c c h i n i  remarked t h a t  t h e  e f f o r t  t o  r e a c h  a n  agreement  a t  t h e  
i n f o r m a l  mee t ing  had succeeded  because  n o t  a l l  t h e  d e t a i l s  of t h e  compro- 
m i s e  had been c o n s i d e r e d  i n  p r e c i s e  terms. H i s  u n d e r s t a n d i n g  had been  
t h a t  t h e  r e s e r v e  t a r g e t  would be i n c r e a s e d  t o  7.5 p e r c e n t  f o r  a s  l o n g  as 
t h e  problem of overdue  o b l i g a t i o n s  c o n f r o n t e d  t h e  Fund. To t h a t  e x t e n t ,  
he  had assumed t h a t  t h e r e  was a p resumpt ion  t h a t  t h e  r e s e r v e  t a r g e t  would 
remain  a t  7 .5  p e r c e n t  a f t e r  FY 1938  u n l e s s  agreement  was reached  on a 
d i f f e r e n t - t a r g e t .  T h e r e f o r e ,  he  c o n s i d e r e d  t h a t  t h e  t a r g e t  of 7 .5  p e r c e n t  
s h o u l d  have  a l e s s  t r a n s i t o r y  and more permanent  s t a t u s .  I n  t h a t  l i g h t ,  
h e  h a d  some doub t s  abou t  t h e  i n s e r t i o n  i n  p a r a g r a p h  1 of S e c t i o n  I1 of  
t h e  r e f e r e n c e  t o  r e c o r d i n g  t h e  a d d i t i o n a l  n e t  income s e p a r a t e l y  i n  t h e  
Fund ' s  f i n a n c i a l  s t a t e m e n t .  The f u n c t i o n  of such  a s e p a r a t i o n  f o r  
FY 1987 was no t  immedia t e ly  o b v i o u s ,  s i n c e  t h e r e  would be no r e f u n d i n g  in 
t h a t  y e a r .  

The Chairman responded t h a t  as  he had s a i d  i n  h i s  summing up ,  n e t  
income above 5 p e r c e n t  would be p l a c e d  i n  a s p e c i a l  l i n e  of r e s e r v e s .  
The advan tage  of t h a t  s e p a r a t e  a c c o u n t i n g  was a l s o  t o  show t h e  E x t e r n a l  
Aud i to r s - - a s  p o i n t e d  o u t  by Mr. N i m a t a l l a h  and o t h e r  D i r e c t o r s - - t h a t  a 
s p e c i a l  e f f o r t  was b e i n g  made t o  cope w i t h  t h e  problem of ove rdue  o b l i g a -  
t i o n s ,  a n e t  income t a r g e t  of 5 p e r c e n t  b e i n g  t h e  t h r e s h o l d  a t  which 
bu rden  s h a r i n g  s t a r t e d .  O f  c o u r s e ,  t h e  a c c o u n t i n g  might  be s i m p l e r  i f  
o n l y  t h e  p a r t  of t h e  n e t  income above  5 p e r c e n t  t h a t  w a s  r e f u n d a b l e  were 
p u t  i n t o  t h e  s p e c i a l  a c c o u n t ,  and t h e  n o n r e f u n d a b l e  p a r t  i n t o  t h e  Fund ' s  
normal  r e s e r v e s ,  bu t  i t  was t e c h n i c a l l y  p o s s i b l e  t o  se t  u p  two s u b a c c o u n t s  
r a t h e r  t h a n  t o  p l a c e  o n l y  t h e  r e f u n d a b l e  p a r t  i n  t h e  s p e c i a l  r e s e r v e .  T h e  
p roposed  d e c i s i o n  had been  d r a f t e d  t o  r e f l e c t  t h e  compromise t h a t  had been 
reach ed. 

Mr. F u j i n o  s a i d  t h a t  i t  was h i s  s t r o n g  e x p e c t a t i o n  t h a t  t h e  i n c r e a s e  
i n  t h e  n e t  income t a r g e t  would  be m a i n t a i n e d  f o r  a l o n g e r  p e r i o d .  He had 
a l s o  e x p r e s s e d  a s t r o n g  r e s e r v a t i o n  a t  i h e  i n f o r m a l  meet ing  a b o u t  bu rden  
s h a r i n g  on  t h e  i n c r e a s e d  p o r t i o n  of t h e  reserve t a r g e t .  H e  had  u n d e r s t o o d  
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the  t empora ry  n a t u r e  of t h e  i n c r e a s e  i n  t h e  n e t  income t a r g e t  t o  have  
been  t h e  r e s u l t  of a v e r y  d i f f i c u l t  compromise.  H i s  s t r o n g  p r e f e r e n c e  
was t o  r e t u r n  t o  t h e  m a t t e r  a f t e r  two y e a r s ,  a t  which rime t h e  i n c r e a s e  
i n  t h e  n e t  income t a r g e t  would become a permanent  f e a t u r e  w i t h o u t  f u r t h e r  
ne g o t  i a  t i o n .  

Mrs. P l o i x  s a i d  t h a t  as s h e  u n d e r s t o o d  t h e  s i t u a t i o n ,  a f t e r  two 
y e a r s ,  a new d e c i s i o n  would be r e q u i r e d  t o  m a i n t a i n  any  i n c r e a s e  i n  t h e  
n e t  income t a r g e t ,  and f rom a b a s e  of 5 p e r c e n t .  

The Chairman conf i rmed  t h a t  t h a t  had  been  t h e  u n d e r s t a n d i n g .  However, 
i f  t h e  E x e c u t i v e  Board w i s h e d ,  t h e r e  c o u l d  be a s t r o n g  p r e s u m p t i o n  t h a t  
t h e  n e t  income t a r g e t  would be s e t  a t  7.5 p e r c e n t  i f  a r rears  c o n t i n u e d  t o  
pose  a problem. N o t i o n a l l y ,  t h e  t a r g e t  would r e v e r t  t o  5 p e r c e n t  a f t e r  
two years,  on t h e  p re sumpt ion  t h a t  i t  would b e  i n c r e a s e d  i f  n e c e s s a r y .  
The f a c t  t h a t  t h a t  p a r t  of t h e  i n c r e a s e  between 5 p e r c e n t  and 7.5 p e r c e n t  
was burden  s h a r e d  s h o u l d  make suc.h a p resumpt ion  a c c e p t a b l e .  

I n  r e s p o n s e  t o  a q u e s t i o n  f rom M r .  N i m a t a l l a h ,  t h e  Chairman conf i rmed  
t h a t  t h e  agreement  r e a c h e d  was t h a t  t h e  2 .5  p e r c e n t  above  5 p e r c e n t  t o  be 
bu rden  s h a r e d  would no t  be r e f u n d a b l e ,  and t h a t  o n l y  amounts  i n  e x c e s s  of 
7.5 p e r c e n t ,  i f  a g r e e d  f o r  t h e  s e c o n d  year,  would be r e f u n d a b l e .  

Mr. N i m a t a l l a h  remarked t h a t  t h e r e  was t h u s  a s t r o n g  p r e s u m p t i o n ,  
even  i f  t h e  E x e c u t i v e  Board r e c o n s i d e r e d  t h e  matter a f t e r  two y e a r s ,  t h a t  
t h e  i n c r e a s e  i n  t h e  n e t  income t a r g e t  would be m a i n t a i n e d  as l o n g  as t h e  
problem of ove rdue  o b l i g a t i o n s  e x i s t e d .  

M r .  Grosche  remarked t h a t  t h e r e  was i n d e e d  a c e r t a i n  awkwardness  i n  
t h e  2 . 5  p e r c e n t  t h a t  was t o  be burden  s h a r e d  but  n o t  r e funded .  I t  might  
have  been  b e t t e r  t o  have a g r e e d  on r e f u n d i n g .  

The Chairman remarked t h a t  such  awkwardness was i n h e r e n t  i n  compro- 
mises. The n o n r e f u n d a b i l i t y  of a c e r t a i n  part  of t h e  r e s e r v e  i n c r e a s e  
gave  some s a t i s f a c t i o n  t o  c e r t a i n  D i r e c t o r s  who were i n  f a v o r  of b u i l d i n g  
u p  t h e  reserves, a l t h o u g h  i t  was no tewor thy  t h a t  t h a t  e l emen t  had been  
l i n k e d  t o  a c o n c e s s i o n  w i t h  respect t o  s h a r i n g  t h e  burden  of t h a t  2 . 5  p e r -  
c e n t  l a y e r .  

Mr. King commented t h a t  a l t h o u g h  he r e c o g n i z e d  t h a t  t h e  outcome had 
n o t  been f u l l y  c l e a r ,  t h e  u n d e r s t a n d i n g  of h i 5  c h a i r  had been c l o s e r  t o  
t h a t  of Mr. Dal la ra- -namely ,  t h a t  t h e  n e t  income t a r g e t  would r ema in  a t  
7.5 p e r c e n t .  

Mr. Z e c c h i n i  remarked t h a t ,  u n l i k e  Mrs. Ploix, h e  had u n d e r s t o o d  
t h a t  t h e  s t a r t i n g  p o i n t  f o r  a r e c o n s i d e r a t i o n  of t h e  n e t  income t a r g e t  
a f t e r  two years  was 7 . 5  p e r c e n t  and n o t  5 p e r c e n t ,  and  t h a t  i n  t h e  e v e n t  
t h a t  agreement  c o u l d  n o t  be r e a c h e d ,  t h e  t a r g e t  of 7 .5  p e r c e n t  would be 
r e t a i n e d .  
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The Chairman s a i d  t h a t  by i n c l u d i n g  i n  t h e  summing up of t h e  p r e s e n t  
d i s c u s s i o n  a s t r o n g  p r e s u m p t i o n  t h a t  t h e  n e t  income t a r g e t  would be  
7.5 p e r c e n t  i f  t h e  problem of ove rdue  o b l i g a t i o n s  remained s e r i o u s ,  
s u f f i c i e n t :  leeway s h o u l d  be p r o v i d e d  t o  e n a b l e  t h o s e  E x e c u t i v e  D i r e c t o r s  
who were in f a v o r  of m a i n t a i n i n g  t h e  n e t  income t a r g e t  a t  7.5 p e r c e n t  on 
a more permanent b a s i s  t o  accept t h e  compromise t h a t  had been  r eached .  

Mr. Doe r e i t e r a t e d  h i s  u n d e r s t a n d i n g  t h a t  t h e  d e c i s i o n  on i n c r e a s i n g  
t h e  n e t  income t a r g e t  was t o  be t a k e n  anew i n  1988, o r  a f t e r  two y e a r s ,  
f rom t h e  base of 5 p e r c e n t .  Any d e c i s i o n  t o  i n c r e a s e  t h e  t a r g e t  beyond 
5 p e r c e n t  would be t a k e n  a t  t h a t  t ime,  

. 
'Pi& Chairman s a i d  t h a t  Mrs. P l o i x  and  Plr. Do& were r i g h t  t h a t  t h e  

c'ompromise had been t o  r e v e r t  a f t e r  two y e a r s  t o  a nit income t a r g e t  of 
5 p e r c e n r .  % u t  s i n c e  any i n c r e a s e  above  5 p e r c e n t  was burden  s h a r e d ,  
and  s i n c e  i t  had been  a g r e e d  t h a t  t h e  s e r i o u s n e s s  of t h e  problem of 
overdue  o b l i g a t i o n s  j u s t i f i e d  a s t r e n g t h e n i n g  of t h e  Fund ' s  f i n a n c i a l  
p o s i t i o n ,  i t  shou ld  be p o s s i b l e  f o r  t h e  E x e c u t i v e  Board t o  a g r e e  t h a t  
th.ere was a s t r o n g  p resumpt ion  t h a t ,  s h o u l d . t h e  problem of arrears c o n t i n u e  
t o , e x i s t ,  a d e c i s i o n  would probab . ly  b e  t & ? n  t o  i n c r e a s e  t h e  n e t  income 
t a r g e t  t o  7 . 5  percen,;. T h e  a d d i t i o n  of t h a t  u n d e r s t a n d i n g  t o  t h e  summing 
u p  sbculd. not. be d i f f i c u l t  t o  accept. 

Mr. D a l l a r a .  s a i d  t h a t  he a p p r e c i a t e d  t h e  e f f o r t  of t h e  Chairman t o  
move toward mee t ing  h i s  - c o n c e r n s .  U n E o r t u n a t e l y ,  T W O  a s p e c t s  of t h e  
d i r e c t i o n  of t h e  d i s c u s s i o n  r a i s e d  a s e r i o u s  problem f o r  him. F i r s t ,  h e  
saw no reason.  why the  proposed  d e c i s i o n  c o u l d  n o t  be amended t o - i n c r e a s e  
t h e  Fund ' s  net iny -me  t a s g e t  from 5 p e r c e n t  t o  7 .5  p e r c e n t  of r e s e r v e s .  
Second,  his p o s i t k o z  a t  t h e  o u t s e t  of t h e  i n f o r m a l  mee t ing  had been  based  
on t h e  p r i n c i p l e  of bu rden  s h a r i n g ,  f o c u s i n g  p r i m a r i l y  on t h e  problem 
of nonaccrued income. I n  nov ing  i n  t h e  d i r e c t i o n  of s h a r i n g  t h e  burden  
of t h e  i n c r e a s e  i n  reserves, h i s  u n d e r s t a n d i n g  had been  t h a t  such  s h a r i n g  
would be f o r  two y e a r s  G ? & J ~ .  . A  permanent  r e s e r v e  i n c r e a s e  t o  7 .5  p e r c e n t  
t h a t  was pe rmanen t ly  bu rden  shrrred f rom 5 p e r c e n t  t o  7 .5  p e r c e n t  would 
be t a n t a w i u n t  t o  a s k i n g  c r ' d i t o r  members t o  a c c e p t  permanent ly  r e m u n e r a t i o n  
a t  l ess  thai i  100 p e r c e n t \ b e c a u s e  t h a t  was t h e  o n l y  way i n  which  t h e  
I n c r e a s e  cou ld  be burden shared .  The u n d e r s t a n d i n g  t h a t  had been r eached  
on rnovLng toward  a r e m u n e r a t i o n  c r a f f i c i e n :  of 100 p e r c e n t ,  e f f e c t i v e  
e a r l y  F e b r u a r y  1987,  would have  l i t t l e  meaning i f  i t  were t o  be a g r e e d  
t h a t  . t h e  i n c r e a s e  i.r: r e s e r v e s  f r o n  5 percenr ti:, 7.5 p e r c e n t  were t o  be 
burderi s h a r e d  beyond FY 1988. T h e r e f o r e ,  in l i g h t  of t h e  s u b s t a n t i a l  
movement toward a n  agreement  a t  t,he i n f o r m a l  mee t ing ,  he a sked  E x e c u t i v e  
D i r e c t o r s  whe the r  t h e y  would i n d u l g e  h i s  a p p a r e n t  mi sunde r sxand ing  of 
the outcome, e.nd agree  t o  i n c r e a s e  t h e  r e s e r v e  t a r g e t  permanent ly  f rom 
5 p e r c e n t  t o  7 .5  p e r c e n t ,  w i t h  burden  s h a r i n g - o f  t h e  increase € o r  t h e  
two years ahead ,  and w i t h  t h e  no rn , ? l  prov:s ians  f o r  f i n a n c i n g  a r e s e r v e  
i n c r e a s e  o p e r a t i n g  beyond FY 1988. 

Mr. Fugmann s a i d  t h a t  h i s  u n d e r s t a n d i n g  was e x a c t l y  t h e  same as t h e  
o re  o u t l i n e d  i n  t h e  C h a i r m a n ' s  summing u p  of t h e  i n f o r r c a l  mee t ing ,  a l t h o u g h  
he c w l d  a c c e p t  the Chai rman ' s  p r o p o s a l  f o r  an a d d i t i o n a l  e l emen t  of 
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compromise. Wi thout  t a k i n g  a n  immedi.ate f i n a l  s t a n d  on M r .  Dallar;.. $ 2  
r e q u e s t ,  h e  wi shed  t o  draw a t t e n t i o n  t o  t h e  r i s k  t h a t  t h e  cornpromise 
r eached  mighs, be  u n r a v e l e d  b e c a u s e  of  Mr a Dallara ' s  p r o p o s a l .  

M r .  S e n g u p t a  r e q u e s t e d  M r .  Dal lara  n o t  t o  r e o p e n  t h e  i s s u e .  It. 
s h o u l d  be a c c e p t e d  by a l l  t h a t  t h e  in.crease i n  t h e  n e t  income t a r g e t  w a s  
f o r  a l i m i t e d  p e r i o d  of two y e a r s ,  s u b j e c t  t o  e x t e n s i o n  f o r  a l o n g e r  
p e r i o d .  Fo r  t h e  p e r i o d  d u r i n g  which arrears  remained  a problem,  t h e r e  
would be bu rden  s h a r i n g ;  t h e  i n c r e a s e  i n  t h e  r e m u n e r a t i o n  c o e f f i c i e n t  
would be permanent  e 

Mr. Fuj i izo s a i d  t h a t  Mr. D a l l a r a ' s  p o s i t i o n  was t h e  same as his 
own o r i g i n a l  p o s i t i o n .  I r r e s p e c t i v e  of t h e  agreement i n  t h e  i n f o r m a l  
mee t ing ,  h e  was w i l l i n g  t o  s u p p o r t  Mr- Dal la ra ' s  r e q u e s t ,  i f  t h e r e  was a 
consensus  i n  i t s  f a v o r .  

Mr. Parmena s a i d  t h a t  h e  s u p p o r t e d  Mr. S e n g u p t a ' s  p o s i t i o n .  An 
a d d i t i o n a l  p o i n t  t o  be bo rne  i n  mind was t h a t  t h e  a g r e e d  package  f o r  t h e  
two f i n a n c i a l  y e a r s  i n c l u d e d  what  was i n  e f f e c t  a c o t i t r i b u t i o n  on t h e  
p a r t  of t h e  d e v e l o p i n g  coun t r i e s - -namely ,  t h e  f a c t  t h a t  SDR 26 mi l . l i on  i n  
excess of t h e  t a r g e t  income f o r  FY 1986  would remain  p a r t  of r e s e r v e s  and  
n o t  be deemed as . inco rne  f o r  FY 1987.  The e n t i r e  compromise would have  to 
be r e n e g o t i a t e d  i f  any p a r t  of i t  was thrown cpen  f o r  r e n e g o t i a t i o n .  

M r .  Dallara s a i d  t h a t  he  was n o t  a t t k m p t i n g  t o  r eopen  t h e  i s s u e .  A s  
f a r  as  he  r e c a l l e d ,  t h e  manner of f i n a n c i n g  a r e s e r v e  i n c r e a s e  f rom 
5 p e r c e n t  t o  7 . 5  p e r c e n t  beyond FY 1988 had  n o t  been  d i s c u s s e d .  

The Chairman c o n s i d e r e d  t h a t  t h e  maximum t h a t  c o u l d  be a g r e e d  a t  t h e  
p r e s e n t  mee t ing  w a s  t o  add t o  t h e  compromise agreement  t h a t  had been  
r e a c h e d  t h e  p r e s u m p t i o n  t h a t  t h e  n e t  income t a r g e t  would be r a i s e d  beyond 
5 p e r c e n t  when th r :  whole i s s u e - w a s  r e c o n s i d e r e d  i n  1988. Whether o r  not  
t h e r e  was bu rden  s h a r i n g  of any i n c r e a s e  i n  t h e  r e s e r v e  t a r g e t  t h a t  might  
t e  needed a t  t h e  t i m e  of t h a t  r e v i e w  c o u l d  a l s o  be c o n s i d e r e d  a t  t h a t  time. 

Mr. Da l l a ra  s a i d  t h a t  h e  had no probl.em w i t h  t h e  p r i n c i p l e  s t a t e d  i n  
t h e  summing up t h a t  t h e  consequences  f o r  t h e  Fund t h a t  stemmed f rom t h e  
problem of o v e r d u e  f i n a n c i a l  o b l i g a t i o n s  s h o u l d  be s h a r e d  between d e b t o r  
and c r e d i t o r  c o u n t r i e s .  H i s  d i f f i c u l t y  a r o s e  f rom t h e  r e l u c t a n c e  of t h e  
Board t o  f a c e  t h e  i s s u e  of p r o v i s i o n i n g .  H e  would be q u i t e  p r e p a r e d  t o  
"burden  s h a r e "  t h e  consequences  of o v e r d u e  f i n a n c i a l  o b l i g a t i o n s  t o  t h e  
Fund by t a c k l i n g  t h e  i s s u e  of p r o v i s i o n i n g .  But o t h e r  D i r e c t o r s  seemed 
u n p r e p a r e d  t o  f a c e  up t o  t h e  q u e s t i o n  of whe the r  o r  n o t  t h e  p roposed  
i n c r e a s e  i n  reserves wife r e l a t e d  d i r e c t l y  t o  t h e  need  t o  p r o v i s i o n  w h i l e  
a t  t h e  same t ime  t h e y  wsre making a n  i m p l i c i t  b u t  modest g e s t u r e  in t h a t  
d i r e c t i o n .  The issue had t o  be s q u a r e l y  f a c e d .  He d i d  n o t  t h i n k  t h a t  i t  
w a s  u n r e a s o n a b l e  t o  l o o k  f o r  a g e n e r a l  i n c r e a s e  i n  t h e  Fund ' s  r e s e r v e s  
o v e r  t i m e  i n  l i g h t  of the growth of i t s  f i n a n c i a l  o p e r a t i o n s .  
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The Chairman s a i d  t h a t  t h e  f i n a n c i a l  consequences  of a d e c i s i o n  o n  
p r o v i s i o n i n g  would have  t o  be  t a c k l e d  i f  and when t h a t  d e c i s i o n  w a s  t a k e n .  
A s  l o n g  as no d e c i s i o n  on p r o v i s i o n i n g  had been a g r e e d ,  t h e  i n c r e a s e  i n  
r e s e r v e s  would r e i n f o r c e  t h e  Fund ' s  f i n a n c i a l  p o s i t i o n ,  n o t  as  a s u b s t i t u t e  
f o r  p r o v i s i o n i n g ,  bu t  p o s s i b l y  as a s t e p  toward  p r o v i s i o n i n g .  The need  f o r  
r e s e r v e s  m i g h t  have t o  be r e a s s e s s e d  i f  a d e c i s i o n  on  p r o v i s i o n i n g  were 
adop ted .  Meanwhile ,  t h e  Fund ' s  reserve p o s i t i o n  had been s t r e n g t h e n e d  
by t h e  a d d i t i o n  t o  reserves of SDR 26 m i l l i o n  of income e x c e e d i n g  t h e  
t a r g e t .  The compromise had been r e a c h e d  t h a n k s  t o  t h e  w i l l i n g n e s s  of 
some D i r e c t o r s  t o  r e t a i n  SDR 2 6  m i l l i o n  i n  t h e  r e s e r v e s  and t h a n k s  t o  
t h e  agreement  of o t h e r  D i r e c t o r s  t o  a c c e p t  a ne t  income target of 7.5 per-  
c e n t .  T h e r e f o r e ,  i t  c o u l d  n o t  be  s a i d  t h a t  t h e r e  was n o t  a g e n e r a l  
w i l l i n g n e s s  t o  c o n t r i b u t e  t o  t h e  s t r e n g t h e n i n g  of t h e  Fund's  f i n a n c i a l  
pos i t  ion .  

Mr. Dallara  commented t h a t  he  would n o t  be a t  a l l  s u r p r i s e d  i f ,  when 
t h e  time came t o  r a i s e  t h e  i s s u e  of p r o v i s i o n i n g  once  a g a i n ,  t h e  d i s c u s s i o n  
and d e c i s i o n s  t o  be adop ted  a t  t h e  p r e s e n t  mee t ing  on a n  i n c r e a s e  i n  
r e s e r v e s  were t a k e n  as  h a v i n g  t o  some d e g r e e  t a k e n  care of t h e  n e e d  t o  
s t r e n g t h e n  t h e  Fund ' s  f i n a n c i a l  p o s i t i o n  t o  d e a l  w i t h  t h e  problem of 
ove rdue  o b l i g a t i o n s .  H e  had a c c e p t e d  t h e  management 's  view t h a t  i t  had  
n o t  been  p o s s i b l e  f o r  t h e  s t a f f  t o  rev iew t h e  i s s u e  of p r o v i s i o n i n g  
p r i o r  t o  t h e  p r e s e n t  round o f  d i s c u s s i o n s  and  t h a t  ongoing  d i . s cuss ions  
w i t h  t h e  e x t e r n a l  a u d i t o r s  were a l s o  making i t  d i f f i c u l t  t o  b r i n g  t h e  
issue b e f o r e  t h e  Board f o r  t h e  time b e i n g .  T h e r e f o r e ,  he  had a g r e e d  t h a t  
p r o v i s i o n i n g  s h o u l d  n o t  be i n c l u d e d  i n  - the  d i s c u s s i o n  of bu rden  s h a r i n g  
of nonacc rued  income. H i s  c o n c e r n  was t h a t  t h e  proposed d e c i s i o n s  b e f o r e  
t h e  E x e c u t i v e  Board would be viewed as  a n  i m p o r t a n t  s t e p  a l s o  i n  t h e  
d i r e c t i o n  of p r o t e c t i n g  t h e  Fund a g a i n s t  arrears  of p r i n c i p a l ;  i n d e e d ,  
t h e  wording  of t h e  summing u p  s u g g e s t e d  a s  much. A f t e r  a l l ,  t h e  Fund was 
n o t  ' c u r r e n t l y  i n c u r r i n g  c o s t s  r e s u l t i n g  from ar rears  of p r i n c i p a l .  

The Chairman s a i d  t h a t  he  a g r e e d  w i t h  M r .  Dal lara  t h a t  t h e  i s s u e  of 
p r o v i s i o n i n g  had t o  be a d d r e s s e d .  Any p r o p o s a l s  f o r  p r o v i s i o n i n g  t h a t  
were made would have t o  be i n t e g r a t e d  I n  an  o v e r a l l  approach t h a t  took  
r e s e r v e  i n c r e a s e s  i n t o  a c c o u n t .  I f  a sys tem cou ld  be d e v i s e d  t h a t  t ook  
f u l l  a c c o u n t  of t h e  n o n a c c m a l  of charges--under  t h e  methods b e i n g  a p p l i e d  
a t  present--and t h a t  a l s o  i n c l u d e d  ways of d e a l i n g  wi th  t h e  problem of 
p r o v i s i o n i n g  a g a i n s t  arrears of p r i n c i p a l ,  t h e n  t h e  t a r g e t  € o r  i n c r e a s e  
of r e s e r v e s  would a l s o  have  t o  be rev iewed.  

Mr. Grosche  c o n s i d e r e d  t h a t  t h e  f a c t  t h a t  n e t  income above 5 p e r c e n t  
w o u l d  be p l aced  i n  a s p e c i a l  l i n e  of r e s e r v e s ,  o r  i n  a s p e c i a l  a c c o u n t ,  
gave  a s i g n a l  t h a t  t h e  Fund was aware of t h e - p r o b l e m s  f a c i n g  i t ,  n o t  
n e c e s s a r i l y  o n l y  on t h e  s i d e  of overdue  c h a r g e s  but on t h e  c a p i t a l  s i d e  a s  
w e l l .  The Board  was no t  pos tpon ing  c o n s i d e r a t i o n  of t h e  i s s u e  of p rov i -  
s i o n i n g ;  r a t h e r ,  i n  a p p r o a c h i n g  t h a t  i s s u e  i t  had t o  be aware of t h e  need  
t o  f i n a n c e  p r o v i s i o n i n g ,  i n t e r  a l i a ,  by r a i s i n g  t h e  r a t e  of c h a r g e  and by 
s i m u l t a n e o u s l y  r e d u c i n g  t h e  r a t e  of r e m u n e r a t i o n  as p a r t  of t h e  o v e r a l l  
b u r d e n  s h a r i n g  e f f o r t .  Once t h e  c o s t  of p r o v i s i o n i n g  had been c o n s i d e r e d ,  
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on t h e  e x p e n d i t u r e  s i d e  of t h e  Fund ' s  , a c c o u n t s ,  and i f  p ror r i s i0n in .g  were 
i n t r o d u c e d ,  t h e  need t o  i n c r e a s e  t h e  n e t  income t a r g e t  migh t  have  t o  be 
r e c o n s  i der ed . 

Mr. N i m a t a l l a h  s t a t e d  t h a t  i n  t h e  i n t e r e s t  of good management: t h e  
i s s u e  of p r o v i s i o n i n g  would h a v e  t o  be  t a k e n  up s o o n ,  a s  Mr. Dallara had  
s t a t e d .  The package unde r  d i s c u s s i o n  was a good b e g i n n i n g  b e c a u s e  i t  
showed t h a t  t h e  Fund ' s  members were r e a d y  t o  s h a r e  t h e  burden of t h e  c o s t  
of c o v e r i n g  b o t h  ove rdue  c h a r g e s  a s  w e l l  a s  d e l a y s  i n  t h e  repayment  of 
p r i n c i p a l ,  w i t h  t h e  l a t t e r  to  b e  t a k e n  up a t  a l a t e r  s t a g e .  A s  M r .  Grosche  
had n o t e d ,  t h e  f a c t  t h a t  n e t  income above 5 p e r c e n t  would he p l a c e d  i n  a 
s p e c i a l  a c c o u n t  was a l s o  e v i d e n c e  t h a t  t h e  Fund was moving i n  t h e  r i g h t  
d i r e c t i o n .  But i f  t h e  i s s u e  of p r o v i s i o n i n g  w a s  n o t  f a c e d  s q u a r e l y ,  a s  
M r .  Dallara had  s a i d ,  a n e t  income t a r g e t  of  7.5 p e r c e n t  might be i n s u f f i -  
c i e n t ,  and  even  10 p e r c e n t  m i g h t  no t  be a d e q u a t e .  

Flr. Dallara s u g g e s t e d  t h a t  one  p o s s i b l e  f o r m u l a t i o n  t h a t  went some 
d i s t a n c e  toward mee t ing  h i s  c o n c e r n  b u t  t h a t  m i g h t  n o t  f o r e c l o s e  a l l  
o p t i o n s  w o u l d  be t o  amend Ru le  1 ( 6 ) ( 4 ) ( a ) ,  t o  s t a t e  t h a t  t h e  n e t  income 
ta rge t  f o r  FY 1987 and FY 1988 would be r a i s e d  from 5 p e r c e n t  t o  7 . 5  per -  
c e n t ,  a n d  t h a t  t h e  n e t  income needed  f o r  t h a t  p u r p o s e  would be g e n e r a t e d  
a c c o r d i n g  t o  t h e  . p r o v i s i o n s  of S e c t i o n  V of t h e  d e c i s i o n  on burden  s h a r i n g .  
The q u e s t i o n  of f i n a n c i n g  any  f u t u r e  i n c r e a s e  i n  r e s e r v e s  would t h u s  b e  
l e f t  open. 

The Chairman remarked t h a t  i c  seemed i n c o n s i s t e n t  - to  make a d e f i n i -  
t i v e  change i n  t h e  n e t  income t a r g e t  b e f o r e  a d e c i s i o n  o n  p r o v i s i o n i n g  
was t a k e n  because  t h a t  d e c i s i o n  migh t  i n c l u d e  a n  e l emen t  of p r o t e c t i o n  
a g a i n s t  t h e  r i s k  of p r i n c i p a l .  I t  might  n o t  be n e c e s s a r y  t o  i n c r e a s e  t h e  
n e t  income t a r g e t  t o  7 .5  p e r c e n t .  

Mr. D a l l a r a  remarked t h a t  i t  was a l s o  no t  p o s s i b l e  t o  e n v i s a g e  t h e  
outcome 3f t h e  B o a r d ' s  c o n s i d e r a t i o n  of p r o v i s i o n l n g .  However, h e  w o u l d  
be  happy t o  a g r e e  t o  a s t a t a n e n t  t h a t  t h e  t a r g e t  of 7.5 p e r c e n t  would be 
r ev iewed  i f  a d e c i s i o n  was r e a c h e d  on p r o v i s i o n i n g .  The i n c r e a s e  s h o u l d  
p e r h a p s  be of a permanent  n a t u r e  bu t  w i t h  a p r o v i s i o n  f o r  r e v i e w ,  s h o u l d  
a d e c i s i o n  on p r o v i s i o n i n g  be r e a c h e d .  

M r .  Sengup ta  s t a t e d  t h a t  t h e  time had come t o  r e c o g n i z e  what  had 
been ag reed  t o  was f o r  the sake  of compromise and  i n  o r d e r  t o  e n s u r e  t h e  
a c c e p t a n c e  of t h e  p r i n c i p l e  of bu rden  s h a r i n g .  V i e w s  on w h e t h e r  o r  n o t  
t o  i n c r e a s e  t h e  r e s e r v e  t a r g e t  d i f f e r e d  g r e a t l y ,  and a 70  p e r c e n t  m a j o r i t y  
of t h e  v o t i n g  power was r e q u i r e d  t o  approve  t h e  i n c r e a s e .  The i n c r e a s e  
i n  t h e  r e m u n e r a t i o n  c o e f f i c i e n t  r e q u i r e d  a sim-ilar m a j o r i t y .  I t  had been  
a g r e e d  t h a t  t he re  would be  burden  s h a r i n g  a s  l o n g  a s  t h e  problem of over- 
due o b l i g a t i o n s  r e m a i n e d ,  but t h e  i n c r e a s e  i n  t h e  r e m u n e r a t i o n  c o e f f  i- 
c i e n t  t o  100 p e r c e n t  would be permanent .  I n  t h e  f i r s t  i n s t a n c e ,  i t  had 
been  d e c i d e d  t h a t  t h e  i n c r e a s e  i n  t h e  r e s e r v e  t a r g e t  s h o u l d  a p p l y  f o r  two 
y e a r s ;  i f  t h e r e  w a s  a c o n s e n s u s  t h a t  i t  s h o u l d  a p p l y  € o r  t h r e e  y e a r s ,  h e  
would have  no  o b j e c t i o n .  B u t  i t  w a s  i m p e r a t i v e  n o t  t o  open u p  t h e  b a s i c  
d e b a t e  on t h e  package 011 which  a compromise had been reached--namely,  t h e  
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i n c r e a s e  i n  t h e  r e s e r v e  t a r g e t ;  t h e  i n c r e a s e  i n  t h e  r e m u n e r a t i o n  c o e f f i -  
c i e n t ;  bu rden  s h a r i n g  of b o t h  t h e  i n c r e a s e  i n  r e s e r v e s  and d e f e r r e d  
income; t h e  e l emen t  of n o n r e f u n d a b i l i t y ;  and  t h e  p lacement  t o  r e s e r v e s  
of t h e  e x c e s s  n e t  income f rom FY 1986 of SDR 26 m i l l i o n .  Tha t  compromise 
r e p r e s e n t e d  g r e a t  p r o g r e s s ,  and  as  o t h e r s  had  s t a t e d ,  i t  must n o t  be 
u n r a v e l e d .  No doubt  Mr. D a l l a r a ' s  p o i n t s  would remain a s  c o g e n t  and as  
r a t i o n a l  i n  1988 when t h e  matter would be rev iewed.  

The Chairman r e i t e r a t e d  t h a t  he was r eady  t o  add t o  t h e  summing up, 
w i t h  t h e  a q u i e s c e n c e  of t h e  Board ,  t h a t  i f  t h e  problem of ove rdue  o b l i g a -  
t i o n s  remained s e r i o u s  a t  t h e  end of t h e  two-year p e r i o d ,  and  even  though 
t h e  n e t  income t a r g e t  would r e v e r t  t o  5 p e r c e n t ,  t h e r e  would be a presump- 
t i o n  a g a i n  t o  r a i se  t h e  n e t  income t a r g e t  f o r  t h e  same r e a s o n s  t h a t  had 
l e d  t o  t h e  i n c r e a s e  i n  t h a t  t a r g e t  f rom 5 p e r c e n t  t o  7.5 p e r c e n t  a t  t h e  
present  t i m e .  I f  a n  a t tempt  was made t o  e s t a b l i s h  t h a t  t h e  n e t  income 
t a r g e t  shou ld  remain  i n d e f i n i t e l y  a t  7 .5  p e r c e n t ,  t h e  compromise w o d d  
un r a v e  1. 

Mr. D a l l a r a .  s a i d  t h a t  h e  took  t h e  Cha i rman ' s  p o i n t  bu t  he hoped t h a t  
o t h e r  D i r e c t o r s  r e c o g n i z e d  t h a t  t h e  o t h e r  e l e m e n t s  of t h e  u n d e r s t a n d i n g  
were  no t  p re sumpt ions  b u t  c lear  ag reemen t s .  A presumpt ion  of a c t i o n  t o  
be t a k e n  two and a h a l f  years i n t o  t h e  f u t u r e  had t o  be wsighed a g a i n s t  
t h e  r equ i r emen t  of a 70 p e r c e n t  m a j o r i t y  t o  r e a c h  a d e c i s i o n  a t  t h a t  
t i m e ;  viewed i n  t h o s e  terms, t h e  q u e s t i o n  would remain  wide open. He 
a p p r e c i a t e d  M r .  S e n g u p t a ' s  p o s i t i o n ,  b u t  he r e c a l l e d  t h a t  t h e  U.S. a u t h o r -  
i t i e s  had come a l o n g  d i s t a n c e  o v e r  t h e  past  n i n e  months. The v e r y  con- 
c e p t  of burden  s h a r i n g  had been anathema t o  h i s  a u t h o r i t i e s ,  who had made 
a number of i m p o r t a n t  c o n c e s s i o n s  i n  a c c e p t i n g  t h e  p r i n c i p l e  of burden  
s h a r i n g ,  n o t  t o  ment ion  t h e  mechanisms f o r  implement ing  i t .  The c o n s i d e r -  

t a b l e  p r o g r e s s  t h a t  had  been  made c o u l d  be p r e s e r v e d  unde r  t h e  approach  he 
had o u t l i n e d ,  which would change t h e  amount of t h e  n e t  income t a r g e t  by 
a n  amendment of the  r e l e v a n t  , r u l e .  H e  would be happy t o  a g r e e  t h a t  i f  a n  
approach  t o  p r o v i s i o n i n g  was d e v e l o p e d ,  t h e  amendment t o  t h e  r u l e  would 
be rev iewed and t h e  n e t  income t a r g e t  a d j u s t e d  downward t o  5 p e r c e n t ,  
u n l e s s  a 70 p e r c e n t  m a j o r i t y  f a v o r e d  r e t a i n i n g  t h e  income t a r g e t  a t  
7 . 5  p e r c e n t  when a d e c i s i o n  on p r o v i s i o n i n g  was adop ted .  Such a n  approach  
would g i v e  him t h e  a s s u r a n c e  of permanence,  and  y e t  r e t a i n  t h e  e l e m e n t  of 
t e m p o r a r i n e s s  t h a t  o t h e r s  might  need .  

Mr. Parmena obse rved  t h a t  amending t h e  a g r e e d  package would c a l l  f o r  
f u r t h e r  n e g o t i a t i o n s ,  which would t a k e  t i m e .  Moreover ,  i f  a change  i n  
t h e  r u l e s  was t o  be c o n s i d e r e d ,  c o n s u l t a t i o n  w i t h  a u t h o r i t i e s  might  be 
n e c e s s a r y ,  l e a d i n g  t o  f u r t h e r  d e l a y .  

Mr. Nebbia  c o n s i d e r e d  t h a t  Mr. Dal lara 's  new r e q u e s t  t ook  t h e  nego- 
t i a t i o n  back a l o n g  way. A s  t h e  Cnairman had i n d i c a t e d  a t  t h e  i n f o r m a l  
mee t ing ,  had i t  no t  been  f o r  t h e  problem of ove rdue  o b l i g a t i o n s ,  t h e  n e t  
income t a r g e t  might  wel .1  s t i l l  be 3 p e r c e n t .  Tnere had been no o t h e r  
r e a s o n  f o r  i n c r e a s i n g  t h e  t a r g e t ;  y e t  i t  was b e i n g  i n c r e a s e d  no t  o n l y  t o  
7 . 5  p e r c e n t ,  bu t  i n  e f f e c t  t o  10 p e r c e n t ,  i f  a c c o u n t  was t a k e n  of t h e  
SDR. 26 m i l l i o n  be ing  p l a c e d  t o  r e s e r v e s  i n s t e a d  o f  b e i n g  deemed a s  income 
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f o r  FY 1987. L i k e w i s e ,  f o r  FY 1988, i t  was b e i n g  a g r e e d  t h a t  t h e  .reserve 
t a r g e t  might  w e l l  be  i n c r e a s e d  beyond- 7 . 5  p e r c e n t .  
had been  r e a c h e d  a t  t h e  i n f o r m a l  m e e t i n g  s h o u l d  be  implemented .  

The ag reemen t  t h a t  

The E x e c u t i v e  D i r e c t o r s  a g r e e d  t o  t u r n  t o  S e c t i o n  1x1 of t h e  p r o p o s e d  
d e c i s i o n .  

S e c t i o n  III - Rate o f  Charge  

M r .  Z e c c h i n i  a s k e d  w h e t h e r  t h e  p roposed  r a t e  of c h a r g e  i n  p a r a -  
g r a p h  l(a) of 6.0 p e r c e n t  was c o n s i s t e n t  w i t h  t h e  p r o p o s a l  i n  S e c t i o n  IVY 
p a r a g r a p h  2 ,  s t a t i n g  t h a t  "as of F e b r u a r y  1, 1987,  t h e  r a t e  of r e m u n e r a t i o n  
s h a l l  be e q u a l  t o  100 p e r c e n t  of t h e  SDR i n t e r e s t  ra te ."  Al though  he  had  
b e e n  e x p e c t i n g  a h i g h e r  r a t e ,  p re sumab ly  t h e  r a t e  of 6 p e r c e n t  was b a s e d  
on t h e  most r e c e n t  d a t a .  

The Deputy T r e a s u r e r  conf i rmed  t h a t  t h e  normal  p r o c e d u r e s  f o r  
c a l c u l a t i n g  t h e  r a t e  of c h a r g e  had  been f o l l o w e d ,  w i t h  one  e x c e p t i o n .  
The t h r e e  e l e m e n t s  t h a t  had been  t a k e n  i n t o  a c c o u n t ,  i n  a c c o r d a n c e  w i t h  
t h e  s t a f f  p a p e r s  d i s c u s s e d  by t h e  E x e c u t i v e  Board  i n  A p r i l  and  J u n e  
(EBM/86/73 and  EBM/86/74, 4130186; and EBM/86/100, 6 / 2 0 / 8 6 )  were t h e  
i n c r e a s e  i n  t h e  r a t e  of r e m u n e r a t i o n  t o  100 p e r c e n t  as of F e b r u a r y  1, 
1987 ,  t h e  actual 'SDR r a t e  f o r  t h e  f i r s t  q u a r t e r  of t h e  c u r r e n t  f i n a n c i a l  
y e a r  and a n  estimate f o r  t h e  r e m a i n d e r  of t h e  y e a r  a t  t h e  SUR ra te  of 
6 . 1  p e r c e n t ,  and  t h e  1 . 2 5  p e r c e n t  of t h e  i n c r e a s e  i n  t h e  r e s e r v e  t a r g e t  

f rom t h e  normal  p r o c e d u r e s  w a s  t h a t  i t  had n o t  been  p o s s i b l e ,  a t  such  a 
l a t e  s t a g e  i n  t h e  f i n a n c i a l  y e a r ,  t o  i g n o r e  t h e  change  i n  t h e  SDR i n t e r e s t  
ra te .  The SDR i n t e r e s t  r a t e  had been  f l u c t u a t i n g ,  and  i f  t h e  c a l c u l a t i o n s  
were r e d o n e ,  t h e  r a t e  of c h a r g e  might  be q u i t e  d i f f e r e n t .  I n  r e s p o n s e  t o  
a q u e s t i o n  f rom Mr. Nebb ia ,  h e  conf i rmed  t h a t  t h e  f i g u r e  of 6 p e r c e n t  had  

- t h a t  would be bo rne  by t h e  d e b t o r  c o u n t r i e s .  The one  s i g n i f i c a n t  change  

. been  rounded.  

M r .  P o l a k  remarked t h a t  h e  had had some d i f f i c u l t y  a l s o  w i t h  tne 
s t a t e m e n t  i n  S e c t i o n  111, p a r a g r a p h  1 t h a t  t h e  r a t e  of c h a r g e  would be 
6 p e r c e n t ,  and t h e  s t a t e m e n t  i n  S e c t i o n  V ,  p a r a g r a p h  2 t h a t  t h e  r a t e  of 
charge--and t h e  r a t e  of remunerat ion--would be a d j u s t e d .  

The Deputy  T r e a s u r e r  added t h a t  f u r t h e r  a d j u s t m e n t s  would be made 
t o  t h e  r a t e  a t  t h e  end  of t h e  f i r s t  a d j u s t m e n t  p e r l o d ,  namely,  a t  the 
end of O c t o b e r .  

The D i r e c t o r  of t h e  L e g a l  Depar tment  n o t e d  t h a t  when t h e  p r o v i s i o n  
i n  p a r a g r a p h  l ( a )  had  b e e n  d r a f t e d ,  t h e  s t a f f  had  been  t h i n k i n g  i n  terms 
of a r a t e  t h a t  had a l r e a d y  been  a d j u s t e d  as of t h e  b e g i n n i n g  of t h e  c u r r e n t  
f i n a n c i a l  y e a r .  He s u g g e s t e d  t h a t  i t  would b e  p r e f e r a b l e  t o  d e l e t e  sub -  
p a r a g r a p h  (a)  and t o  t a k e  a s e p a r a t e  d e c i s i o n  on t.he r a t e  of cha rge ,  
s t a t i n g  t h a t  t h e  r a t e  was b e i n g  d e t e r m i n e d  in a c c o r d a n c e  w i t h  t h e  p r o v i -  
s i o n s  of S e c t i o n  111.1 of t h e  o v e r a l l  d e c i s i o n .  I t  would t h e n  be c l e a r  
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t h a t  t h e  r a t e  of c h a r g e  of 6 p e r c e n t  had been  c a l c u l a t e d  p c r s u a n t  t o  
t h o s e  p r o v i s i o n s ,  and  i n  a c c o r d a n c e  w l t h  L u l e  I-6(4). 
and l(c) would t h e n  become p a r a g r a p h s  ;(a) a n a  l ( b ) .  

P a r a g r a p h s  -(l)(b) 

S e c t i o n  I V  - The Rate of Remune.ration 
~ 

The Chairman n o t e d  t h a t  S e c t i o n  I V  anended R u l e  1-10 and gave  perma- 
nence  t o  a ra te  of r e m u n e r a t i o n  equa l  t o  t h e  SDR i n t e r e s t  r a t e  as f rom 
F e a r u a r y  1, 1987. 

S e c t i o n  V "Eusden S h a r i n g "  i n  FY 1987 and  FY 2.988 

Mr. Z e c c h i n i  a s k e d  whe the r  i t  IU'XS n e c e s s s r y  f o r  t h e  s a k e  of c l a r i t y  
t o  add a r e f e r e w e  i n  p a r a g r a p h  2 ( b j  t o  t h e  ;'act t h a t  t h e  r a t e  of c h a r g e  
and  t h e  r a t e  of r e m u n e r a t i o n  w o t l d  be a d j u s t e d  r e t r o a c t i v e l y .  

The D i r e c t o r  of t h e  L e g a l  Depar tment  e x p l a i n e d  t h a t  p a r a g r a p h  Z ( d )  
s t a t e d  t h a t  t h e  a d j u s c m e n t s  would be  made as of May 1 and as of 
November 1 f o r  t h e  p r e c e d i n g  s ix-month p e r i o d s .  

The Deputy Treasurer added  t h a t  i t  was a p o s t p e r i o d  a d j u s t m e n t ,  
no t  a r e t r o a c t i v e  one ;  i t  would be made b e f o r e  t h e  c o l l e c t i o n  of c h a r g e s  
and  t h e  paynent  02 r e m u n e r a t i o n ,  and  no r e f u n d s  would be  n e c e s s a r y  o r  
a d d i t i o n a l  c h a r g e s  c o l l e c t e d .  

Mr. Po lak  r tmarked  t h a t  t h e  f a c t  t h a t  t h e  r a t e  of c h a r g e ,  e f f e c t i v e  
May 1, was b e i n g  de te rmined  a t  t h e  p r e e e n t  meeting, one q u a r t e r  i n t o  t h e  
c u r r e n t  f i n a n c i a l  y e a r ,  s u g g e s t e d  t h a t  i t  would nij, be p o s s i b l e  t o  
p r e d e t e r m i n e  t h e  amount of t h e  a d j u s t m e n t s  p y e c i s e l y  r,n :hose d a t e s .  
H e  a sked  whe the r  t h e  2 .5  p e r c e n t  of a d d i t i n n a l  i r z o E e  t o  be a i s t L i b u t e d  
between d e b t o r s  and  c r e d i t o r s  c o u l d  be d z t e r r d  ned ex a n t e ,  e s p e c i a l l y  
as  t h e  t o t a l .  amount of o u t s t a n d i n g  o b i i g a t i o n s  t o  be t a k e n  i n t o  s c c o u n t  
i n  c a l c u l a t i n g  t h e  ra te  of c h a r g e  and  t h e  ra te  of r e m u n e r a t i o n  would not  
be known i n  advance .  

Mr. Fugmann asked  w h e t h e r  t h e  r a t e  of c h a r g e  of 6 p e r c e n t ,  t o  become 
e f f e c t i v e  May 1, was t h e  b a s i c  r a t e  of ckarge. 

T h e  Deputy T r e a s u r c r  couf i rmed  t h a t  t h e  proposl  r a t e  of c h a r g e  of 
6 .0  percept i n c l u d e d  h a l f  of t h e  a d d i t i o n a l  amount needed  t o  meet t h e  
resenre t a r g e t  f o r  t h e  f i n a n c i a l  ytl2r.  Half of t h e  i n c r e a s e  i n  t h e  
r e se rv r t  t a r g e r  f o r  FY 1987--1.25 p t r c e n t  of r e s e r v e s  as of t h e  b e g i n n i n g  
of t h e  f i n a n c i a l  y?ar--had oeen i n c o r p o r a t e d  i n t o  t h e  b a s i c  r a t e ,  t o g e t h e r  
w i t h  t h e  ir.crease i n  t h e  r e m u n e r a t i o n  c o e f f i c i e n t  f7;m F e b r u a r y  1, 1927.  
T h e  need f o r  t h e  p o s t p e r i o , '  a d j u s t m e n t  arose from c e r t a i n  e l e m e n t s  of 
u n c e r t a i u t y - - m a i n l y  t h e  amount c ;  d e f e r r e 6  c h a r g e q ,  t h e  burden  of which 
was t o  be s h a r e d  by c r e d i t o r s  and d e b t o r s ,  and which would be known o n l y  
at: t h e  end  of t h e  p e r i o d .  
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M r .  PoLak a n d  !4r. F u j i n o  s a i d  t h a t  t h e y  wondered w h e t h e r  S e c t i o n  V ,  
p a r a g r a p h  2 ( b )  d i d  not  r e q u i r e  a n  a d d i t i o n a l  s d j u s t r ? n t  of t h e  r a t e  of 
c h a r g e  €or t h e  increase i n  t h e  reserve t a r g e t  t o  be b o r n e  by d e b t o r  
c o u n t r i e s  of 1 .25 p e r c e n t ,  whiLh had a l r e a d y  b e e n  i n c l u d e d  i n  t h e  b a s i c  
ra te  of c h a r g e  3f  6 p e r c e n t .  Some r e d r a f t i n g  of t h e  wording  of t h e  
d e  c i  si0 n seemed d e s i r a b l e  . 

The  D i r e c t o r  of t h e  L e g a l  Depa r tmen t  i n d i c a t e d  t h a t  t h e  a d j u s t m e n t  
unde r  p a r a g r a p h  2 ( b )  was q u a l i f i e d  by t h e  p r o v i s i o n  i n  p a r a g r a p h  2 ( d ) ,  
t h a t  made t h e  a d j u s t m e n t  " s u b j e c t  t o  t h e  p r o v i s i o n s  of S e c t i o n  I I I . i ( a ) .  . . ." 
S e c t i o n  I I I . l ( a )  s t a t e d  t h a t  t h e  c a l c u l a t i o n  made a t  t h e  b e g i n n i n g  of t h e  
f i n a n c i a l  y e a r  x o u l d  i n c l u d e  a p r o s p e c t i v e  a d j u s t m e n t  t o  c o v e r  t h e  p s r t  
of t h e  n e t  income i n c r e a s e  b o r n e  by d e b t o r  c o u n t r i e s .  Howevzr, t h e  s t a f f  
would  look a t  t h e  t e x t  a g a i n .  

M r .  P o l a k  c o n s i d e r e d  t h a t  t h e  d r a f t  d e c i s i o n  mis sed  one  a s p e c t  t h a t  
migh t  n o t  be i n  t h e  summing u p  of t h e  i n f o r m a l  mee t ing  but  t h a t  had b e e n  
r a t h e r  c l e a r l y  u n d e r s t o o d  i n  t h e  e a r l i e r  m e e t i n g s - n a m e l y  t h a t  c h a r g e s  
which had been  d e f e r r e d  b e f o r e  FY 1987 when s e t t l e d  would a c c r u e  t; 
d e b t o r s  o n l y ,  a s  i t  was t h e  d e b t o r s  who had p a i d  f o r  them i n  t h o s e  e a r l i e r  
y e a r s .  I f  t h a t  c o u l d  n o t  bc done f o r  d e b t o r s  i n d i v i d u a l l y - - a n d  h e  undcr-  
s t o o d  t h e r e  were l e g a l  d i f f i c u l t i e s - - i t  s h o u l d  be done  f o r  d e b t o r s  as  a 
g r o u p .  A p p r o p r i a t e  l anguage  c o u l d  b e  added t o  S e c t i o n  V .  

The  Chairman s a i d  t h a t  h e  r e c a l l e d  t h e  d i s c u s s i o n .  I n  r e s p o n s e  t o  
a q u e s t i o n  from Mr. Z e c c h i n i ,  hL j n d i c a t e d  t h a t  h e  was n o t  s u r e  w h e t h e r  
h e  had a c t u a l l y  i n c l u d e d  t h e  u n d e r s t a n d i n g  i r .  t h e  summing up. It  would 
a p p e a r  l o g i c a l  t h a t  d e b t o r s  s h o u l d  b e n e f i t  when c h a r g e s  d e f e r r e d  i n  
FY 1986 were d i s c h a r g e d .  However, c h a r g e s  d e f e r r e d  i n  FY 1985  migh t  

. r e a s o n a b l y  a c c r u e  t o  t h e  Fund as t h e  income t a r g e t  had n o t  b e e n  met i n  
t h a t  y e a r  and t h e  Fund i n  f a c t  had i n c u r r e d  a d e f i c i t .  

Mr. 'Dallara i n q u i r e d  what w.ould be  done  w i t h  tile income r e s u l t i n g  
f rom t h e  s e t t l e m e n t  of d e f e r r e d  c h a r g e s  i n  t h e  a b s e n c e  of a n  ag reemen t  
on  t h e  i s s u e  and  i.n what way t h a t  income would a f f e c t  c h a r g e s  i n  t h e  
f u t u r e .  I n  particular, i f  s e t t l e m e n t  took  p l a c e  b e f o r e  t h e  end of 
O c t o b e r ,  would i t  n o t  l e a d  t o  a r e d u c t i o n  i n  t h e  r a t e  of c h a r g e ?  

The Deputy T r e a s u r e r  s a i d  t h a t  some d i s c h a r g e  of c h a r g e s  d e f e r r e d  
i n  FY 1985 and  FY 1986 c o u l d  be  e x p e c t e d  d u r i n g  t h e  f t r s t  a d j u s t m e n t  
p e r i o d ,  a l t h o u g h  i t  was d i f f i c u l t  t o  p r c c i i c t  t o  which  of t h o s e  two y e a r s  
t h e  c h a r g e s  would be a t t r i b u t a b l e .  If t h e  E x e c u t i v e  Board a g r e e d ,  i t  
c o u l d  be  used  t o  r e d u c e  t h e  a d j u s t m e n t  n e c e s s a r y  a t  t h e  end of  O c t o b e r  
s n d  t h u s  would n o t  be r e f l e c t e d  i n  n e t  income f o r  t h e  p e r i o d .  I f  t h e r e  
was no d e c i s i o n  t h a t  t h o s e  s e t t l e m e n t s  s h o u l d  be t a k e n  i n t o  a c c o u n t ,  
t h e  d i s c h a r g e  would i n c r e a s e  n e r  income Fro t a n t o .  

T h e  s c a f f  r e p r e s e n t a t i v e  from t h e  T r e a s u r e r ' s  Depar tment  added i>,.?t 
unde r  R u l e  I - 6 ( 4 )  c h a r g e s  were no t  r educed  a u t o m a t i c a l l y  when n e t  income 
ex -eeded  t h e  t a r g e t  amount. The  s e t t l e m e n t  of c h a r g e s  d e f e r r e d  b e f o r e  
t h e  c u r e n t  f i n a n c i a l  y e a r - w h i c h  would not be incLuded i n  income 
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pro jec t ions - -wou ld  r e p r e s e n t  a d d i t i o n a l  income. T h e r e  was o n l y  one  s e t  
of c i r c u m s t a n c e s  i n  which such  a d d i t i o n a l  income c o u l d  a u t o m a t i c a l l y '  
a f f e c t  t h e  r a t e  of cha rge :  i f  i t  were r e c e i v e d  b e f o r e  t h e  end of t h e  f i r s t  
h a l f  of t h e  f i n a n c i a l  y e a r  and avo ided  a n  a c t i v a t i o n  of t h e  s a f e g u a r d  
c l a u s e  t h a t  o t h e r w i s e  would have  l e d  t o  a n  a u t o m a t i c  i n c r e a s e  i n  t h e  ra te  
uf  c h a r g e  ir .  o r d e r  t h a t  t h e  n e t  income t a r g e t  would be m e t .  
E x e c u t i v e  D i r e c t o r s  would t a k e  t h e  a d d i t i o n a l  amount of income i n t o  
a c c o u n t  when c o n s i d e r i n g  t h e  Fund ' s  income p o s i t i o n  and c o u l d  t a k e  a 
d e c i s i o n  t o  r educe  t h e  ra te  of cha rge .  A r e d u c t i o n  would n o t  be a u t o m a t i c ,  
however .  The t r a L m e n t  of c h a r g e s  d e f e r r e d  b e f o r e  May 198G--namel.y b e f o r e  
t h e  a d o p t i o n  of burden  s h a r i n g - - t h u s  d i f f e r e d  f rom t h a t  of c h a r g e s  d e f e r r e d  
i n  FY 1987 and FY 1988,  which under  t h e  d e c i s i o n  be ing  d i s c u s s e d  would 
a c c r u e  t o  members t h a t  p a i d  an  a d j u s t m e n t .  

Of c o u r s e ,  

The Chairman,  a f t e r  some f u r t h e r  d i s c u s s i o n ,  s a i d  t h a t  i t  appea red  
t h a t  t h e  t r e a t m e n t  of c h a r g e s  d e f e r r e d  b e f o r e  t h e  cur;ent f i n a n c i a l  year 
d i d  no t  form p a r t  of t h e  agreement  r eached  a t  t h e  i n f o r m a l  mee t ing ,  and  
i t  was f o r  E x e c u t i v e  D i r e c t o r s  t o  d e c i d e  t h a t  i s s u e .  

Mr. D a l l a r a  s u g g e s t e d  t h a t  i t  might  he h e l p f u l  t o  t a k e  u p  t h a t  i s s u e  
i n  c o n n e c t i o n  w i t h  t h e  p r o p o s a l  t h a t  he  had made w i t h  respect t o  amending 
Ru le  I - G ( 4 ) ( a ) .  He r e c a l l e d  t h a t  h i s  p r o p o s a l  had been t o  r e p l a c e  t h e  
f i r s t  two s e n t e n c e s  of S e c t i o n  11, p a r a g r a p h  1 w i t h  t h e  f o l l o w i n g  sen-  
t e n c e s :  " t h e  F u n d ' s  n e t  income t a r g e t  s h a l l  be r a i s e d  f rom 5 p e r c e n t  t o  
7 .5  p e r c e n t  of t h e  Fund ' s  r e s e r v e s -  F o r  FY 1987 and  FY 1988,  t h e  add i -  
t i o n a l  n e t  income s h a l l  be g e n e r a t e d  i n  a c c o r d a n c e  w i t h  t h e  p r o v i s i o n s  of 
S e c t i o n  V . "  I n  a d d i t i o n ,  a separate  s e n t e n c e  o r  p a r a g r a p h  would be 
n e c e s s a r y  t o  s t a t e  t h a t :  " shou ld  t h e  Board t a k e  a d e c i s i o n  t o  e s t a b l i s h  
p r o v i s i o n i n g ,  t h e  u e t  income t a r g e t ,  a. s t a t e d  i n  Ru le  1 - 6 ( 4 ) ( a ) ,  would 
be a u t o m a t i c a l l y  r educed  t o  5 p e r c e n t . "  I n  t h a t  way, t h e  i n c r e a s e  i n  t h e  
r e s e r v e . t a r g e t  f c r  FY 1987 and V Y  1988 t o  7 .5  p e r c e n t  would be t empora ry  
and would  be burden  s h a r e d ,  bu t  t h e  permanence of t h e  i n c r e a s e  from 5 p e r -  
c e n t  t o  7 . 5  p e r c e n t  would be  w i t h d r a k n ,  s h o u l d  a move be made t o  e s t a b l i s h  
l o a n  l o s s  p r o v i s i o n s ,  and t h e  income t a r g e t  would rever t  t o  5 p e r c e n t .  The 
n o t i o n  t h a t  t h e  i s s u e  would havz t o  be r e c o n s i d e r e d  would be c a p t u r e d  by 
such  a t e x t ,  and a s  t h e  Chairman had s t a t e d ,  i t  might  no l o n g e r  be neces-  
s a r y  a t  t? ia t  t i m e  t o  m a i n t a i n  t h e  r e s e r v e  t a r g e t  permanent ly  a t  7 .5  p e r -  
c e n t  - 

M r .  P6 rez  s t a t e d  t h a t  t o  accept  M r .  DalJara 's  p r o p o s a l  would be a 
ma jo r  d e p a r r u r e  f rom t h e  agreement  r e a c h e d  a t  t h e  i n f o r m a l  mee t ing  because  
i t  i n v o i v e d  a permanent  i n c r e a s e  i n  t h e  r e s e r v e  t a r g e t  t h a t  would no t  be 
burden  s h a r e d  a f t e r  EY 1988. C e r t a i n l y ,  t h e  summing u p  of the  ingorma l  
m e e t i n g  h a d  n o t  men t i Jned  t h e  issue of p i o v i s i o n i n g .  I f  M r .  Da l l z ra  
wanted  t o  e x t e n d  tne p e r i o d  cove red  by t h e  agreement  on burden  s h a r i n g ,  
h e  would have  no d i f f i c u l t y  i n  e x t e n d i n g  t h e  agreement  t o  c o v e r  t h e  
i n c r e a s e  i n  t h e  ne t  income t a r g e t  t o  7.5 p e r c e n t  beyond 1988, e i t h e r  
u n t i l  1939, o r  € o r  t h e  p e r i o d  d u r i n g  which t h e r e  was a problem of ove rdue  
o b l i g a t i o n s .  The b a s i c  p r i n c i p l e s  of t h e  agreement  r e a c h e d  s h o u l d  n o t  
b e  a l t e r e d .  
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M r .  Z e c c h i n i  a s k e d  w h e t h e r  i t  w a s  e s s e n t i a l  t o  i n c l u d e  i n  s u c h  a 
r e f o r m u l a t i o n  t h e  r e f e r e n c e  t o  t h e  n e t  income t a r g e t  r e v e r t i n g  LLO 5 p e r -  
cent.  I f  a scheme f o r  l o a n  l o s s  p r o v i s i o n i n g  was worked o u t ,  r e s e r v e s  
m i g h t  n o t  need t o  be accumula t ed  a t  such  a h i g h  r a t e  as  i n  FY 1986 .  

The D i r e c t o r  of t h e  L e g a l  Department  n o t e d  t h a t  e s t a b l i s h i n g  a 
l i n k a g e  be tween a change i n  t h e  n e t  income ta rge t  and t h e  i n t r o d u c t i o n  of 
l o a n  l o s s  p r o v i s i o n i n g  would c rea te  a l e g a l  problem b e c a u s e  t h e  two 
d e c i s i o n s  r e q u i r e d  a d i f f e r e n t  m a j o r i t y .  A d e c i s i o n  t o  change t h e  n e t  
Income t a r g e t ,  which would d e t e r n i n e  t h e  ra te  of c h a r g e ,  c a l l e d  f o r  a 
70 p e r c e n t  m a j o r i t y  02 t h e  t o t a l  v o t i n g  power, whereas  a s i m p l e  m a j o r i t y  
of t h e  v o t e s  cast  was s u f f i c i e n t  t o  d e c i d e  on p r o v i s i o n i n g .  I t  would 
imp7-y t h a t ,  t e c h n i c a l l y ,  a d e c i s i o n  on p r o v i s i o n i n g  t a k e n  by a s i m p l e  
m a j o r i t y  of t h e  v o t e s  cast  l e d  t o  a change  i n  t h e  r a t e  o f  c h a r g e .  

M r .  Dal lara  s a i d  t h a t  i t  migh t  b e  p o s s t b l e  f o r  t h e  E x e c u t i v e  Board 
t o  a g r e e  a t  t h e  p r e s e n t  m e e t i n g ,  by a 70 p e r c e n t  m a j o r i t y ,  t o  e s t a b l i s h  
t h e  c o n d i t i o n s  u n d e r  which i t  would r e d u c e  t h e  r e s e r v e  ' t a r g e t  f rom 
7 . 5  p e r c e n t  t o  5 p e r c e n t .  

Mr. Huang, Mr. Nebbia ,  M r .  P o l a k ,  M r .  S e n g u p t a ,  Mr. Doe, M r .  H o s p e d a l e s ,  
and  Mr. Parmena s a i d  t h a t  t h e y  c o u l d  n o t  a c c e p t  M r .  Dall.ara's p r o p o s a l .  

Mrs. P l o i x  and Mr. Fugmann s a i d  t h a t  t h e y  c o u l d  n o t  accept  
M r .  Da l la ra ' s  p r o p o s a l  a l t h o u g h  t h e y  c o u l d  go a l o n g  w i t h  t h e  s u g g e s t i o n  
by M r .  P6 rez  t o  e x t e n d  t h e  p e r i o d  of b u r d e n  s h a r i n g .  

Mr. King r e c a l l e d  t h a t  i t  would be v e r y  d i f f i c u l t  f o r  h i s  c h a i r  t o  
a c c e p t  a l o n g e r  p e r i o d  t h a n  two years .  

M r .  S e n g u p t a  c o n s i d e r e d  t h a t  t h e  Chairman had c l e a r l y  e s t a b l i s h e d  t h e  
. p o i n t  t h a t  t h e r e  was no d i s a g r e e m e n t  i n  p r i n c i p l e  t o  e x t e n d i n g  t h e  p e r i o d  

a l t h o u g h  some D i r e c t o r s  w i shed  t o  t a k e  t h e  d e c i s i o n  t o  e x t e n d  i t  a f t e r  
two y e a r s .  He would have  no d i f f i c u l t y  a g r e e i n g  t h a t  t h e  p e r i o d  c o u l d  be 
e x t e n d e d  f o r  a n o t h e r  y e a r  o r  two, o r  as l o n g  a s  t h e  problem of o v e r d u e  
o b l i g a t i o n s  remained .  

The Chairman conf i rmed  t h a t  as he  had n o t e J  a t  t h e  end of t h e  f i r s t  
i n f o r m a l  m e e t i n g ,  d u r i n g  v h i c h  many b i r e c t o r s  had e x p r e s s e d  a p r e f e r e n c e  
f o r  one  y e a r  w h e r e a s  o t h e r s  had s o u g h t  a permanent  a r r a n g e m e n t ,  he had 
p roposed  two y e a r s  as  a compromise,  which had  been a c c e p t a b l e ,  a l t h o u g h  
Mr. L a n k e s t e r  had c o n t i n u e d  t o  have  some d i f f i c u l t i e s  I n  tha . t  respect .  

Mr. NimaLal lah  s a i d  t h a t  a s  much as h e  s o u g h t  a n  inL::=ae i n  r e s e r v e s ,  
and on a permanent  b a s i s ,  h e  wi shed  t o  a p p e a l  t o  Plr. D a l l a r a  no t  t o  d e l a y  
a p p r o v a l  of t h e  package  t h a t  h a d  been  a g r e e d .  A good b e g i n n i n g  had been 
made, t h e  i s s u e  would be t a k e n  up  a g a i n ,  and  t h e  need t o  move toward  pro-  
v i s i o n i n g  a t  an e a r l y  d a t e  had a l s o  been s t r e s s e d  by s e v e r a l  D i r e c t o r s ,  
i n c l u d i n g  h i m s e l f  and PIr* Dal la ra .  
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Mr. C-rosche s a i d  t h a t  w h i l e  he c o u l d  c e r t a i n l y  go a l o n g  w i t h  
M r .  D a l l a r a ' s  p r o p o s a l ,  t h e r e  was o b v i o u s l y  no  m a j o r i t y  i n  i t s  f a v o r .  
T h e r e f o r e ,  he s t r o n g l y  s u p p o r t e d  M r .  N i m a t a l l a h ' s  p o s i t i o n .  
h e  d i d  no t  c o n s i d e r  a n  e x t e n s i o n  of t h e  agreement  as b e i n g  e q u i v a l e n t  t o  
M r .  D a l l a r a ' s  p r o p o s a l s .  A g r e a t  d e a l  might  change i n  t h e  two y e a r s  a h e a d .  
If t h e  problem of ove rdue  f i n a n c i a l  o b l i g a t i o n s  remained s e r i o u s ,  t h e  
Fund would move much c l o s e r  toward  p r o v i s i o n i n g ,  and  t h e  p rc  e n t  d i s c u s s i o n  
of  t h e  r e s e r v e  t a r g e t  would no l o n g e r  be v a l i d .  

I n  a d d i t i o n ,  

Mr. Mass6 s a i d  t h a t  h e  would a l s o  have  no problem w i t h  a permanent  
i n c r e a s e  i n  t h e  r e s e r v e  t a rge t  from 5 percent  t o  7 .5  p e r c e n t  because  t h a t  
had been p a r t  of h i s  o r i g i n a l  p r o p o s a l .  However, i t  was c lear  t h a t  a 
70 p e r c e n t  m a j o r i t y  f o r  such  a n  i n c r e a s e  would n o t  be  a t t a i n e d .  The  
t r a d e - o f f s  t h a t  had been  made i n  o r d e r  t o  r e a c h  t h e  compromise agreement  
had been  s u f f i c i e n t l y  i m p o r t a n t  t o  l e a d  him t o  c o n c l u d e  t h a t  t h e  o n l y  
chance  of s o l v i n g  t h e  problem € o r  a t  l e a s t  t h c  n e x t  two y e a r s  w a s  t o  
accept  t h a t  agreement .  

The Chairman obse rved  t h a t  t h e  m a j o r l t y  was c l e a r l y  i n  f a v o r  of 
a p p r o v i n g  S e c t i o n  I1 of t h e  proposed  d e c i s i o n  as amended d u r i n g  t h e  
d i s c u s s i o n  so  f a r .  H e  r e p e a t e d  tiiat h e  was r e a d y  t o  s t a t e  i n  a n  a d d i t i o n a l  
summing u p ,  f i r s t ,  t h a t  t h e  i s s u e  of p r o v i s i o n i n g  would have t o  be f a c e d  
soon ,  and s e c o n d ,  t h a t  a f t e r  t h e  two-year p e r i o d ,  and s u b j e c t  t o  what  
was d e c i d e d  on p r o v i s i o n i n g ,  t h e  p re sumpt ion  would be t h a t  a n  i n c r e a s e  
of t h e  n e t  income t a r g e t  of more t h a n  5 p e r c e n t  migh t  w e l l  be needed i f  
t h e  problem of ove rdue  f i n a n c i a l  o b l i g a t i o n s  remained  s e r i o u s .  M r .  Dallara 
could  t h e n  rest  a s s u r e d  t h a t  t h e  i s s u e  of p r o v i s i o n i n g  would be a d d r e s s e d  
a n d ,  depending  on t h e  n a t u r e  of t h e  p r o v i s i o n i n g ,  t h e  n e t  income t a r g e t  
would remain  a t  7.5 p e r c e n t  i f  t h e  p o t e n t i a l  f o r  a s e r i o u s  problem w i t h  
r e s p e c t  t o  overdue  f i n a n c i a l  o b l i g a t i o n s  t o  t h e  Fund e x i s t e d .  Tit seemed 
t o  him t h a t  t h o s e  D i r e c t o r s  who were r e l u c t a n t  t o  a c c e p t  a n e t  income 

s u c h  a n  a d d i t i o n  t o  t h e  summing up. An e f f o r t  t o  go any f u r t h e r  t h a n  t h a t  
was no t  l i k e l y  t o  be s u c c e s s f u l .  

. t a r g e t  of  7.5 p e r c e n t  a s  a permanent  f e a t u r e  might  b e  w i l l i n g  t o  a c c e p t  

M r .  D a l l a r a  s a i d  t h a t  w h i l e  he a p p r e c i a t e d  t h e  Chai rman ' s  e f f o r t  t o  
a r r i v e  a t  a comprcmise,  he  had n o t  p r e v i o u s l y  d e t e c t e d  a broad  enough 
s e n t i m e n t  on t h e  i s s u e  of p r o v i s i o n i n g  t o  make i t  e a s y  f o r  him t o  r e p o r t  
t5e  Cha i rman ' s  p r o p o s a l  t o  h i s  a u t h o r i t i e s .  H e  had  gone beyond t h e  
i n s t r u c t i o n s  of h i s  a u t h o r i t i e s  ac t h e  i n f o r m a l  m e e t i n g .  H e  r e c o g n i z e d  
t h a t  o t h e r  D i r e c t o r s  d i d  n o t  f ee l  a s  s t r o n g l y  on the matter as he  d i d ,  
bu t  h e  a sked  them t o  c o n s i d e r  t h e  i m p o r t a n c e  of t h e  d e c i s l o n .  Alrhough 
i t  c o u l d  be adop ted  l e g a l l y  w i t h o u t  t h e  s u p p o r t  of h i s  a u t h o r i t i e s ,  he  
c o n s i d e r e d  t h a t  i t  would be h i g h l y  r e g r e t t a b l e  i f  t h e  d e c i s i o n  were t a k e n  
w i t h o u t  t h e  s u p p o r t  of a member, f u l l y  40 p e r c e n t  of whose c r e d i t o r  
p o s i t i o n  i n  t h e  Fund would be a f f e c t e d  by i t .  H e  a s k e d  w h e t h e r  D i r e c t o r s  
were f i r m l y  wedded t o  burden  s h a r i n g  i n  t h e  f i r s t  year of t h e  r e s e r v e  
i n c r e a s e ,  namely ,  f o r  FY 1987. 

Mr. Grosche ,  Mr. Ni.mata l lah ,  M r .  MassP, Mr. Z e c c h i n i ,  arid M r .  King 
said t h a t  t h e y  were r e a d y  t o  f o r g o  burden  s h a r i n g  f o r  t h e  f i r s t  year .  
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'Mr. Huang, Mr. Nebbia ,  M r .  P o l a k ,  Mrs. P l i i x ,  Mr. S e n g u p t a ,  
M r .  Alhaimus,  M r .  Fugmann, M r .  Doe, M r .  H o s p e d a l e s ,  and  Nr. Parmena s t a t e d  
th;t t h e y  were f i r m l y  bound by t h e  c o n s e n s u s  r e a c h e d  i n  t h e  i n f o r m a l  
m e  e t i n g  . 

The Chairman remarked t h a t  t h e  b a s i c  i s s u e  was of  c o u r s e  w h e t h e r  
D i r e c t o r s  were r e a d y  t o  change  p a r t  of t h e  package  t h a t  had  been  a g r e e d  
i n  o r d e r  t o  f a c i l i t a t e  Mr. Dal laxa 's  a c c e p t a n c e  of t h e  o v e r a l l  package, 
which was d i f f i c u l t  f o r  him t o  a c c e p t ' o n  a c c o u n t  of  t h e  d u r a t i o n  of t h e  
i n c r e a s e  i n  t h e  n e t  income t a rge t  t o  7 . 5  p e r c e n t .  

Mr. Ser'gupta commented t h a t  t o  c o n t i n u e  t o  open  up one  o r  two s p e c i f i c  
p a r t s  of t h e  package  would d e s t r o y  t h e  corlsensus t h a t  had been r e a c n e d ,  
T h a t  package s h o u l d  be  a c c e p t e d  as h a v i n g  been  a g r e e d .  The v a r i o u s  
a s p e c t s  t h a t  had been  s u g g e s t e d  for r e c o n s i d e r a t i o n  c o u l d  be d i s c u s s e d  
al: a l a t e r  s t a g e ,  f o r  i n s t a n c e ,  p r o v i s i o n i n g ,  and  t h e  s i z e  of t h e  n e t  
income t a r g e t .  H i s  u n d e r s t a n d i n g  of  t h e  Cha i rman ' s  summing up w a s  t h a t  
t h e r e  was a c o n s e n s u s  i n  f a v o r  of t h e  package ,  o n  which  a d e c i s i o n  s h o u l d  
be  t a k e n  a t  t h e  p r e s e n t  mee t ing .  

The Chairman added t h a t  i t  was c lear  t h a t  t h e  m o d i f i c a t i o n  of t h e  
ag reemen t  w i t h  r e s p e c t  t o  burden  s h a r i n g  t h a t  Mr. Dallara had s u g g e s t e d  
in a n  e f f a r t  t o  a c h i e v e  a f u r t h e r  compromise and a new c o n s e n s u s  d i d  n o t  
seem l i k e l y  t o  be conduc ive  t o  a c o n s e n s u s .  

Mr. Dal lara  s a i d  t h a t  he  r e c o g n i z e d  t h a t  a l t h o u g h  a number of 
D i r e c t o r s  were w i l l i n g  t o  move i n  t h e  d i r e c t i o n  h e  h a d  s u g g e s t e d ,  t h e y  
were not  a t  t h e  p r e s e n t  s t a g e  i n  t h e  m a j o r i t y .  

Mr. F u j i n o  s a i d  t h a t  he  r e s e r v e d  h i s  p o s i t i o n ,  which h e  had s ta ted 
' c l e a r l y .  N e v e r t h e l e s s ,  h e  r e c o g n i z e d  t h a t  as unanimous a c o n s e n s u s  as  

was p o s s i b l e  had been  r e a c h e d  a t  t h e  i n f o r m a l  mee t ing .  Of c o u r s e  h i s  
r e s e r v a t i o n s  abou t  t h e  c o n c e p t  of b u r d e n  s h a r i n g  were long  s t a n d i n g .  

The Chairman r e sponded  t h a t  h e  had a p p r e c i a t e d  t h e  w i l l i n g n e s s  of 
D i r e c t o r s  who had s t r o n g  r e s e r v a t i o n s  abou t  c e r t a i n  a s p e c t s  of t h e  burden  
s h a r i n g  package  t o  t r a n s c e n d  t h o s e  r e s e r v a t i o n s  b e c a u s e  t h e y  f e l t  t h a t  
t h e  o v e r a l l  package  on which agreement  had been  r eached  a t  t h e  i n f o r m a l  
m e e t i n g  was wor th  s u p p o r t i n g .  

Mr. Dallara r e c a l l e d  t h a t  h i s  c h a i r  had been  among t h o s e  t h a t  had 
been w i l l i n g  t o  a c c e p t  some of t h e  s u g g e s t i o n s  made by o t h e r  Directors 
toward  t h e  end of t h e  i n f o r m a l  m e e t i n g  t h a t  had f a c i l i t a t e d  t 'he deve lopment  
of t h e  c o n s e n s u s .  His p r o p o s a l  had been p u t  f o r w a r d  i n  t h e  hope  t h a t  
o t h e r s  might  s h a r e  t h e  i m p o r t a n c e  t h a t  h e  a t t a c h e d  t o  a t r u e  c o n s e n s u s .  

Mr. N i m a t a l l a h  s u g g e s t e d  t h a t  t h e  s e r i o u s  c o n c e r n s  of Mr. Dallara-- 
w h i c b  were s h a r e d  by o t h e r s ,  i n c l u d i n g  h imse l f - - cou ld  be met i f  t h e  Board  
a c c e p t 2 4  t h e  Cha i rman ' s  p r v p o s a l  t o  make a n  a d d i t i o n  t o  t h e  summing up 
t h a t  would p l a c e  g r e a t e r  emphas i s  on t h e  p r i o r i t y  t h a t  t h e  Board  s h o u l d  
g i v e  t o  p r o v i s i o n i n g .  
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The Chairman s a i d  t h a t  h e  would d r a f t  s e v e r a l  s e n t e n c e s ,  a l o n g  t h e  
l i n e s  t h a t  he had p r e v i o u s l y  s u g g e s t e d ,  f o r  p u r p o s e s  of t h e  summing up 
and t h e  r e c o r d .  

M r .  Da l la ra  s a i d  t h a t  t h e  Chai rman ' s  p r o p o s a l  would n o t  meet h i s  
c o n c e r n s  w i t h  r e s p e c t  t o  p r o v i s i o n i n g .  

The Chairman t h e n  a sked  i f  o t h e r  D i r e c t o r s  c o u l d  a c c e p t  h i s  p r o p o s a l  
w i t h  r e s p e c t  t o  t h e  summing up and  whe the r  t h e  proposed  d e c i s i o n ,  w i t h  t h e  
amendments t h a t  had been a g r e e d  d u r i n g  t h e  d i s c u s s i o n ,  was a c c e p t a b l e .  

The E x e c u t i v e  Board a c c e p t e d  t h e  Chai rman ' s  p r o p o s a l  a n d  u n d e r s t a n d i n g  
of t h e  agreement  r eached  w i t h  r e s p e c t  t o  t h e  proposed  d e c i s i o n .  

Mr. Dallara s a i d  t h a t  h e  r e c o g n i z e d  t h a t  t h e r e  was i n s u f f i c i e n t  
s u p p o r t  f o r  h i s  p r o p o s a l .  H e  r e i te ra ted  t h a t  he  c o n s i d e r e d  i t  h i g h l y  
r e g r e t t a b l e  t h a t  t h e  Board would t a k e  a d e c i s i o n  on t h e  whole  i s s u e  of 
bu rden  s h a r i n g  t h a t  c o u l d  n o t  be s u p p o r t e d  by a rnajor c r e d i t o r  member 
t h a t  had  made e v e r y  e f f o r t  and  t h a t  had moved a c o n s i d e r a b l e  d i s t a n c e  i n  
o r d e r  t o  meet t h e  c o n c e r n s  of t h e  d e b t o r  c o u n t r i e s .  H e  r e c a l l e d  t h a t  i n  
l a t e  1985, when he  had  been  a s k e d  by some D i r e c t o r s  t o  c o n s i d e r  burden  
s h a r i n g  on t h e  o c c a s i o n  of t h e  need f o r  a s u b s t a n t i a l  i n c r e a s e  i n  charjip.c, 
h e  had a sked  for time t o  p r e s e n t  t h e i r  case t o  h i s  a u t h o r i t i e s ,  who had 
n o t  been  p r e p a r e d  t o  a c c e p t  burden  s h a r i n g .  I n  t h e  i n t e r v e n i n g  months,  
h e  had l a i d  t h e  groundwork f o r  t h e  q u i t e  s i g n i f i c a n t  movement of h i s  

- a u t h o r i t i e s  toward a n  agreement .  But i t  appea red  t h a t  h e  had l a i d  t h a t  
groundwork i n  v a i n .  The b r o a d  p r i n c i p l e s  a r t i c u l a t e d  i n  the compromise 
t h a t  had been a c c e p t e d  was n o t  l i k e l y  t o  a t t r ac t  t h e  s u p p o r t  of his 
a u t h o r i t i e s .  

, The Chairman s a i d  t h a t  he  t o o  r e g r e t t e d  t h a t  t h e  consensus  t h a t  had 
been deveioped  a t  t h e  i n f o r m a l  mee t ing  had n o t  e n a b l e d  t h e  Board t o  c a r r y  
t h e  p o s i t i v e  s p i r i t  of t h a t  d i s c u s s i o n  i n t o  t h e  p r e s e n t  mee t ing .  

M r .  D a l l a r a  remarked t h a t  he a i s o  a p p r e c i a t e d  t h e  s p i r i t  i n  which 
t h a t  agreeme.nt had be€  r eached .  U n f o r t u n a t e l y ,  a number of D i r e c t o r s  
o t h e r  t h a n  h i m s e l f  had come away f rom t h a t  i r ' fo rmal  i aee t ing  w i t h  a 
d i f f e r e n t  i n t e r p r e t a t i o n  of t h e  outcome, t:i;lich he  s i n c c r c i y  r e g r e t t e d .  

The E x e c u t i v e  D i r e c t o r s  t h e n  r e t u r n e d  t o  t h e  t e x t  of S e c t i o n  V .  

Mr. N i m a t a l l a h  s u g g e s t e d  t h a t  t h e  r e f e r e n c e  i n  paragr -aph  4 ( a )  and  
4 ( b )  t o  "members t h a t  have  p a i d  a d d i t j o n a l  c h a r g e s  o r  have  not: r e c e i v e d  
r e m u n e r a t i o n "  s h o u l d  be amended t o  r e a d  ". . . o r  have r e c e i v e d  reduced  
r emunera t ion .  " 

Mr. Po lak  s a i d  t h a t  i t  would be p r e f e r a b l e  t o  s t a t e  i n  parag:s?h 2 ( f )  
t h a t  t h e  o p e r a t i o n  of t h e  d e c i s i o n  " s h a l l  be rev iewed when t n e  r c m u n e r a t i o n  
c o e f f i c i e n t  is reduced  t o  85  p e r c e n t , "  r a t h e r  t h a n  b e f o r e  t h e  c o e f f i c i e n t  
was reduced .  The r ev iew would have  t o  t a k e  p l ace  a t  t h e  end of t h a l f  y e a r  
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b e c a u s e  t h e  d a t a  would n o t  be a v a i l a b l e  e a r l i e r ;  i t  w a s  then t h a t  a 
c o n c l u s i o n  would need t o  3e r e a c h e d  on w h e t h e r  f u l l  a d j u s t m e n t  s h o u l d  be 
a l l o w e d  t o  t a k e  place which would l e a d  t o  a r e d u c t i o n  below t h e  85 p e r c e n t  
l i m i t .  

R e f e r r i n g  t o  p a r a g r a p h  2(e), Mr. P o l a k  a s k e d  w h e t h e r  t h e  f a c t  t h a t  
t h e  burden  bo rne  by t h e  c r e d i t o r s ,  which c o u l d  n o t  be c a l c u l a t e d  i n  time 
t o  a f f e c t  t h e  r a t e  of r e m u n e r a t i o n  a l r e a d y  e a r n e d  i n  t h e  f i r s t  q u a r t e r  
of t h e  c u r r e n t  h a l f  y e a r  a n d  would h a v e  t o  b e  d i s t r i b u t e d  o v e r  a s h o r t e r  
p e r i o d ,  would a f f e c t  t h e  a p p l i c a t i o n  of t h e  r u l e  r e q u i r i n g  t h a t  :he r a t e  
of r e m u n e r a t i o n  n o t  f a l l  be low 80 o r  85 p e r c e n t  of t h e  SDR i n t e r e s t  rate.  

The D i r e c t o r  of t h e  L e g a l  Depa r tmen t  e x p l a i n e d  t h a t  t h e  c a l c u l a t i o n  
would  be based on t h e  f i r s t  two q u a r t e r s  o f  FY 1 9 8 7 ,  namely ,  t h e  f i r s t  
a d j u s t m e n t  p e r i o d .  

The E x e c u t i v e  D i r e c t o r s  t h e n  t u r n e d  t o  t h e  summing U F  of t h e  Snfornial  
m e e t i n g  h e l d  on J u l y  1 7 ,  1986.  

The Chairman no ted  t h a t  p a r a g r a p h  3 s h o u l d  be amended t o  r e f e r  t o  
b o t h  FY i 487  and FY 1988.  On t h e  matter of s u b s t a n c e ,  he  a s k e d  Directors  
w h e t h e r  t h e y  wished t o  add  s e v e r a l  s e n t e n c e s  r e f e r r i n g  t o  p r o v i s i o n i n g  
and  t o  t h e  s t r o n g - p r e s u m p t i o n  t h a t  t h e  n e t  income t a r g e t  would r e t u r n  t o  
o r  r ema in  a t  7 .5  p e r c e n t  a f t e r  two y e a r s  i f  t h e  problem of  o v e r d u e  f i n a n -  
c i a l  o b l i g a t i o n s  s t i l l  e x i s t e d .  

Mr. N i m a t a l l a h  and M r .  Z e c c h i n i  s t a t e d  t h a t  t h e y  were i n  f a v o r  of  
a d d i n g  a s e n t e n c e  r e f e r r i n g  t o  a s t - o n g  p r e s u m p t i o n  t h a t  a r e s e r v e  t a r g e t  
of 7 . 5  p e r c e n t  would be m a i n t a i n e d .  

M r .  Ismael, Mr. Mas&, Mr. N e b b i a ,  M r .  P o l a k .  Mrs. P l o i x ,  M r .  Fugmann, 
and  M r .  King  s a i d  t h a t  t h e y  c o u l d  go a l o n g  w i t h  a d d i t i o n a l .  wording  t o  
r e f l e c t  t h e  two p o i n t s  made by t h e  Chairman.  

M r .  Sengup ta  s a i d  t h a t  tie c o u l d  go a l o n g ,  on t h e  u n d e r s t a n d i n g  t h a t  
no  d i s c u s s i o n  o r  d e c i s i o n  had t a k e n  p l a c e  on p r o v i s i o n i n g  bit t h a t  t h e  
I s s u e  would be t a k e n  u p ,  on t h e  b a s i s  of a s t a f f  p a p e r  t o  be p r e p a r e d .  

Mr. F u j i n o  s a i d  t h a t  he  was n o t  v e r y  k e e n  on t h e  c o n c e p t  of 
p r o v l s i o n i n g  bu t  he  had no objection t o  continuing t o  s t u d y  t h e  matter. 

Mr. Grosche  said t h a t  he  t o o  d i d  n o t  l i k e  t h e  i d e a  of provisZ;n ing ,  
b u t  t h o u g h t  t h a t  i t  would have  t o  be  d i s c u s s e d .  

M r .  Da l l a ra  s a i d  t h a t  he  would r e p o r t  t h e  thrust of t h e  d i s c u s s i o n  
t o  his a u t h o r i t i e s .  A t  t h e  same t i m e ,  h e  wished  t o  r e i t e r a t e  h i s  regre t  
t h a t  a d e c i s i o n  hav ing  s u c h  s i g n i f i c a n t  e f f e c t s  on one  p a r t i c u l a r  c r e d i t o r  
c o u l d  be t a k e n  w i t h o u t  t h a t  c r e d i t o r ' s  p a r t i c i p a t i o n  i n  t h e  d e c i s i o n .  
T h a t  outcome was b a s i c a l l y  i n c o n s i s t e n t  w i t h  the e n t i r e  approach  o i i t l € n e d  
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f o r  h a n d l i n g  t h e  i s s u e  by M r .  MassB, Mrs. P l o i x ,  and o t h e r  D i r e c t o r s  o v e r  
t h e  p r e c e d i n g  months,  a n  approach  t h a t  h e  had made e v e r y  e f f o r t  t o  have  
a c c e p t e d  by h i s  a u t h o r i t i e s .  

R e f e r r i n g  t o  t h e  sumi ing  u p  of t h e  i n f o r m a l  m e e t i n g ,  M r .  Dal lara  
r e c a l l e d  t h a t  t h e r e  had been  a b r i e f  exchange  toward  t h e  end of  t h e  
d i s c u s s i o n  c o n c e r n i n g  t h e  special  approach  t o  be t a k e n  i n  t h e  c o n t e x t  of 
t h e  o p e r a t i o n a l  budget  t o  meet t h e  c o n c e r n s  of t h e  Un i t ed  S t a t e s  w i t h  
r e s p e c t  t o  t h e  e x t e n t  of t h e  bu rden  s h a r i n g  t h a t  i t  would have  t o  assume.  

The Chairman s a i d  t h a t  r e f e r e n c e  s h o u l d  have  been  made in t h e  summing 
up  t o  t h a t  m a t t e r .  
o m i s s i o n .  

An a d d i t i o n a l  p a r a g r a p h  would be added t o  remedy t h e  

Mr. D a l l a r a  e x p l a i n e d  t h a t  h i s  c o n c e r n s  would P . O ~  be  so g r e a t  i f  he 
c o u l d  b e l i e v e  t h a t  t h e  problems under  d i s c u s s i o n  had been r e s o l v e d .  
While  t h e  E x e c u t i v e  Board c o u l d  t a k e  w h a t e v e r  d e c i s i o r  i t  w i s h e d ,  by t h e  
r e q u i r e d  m a j o r i t y ,  i t  would t a k e  a c o o p e r a t i v e  e f f o r t  by a l l  members t o  
r e s o l v e  t h e  problem of ove rdue  o b l i g a t i o n s  t o  t h e  Fund. I t  was i n  t h a t  
c o n t e x t  t h a t  he r e g r e t t e d  t h e  u n w i l l i n g n e s s  of t h e  Board t o  r e f l e c t  
f u r t h e r  on t h e  outcome of t h e i r  i n f o n n a l  m e e t i n g .  A broad  c o n s e n s u s  on  
t h e  b a s i c  p r i n c ' i p l e s  of t h e  way i n  which t h e  problem of overdue  o b l i g a t i o n s  
would be t a c k l e d  was i m p e r a t i v e  if the problem w a s  t o  be r e s o l v e d  s a t i s f a c -  
t o r i l y .  While he  r e c o g n i z e d  t h a t  the d i f f e r e n c e s  of  v iew among D i r e c t o r s  
migh t  no t  be t h a t  g r e a t ,  h e  wondered w h e t h e r  t h e  f i n a n c i a l  g a i n  o b t a i n e d  
under  t h e  proposed  d e c i s i o n  was worth  h a v i n g ,  p a r t i c u l a r l y  i n  light of 
t h e  d i s t a n c e  t h a t  h i s  a u t h o r i t i e s  had gone.  

The Chairman remarked t h a t  t h e r e  had been  compromise on a l l  s i d e s .  
Moreover ,  t h e  Board had gone  a l o n g  way toward mee t ing  Mr. Dal la ra ' s  
c o n c e r n s  by a g r e e i n g  t o  a n  e f f e c t i v e  r a t e  of r e s e r v e  i n c r e a s e  o f  10 pe r -  
c e n t  i n  t h e  f i r s t  y e a r ,  7 . 5  p e r c e n t  and p o s s i b l y  more i n  t h e  second y e a r ,  
and a s t r o n g  presumpt ion  t h a t  t h e  n e t  income t a r g e t  would r ema in  a t  
7 . 5  p e r c e n t  i n  t h e  t h i r d  y e a r ,  depend ing  on  what  a c t i o n  was t a k e n  on 
p r o v i s i o n i n g .  'The one  p o i n t  which t h e  Board i n  i t s  e n t i r e t y  had been 
u n a b l e  t o  a c c e r t  was t h e  r e q u i r e m e n t  t h a t  t h e  n e t  income t a r g e t  be perma- 
n e n t l y  e n s h r i n e d  i n  t h e  r u l e s  a t  7 . 5  p e r c e n t ,  on t h e  grounds  t h a t  t h e  
d i s a p p e a r a n c e  of t h e  problem of ove rdue  f i n a n c i a l  o b l i g a t i o n s  would 
remove t h e  need  f o r  a t a r g e t  of 7.5 p e r c e n t .  

M r .  D a l l a r a  remarked t h a t  t h e  n o t i o n  of bu rden  s h a r i n g  w i t h  r e s p e c t  
t o  t h e  i n c r e a s t  i n  t h e  Fund ' s  r e s e r v e s  had n o t  been  p a r t  of t h e  d i s c u s s i o n  
until t h e  p r e v i o u s  week ' s  I n f o r m a l  meet i i ig ,  y e t  he had t a k e n  i t  upon 
h i m s e l f  t o  accept i t .  I f ,  as t h e  Chairman had men t ioned ,  i t  was t h e  
g e n e r a l  s e n s e  of tne mee t ing  t h a t  t h e  r e s e r v e  t a r g e t  would r ema in  a t  
7 .5  p e r c e n t ,  i f  t h e  problem of ove rdue  f i n a n c i a l  o b l i g a t i o n s  s t i l l  n_x i s t ed ,  
h e  wondered w h e t h e r  i t  was z e a l l y  t h a t  d i f f i c u l t  t o  r e f l e c t  t h a t  sense of 
t h e  m e e t i n g  i n  t h e  r e l e v a n t  r u l e .  The outcome of f u r t h e r  d i s c u s s i o n s  on 
some of t h e  i s s u e s  r a i s e d  migh t  w e l l  t u r n  o n  t h e  c a r e f u l  g r a d u a l  i n t r o d c c -  
t i o n  of i n n o v a t i o n s .  
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The Chairman s a i d  t h a t  t h e  c o n t r i b u t i o n  by M r -  Dallara i n  a c c e p t i n g  
t h e  n o t i o n  of bu rden  s h a r i n g  had been  a ma jo r  c o n t r i b u t i o n  t h a t  was 
g r e a t l y  a p p r e c i a t e d  . 

The E x e c u t i v e  Directcrs  a g r e e d  t o  look a t  t h e  t e x t  of t h e  summing 
up ,  as amended, on J u l y  30. 

The E x e c u t i v e  Board t h e n  t o o k  t h e  f o l l o w i n g  d e c i s i o n s :  

Income P o s i t i o n  - P r i n c i p l e s  of "Burden S h a r i n g ,  " Income T a r g e t  
f o r  FY 1987 and  FY 1988 ,  Rate of Charge ,  and  Rate of Remunera t ion  - 
S e c t i o n  I. P r i n c i p l e s  of "Burden S h a r i n g "  

1. The f i n a n c i a l  consequences  f o r  t h e  Fund which  stem from 
t h e  e x i s t e n c e  of o v e r d u e  f i n a n c i a l  o b l i g a t i o n s  s h a l l  be  s h a r e d  
between d e b t o r  and c r e d i t o r  member c o u n t r i e s .  

2. T h i s  s h a r i n g  s h a l l  be  a p p l i e d  i n  a s i m u l t a n e o u s  and  
s y m m e t r i c a l  f a s h i o n .  

S e c t i o n  11. Income T a r g e t  f o r  E'Y 1987 and  FY 1988  

_. 
1. Dur ing  f i n a n c i a l  y e a r  1987 and  f i n a n c i a l  y e a r  1988,  

t h e  Fund ' s  n e t  income t a r g e t  s h a l l  be r a i s e d  from 5 p e r c e n t  t o  
7 . 5  p e r c e n t  of t h e  F u n d ' s  r e s e r v e s  a t  t h e  b e g i n n i n g  of each  
y e a r .  The a d d i t i o n a l  n e t  income s h a l l  be g e n e r a t e d  i n  a c c o r d a n c e  
w i t h  t h e  p r o v i s i o n s  of S e c t i o n  V. 
i n  t h e  f i n a n c i a l  s t a t e m e n t s  of t h e  Fund. 

I t  s h a l l  b e  r e c o r d e d  s e p a r a t e l y  

. 2.  Fo r  f i n a n c i a i  y e a r  1988,  t h e  Fund may d e c i d e  t o  add  
s u p p l e m e n t a l  income t o  b e  g e n e r a t e d  i n  a c c o r d a n c e  w i t h  t h e  
p r o v i s i o n s  o f  S e c t i o n  V. I t  s h a l l  be r e c o r d e d  s e p a r a t e l y  i n  t h e  
f i n a n c i a l  s t a t e m e n t s  of t h e  Fund. 

S e c t i o n  111. Rate of  Charge  

1.' ( a )  The r a t e  of c h a r g e  r e f e r r e d  t o  i n  Ru le  I-6(4) 
s h a l l  be d e t e r m i n e d  a t  t h e  b e g i n n i n g  of f i n a n c i a l  year 1987 and  
f i n a n c i a l  y e a r  1988.  T h i s  d e t e r m i n a t i o n  s h a l l  be made on t h e  
b a s i s  of t h e  e s t i m a t e d  income and  expense  of t h e  Fund d u r i n g  t h e  
y e a r  and t h e  t a r g e t  amount of n e t  and s u p p l e m e n t a l  income f o r  
t h e  y e a r ,  and  s h a l l  i n c l u d e  t h e  a d j u s t m e n t  n e c e s s a r y  t o  g e n e r a t e  
one  h a l f  of trio a d d i t i o n a l  n e t  income and of t h e  s u p p l c m e n t a l  
income f o r  t h e  year. 

( b )  Dur ing  f i n a n c i a l  year 1987 and f i n a n c i a l  yea r  1988,  
when e s t i m a t i n g  income,  no d e d u c t i o n  s h a l l  be  made f o r  p r o j e c t e d  
d e f e r r e d  income. 
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2. Dur ing  f i n a n c i a l  y e a r  1987 and  f i n a n c i a l  y e a r  1988 ,  t h e  
r a t e  of c h a r g e  s h a l l  be  f u r t h e r  a d j u s t e d  i n  a c c o r d a n c e  w i t h  t h e  
p r o v i s i o n s  of S e c t i o n  V .  

3 .  The r a t e  of c h a r g e  i n  f o r c e  as of t h e  end of a f i n a n c i a l  
year,  as a d j u s t e d  under  S e c t i o n  V, s h a l l  c o n t i n u e  t o  a p p l y  subse -  
q u e n t l y  u n l e s s  i t  is o t h e r w i s e  dec ided .  

S e c t i o n  I V .  Rate of Remunera t ion  

1. E f f e c t i v e  August  1, 1986,  Ru le  I - lO(d)  s h a l l  cease t o  
a p p l y  

2.  E f f e c t i v e  F e b r u a r y  1, 1987,  Ru le  1-10 s h a l l  r e a d  as 
f o l l o w s :  

1-10. ( a )  The r a t e  of r e m u n e r a t i o n  s h a l l  be e q u a l  t o  
100 p e r c e n t  of t h e  r a t e  of i n t e r e s t  on holdj . t igs  of SDRs unde r  
Ru le  T-1 ( h e r e a f t e r  r e f e r r e d  t o  as  "SDR i n t e . r e s t  r a t e " ) .  

( b )  The r e h t i o n s h i p  of t h e  r a t e  of r e m u n e r a t i o n  
t o  t h e  SDR i n t e r e s t  r a t e  w i i l  be r e f e r r e d  t o  as t h e  " r e m u n e r a t i o n  
c o e f f i c i e n t  . " 

3 .  During  f i n a n c i a l  y e a r  1987 and  f i n a n c i a l  y e a r  1988,  
t h e  r a t e  of r e m u n e r a t i o n  s h a l l  be  a d j u s t e d  i n  a c c o r d a n c e  w i t h  
t h e  p r o v i s i o n s  of S e c t i o n  V .  

S e c t i o n  V. "Burden S h a r i n g "  i n  FY 1987 and FY 1988 

1. I n  f i n a n c i a l  ye 'ar  I987  and  f i n a n c i a l  y e a r  1988, and  
n o t w i t h s t a n d i n g  R d e  I - 6 ( 4 ) ( a )  and  ( b )  and  Ru le  1-10, t h e  r a t e  
of c h a r g e  r e f e r r e d  t o  i n  R u l e  1 - 6 ( 4 ) ,  and  t h e  r a t e  of r e m u n e r a t i o n  
p r e s c r i b e d  i n  Rule  1-10 s h a l l  be a d j u s t e d  i n  a c c o r d a n c e  w i t h  t h e  
p r o v i s i o n s  of t h i s  S e c t i o n .  

2 .  ( a )  I n  o r d e r  t o  g e n e r a t e  t h e  a d d i t i o n a l  n e t  income 
r e f e r r e d  t o  i n  S e c t i o n  11.1, and t h . e  s u p p i e m e n t a l  income r e f e r r e d  
t o  i n  S e c t i o n  1 1 . 2 ,  t h e  r a t e  of c h a r g e  s h a l l  be a d j u s t e d  i n  
accnr r iance  w i t h  t h e  p r o v i s i o n s  of  S e c t i o n  I I I J ( a ) ,  and t h e  r a t e  
of r e m u n e r a t i o n  s h a l l  b e  a d j u s t e d ,  s u b j e c t  t o  t h e  1 i m i t . a t i o n  i n  
( c ) ,  i n  a c c o r d a n c e  w i t h  t h e  p r o v i s i o n s  of t h i s  p a r a g r a p h ,  s o  as  
t o  product? e q u a l  amouats  of income. 

( b )  I f  income from c h a r g e s  becomes d e f e r r e d  d u r i n g  Bn 
a d j u s t m e n t  p e r i o d  as d e f i n e d  i n  ( d ) ,  t h e  r a t e  of c h a r g e  end  t h e  
r a t e  of r e m u n e r a t i o n  s h a l l  be f u r t h e r  a d j u s t e d ,  s u b j e c t  t o  t h e  
l i m i t a t i o n  i n  ( c ) ,  i n  a c c o r d a n c e  w i t h  t h e  p r o v i s i o n s  of t h i s  
p a r a g r a p h ,  s o  a s  t o  g e n e r a t e ,  i n  e q u a l  amounts ,  a n  a d d i t i o n a l  
amount of income e q u a l  t o  t h e  amount of d e f e r r e d  c h a r g e s .  For  
t h e  p u r p o s e s  of  t h i s  p r o v i s i o n ,  s p e c i a l  c h a r g e s  on  overdue  
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f i n a n c i a l .  o b l i g a t i o n s  u n d e r  D e c i s i o n  No. 8165-(85/189) G/TK,  
a d o p t e d  December 30, 1985,  s h a l l  n o t  be  t a k e n  i n t o  a c c o u n t .  

( c )  No r e d u c t i o n  i n  t h e  r a t e  of r e m u n e r a t i o n  u n d e r  
t h i s  p a r a g r a p h  s h a l l  be c a r r i e d  t o  t h e  p o i n t  where t h e  average 
r e m u n e r a t i o n  c o e f f i c i e n t  would  be r e d u c e d  below 8 5  p e r c e n t  f o r  
a n  ad jus tn ien t  p e r i o d .  

( d )  S u b j e c t  t o  t h e  p r o v i s i o n s  of S e c t i o n  I I I - l ( a ) ,  
t h e  a d j u s t m e n t s  u n d e r  t h i s  p a r a g r a p h  s h a l l  b e  made as of May 1 
and a s  of November 1 of e a c h  y e a r :  

s h o r t l y  a f t e r  O c t o b e r  3 1  f o r  t h e  p e r i o d  f rom May 1 t o  
O c t o b e r  31; s h o r t l y  a f t e r  A p r i l  30 f o r  t h e  p e r i o d  f rom 
November 1 t o  A p r i l  30. 

( e )  N o t w i t h s t a n d i n g  t h e  p r o v i s i o n s  of ( d ) ,  any  a d j u s t -  
ment made in r e s p e c t  of t h e  f i r s t  h a l f  of f i n a n c i a l  y e a r  1987 
s h a l l  a f f e c t  t h e  ra te  of r e m c n e r a t i o n  o n l y  a s  of Augus t  1, 1986.  

( f )  The o p e r a t i o n  of t h i s  d e c i s i o n  s h a l l  be r ev iewed  
when t h e  r e m u n e r a t i o n  c o e f f i c i e n t  i s  reduced  t o  85 p e r c e n t  
u n d e r  ( c ) .  

3 .  A midyea r  r e v i e w  of t h e  F u n d ' s  income p o s i t i o n  s h a l l  
be h e l d  s h o r t l y  a f t e r  O c t o b e r  31 of e a c h  year. I f ,  a f t e r  any  
a d j u s t n e n t  u n d e r  p a r a g r a p h  2 ,  t h e  a c t u a l  n e t  income f o r  t h e  
f i r s t  s i x  months of t h e  f i n a n c i a l  y e a r ,  on a n  annual b a s i s ,  i s  
below t h e  t a r g e t  amount f o r  t h e  y e a r  by a n  amount aqua]. t o ,  o r  
g r e a t e r  t h a n ,  2 p e r c e n t  of t h e  Fund ' s  r e s e r v e s  a t  t h e  b e g i n n i n g  
.of t h e  f i n a n c i a l  yea , r ,  t h e  E x e c u t i v e  Board will c o n s i d e r  how t o  
d e a l  w i t h  t h e  s i t u a t i o n . .  I f  on  December 15 no agreement  h a s  
been  r eached  as  a r e s u l t  of t h i s  c o n s i d e r a t i o n ,  t h e  r a t e  of 
c h a r g e  s h a l l  be  i n c r e a s e d  as of  November 1 t o  t h e  l e v e l  n e c e s s a r y  
t o  r e a c h  t h e  t a r g e t  amount of n e t  Income f o r  t h e  y e a r .  

4 .  ( a )  An amount e q u a l  t o  t h e  p r o c e e d s  of any i l d jus tmen t  
made u n d e r  p a r a g r a p h  2 ( a )  i n  o r d e r  t o  g e n e r a t e  s u p p l e m e n t a l  
income i n  f i n a n c i a l  y e a r  1988 s h a l l  be d i s t r i b u t e d ,  i n  a c c o r d a n c e  
w i t h  t h e  p r o v i s i o n s  of t h i s  p a r a g r a p h ,  t o  members t h a t  have  pai.d 
a d d i t i o n a l  c h a r g e s  o r  have  r e c e i v e d  r e d u c e d  r e m u n e r a t i o n  as a 
r e s u l t  of t h e  a d j u s t m e n t ,  when t h e r e  a r e  no o u t s t a n d i n g  ove rdue  
c h a r g e s  and r e p u r c h a s e s ,  o r  a t  s u c h  e a r l i e r  time as t h e  Fund may 
d e c i d e .  

(b) An amount e q u a l  t o  t h e  p r o c e e d s  of any ad jus tment  
made unde r  p a r a g r a p h  2 ( 5 )  in f i n a n c i a l  year 1987 o r  f i n a n c i a l  
y e a r  1988 s h a l l  be  d i s t r i b u t e d ,  i n  a c c o r d a n c e  w i t h  t h e  p r G v i s i o n s  
of t h i s  p a r a g r a p h ,  t o  members t h a t  have  p a i d  a d d i t i o n a l  c h a r g e s  
o r  have  r e c e i v e d  r educed  r e m u n e r a t i o n  as a r e s u l t  of t h e  a d j u s t -  
ment ,  whet,, and  t o  t h e  e x t e n t  t h a t ,  c h a r g e s ,  t h e  d e f e r r a l  of 
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which had  gi:\--.?n r i se  t o  t h e  same a d j u s t m e n t ,  a r e  pai.d t o  t h e  
Fund. D i s t r i b u t i o n s  u n d e r  t h i s  p r o v i s i o n  s h a l l  be  made s e m i -  
a n n u a l  1 y . 

( c )  D i s t r i b u t i o n s  u n d e r  ( a )  o r  ( b )  s h a l l  be  made i n  
p r o p o r t i o n  t o  t h e  amounts t h a t  h a v e  been  p a i d  o r  have  n o t  been  
r e c e i v e d  by each member a s  a r e s u l t  of t h e  r e s p e c t i v e  a d j u s t m e n t s .  

( d )  If a? member t h a t  i s  e n t i t l e d  t o  a paywent u n d e r  
t h i s  p a r a g r a p h  h a s  any o v e r d u e  o b l i g a t i o n  t o  t h e  Fund i n  t h e  
General Depar tment  a t  t h e  t i m e  of payment ,  t h e  member's claim 
u n d e r  t h i s  p a r a g r a p h  s h a l l  be  s e t  o f f  a g a i n s t  t h e  Fund ' s  claim 
i n  a c c o r d a n c e  w i t h  D e c i s i o n  No. 8271-(86/74) ,  a d o p t e d  Apr i l .  3 0 ,  
1986 ,  o r  any s u b s e q u e n t  d e c i s i o n  of t h e  Fund. 

Decision No. 5348-(86/122) ,  a d o p t e d  
J u l y  2 .5 ,  1986 

Income P o s i t i o n  - Rate o f  Charge as of  May 1, 1986 

E f f e c t i v e  May 1, 1986 ,  t h e  r a t e  of c h a r g e  r e f e r r e d  t o  
i n  Ru le  1 - 6 ( 4 ) ,  d e t e r m i n e d  i n  a c c o r d a n c e  w i t h  t h e  p r o v i s i o n s  o f  
S e c t i o n  I I I . l ( a )  o f  D e c i s i o n  No. 8348-(86/122),  a d o p t e d  J u l y  2 5 ,  
1986,  s h a l l  be 6 . 0  p e r c e n t .  -. 

D e c i s i o n  No. 8349-(86/122) ,  a d o p t e d  
J u l y  2 5 ,  1986 

APPROVED: A p r i l  1 4 ,  1987 

JOSEPH W. LANG, J R .  
A c t i n g  S e c r e t a r y  
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Managing D i r e c t o r ' s  Concludirrg Remarks a t  I n f o r m a l  Mee t ing  
on  t h e  F u n d ' s  Income P o s i t i o n  

J u l v  17 .  1986 

Al though  we need  t 3  look  a t  t h e  l a n g u a g e ,  t h e  p r i n c i p l e s  I o u t l i n e d  
a t  t h e  o u t s e t  of t h i s  a f t e r n o o n ' s  m e e t i n g  a r e  a c c e p t e d ,  bu t  t h e  mechanism 
f o r  FY 1987 and FY 1988 i s  d i f f e r e n t .  

The a g r e e d  p r i n c i p l e s  a re :  

F i r s t ,  t h e  consequences  f o r  t h e  Fund which s t c & . f r o m  t h e  problem of 
o v e r d u e  f i n a n c i a l  o b l i g a t i o n s  s h o u l d  be s h a r e d  be tween d e b t o r  and  c r e d i t o r  
inember c o u n t r i e s .  Second,  the  burden  s h a r i n g  i n  pr i -ncip1.e  s h o u l d  be  
a p p l i e d  i n  a s i m u l t a n e o u s  a n d  s y m m e t r i c a l  f a s h i o n  inasmuch as t h e  Ar t ic les  
of Agreement make p o s s i b l e  t h e  f u l l  a p p l i c a t i o n  of t h i s  p r i n c i p l e .  T h i r d ,  
the r e m u n e r a t i o n  c o e f f i c i e n t  would be  r a i s e d  t o  100 p e r c e n t  of the  i n t e r e s t  
r a t e  on t h e  SDR. 

Yhe F r i n c i p l e s  goilern:.ng bu rden  sharing would r ema in  i n  e f f e c t  as a 
tem.porar;. u n d e r s t a n d i n g ,  as  l o n g  a s  t h e  problem of ove rdue  f i n a n c i a l  
o b i i g a t i o n s  which gave r i s e  t o  tne need f o r  b u r d e n  s h a r i n g  a t  p r e s e n t  
c o n t i n u e s .  

The compromise on t h e  f i n a n c i n g  mechanism f o r  FY 1987  and  FY 1988  i s  
a s  f o l l o w s :  

1. The r e rnune ra t jon  c o e f f i c i e n t  w i l l  be i n c r e a s e d  t o  100 p e r c e n t ,  
e f f e c t i v e  F e b r u a r y  1, 1987; u n t i l  t h t t  time t h e  c o e f f i c i e n t  w i l l  
move a c c o r d i n g  t o  t h e  e x j  s t i n g  f o r m u l a .  

2 .  The income f o r  FY 1986 i n  excess of target--SDK 26 m i l l i o n - -  
r ema ins  p a r t  of r e s e r v e s ;  i t  w i l l  no t  be deemed a s  income f o r  
FY 1987. 

3 .  A s  a r e s e r v e  e f f o r t  i n  FY 1987 t h e  t a r g e t  will be i n c r e a s e d .  
f r o m  5 p e r c e n t  to 7 . 5  p e r c e n t ;  t h e r e  %?ill be burden  s h a r i n g ,  
w i  t h o u  t r e f  und i  ng . 

4 .  The FY 1988 r e s e r v e  t a r g e t  of '7.5 p e r c e n t  may be r a i s e d  beyond 
t h a t  f i g u r e  i f  needed ;  bu rden  s h a r i n g  w i l l  a p p l y  abL-ve 5 percent  
and amounts  i n  e x c e s s  of 7 .5  p e r c e u t  w i l l  be  r e f u n d a b l e .  

5 .  Net income above  5 percent :  will bc p i a c e d  i n  a s p e c i a l -  l i n e  of 
"reserves.  '' 

T h e  mechanism w i l l  be i n  place f o r  two y e a r s ;  a f t e r w a r d ,  t h e  Bcard 
w i l l  t a k e  a n e w  d e c i s i o n .  

A s  f o r  t h e  8 5  p e r c e n t  f l o o r  t o  t h e  r a t e  of r e m u n e r a t i o n ,  if  t h e  remu- 
? e r a t i o n  c o e f f i c 2 n n t  j s  moving toward  i h a t  limit t h e  s i t u a t i o n  will be 
r ev iewed  i n  acivance t o  d o t d r m i n e  what  a c t i o n  t h e  Fund s h o u l d  t a k e ;  t h e  

Board w i l l  r e a c h  a d e c i s i o r ,  i n  l i g h t  of t h e  c i r c u m s t a n c e s  a t  t h a t  time. 




