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1. IRELAND - 1986 ARTICLE IV CONSULTATION

The Executive Dirvrectors continued from the previous meeting
{EBM/86/121, 7/25/86) their consideration of the staff report for the
1986 Article IV consultation with Ireland (SM/86/163, 7/3/86; and Cor. 1,
7/11/86). They also had before them a report on recent economic develop-—
ments in Ireland (SM/86/166, 7/9/86; and Cor. 1, 7/21/86).

Mr. Pérez remarked that as previous speakers had underscored, the
imbalance in the Irish economy had not improved in 1985. The public sec-
tor deficit and central government debt had remained high, and unemploy-
ment had worsened. However, other areas in which the authorities had
applied corrective measures had prouuced the desired results: the rate
of inflation had been low at about 4 percent, the balance of payments had
shown a trade surplus for the first time in 40 years, and real investment
had recovered substantially. More important, prospects in those areas
were encouraging for 1986.

The staff papers indicated that the current fiscal situation resulted
from failure to implement the 1984 National Plan, Mr. Pérez noted. It
was difficult to. determine the reason for that outcome, but he considered
that social consensus was necessary for the successful implementation of
government policy. That consensus seemed to be lacking in the case of
Ireland, and, as a result, the prospects for change in the deteriorating
trend of public finances were uncerfain. Another constraint in applying
a strong fiscal program stemmed from the high level of unemploymeunt. Tha
potential deflationary impact of a tighter fiscal stance and its negative
influence on employment prevented the authorities from implementing their
planned fiscal projects.

The budget for 1586 reflected in part those two factors, Mr. Pérez
continued. On the revenue side, the authorities had had little choice
over the past few years but to impose higher taxes to sustain the levels
of public spending demanded by high unemployment, although that pressure
had lessened in the 1985 budget. In the coming years, emphasis should be
on the expenditure side, as envisaged in the 1986 budget. Table 2 of the
staff report illustrated the sharp deceleration in interest payments
expected to take place in 1986, primarily owing to favorable interest
rates abroad and the devaluation of the U.S. dollar. Although some pres-—
sure would be lifted from the expenditure side, the authorities should not
view that development as an opportunity to relax their efforts to reduce
noninterest outlays. With respect to expenditure cuts, the question of
social welfare benefits was sensitive and reductions were always vehemently
opposed. Nevertheless, it would be necessary to reach agreement with the
labotr unions to curb such expenditures, which had perhaps gone too far.

Like others in the European Monetary System, the Irish authorities
used monetary policy as the main tool to keep the exchange rate on target,
Mr, Pérez observed. He missed a more detailed description by the staff
of that area; it was of great importance tc set the authorities’ exchange
rate policy in its proper perspective. The competitiveness of Irish
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industry had been threatened by the evolution of the exchange rate of the
Irish pound vis-d-vis the U.S. dollar and pound sterling—~the currencies
of 1ts two main trade partners. With the Irish pound revaluating against
the pound sterling, Irish companies selling in the United Kingdom or
competing with U.K. firms abroad were at a clear disadvantage, especially
as Ireland was a member of the Eurcpean Monetary System but did the bulk
of 1ts trade with a nonmember neighbor. He agreed with the authorities
that competitiveness could and should be improved through domestic adjust-
ment, but that view was also compatible with utilizing the exchange rate
as a useful device to cope with the problem of competitive disadvantage
created in part by exchange rate disarray.

Ireland, like other European countries, had the serious problem of
high rates of unemployment, Mr. Pérez commented. That issue was one of
the most controversial subjects of Irish economic policy. He was dis-
appointed that the staff had referred to the issue only briefly, merely
mentioning that "to mitigate the impact of unemployment, the authorities
are also operating a number of special employment schemes.” It would
have been useful to include more information on that important subject in
the staff report rather than in the report on recent economic developments.
He would appreciate comments on the position of trade unions, which were
still very influential in Ireland. Moreover, he wondered whether there
was any possibility of reaching a social agreement that could provide an
adequate framework in which to attain moderate positions and create a
social environment more conducive to the reduction of the fiscal deficit
and unemwployment.

Because Ireland met the principles previously discussed by the Board
for placing some members on a longer consultation cycle, he could support
the authorities' request to extend the cycle, Mr. Pérez said. Finally,
recent improvements in' different areas of the Irish economy had laid the
foundation for a strategy aimed at reducing the fiscal imbalance and the
level of unemployment. In the case of Ireland, as in that of other small
industrial countries, favorable developments in the international economy
would be crucial to maintain the economic momentum.

Mrs. Ploix commented that in looking at recent developments in
Ireland--an active member of the European Communities——ecoriomic perfor-—
mance in 1985 had not fully matched that of previous years, either in
raising the growth rate or in tackling fiscal imbalances. Industrial
activity had been sluggish, and agricultural output had been affected by
poor weather conditions. However, inflation had declined from 8.6 per—
cent to 5.4 percent, and the external accounts had .wproved significantly.
Nevertheless, the staff's view was that those developments had been
largely due to a more favorable international enviromment. She agreed
with the general thrust of the staff's arguments and was pleased that the
Irish authorities endorsed them, although they perhaps disagreed on the
pace of adjustment.
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The staff had made it clear that an improvement in the fiscal posi-
tion was crucial, especially in view of the debt situation, Mrs. Ploix
continued. The implicit abandonment by the authorities of the deficit
target for 1987 gave cause for concern. It was evident that a compromise
had to be found between a much needed fiscal consolidation and a retrench-
ment of fiscal stimulus because of the adverse impact on the economy,
natably on unemployment. However, she wondered whether the high budget
deficits of previous years had had the expected benefit in terms of job
creation, and she would appreciate staff comment on that issue. The
development of social welfare expenditures needed to be controlled.

One of the main features of the Irish economy was its openness, even
though the geographical distribution of its exports was concentrated on
the European Communities, notably the United Kingdom, Mrs. Ploix remarked.
Because external trade represented 135 percent of GNP, external develop~-
ments played a decisive role. The staff s medium-term external debt
scenarios highlighted that aspect and stressed the importance of maintain-
ing a strong competitive position. She also advocated the pursuit of
greater balance between the external and domestic markets.

With regard to competiriveness, the marked improvement in the

external accounts gave clear testimony that the policy followed to date
was in the right direction, Mrs. Ploix observed. Over the period 198185,
productivity galns had roughly compensated for increases in labor costs.
However, some doubts could be raised about the sustainability of such
progress over the medium term as the pressure for increases in real wages
appeared to remain strong and the Government's attitude toward increases
was not encouraging; the 1985 decision on real wage increases should not
be repeated. The authorities’ intention to follow a path consistent with
carrent demands for pay increases and economic realities was welcome.
The staff had described the streungthening of the Irish pound vis~3-vis
the pound sterling; the U.K. currency's participation in the exchange
mechanism of the European Moneiary System would contribute to reducing
its volatility.

Despite the small size of the economy and the fact that the domestic
market could not fulfill the objective of full employment, the authorities
should seek to encourage production that would benefit the domestic market,
Mrs. Piloix stated. Heavy rellance on export—led growth did nct seem
fully justified or fruitful in light of past experience. The industrial
policy aimed at attracting foreign investment to Ireland, which had been
implemented until late 1984, had had some serious setbacks. Table 5 of
the report on recent economic developments showed that the manufacturing
sector had been the main contributor to the detericration cof the employ-
ment situation; that trend had to be arrested. The authorities, following
the recommendations of the 1984 White Paper, were shifting their policy
in a direction more in conformity with national interests. Time, however,
would be reeded to assess the beneficial effects of the receut change of
policy in terms of employment.
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Short-term progspects indicated that many problems would be eased as
economic growth was expected to pick up, Iinflation to decelerate further,
and the current account deficit to decrease, Mrs. Ploix commented.
However, employment was not likely to improve significantly, leaving the
authorlties uncertaln as to the proper course of action with respect to
public finances. Conflicts arose in setting economic policy: fiscal
ad justment did not contribute in the short run to political popularity,
although benefits could be experienced over a longer period of time. The
Irish authorities had shown courage and determination in difficult circum-
stances; those qualities were even more necessary at present as relaxation
of their efforts would undermine the positive results achieved thus far.

With respect to the Article IV consultation cycle, she would recom-
mend that before examining Mr. Leonard's request, the Board should have a
general discussion of the issue, Mrs. Ploix concluded. In the case where
the cycle was extended, provision should he made for scheduling earlier
consultations if a country did not follow the recommendations of the
previous consultation.

Mr. King commented that the situation facing the Irish authorities
was complex. On the positive side, the short—term prospects were encour-
aging. TFurthermore, from a slightly longer-term perspective, some
progress had been made in strengthening the external position, where a
current account deficilt of about 1.25 percent of GNP was forecast for
1986 compared with close to 15 percent only five years previously.

Nonetheless, Mr. King continued, overshadowing those positive
achievements were the substantial imbalances that continued to face the
economy—-—imbalances that undoubtedly left the authorities with difficult
policy dilemmas. Although there had been a marked improvement 1in the
external position, there were reasons for questioning whether the under-
lying situation might be weaker than it appeared. First, the improvement
in the trade account partly reflected the fall in oil prices, which could
easily be at least partially reversed. Second, the high level of external
debt left the economy vulnerable to changes in market confidence and
interest rates. That debt reflected the need to finance the persistent
budget deficits of recent years. The prospects for continuing large
deficits in the years ahead would threaten further crowding out of pri-
vate activity. The need to finance those deficits also emphasized the
importance of retaining market confidence in the policy stance. Finally,
the authorities faced a high level of unemployment, which was a major
cause of concern.

In light of those problems, the authorities recognized the importance
of taking action to put the fiscal deficit on a more sustainable basis in
the years ahead, Mr. King observed. They had attempted to implement
medium—term fiscal adjustment for some time, but as yet their efforts had
aprnarently met with only limited success. Alchough the public sector
borrowing requirement had been reduced from over 20 percent of GNP iIn
1981 to under 16 percent in 1985, it remained too high. Furthermore, a
sipniflcant part of that improvement had stemmed from a snarp retrenchment
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in capiral expvenditures. The current budget deficit had actually widened
by about 0.75 percent of GNP between 1981 and 1985. The continued weak-
ness of the current budget was largely a result of the continued strong
growth of current expenditure. Some of that rise was due to increased
interest payments, but other eapenditure--in particular, expenditure on
social services--had risen rapidly. The share of expenditure on social
services in total noninterest current expenditure had risen from 76 per—
cent in 1981 to nearly 87 percent in 198.. To the extent that social
services expenditure had been an important factor behind the rise in total
expenditure, and because it represented the major item within total dis-
cretionary expenditure, that category would have to be closely examined,
especially as the authorities believed that the tax burden was already

too high and that future emphasis must be placed on expenditure restraint.
There seemed to be an inconsistency between the general policy cbjectives
and the furcher increases in social benefits allowed in 1985 and 1986,
which wevre more generous than the commitments under the National Plan.

Despite the magnitude of the fiscal imbalance, the authorities were
reluctant to accelerate the pace of fiscal reform, Mr. King commented.
While he could sympathize with that reacticn, he wondered whether a less
gradualist approach to adjustment might not be both necessary and benefi-
cial. The current level of the budget deficit appeared to be unsustain-
able and posed a considerable threat to medium—term growth prospects.
Furthermore, and more fundamentally, it was unclear to what extent a
reduction in the deficit would have a2 harmful effect on unemployment. The
conjunction of a public sector borrowing requirement of nearly 16 percent
of GNP and an unemployment rate of over 17 percent seemed to suggest that
the problem was structural in nature rather than an example of insuffi-
cient aggregate demand. Perhaps the staff could comment; in particular,
he would be interested to know if there were any estimates of the natural
rate of unemployment in Ireland.

Structural and labor market policies had a crucial role to play if
unemployment was to be significantly reduced, Mr. King stated. The need
to reduce unew .loyment underlined the importance of using the available
instruments to ensure that wage jncreases wevre suitably moderate. His
authorities were aware of the diffliculties in that area and the limita-
tions thzt existed on what could be achieved by the Irish authorities.
Nonetheless, the authorities might have been able to give a flrmer lead
by showing greater restraint in setting wages in th= public sector as
thogse wages were under their direct control. Tt was unfortunate that an
unintended real increase in public sector wages had happened in 1986 as a
result of lower than expected inflation. He supported the staif's .sugges—
tion that a pay pause might be appropriate in the 1987 budget.

The Government could also influence wage costs throurh 1ts taxation
and other policies, Mr. King continued. 1In that regard, the sizable
wedge that had opened up between gross wages and the labor costs faced by
emplovers was an obviocus source of concern as it might w»1l lead to upward
pressure on wage settlements. That problem would seem to be a further
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factor underliuing the importance of tight expenditure control, which
seemed to be the only way to finance the changes Iin taxes and socilal
security contributions that were needed to reduce that wedge.

His chair welcomed the reorientation of industrial policy that had
taken place in 1984, Mr. King said. The greater emphasis given to
increasing the integration of foreign-owned firms into the economy
remained appropriate. However, he would be grateful for clarification
from the staff or Mr. Leonard on how the system had been operated. The
staff report seemed to indicate that the main emphasis of that policy was
on industrial sector rather than services sector firms. Yet Mr. Leonard
had stated that in Ireland, as in the United Kingdom and other European
countries, one of the most buoyant areas within the economy was the
services sector, whilich suggested that it should also be an important area
for industrial policy.

Finally, while he could appreciate the operational difficulties that
motivated Mr. Leonard's suggestion that Ireland should be moved to an
18-month consultation cycle, he was reluctant to reach a decision on the
present case without first having had a chance to examine the more general
issue, Mr. King stated. He therefore supported Mr. Leonard's view that
the Board should return to the question after a general review of the
Fund's surveillance procedures.

Mr. Zecchini made the following statement:

Positive develonments characterized the evolution of the
Irish economy in 1985, iun line with a favorable trend that
started at the beginning of the 1980s. The current account
deficit/GNP ratio fell to 3.2 percent from 14.7 percent in 1981;
the trade balance recorded a surplus; and the rate of inflation
measured by the consumer price index was 4.5 percent in May
1986, compared with 20.4 percent in 1981. Nevertheless, such
positive results seem not to have involved an improvement in the
serious imbalance of Ireland's public financz2s. While the debt
service ratio and the ratio of extermal public debt to GNP were
reduced for the first time in the last few years, total public
debt continued to grow and as a percentage of GNP remains one
of the highest among OECD countries. Moreover, in spite of a
recovery in flnal domestic demand and a strong export perfor-
mance, growth of real GNP was only 0.3 percent and ciie rate of
unemployment continued to rise signlficantly.

In light of these developments, we share the staff's view

that the limited progress in the area of public finances is a
cause for serious concern, and we continue to support the recom-
mendations put forward by the Executive Board on the onccasion of
last year's consultation (EBM/86/135, 9/10/85), namely, that the
authorities give the highest priority to rapid fiscal adjustment
mainly through a reductrion in the ratio of public expenditure to
GNP.
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In spite of the scaling down of the medium~term fiscal
objectives in the context of the National Plan, the current
account deficit of the public sector in 1985 turned out to he
somewhat above the target, while the Exchequer borrowing require-
ment was almost on target. Since the early 1980s, the attempts
to correct the budget imbalances have been characterized by an
excessive reliance on cuts in capital expenditure coupled with
higher taxation--particularly on wages and salaries—-which rose
from 5.5 percent of GNP in 1981 to 36 percent in 1985. Over the
same pericd, current expenditure, in contrast with capital
expenditure, continued to grow, reaching 48.7 percent of GNP in
1985. Such a fiscal policy approach seems questionable since
in the medium term it will negatively affect the prospects for
fixed investment, which are already bleak after the long decline
between 1982 and 1984, and eventually it will hamper the growth
of the economy and the reduction of the currently high unemploy-
ment level.

We therefore support the staff's recommendation that
improvements Iin pubiic finances should come from the expenditure
side, especially in checking the growth of social welfare bene-
fits and public employees' wages. In this connection, the
authorities' commitment for 1987 falls short of what is required.
On the one hand, the National Plan correctly stresses the need
to ease the tax burden on wage and salary earners. On the other
hand, as indicated in the staff's report, "the Irish representa-
rives stressed tnat the room for maneuver was limited as only a
small part of the noninterest component of current expenditure
(some 10 percent of the total) was realistically amenable to
~adjustment in the short rum."”

Moreover, we notice that the Government is planning to
increase the remuneration of public cector employees to an extent
in excess of its own guidelines, allowing 7 percent growth over
18 months. Although we understand the serious political impli-
cations that soclal expenditure cuts will have for the ruling
ma jority in view of the upcoming elections, it should also be
understood that gains in economic activity and employment obtained
through relaxation of fiscal policies will be short lived.

Incomes policies and exchange rate policy have contributed
to the improvement of Ireland's external position in recent
vears. Significant moderation in wage increases and exception-
ally large increases in average productivity, associated with
restructuring of the industrial sector and labor shedding, have
brought about notable improvements in the competitiveness of the
Irish maaoufactuving sector. This in turn has resulted in a
steady increase of exports that has exceeded world trade growth
and enlarged Ireland's market share. Nevertheless, lurther
improvements in competitiveness are required to address effec—
tively the problem of unemployment in a medium~term horizon.
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Given the high degree of openness of the Irish economy, and the
conmitment of the authorities to exchange rate stability within
the European Monetary System, improvements in competitiveness
can only derive from further reductions of domestic costs. In
this respect, the authorities' commitment to merely avoid pay
increases that are in excess of the average increase in trade
partners is certainly a positive step but may not be sufficient.
In fact, to improve competitiveness to a firmer basis over the
medium term it is necessary to aim at constraining labor cost
dynamics to a trajectory much lower than that followed by trad-
ing partners because it is doubtful whether the large produc-
tivity gains that were realized in the last few years can be
maintained in the future. Moreover, attention should be paid
to the need to reduce the wedge betweeu workers' earnings and
labor costs.

With respect to the unemployment problem, we commend the
authorities' emphasis on supply-side policies. In late 1985 a
package of tax measures and other incentives sere introduced to
stimulate employment and private investments. One cause for
concern on the supply side is the continuous decline in con-
struction activity together with a reduction in private housing
completion. As such developments can constitute a constraint to
labor mobility in the medium term and hamper growth and invest-
ment prospects in the small and medium—~sized industrial sector,
we would be interested in knowing whether the authorities plan
to address that problem.

As indicated by the Central Baunk, monetary policy in 1985
was primarily aimed at mitigating the financial consequences of
the continuing fiscal imbalances while stabilizing the external
value of the Irish pound. In this context, it is commendable
that the share of nonmonetary financing of the Exchequer borrow-
icg requirement rose to 52.25 percent in 1985 from 29.5 percent
in the previous year. It must also be recognized that in the
face of both a persistently high public budget deficit and the
commitment to exchange rate stability within the European
Monetary System, the room for maneuver of monetary policy is
very restricted. In fact, interest rate policy has to be geared
to meet the external equllibrium conmstraint, and consequently a
larger burden falls on incomes policy in creating the conditions
for a livelier expansion of the economy.

Finally, we would like to support two positive elements in
Ireland's external policies. First, the authorities seem com-
mitted to utilize the exchange rate as an instrument for domestic
adjustment and disinflation and to avoid its use to improve
competitiveness. Second, Ireland has succeeded in restructuring
its external debt in the last five years. By taking advantage
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of more favorable conditions in international cap.tal markets,
the authorities were able to avoid bunching of maturities, to
reduce the cost of debt, and to increase its average maturity.

Mr. Wijnholds said that he wished to commend the authorities for the
progress they had achieved in two important instances. Inflation had come
down rapidly to an acceptable vate, and on the external side the current
account deficit had been reduced to a sustainabla level. While those
developments were welcome, Ireland's overall economic performance was
marked by insufficient progress in the areas of fiscal adjustment, employ-
ment creation, and wage formation.

Progress had not been impressive in lowering the public sector bor—
rowing requirement in recent years, which continued to exert significant
undesirable pressures on the Irish economy, Mr. Wijnholds commented. In
Ireland, as in some other European countries, there had perhaps been a
preoccupation with the cyclical effects of fiscal retrenchment and an
underestimation of the beneficial dynamic effects of a sharp curtailment
of the fiscal deficit. The result had been an enormous burden of govern—
ment debt, with the debt/GNP ratio reaching 131 percent in 1985--the
highest figure among industrial countries. The need for further strong
fiscsl adjustment was therefore evident.

Unfortunately, the authorities seemed to have relaxed their inten-
tions for budgetary action as outlined in the National Plan, Mr. Wijnholds
remarked. The authorities had mentioned the high level of unemployment
as a factor that would make the necessary strong fiscal adjustment hard
to achieve, especially in an election year. While he understood that
argument, it was only valid in the short run. As the experience in some
other European countries showed, strong fiscal adjustment need not
adversely affect the employment level beyond the short run. In that
light, he endorsed the staff's view that the authorities should seriously
consider moving toward a medium-term framework 1in setting its fiscal
objectives.

A particularly disappointing development in the budget had been
public sector wages, Mr. Wijnholds said. The Government's Ilnability to
keep its pay offer within its own guidelines was regrettable and clearly
had not been helpful in promoting wage moderation in the privare sector.

The need for wage restraint was given added weight by Ireland’s
policy of not using the exchange rate a5 an instrument to improve competi-
tiveness, Mr. Wijnholds continued. That policy was correct In view of
the openness of the Trish economy and the tendency for exchange rate
changes to work through the entire economy quite rapialy. fHowever, such
a policy could only be successfully maintained over time as long as
increases in domestic costs were sufficlently contalned. Apart from wage
moderation, further measures to increase the economy's sfficiency were
Atso called for, and he recognized the progress that was being made in

implement ing supply—-side measures.
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A notable development in monetary policy had been the shift away from
guidelines for bank lending to rellance on market—oriented instruments,
Mr. Wijnholds stated. While that step might be welcome in itself, other
questions could arise as to whether monetary conditions had not eased too
much. Domestic credit expansion had rebounded since the third quarter of
1985--as could be seen from Chart 9 in the staff report--owing not only
to monetary financing by the Government but also to a rapid expansion of
bank credit. Although he was aware that monetary policy was primarily
geared to the exchange rate, he wondered whether recent developments did
not point to the need for a more cautious monetary stance.

Finally, Mr. Fugmann's suggestion that the decision on the standard
12-month cycle would be subject to the outcome of the next Board review
of the frequency of Article IV consultations in the framework of Fund
surveillance procedures provided a good solution to the Irish authorities'
request, Mr. Wijnholds concluded.

Mr. Obame commented that in 1985 Ireland had made further progress
in reducing the external current account deficit and in slowing down
congsumer price increases. However, the pace of economic growth had not
been maintained as real GDP growth had been marginal. Moreover, the fis-
cal imbalance remained large, and the unemployment rate had risen further.

The public sector borrowing requirement had decreased, although
marginally, in 1985, Mr. Obame continued. A similar movement was fore—-
cast to take place in 1986. He shared the staff's concern about the lack .
of progress in reducing the fiscal imbalances that had evolved over the
years, and he gsupported the call for a display of more resolve in tackling
that problem. Without negating the need to expand the revenue base and
growth, he urged the authorities to take decisive steps to contain
expénditure.

Like previous speakers, he recommended that attention be focused on
curbing the rise in wages and government benefit payments, Mr. Obame
said. He understood that actions in those areas could be constrained by
political and other considerations; however, the size and dcration of the
fiscal imbalances and, more important, their long-term perverse effects
on the economy as a whole suggested prompt and resolute action on the
part of the authorities.

He noted with concern that the rate of unem ,loyment had continued to
increase in 1985, and prospects for 1986 did not seem bright, Mr. Obame
commented. The [rish authorities were aware of that situation, and he
welcomed the measures taken to stimulate job creation and hiring by the
private sector. He urged them to pursue thelr efforts, especially in the
agricultural and industrial sectors, where employment had decreased
steadily over the past few years.

While the Irish authorities should be encouraged te take steps to
reduce the fiscal iwbalances and curb the high level of unemployment
prevailing in the country, it was equally important that they devote
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attention to enhancing the competitiveness of their exports, Mr. Obame
remarked. Measures curbing wages and salaries as well as benefits could
be useful in attaining those objectives.

He supported Mr. Leonard's request regarding the extension of the
Article IV consultation cycle for Ireland, Mr. Obame concluded.

Mr. Romuildez made the following statement:

In 1985, for the first time in about 40 vears, Ireland
recorded a surplus in its trade account. In 1985 also, for the
first rime since 1981, investment grew in real terms——at 1.15 per-
cent, a small but positive change and, it was hoped, a sign of
a lasting turnaround——and prospccts for 1986 seem to confirm
that direction with the authorities' expecting 3 percent growth
in gross fixed investwment. For these significant firsts and
for other relative achievements in the drive toward eccnomic
viability, we commend the Irish authorities. They continue to
be successful in their efforts to contain inflationarv pressures.
That these developments have lowered Ireland’s price chauge levels
close to the average experienced by its main trade partners is
welcome news, though mitigated somewhat by reports of the worsen-—
ing in the competitive position of the Irish manufacturing sector
in early 1986, viewed in terms of relative houvly earnings
vis—d-vis the country’'s principal trade partners.

In the main, however, much of what we said during last
year's Article IV consultation with Ireland (EBM/85/133) remains
relevant. The major probl=ms of the economy still derive from

“ueagknesses in fiscal perforuance, the drain of debt service on
resources, and the continuing increase in unemployment. We
welcome the authorities' support of the movement toward prepa-
rations for a new round of mulrilateral trade negotiations. We
nevertheless remain deeply concerned that they have maintained
their protectionist stance for traditional labor-intensive
industries, a stance that is not only disruptive of international
trade and prejudicial to developing country export development
efforts but also distortive of and costly for Ireland's own
economy. We would have hoped, moreover, that the Irish could
have injected a greater measure of rationalization into the
agricultural policies of the European Communities.

The authorities will have to exhibit more intense determi-
nation and decisiveness than they did last year in their attempts
to curb current expenditure. They recognize that adjustment
must focus on expenditure and that savings need to be realized
in the area of subsidies and charges for public services. More
important, the tax and socicl welfare systems need to te refarmed
to strengthen work iuncentives. In this connection, I wonder if
the existing generous social services benefits could be used
more fruitfully by linking these with programs of iondustrial
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restructuring, manpower development, and retraining. This
might go hand in glove with the authorities' suggested approach
to containing growth in social welfare expenditures through
cffective targeting of benefits.

We agree fully with the staff's appraisal of Ireland's
economic situation and its prescriptious for sustainable growth
and an improved employment picture in 1986 and 1987. Wz join
the staff, moreover, in welcoming the authorities' success in
improving the maturity structure of external government debt.
We nevertheless share its appreheir.ion over Ireland's high pro-
pensity to import and the vulneuroility of the external current
account to rising domestic demand. The staff is correct irn
stressing that a strong current account position is an exigency
of Ireland's situation as a councry saddled with high external
debt and large foreign interest payments.

We urge the authorities to move from their protectionist
posture to a wmore intensified industirial restructuring, partic-
ularly as regards some of the indigenous industries, and to
greater {rade litcralization.

We cah go along with Mr. Leonard's request to extend the
consultation cycle for Ireland.

Mr. Jayawardena made the following statement:

Since the economic difficulties that emerged in the late
1970s and early 1980s, Ireland has adjusted strongly. The
- magnitude of the change is seen when we compare key economic
ratios between 1981, wher the imbalances peaked, and 1985.
During this period, the external current account deficit declined
from 15 percent to 3.5 percent of GNP. Underpinning this achieve-
ment was a notable fiscal adjustment, where the Exchequer borrow-
ing requirement was brought down from 16 percent to 13 percent
of GNP and the public sector borrowing requirement from 20 per-—
cent to 16 percent. Domestic credit expansion was scaled down
from 40 percent to 16 percent. Inflation was brought down from
21 percent to 6 percent. These are not small changes by any
standard, and we commend the authorities for the determined
manner in which they set atout to put their house in order. We
are heartened to observe that the authorities plan to make
further progress in 1986 and that they are well on track this
year to achieve their goals.

In evaluating the 1986 targets in the context of the previous
vear's achievements, the basic positicn of the staff is that the
progress is inadequate, especially in public finances. We would
think that part of the problem lies in the nature of the adjust-
ment. We are inclined to believe that the problems in Ireland's
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ad justment arose from a strong- emphasis on the demand-management
side whereas. nadosiate attention was paid to supply—side action.

The govecwnment sector is large in Ireland, with government
expenditure at 58 percent of GNP and revenue at 46 percent.
Fiscal retrenchment in such a situation obviously has strong
rippie effects on the economv. Along with tight credit policies,
economic growth slowed from 4.5 percent in 1984 to 2.0 percent in
1985, and unemployment rose to 17 percent in 1985. Export growth
weakened dramatically from 18 percent in 1984 to 7 percent in
1985 and exports are expected to de-line by nearly 5 percent in
1986. To offset fiscal adjustment, there should have been supply-
side policies, which do aot apprar to have been that effrctive.

wnile the general simplification of the tax system and the
reduction of the value~added tax were weicome, I cannot describe
the scaling down of the marginal income tax rate from 65 perceat
to 60 percent 1n 1985 and now to 58 percent as strong progress.
Whether the new penalties for tax default and evasion and the
withholding tax on financial assets will help is a moot question.
Generally, the tax burden appears to be high, and a general
reduction could be wmost helpful.

The structural rigidities in the economy, especially in the
labor markets, appear to have deserved greater attentiom. The
Government's wage policy, social welfare sutcidies, and support
of backward industries should have been more moderate. The
wisdom of having high social transfers in an economy with a per
capita income of nearly SDR 5,000 is difficult to comprehend,
especially when related to work incentives. The same applies to
transfers to public -nterprises and marginal industries.

Given this situation of a "govermment overhang,” I wonder
whether the appropriate path for the future is merely a contain-
ment of govermment expenditure and the deficit alone. We are
inclined to favor a strong effort to reduce the size of govern-
ment itself by reducing both taxation and expenditure. If this
encourages more private sector investment and activity, the
authorities may not need to postpone decisions beyond the next
vear's election.

We are inclined to tilt toward the staff view that the
exchange rate could have been used more decisively to encourage
the export sector. However, Mr. Leonard states that Treland not
only held external markets but even expanded its share. It was
interesting to consider how much better the export sector could
have done if the exchange rate had been more competitive.
Several Directors observed that the exchange rate option was not
the desirable one and that domestic adjustment was preferable.
But, as evident from the slowdown of the fiscal retrenchment
procese owing to strong inflexibilities in the system, I do not
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see how the relative domestic market price distortions could be
rectified without adequate flexibility of the exchange rate. I
would rule out exchange rate action only if the economic relativ-
ities between Irelard and its economic partners are considered
optimal and correct.

The scaff representative from the European Department said that many
speakers had emphasized the need to speed up the pace of fiscal adjustment.
In principle, neither the Irish authorities nor the staff would disagree
with that assessment. However, political circumstances, higher unemploy-
ment, and budgetary commitments for 1986 and in part for 1987 would, in
the view of the authorities, make it difficult to introduce substantial
cuts in the various expenditure categories. The staff, however, considered
that problems of fiscal imbalance, the lack of dynamic economic development
of indigenous industries, and unemployment-—-including the difficulties of
absorbing the increase in the labor force——migh: be interrelated. There~
fore, the question could be raised as to whether, under present socio-
political circumstances, much could be done. Furthermore, if there was a
need for decisive fiscal action, it could also be asked whether that would
not require an examination of the underlying political and social assump-
tions and philosophies in the economy. In light of the discussions with
the Irish authorities, existing attitudes and philoscphies seemed to
indicate that major progress in public finances would be difficult.

Although some improvement had taken place over the past few years,
rigidities remained in the labor market, the staff representative remarked.
Unionization, although declining in the private sector, was still high,
notably in the public sector. The unions' structure was such that specific
unions were competing with each other. The concept of comparability of
pay relativities, which was deeply entrenched in the social and labor
market system in Ireland, resulted in comparability not only hetween
various industrial sectors but between various jobs within one sector of
industry, herwncan the private sector and the public sector, and between
various jobs with!n the public sector. Some progress had been made in
the decentralization of wage negotiations, especially in the private
sector, thereby dimlnishing the comparability oroblem. However, replace-
ment ratios remained high and were a disincentive to seek jobs; in fact,
the size of unemployment benefits might have contributed to the level of
unemployment.

The difference between wage costs and take home pay was a prcblem
that had been recognized and addressed by the tax reform, the staff
representative commented. The reform would try to shift the tax burden
away from wage earners and would thereby alleviate somewhat the cost
burden on industry by lowering wages. Social security costs in Treland,
compared with those in other European countries, were relatively low.

Public pay had declined in real terms, and increases had consistently
lagged behind Increases in the private sector, the staff representative
noted. The unions in the publi- sector were militant, and the Government
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had undoubtedly found it difficult to adhere to the established guidelines.
In addition, in view of the discrepancies in pay between the private
sector and the public sector, the question arose as to how strongly the
public sector would have fought to apply a stringent pay policy so long
as the private sector would not follow a similar pelicy. The difficulty
of attracting highly trained people to the public sector and keeping them
was an important issue, and there were indications that the sector had
lost high-quality people at younger ages. The lag in public sector pay
was one reason for the many requests for special pay increases in the
context of comparability. If the authorities would agree that public
sector pay, because of its relative size in the budget, needed to be
watched carefully, they would also have to look at public sector employ-
ment. The burden should not be placed on per capita wages but on the
level of employment in the public sector.

The increase in the value-added tax in 1986 from 23 percent to
25 percent applied to all energy products, the staff representative
stated. Excise taxes on gasoline and automobile diesel had been raised;
however, the authorities foresaw limits in that field and considered
that the competitiveness of manufacturing was greatly influenced by the
price of energy. The common border wirh Northern Ireland presented a
problem as Northern Ireland's level of taxation on energy products was
generally lower, imposing a limit on Ireland's room for mauneuver.

The National Plan included the proposal to increase taxation on
welfare benefits, the staff representative continued. The authorities
congsidered that measure appropriate but not urgent because the long
duration of unemployment had changed the nature of unemployment benefits.
In addition, to implement that measure, adequate computer capability--
currently being improved—-woull have to be put in place.

The main objective of the deposit interest retention tax was to
remove certain distortions within the financial sector with regard to the
taxation of different kinds of financial assets, the staff representative
explained. The authorities had also wished to eliminate tax evasion, which
was high for income from deposits, and to increase revenue in connection
with the policy of redistributing the tax burden away from the wage earner
sector- A shift of funds away from bank deposits to government securities
might well have taken place, perhaps easing financing of the govermment
deficit but also resulting in a certain degree of disintermediation and
in a further step toward modernization of the financial system. Of course,
any income from government securities was subject to regular income tax
and therefore might be subject to a higher tax, depending on the income
bracket, than the retention tax on deposits.

It was difficult to say whether past fiscal policy had provided
benefits in terms of emplovment, the staff representative said. Most
probably unemployment would have increased further if there would not
have been an expansionary element in past fiscal policies. For example,
as the degree of fiscal ad justment had been brought about, to a large
degree, by reducing the capital account, the construction sector had
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suffered; consequently, unemployment in that sector had increased. There
were a number of schemes that could have helped small and medium~sized
industries as a result of construction activity in the commercial sector.
Although unemployment had been induced to a certain extent by fiscal
retrenchment, strong structural elements were also an important factor.
Traditional industries that could not survive in their present configura-
tion and size could not provide jobs to people who had been in those
industries and who were in the relatively older age brackets. The high
level of real wages could also be considered a structural element.

It had beesn emphasized that the Irish pound had appreciated as a
result of the depreciation of the U.S. dollar and the pound sterling,
the staff representative recalled. The rate of the pound sterling was
more significant for Ireland, and it was difficult to determine how the
volatility of the pound sterling could be alleviated by exchange rate
ad justments among countries participating in the exchange rate mecharnism
of the European Monetary System, in which the United Kingdom did not
participate. For example, in April 1986 there had been a slight effective
depreciation of the Irish pound, which within one week had been more than
compensated for by the appreciation of the pound sterling--illustrating
the Irish authorities’ dilemma with regard to the exchange rate. Although
the authorities considered that the exchange rate was not a suitable
instrument in the Irish context, the staff had suggested that its use as
a potential tool within the framework of the European Mcnetary System
should not be ruled out. -

It was difficult to determine whether domestic credit expansion had
been somewhat too strong in the first few months of 1986, the staff
representative from the European Department remarked. That period had
been dominated by exchange rate developments, and increased domestic
credit. expansion was closely related to speculative capital outflows that
were probably reversed later, although perhaps not fully. The data were
not sufficient to draw any firm conclusions at present.

Mr. Leonard said that the best solution to the problems that arose
for the exchange rate of the Irish pound in relation to the pound sterling,
would be participation by the pound sterling in all aspects of the European
Monetary System. However, fluntuations in the rate for the pound sterling
vis—d-vis the Irish pound tended to reverse themselves over time; when
they did not, domestic effects in the United Kingdom asserted themselves
over a longer period and costs rose, as they had risen in Ireland when
the exchange rate for the Irish pound had changed. At present, the author-
ities believed that it was better to concentrate on maintaining stability
of the rate, which gave rise to the question of competitiveness and the
need to maintain costs comparable with those in other countries. To do
50 would require an effective incomes policy, and the authorities were
trying to make progress in that area.
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Through national understandings and other devices, the social partners’
consensus on wages had been sought, Mr. Leonard reported. But consensus
had not worked very well, and the authorities would prefer to let market
forces assert themselves. '

Speakers had expressed misgivings about the fiscal deficit, the
modest targets set in the National Plan, and the slow progress in reaching
those targets, Mr. Leonmard recalled. It was not surprising that those
developments were of concern; the trends were disturbing and were relieved
only by the downward tendency in the ratio of external debt to GNP and
the fall in the external debt service ratio. In addressing those problems,
primary consideration should be given to the reduction of expenditure;
raising the overall burden of taxa-ion was not the right course. For
that reason the authorities had addressed expenditure, although perhaps
not with great success, as a high degree of consensus was called for.

The squeeze on supply services had been severe, but expenditure on the
Central Fund, which was related primarily to debt service, had to be
maintained. Therefore, cuts had to be made in other areas. Perhaps
targeting could help in reducing welfare expenditure, although it maist

be recognized that even if benefits were held at their real levels, the
burden could rise, especially with regard to benefits payable to the
unemployed. With an unemployment rate of 18 percent, the scope for cut-
backs in welfare benefits was limited. Social cohesion could be damaged
if there was too much pressure, and the goal of national consensus might
be deferred even longer. In fact, social welfare benefits in absolute
terms were not that high; they had risen rapidly, especially in the 1970s,
but from levels that had been completely inadequate. If the Government
were to revert to former levels, that action would be considered a backward
step.

Directors had commented that the Government had exceeded its own pay
limits in 1985, Mr. Leonard said. In part, that was the price paid to
break the rules under which the pay-negotiating process took place at
present. The Govermment had been faced with two threats: a general pay
round, and special increases for various groups in the public sector. In
return for a higher than desired increase under the general pay round,
the Government had sought to have special pay increases for particular
sectors or gfoups in the public service deferred over a period of years.
However, one group in the public sector had not gone along with that
suggestion; an arbitrator had awarded it the special pay increase, which
should be honored under present rules. The Government had nevertheless
opposed the arbitrator's award, had taken the issue to Parliament, and
had won approval for its stance. The group affected had launched a
strise, but the Government had held out and eventually settled the strike
at a cost of £35 million, saving the Exchequer £75 million over thr:e
years.

The flscal situation and the high level of unemployment-—the second
ma jor structural problem in Ireland-—could not be separated, Mr. Leonard
commented. Rapid reduction of the deficit-—especially the current budget
deflcit——was desirable and would introduce a rigor into fiscal management
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that would be highly salutary. The pace of ad justment must also have
regard for the immediate effects on employment and the slightly less
i-mediate effects on the continuing work of restructuring and extending
the productive base of tl.e economy. Since the early 1960s, great efforts
had been put into transforming the Irish industrial sector from an aggre-—
gation of protected inward-looking production units serving the home
market to one of internationally competitive export-oriented activities.
Large segments of traditional manufacturing had disappeared--along with
thousands of jobs—-and they had had to be replaced largely at first by
activities attracted from abroad but increasingly at present by indigenous
enterprises. In effect, a new entrepreneurial sector had had to be
created in the Irish economy.

The 1dea behind the process of adjustment——insofar as it related to
the reduction of the size of the public sector, the lowering of taxation,
and the diversification of the Industrial sector--—was that when public
intervention was removed; entrepreneurs would thrive and solve the unem—
ployment problem, Mr. Leonard remarked; people displaced from activities
that had been closed down would be absorbed quickly by other activities
that had taken their place. That theory, although attractive, was not
universally applied, and there was no precedent for judging its applica-
tion in Ireland. The vigorous industrial sector in Ireland was not a
spontaneous result but largely a creation of policy and of measures of
industrial promotion carefully thought out and applied over a long period.
While the sector would undoubtedly continue to grow, as would services,
the process would take time. In such circumstances, there was a danger
that if public expenditure was cut back too quickly and the deflation
process was too harsh, there would be a lag, perhaps protracted, between
the resultant unemployment and the emergence of the new investment and
private sector activities that would eventually offset that increase in
unemployment. Moreover, the likelihood that the whole process of indus-
trial development would be set back had to be considered by the Irish
authorities.

The ratio of public debt to GNP should be stabilized in a timely
manner, Mr. Leonard said. To do less would be unsustainable. As many
speakers had indicated, the authorities had perhaps set a pace for the
reduction of external debt that was too slow.

In sum, the limited progress in adjustment achieved so far was the
result not only of overcaution but of real and present dangers, as well
as factors outside the control of the authorities, Mr. Leonard remarked.

With regard to his request for lengthening the standard 12-month
consultation cycle with Ireland, he thanked Mr. Fugmann for suggesting
that the decision on the frequency of the Article IV consultation be
subject to the outcome of the Board's next review of the Fund's surveil—

lance procedures.
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The Chairman made the following summing up:

Executive Directors noted that some further progress had
been made in Ireland's economic performance since the 1985
Article IV consultation. The rate of inflation had continued to
decelerate and was close to the average rate of Ireland's main
trading partners. There had also been some recovery in gross
fixed capital formation, while the external current account
deficit had been roduced further. Continued progress in these
areas was forecast for 1986. At the same time, however, Directors
observed that little progress had been made in the field of
public finances and that unemployment had reached a very high
level.

Directors stressed that the public finances remained a cause
of serious concern and noted that the already scaled-down fiscal
objectives of tue National Plan were unlikely to be achieved.

It was regrettable that the Government's pay offer to the public
service unions exceeded its own gulidelines and that social
welfare spending had exceeded the authorities' commitments in
the National Plan.

A faster pace of fiscal adjustment was called for, Directors
emphasized; the present favorable economic circumstances facili-
tated the pursuit of-a bolder policy which would minimize the
longer-term costs of adjustment and lay the foundation for sus-—
tainable growth in output and employment. While every effort
should be made to achieve the fiscal objectives of the National
Plan for 1986, the pace of fiscal adjustment should be stepped up
further for the period beyond. In the view of several Directors,
the benefits to be derived from the correction of the structural
problems in public finance loomed larger than the danger of a
possible deflationary impact of fiscal restraint. Directors
agreed with the authorities that the emphasis of fiscal adjust-
ment should be on the current expenditure side—-particularly in
such areas as wage payments, social welfare expenditure, and
state support to industry, including state enterprises-—~as the
overall tax burden was already high and adversely affected
incentives.

Directors commended the iImportance assigned by the Irish
authorities to supply-side policies, especially the tax reform
measures and the reorientation of industrial policy. Such
measures should, if combined with wage restraint, over time
produce a positive effect on output and employment. Several
Directors, however, noted that much remained to be done in
removing labor market distortions and rigidities and in redis-—
tributing the tax burden to reinforce the incentives to work and

invest.
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The importance of improvements in competitiveness as a means
of strengthehing further the external account and creating employ-
ment opportunities for the rapidly growing labor force, was under-
scored by Directors. It was noted that although the average
increases in earnings have decelerated in recent years, Ireland's
competitive position in terms of relative hourly earnings had not
improved. Directors expressed concern that, notwithstanding the
high level of unemployment, average hourly earnings in manufac-
turing in 1985 had risen faster than consumer prices, while the
sharp deceleration in inflation in 1986 was rendering the settle-
ments of the last wage round in the private sector more generous
than intended. Directors emphasized that settlements in the
next wage round should take full account of these windfall gains,
and there was support for the staff's suggestion of a pay pause
in the second half of 1987.

Directors noted that the Irish authorities did not envisage
using changes in the exchange rate for the purpose of promoting
price competitiveness. While generally agreeing with the emphasis
placed by the Irish authorities on domestic adjustment, reduction
of costs, and disinflation as the appropriate strategy to improve
competitiveness because of the very high degree of openness of
the economy, several Directors emphasized that this approach is
preconditioned on greater wage and fiscal restraint and increased
efficiency of the economy. Some Directors, noting the continued
vulnerability of the external current account, encouraged the
Irish authorities to keep the adequacy of the exchange rate under
scrutiny.

Directors welcomed the increased nonmonetary financing of the

" Exchequer borrowing requirement in 1985 and the slowing down of
domestic credit expansion, but some Directors felt that domestic
credit expansion was still on the high side. Directors also
welcomed the success of the authorities in improving the maturity
structure of external public debt. Several Directors stressed,
however, that Ireland's external public debt was uncomfortably
high and urged the authorities to scale down official borrowing
abroad so as to contain the heavy drain on national resources
represented by interest payments abroad.

Subject to the outcome of the next Board review of thu
frequency of Article IV consultations in the framework of Fund
surveillance procedures, a number of Directors were favorably
inclined toward Ireland's request to extend the periodicity of
the Article IV consultations from the present standard 12-month
cycle. The present cycle will thus be kept at 12 months, but
Executive Directors will come back to the Irish request in the
light of the discussion of today and in the framework of future
discussions.
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2. VEXEZUELA - 1986 ARTICLE IV CONSULTATION

The Executive Directors considered the staff report for the 1986
Article IV consultation with Venezuela (SM/86/152, 6/25/86). They also
had before them a staff report on recent economic developments in Venezuela
(SM/86/153, 7/2/86).

The staff representative from the Western Hemisphere Department made
the following statement:

On July 17, 1986, the President of the Republic announced
various economic measures affecting the exchange system, the
public finances, and the scope of government regulation of the
economy. This announcement followed the enactment of a law on
July 7, 1986 that set out new regulations for the servicing of
Venezuela's private sector external debt registered by the
Exchange Control Agency (RECADI). The main provisions of the
new law and the principal elements of the President's announce-
ments are described below.

Private extermal debt service

As explained in SM/86/152, external debts of th: Venezuelan
private sector had to be registered by RECADI. Following
registration, private debtors were to have access to foreign
exchange at preferential exchange rates for debt servicing upon
signing a five-year contract with the Central Bank of Venezuela.
The requirement of a contract period did not apply to debts
guaranteed by foreign official agencies and to outstanding debts
of less than $500,000, which were to be paid as originally
scheduled. Once these contracts were signed, amortization pay-
ments of registered private external debt had access to the
Bs 4.30 per U.S. dollar exchange rate. The latter rate was also
applied to payments on the original contractual period in the
case of debts guaranteed by foreign official agencies and debts
amounting to less than $500,000. The process of registration
was only completed toward the end of 1985, and by March 1986 con-
tracts had been signed covering some $3 billion out of approxi-
mately $5 billion of debts still eligible for such treatment.

Under the new legislation, access to the Bs 4.30 per U.S.
dollar exchange rate will be limited to the first two quarterly
payments of the five-year period for debts previously under this
contract schedule, to the payments of debts guaranteed by foreign
official agencies that fell due before July 7, 1986, and to
debts of less than $500,000; all these obligations are estimated
at about $1 billion.- In addition, the Bs 4.30 per U.S. dollar
exchange rate will continue to be used to determine the reimburse-
ment in bolivares to former debtors who amortized their registered
debt through the free exchange market in the period February
1983-February 1984 (approximately $1 1/2 billion).
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For the remaining registered private external debt (estimated
at $4 1/2 billion), the Government's Exchange Compensation Fund
(FOCOCAM) will issue U.S. dollar denominated bonds, which debtors
may purchase at Bs 7.50 per U.S. dollar. These bonds, carrying
a government guarantee, will have a maturity of no less than
15 years and an annual interest rate no higher than 5 percent,
and may be used to settle private sector external obligations.

Some creditor banks have taken issue with the provisions of
the new regulations on private debt service. The authorities,
however, have stressed that these regulations only changed the
rules determining access to the controlled exchange rate and do
not impose rescheduling terms or an interest rate celling on
foreign creditors. According to the authorities, Venezuelan
private debtors and their creditors may agree on additional
payments to compensate for any differences that might arise from
the application of the nmew bonds to settle the original debt
obligations. Such payments would be effected through the free
foreign exchange market.

Following the completion of the remaining payments eligible
for the Bs 4.30 per U.S. dollar exchange rate: a controlled
exchange rate of Bs 7.50 per U.S. dollar applicable to most
current transactions and official capital transactions; and a
free market exchange rate, currently around Bs 19 per U.S. dollar,
applicable to exports other than oil and iron ore, a limited
group of imports, tourism, and private capital transactions.

The eliminetion of the Bs 4.30 exchange rate for private sector
debt service removes an exchange subsidy on private sector debt
that had been equivalent to about 1 percent of GDP a year.

Public finances

The President announced the Government's intention to
increase public sector revenues, to establish new social programs
and to restrain certain kinds of current public expenditure. New
fiscal rcvenue measures, which are yet to be specified, will
include a reform of the income tax system within the framework
of the recommendations made by the 1983 Tax Reform Commission,
and ad justments of stamp duties and of state enterprises' tariffs
and prices. The Tax Reform Commission had recommended a change
in the corporate income tax from a progressive system of tax
rates to a flat rate, a reduction in the progressivity of the
personal income tax, and an increase in persomnal allowances.
Because of the time required by the legislative process, implemen-
tation of these revenue measures might take place only next vear.

New social programs to be implemented include various direct
subsidies, such as school meals, a low-income housing mortgage
program, training programs for public employees, and a temporary
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employment program for young pecple. At the same time, instruc-
tions have been issued to reduce such public current expenditures
as overtime payments and fringe benefits. 1In addition, a draft
law will be sent to Congress for the privatization of certain
public enterprises. The authorities are in the process of quanti-
fying the impact of these programs on the public sector finances.

Government regulations

The President also announced changes in governument regula—
tions affecting various sectors of economic activity. The Foreign
Investment Code will be reformed to further reduce restrictions
on the inflow of foreign capital and to ease regulations on the
conversion of extermnal debt to equity. The regulations on exports
are also being further simplified. At the same time, however,
import controls are being tightened further, including prohibi-
tions of imports of a further range of commodities that are
produced locally. Also, the price freeze for essential commodi-
ties has been extended until further notice.

The staff welcomes certain features of the new regulations
on private external debt, such as the reduction of the exchange
subsidy for private amortization payments and the resulting
simplification of the exchange system. However, it is a matter
of concern that the approach adopted by the authorities may be
interpreted as a change in the arrangements for the servicing of
foreign debt without prior consultation with creditors; of
particular importance in this regard is the setting of terms
that are not market related.

The planned adjustments in public enterprise tariffs and
prices, the proposed tax reforms, and the restraint on certain
categories of current expenditure are in line with the
recommendations of the staff and would constitute steps in the
right direction. Major fiscal action is still needed to reduce
the large domestic and external imbalances facing Venezuela.

The staff considers that the intensification of import
restrictions and the persistence of price controls will further
hamper private investment and economic diversification; on the
other hand, the announced plan to reduce the scope of other
regulations, including on exports and foreign investment, is
welcome.

Mr. Pérez made the following statement:

On behalf of my authorities, I wish to express my apprecia-
tion to the staff for the excellent paper befcre us and for the
very constructive and stimulating discussions during the latest
visit to Caracas.
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My authorities broadly agree with the staff analysis and
interpretation of the recent economic developments in the
Venezuelan economy. Hence, I shall limit my comments to high-—
lighting the broad economic policy guidelines followed by the
Government and to providing some information on econounic develop-
ments that have taken place since the consultation.

Venezuela has come a long way since the first fall in oil
prices in 1982. 1In record time and in a climate of social peace
the country achieved sizable surpluses both in the balance of pay-
ments and the fiscal accounts, increased international reserves,
reduced external debt, reduced inflation to a one-digit figure,
improved the financial position of public enterprises, fostered
nontraditional exports, expanded agricultural production, reduced
idle capacity in manufacturing industries, attained positive real
growth in non-oil GDP, began to reduce unemployment, and enhanced
social coverage in the fields of health and education.

In the face of a second and deeper shock caused by the recent
collapse in international oil prices, it may be useful for the
Board to have an outline of the basic strategy that has guided
Venezuelan economic policies since 1984.

The dramatic downturn experienced in the world oil market
in 1982 compounded by the expansionary fiscal and monetary
policies that the Government pursued in the early 1530s led to a
severe deterioration both in public finances and in the country's
external position. The Administration that took office in
February 1984 designed and implemented an ad justment program
aimed at correcting these external and internal disequilibria
through a tightening of aggregate demand and the adoption of
policies geared to promoting structural changes. Demand measures
included drastic cuts in public expenditures (capital outlays in
real terms were more than halved in two years), and a stringent
monetary policy. In order to promote microeconomic reforms aimed
at improving efficiency and resource allocation, the Government
ad justed the most important relative prices of the economy
through a marked devaluation of the bolivar; the elimination of
exchange and tax subsidies; a freeze on wages and salaries of
public sector employees; and a rise in agricultural prices with
the specific aim of encouraging production in this sector. All
these actions were framed and developed in the context of a
social pact that has been a key element in the adjustment process.

As a consequence of this strategy, the financial situaticn
of the public sector improved substantially (a surplus of 4.9 per—
cent of GDP was registered in 1984, compared with a deficit of
14.9 percent two years earlier), while a dramatic turnaround in
Venezuela's external position was achieved. The external current
account shifted from a deficit of $3.2 billion in 1982 to a
surplus of $4.5 billion in 1984. Even more remarkable was the
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evolution of the overall balance of payments: a $8.7 billion
deficit in 1983 turned into a surplus of $1.8 billion the follow-
ing year, contributing to an increase in net international
reserves of $1.9 billion.

The improvement in the country's external position allowed
a decline in the external debt of approximately $4 billion
between 1982 and 1984.

These gains, however, entailed high costs in terms of
output and unempleoyment. Following a recession in 1983, a year
in which output fell 5.6 percent, GDP again declined 1.4 percent
in 1984, while unemployment rose from 7.1 percent of the labor
force in 1982 to 13.4 percent in 19834.

Economic performance in 1985 was charac.erized by the con~
tinuation of the adjustment effort, while allowing for moderate
economic growth and employment creation. The quantified economic
program approved by the Government for 1985 set as policy goals
the attainment of a moderate rate of growth in real non-oil GDP,
inducing a reversal in the trend of unemployment; a decrease in
the rate of inflation; and the maintenance of an external current
account surplus. To meet these goals, the Government's intention
was to attain equilibrium in the consolidated public sector,
glving the economy a moderate boost through an increase in public
investment, while in the monetary field the Central Bank of
Venezuela was to pursue a less stringent monetary stance than in
the previous two years.

In the external avea, the program set a timetable for the
unification of all official exchange rates by December 1985.

The results of this program were better than expected in
terms of adjustment, although my Venezuelan authorities were
deeply concerned about developments in economic growth and
employment. The outcome for the year as a whole, as compared
with the targets in the quantified economic program, is as
follows.
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1985
Projected in
the QEP Real

Non-01l GDP in real terms (percentage) 2-3 0.6
Consolidated public sector (surplus as 0] 5

percentage of GDP)
External current account (surplus in

millicns of U.S. dollars) 1,700 2,923
Net international reserves (in millions

of U.S. dollars) 11,867 15,478

M2 (percentage change) 18.3 8.7

CPI (percentage change, Dec. to Dec.) 13 5.7

Source: Banco Central de Venezuela.

For the first time since 1982, real non-oil GDP registered
modest growth in 1985. The economic recovery experienced by the
agricultural sector and by a growing number of manufacturing
industries was the main element coutributing to the improvement
in non-o0il GDP. Nevertheless, service activity fell for the

" third consecutive year, and construction--which was the fastest
growing sector during the demand surge of the 1970s and was
responsible for the generation of a large part of total
euployment-—has persistently declined since 1980. It is worth
mentioning that the surge in agricultural production has been the
result of supply-oriented measures implemented by the Government
in recent years. The unemployment rate barely improved, as the
sectors responsible for the recovery were not those making the
largest countributions to :@mployment.

In the fiscal area, the Government attained a coasolidated
public sector surplus of 5 percent of GDP. This suplus resulted
from a level of total revenues slightly higher than targeted and
from =~ lower than budgeted level of public expenditure. On the
revenue side, the decline in o0il earnings was more than compen-—
sated by the increase in stamp and customs duties as well as the
improvement in income tax collection. In addition, improved
management procedures in public enterprises contributed to
increasing the operating surplus of the nonfinancial public
sector. On the expenditure side, delays in implementing the
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public sector investment program, along with the lower level of
outlays to service the public debt, were the most important
factors that led to a lower than budgeted outcomne.

The external current account surplus was larger than expected
because imports remained below projections, due mainly to low
aggregate demand; and interest payments were lower than envisaged.
These factors more than offset the decline in revenues of Petrdleos
de Venezuela caused by the weakness of the oil market during the
year. This better than expected performance of the external
current account perimitted -both an increase in international
reserves and a further reduction in external debt.

In the exchange area the Govermment, as scheduled, unified
all official exchange rates in December 1985 by moving to the
Bs 7.5 exchange rate the items that were still on the Bs 4.30 per
U.S. dollar list. The unification entailed an additional depre-
ciation of the bolivar. I wish to underscore that since 1983
the authorities have pursued a gradual approach to exchange rate
management to reflect the special characteristics of production
and exports in Venezuela, as well as to meet the conditions
needed for broad acceptance of the adjustment effort. This
approach proved to be successful, as witness the balance of
payments performance and the moderate price and wage behavior.

As to prices, the résults were encouraging since inflation,
as measured by the CPI, ‘tieached only 5.7 percent at the end of
the year. This reflected the cautious monetary policy implemented
by the Banco Central de Venezuela and the awareness shown by
trade unions in collective wage bargaining. As mentioned above,
the gradual phasing out of exchange subsidies during the year,
along with the policy of price control, were factors contributing
to the excellent price behavior.

In spite of the huge adjustment carried out in the public
sector and in the balance of payments in record time, the recent
collapse of international oil prices has changed the Venezuelan
economic outlook drastically. On the basis of PDVSA's scenario
of an -average export price of $13-15 per barrel, Venezuela's oil
export earnings in 1986 will decline by about $5-6 billion from
their 1985 level.

In his address to the mation on July 17, 13986 the President
of the Republic outlined the main objectives and policies of a
package of measures designed to cope with the courtry's economic
situation. The main objective of thils program is to foster
ad justment without jeopardizing growth and employment. It is
the Govermment's intention to bring about an equitable distribhu-
tion of the economic burden among workers, entrepreneurs and
creditor banks.
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To attain this goal, further tightening of demand is envisaged
through additional cuts in current outlays and through a set of
revenue-ralsing measures. On the revenue side, the program
contemplates a reform of the tax system as recommended in the
report of the Tax Reform Commission. The fiscal package includes
the reform of the income tax system, an increase in stamp duties,
as well as an important realignment of public sector prices and
tariffs. In addition, the President announced the approval of a
special law authorizing the sale of nonstrategic public assets
and ew.zerprises under the principle that the role of the state
in a modern economy is to create the conditions for production
and not to enlarge the size of the public sector.

On the expenditure side, the program callz for a realloca-
tion of resources from current expenditures to capital outlays.
In this regard, both personal expenditures and purchases of
goods and services will be reduced, and the three-year special
invegtment program approved by the Government at the end of 1985
will continue, thus fostering activity in the construction sector
and contributing to increased employment.

To reduce the public sector deficit and to widen the parti-
cipation of private entrepreneurs in the fiscal effort, the
President announced the simplification of the exchange rate system
by eliminating the preferential exchange rate of Bs 4.30 per —
U.S. dollar for servicing the private sec:icr debt. 1In the future,
private external debt will be serviced at the official exchange
rate of Bs 7.5 per U.S. dollar. This measure will entail a
reduction in the consolidated public sector deficit by 1 percent
of GDP a year over the next five years.

In the area of structural reforms, a set of deregulatory
measures is to be implemented with the aim of removing adminis-—
trative obstacles affecting economic activity, particularly in
the field of exports and foreign investment. In regard to the
latter, the Government is preparing a reform of the foreign
investment legislation to further liberalize this area and to
attract capital inflows directed to the promotion of growth-
oriented export activities. The package also coantemplates the
rationalization of electric power production and distribution,
and includes measures aimed at fostering the tourist industry.

The attainment of an equitable distribution of the economic
burdzn among the different agents involved in the adjustment
process will entail, as mentioned before, an increase of entre-
preneurs' participation in the fiscal effort, the implementation
of a cautious wage policy, and, within the agreement reached
with creditor banks early this year, the adaptation of the
maturity profile of Venezuela's external debt in accordance with
the country's new economic conditions.



- 31 - EBM/86/122 - 7/25/86

It is expected that this package of measures will contribute
to correcting the macroeconomic disequilibria caused by the fall
in o1l prices and to restoring sustainable growth in a climate
of social and financial stability.

Mr. Arias said that the Executive Directors had a better picture of
the performance of the economy in 1985 than had been available during the
previous Article 1V consultation. It was clear that the ecunomy had over-
performed 1n comparison with the 1985 Quantified Economic Program, partic-—
ularly with respect to the consolidated public sector, the external
current account, and the rate of inflation. The authorities were to be
commended for the performance of the economy in 1985.

He was pleased thar the authorities had maintained a conservative
attitude toward oil prices in 1986, Mr. Arias continued. They had indi~
cated that they were working on the assumption that a large part of the
decline in the o0il prices would be permanent. There would apparently be
no difficulty in financing the public sector deficit in 1986, as the
level of reserves was more than comfortable and substantial adjustments
in the economy had been made in recent years; per capita GDP had declined
by about 15 percent over the previous three years. In addition, the
revised program described by Mr. Pérez was aimed at providing only a
moderate stimulus to economic activity, and the financing of the public
sector deficit seemed to be adequately provided through the decline in
deposits of the public sector in the banking system and the prudent use
of foreign reserves.

He agreed with the authorities that there was a need to unify the
exchange rate and thereafter to manage the exchange rate in a flexible
manner, Mr. Arias said. The inflationary impact of such measures might
be greater than the staff expected, but it was encouraging to note that
the authorities were proceeding with caution, as they recently had in
eliminating the preferential rate for servicing the private sector debt.

The authorities had had great success in controlling wage increases,
Mr. Arias remarked. As the staff had noted, government white collar
employees had not received any wage increase since 1981, and the average
real wage of workers who were not subject to collective wage bargaining
had declined by 15-20 percent over the previous three years. The authori-
ties should be commended for approving the recent wage increase for those
workers up to a level that was designed to offset the decline in real wages.

He agreed with the staff that there were no immediate problems facing
the economy in 1986, Mr. Arias commented. The problems had to do with
the medium—term outlook, as the oil market was not yet settled. It was
clear that prudent policies could not ensure any improvement or stability
in the terms of trade in the medium term. As a result, the authorities
had corvectly decided recently to introduce additional measures to increase
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public savings to a level exceeding the 11 percent of GDP that had been
expected for 1986. The new policy of privatization thet Mr. Pé&rez had
described would undoubtedly provide further incentives for public savings.

The present staff report did not contain all the tables with the esti~
mates and actual data that had been available for the midyear Article IV
consultation under the enhanced surveillance procedure (SM/85/115),

Mr. Arias noted. The presentation of that data had been useful and would
have been particularly helpful at the present stage.

The performance of the economy clearly reflected the courage and
determination of the authorities to improve the very difficult economic
siruation that they had faced in the recent past, Mr. Arias stated. Con-
tinuous adjustment efforts should not be interrupted until a sustainable
growth rate was obtained.

Mr. Nebbia said that Venezuela had made substantial progress in recent
years. The authorities were to be commended for the implementation of
a comprehensive economic program that included a substantial devaluation
of the bolivar, the introduction of an austerity program for the public
sector, a cautious wage policy, and a general tightening of the fiscal
and monetary policy. The authorities had achieved major improvements in
the external accounts, an increase Iin international reserves, a reduction
in the external debt, a decline in the rate of inflation, a significant
improvement in the fiscal situation, and an increase in the confidence of
the international financial community. However, Venezuela had paid high
costs for those improvements in the form of a decline in output and an
increase in unemployment that were not substainable in the medium term.

.The economic performance of Venezuela in 1985 had been impressive,
Mr. Nebbia noted. For example, there had been a surplus of $3 billion in
the external current account, net international reserves had increased
substantially, the rate of inflation had declined to 5.7 percent from
15.5 percent in 1984, and the consclidated public sector had registered a
surplus that was equivalent to nearly 5 percent of GDP. Therefore, it
was fair to conclude that Govzrnment had taken the necessary steps to
correct the huge external and internal imbalances.

The recent collapse in international oil prices had substantially
worsened the outlook for the Venezuela economy, Mr. Nebbia commented.
The price of oil had a significant effect not only on Venezuela's external
sector, but also on its fiscal nmerformance. Fortunately, Venezuela's
adequate level of international reserves might help to alleviate the
problems facing the economy and could provide the authorities with
some room in which to maneuver.

As a general rule, the Fund, the World Bank, and the commercial
banks should react with flexibility and understanding in dealing with
countries that suffered either a dramatic or sustained deterioration in
its terms of trade, especially in cases in which the deteriocration was
the result of decisions that were not related to supply or demand factors
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in a given market, Mr. Nebbia considered. The approach to dealing with
Mexico was a good starting point in devising a general approach to dealing
.with countries that faced a substantial or sustalned deterioration in
their terms of trade. The burden of dealing with Venezuela's external
debt should be shared by Venezuela and its commercial bank creditors. He
agreed with the authorities that the multiyear agreement with commercial
banks should be modified to take into account the consequences of the
decline in oll prices. It was his understanding that that possibility

had been foreseen when the agreement with the commercial banks had been
negotiated.

A crucial issue was whether the authorities were taking the proper
steps to cope with the significant deterioration in the external environ—
ment, Mr. Nebbia commented. 1In his view, the objectives that had been
announced by the authorities in 1986 and the policies that had been imple-
mented thus far in the year were appropriate. Particular attention should
be paid to ensuring that the additional adjustment that was required did
not jeopardize the achievement in the growth and employment objectives.

In the fiscal policy area, the authorities' intention to make further

cuts in public outlays and the implementation of the tax reform were
welcome. Given Venezuela's adequate level of international reserves and
the need to achieve 1its growth objectives, he doubted whether the staff's
recommendation that the authorities should make an extraordinary effort

to reduce expenditures was appropriate; a more gradual approach seemed to
be advisable. Nevertheless, the authorities should make an additional
effort on the revenue side, where there seemed to be some room to maneuver.

The fiscal package included a significant realignment of public sector
prices and tariffs, Mr. Nebbia noted. That the authorities planned to
reduce the participation of public enterprises in the economy was encour—
aging. That effort should help to solve structural problems and to
encourage economic growth. The authorities must bear in mind the likely
effects of an increasing fiscal deficit on inflation, the external sector,
and economic efficiency. Monetary policy should preserve the gains that
had already been made 1n containing inflation and should avoid a deterio-
ration in the balance of payments.

The simplification of the exchange rate system with the recent elim-—
ination of preferential exchange rate for servicing private sector debt
should help to reduce the fiscal imbalance and to distribute the burden
of adjustment more equitably, Mr. Nebbia remarked. 1If the authorities
felt that special support for some private enterprises or financial
institutions were needed, they should provide it on a case-by-case basis.

Structural reforms were important if Venezuela were to achieve growth
in the medium term, Mr. Nebbia considered. Therefore, he welcomed the
deregulation that was aimed at reducing administrative obstacles. The
reform of the foreign investment legislation that the Government was
preparing with a view to liberalizing further the regulation of foreign
investment in order to attract capital inflows was particularly welcomed.
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He agreed with the authorities and the staff that it would not be
prudent to implement economic policies on the assumption that there would
be a major recovery in oil prices over the coming several years, Mr. Nebbia
said. Therefore, a viable medium~term outlook for Venezuela included the
continuation of both prudent demand management policies and structural
measures to encourage economic growth.

Venezuela had demonstrated in the past that it could deal effectively
with problems facing the economy, Mr. Nebbia remarked. The challenge
facing Venezuela at present as a result of the abrupt decline in oil
prices should be met through the efforts of the Venezuelan people with
the support of the international financial community.

Mr. Polak stated that he generally agreed with the staff appraisal.
The Venezuelan economy remained highly sensitive to developments in the
oil sector, which made it difficult to implement any economic program on
a medium—term basis. Although the recent developments in the oil sector
had had a strong negative impact on the economy, caution was required in
applylng any expansionary policies. Because of the remaining uncertainties
and the great dependence on 0il, the economy could be turned around in the
direction of greater diversification only in the medium term.

Althoush Venezuela had a welcome buffer of international reserves
that was equilavent to two years of imports, he agreed with the staff that
the fiscal deficit in 1986 should be held at 6.8 percent of GDP in order
to ensure that the fiscal position would be sustainable over the longer
run, Mr. Polak continued. Priority under the three-year special investment
plan should be given to investments that were aimed at export production.
It was perhaps unfortunate that the economy had overadjusted in 1985, in
the sense that the anticipated increases in the capital expenditure had
not occurred, resulting in a fiscal surplus equivalent to 3 percent of
GDP. Had the public capital expendliture program been fully implemented,
the economy would have been more prepared-—-in the sense of maintaining an
appropriate growth orientation--to withstand the present needed adjustment
in the current, relatively constrained environment.

While he agreed with the staff on the fiscal targets for 1986, he
was less convinced by the staff's argument on page 22 that the deficit
should be reduced to 2.3 pecrcent of GDP in 1987, Mr. Polak said. It was
true that a fiscal deficit of 2.3 percent of GDP in 1987 would become
compatlble with the desired current account position if private sector
Investment recovered as the authorities hoped, but there was some question
whether the recovery of private investment would occur. If despite the
sharp fiscal adjustment the recovery did not occur, Venezuela might record
large currvent account surpluses like those of 1984/85. A crucial question
wias how to ensure the recovery of private investment. That goal could

not be achieved through the contraction of fiscal policy alone. There
was no evidence that private investment was being crowded out and would
[nerease as soon as the fiscal position created the necessary room. To
cnicourdge Investment, heavy emphasis would have to be given to supply-

Jomand side policles. Tt was clear that, although many steps had been
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taken in the right direction, the economy continued to suffer from exces~
sive state control. He agreed with the staff's conclusion on page 26
that deregulation of the economy was needed to enhance Venezuela's growth
prospects.

Further action on the exchange system, which still caused significant
distortions, was imperative, Mr. Polak went on. The free market exchange
rate was still far from the official rate and continued to account for
only 15 percent of all foreign exchange transactions. Unification of the
two exchange rates should obviously be a target, and the authorities
should not wait tco long to achieve it. Venezuela also had a long history
of overregulation with respect to price controls. While the role of
those controls in the context of the social compact in Venezuela was
understandable, it was his impression that the distorting effects of the
price controls were not adequately reflected in the authorities' policy-
making. Policy in Venezuela had been controlled more tightly since the
beginning of 1986; many prices had been frozen, and others were subject
to notification of three or even six months.

There was a clear need for progressive import liberalization in
Venezuela, Mr. Polak said. Venezuelan industry had been protected by
import restrictions for an excessively long period.

There seems to be a fundamental ambivalence in Venezuela's policies,
Mr. Polak commented. On the one hand, the authorities realized that non-
0il exports and non-oil domestic growth were essential. On the other
hand, the habits of a rich oil country that could afford wasteful domestic
production were hard to change. Only a courageous move to closer economic
integration with the world economy would give Venezuela the needed push
for sustained growth.

Mr. Suraisry said that the adjustment policies that the authorities
had introduced before 1985 had yielded very encouraging results. There
had been an impressive turnaround in the fiscal and external positions,
and inflationary pressures had been brought under control. Furthermore,
the public sector's external debt arrears had been eliminated, foreign
reserves had increased, and confidence in the domestic economy had been
restored. The authorities were to be commended for those achievements.

However, the achievements had involved costs, Mr. Suraisry continued:
investment had been sharply reduced; real economic growth had been nega-
tive for the third consecutive year in 1985; and the rate of unemployment
had sharply increased to 13.5 percent in 1985. Those developments had
clearly heightened the authorities' concern about the prospects for
economic growth and had prompted a shift in the thrust of policies toward
reactivating the economy.

The main policy challenge facing the authorities in 1985 had been to
reverse the trend in unemployment without rekindling inflation, undermin-
ing confidence in the economy, or recording an excessive loss in foreign
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reserves, Mr. Surailsry remarked. That challenge had been further compli-
cated by the steep decline in oil prices during 1986. The objectives of

the 1986 Quantified Economic Program, which was designed to stimulate the
economy while limiting the loss of official reserves to about $4 billion,
had become much more difficult to achieve.

The basic policy choice available to the authorities was to find the
appropriate mix between adjustment and financing, Mr. Suraisry considered.
Uncertainties about oil developments and the unlikely full recovery in oil
prices in the short rum, at least to previous peaks, called for an economic
strategy that emphasized adjustment. In any event, should oil prices
strengthen more or faster than was expected, the higher than anticipated
oil export receipts could be used to improve public finances and to
strengthen official reserves. However, a policy mix that favored financing
over adjustment involved risks and might prove costly. For example, should
oil prices not recover, or should such a recovery take longer than expected,
the needed adjustment would be more difficult and more costly. In addition,
such a policy would lead to a drawdown in the country's reserves, thereby
reducing the benefits provided by a comfortable level of reserves.

In the circumstances that he had described, caution was clearly
required in attempting to revive economic activity, Mr. Suraisry commented.
As the staff had noted, attempts to revive economic activity could create
unsustainable fiscal deficits and place substantial pressure on the
balance of payments. However, he shared the authorities' concern about
the growing unemployment problem and the need to strengthen the non-oil
sector. Hence, the emphasis in the investment strategy on labor-inteunsive
activity and non-oill exports was appropriate.

The July 17, 1986 package of measures was welcome, Mr. Suraisry said.
Those measures were designed to foster adjustment without compromising
economic growth and employment. In particular, the Government's intention
to further tighten aggregate demand through additiomal cuts in current
government outlays and through a set of revenue-raising measures was
commendable. The authorities' ilntention to privatize certain public
sector enterprises and to reform the income tax system within the frame-
work of the recommendations that have been made by the 1983 Tax Reform
Commission was also welcome. However, given the 1nevitable delay in
implementing such reforms, additional fiscal measures might still be
required. TIn particular, it might be necessary to scale down the planned
expansion of public sector capital expenditure in order to contain the
fiscal deficit within manageable limits and to avoid strong- pressure on

the external accounts.

In the coming period, it would be important to consolidate the galns
that had been achieved before 1985, Mr. Suraisry commented. To that end,
the adjustment efforts should be broadened to include long-range structural
measures. Policies aimed at creating the coanditions for viable private
sector activity and at attracting noandebt—creating capital flows were
needed. The implementation of appropriate demand management policles was
essential. Such policies, together with a cautious wage policy, would
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help to contain inflation and lower domestic costs, thereby improving the
overall investment climate. The authorities' intention not to enlarge the
size of the Government while stimulating output was a step in the right
direction. Their intention to reform the foreign investment code should
help to reduce restrictions on the inflow of foreign capital and to
facilitate the conversion of external debt to equity, thereby easing the
large debt burden.

As the authorities were aware, there was a need to streamline govern-
ment controls and to reduce the ~eliance on quantitative restrictions,
Mr. Suraisry remarked. Such controls tended to be cumbersome to implement
and adversely affected the private sector initiative. Special attention
should therefore be paid to phasing out such controls if the economy were
to develop the dynamism and flexibility that was needed for future growth.

A simplification of the present exchange rate system, with a view to
establishing a unified rate at a realistic level, was essential to ensure
an appropriate relative price structure in Venezuela, Mr. Suraisry consid-
ered. An appropriate relative price structure would enhance the country's
international competitiveness and lead to a more diversified export basis.
The unification of the official exchange rates was an important step in
the right direction. It was especially welcome because it would improve
the fiscal situation by the equivalent of 1 percent of GDP.

It was important also to send the private sector a steady policy
signal that would enable it to plan its activity in a medium-term context,
Mr. Suraisry said. In other words, the authorities should maintain
appropriate policies and stay the course in order to reassure the private
sector of the Government's policy intentions. Continuity in policy was
essential to private sector investment decisions and would be instrumental
in encouraging private sector capital inflows.

The recent change in policy with respect to private sector external
debt was puzzling, Mr. Suraisry said. Government policy was tantamount
to favoring the substitution, at least in part, of new public sector debt
for old private sector debt. That approach raised a number of issues.
First, the scheme would surely increase both the stock of external debt
and the volume of external debt payments. Second, the terms of bonds
issued by the Government in connection with that scheme were not market
related and appeared to be inadequate. In particular, the setting of a
maximum interest rate of 5 percent seemed to be arbitrary. Third, the
fact that the authorities' approach might be interpreted as a unilateral
decision to change contractual private sector obligations to commercial
creditors was a cause for concern. Such action might adversely affect
the relationship between Venezuela and its creditors. In addition, it
might affect the creditworthiness of the private sector in Venezuela and
might have introduced an element of uncertainty. While the implications
of the scheme for the fiscal position were likely to be positive, the
staff could usefully shed some light on the implications for the balance
of payments and for credit and monetary expansion.
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The authorities had taken a number of impressive steps over the
previous years to promote adjustment, Mr. Suraisry considered. Moreover,
the recent package of measures, if fully implemented, should help to
reduce the macroeconomic imbalances. However, at the present stage it was
important to intensify the adjustment effort further in order to restore
growth within the context of balance of payments viability.

Mr. Grosche recalled that during the previous Article IV consultation
with Venezuela his chair had voiced considerable doubt about whether
Venezuela had established a sufficiently solid foundation on which to
launch a program of strong economic expansion. 1In light of the uncertainty
about future o1l receipts, 1t had seemed unlikely that the ambitious
investment program could be financed without unduly large recourse to
domestic or external credit, a view that had not been shared by Mr. Pérez
and his authorities.

His doubts had been confirmed by subsequent developments, Mr. Grosche
continued. Venezuela faced unsustainably large budget and balance of
payments deficits. Of course, Venezuela had been particularly hard hit
by the drastic drop in oil prices. During the previous Article IV consul-
tation with Venezuela, his chair had expressed i1ts symphathy with the
Venezuelan authorities, who were concerned about the decline in economic
activity and the rising unemployment in 1982-85, and it had agreed that
a carefully designed investment program emphasizing projects with large
multiplier effects could make an important contribution to solving domestic
problems. However, the fall in oil prices had changed the picture dras-
tically. In the absence of additional solid financing, the kind of pump
priming program that the authorities had outlined would cause a rapid
reversal of the adjustment gains that had been made with serious conse-
quences for Venezuela's economic stability and for the prospects for the
economy. Moreover, such a program would run the risk of jeopardizing
both the normalization of relations with Venezuela's creditors and the
restoration of the confidence that was needed to generate a steady inflow
of foreign savings. There were considerable doubts that oil prices would
be quickly reversed; that conclusion should caution the authorities
against filling most of the financing gap by taking on additional debt.
Although Venezuela could for the moment rely on its relatively large
reserves, the avoidance of immediate correctiye action by the authorities
would merely postpone the necessary adjustment to some time in the future
when the adjustment would be even more painful than at present. 1In
addition, he was worried that the credibility of the Fund's enhanced
surveillance process might suffer if large discrepancies between the
staff's policy advice and the measures that the authorities implemented
vere to persist.

He agreed with the staff that a depreciation of the controlled
exchange rate of the bolfvar and the early unification of the various
exchange rates were urgently required, Mr. Grosche said. The large
non-oil trade deficit was due to a considerable extent to the overvalua-
tion of the bolivar. The present spread between the preferential and
free market exchange rates was approximately 150 percent. 1In addition,
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the present exchange rate systewm had resulted in resource misallocation
and had contributed to inefficiencies and distortions in varlous sectors
of the economy. He therefore welcomed the recently announced changes in
the exchange system, including the devaluation of the subsidized rate for
repayment of foreign debt and the introduction of a two-tier system; those
changes were important steps in the right direction.

He also agreed with the staff that the authorities should complement
those measures with the elimination of the various restrictions on inter-
national transactions, Mr. Grosche went on. While the recently announced
easing of expor: restrictions and the liberalization of the foreign
investment code were welcome, the further tightening of export restrictions
was a cause for concern. Although it was intended to encourage import
substitution, the extensive system of import controls was a heavy burden
on the domestic productive sectors because of its impact on the avail-
ability of inputs. Moreover, the system of import controls together with
the overvalued exchange rate provided excessive protection for inefficient
sectors, thereby hampering the structural adjustment that was needed to
increase the external competitiveness of the country's non-oil sector.

The trade policy study should establish a foundation on which to make
comprehensive reforms in that area.

As the staff had noted, inefficiencies and disteortions were perpet-—
uvated partially by the existing price controls and the various regulations
governing labor markets, housing, and the agricultural sector, Mr. Grosche
commented. He doubted whether there would be a significant supply response
within the economy to an expansionary fiscal and monetary policy. Even
if the need for such policies were agreed, such a stimulus to domestic
demand would probably result in higher inflation rates and a sharp deterio-
ration of the extermal current account.

He had serious reservations about the planned course of fiscal and
monetary policy, Mr. Grosche said. The dramatic shift in the public
sector balance to a deficit of 9.5 percent of GDP in 1986 projected in
the Quantified Economic Program was cause for serious concern. In addi-
tion, that projection already appeared to be outdated because a further
decline in oil prices below that level had been assumed by the authorities.
At the same time, the Government's intention to introduce a number of
measures to raise revenues and to restrain certain kinds of current
public expenditure was welcomed.

The authorities should undertake a comprehensive review of the public
investment program, with a view to making a significant reduction in
the planned spending levels and to concentrating resources on the most
productive quick-yielding projects, Mr. Grosche went on. Only then could
the authorities avoid unsustainable fiscal deficits and the re-emergence
of serious balance of payments problems that had been experienced only a
few years previously. Such changes on the expenditure side would be a
precondition for achieving a slower than expected growth of the monetary
aggregates by reducing the need for central bank flnancing of the public
sector deficit. Apparently most of the treasury bonds issued in 1986 had
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had to be purchased by the Central Bank because there had not been enough
buyers on the domestic capital market. A more moderate expansion of the
monetary aggregate, like the pace achieved in recent years, would facili-
tate the gradual elimination of price controls without rekindling inflation.

"he authorities had reintroduced new legislation to change the rules
on the access of private debtors to the controlled exchange rate,

Mr. Grosche noted. As he understood it, subsidies through the exchange
rate were belng partially replaced by a low interest rate on 1l5-year
government bonds, but that only part——the registered part-—of the private
debt was to be involved and the rest of the subsidies would have to be
made up by private debtors via purchases of foreign currency in the free
market. While in principle he supported a move away from the subsidiza-
tion of debtors through the exchange rate, he was concerned about that
unilateral measure, which could seriously affact the normalization of
Venezuela's financial relations with foreign creditors, particularly at a
time when the baunks were being asked to be flexible in their treatment of
Venezuela's debt. Apparently banks had to make substantial write-offs

on their portfolios, and some banks had already cut short-term trade-
related credit lines to Vemezuela. While he did not favor subsidizing
companies through the maintenance of incorrect exchange rates, companies
had to be protected against inflation and depreciating exchange rates—-
factors for which they were not accountable. Finally, he agreed with the
staff appraisal.

Mr. Zecchini said that recent price developments in the world oil
markets had played a crucial role in drastically modifying the generally
positive outlook for the Venezuelan economy in recent years. The sudden
worsening of the external accounts and of public finances, which were
estimated to show a deficit of about 11 percent of GDP in 1986 following
a surplus of 3 percent of GDP in 1985, together with the stagnating GDP
and the relatively high unemployment rate were to a large extent the
results of the economy's excessive dependence on o0il revenues and the
authorities' unsuccessful attempts to diversify the production base. He
agreed with the staff that the necessary process of diversification
had been negatively affected by the far-reaching system of controls and
regulations, the removal of which should be a major objective of the
authorities.

Although he did not fully support the drastic fiscal measures that
the staff advocated, he agreed with the thrust of the staff's recommenda-
tions, Mr. Zecchini remarked. Since the Executive Board had recently
reviewed Venezuela's economy, he would concentrate on the medium—term
outlook for the areas that were of crucial importance for the achievement
of balanced and sustainable growth--namely, fiscal policy and regulations
and external policies.

It was clear that Venezuela had to tackle the problem of fiscal
deficit in a more forceful manner in coming years, Mr. Zecchini said.
The country had to react to the adjustment implications of the temporary
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reduction in oil receipts. It was also clear that the major part of the
fiscal adjustment effort should be concentrated on the expenditure side.
In the present circumstances, the sharp expansion of domestic demand led
by government expenditure would not be the appropriate instrument to use
to encourage balanced economic growth. However, the recommended reduction
of the fiscal deficit from 11 percent of GDP to 2 percent of GDP in little
more than two years seemed to be somewhat drastic in view of the need to
maintain the economy on a growth path, although at a slower pace than in
the past. After all, the purpose of accumulating international reserves
was to permit some smoothing of the adjustment pace.

On the expenditure side, the authorities' approach required some
adjustment, Mr. Zecchini continued. Table II in the staff report showed
that expenditure had increased significantly only in the capital account,
from Bs 51.3 billion in 1985 to an estimated Bs 72 billion in 1986. 1In
the past, capital expenditure had been directed mainly toward the restruc-
turing of the economy along the lines of the three-year plan, but in the
most recent package capital expenditure was concentrated in the social
and housing areas. Although there was a useful role for the public
sector in promoting the restructuring of the economy, and in providing
partial relief from the consequences of the past recession, some caution
should be exercised in expanding capital expenditure. That conclusion
was warranted by the unsatisfactory effectiveness of public investment in
the past, as was reflected in the persistent inability of the Government
te lmplement fully its investment program. In that connection, it would
be useful to have more detailed information of the present public inves%-
ment plans and on the ovrder of magnitude of the possible reduction in
investment recommended by the staff in 1986 on page 22 of the staff report.

As to the other expenditure categories, the dynamics of current
expenditure seemed to be under control; 1in that connection, the commend-
able wage moderation, which had led to some erosion of real wages since
1980, had played a crucial role, Mr. Zecchini said. Moreover, the recent
elimination of exchange rate subsidies should provide some further relief
t> expenditures.

Additional efforts seem to be required on the revenue side,
Mr. Zecchini remarked. The 23-point package that was recently presented
by the President of Venezuela seemed to address that problem, although
not to the extent required. Full implementation of the recommendations
of the 1983 Tax Reform Commission should be accomplished given the still
relatively low level of tax revenues, which represented an estimated
25-27 percent of GDP in 1986. '

He strongly agreed with the staff that the excessive scope of regula-
rions was a major cause for concern, Mr. Zecchini stated. The import,
exchange, and price controls and regulations constituted a pervasive
system for shielding the economy from external influences and distorted
the allocative functions of relative prices. The resulting misallocartion
s resources was an important factor in the sluggishness of private investc-

ment, and abolition of the price controls seemed essential to foster
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economic growth and reduce supply-side bottlenecks. In that connection,
the Government's recent initiative toward unifying the foreign exchange
markets was welcomed. However, the mixed signals that had been sent by
that initiative were 2 cause for concern: together with the liberalization
of exports there had been new restrictions on imports and a tightening of
price controls. It was not clear to him whether the authorities are aware
that the relief that the restrictions could provide in terms of the avail-
ability of a larger amount of foreign exchange or decreased pressure on
domestic prices was only temporary and involved substantizl costs over

the long run. In addition, the authorities must recognize that Venezuela's
strong dependence on oil revenues, which represented about 90 percent of
total exports, had to be addressed courageously as a major long—term

policy challenge. The steps that the authorities had taken to promote a
restructing of the productive base and of the economy as a whole were
insufficient. For that reason, he agreed with the staff that Venezuela's
e¥change restrictions should not be approved.

For the time being, the comfortable reserve position-—equivalent to
two years of imperts—-guaranteed the economy a certain margin of maneuver,
Mr. Zecchini commented. The staff should comment on the consequences of
the recent conversion of one seventh of the external debt inte government
bonds for reserves and the sustainability of the balance of payments
deficits.

Mr. Hodgson said that from 1983 to 1985 Venezuela had made signifi-
cant progress in many respects in adjusting to the decline in its oil
income. However, the vecent large decline in o0il prices had led to the
re~emergence of large fiscal and external deficits. He agreed with the
authorities that there would not be a major recovery in oil prices over
the coming several years.

Nevertheless, he shared the previous speakers' concern about the
delay iu implementing further adjustment measures that appeared to be
required in the present circumstances, Mr. Hodgson went on. The measures
that were announced on July 17, 1986 deal: partially with the fundamental
disequilibrium, but in some respects they actually intensified restrictions
on trade and prices. The authorities’ objective of promoting growth in
1986 was understandable, given the weak growth performance over much of
the previous decade. However, the present strategy of fiscal stimulus,
monetary accommodation, and price and trade controls was extremely risky.
Such a policy mix could well result in a rapid decliae in reserves, a
buildup of inflationary expectations, and an increase in the distortions
in the economy. That policy mix might even weaken the prospects for
growth, given the likely negative effect on private investment, price
distortions and uncertainty. Therefore, a set of policies that was aimed
at bringing absorption more rapidly in line with the present level of
incone, while reducing regulations and restrictions, would be more likely
to suzceed than the present policy mix.
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The authorities had taken some welcome steps over the previous year
en exchange rates, including the recent decision to more or less eliminate
the preferential rate for foreign debt payments, Mr. Hodgson remarked.
However, further exchange rate action at the present stage would be
appropriate, since it would be a more efficient meaus of adjusting the
external accounts to the current fairly favorable environment than tight-
ening import controls. He was disappointed that the measures that had
just been introduced to ban imports of farm products that were already
produced in Venezuela and to reduce imports of finished goods merely
added to the controls and regulatious in the economy. A move to a more
realistic exchange rate policy would help to pave the way for a reform
of trade policies and a progressive elimination of import and export
restrictions, with the World Bank's assistance. Both exchange rate
action and a shift from direct controls to a brcadly based tariff system
could help to strengthen the fiscal position.

The magnitude of the projected deterioration in public finances was
a cause for considerable concern, Mr. Hodgson said. Improvements in
income tax administration had been made in 1985, and he welcomed the
plans to implement the tax reforms based on the recommendations of the
1983 Tax Reform Commission. However, the efforts to offset the decline
in oil receipts needed to be strengthened. Further adjustments in prices
and tariffs of public enterprises would probably be needed in addition to
the price increases that had already been made. On the expenditure side,
a re-evaluation of the capital expenditures planned for 1986 and beyond
was called for. He recognized the authorities' commitment in their recent
statement to a stricter program of expenditure control and reduction.
Nevertheless, given the staff's view that a rapid reduction in the public
sector deficit was necessary, any delays in strengthening the fiscal
position would make the eventual adjustment that much more difficult.

The present monetary stance was very accommodative and carried a
substantial risk of intensifying inflationary pressures and causing a
more rapid depletion of official reserves, Mr. Hodgson noted. Therefore,
the authorities should tighten their monetary policy stance in line with
the strengthening of the fiscal balance. Similarly, the authorities
should move to a system of market—determined interest rates and should
eliminate interest rate subsidies for agricultural loans in order to
improve overall resource allocation. A firm wage policy would also have
to be maintained, as the decline in o0il prices had resulted in a consider-
able loss in Venezuela's real income. If the line could not be held on
real wages, ~ven higher unemployment was likely to occur.

The authorities should proceed prowptly to eliminate all the external
arrears in order to restore access to credit lines, Mr. Hodgson said. It
was regrettable that the process of no.malization appeared to have suffered
a setback with the recently announced new private sector debt scheme that
was described in the staff's opening statement. That scheme was not the
kind of measure that was needed to restore the confidence of external
creditors.
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Mr. Fujino commented that considerable progress had been made in
reducing the external and internmal imbalances in 1983-85. On the basis
of that progress a debt rescheduling agreement had been reached under an
enhanced monitoring arrangement with the Fund. The recent fall in oil
prices, however, had substantially changed the economic outlook for
Venezuela. The external current account was expected to move into a
large deficit in 1986 and to remain in deficit for some years to come.
Even excluding the net repayments to commercial banks that were a part of
the 1985 rescheduling agreement, the overall balance would register a
substantial deficit in 1987-90, and a sizable fall in external reserves
was expected.

In the circumstances, it was increasingly clear that drastic adjust-—
ment to the new external environment was needed, Mr. Fujino continued.
While he understood the need for more growth, the magnitude of the
necessary adjustment called for not only a tightening of demand management
but also a significant change in the industrial stri:ture. The author-
ities seemed to be aware of those needs, and it was encouraging that
additional mecscures in the right direction were to be taken in the area
of public finance. However, as the staff had noted, major fiscal action
was needed. The economy had long been beset by pervasive controls and
regulations, and the Interventionist policies had recently been intensi-
fied. The needed structural change could be facilitated only by removing
the administrative controls and regulations. Such deregulation and
exchange actions would represent a major reorientation of economic policy
and, if accompanled by appropriate management policies, would constitute
a comprehensive adjustment program that could be supported by the inter-
national community. He shared Mr. Grosche's concern about maintaining
the credibility of enhanced surveillance when there were significant
differences of view between the authorities and the staff.

Commenting on the overall objectives of the 1986 economic program,
Mr. Fujino said that it was disappointing that excessive emphasis was
placed on providing a stimulus to economic activity rather than to making
the needed adjustments. Once implemented, an expansionary policy stance
was difficult to reverse. In addition, the expected public and external
deficlts were not thought to be sustainable, even taking into account the
new measures that had been implemented. It was particularly worrying
that the program provided for & further tightening of import and exchange
controls. Even with the additional measures, the thrust of the 1986
program seemed to be insufficient from the longer-term perspective.

The projected substantial swing in the fiscal position was a cause
for serious concern, Mr. Fujino went on. A key element underlying the
fiscal deficit was the implementation of the three-year special investment
plan. While some of the planned projects could contribute to the needed
divergification of the economy, the authorities should seriously review
the priorities that were given to the various projects. The tax reforu
and restraint of certain types of current expenditure were to be imple-
mented. However, the new social program seemed to include an increase in
certain subsidies. He wondered what the overall effect of the various
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measures would be on the size of the public sector deficit. The staff
recommendation to reduce the public sector deficit to about 2 percent of
GDP within a couple of years was appropriate.

The projected increase in overall credit was much faster than was
warranted and was likely to lead to an acceleration in the rate of infla-
tion or to losses of reserves, Mr. Fujino commented. He agreed with the
staff that the rate of expansion of broa. money and overall credit should
be reduced. Removing interest rate ceilings and subsidies would be an
important step toward the overall liberalization of economic policies
that would be essential for a smooth and efficient restructuring of the
economy.

The heavy reliance on trade and exchange restrictions did not con-
tribute to the efficilent allocation of resources and was likely to impede
the needed structural reform, Mr. Fujino remarked. Therefore, the restric-
tions must be phased out and replaced as soon as possible by a more
realistic exchange rate policy that would include the rapid unification
of the exchange sy tem. The authorities were well advised to expedite
the process of eliminating external arrears in order to regain the confi-
dence of private creditors. He shared the concern of the staff and
previous speakers about the authorities' new approach to debt, which
might be interpreted as a unilateral change in the terms and conditions
of loans, and he presumed that the issue would be clarified.

The importance of a structural approach in Venezuela could not be
overemphasized, as the need for ad justment had been created by the drastic
change in relative prices over a fairly long pericd, Mr. Fujino said.

That the World Bank was reconsidering Venezuela's eligibility for Bank

financing was encouraging. The World Bank's technical assistance would
be very useful for the authorities, and the additional financing would

help in the implementation of the needed structural reforms in various

fields.

Mr. Fox recalled that during the previous Article IV consultation
with Venezuela, and despite the substantial adjustment since 1982, the
authorities had been urged to make significant policy changes, particu—
larly structural changes, as an essential accompaniment to the planned
expansion of public capital spending if growth in the non-oil private
sector was to be revived. Developments in the oil market since the
previous consultation had caused a significant deterioration in the
immediate prospects for the economy and had made the implementation of
such policy reforms, supplemented by measures to adjust the economy to
the substantial loss of o0il revenues, all thc more urgent. Although
Venezuela's reserves gave the authorities some room for maneuver, the
staff report clearly showed that without a change in policies, even the
ample reserves would come under severe pressure eventually and, meanwhile,
the large public sector deficit would place pressure on the domestic
economy.
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The recently adopted package of policy measures went partially in
the right direction, Mr. Fox continued. Its structural elements were
particularly welcome, notably the income tax reform, the measures to
encourage inward investment and privatization, and the simplification of
the export regulations. However, the revenue and spending measures had
not yet been completely specified and quantified, thereby making an assess~
ment of the policies' adequacy difficult. However, full implementation
of the policies might well be delayed until 1987, and while he recognized
that there were difficulties in the area of implementation, it appeared
that the policy package would fall short, particularly in comparison to
the fiscal adjustment that was recommended in the staff report. Neverthe-
less, the measures were a step in the right direction. At the same time,
the authorities should make every effort to expedite the implementation
of those measures, which would have to be supplemented by additional
measures if the fiscal and current account deficits were to be reduced
to sustainable levels. He agreed with previous speakers that the author—
ities should reconsider their decision to press ahead with the special
investment program, which had been excessively ambitious even before the
01l price decrease.

The recent policy package was also disappointing because in a number
of important respects it went further in the wrong direction; that was
particularly true of the tightening of import controls, Mr. Fox said. The
number of items that were subject to price controls had also increased
over the previous months. While price controls had been a significant —
element of the social compact that had helped to restrain wages over the
previous several years, the authorities' decision to increase the price
controls at a time when some workers were being compensated for past wage
restraint with large pay increases seemed to be inconsistent with the
authorities' stated policies. Wage increases should be accompanied by
price decontrol rather than by more extensive controls.

At the heart of Venezuela's sluggish growth were the extensive
administrative controls that were associated with the exchange rate
system, including the direct control of imports, the demand for which was
encouraged by the artificially high, controlled exchange rate, Mr. Fox
commented. The unification of the controlled rates by the end of 1985
and the elimination, with a few exceptions, of the preferential rate on
private sector debt repayments in the latest policy package were therefore
welcome. However, the differential between the new, unified controlled
rate and the free market rate had continued to increase, and a substantial
ad justment of the controlled rate was clearly needed. It was therefore
unfortunate that the authorities had more or less ruled out that possi-
bility for the time being, owing to uncertainties associated with the oil
situation. It was precisely the loss of o0il income that made rapid
action in that area particularly important. Such action, combined with
the import liberalization, would have a major impact on private sector
incentives and efficiency, and the increase in domestic competition would
mitigate the effect of the exchange rate adjustment on the domestic price
level. The trade policy reform study that was being prepared with the
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help of the World Bank was encouraging, but that study made the tightening
of import controls all the more regrettable, and the authorities should
reconsider their approach in that area.

The staff report clearly showed that the authorities' objectives of
stabilizing external debt from 1987 onward and maintaining reserves at
about $8 billion would not be achieved without a sufficiently strong and
comprehensive package of measures that went beyond the recently introduced
package, Mr. Fox remarked. At the same time, the staff's medium—term
scenario showed that Venezuela could cope with the consequences of the
oil price fall if it introduced such measures at an early stage. Such a
policy response would also be a positive factor in Venezuela's negotia-
tions with its external creditors. In that connection, he shared others'
concern about the unilateral introduction of the new scheme to service
private debt, and he looked forward to hearing the staff's response to
the comments on that point by Mr. Suralsry and Mr. Grosche.

Mr. Finaish said that it was unfortunate that after three years of
strong financial adjustment and at a time when Venezuela appeared to be
ready to move to a new phase of growth and recovery, the country had been
hit hard by the collapse of 0il prices that was expected to reduce export
revenues by almost half. Although the contribution of the o0il sector to
GDP was relatively small in Venezuela compared with most other major
exporters, the impact of the loss of 0il revenue in Venezuela's extermnal
position was dramatic. According to the data provided in the staff
report, the drop in export revenues in 1986 was expected to be only
slightly less than the total import bill and was expected to exceed the
total debt service payments for the same year. Under those conditions,
it was unavoidable that the authorities' strategy and pace of adjustment
and recovery would have to be reconsidered and adapted to the new circum—
stances. In addition, it was clear that difficult policy choices and
decisions would have to be made to ensure that, despite the enormous
shock to the economy, the objectives of medium-term balance of payments
viability and recovery of economic growth would be achieved.

The pace at which further financial adjustment should proceed was
obviously a critical question on which the staff and the authorities
apparently did not agree, Mr. Finaish continued. That problem was under-
standable, since as a result of the strong balance of payments adjustment
over the previous few years the authorities had been able to maintailn
and even increase the previous comfortable level of foreign exchange
reserves. Because the reserves provided a cushion to the impact of the
01l price shock, the most feasible pace of financial adjustment was a
matter of judgment. Nevertheless, the authorities had stated that their
minimum foreign exchange reserves target for the coming three years reduced
substantially the scope for disagreement on what needed to be done in
terms of financial adjustment over the medium term. However, the guestion
remained how much of that adjustment, particularly in the fiscal arez,
could reasonably be achieved in the very short run. The staff clearly
felt that the 1986 Quantitative Economlc Program originally presented by
the authorities fell somewhat short of what should and could be done.
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The policy package outlined by Mr. Pérez in his opening statement and the
staff's opening statement seemed to indicate that the authorities intended
to strengthen their adjustment response to the new oil situation, but it
seemed that the balance of payments measures that were announced by the
authorities would have no significant impact on public finances in 1986,
and that the targets in Table IX in the staff report remained essentially
unchanged. A further comment on that issue would be helpful.

A major element of the 1986 economic program was that, despite the
expected drop in revenue of more than 7 percent of GDP, expenditures were
to be increased significantly in comparison with 1985, particularly capital
outlays, which would result in a public sector deficit of about 10 percent
of GDP, Mr. Finaish remarked. 1In order to mitigate the impact on the
external balance and on prices, the authorities would continue—--indeed,
would strengthen—-the trade and price controls. Although the reserves in
losses would be substantial--about $4 billion~—-the authorities believed
that the public sector deficit in 1986 and its impact on the economy were
manageable. While that might well be so, given the leeway provided by
the international reserves, the question arose whether the plan to increase
capital spending could not be scaled down in 1986 in order to avoid a
sharp cut in subsequent years 1f the o0il market did not respond.

One could of course understand that the authorities' emphasis on
investment as part of their effort to improve the growth and employment
sltuationl, and the three-year special investment plan seemed to be geared
especilally toward projects that could increase productivity and growth
over the medium term, Mr. Finaish continued. Therefore, it was not clear
to him whether the planned spending level provided a proper balance
between those objectives and the financial implications of such a large
increase in the fiscal deficit. The staff obviously had urged the author-
itles to make corrective revenue and expenditure measures equivalent to
at least 7 percent of GDP in 1986. While there was probably some scope
for some measures to reduce the projected deficit in 1986, there were
doubts that it would be feasible to achieve the target that the staff had
suggested. However, he agreed with the staff that the fiscal deficit
projected for 1986 was not sustainable and needed to be reduced substan-
tially over the next two or three years through both expenditure and
revenue measures, including the implementation of the recommendations of
the 1983 Tax Reform Commission. The authorities intended to expedite
movement in that direction.

The authorities' emphasis on investment to improve the growth
performance of the economy was understandable, especially in the light
of the high rate of employment and the prolonged stagnation of econoumic
activity, Mr. Finaish went on. However, it was clear that a sustained
improvement in output and employment would depend on how much progress
was made on the structural adjustment front. There was no question that
the large degree of controls and restrictions in the economy were an
important impediment to investment, growth, and employment over the
medium term. Unfortunately, the pace of structural reform over the past
several years had been slow, particularly in comparison to the degree of
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financial restraint that had been maintained since 1983. It was of
course true that controls and trade restrictions had contributed to the
substantial improvement in the balance of payments, and that relative
wage stability would probably not have been possible without the mainte-
nance of firm control over prices. However, there was little doubt that
that approach had made economic stagnation and unemployment the direct
costs of financial adjustment.

The change in the medium—term outlook owing to the recent oil market
developments was all the more reason why the authorities should move
faster to address the structural problems facing the economy and to
improve the environment for investment and economic activity in general,
Mr. Finaish said. To the extent that the relatively comfortable level of
reserves could be used to reduce the pace of financial adjustment required
for balance of payments viability over the medium term, those reserves
also could be used as a cushion to speed up the pace of structual reform.
The recently announced package and the simplification of the exchange
system had led him to hope that a faster progress in the structural
ad justment area would take place in the coming period. The shock to the
Venezuelan economy of the collapse in intermational oil prices had been
enormous, Mr. Finaish remarked. The authorities would face difficult
choices in the coming period, but the record of the previous several
years, when the authorities had shown courage in taking difficult decisions
to deal with the financial imbalances in the economy, had led him to feel
optimistic that the authorities would be able to respond to the new
situation. The measures that constituted the new policy package might
fall short of what the staff had considered necessary, but they were a
positive movement aloug the policy course that the authorities had intended
to follow in response to the new oil situation. Still, the fact remained
that a large degree of uncertainty about the future would continue to
make economic management a difficult task in Venezuela as long as the
international o1l market did not stabilize. Indeed, he wondered whether
a significant drop in oil prices to the levels that some were predicting,
especially during the previous several weeks, would be manageable within
the feasible range of policies available to the authorities. The staff
could usefully comment on the implications for Venezuela of such a develop-
ment.

Mr. Salehkhou said that the economic and financial performance of
Venezuela in 1985 was largely satisfactory, as nonpetroleum GDP had leveled
off, the rate of consumer price increases and the unemployment rate had
abated to 9 percent and 13 percent, respectively, and the external current
account had recorded a considerable surplus. The medium—term outlook,
however, appeared to have weakened, owing to the recent sharp fall in oil
prices and the uncertainty about the oil market situation.

Like the economles of other oil exporting developing countries,
Venezuela's economy was highly senmsitive to oil prices, Mr. Salehkhou
went on. With the decline in o1l prices, the authorities had undertaken
a comprehensive adjustment program at an early stage to correct the
distortions that had appeared in the domestic and external positions. 1In
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1983 and 1984, the implementation of prudent fiscal, monetary, and wage
rolicies, together with import rationalization and price controls, had
made a significant contribution to those achievements. Those policies,
however, had deepened the prolonged stagnation in domestic activity and
had led to an abrupt rise in the unemployment and inflation rates.

In 1985, the efforts that had been made through the Quantified
Economic Program to stimulate economic activity, reverse the trend in
unemployment, and curb inflationary pressure through the implementation
of less restrictive fiscal and monetary policies had all been steps in
the right direction, Mr. Salehkhou said. However, the economy had per-
formed below expectations, owing mainly to the delay in implementing the
public investment program.

On the fiscal side, there had been a public sector surplus, instead
of the projected deficit, as a result of the lower than budgeted capital
outlays and the higher than projected revenues, owing mainly to a consid-
erable increase in revenues from income and excise taxes and stamp
duties and to the larger than expected surplus of the parastatals,

Mr. Salehkhou observed. Given the strengthening of the fiscal position,
and despite the 3 percentage point cut in domestic interest rates, the
demand for credit in the private sector had remained low, and, therefore,
monetary policy had been less expansionary than had been projected under
the program. As a reflection of those developments and despite the
decline in receipts from petroleum exports, the external current account
had registered a $3 billion surplus, well in excess of the projected

$1.7 billion surplus. That development had helped the Govermment to
vepay part of the country's external debt, and had resulted in an increase
in net official reserves to $15.5 billion, the equivalent of two years of
@Xports.

In 1986, while the sharp drop in petroleum prices in recent months
had adversely affected the economic outlook, the strong fiscal and external
position of Venezuela had enabled the authorities to introduce the neces-
sary adjustment measures with less austerity than would otherwise be
necessary to resume economic growth and to reduce the rate of unemployment,
Mr. Salehkhou said. The 1986 Quantified Economic Program appeared to
pave the way for the economy to move in the right direction. External
policies aiming at further foreign exchange conservation through the
adoption of limits and priorities for allocation of exchange for imports,
and the promotion of import substitution and foreign financing seemed to
be appropriate. In that connection, while he welcomed the authorities'
intention to unify the exchange rate, he had difficulty in supporting the
staff's recommendation to ease import and exchange controls, given the
uncertainty in the o0il market, and the potential tendency in the private
sector toward capital outflows in certain circumstances could result in a
significant decline in the country's international reserves—-in excess of
$3.9 billion envisioned under the program. The staff's cautious scenario
assumed an average oil price of $13.20 a barrel, which was less than the
authcrities' projected price of $15 a barrel and would result in a larger
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current account deficit and a loss of reserves of $4.75 billion; that
scenario justified the authorities' plan to save foreign exchange through
import rationalization.

There was room for some expansion of public sector spending, and the
projected sharp shift in that sector from a surplus to a deficit equivalent
to 9.5 percent of GDP appeared to inject sufficient stimulus to help the
country to resume economic growth, Mr. Salehkhou remarked. However, the
authorities should take into account the possibilities of inflationary
repercussions of excessive expenditure and the unsustainability of the
present fiscal policy stance in the long run, which would cause some
difficulty when a reversal of that stance was needed. Like the fiscal
stance, monetary policy should be less expansionary than was envisaged in
order to curb the inflationary pressures and to avoid larger than targeted
losses of reserves.

The authorities were to be commended for reducing Venezuela's external
debt, including the arrears, particularly in the present difficult circum-
stances, Mr. Salehkhou considered. He was confident that their efforts
would be continued, and that they would try to eliminate the remaining
arrears In order to restore confidence in the economy and normalize
Venezuela's relations with its creditors.

Mr. Dallara said that he shared previous speakers' deep concern
about economic policies and developments in Venezuela. The present
meeting was the third occasion on which the Executive Board had discussed
Venezuela's economy under the enhanced surveillance arrangement that had
been agreed in early 1985. It was useful to recall that that arrangement
had been negotiated among the Fund, the authorities, and :ommercial banks
with a view to facilitating the multiyear restructuring a:rangement and
to supporting and encouraging sound policies that could help to restore
normal relations between Venezuela and its commercial creditors.

The extent of progress under the enhanced surveillance arrangement
was a cause for serious concern, Mr. Dallara considered. The differences
in opinion that had been evident in earlier discussions between the staff
and the authorities on a number of important basic policy issues had
persisted and might have increased. Those differences were particularly
pronounced in the area of external policy. He shared the staff's views
on Venezuela's fiscal and monetary policies. On the external side,
exchange rate policy, while involving some modest movement toward an
eventual unification, had eventually relied upon controls and restrictions
to avoid market forces and to avoid sending market impulses to the economy
at large. Urgent action to eliminate the multiple exchange rate regime
and to move rapidly toward unifying the exchange rate, as recommended by
the staff, seemed to be the essential steps that would enable the authori-
ties to eliminate the array of restrictions on trade and payments, which
unfortunately had recently been intensified.
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The substantial differences of opinion between the authorities and
the staff on the basic question of exchange rate and trade liberalization
were reflected in the recent action by Venezuela's Congress on the repay-
ment of private debt to external creditors, Mr. Dallara continued. The
authorities had stated that they needed to reduce the subsidy involved
in order to cut the fiscal deficit. The staff recognized that the reduc-—
tion of the subsidy was in principle and in fact an appropriate move.
However, the authorities had acted in a unilateral fashion with respect
to the understandings on which the arrangement between Venezuela's external
creditors and private debtors had been developed. 1In addition, if the
elimination of such subsidies was a key objective, then more rapid movement
toward unification of the exchange rate was even more urgently required,
because such a movement could reduce the subsidies and the efficiencies
that existed throughout the economy. Indeed, as the staff had noted, the
structure of exchange rate, import and related restrictions tended to
provide disincentives to sectors 1n the economy that might compete for
resources and tended to provide inappropriate incentives to sectors that
were not import competing, thereby fostering the inefficiencies in the
economy.

He hoped that the authorities would view the recent actions concern-
ing private debt and external creditors as a serious matter that called
for some clarification by the authorities, Mr. Dallara said. His author-
ities viewed the actions as being basically inconsistent with an orderly
solution to Venezuela's debt problem and an early restoration of more -
normal relations with external creditors, especially in the current cir-
cunstances, when the final understandings and agreements on the multiyear
rescheduling had not yet been reached. Such action was serious, and the
authorities should consider at an early stage steps to ameliorate the
adverse effects of the recent legislation.

The enhanced surveillance arrangement with Venezuela had been in
effect for approximately 18 months, Mr. Dallara noted. He recognized
that the understanding with Venezuela had been reached at an early stage
in the evolution of the enhanced surveillance arrangements. Indeed,
there was still some experimentation with those arrangements, and there
were inevitably some conflicting objectives. However, it was fair to say
that some key elements of subsequent arrangements with members were not
evident in the understanding with Venezuela. Specific policy commitments
had been made in the context of more recent arrangements. What seemed to
be migsing in the arrangement with Venezuela was a clear assumption that
the staff and the authorities would make every effort to reduce, if not
eliminate, differences of view that might exlst on important policy areas.
During the initial discussion of the enhanced surveillance arrangement
for Venezuela the staff had noted that the Fund's role was primarily to
provide a frank evaluation of members' policies.

At the same time, Mr. Dallara went on, the staff had indicated that
if the procedure were to be effective, the Fund and the authorities would
need to reach broad agreement on major aspects of policles. It was
evident that such agreement had not been reached in the case of Venezuela,
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which raised important questions concerning the Fund’s role in enhanced
surveillance. The significance of the question had been heightened
because an element of enhanced surveillance was the understanding that
the relevant staff reports would be made available to the commercial
banks in order to facilitate the banks' monitoring of Venezuela's economy
in the context of the multiyear rescheduling. As he understood it, the
commercial banks had nor yet officially received any of the enhanced
surveillance reports on Venezuela that the Executive Beard had reviewed
thus far. That development was disturbing and led him to wonder what
“the Fund's obligations and role under the enhanced surveillance arrange-
ment should be in the future. After all, if the Fund was asked to perform
a role that was designed to facilitate the restoration of more normal
relations with commercial banks, and if the Fund's analysis was not at
least being shared in an official manner with the banks, he wondered how
useful the Fund's role could be.

He wondered in particular whether the Fund was obligated to remain
involved in the enhanced surveillance arrangement through the whole
period that had been discussed with the authorities, Mr. Dallara continued.
The lack of movement toward reaching a consensus between the authorities
and staff on policy issues, the fact that the multiyear rescheduling
arrangement had not yet been finalized, and the feeling in the Executive
Board that enhanced surveillance should perhaps be limited to the consoli-
dation period, at least brought to mind the question of whether the Fund
was legally obligated or should feel morally bound to remain involved in
_the enhanced surveillance arrangement on the basis of the understandings
that had been reached for the period through 1997. At the same time, he
also wondered whether the authorities felt that the enhanced surveillance
arrangement was clearly useful and, if so, how they felt that it would
remain useful.

He agreed with previous speakers that a number of the recently adopted
policy actions could be seen as steps backward, while others were positive,
Mr. Dallara said. The authoritlies intended to move toward more open
foreign direct investment, and, as the staff report noted, there were a
number of other positive signs. The authorities should build on those
more recent developments and steps and should recousider whether their
fundamental approach toward a highly controlled and highly restricted
trade system would maximize potential growth in the medium term. Given
the severe external shocks to the economy, the authorities could ill
afford not to take steps that would maximize the benefits that could be
realized from the use of Venezuela's economic resources. It was in that
context that the authorities should reconsider certain aspects of their

policy stance.

Mr. Jayawardena said that the authorities were to be commended for
having remained within the parameters of the Quantified Economic Program
that had been implemented in 1985. Although certain exogenous factors
had contributed to the favorable outcome, the achievements were laudable.
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The 1986 Quantitative Economic Program had been formulated in the
context of the further softening of the o0il market, Mr. Jayawardena noted.
There were several positive aspects of that program and of the current
thrust of policies, including the elimination of the preferential exchange
rate and subsidies, the public enterprise and tax reforms, the reduction
of regulatory measures in the fields of exports and foreign investment,
and the wage moderation. Those elements were clearly welcome. The
Government aimed to achieve adjustment with growth by financing itself
out of the slump in o1l prices in the hope that the o0il market would
stabilize at a later stage. In the process, the authorities must be
cautious to avoid discouraging the growth of a viable non-oil sector,
since it was that sector that would ultimately have to support the future
growth of the economy, provide greater certainty and stability thaun the
0ll sector, and insulate the economy against exogenous shocks.

It was not clear to him why the authorities believed that the growth
impulses should come mainly from investment outlays, Mr. Jayawardena
said. The diversification of the economy probably could not be easlly
engineered through private incentives alone in the initial stage because
of the economy's strong oil orientation and dependence on imports. That
conclusion was consistent with the infant industry argument. The expec-
tation was that the authoritles would consider moving away from protec-—
tionist import and price controls as the non-oil economy gathered momentum.
Of course, one of the great risks inherent In that approach was that the
activities that were being encouraged tended to remain in continuous need
of infancy protection. Hence, the authorities might consider a gradual
reduction In protection over a reasonable period which would send an
explicit signal to investors from the beginning that they could take into
account in their investment decisions.

As to the modalities of the private external debt, it was unclear
why some commercial banks had taken issue with the regulations after
having -received an additlional governmental guarantee on private debt via
U.S. dollar-denominated bounds, Mr. Jayawardena commented. If the fixed
interest rate on bonds was the source of contention, he empathized with
the authorities, who had sald that supplementary payments by debtors
would not be included. YHe hoped that any uncertainties in that field
could be clarified.

He did not share Mr. Dallara's views on the elements of enhanced
surveillance arrangements, Mr. Jayawardena remarked. It was clear that
the Executive Board had not agreed to have the kinds of relationships
that Mr. Dallara had described, in which there would be understandings
with individual countries and the Fund would give stop-and—-go signals to
commercial banks during the period of the enhanced surveillance arrange-
ment. It was his understanding that the Fund would comment frankly on the
current thrust of a member's policies and leave the matter of financing
to the authorities and creditors. In the case of Venezuela the Fund had
made objective evaluations of the situation and should thenceforth leave
matters alone, unless the authorities would wish to have clear understand-
ings under a program supported by the Fund.
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Mrs. Ploix commented that Venezuela's economic situation had changed
drastically since the previous Executive Board discussion on the country
in December 1985. The sharp drop in o0il prices had placed additional
strain on reserves and had aggravated the domestic problems. However,
progress had been made in 1985, for which the authorities were to be
commended. The results of the adjustment program were better than had
been expected in the areas of public finance, the external accounts, and
the rate of inflation. At the same time, developments with respect to
growth and unemployment had fallen substantially short of expectations.

In response to the changed situation, the authorities had introduced
a 2l-point program on July 17, 1986 that aimed at arresting the trend in
unemployment and at encouraging growth, Mrs. Ploix continued. The recent
distribution of the supplementary report by the staff had given her
little time in which to assess the appropriateness of the new measures.
She broadly agreed with the thrust of the staff appraisal, and the obser-
vations that she had made during the previous discussion on Venezuela
were still applicable., However, she wished to pose gquestions in a number
of areas.

She wondered what the impact on GDP would be of the recent expendi-
ture and revenue measures and how large the public sector deficit in 1986
and beyond was expected to be, Mrs. Ploix said. In his opening statement
Mr. Pérez had outlined the authorities' views on revenue raising measures
and expenditure cuts. The staff should comment on those measures. She
wondered whether the staff should continue to recommend reducing the
public sector deficit to 2-3 percent of GDP in 1987. What monetary
policy would be consistent with the objective of containing inflation?

The decision to adopt a uniform exchange rate of Bs 7.5 per
U.S. dollar was welcome, Mrs. Ploix commented. Given the large discrep-
ancy that still existed between the official and free market rates, she
wondered whether further adjustment in the rate should not be considered.
The exchange rates should be unified, and the staff should comment further
on what was considered to be a realistic exchange rate policy for Venezuela.

The diversification efforts that had been made in recent years to
move the economy away from its dependency on oil had been fruitful,
Mrs. Ploix remarked. However, more remained to be done, since oil still
had an excessively large share in export revenues. The potential of the
country wae Impressive, and she welcomed the World Bank's involvement in
several areas, including the study on trade policy, which should help the
country to reach its full potential. The staff had noted the rigidities
that impaired productive capacity as well as public and private investment.
Accordingly, the authorities' intention to remove administrative obstacles,
attract foreign investment, and emphasize capital outlays and construction
activity were welcome.

She shared previous speakers' concern about the delays in registering
Venezuela's private external debt, Mrs. Ploix said. The delays threatened
Venezuela's private sector credit. Moreover, the recent law that was
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aimed at refinancing part of the private sector was cause for concern to
creditors. The staff, too, had expressed its concern, and .a further
comment on the law would be helpful..

The recently adopted program had far-reaching consequences in many
areas, Mrs. Ploix continued. The staff should comment on the way in which
enhanced surveillance for Veneruela would be affected by the new measures.
The authorities had introduced commendable measures to cope with the oil
situation, and she hoped that the authorities would approach the external
sector in the same spirit.

Mr. Romuidlidez remarked that the issue that divided the staff and the
autnorities was clear and simple: in the wake of the developments in the
oil market, the staff recommended prompt adjustment so that a significantly
harsher adjustment at a later stage could be avoided; however, the author-
ities preferred to avoild abrupt adjustment at the present stage, as they
were worried that the present thrust of the economy toward growth and the
reduction of unemployment might be lcst. According to the latest news~-
paper reports, which seemed to be confirmed by Mr. Pérez's opening state-
ment, the authorities had apparently moved more declsively in some respects,
albeit in a more limited sense, closer to the staff's position since the
writing of the staff report. The authorities had announced a partial
devaluation of the bolfvar with respect to the repayment of some foreign
debts, although his authorities had mixed reactions to that move. 1In
addition, the authorities bhzd liberalized the foreign investment code,
had begun the modernization of the tax system, and had taken steps to—
promote nontraditional exports more vigorously.

The authorities were to be commended for those steps but they should
take more fundamental and far-~reaching actions-—in the exchange rate and
pricing areas, for example--in order to increase the efficiency of the
allocation of resources and to increase international competitiveness,
especially by encourazing expoft diversification and non-oil private
sector activity, Mr. Romudldez said. In the area of fiscal restraint,
the authorities planned to make some reductions in the capital ocutlays in
1986. Their credit policy was designed to prevent pressure from intensify-—
ing on official reserves and on prices. The unification of the exchange
rate was essential 1f the adjustments were to bring about more lasting
improvements in the price structure. The staff had correctly suggested
that administrative regulation of prices, the trade and exchange system,
and interest rates should be eliminated. Retaining controlled interest
rates served only to diminish or nullify the effectiveness of the adjust-
ment measures that already had been introduced to restore momentum toward
adequate and sustainable growth. Significant gains had been made in
1986 and the present stage was not an appropriate one at which to relax
the authorities' efforts. Developments in Venezuela's environment, par-
ticularly the precipitous drop in oil prices and the uncertainties about
the outlook for the economy, underscored the need to maintain caution
and the adjustment effort. He fully agreed with the staff's appraisal on
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those poiats. Finally, his authorities shared the concern expressed by
previcus speakers, particularly Mr. Dallara, about the enhanced surveil-—
lance arrangement for Venezuela.

The staff representative from the Western Hemisphere Department
recalled that questions had been asked about the impact of the new private
debt scheme on the balance of payments and domestic monetary conditions.
Under the existing scheme of five-year contracts for private sector debt,
amortizatlon payments on that debt were to be about $1.1 billion a year.
Stretchlng those payments out to 15 years would reduce the annual payments
by about one third from the previous programmed amount, resulting in a
saving of $0.7 billion a year if there were no other changes in the terms
and conditions of the debt. The staff could give only preliminary indica-
tions of the impact of the new private debt scheme on domestic credit.
There was some question how the domestic banks in Venezuela would react
to taking over the entire credit ~*:zi of the foreign debt portfolio, as
the banks would be asked to extend credit to Venezuela's debtors to buy
bonds in 1986; the total amount of credit involved would be about Bs 38 bil-
lion, which was equivalent to approximately 10 percent of GDP and exceeded
the total lending to the private sector that had been expected under the
authorities' program for 1986. Implementing that arrangement might well
be difficult. It could prebably be handled in a way that would not be
disruptive, since the resources borrowed by the private sector to purchase
the new external bends would cover the public sector deficit in 1986.

The amount of domestic financing that was expected to be required to
cover the public sector deficit in 1986 was about Bs 38 billion, which
was similar to the amount that would be required for the private sector
to buy the new government bonds.

It was too soon to say for certain how the latest fiscal measures
would affect the outturn for 1986, the staff representative commented.
Many of the measui:s had not yet been specified or implemented, and the
staff did not know about the timing of the implementation of the measures
in detail. However, at the present late stage, the new measures were
unlikely to have much effect on the public finances in the rest of 1986.
The staff expected oil revenues to be slightly lower than the authorities
projected. But that might be offset by a reduction in investment expendi-
tures and in subsidies on the private debt. The special public sector
investment program was lagging somewhat behind target, though not because
of a policy decision to slow the implementation of the program, the staff
representative explained. The total amount of expenditure under the
special investment program planned for 1986 was approximately Bs 13 bil-
lion, and about 80 percent would be executed. The savings would perhaps
be the equivalent to 1.5 percent of GDP in 1986. All in all, the fiscal
deficit might therefore turn out to be about 9 percent of GDP, which
would be lower than the worst case projection in the staff report.

The staff continued to believe that it was in that context that the
staff had recommended early accion to set the stage for an improvement in
the fiscal position in 1987 and beyond, the staff representative remarked.
In the absence of significant net new foreign finarncing (although assuming
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new borrowing to offset amortization cf public external debt), a gradual
reduction of the fiscal deficit to 2-3 percent of GDP in about three years
would imply substantial use of reserves to smooth tne adjustment process.
By the end of the three years, according to the staff's projections,
reserves would fall to the minimal level that the authorities consider
comfortable and would be close to the minimum level envisaged in the
muiltiyear arrangement with the commercial banks.

The financial prospects for Venezuela will depend heavily on develop-
ments In the o0il market. The staff's projeccions for 1986 were based on
an oil price of $13.2 a barrel, the staff representative said. The
medium~-term projections in the staff report were based on prices aof $13 a
barrel in 1987 and $15 a barrel in 1988. An increase in the price by one
dollar yielded approximately $0.5 billion in additlonal revenue for
Venezuela. A decline in the price to $9 a barrel, which had been men-
tioned by Mr. Finaish, would imply a resource loss of about $2 billion a
year, which would obviously pose a serious problem.

The staff considered that a process to reduce the scope of the
present exchange and import controls could be effectively started only
after the exchange rate system was reformed, the staff representative
remarked. Many of the exchange and import controls were required in
order to cperate the multiple exchange rate system. Thus, many of the
policy initiatives that the staff had recommended could not be made with-
out an adjustment of the controlled exchange rate and elimination of the
wide spread between the two exchange markets.

Commenting on the question of what was a realistic exchange rate for
Venezuela, the staff representative said that even after the adjustment of
the controlled rate to Bs 7.5 per U.S. dollar, the real effective exchange
rate was still 20 percent above.the level prior to 1973, while o0il export
receipts in real terms were now back at the 1973 level. Moreover, in
considering an appropriate base period, it should be noted that the real
exchange rate in 1973 had not contributed to a rapid diversification in
the economy. In addition, the pervasive use of controls throughout the
economy served to maintain an overvalued exchange rate. 1In the absence
of contrcls, the rate would probably be further depreciated. Moreover.
.the large spread between the official and free market exchange rates was
giving a strong signal to the economy about future exchange rates and
about the equilibrium unified rate that would be needed. All those
factors had a bearing on what the staff considered to be a realistic
exchange rate policy at the present stage.

The Deputy Director of the Exchange and Trade Relations Department
remarked that from the start of the enhanced surveillance process there
had been different views on what was to be expected from enhanced surveil-
lance. The authorities had stated that "Venezuela will request from the
Fund an enhancement of those (Article IV) consultations as set forth below
in order to complement the country's own procedures to monitor economic
performance and the implementation of economic and financial policies.”
The enhanced surveillance procedure was seen as a helpful supplementary
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means of explaining Venezuela's national policies to the country's
creditors. The enhanced surveillance was not seen as a substitute for
an arrangement with the Fund. The staff had adhered to the principle of
ensuring that as a minimum its reports under enhanced surveillance were
adequate and frank. There would be an opportunity to discuss the general
issues of enhanced surveilllance of September 2, 1986, when the Executive
Board was scheduled to consider staff papers on international banking and
related matters.

Venezuela's multiyear rescheduling arrangement with the commercial
banks was not yet in effect, the Deputy Director of the Exchange and Trade
Relations Department explained. Therefore, the relevant staff report had
not yet been made available to the banks. In addition, the Fund was not
a signatory to the arrangement; the signatories were the banks and the
national authorities. That statement summarized the legal position. In
fact, however, the Fund was clearly a party to the agreement in the sense
that the staff report was reviewed by the parties to the agreement, and
the approach that was being used was supported in a general sense by the
Fund.

Mr. Dallara said that he understood the clarification of the legal
status of the Fund's participation in the enhanced surveillance for
Venezuela. However, he continued to wondered whether the lack of the
provision of the staff reports to the commercial banks was consistent
with the spirit of the arrangement as well as with the legal requirements
under the arrangement. After all, the Fund had not said to Venezuela or
to its commercial bank creditors that the Fund would not engage in the
enhanced surveillance discussions with Venezuela until the multiyear
rescheduling arrangement was signed. In fact, the Fund had stepped for-
ward to initiate the enhanced surveillance procedures and had cooperated
with the authorities toward that end. In addition, he wondered whether
it was reasonable to hope that, once the agreement had been formally
reached, the authorities' approach to enhanced surveillance would change.

Mr. Pérez commented that the Venezuelan authorities were willing to
distribute the staff report to the commercial banks. Unfortunately, the
banks had not yet signed the relevant agreement; it would be incomnsistent
with the principles in the rescheduling agreement to send the report to
the banks until the signing had occurred.

Venezuela had made a substantial ad justment effort over the previous
two years in the macroeconomic and microeconomic fields, Mr. Pérez
continued. The results in the fiscal and external sectors and in the
rate of inflation clearly showed that Venezuela had corrected in record
time all the macroeconomic disequilibria that had been evident in 1982
as a consequence of the fall in oil prices. Furthermore, Venezuela had
overshot the targets in the Government's program and the staff's estimates
of the objectives for the macroeconomic variables.
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It was important to remember that that adjustment had been made with-
out resorting to new financing from creditor banks or multilateral insti-
tutions, Mr. Pérez stated. Moreover, during the period in question, and
despite the overwhelming economic difficulties in the country, Venezuela
was one of the Fund's largest creditors. That fact was evidence of
Venezuela's collaboration with the international community.

Venezuela was one of the few debtor countries that had reduced the
amount of external debt duripg the period concerned--by $5 billion--
while increasing the level of reserves substantially, Mr. Pérez noted.
Those achievements had helped to reinforce the country's ability to
service 1ts external debt.

Commenting on the private debt, Mr. Pérez sald that he would describe
the attitude of the Government and the way in which the financial scheme
had evolved. When the problem of Venezuela's debt had erupted, the
Government had made it clear that private and public debt negotiations
should not be linked. Nevertheless, the Government had established a
facility through which Venezuelan private sector companies were to be
given preferential access to dollars to service the private debt under
specified conditions——namely, that the financing would be devoted to
activities that were in the national interest and that the debt would be
renegotiated on approprilate terms. Under that scheme, dollars had been
provided to borrowers at the exchange rate of Bs 4.3 per U.S. dollar for
payments of principal and Bs 7.5 per U.S. dollar for interest -payments.

In addition, the Government, together with the Central Bank, had estab-
lished a free dollar market, access to which was given to any firm, insti-
tution, or individual for all types of transactions, including payment of
interest and principal linked to the foreign debt. As those developments
had shown, the Government had been committed at the outset to help the
private sector to finance its debt and adjust to the new exchange rate.

The scenario on the basis of which the scheme had been designed had
changed drastically in early 1986, and the Government had considered it
appropriate to adjust the scheme to the new circumstances both by increas-
ing the effort the private sector should make and by stretching the
profile of private debt that was serviced through the official market,

Mr. Pérez continued. In recent months, there had been two changes in

the scheme. First, access to the preferential exchange rate by debtors
for the servicing of the registered private debt had been limited to the
purchase of the foreign currency-denominated bonds issued by the FOCOCAM.
Those bonds would have a maturity and interest rate that were determined
by the Government, as they carried a government guairantee. Second, on
July 17, 1986, the President of the Republic had announced the elimination
of the preferential exchange rate of Bs 4.3 per U.S. dollar, moving the
servicing of the external public debt to the official exchange rate of

Bs 7.5 per U.S. dollar. Accordingly, under the new circumstances, creditor
banks and private borrowers had agreed to liquidate their financial agree~
ments through either the FOCOCAM or the free market. He would convey the
concern that was expressed by Executive Directors about the scheme to his

authorities.
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Commenting on the content and implications of the enhanced surveil-
lance exercise, Mr. Pérez said that it was important to remember that
the exercise had been started in response to the requests of some of the
members that had seen the need for such a procedure in order to make
progress toward addressing their debt problems. To that end, enhanced
surveillance had been established as a special policy within the broad
policy of surveillance and was therefore different from the Fund's policies
concerning Fund-supported programs. That distinction was clearly reflected
in the fact that, under enhanced surveillance, the Quantified Economic
Program was an integral part of the country's policymaking process, which
reflected the autonomous character of the country's objectives and policy
intentions. In that connection, the Fund's role was to collaborate with
the country by providing technical assistance and by helping to formulate
and support the Quantified Economic Program. However, unlike a program
in support of use of resources in the upper credit tranches, the objectives
and economic policy package under enhanced surveillance were not part of
an arrangement with the Fund. He agreed with Mr. Dallara that under the
enhanced survelllance procedures, as under the general policy on surveil-~
lance, the differences of opinion of the authorities and the staff on any
aspect of economic policy should be narrowed, and the differences had
been narrowed in the case of Venezuela.

As to the effectiveness of the enhanced surveillance for Venezuela,
on the basis of the economic results thus far it was clear that the Fund
had succeeded in advising the Government about the appropriate course to
follow to deal with the economic difficulties in Venezuela, Mr. Pérez
remarked. That was not to say that Venezuela had followed all the Fund's
recommendations, but some Executive Directors had overemphasized the fact
that in some areas progress had been slower than had been recommended and
had underestimated the areas in which the Government had overshot the
targets. In general, Venezuela had performed very well under the enhanced
surveillance arrangement. ’

The wide differential between the official and free market exchange
rate was clearly a cause for concern, but the suggestion that the exchange
controls should be eliminated and that the exchange rate should be unified
were different issues altogether, Mr. Pérez said. The uncertainties
about the current economic outlook made it necessary to isolate exchange
transactions from the potentially disturbing movements in the capital
account. In considering the issue of exchange rate unification, Executive
Directors should bear in mind the particular characteristics of Venezuela,
which was highly dependent upon a single export--oil. A movement in the
exchange rate would have only a limited effect on performance in the
short run in Venezuela, while the consequences for the rate of inflation
could be devastating. A unified exchange rate system in a country like
Venezuela, where uncertainties about the international oil market had
led to wide exchange rate movements, could be incompatible with efficient

resource allocation.
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The authorities' perception of the public sector stance in 1986 and
beyond was different from that of the staff and some Executive Directors
for several reasons, Mr. Pérez commented. First, the overall public
sector surplus in 1985 was larger than had been previously estimated. The
surplus in 1985 was 5 percent, compared with the 2.8 percent that had
been estimated by the staff at the time of its visit to Venezuela.
Accordingly, the base for the 1986 projections had changed dramatically,
and the deficit for 1986 was smaller than had been expected. Second, the
pace of the lmplementation of the public investment program in 1986 was
slower than had been planned, while current expenditure on personnel and
purchases of goods and services had been cut. Both actions would result
in a lower level of expeunditure than had been budgeted. Third, some of
the revenue raising measures announced by the President of the Republic
would take effect in 1986; they would include increases in prices and
tariffs of some state enterprises. In addition, the elimination of the
preferential exchange rate of Bs 4.30 per U.S. dollar entailed a reduction
in the overall public sector deficit of 0.5 percent of GDP in 1986 and
1 percent of GDP a year over the coming five years. Those elements would
result in a smaller deficit in 1986 than had been expected-—about 6 per-
cent of GDP--which was in line with the staff recommendation of reaching
a deficit of 2-3 percent of GDP in 1986.

The Chairman made the following summing up:

Most Executive Directors were in broad agreement with the
thrust of the staff appraisal in the report for the 1986 Article IV
consultation with Venezuela.

Directors commended the authorities for the substantial
progress made during 1983-85 in reducing domestic expenditure in
response to a major drop in Venezuela's export earnings. They
stated that a strong improvement in the public finances, a
restrained monetary policy, a substantial real depreciation of
the bolivar, and a cautious wage policy had led to a major
improvement in Venezuela's external position. However, concerned
about the prolonged stagnation of output and increased unemploy-
ment, the Government had shifted the thrust of policies in late
1985 to seek a reactivation of the economy through a substantial
expansion in public investment.

Directors observed that the sharp drop in world oil prices
since early 1986 had drastically changed Venezuela's economic
outlook. Export earnings and public sector revenues were expected
to fall by over 10 percent of GDP, and thus a renewed adjustment
effort was required to re~esrtablish a sustainable external posi-
tion. The authorities' Quantified Economic Program for 1986
projected a major shift from surpluses to large deficits in both
the public finances and the overall balance of payments. The
program also envisaged a further tightening of import and price
controls as well as maintenance of a wide spread between the
controlled and the free market exchange rates.
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Directors noted the policy measures announced by the '
President of the Republic on July 17, 1986, which were designed
to foster adjustment without sacrificing growth and employment.
In that context, a few Directors noted that Venezuela's high
level of international reserves together with external financing
gave Venezuela some margin for maneuver. However, most Directors
held the view that the policies included in the authorities'
program were not sufficlent to deal with the country's large
fiscal and external imbalances. Accordingly, they urged the
authorities to adopt promptly a comprehensive program that would
set the basis for a resumption of sustainable economic growth.
Delays in the adoption of corrective measures, Directors warned,
would require a much harsher adjustment at a later stage.

Directors noted that a comprehensive program would comprise
demand management policies aimed at significantly reducing the
public sector deficit and the rate of expansion of domestic bank
credit to levels that would be consistent with a sustainable
external position and price stability over the medium term. Adop-—
tion of revenue measures, including adjustments in prices and
tariffs of public enterprises, and restraint on expenditure, were
needed to improve the public sector performance. Cuts in the
public sector investment plans were also called for. Directors
ncted that the fiscal measures foreshadowed in the recent announce-
ments of the President of Venezuela were a step in the right
direction, but stressed that a large fiscal imbalance would -
remain that should be tackled without delay.

Directors were of the view that the targeted growth for
broad money was too high, given the inflation and balance of
payments targets, and would need to be lowered. Several Directors
also encouraged the authorities to move toward market—oriented
interest rates in order to promote the growth of domestic finan—
cial savings.

In the light of the recent sharp decline in external income,
Directors emphasized the importance of wage restraint in promoting
ad justment without unduly increasing unemployment and in contain-
ing the inflationary pressures.

While welcoming the progress that has been made toward a
simplification of the exchange rate system, Directors generally
stressed that the present exchange system still gave rise to
distortions, particularly because of the wide differential
between the exchange rates, and they emphasized the need to
advance rapidly toward a unified exchange rate that would encour—
age export diversification and efficient import substitution.
Implementation of restrained demand management and realistic
exchange rate policies would facilitate the progressive elimi-
nation of import restrictions, export licensing, and exchange
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controls. 1In this respect, Directors noted that the trade
policy study, initiated with the assistance of the World Bank,
would be helpful in setting a revised import tariff structure.

Several Directors stressed that stagnation of the domestic
economy in recent years might be attributable to some extent to
the excessive reliance on government controls and regulations in
most areas of the economy. They felt that a reduction in the
scope of regulations and controls, particularly on prices, was
urgently needed to help promote conditions conducive to private
sector investment and to the much needed economic diversification.
In this respect, they were encouraged by the authorities' efforts
to streamline regulations, particularly on exports, and to promote
foreign investment, but they regretted recent moves toward an
intensification of import restrictions.

Directors noted the authorities' intention to reopen negotia-
tions with creditor banks on the February 1986 rescheduling
arrangement for public debts in the light of changed external
circumstances. Directors welcomed the completion of the process
of registration of private external debt. While welcoming the
Tecent elimination of the exchange subsidy on private external
debt payments, several Directors expressed concern that the
approach adopted by the authorities could adversely affect the
normalization of Venezuela's relations with its foreign creditors
at a time when those creditors were being asked to show increased

flexibility.

Finally, in the light of the enhanced surveillance arrange-
ments between Venezuela and the Fund, a number of Directors

.expressed concern regarding the significant differences of view on

appropriate economic policies that persist between the Venezuelan
authorities and the Fund staff. Taking into account the views

put forward durlng the discussion, Directors expressed the hope
that a convergence of views on economic policies between Venezuela
and the Fund would occur soon.

The 1986 midyear consultation with Venezuela is expected to
be held in about six months.

INCOME POSITION - PRINCIPLES OF "BURDEN SHARING," INCOME TARGET
FOR FY 1987 AND FY 1988, RATE OF CHARGE, AND RATE OF REMUNERATION;
AND RATE OF CHARGE AS OF MAY 1, 1986

The Executive Directors considered a proposed decision on "burden

sharing,” the Fund's income target for FY 1987 and FY 1988, the rate of
charge, and the rate of remuneration (EBS/86/162, 7/23/86).
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The Chairman noted that the proposed decision had been prepared on
the basis of the Executive Directors' informal meeting on July 17, 1986.
The agreed principles governing burden sharing and the compromise that
had been reached on the financing mechanism for FY 1987 and FY 1988 was
contained in his summing up of that informal meeting. 1/ Executive
Directors might wish to take up the proposed decision Eéragraph by para-
graph and make any technical amendments necessary to make it fully consis-
tent with the agreement reached at that informal meeting.

Section I - Principles of "Burden Sharing”

Mr. Polak suggested the deletion of the reference in paragraph 2 to
the principle of burden sharing being applied "...insofar as the Articles
of Agreement make possible the full application of this principle.” The
decision could not invalidate the Articles, but that clause might lead to
an inconsistency between the requirement in the Articles that the rate of
remuneration should not be less than 80 percent of the rate of interest on
the SDR, and the proposal in Section V on burden sharing in FY 1987 and
FY 1988 that no reduction in the rate of remuneration should reduce the
average remuneration coefficient below 85 percent of the SDR interest rate.

Mr. Sengupta asked why the first two paragraphs of the Chairman's
summing up on the agreed principles could not be inserted in Section I.
Those paragraphs provided a more comprehensive description of the agreed
principles of burden sharing, and indicated that both the increase in
the rate of remuneration and burden sharing would apply as long as the
problem of overdue obligations existed.

The Chairman observed that he would have no objection to adding a
reference in the decision to the increase in the remuneration coefficient
to 100 percent, which was mentioned im his summing up. Nor would he
have any objection to mentioning that the principles governing burden
sharing would remain in effect only as long as the problem of overdue
financial obligations gave rise to the need for such sharing.

The Director of the Legal Department noted that the increase in the
rate of remuneration to 100 percent was covered in Section IV, paragraph 2;
the increase was to be permanent, with effect from February 1, 1987, and
did not apply only to FY 1987 and FY 1988. Thus, there was no need to
repeat the content of the provision in the context of Section I on the
principles of burden sharing.

Mr. Fujino noted that the increase in the remuneration coefficient,
while part of the overall package, did not fall under the principles of

burden sharing as such.

1/ Reproduced in Annex.
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The Chairman, in response to a point raised by Mr. King, said that
in fact he had referred in his summing up of the informal meeting to the
temporary nature of the understanding in order to meet Mr. Lankester's
concern that the duration of burden sharing should be only for the perilod
during which the problem of overdue obligations remained. His summing
up would not have the same status as a decision, although it could be
incorporated in the record of the meeting.

Mr. Grosche said that it was clear from paragraph 1 of Section I as
drafted that the problem of burden sharing was being dealt with only in
relation to the problem of overdue obligations.

Mr. Dallara said that he had no difficulty with incorporating the
summing up in the records of the present meeting rather than formaily
incorporating the understanding described in the summing up in the proposed
decision. The summing up would then have the same status as any other
summing up of a Board discussion.

Mr. Nebbia considered that in order to avoid repeating the wording
of the summing up in full in the proposed decision, Section I could be
redrafted to refer briefly to the two agreed principles with respect to
burden sharing and the increase in the remuneration coefficient.

Mr. Sengupta said that he could agree that the Chairman's summing
up should be accepted as a reference point. It would serve as an aid in
understanding the nuances of the agreement that had been reached when
the basic principles of burden sharing and the financing mechanism were
reconsidered in two years' time.

Mr. Massé considered that it would be useful to include the summing
up in the minutes, which would provide a fuller explanation of the decision
itself.

Mr. Zecchini said that the summing up and the minutes would clarify
the intention of the decision.

Mr. Polak observed that the agreed principles described in the
summing up, which were useful but had not been discussed fully, could not
be a substitute for a precise decision.

The Chalrman remarked that that was no reason for not including the
summing up in the records as the basis on which the Board had. reached an
understanding, in line with the Board's normal procedures.

Mr. Pérez said that he was in favor of including the summing up 1n
the minutes. Many statements made in the Board were imprecise but that
did not negate their usefulness.
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Section II - Income Target for FY 1987 and FY 1988

Mr. Massé said that no specific agreement had been reached at the
informal meeting on whether additional supplemental income would be
generated in FY 1988. Therefore, paragraph 2 should be amended to read
“"during FY 1988, the Board may decide to add supplemental net income to
be generated and used in accordance with the provisions of Section V."

The Director of the Legal Department noted that since there would be
corresponding liabilities to the supplemental income, owing to its
refundability, it was necessary to refer to supplemental income rather
than to supplemental net income.

Mr. Polak remarked that it was incorrect to refer to the use of the
supplemental income because Section V mentioned only the distribution of
supplemental income.

The Director of the Legal Department confirmed that the words "and
used” should be deleted because the distribution mechanism was spelled
out in Section V. Paragraph 2 as amended should read: “For FY 1988, the
Fund may decide to add supplemental income to be generated in accordance
with the provisions of Section V.™

Mr. Dallara said that hils understanding, and the basis on which he
had joined the consensus at the informal meeting, was that the increase
in the Fund's net income target from 5 percent to 7.5 percent of the —
Fund's reserves at the beginning of each year would be a permanent increase
and not an increase for FY 1987 and FY 1988 only. He did not believe
that the financing of the increase beyond those two financial years had
been discussed, although it might have been implicit in the discussion
that the increase would be financed under the existing rules, nawmely, by
charges.

The Chalrman commented that that had not been his understanding;
otherwise, he would have included a paragraph in his summing up stating
specifically that the income target would remain at 7.5 percent for
financial years subsequent to FY 1987 and FY 1988.

Mr. Pérez recalled that during the afternoon informal meeting
his understanding that the income target would revert automatically to
5 percent after FY 1987 and FY 1988 had been confirmed by the Chairman.

Mr., Dallara recalled that a number of Directors had argued at the
informal meeting that the problem of arrears underlay the need for an
increase in reserves, in line with positions that they had taken in
earlier discussions. But it had not been clear that the action proposed
to meet that need for a reserve increase was as directly related to the
cost of arrears as was the action to be taken on sharing the burden of
nonaccrued income. That point was borme out by the potential cost of
the arrears problem, as illustrated by the fact that 15 percent of the




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

total overdue obligations of members that might be in arrears on payments
of principal to the Fund by October 1986, and for a period of morée than
two years, would amount to approximately SDR 107 million. Furthermore,

if the action to be taken was not only a reflection of the arrears problem
but of other underlying considerations——such as the ratio of Fund reserves
to outstanding borrowing, which had fallen from 20 percent in 1982 to

7 percent in 1986, quite apart from the fall in relation to the ratios

of other international organizations——then it was even less clear that

the proposal in the draft decision with respect to the reserve target

was in proportion to the potential size of the arrears problem.

Mr. Grosche remarked that rapid progress toward a consensus had
been made at the end of the informal meeting. Like Mr. Dallara, he had
approached the issue of reserves from a longer—-term perspective, although
the Chairman's summing up at that meeting had in fact not mentioned the
longer—-term need for reserves as a principle on which agreement had been
reached. Therefore, his mind remained open.

Mr. Nebbia sailid that the summing up reflected his understanding of
the meeting. Although some mention had been made of the Fund's other
underlying financial problems, the discussion had focused on whether or
not the increase in the net income target from 5 percent to 7.5 percent
would be refundable. The agreement reached was that the reserve position
of the Fund would be strengthened permanently by that amount by virtue of
the fact that it would not be refundable. But that did not mean that the
income target was to be increased permanently to 7.5 percent. The Chairman
had made it clear that burden sharing was in order as long as the problem
of overdue obligations existed. Directors had agreed that an appropriate
contribution toward the sharing of the burden would be not to refund the
additional 2.5 percent net income but to contribute it to reserves.

Mr. Massé said that his understanding was in line with that of
Mr. Nebbia. Mention was made in paragraph 3 of the summing up to the
reserve effort to be made in 1987--although he noted in passing that
reference should also have been made to 1988--consisting of an increase
in the target from 5 percent to 7.5 percent, with burden sharing but
without refunding. In paragraph 4, it was stated that the FY 1988 reserve
target of 7.5 percent might be raised beyond that figure if needed, with
burden sharing applylng above 5 percent and amounts in excess of 7.5 per-
cent being refundable. Those two paragraphs reflected the agreement
that had been reached for the two financial years of 1987 and 1988. The
governing agreed principle, which had already been stated in the summing
up, was that part of the increase in the reserve target would be non-
refundable and part would be refundable, with the understanding remaining
in effect temporarily as long as the problem of overdue financial obliga-
tions continued to exist; a decision would be taken for the first two
financial years, although the underlying principles would normally con-
tinue to operate as long as the problem of overdue obligations remained,
with provision being made for a review of the decision in 1988,
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The Chairman said that he agreed with Mr. Massé that the consensus
of the Board had been to share the burden of increasing the net income
target beyond 5 percent as a manifestation of the cooperative spirit that
had animated the informal discussion. The concession made had been to
share the increase in the net income target above 5 percent for two years.
The same guiding principles would underly the concept of burden sharing
beyond 1988. 1t was not possible to predict that the right target for
net income in 1988 would be 5 percent; if the problem of overdue financial
obligations remained serious, a net income target of 7.5 percent would
remain necessary, and would be acceptable, as the agreement to share the
burden had shown. He would be quite willing to add that gloss to his
summing up if necessary.

Mr. Parmena relterated that his recollection of the consensus at the
informal meeting was that the principles of burden sharing would apply as
long as the problem of overdue obligations lasted. However, specific
figures had been agreed upon for only two financial years.

Mr. Zecchini remarked that the effort to reach an agreement at the
informal weeting had succeeded because not all the details of the compro-
mise had been considered in precise terms. His understanding had been
that the reserve target would be increased to 7.5 percent for as long as
the problem of overdue obligations confronted the Fund. To that extent,
he had assumed that there was a presumption that the reserve target would
remain at 7.5 percent after FY 1988 unless agreement was reached on a
different target. Therefore, he considered that the target of 7.5 percent
should have a2 less transitory and more permanent status. In that light,
he had some doubts about the insertion in paragraph 1 of Section II of
the reference to recording the additional net income separately in the
Fund's financial statement. The function of such a separation for
FY 1987 was not immediately obvious, since there would be no refunding in

that year.

The Chairman responded that as he had said in his summing up, net
income above 5 percent would be placed in a special line of reserves.
The advantage of that separate accounting was also to show the External
Auditors—-as pointed cut by Mr. Nimatallah and other Directors——that a
special effort was being made to cope with the problem of overdue obliga-
tions, a net income target of 5 percent being the threshold at which
burden sharing started. Of course, the accounting might be simpler if
only the part of the net income above 5 percent that was refundable were
put into the special account, and the nonrefundable part into the Fund's
normal reserves, but it was technically possible to set up two subaccounts
rather than to place only the refundable part in the special reserve. The
proposed decision had been drafted to reflect the compromise that had been

reached.

Mr. Fujino said that it was his strong expectation that the increase
in the net income target would be maintained for a longer period. He had
also expressed a strong reservation at the informal meeting about burden
sharing on the increased portion of the reserve target. He had understood
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the temporary nature of the increase in the net income target to have
been the result of a very difficult compromise. His strong preference
was to return to the matter after two years, at which time the increase
in the net income target would become a permanent feature without further
negotiation.

Mrs. Plolx said that as she understood the situation, after two
years, a new decision would be required to maintain any increase in the
net income target, and from a base of 5 percent.

The Chairman confirmed that that had been the understanding. However,
if the Executive Board wished, there could be a strong presumption that
the net income target would be set at 7.5 percent if arrears continued to
pose a problem. Notionally, the target would revert to 5 percent after
two years, on the presumption that it would be increased if necessary.
The fact that that part of the increase between 5 percent and 7.5 percent
was burden shared should make such a presumption acceptable.

In response to a question from Mr. Nimatallah, the Chairman confirmed
that the agreement reached was that the 2.5 percent above 5 percent to be
burden shared would not be refundable, and that only amounts in excess of
7.5 percent, if agreed for the second year, would be refundable.

Mr. Nimatallah remarked that there was thus a strong presumption,
even 1f the Executive Board reconsidered the matter after two years, that
the increase in the net income target would be maintalined as long as the
problem of overdue obligations existed.

Mr. Grosche remarked that there was indeed a certain awkwardness in
the 2.5 percent that was to be burden shared but not refunded. It might
have been better to have agreed on refunding.

The Chairman remarked that such awkwardness was inherent in compro-
mises. The nonrefundability of a certain part of the reserve increase
gave some satisfaction to certain Directors who were in favor of building
up the reserves, although it was noteworthy that that element had been
linked to a concession with respect to sharing the burden of that 2.5 per-
cent layer.

Mr. King commented that although he recognized that the outcome had
not been fully clear, the understanding of his chair had been closer to
that of Mr. Dallara--namely, that the net income target would remain at
7.5 percent.

Mr. Zecchini remarked that, unlike Mrs. Ploix, he had understood
that the starting point for a reconsideration of the net income target
after two years was /.5 percent and not 3> percent, and that in the event
that agreement could not be reached, the target of 7.5 percent would be
retained.
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The Chairman said that by including in the summing up of the present
discussion a strong presumption that the ret income target would be
7.5 percent if the problem of overdue obligations remained serious,
sufficient leeway should be provided to enable those Executive Directors
who were in favor of maintaining the net income target at 7.5 percent on
a more permanent basis to accept the compromise that had been reached.

Mr. Doe reiterated his understanding that the decision on increasing
the net income target was to be taken anew in 1988, or after two years,
from the base of 5 percent. Any decision to increase the target beyond

=

> percent wouvld be taken at that time.

The Chairman said that Mrs. Ploix and Mr. Doe were right that the
compromise had been to revert after two years ton a net income target of
5 percent. But since any increase above 5 percent was burden shared,
and since 1t had been agreed that the seriousness of the problem of
overdue obligatioas justified a strengthening of the Fund's financial
position, it should be possible for the Executive Board to agree that
there was a strong precumption that, should the problem of arrears continue
to,exist, a decision would probably be taken to increase the net income
target to 7.5 percent. The addition of that understanding to the summing
up should not be difficult to accept.

Mr. Dallara said that he appreciated the effort of the Chairman to
move toward meeting his concerns. Unfortunately, two aspects of the
direction of the discussion raised a serious problem for him. First, he
saw no reason why tha proposed decision could not be amended to increase
the Fund's net income target from 5 percent to 7.5 percent of reserves.
Second, kis positloa at the outset of the informal meeting had been based
on the principle of burden sharing, focusing primarily on the problem
of nonaccrued income. In moving in the direction of sharing the burden
of the increase in reserves, his understanding had been that such sharing
would be for two years only. - A permanent reserve increase to 7.5 percent
that was permanently burden shzred from 5 percent to 7.5 percent would
be tantawsunt to asking craditor members to accept permanently remuneration
at less than 100 percent :because that was the only way in which the
increase could be burden sharcd. The understanding that had been reached
on moving toward a remuneration crefficiens of 100 percent, effective
early February 1987, would have little meaning if it were to be agreed
that the increase ir reserves from 5 percent to 7.5 percent were to be
burden shared beyond FY 1988. Therefore, in light of the substantial
movement toward an agreement at the informal meeting, he asked Executive
Directors whether they would indulge his apparent misunderstanding of
the outcome, and agree to incresse the reserve target permanently from
5 percent to 7.5 percent, with burden sharing of the increase for the
two years ahead, and with the normal provisions for financing a reserve
increase operating beyond FY 1988.

Mr. Fugmann said that his understanding was exactly the same as the
ore outlined in the Chairman's summing up of the ianformal meeting, although
he could accept the Chairman's proposal for an additional element of
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compromise, Without taking an immediate final stand on Mr. Dallara‘c
request, he wished to Jdraw attention to the risk that the compromise
reached might be unraveled because of Mr. Dallara's proposal.

Mr. Sengupta requested Mr. Dallara not to reopen the issue. It
should be accepted by all that the increase in the net income target was
for a limited period of two years, subject to exteusion for a longer
period. For the period during which arrears remained a problem, there
would be burden sharing; the increase in the remuneration coefficient
would be permanent.

Mr. Fujino said that Mr. Dallara's position was the same as his
own original position. Irrespective of the agreement in the informal
meeting, he was willing to support Mr. Dallara's request, if there was a
consensus in its favor.

Mr. Parmena said that he supported Mr. Sengupta‘'s position. An
additional point to be borne in mind was that the agreed package for the
two financial years included what was in effect a coutribution on the
part of the developing countries—-namely, the fact that SDR 26 million in
excess of the target income for FY 1986 would remain part of reserves and
not be deemed as. income for FY 1987. The entire compromise would have to
be renegotlated if any part of it was thrown cpen for renegotiation.

Mr. Dallara said that he was not attempting to reopen the igssue. As
far as he recalled, the manner of financing a reserve increase from
5 percent to 7.5 percent beyond FY 1988 had not been discussed.

The Chairman considered that the maximum that could be agreed at the
present meeting was to add to the compromise agreement that had been
reached the presumption that the net income target would be ralsed beyond
5 percent when th~ whole issue ‘was reconsidered in 1988. Whether or not
there was burden sharing of any increase in the reserve target that might
te needed at the time of that review could also be considered at that time.

Mr. Dallara said that he had no problem with the principle stated in
the summing up that the consequences for the Fund that stemmed from the
problem of overdue financlal obligations should be shared between debtor
and creditor countries. His difficulty arose from the reluctance of the
Board to face the issue of provisioning. He would be quite prepared to
“burden share" the consequences of overdue financial obligations to the
Fund by tackling the issue of provisioning. But other Directors seemed
unprepared to Face up to the question of whether or not the proposed
increase in reserves wa< related directly to the need to provision while
at the same time they were making an implicit but modest gesture in that
direction. The issue had to be squarely faced. He did not think that it
was unreasonable to look for a general increase in the Fund's reserves
over time in light of the growth of its financial operations.
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The Chairman said that the financial consequences of a decision on
provisioning would have to be tackled if and when that decision was taken.
As long as no decision on provisioning had been agreed, the increase in
reserves would reinforce the Fund's financial position, not as a substitute
for provisioning, but possibly as a step toward provisioning. The need for
reserves might have to be reassessed if a decision on provisioning were
adopted. Meanwhile, the Fund's reserve position had been strengthened
by the addition to reserves of SDR 26 million of income exceeding the
target. The compromise had been reached thanks to the willingness of
some Directors to retain SDR 26 wmillion in the reserves and thanks to
the agreement of other Directors to accept a net income target of 7.5 per-—
cent. Therefore, it could not be said that there was not a general
willingness to contribute to the strengthening of the Fund's financial
position.

Mr. Dallara commented that he would not be at all surprised if, when
the time came to raise the issue of provisioning once again, the discussion
and decisions to be adopted at the present meeting on an increase in
reserves were taken as having to some degree taken care of the need to
strengthen the Fund's financial position to deal with the problem of
overdue obligations. He had accepted the management's view that it had
not been possible for the staff to review the issue of provisioning
prior to the present round of discussions and that ongoing discussions
with the external auditors were also making it difficult to bring the
issue before the Board for the time being. Therefore, he had agreed that
provisioning should not be included in the discussion of burden sharing
of nonaccrued income. His concern was that the proposed decisions before
the Executive Board would be viewed as an important step also in the
direction of protecting the Fund against arrears of principal; indeed,
the wording of the summing up suggested as much. After all, the Fund was
not currently incurring costs resulting from arrears of principal.

The Chairman said that he agreed with Mr. Dallara that the issue of
provisioning had to be addressed. Any proposals for provisioning that
were made would have to be integrated in an overall approach that took
reserve increases 1lnto account. If a system could be devised that took
full account of the nonaccrual of charges——under the methods being applied
at present——and that also included ways of dealing with the problem of
provisioning against arrears of principal, then the target for increase
of reserves would also have to be reviewed.

Mr. Grosche considered that the fact that net income above 5 percent
would be placed in a special line of reserves, or in a special account,
gave a signal that the Fund was aware of the problems facing it, not
necessarily only on the side of overdue charges but on the capital side as
well. The Board was not postponing consideration of the issue of provi-
sioning; rather, in approaching that issue it had to be aware of the need
to finance provisioning, inter alia, by raising the rate of charge and by
simultaneously reducing the rate of remuneration as part of the overall
burden sharing effort. Once the cost of provisioning had been considered,
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on the expenditure side of the Fund's accounts, and if provisioning were
introduced, the need to increase the net income target might have to be
reconsidered.

Mr. Nimatallah stated that in the interest of good management, the
isgue of provisioning would have to be taken up soon, as Mr. Dallara had
stated. The package under discussion was a good beginning because it
showed that the Fund's members were ready to share the burden of the cost
of covering both overdue charges as well as delays in the repayment of
principal, with the latter to be taken up at a later stage. As Mr. Grosche
had noted, the fact that net income above 5 percent would be placed in a
special account was also evidence that the Fund was moving in the right
direction. But if the issue of provisioning was not faced squarely, as
Mr. Dallara had said, a net income target of 7.5 percent might be insuffi-
cient, and even 10 percent might not be adequate.

Mr. Dallara suggested that one possible formulation that went some
distance toward meeting his concern but that might not foreclose all
options would be to amend Rule I(6)(4)(a), to state that the net income
target for FY 1987 and FY 1988 would be raised from 5 percent to 7.5 per-
cent, and that the net income needed for that purpose would be generated
according to the provisions of Section V of the decision on burden sharing.
The question of financing any future increase in reserves would thus be
left open.

The Chairman remarked that it seemed inconsistent to make a defini-
tive change in the net income target before a decision on provisioning
was taken because that decision might include an element of protection
against the risk of principal. It might not be necessary to increase the
net income target to 7.5 percent.

Mr. Dallara remarked that it was also not possible to envisage the
outcome of the Board's consideration of provisioning. However, he would
be happy to agree to a statement that the target of 7.5 percent would be
reviewed if a decision was reached on provisioning. The increase should
perhaps be of a permanent nature but with a provision for review, should
a decision on provisioning be reached.

Mr. Sengupta stated that the time had come to recognize what had
been agreed to was for the sake of compromise and in order to ensure the
acceptance of the principle of burden sharing. Views on whether or not
to increase the reserve target differed greatly, and a 70 percent majority
of the voting power was required to approve the increase. The increase
in the remuneration coefficient required a similar majority. It had been
agreed that there would be burden sharing as long as the problem of over-
due obligations remained, but the increase in the remuneration coeffi-
cient to 100 percent would be permanent. In the first instance, it had
been decided that the luncrease in the reserve target should apply for two
vears; 1f there was a consensus that it should apply for three years, he
would have no objection. But it was imperative not to open up the basic
debate on the package on which a compromise had been reached--namely, the
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increase in the reserve target; the increase in the remuneration coeffi—
cient; burden sharing of both the increase in reserves and deferred
income; the element of nonrefundability; and the placement to reserves

of the excess net income from FY 1986 of SDR 26 million. That compromise
represented great progress, and as others had stated, it must not be
unraveled. No doubt Mr. Dallara's points would remain as cogent and as
rational in 1988 when the matter would be reviewed.

The Chairman reiterated that he was ready to add to the summing up,
with the aquiescence of the Board, that if the problem of overdue obliga-
tions remained serious at the end of the two-year period, and even though
the net income target would revert to 5 percent, there would be a presump-
tion again to raise the net income target for the same reasons that had
led to the increase in that target from 5 percent to 7.5 percent at the
present time. If an attempt was made to establish that the net income
target should remain indefinitely at 7.5 percent, the compromise would
unravel.

Mr. Dallara said that he took the Chairman's point but he hoped that
other Directors recognized that the other elements of the understanding
were not presumptions but clear agreements. A presumption of actiom to
be taken two and a half years into the future had to be weighed against
the requirement of a 70 percent majority to reach a decision at that
time; viewed in those terms, the question would remain wide open. He
appreciated Mr. Sengupta's position, but he recalled that the U.S. author-
ities had come a long distance over the past nine months. The very con-
cept of burden sharing had been anathema to his authorities, who had made
a number of important concessions in accepting the principle of burden
sharing, not to mention the mechanisms for implementing it. The comnsider-
‘able progress that had been made could be preserved under the approach he
had outlined, which would change the amount of the net income target by
an amendment of the relevant rule. He would be happy to agree that if an
approach to provisioning was developed, the amendment to the rule would
be reviewed and the net income target adjusted downward to 5 percent,
unless a 70 percent majority favored retaining the income target at
7.5 percent when a decision on provisioning was adopted. Such an approach
would give him the assurance of permanence, and yet retain the element of
temporariness that others might need.

Mr. Parmena observed that aumending the agreed package would call for
further negotiations, which would take time. Moreover, if a change in
the rules was to be considered, consultation with authorities might be
necessary, leading to further delay.

Mr. Nebbia considered that Mr. Dallara's new request took the nego-—
tiation back a long way. As the Chairman had indicated at the informal
meeting, had it not been for the problem of overdue obligations, the net
income target might well still be 3 percent. Tnere had been no other
reason for increasing the target; yet it was being increased not ounly to
7.5 percent, but 1in effect to 10 percent, if account was taken of the
SDR 26 million being placed to reserves instead of belng deemed as income
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for FY 1987. Likewise, for FY 1988, it was being agreed that the reserve
target might well be increased beyond 7.5 percent. The agreement that
had been reached at the informal meeting should be implemented.

The Executive Directors agreed to turn to Section III of the proposed
decision.

Section III - Rate of Charge

Mr. Zecchini asked whether the proposed rate of charge in para-—
graph 1(a) of 6.0 percent was consistent with the propesal in Section IV,
paragraph 2, stating that "as of February 1, 1987, the rate of remuneration
shall be equal to 100 percent of the SDR interest rate.” Although he had
been expecting a higher rate, presumably the rate of 6 percent was based
on the most recent data.

The Deputy Treasurer confirmed that the normal procedures for
calculating the rate of charge had been followed, with one exception.
The three elements that had been taken into account, in accordance with
the staff papers discussed by the Executive Board in April and June
(EBM/86/73 and EBM/86/74, &4/30/86; and EBM/86/100, 6/20/86) were the
increase in the rate of remuneration to 100 percent as of February 1,
1987, the actual SDR rate for the first quarter of the current financial
year and an estimate for the remainder of the year at the SDR rate of
6.1 percent, and the 1.25 percent of the increase in the reserve target
that would be borne by the debtor countries. The one significant change
from the normal procedures was that it had not been possible, at such a
late stage in the financial year, to ignore the change in the SDR interest
rate. The SDR interest rate had been fluctuating, and if the calculations
were redone, the rate of charge might be quite different. In response to
a question from Mr. Nebbia, he confirmed that the figure of 6 percent had
been rounded.

Mr. Polak remarked that he had had some difficulty also with the
statement in Section III, paragraph 1 that the rate of charge would be
6 percent, and the statement in Section V, paragraph 2 that the rate of
charge——and the rate of remuneration-—-would be adjusted.

The Deputy Treasurer added that further adjustments would be made
to the rate at the end of the first adjustment period, namely, at the
end of October.

The Director of the Legal Department noted that when the provision
in paragraph 1(a) had been drafted, the staff had been thinking in terms
of a rate that had already been adjusted as of the beginning of the current
financlal year. He suggested that it would be preferable to delete sub-
paragraph (a) and to take a separate decision on the rate of charge,
stating that the rate was being determined in accordance with the provi-
sions of Section III.1 of the overall decision. It would then be clear
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that the rate of charge of 6 percent had been calculated pursuant to
those provisions, and in accordance with Rule I-6(4). Paragraphs {1)(b)
and 1(c) would then become paragraphs i(a) and 1(b).

Section IV - The Rate of Remuneration

The Chairman noted that Section IV amended Rule I-10 and gave perma-—
nence to a rate of remuneration equal to the SDR interest rate as from
Fepruary 1, 1987.

Section V "Burden Sharing” in FY 1987 and FY 1988

Mr. Zecchini asked whether it was necesszry for the sake of clarity
to add a refereance in paragraph 2(b) to the Zact that the rate of charge
and the rate of remuneration would be adjusted retroactively.

The Director of the Legal Department explained that paragraph 2(d)
stated that the adjustments would be made as of May 1 and as of
November 1 for the preceding six-month periods.

The Deputy Treasurer added that 1t was a postperiod adjustment,
not a retroactive one; it would be made before the collection of charges
and the payment oI remuneration, and no refunds would be necessary or

additional charges collected.

Mr. Folak remarked that the fact that the rate of charge, effective
May 1, was being determined at the present meeting, one quarter into the
current financial year, suggested that 1t would noiL De possible to
predetermine the amount of the adjustments precisely on those dates.
He asked whether the 2.5 percent of addirinnal incouie to be distiibuted
between debters and creditors could be determined ex ante, especially
as the total amount of outstanding obiigations to be taken into account
in calculating the rate of charge and the rate of remuneration would not
be knowa in advance.

Mr. Fugmann asked whether the rate of charge of 6 percent, to become
effective May 1, was the basic rate of clarge.

The Deputy Treasurcer confirmed that the propos: rate of charge of
6.0 percent included half of the additional amount needed to meet the
reserve target for the financial year. Half of the increase in the
reserve target for FY 1987--1.25 percent of recerves as of the beginning
of the financial yszar--had been incorporated into the basic rate, together
with the increase in the remuneration coefficient from February 1, 1S37.
The need for the postperio.’ adjustment arose frow certain elements of
uncertainty--mainly the amount c¢. deferred charges, the burden of which
was to be shared by creditors and debtors, and which would be known only

at the end of the period.
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Mr. Polak and Mr. Fujino said that they wondered whether Section V,
paragraph 2(b) did not require an additional adjustmr:nt of the rate of
charge for the increase in the reserve target to be borne by debtor
countries of 1.25 percent, which had already been included in the basic
rate of charge of 6 percent. Some redrafting of the wording of the
decision secmed desirable.

The Director of the Legal Department indicated that the ad justment
under paragraph 2(b) was qualified by the provision in paragraph 2(d),
that made the ad justment "subject to the provisions of Section III.i(a)....
Section ITI.1(a) stated that the calculation made at the beginning of the
financial year would include a prospective ad justment to cover the part
of the net income increase borne by debtor countries. However, the staff
would look at the text again.

Mr. Polak considered that the draft decision missed one aspect that
might not be in the summing up of the informal meeting but that had been
rather clearly understood in the earlier meetings——namely that charges
which had been deferred before FY 1987 when settled would accrue to
debtors only, as it was the debtors who had paid for them in those earlier
years. If that could not be done for debtors individually—-—and he under-—
stood there were legal difficulties—-it should be done for debtors as a
group. Appropriate language could be added to Section V.

The Chairman said that he recalled the discussion. In response to
a question from Mr. Zecchini, he indicated that he was not sure whether
he had actually included the understanding ir the summiag up. It would
appear logical that debtors snould benefit when charges deferred in
FY 198€ were discharged. However, charges deferred in FY 1985 might
reasonably accrue to the Fund as the income target had not been met in
that year and the Fund in fact had incurred a deficit.

Mr. Dallara inquired what would be done with tite income resulting
from the settlement of deferred charges in the absence of an agreement
on the issue and in what way that income would affect charges in the
future. In particular, if settlement took place before the end of
October, would it not lead to a reduction in the rate of charge?

The Deputy Treasurer sald that some discharge of charges deferred
in FY 1985 and FY 1986 could be expected during the first adjustment
period, although it was difficult to predict to which of those two years
the charges would be attributable. 1Ir the Executive Board agreed, it
could be used to reduce the ad justment necessary at the end of October
and thus would not be reflected in net income for the period. If there
was no decision that those settlements should be taken into account,
the discharge would increase net income ;ro tanto.

The staff representative from the Treasurer's Department added Lhat
under Rule I-6(4) charges were not reduced automatically when net income
exceeded the target amount. The settlement of charges deferred before
the current financial yvear——which would not bea 1ncluded in income
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projections—~-would represent additional income. There was only one set

of circumstances in which such additional income could automatically’
affect the rate of charge: if it were received before the end of the first
half or the financial year and avoided an activation of the safeguard
clause that otherwise would have led to an automatic increase in the rate
of charge in order that the net income target would be met. Of course,
Executive Directors would take the additional amount of income into

account when considering the Fund's income position and could take a
decision to reduce the rate of charge. A reduction would not be automatic,
however. The trealment of charges deferred before May 1986--namely, before
the adoption of burden sharing--thus differed from that of charges deferred
in FY 1987 and FY 1988, which under the decision being discussed would
accrue to members that paid an adjustment.

The Chairman, after some further discussion, saild that it appeared
that the treatment of charges deferred before the current financial year
did not form part of the agreement reached at the informal meeting, and
it was for Executive Directors fto decide that issue.

Mr. Dallara suggested that it might be helpful to take up that issue
in connection with the proposal that he had made with respect to amending
Rule I-6(4)(a). He recalled that his proposal had been to replace the
first two sentences of Section II, paragraph 1 with the following sen~
tences: “the Fund's net income target shall be raised from 5 percent to
7.5 pzrcent of the Fund's reserves. For FY 1987 and FY 1988, the addi-
tional net income shall be generated in accordance with the provisions of
Section V." 1In addition, a separate sentence or paragraph would be
necessary to state that: “should the Board take a decision to establish
provisioning, the uet income target, as stated in Rule I-6(4)(a), would
be automatically reduced to 5 percent.” In that way, the increase in the
reserve.target for FY 1987 and FY 1988 to 7.5 percent would be temporary
- and would be burden shared, but .the permanence of the increase from 5 per-
cent to 7.5 percent would be withdrawn, should a move be made to establish
loan loss provisions, and the income target would revert to 5 percent. The
notion that the issue would have to be reconsidered would be captured by
such a text, and as the Chairman had stated, it might no longer be neces-—
sary at that time to maintain the reserve target permanently at 7.5 per-
cent.

Mr. Pérez stated that to accept Mr. Dallara's proposal would be a
ma jor departure from the agreement reached at the informal meeting because
it invoived a permanent increase in the reserve target that would not be
burden shared after FY 1988. Certainly, the summing up of the informal
meeting had not mentioned the issue of provisioning. If Mr. Dallara
wanted to extend tne period covered by the agreement on burden sharing,
he would have no difficulty in extending the agreement to cover the
increase in the net income target to 7.5 percent beyond 1988, either
until 1989, or for the period during which there was a problem of overdue
obligations. The basic principles of the agreement reached should not
be altered.
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Mr. Zecchini asked whether 1t was essential to include in such a
reformulation the reference to the net income target reverting to 5 per-

cent. If a scheme for loan loss pro
might not need to be accumulated at

The Director of the Legal Depar
linkage between a change in the net
loan loss provisioning would create

decisions required a different majority.

income target, which would determine
70 percent majority of the total vot
of the votes cast was sufficient to
imply that, technically, a decision
ma jority of the votes cast led to a

Mr. Dallara said that it might
to agree at the present meeting, by
the conditions under which it would
7.5 percent to 5 percent.

Mr. Huang, Mr. Nebbia, Mr. Polak, Mr. Sengupta, Mr. Doe, Mr. Hospedales,

and Mr. Parmena said that they could
Mrs. Ploix and Mr. Fugmann said
Mr. Dallara's proposal although they

by Mr. Pérez to extend the period of

Mr. King recalled that it would

visioning was worked out, reserves
such a high rate as in FY 1986.

tment noted that establishing a
income target and the introduction of

a legal problem because the two

A decision to change the net
the rate of charge, called for a

ing power, whereas a simple majority

decide on provisioning. It would

on provisioning taken by a simple

change in the rate of charge.

be possible for the Executive Board

a 70 percent majovity, to establish
reduce the reserve target from

not accept Mr. Dallara's proposal.
that they could not accept
could go along with the suggestion

burden sharing.

be very difficult for his chalr to

accept a longer period than two years.

Mr. Sengupta considered that the Chairman had clearly established the
point that there was no disagreement in principle to extending the period
although some Directors wished to take the decision to extend it after
two years. He would have no difficulty agreeing that the pericd could be
extended for another year or two, or as long as the problem of overdue
obligations remained.

The Chairman confirmed that as he had noted at the end of the first
informal meeting, during which many bLirectors had expressed a preference
for one year whereas others had sought a permanent arrangement, he had
proposed two years as a compromise, which had been acceptable, although
Mr. Lankester had continued to have some difficulties in that respect.

Mr. Nimatallah said that as much as he sought an inc. zzse in reserves,
and on a permanent basis, he wished to appeal to Mr. Dallara not to delay
approval of the package that had been agreed. A good beginning had been
made, the issue would be taken up again, and the need to move toward pro-
visioning at an early date had also been stressed by several Directors,
including himself and Mr. Dallara.
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Mr. Grosche said that while he could certainly go along with
Mr. Dallara's proposal, there was obviously no majority in its favor.
Therefore, he strongly supported Mr. Nimatallah's position. In addition,
he did not cousider an extension of the agreement as being equivalent to
Mr. Dallara's proposals. A great deal might change in the two years ahead.
If the problem of overdue financial cbligations remained serious, the
Fund would move much closer toward provisioning, and the pre ent discussion
of the reserve target would no longer be valid.

Mr. Massé said that he would also have no problem with a permanent
increase in the reserve target from 5 percent to 7.5 percent because that
had been part of his original proposal. However, it was clear that a
70 percent majority for such an increase would not be attained. The
trade-offs that had been made in order to reach the compromise agreement
had been sufficiently important to lead him to conclude that the only
chance of solving the problem for at least the next two years was to
accept that agreement.

The Chairman observed that the majority was clearly in favor of
approving Section II of the proposed decision as amended during the
discussion so far. He repeated that he was ready to state in an additional
summing up, first, that the issue of provisioning would have to be faced
soon, and second, that after the two-year period, and subject to what
was decided on provisioning, the preésumption would be that an increase
of the net income target of more than 5 percent might well be needed if
the problem of overdue financial obligations remained serious. Mr. Dallara
could then rest assured that the issue of provisioning would be addressed
and, depending on the nature of the provisioning, the net income target
would remain at 7.5 percent if the potential for a serious problem with
respect to overdue financial obligations to the Fund existed. Tt seemed
to him that those Directors who were reluctant to accept a net income
target of 7.5 percent as a permanent feature might be willing to accept
such an addition to the summing up. An effort to go any further than that
was not likely to be successful.

Mr. Dallara said that while he appreciated the Chairman's effort to
arrive at a comprcmise, he had not previously detected a broad enough
sentiment on the issue of provisioning to make it easy for him to report
the Chairman's proposal to his authorities. He had gone beyond the
instructions of his authorities ar the informal meeting. He recognized
that other Directors did not feel as strongly on the matter as he did,
but he asked them to consider the importance of the decision. Although
it could be adopted legally without the support of his authorities, he
considered that it would be highly regrettable if the decision were taken
without the support of a member, fully 40 percent of whose creditor
position in the Fund would be affected by it. He asked whether Directors
were firmly wedded to burden sharing in the first year of the reserve
increase, namely, for FY 1987.

Mr. Grosche, Mr. Nimatallah, Mr. Massé, Mr. Zecchini, and Mr. King
said that they were ready to forgo burden sharing for the first year.
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Mr. Huang, Mr. Nebbia, Mr. Polak, Mrs. Pliix, Mr. Sengupta,
Mr. Alhaimus, Mr. Fugmann, Mr. Doe, Mr. Hospedales, and Mr. Parmena stated
that they were firmly bound by the consensus reached in the informal
meeting.

The Chairman remarked that the basic issue was of course whether
Directors were ready to change part of the package that had been agreed
in order to facilitate Mr. Dallara's acceptance of the overall package,
which was difficult for him to accept on account of the duration of the
increase 1n the net income target to 7.5 percent.

Mr. Seugupta commented that to continue to open up one or two specific
parts of the package would destroy the consensus that had been reached.
That package should be accepted as having been agreed. The various
aspects that had been suggested for reconsideration could be discussed
at a later stage, for instance, provisioning, and the size of the net
income target. His understanding of the Chairman's summing up was that
there was a consensus in favor of the package, on which a decision should
be taken at the present meeting.

The Chairman added that it was clear that the modification of the
agreement with respect to burden sharing that Mr. Dallara had suggested
in an effort to achieve a further compromise and a new counsensus did not
seem likely to be conducive to a consensus.

Mr. Dallara said that he recognized that although a number of —
Directors were willing to move in the direction he had suggested, they
were not at the present stage in the majority.

Mr. Fujino said that he reserved his position, which he had stated
clearly. Nevertheless, he recognized that as unanimous a consensus as
was possible had been reached at the informal meeting. Of course his
reservations about the concept of burden sharing were long standing.

The Chairman responded that he had appreciated the willingness of
Directors who had strong reservations about certain aspects of the burden
sharing package to transcend those reservations because they felt that
the overall package on which agreement had been reached at the informal
meeting was worth supporting.

Mr. Dallara recalled that his chalr had been among those that had
been willing to accept some of the suggestions made by other Directors
toward the end of the informal meeting that had facilitated the development
of the consensus. His proposal had been put forward in the hope that
others might share the importance that he attached to a true consensus.

Mr. Nimatallah suggested that the serious concerns of Mr. Dallara--
which were shared by others, including himself--could be met if the Board
acceptcd the Chairman's proposal to make an addition to the summing up
that would place greater emphasis on the priority that the Board should
give to provisioning.
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The Chairman said that he would draft several sentences, along the
lines that he had previously suggested, for purposes of the summing up
and the record.

Mr. Dallara said that the Chairman's proposal would net meet his
concerns with respect to provisioning.

The Chairman then asked if other Directors could accept his proposal
with respect to the summing up and whether the proposed decision, with the
amendments that had been agreed during the discussion, was acceptable.

The Executive Board accepted the Chairman's proposal and understanding
of the agreement reached with respect to the proposed decision.

Mr. Dallara said that he recognized that there was insufficient
support for his proposal. He reiterated that he considered it highly
regrettable that the Board would take a decision on the whole issue of
burden sharing that could not be supported by a major creditor member
that had made every effort and that had moved a considerable distance in
order to meet the concerns of the debtor countries. He recalled that in
late 1985, when he had been asked by some Directors to comsider burden
sharing on the occasion of the need for a substantial increase in chargee,
he had asked for time to present their case to his authorities, who had
not been prepared to accept burden sharing. 1In the intervening wonths,
he had laid the groundwork for the quite significant movement of his
authorities toward an agreement. But it appeared that he had laid that
groundwork in vain. The broad principles articulated in the compromise
that had been accepted was not likely to attract the support of his
authorities.

The Chairman said that he too regretted that the consensus that had
been developed at the informal meeting had not enabled the Board to carry
the positive spirit of that discussion into the present meeting.

Mr. Dallara remarked that he also appreciated the spirit in which
that agreement had bee. reached. Unfortunately, a number of Directors
other than himself had come away from that informal meeting with a
different interpretation of the outcome, wnlch he sincercly regretted.

The Executive Directors then returned to the text of Section V.

Mr. Nimatallah suggested that the reference in paragraph 4(a) and
4(b) to "members that have paid additional charges or have not received
remuneration” should be amended to read "...or have received reduced

remuneration.’

Mr. Polak sald that it would be preferable to state in paragrash 2(f)
that the operation of the decision "shall be reviewed when tae remuneration
coefficient is reduced to 85 percent,” rather than before the coefficient
was reduced. The review would have to take place at the end of ¢ half year
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because the data would not be available earlier; it was then that a
conclusion would need to he reached on whether full adjustment should be
allowed to take place which would lead to a reduction below the 85 percent
limit.

Referring to paragraph 2(e), Mr. Polak asked whether the fact that
the burden borme by the creditors, which could not be calculated in time
to affect the rate of remuneration already earned in the first quarter
of the current half year and would have to be distributed over a shorter
period, would affect the application of the rule requiring that the rate
of remuneration not fall below 80 or 85 percent of the SDR interest rate.

The Director of the Legal Department explained that the calculation
would be based on the first two quarters of FY 1987, namely, the first
ad justment period.

The Executive Directors then turned tc the summing up of the informal
meeting held on July 17, 1986.

The Chairman noted that paragraph 3 should be amended to refer to
both FY 1987 and FY 1988. On the matter of substance, he asked Directors
whether they wished to add several sentences referriug to provisioning
and to the strong presumption that the net income target would return to
or remain at 7.5 percent after two years if the problem of overdue finan-
cial obligations still existed.

Mr. Nimatallah and Mr. Zecchini stated that they were in favor of
adding a sentence referring to a st~ong presumption that a reserve target
of 7.5 percent would be maintained.

Mr. Iswmael, Mr. Massé, Mr. Nebbia, Mr. Polak. Mrs. Ploix, Mr. Fugmann,
and Mr. King said that they could go along with additional wording to
reflect the two points made by the Chairman.

Mr. Sengupta said that he could go along, on the understanding that
no discussion or decision had taken place on provisioning biut that the
issue would be taken up, on the basis of a staff paper to be prepared.

Mr. Fujino said that he was not very keen on Lhe concept of
provisioning but he had no objection to continuing to study the matter.

Mr. Grosche said that he too did not like the 1dea of provisizaing,
but thought that it would have to be discussed.

Mr. Dallara said that he would report the thrust of the discussion
to his authorities. At the same time, he wished to reiterate his regret
that a decision having such significant effects on one particular creditor
could be taken without that creditor's participation in the decision.
That outcome was basically inconsistent with the entire approach outlined
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for handling the issue by Mr. Massé&, Mre. Ploix, and other Directors over
the preceding months, an approach that he had made every effort to have
accepted by his authorities.

Referring to the summing up of the informal meeting, Mr. Dallara
recalled that there had been a brief exchange toward the end of the
discusslon concerning the special approach to be taken in the context of
the operational budget to meet the concerns of the United States with
respect to the extent of the burden sharing that it would have to assume.

The Chairman said that reference should have been made in the summing
up to that matter. An additional paragraph would be added to remedy the
omission.

Mr. Dallara explained that his concerns would nct be so great if he
could believe that the problems under discussion had been resolved.
While the Executive Board could take whatever decisior it wished, by the
required majority, it would take a cooperative effort by all members to
resolve the problem of overdue obligations to the Fund. It was in that
context that he regretted the unwillingness of the Board to reflect
further on the outcome of theilr informal meeting. A broad consensus on
the basic principles of the way in which the problem of overdue obligations
would be tackled was imperative 1f the problem was to be resolved satisfac-
torily. While he recognized that the differences of view among Directors
might not be that great, he wondered whether the financial gain obtained
under the proposed decision was worth having, particularly in light of
the distance that nis authorities had gone.

The Chairman remarked that there had been compromise on all sides.
Moreover, the Board had gone a long way toward meeting Mr. Dallara's
concerns by agreeing to an effective rate of reserve increase of 10 per-
cent in the first year, 7.5 percent and possibly more in the second year,
and a strong presumption that the net income target would remain at
7.5 percent in the third year, depending on what action was taken on
provisioning. The one point which the Board in its entirety had been
unable to accept was the requirement that the net income target be perma-
nently enshrined in the rules at 7.5 percent, on the grounds that the
disappearance of the problem of overdue financial obligations would
remove the need for a target of 7.5 percent.

Mr. Dallara remarked that the nction of burden sharing with respect
to the increase in the Fund's reserves had not been part of the discussion
until the previous week's informal meeting, yet he had taken it upon
himself to accept it. If, as the Chairman had mentioned, it was the
general sense of :tne meeting that the reserve target would remain at
7.5 percent, if the problem of overdue financial obligations still =xisted,
he wondered whether it was really that difficult to reflect that sense of
the meeting in the relevant rule. The outcome of further discussions on
some of the issues raised might well turn on the careful gradual introduc-
tion of innovations.
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The Chairman said that the contribution by Mr. Dallara in accepting
the notion of burden sharing had been a major contribution that was
greatly appreclated.

The Executive Directors agreed to look at the text of the summing
up, as amended, on July 30.

The Executive Board then took the following decisions:

Income Position - Principles of "Burden Sharing," Income Target
for FY 1987 and FY 1988, Rate of Charge, and Rate of Remuneration

Section I. Principles of "Burden Sharing"

1. The financial consequences for the Fund which stem from
the existence of overdue financial obligations shall be shared
between debtor and creditor member countries.

2. This sharing shall be applied in a simultaneous and
symmetrical fashion.

Section I1I. Income Target for FY 1987 and FY 1988

1. During firancial year 1987 and financial year 1988,
the Fund's net income target shall be raised from 5 percent to
7.5 percent of the Fund's reserves at the beginning of each
year. The additional net income shall be generated in accordance
with the provisions of Section V. It shall be recorded separately
in the financial statements of the Fund.

2. For financlal year 1988, the Fund may decide to add
supplemental income to be generated in accordance with the
provisions of Section V. It shall be recorded separately in the
financial statements of the Fund.

Section IIX. Rate of Charge

1. {(a) The rate of charge referred to in Rule I-6(4)
shall be determined at the beginning of financial year 1987 and
financial year 1988. This determination shall be made on the
basis of the estimated income and expense of the Fund during the
year and the target amount of net and supplemental income for
the year, and shall include the adjustment necessary to generate
one half of the additional net income and of the suppicmental
income for the year.

(b) During financial year 1987 and financial year 1988,
when estimating income, no deduction shall be made for projected
deferred income.
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2. During financial year 1987 and financial year 1588, the
rate of charge shall be further adjusted in accordance with the
provisions of Section V.

3. The rate of charge in force as of the end of a financial
year, as adjusted under Section V, shall continue to apply subse-
quently unless it ic otherwise decided.

Section IV. Rate of Remuneration

1. Effective August 1, 1986, Rule 1I-10(d) shall cease to
apply.

2. Effective February 1, 1987, Rule I-10 shall read as
follows:

I-10. (a) The rate of remuneration shall be equal to
100 percent of the rate of interest on holdiugs of SDRs under
Rule T-1 (hereafter referred to as "SDR interest rate”).

{(b) The relationship of the rate of remuneration
to the SDR interest rate wiil be referred to as the "remuneration
coefficient."”

3. During financial year 1987 and financial year 1988,
the rate of remuneration shall be adjusted in accordance with
the provisions of Section V.

Section V. "Burden Sharing” in FY 1987 and FY 1988

1. In financial year 1987 and financial year 1988, and
notwithstdndlng Rule I-6(4)(a) and (b) and Rule I-10, the rate
of charge referred to in Rule I-6(4), and the rate of remuneration
prescribed in Rule I-10 shall be adjusted in accordance with the
provisions of this Section.

2. (a) In order to generate the additional net income
referred to in Section II.l, and the suppiemental incoume referred
to in Section II.2, the rate of charge shall be adjusted in
accordance with the provisions of Section III.1l(a), and the rate
of remuneration shall be adjusted, subject to the limitation in
(¢), in accordance with the provisions of this paragraph, so as
te produce equal amounts of income. :

(b) If income from charges becomes deferred during an
adjustment period as defined in (d), the rate of charge and the
rate of remuneration shall be further adjusted, subject to the
limitation in (¢), in accordance with the provisions of this
paragraph, so as to generate, in equal amounts, an additional
amount of income equal to the amount of deferred charges. For
the purposes of this provision, special charges on overdue
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financial obligations under Decision No. 8165-(85/189) G/TR,
adopted December 30, 1985, shall not be taken into account.

(c) No reduction in the rate of remuneration under
this paragraph shall be carried to the point where the average
remuneration coefficient would be reduced below 85 perceant for
an adjustment period.

(d) Subject to the provisions of Section III.1(a),
the adjustments under this paragraph shall be made as of May 1
and as of November 1 of each year:

shortly after October 31 for the period from May 1 to
October 31; shortly after April 30 for the pericd from
November 1 to April 30.

(e) Notwithstanding the provisionms of (d), any adjust-
ment made in respect of the first nalf of financial year 1987
shall affect the rate of remuneration only as of August 1, 1986.

(f) The operation of this decision shall be reviewed
when the remuneration coefficient is reduced to 85 percent
under (c).

3. A midyear review of the Fund's income position shall
be held shortly after October 31 of each year. 1I1If, after any
ad justment under paragraph 2, the actual net income for the
first six months of the financial year, on an annual basis, is
below the target amount for the year by an amount aqual to, or
greater than, 2 percent of the Fund's reserves at the beginning
of the financial year, the Executive Board will consider how to
deal with the situation.. If on December 15 no agreement has
been reached as a result of this consideration, the rate of
charge shall be increased as of November 1 to the level necessary
Lo reach the target amount of net income for the year.

4. (a) An amount equal to the proceeds of any zdjustment
made under paragraph 2(a) in order to generate supplemental
income in financial year 1988 shall be distributed, in accordance
with the provisions of this paragraph, to members that have paid
additional charges or have received reduced remunevation as a
result of the adjustment, when there are no outstanding overdue
charges and repurchases, or at such earlier time as the Fund may
decide.

(b) An amount equal to the proceeds of any ad justment
made under paragraph 2(b) in financial year 1987 or financial
year 1988 shall be distributed, in accordance with the provisions
of this paragraph, to mewmbers that have paid additional charges
or have received reduced remuneration as a result of the adjust-
ment, when, and to the extent that, charges, the deferral of
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which had given rise to the same adjustment, are paid to the
Fund. Distributions under this provision shall be made semi-
annually.

{(c) Distributions under (a) or (b) shall be made in
proportion to the amounts that have been paid or have not been
received by each member as a result of the respective adjustments.

(d) If a member that is entitled to a paymwent under
this paragraph has any overdue obligation to the Fund in the
General Department at the time of payment, the member's claim
under this paragraph shall be set off against the Fund's claim
in accordance with Decision No. 8271-(86/74), adopted April 30,
1986, or any subsequent decision of the Fund.

Decision No. 8348-(86/122), adopted
July 25, 1986

Income Position - Rate of Charge as of May 1, 1986

Effective May 1, 1986, the rate of charge referred to
in Rule I-6(4), determined in accordance with the provisions of
Section III.1(a) of Decision No. 8348-(86/122), adopted July 25,
1986, shall be 6.0 percent. _
Decision No. 8349-(86/122), adopted

July 25, 1986

APPROVED: April 14, 1987

JOSEPH W. LANG, JR.
Acting Secretary
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Managing Director's Concludiug Remarks at Informal Meeting
on the Fund's Income Position
July 17, 1986

Although we need to look at the language, the principles I outlined
at the outset of this afternoon's meeting are accepted, but the mechanism
for FY 1987 and FY 1988 is different.

The agreed principles are:

First, the consequences for the Fund which stra from the problem of
overdue financial obligations should be shared between debtor and creditor
wember countries. Second, the burden sharing in principle should be
applied in a simultaneous and symmetrical fashion inasmuch as the Articles
of Agreement make possible the full application of this principle. Third,
the remuneration coefficient would be raised to 100 percent of the interest
rate on the SDR.

The priuciples goveraing burden sharing would rewain in effect as a
temporary understanding, as long as the problem of overdue financial
obligations which gave rise to the need for burden sharing at present
continues.

The compromise on the financing mechanism for FY 1987 and FY 1988 is
as follows: ’

1. The remuneratjon coefficient will be increased to 100 percent,
effective February 1, 1987; until that time the coefficient will
move according to the existing formula.

2. The income for FY 1986 in excess of target—--SDR 26 million--
remalns part of reserves; it will not be deemed as income for

3. As a reserve effort in FY 1987 the target will be increased.
from 5 percent to 7.5 percent; there will be burden sharing,
without refunding.

4. The FY 1988 reserve target of 7.5 percent may be raised beyond
that figure if needed; burden sharing will apply abcove 5 percent
and amounts in excess of 7.5 percert will be refundable.

5. Net income above 5 percent will be placed in a special line of
"reserves.”

The mechanism will be in place for two years; afterward, the Board
will take a new decision.

As for the 85 percent floor to the rate of remuneration, if the remu-
neration coefficient is moving toward that limit the situation will be
reviewed in advance to detcermine what action the Fund should take; the
Board will reach a decision in light of the circumstances at that time.





