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1. VENEZUELA - 1986 MIDYEAR ARTICLE IV CONSULTATION 

The Executive Directors considered the staff report for the 1986 
midyear Article IV consultation with Venezuela (SM/87/22, l/21/87). 

Mrs. Filardo made the following statement: 

My authorities are very appreciative of the staff report 
and the way in which economic policy discussions were held on the 
occasion of the midyear Article IV consultation. They enjoyed 
the open nature of this consultation and wish to express their 
satisfaction to the staff for the professional work performed. In 
general, they agree with the staff's view that the external sector 
disequilibrium was larger than expected and that there was urgent 
need to implement a comprehensive, sound economic package progres- 
sively to reduce it. To this end, the Government announced new 
measures in December 1986 that are now being implemented. The 
Article IV consultation report of July 1986 was distributed to the 
creditor commercial banks, as a compromise, under the enhanced 
surveillance agreement. The authorities remain committed to 
continuing this approach and give their assurances that the new 
report will also be distributed. In the remainder of my state- 
ment, I will first refer to the recession period that Venezuela 
experienced for more than seven years; discuss the oil shock and 
developments in 1986; and finally comment on the outline on 
economic policies for 1987. 

Like other Latin American countries, Venezuela still suffers 
from the global recession of the early 1980s. The combination of 
steep declines in both the volume and price of its exports and 
sharp rises in real interest rates pushed Venezuela's external 
balance into deep deficit. The overwhelming dependence on oil as 
a source of government revenue and foreign exchange and the small 
base of diversification make the country particularly vulnerable 
to fluctuations in the global demand for oil and, hence, to its 
price. Therefore, when capital inflows from commercial banks were 
most needed, the debt crisis erupted in 1982-83, and Venezuela 
was caught up in the process of renegotiating the public sector's 
foreign debt. 

When the new Government took office in Eebruary 1984, 
Venezuela's economy had declined for seven consecutive years and 
was experiencing serious internal and external imbalances that 
were aggravated by the burden of its foreign debt. Notwithstand- 
ing the country's recession, the authorities decided to intensify 
the austerity measures adopted by the former Administration. 
This led to a significant improvement in public finances and the 
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external sector. The public sector deficit--nearly 15 percent of 
GDP in 1982/83--turned into a surplus of 5 percent of GDP both in 
1984 and 1985. L/ The.current acd'ount improved substantially 
recording a surplus of $5.4 billion in 1984 and.$3.1 billion in 
1985, and international reserves reached $15.5 billion. Unfortu- 
nately, this successful adjustment was made'at,the expense of 
growth and increasing unemployment: GDP in real terms declined 
again by 1.4 percent in 1984 and leveled off in 1985, while 
unemployment rose from 7.1 percent in.1982 to 12.1 percent in 1985. 

Given the country"s overwhelming.dependence on oil exports, 
the limited diversification of its economic base, and the success- 
ful adjustment made, the authorities were ready to start imple- 
menting comprehensive economic policies,and structural reforms 
aimed at reactivating the economy toward more sustainable growth. 
With regard to macroeconomic policies, the authorities bestowed on 
fiscal policy the primary role of strengthening the growth of the 
economy through the implementation of the Triennial Plan 'of Public 
Investment and the intensification of the ongoing process of clos- 
ing and reconverting public indus,tries, with a view to increasing 
productivity and improving the allocation of resources. To this 
end, the nonfinancial public sector enterprises, which had accumu- 
lated a deficit of Bs 6,519 million when the new Government took 
office, has shown a surplus of about Bs 20,760 million in the past 
three years, mainly becuase the reorganization, closing, and 
expenditure reduction of some state-owned enterprises. On 
structural reforms, in 1984-85 the Government initiated a program 
of technical assistance with the World Bank in various fields, 
namely, the electricity sector, capital markets, and energy conser- 
vation. My authorities have seriously taken the recommendations 
of the reports on electricity and capital markets into account for 
implementation. The energy conservation report has still not been 
completed. 

When the economy was ready to take off, after seven years of 
stagnation, the oil shock at'the beginning of 1986 forced the 
Government to reconsider the economic strategy that was to have 
been ,pursued during that year. The first question was whether the 
shock was transitory or of a more permanent nature, given the 
uncertainties surrounding the oil market. The second question was 
what price scenario was the most probable to adopt in estimating 
the budget and making reliable medium-term projections. 

11 IMF figures since the official presentation indicate a 
surplus of 10.1 percent and 7.4 percent of,GDP in 1984 and 1985, 
respectively, because the authorities regarded the revaluation of 
the central bank international reserves as public sector revenue 
rather than financing. 
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On the budget side, the authorities faced two conflicting 
policy considerations: first, to avoid an abrupt impact on the 
economy, particularly on the labor force and the private sector 
after having promised an economic reactivation in 1986; and second, 
to keep the depletion of international reserves at a manageable 
level, given the traditionally high external assets of the country 
and its overwhelming dependence on oil exports. 

Finally, the 1986 Quantitative Economic Program (QEP), 
designed by the authorities early in 1986, was based'on an average 
oil price of $15 per barrel, representing a drop in oil export 
earnings of about $5 billion. My authorities felt that because of 
Venezuela's relatively large international reserves and the sur- 
pluses in the public sector registered during 1985, they were in a 
position to continue with their economic growth strategy for 1986 
for which the'QEP projected a shift in the consolidated public 
sector finances from a surplus of 4.5 percent of GDP in 1985 to a 
deficit of 9.5 percent in 1986: the current account was' projected 
to shift from a surplus of $2.7 billion in 1985 to a deficit of 
$1 billion in 1986, while limiting the loss of official reserves 
to $3.9 billion. It also projected no changes in real GDP for the 
non-oil sector and an increase in broad money, M2, of 18 percent. 
Finally, the consumer price index and wholesale price index were 
programmed to reach 12 percent and 15.3 percent, respectively, at 
the end of the year. 

The.Fund mission recommended for 1986 that: (I) the public 
sector deficit be held at about 6-8 percent of GDP; (ii) broad 
money be increased not more than 12 percent; (iii) the interest 
rate be maintained positive in real terms and be moved to a more 
flexible stance; and (iv) wage policy be kept firm and structural 
reforms implemented in different areas of economic activity. 

However, the weakening of the oil market and the fall in oil 
prices were worse than the most pessimistic forecast. Venezuelan 
oil export prices dropped from $24.09 a barrel in January 1986 to 
$9.77 per barrel at the end of July, and ended 1986 at an average 
price of $12.89 per barrel. Oil export earnings were 44 percent 
lower than expected, reaching $7.2 billion ($12.9 billion in 1985). 

In July 1986 when it was evident that the magnitude of the 
oil shock was greater than anticipated, the Government decided to 
overcome this problem by taking the following measures: first, 
the President of the Republic announced an economic package outlin- 
ing the Government's main.objectives, namely, to foster adjustment 
without hampering growth. These objectives were to be attained 
through a combination of demand management policies and an inten- 
sification of structural reforms. To this end, fiscal policy 
envisaged an increase of resources through a package that included 
reform of the income tax structure, a new sales tax, increases in 
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stamp and real estate taxes, and the elimination of the exchange 
subsidy given to the private sector. Fiscal objectives were to be 
met mostly through revenue measures since public capital outlays 
were expected to remain high; there was no further room to reduce 
current expenditure because it had fallen by 12 percent in real 
terms over the past four years. The execution of the envisaged 
investment program has been delayed. The most recent figures of 
the consolidated public sector deficit reached 5.7 percent of GDP, 
3.8 percent lower than programmed and lower than the range recom- 
mended by the staff. 

On the structural front, the authorities reiterated their 
intention to improve resource allocation and to increase produc- 
tivity in the state-owned enterprises; for this purpose a law 
concerning the selling, closing, and merging of various enter- 
prises was to be enacted. On trade policy, they emphasized their 
interest in seriously challenging the almost total dependence on 
oil exports, and urged the World Bank to finish its trade policy 
report requested in mid-1986. At the same time, when the World 
Bank management finally suspended the graduation of restrictions 
imposed on Venezuela as of 1973, the authorities requested an 
economic mission to evaluate the country's sectoral problems with 
a view to further enhancing the economic package of July 1986. 
Trade policy discussions began in November 1986 and are proceeding 
as one of the main objectives of the Government and the World 
Bank's economic mission that visited Venezuela in January of this 
year. The report, with an emphasis on medium-term policies for 
economic development and agriculture and industrial sectors, is 
expected to be ready in May 1987. Meanwhile, in the last quarter 
of 1986 my authorities announced additional measures, reinforcing 
some of the expenditure-switching policies. These envisaged a 
modification of the multiple exchange rate; rationalization of 
import regulations; liberalization of the foreign investment code; 
increase of the minimum wage and the salaries of those who have 
experienced a real-term erosion of 37 percent in the last three 
years, and introduction of a new subsidy for certain agroindustrial 
products. 

The Government's view is that it is not advisable for 
Venezuela to have a floating exchange rate because of its over- 
whelming dependence on oil exports, the price of which has been 
fluctuating and sharply reduced, thus seriously affecting the free 
market rate. Since the controlled rate again appreciated in 1986, 
the authorities decided first to select the most conservative 
approach in determining the real effective exchange rate for the 
controlled rate. To this end, the evaluated different indexes-- 
consumer prices, wholesale prices, and home good prices for 
Venezuela and its trade partners --on the basis of different years-- 
to arrive at the most appropriate rate for the country's products 
to be competitive. After several exercises, a final methodology 
was agreed upon, namely, that of home goods prices for Venezuela 
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versus export unit values for its trading partners. Then the 
controlled rate was devalued on average- close to 30 per-tent, which 
in real effective terms is lower than the exchange rate of the mid- 
1970s. Although the authorities seriously considered a unified 
exchange rate and direct subsidization of low income groups, they 
thought this could be more cumbersome and expensive and could 
result in more corruption. Therefore, the system incorporates two 
preferential exchange rates and a free market rate that has been 
fluctuating around Bs 22 per U.S. dollar. This represents a 
reduction in the spread between the two rates from 200 percent to 
52 percent. 

In view of the overwhelming weight of the Government on the 
economy, when the country experienced its first oil shock in 
1982-83, it became necessary to devalue the currency. The extent 
of the private sector debt was unknown. To prevent failure and 
nationalization of private enterprises, the Government decided to 
guarantee the private debt service at an exchange rate of 
Bs 4.30 per U.S. dollar. The registration period was longer than 
predicted. In the meantime, a second oil shock .took,place, and 
the authorities realized that they were no longer able to guarantee 
that exchange rate. A new decision adopted in mid-1986 created 
serious problems with creditors. Therefore, after consultation 
with foreign commercial banks and the private sector and because 
of the deterioration of.the external sector, the authorities 
introduced a new scheme that represents, on average, an effective 
exchange rate of Bs 13 per U.S. dollar. This implies that the 
cost to repay private sector debt has increased in bolivar terms 
close to 203 percent, reducing the government subsidy by that 
amount. 

To devalue the currency on a trade weighted average of 
30 percent, after a real deterioration of wages, the Government 
negotiated with trade unions and agreed to a partial wage increase. 
The adjustment in domestic prices was allowed to reflect the 
exchange rate devaluation, and an adjustment in electricity rates-- 
of 2 percent a month up to 30 percent--started in January 1987. 
Even though the staff in its report estimates that the full set of 
measures adopted in December 1986 will result in a.weakening of 
public sector finance, the authorities have.reservations on this 
since they found methodological discrepancies that they would like 
to clarify with the staff in the next midyear Article IV consulta- 
tion. 
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The outcome for the year as a whole, compared with the targets 
in the QEP and the Fund recommendation, .is as follows: 

1986 
IMF 

Projected in Recommen- 
the QEP Actual dations 

1. 

2. 

3. 

4. 

5. 

6. 

7. 

Non-oil GDP in real terms 
(percent) 0. 

Consolidated public sector 
(deficit as percentage 

of GDP) .7 

External current account 
(deficit in millions of 
U.S. dollars) 943 

Net international reserves 
(in millions of U.S. dollars) 
(Central Bank & Investment 
Fund of Venezuela) 10,966 

M2 (annual percent) change .18 

CPI (percentage change, 
year-end) 12 

WPI (percentage change, 
year-end) 15.2 

3.3 

5.7 6-8 

1,628 

11,858 

16.8 12 

12.7 

18.8 

Nonpetroleum GDP grew 3.3 percent in real terms in 1986, 
after a modest increase in 1985. Agriculture, manufacturing, and 
construction were the main sectors driving the economy toward 
growth: agriculture rose by 7 percent, manufacturing expanded by 
5 percent, and construction increased by 12 percent. All economic 
sectors recovered, and unemployment fell from 13 percent in 1985 
to 10.5 percent in 1986, accomplishing one of the main objectives 
of the Government's economic strategy. 

On the external sector, it was not possible to compensate the 
abrupt fall of 43 percent in oil export revenues with an increase 
of 11.6 percent of nontraditional exports, since they constitute 
only 17 percent of total exports. Furthermore, the expansion of 
nontraditional exports was restrained by protectionist measures 
imposed by some of our trading partners and by a decline in the 
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prices of some of our main commodities that have a comparative 
advantage, such as steel and'aluminum. The commitment of the 
authorities to amortize debt; higher-than-programmed interest 
payments on the public and private debt; lower interest income 
from investment and the fact that Venezuela has received practi- 
cally no exfernal'financing for some years, were the main factors 
that worsened the balance of payments and international reserves, 
since imports leveled off in real terms. 

Broad money increased by 16.8 percent, which was lower than 
the programmed 18 percent. Since the consumer price index remained 
on track, the authorities decided to keep interest rates unchanged 
in nominal terms. 

One of the authorities' most remarkable achievements was in 
the debt area- Public debt negotiation ended early in 1986 and as 
of that date Venezuela became one of the few countries in Latin 
America that had reduced its external debt (from $37.5 billion 
in 1982 to $32 billion in 1985). Total debt service during 
1984, 1985, and 1986 amounted to 42.3 percent, 38.9 percent, and 
72 percent of oil exports, respectively, which represents 
$6.1 billion of public and private debt amortization. l/ 

11 Venezuela: External Debt Service, 1984-86 

(In millions of U.S. dollars) 

Public sector 5,151 

Amortization 2,378 
Interest 2,773 

Private sector 

Amortization 
Interest 

Total debt 6,261 

Amortization 2,891 
Interest 3,370 

Percentage of 
Oil exports 

1984 1985 1986 Total 

4,249 

1,009 
3,240 

748 

4,023 13,423 

1,396 4,783 
2,627 8,640 

1,110 

513 
597 

42.3 38.9 71.9 

66 
682 

4,997 

1,075 
3,922 

1,234 3,092 

746 1,325 
488 1,767 

5,257 16,515 

2,142 6,108 
3,115 10,407 
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The authorities have started to prepare the Quantitative 
Economic Program for 1987, and they expect to have it ready in the 
very near future. They emphasized that the economic orientation 
for this year will be mainly to arrest the economic growth achieved 
in 1986, taking into consideration the disequilibrium of the 
external sector. To this end, they are committed to continuing 
with implementation of the adjustment program announced in December 
1986, coupled with further structural adjustment measures. Even 
though they did not specify any timetable for implementation of 
the program, my authorities reiterated their intention of progres- 
sively unifying the exchange rate. On trade policy, serious 
consideration is being given to a possible. agreement with the 
World Bank on a medium-term economic program that includes, as its 
first priority the modification and streamlining of the trade 
sector through the introduction of a simplified tariff system and 
adequate incentives. 

The Government continues with its fiscal austerity by curtail- 
ing current expenditure that will be affected only by the 1986 
salary increases and new subsidies. Nevertheless, one of its 
first priorities will be to continue the execution of the triennial 
plan, especially those investment outlays that were initiated in 
1986. Within the strategy of correcting and enhancing the external 
sector disequilibrium, the basic industries of production-oriented 
goods to improve import substitution and export-led growth are of 
crucial importance. The authorities express their intention of 
progressively lowering the overall public sector deficit. 

On monetary policy, the authorities reiterated their inten- 
tions to protect and stimulate internal savings, and to prevent 
excessive money growth that could put pressure on aggregate demand 
and hence on prices. To this end, they intend periodically to 
review interest rates, taking into account, among other variables, 
the rate of inflation. In addition, the Central Bank is ready to 
participate actively in the open market with its own paper. 

The authorities emphasized their compromise of allowing price 
adjustments to reflect the devaluation and cost increases. On the 
incomes policy, they indicatd that the salary increase of 1986 was 
granted because of the real wage deterioration for so many years, 
but further adjustments will be framed only under collective agree- 
ment. 

Extending her statement, Mrs. Filardo informed the Board that the 
Minister of Finance and the President of the Central Bank had reached 
agreement with foreign commercial banks over the weekend on a multiyear 
rescheduling arrangement on public and publicly guaranteed debt of more 
than $20 billion. That arrangement allowed for lengthening the repayment 
period by two years, stretching the amortization payments through 1999, 
and reducing the spread over LIBOR from 1 l/8 percent to 7/8 percent. 
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The authorities were committed to making annual amortization payments-- 
$250 million in 1987, $400 million in 1988, and $700 million in 1989--and 
those payments would continue in the years beyond. 

Mr. Almeida made the following statement: 

The authorities have been gradually adjusting Venezuela's 
economy to the changing circumstances of the world economy, but in 
spite of all their efforts, the country is*still facing balance of 
payments imbalances. The external current account deficit was 
higher than programmed because of the sharp drop of about $5.5 bil- 
lion in oil exports from the 1985 level. Because the share of 
petroleum accounts for about 83 percent of total exports, the 
effect of the drop in oil prices has overshadowed the adjustment 
efforts made by the authorities. 

Some measures have been taken already to alleviate the cur- 
rent fiscal imbalances, and it is encouraging to observe that the 
authorities are conscious of the need for further improvement. 
However, in contrast to the staff's opinion, we do not consider 
that these imbalances should be addressed by the introduction of 
new taxes. If the goal is to provide incentives for growth by 
means of private sector investment, the authorities should 
envisage administrative improvements. Possibly the fiscal system 
required some improvement in tax administration, which in turn 
could lead to higher tax collection. Staff comments on these 
,matters would be helpful. 

On monetary policy, I do not find that there has been a major 
deviation from the desired level of credit expansion. However, 
the authorities will have to be careful in implementing interest 
rate policy. The authorities are pushing for further economic 
growth, as envisaged in the investment plan, but it is essential 
to avoid an overly expansive interest rate policy. Perhaps the 
staff or Mrs. Filardo would comment on the how authorities' plan 
to approach interest rate policy. 

The authorities seem to have acted cautiously on the exchange 
rate, and have taken some action by moving to a more realistic 
level of Bs 14.50 per dollar, where most of the transactions now 
take place. I regard this action as a step toward the unification 
of the exchange rate system and gradual adoption of an appropriate 
exchange rate. In this respect, I wonder whether the recent 
increase observed in the international price of petroleum could 
mitigate the need for intensified action on exchange rate unifica- 
tion. Taking into account the particular circumstances of the 
Venezuelan economy, in which the oil price plays the key role in 
shaping the cur.rent account, I fear that strong action on the 
exchange rate to benefit competitiveness of non-oil exports might 
not be.worth the cost, in terms of the threat to price stability. 
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Following the recent visits of the World Bank staff to 
Caracas to discuss the implementation of certain structural adjust- 
ment policies, particularly on tariffs, I would appreciate an 
update on whether the staff recommendations have been accepted by 
the authorities. In addition, I would like to know the current 
nominal tariff protection range and the range or the maximum 
nominal tariff for industry recommended by the World Bank staff. 

The Government is planning to undertake a privatization plan, 
which will benefit public sector accounts while having a positive 
effect in reducing the public sector to a more sustainable level. 
It might have been a good idea for the staff report to include in 
the medium-term outlook a scenario on the possible effects of the 
privatization plan on the debt ratios. Staff comment would be 
helpful. 

It is encouraging to note that the authorities have reached 
agreement with the commercial banks. I would appreciate it if the 
staff could add any comments to those that Mrs. Filardo made.. 

Mr. Yamazaki made the following statement: 

On the occasion of the previous Article IV consultation with 
Venezuela (EBM/86/122, 7/25/86), while commending the authorities 
for significant improvements in public finance and in their 
external position during 1983-85, the Executive Board expressed 
concerns about their economic program for 1986 and about the 
significant differences of views that existed then between the 
authorities and the Fund staff, particularly in the context of 
enhanced surveillance. Developments during 1986 have proved that 
these concerns were not groundless. The external current account 
deficit was more than $1 billion larger than projected, with the 
public sector deficit reaching 7 l/4 percent of GDP. This is a 
dramatic swing, compared with the surplus of 4 l/2 percent of GDP 
during the previous year, although the deficit figure was lower 
than anticipated. 

It is true that the sharp drop in oil prices in early 1986 
was a decisive factor behind the deterioration of the economy* 
However, it is also apparent that the economy has to undergo a 
substantial adjustment to the new external environment. Such an 
adjustment will require structural reform measures as well as a 
tightening of demand management. In particular, a sizable reduc- 
tion in the public sector deficit will be instrumental to the 
restoration of a viable balance of payments position, which is a 
precondition for a resumption of economic growth. To be more 
precise, I note that the size of the public sector deficit--about 
4 percent of GDP in 1987 and no more than 2 percent in 1988 and 
beyond--would still imply a reserve loss in 1987-88, but would be 
consistent with the achievement of approximate equilibrium in the 
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overall balance, of payments by 1989. In my view, the public sec- 
.tor deficit.1s.a useful illustration of the additional adjustment 
efforts needed- in the fiscal policy area. Against this background, 
I can support the thrust of the staff appraisal. 

Given the cutbacks of current expenditure in recent years, 
and the,need for maintaining an appropriate level of public 
investment,~fiscal policy should accord high priority to structural 
reform measures on both the expenditure and revenue sides, includ- 
ing a'more,comprehensive review of ,the price system of public enter- 
prises and tax reforms. Nevertheless, the adoption of structural 
reforms should be accompanied by continued restraint on current 
expenditures.and the reappraisal of low-priority capital outlays. 

Reflecting the large domestic bank financing of the public 
sector 'deficit,.the growth of broad money accelerated during 1986, 
and in turn led to the acceleration of inflation and reserve losses. 
Against'this background, a cautious monetary policy is required for 
1987. In order to encourage savings and repatriate capital flight, 
the interest rate policy should be managed more actively and flexibly. 

,I welcome the external policy measures announced in December 
1986, which included an effective depreciation of the bolivar by 
about 30 percent. A flexibly managed exchange rate will help 
Venezuela to facilitate export diversification and import substi- 
tution. However, the multiple exchange rate system--and the large 
spread bettieen' the controlled and the free market exchange rates-- 
gives rise to:distortions and could impede the needed structural 
reforms. I can therefore support the staff's argument that the 
exchange rate system should be unified as soon as feasible. 

I w'ould like: to express my concern about the delay in the 
'formulation of the 1987 Quantified Economic Program. I hope that 
the forthcoming staff mission-- scheduled for April 1987--will pro- 
duce fruitful results , particularly in that respect. Last, but 

,not least,' I very much' appreciate the additional information that 
Mrs. Filardo has supplied; I particularly welcome the statement 
that an ,agreement has been reached between the authorities and the 
commercial banks on the, renegotiation of the multiyear reschedul- 
ing arrangement. 

Mr. Di Mauro'made the following statement: 

Prudent and pragmatic macroeconomic management since 1983 has 
allowed the Venezuelan economy to absorb the impact of the recent 
oil price swings and to keep the burden of the debt to a manage- 
able level by Latin American standards. However, the economy 
still shows a-high dependence on oil revenues, and the authorities 
need to take a more decisive approach toward enhancing diversifica- 
tion and efficiency of the economic system. 
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On structural policies, we recognize that some progress has, 
been made in diversifying the production base. The oil component 
of total export earnings has declined from 95 percent in 1982 to 
85 percent in the first semester of 1986. Moreover, the non- 
petroleum share in the composition of GDP has increased slightly. 
However, this progress still appears limited and the results of 
the recent expansionary policies adopted in 1986 provide clear 
evidence that a more forceful approach to structural adjustment 
is needed. Monetary and fiscal expansion alone has not resulted 
in a significant stimulus to the restructuring of the economy. 
Fixed investment remained sluggish and the economy, after using 
the spare capacity available subsequent to the previous long 
recession, began to suffer from bottlenecks on the supply, side, 
inflationary pressures, and a worsening in the external accounts. 
The reasons for this outcome are clearly depicted by the staff. 
A complex system of tariffs and widespread quantitative import 
restrictions continue, in fact, to hamper the diversification of 
the economy. Moreover, the extensive system of regulati,ons does 
not seem to favor an efficient allocation of resources. 

In these circumstances, the authorities need to take actions 
to improve the climate for new capital formation, and should 
concentrate on exchange rate management by accelerating the speed 
of exchange market unification. Moreover, a timely modification 
of the trade regime should be implemented along the lines suggested 
by the World Bank. Finally, price controls and government regula- 
tions should be limited. In this respect, we consider the recent 
modification of the investment code as a positive step. However, 
we would appreciate some further elaboration from the staff on the 
objectives of the new code. 

We have some doubts about the effectiveness of monetary con- 
trol in Venezuela. Net domestic assets rose in 1986 by more than 
30 percent instead of the planned 27 percent. Moreover, the report 
on policy discussions implies that the instruments of monetary 
control are somewhat inadequate and need to be improved. We would 
be interested in knowing the progress made on the issue of central 
bank securities, which could allow open market operations. In the 
current situation, cautious and stable monetary management is 
needed, because the 1986 expansionary policies have in fact trig- 
gered inflationary pressures while interest rates have decreased 
to a negative real level. We agree with the staff that an active 
interest rate policy should be followed to enhance financial 
savings and to avoid pressures on the external accounts and the 
free market exchange rate. 

We are convinced that in the current circumstances, a policy 
of fiscal austerity can have a crucial function in reducing overall 
economic imbalances. First, a reduction in the fiscal deficit can 
help relieve the burden on the economy of the constraints of the 
external accounts. Moreover, it can limit the crowding out of the 
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private sector. In this context, we note with concern the planned 
increase in the public sector deficit to 8 percent of GDP in 1987 
from the 5.7 percent of 1986. We are also concerned that the 
authorities and the Fund diverge in their evaluation of the effects 
of the December 1986 measures on the 1987 budget. As a means of 
improving the enhanced surveillance exqrcise, we believe that such 
differences should be explained more fully. Moreover, we wonder 
how the medi'&term scenario would be affected if Venezuela fol- 
lowed the Government's evaluation versus that of the Fund. 

Second, a different mix of expenditures may enhance the effi- 
ciency of public sector intervention. Current expenditures should 
be contained. At the same time, public sector investment should 
be enhanced to ensure structural improvements and to counteract 
the sluggishness of private sector initiatives. In this respect, 
however, we would like to have more information on the monitoring 
of public sector investments-- which seem to have been implemented 
with some unjustified delay--and on the World Bank's involvement 
in this monitoring process. 

Third, a careful wage policy in the public sector can rein- 
force the current incomes policy followed by the authorities. We 
are particularly pleased that the staff explicitly endorses this 
policy. In our opinion, reaching a social consensus on the 
needed adjustment efforts should be a matter of priority in the 
current circumstances, and we encourage the authorities to con- 
tinue this policy. 

We are encouraged to see in the medium-term scenario the 
objective of a zero current account deficit by the end of the 
decade, as well as a forecast of a steady decrease in total debt 
outstanding and in the debt service ratio. However, we wonder 
whether the growth hypothesis of the scenario could not have been 
more positive. The international reserves position seems to be 
quite comfortable. While we understand that the authorities would 
like to maintain'a level of reserves that would cushion possible 
swings in export earnings, we wonder whether they could envisage a 
level somewhat lower than the targeted $10 billion. 

Mr. Goos made the following statement: 

Comparing this staff report (SM/87/22, l/21/87) with that for 
the previous Article IV consultation (SM/86/152, 6/25/86), one 
cannot but conclude that the authorities have made only limited 
progress in those policy areas that the staff and Board had identi- 
fied for corrective action. This state of affairs is clearly less 
than satisfactory, the more so since it apparently reflects the 
persistence of significant differences in the views held by the 
authorities and the staff on the appropriate course of economic 
policy. Such differences of view had already given rise to 
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considerable concern at the Board's 1986 consultation discussion 
with Venezuela (EBM/86/122, 7125186); it was felt then that those 
differences could undermine the basis of the existing arrangement 
for enhanced surveillance. The execution of our surveillance task 
is complicated further because the authorities apparently have 
been unable thus far to provide the staff with detailed information 
on their policy intentions for the current year. In the absence 
of both specific data for financial policies and clear commitments 
with respect to structural reform, it is virtually impossible to 
draw firm conclusions on the country's economic prospects. I 
therefore would hope to see a more cooperative attitude on the 
part of the authorities in their future discussions on these areas 
with the staff, so that the surveillance exercise will be more 
meaningful than has been the case to date. 

I acknowledge, of course, that with regard to specific policy 
areas, the authorities recently have taken a number of commendable 
steps that go in the right direction. I welcome especially the 
devaluation of the regulated exchange rate, the liberalization of 
the foreign direct investment code, and the announced intention to 
simplify exchange and import controls. Other encouraging features 
that merit emphasis include the progress made in resolving the 
issue of the private sector external debt; the most recent agree- 
ments between Venezuela and the banks on a retructuring of the 
external public debt; the reactivation of economic growth; and 
last, but not least, the containment of the fiscal deficit below 
the original target of the Quantified Economic Program for 1986. 

Nevertheless, I feel that the staff's analysis, especially 
in the framework of the medium-term scenario, once again makes a 
clear case that more needs to be done to bring the economy back on 
a path of sustainable growth. This applies in particular to the 
need to tighten further the stance of financial policies as one of 
the most important prerequisites for restoring external equilibrium. 
In this context, I would appreciate some clarifying comments on 
the staff's and Mrs. Filardo's differing assessments of the fiscal 
policy stance. 

With regard to structural policies, the pervasive government 
controls and regulations remain a matter for serious concern in 
view of their distorting impact on resource allocation, their 
paralyzing effect on investment activity, and the burden that they 
entail for the budget. There are a number of indications in the 
staff report that these concerns are not of a purely academic 
nature, such as the staff's finding of shortages in many sectors 
of the economy as a result of restrictions, and its observation 
that private sector investment has remained low despite the expan- 
sionary financial policy stance. Against this background, I found 
it quite worrisome to note that the regulatory environment has 
been tightened even further in dmportant respects, with the recent 
substantial broadening of the price freeze and the transfer of a 
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considerable part of international transactions from the free 
market rate to the regulated exchange market. In concluding, I 
should also express my concern about the recent imposition of a 
40 percent import surcharge, which seems to run counter to the 
authorities'. intention to rationalize the tariff system, and 
therefore will have to be replaced sooner or later by other 
revenue-raising or expenditure-cutting measures in order to pro- 
tect the fiscal position. Finally, I fully agree with the staff 
appraisal and its recommendations. 

Mr. Pineau made the following statement: 

The Venezuelan economic situation of early 1987 calls for a 
mixed judgment. As was foreseeable, the reflationary measures 
taken by the authorities at the end of 1985 translated into a 
higher level of activity and a slight improvement in labor market 
conditions, a valuable 'outcome for an economy that has remained 
sluggish since the late 1970s. Furthermore, the main economic, 
targets for the public finances and the gradual scaling down of 
the external debt, set under the Quantified Economic Program, 
have broadly been met. Nevertheless, on the darker side, the 
main boost behind the current pickup in activity has been provided 
by public and private consumption. This shift in the domestic 
demand impulse was excessive and had a negative impact on monetary 
conditions, inflationary expectations, and the external position, 
as evidenced by the widening spread between the official and 
parallel exchange rates. 

In the face of. such developments, the authorities' policy 
response does not seem,appropriate. Despite the Fund's recommend- 
ations, the authorities remain firm in their intention to remove 
the economic slack, and they have recently taken additional fiscal 
steps that will result in an aggravation of internal imbalances. 
Like Mr. Di Mauro and Mr. GOOS, I would appreciate further 
information on the difference of views between the staff and the 
authorities on this point. This projected worsening of the fiscal 
deficit cannot but contribute to a further weakening of the 
external position. The substantial depreciation of the bolivar, 
together with the more flexible stance toward. the exchange rate 
policy announced at the same time, can help to deflect these 
unfavorable effects. However, a new deterioration of the current 
account is not unlikely, and the better prospects for the progres- 
sive reductcon of the external debt could be jeopardized. 

Likewise, this new fiscal package could well delay the imple- 
mentation of some important supply-side measures almed at developing 
more diversified and outward-looking economic activities. Actually, 
the contribution of private investors to the diversification of the 
economy has altiays been viewed as essential but could be hampered 
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by this &creased involvement of the public sector. The interest 
rate policy seems also to act as a brake on the mustering of pri- 
vate savings and its orientation toward domestic use. 

Compared with other Latin American countries, Venezuela's 
economic situation can continue to be described as relatively good. 
However, the noticeable imbalances that emerged in 1986 are likely 
to continue and even worsen in 1987. These strains can still be 
brought under control, but the authorities should act in a timely 
manner in order to preserve the favorable medium-term prospects 
for the economy. 

Mr. Fayyad made the following statement: 

During 1983 and 1984, the Venezuelan authorities embarked on 
a series of policy measures aimed at dealing with the effects of 
the global recession of the early 1980s. These measures led to 
significant improvements in Venezuela's internal and external bal- 
ances. However, the collapse of oil prices in 1986 has rendered 
rather costly the expansive policy stance that was adopted by the 
authorities toward the end of 1985. While nonpetroleum GDP grew 
in 1986 by approximately 3 percent and unemployment declined, the 
public sector finances worsened considerably, inflationary pres- 
sures intensified appreciably, and the current account--despite a 
further tightening of import restrictions--experienced an adverse 
swing of nearly $5 billion. Indeed, the deterioration of over 
40 percent in Venezuela's terms of trade, the substantial decline 
in its official reserves, and the widening to more than 200 per- 
cent in the spread between the controlled and free market exchange 
rates all attest to the severity with which the sharp decline in 
oil prices has hit the economy in 1986. 

The share of the petroleum sector in Venezuela's nominal GDP 
is relatively low when judged by the standards of most major oil 
exporting countries. However, both the external position as well 
as the public sector finances are highly vulnerable to adverse 
shocks in the oil sector. That vulnerability becomes readily 
apparent when one considers that in 1986, despite a substantial 
loss in oil revenues, oil still is estimated to have contributed 
more than 80 percent of total merchandise exports and about 
45 percent of central government revenues. In view of this 
consideration, and given the recent signs of volatility in the 
international oil markets, it is imperative for the authorities to 
pursue policies consistent with an early restoration of a viable 
balance of payments position under conditions conducive to the 
resumption of sustained economic growth. 

The fiscal imbalance in Venezuela does indeed call for 
immediate attention. The authorities' projection of a public 
sector deficit of 6 percent of GDP-- a projection that the staff 
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seems to view as optimistic-- implies a substantial reserve loss in 
1987, which would,impede the achievement of balance in the overall 
balance of payments in the medium term. While the fiscal measures 
already taken by the authorities are commendable, additional 
strengthening of the public sector finances, particularly expendi- 
ture restraint, will be necessary if Venezuela's international 
reserves are to stabilize at an adequate level. 

Monetary policy should also be tightened in order to,curb 
inflation and to reduce balance of payments pressures. While I 
generally concur with the staff's assessment on this point, I 
wonder whether the potential gain from the issue of central bank 
securities as a means of controlling liquidity may not he more 
than offset by the costs it could entail. Specifically, I am con- 
cerned about the potential of this measure to soak up funds that 
would otherwise be available for private investment, which has 
recently been particularly weak. The staff may wish to comment 
on this point. 

I do share the authorities' concern about the adverse impact 
on mortgage-lending institutions of an adjustment in the interest 
rate ceilings. Nevertheless, one should recognize the need to 
encourage savings, restrain capital flight, and reduce pressures 
on the balance of payments and on the free market exchange rate. 
Therefore, I welcome the authorities' intention, as indicated by 
Mrs. Filardo, to stimulate internal savings and to review interest 
rates periodically. 

The latest modif,ication in Venezuela's multitple rate exchange 
system is welcome. Indeed, this modification can be viewed as an 
important step toward the elimination of exchange restrictions on 
payments and transfers, and toward the establishment of an appro- 
priate structure of relative prices. Finally, I should note that 
the policy measures adopted in December 1986 underscore the diffi- 
culty of the choices facing the authorities as a result of the 
recent decline in oil prices. These measures, together with 
Venezuela's encouraging performance under the Quantified Economic 
Program, serve as a strong indication of the authorities' firm 
commitment to correct the imbalances precipitated by the collapse 
of oil prices and to m.ove the country.to a new phase of recovery 
and sustained economic growth. 

Mr. Foot stated that he'welcomed the fact that the previous staff 
report--for the 1986 Article IV consultation (SMl861152, 6/25/86)--was 
distributed to creditor commercial banks by the Venezuelan authorities. 
Enhanced.surveillance for Venezuela could henceforth be conducted in 
closer accordance with.the manner intended, although Mr. GOOS'S remarks 
still carried considerable weight. 
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He endorsed wholly the staff appraisal in SMl87l22, which set out 
well the priorities--particularly the fiscal and monetary restraints--that 
the authorities should establish in dealing with the difficult problems 
they face, Mr. Foot said. Therefore he had only a few remarks to make by 
way of extension. First, he could not stress too strongly the importance 
of the liberalization of the exchange and trade regime if distortions 
were to be reduced and the allocation of resources improved. If major 
exchange rate action was not continued, for example, the 10 percent a year 
rate of growth of non-oil exports assumed in the tables in the staff 
report seemed implausible. 

Second, Mr. Foot joined others in welcoming, after a period of dif- 
ficult relations, the conclusion of discussions between the banks and the 
Venezuelan authorities. He asked the staff to confirm his presumption 
that the semiannual staff reports under enhanced surveillance would still 
be needed under the new arrangement. Third, he had seen press reports 
that Venezuela was contemplating a debt equity conversion scheme, and 
would be interested in any news of the scheme either from the staff or 
Mrs. Filardo. 

Finally, he wondered whether the staff would like to comment on how 
the authorities intend to carry forward their commitment to increase the 
role of the private sector. In particular, he would like to know whether 
any attempt had been made yet to formulate a detailed program for the 
privatization that the authorities had envisaged. 

Mr. Al-Assaf noted that the sharp decline in oil revenues in the 
past year had made the reactivation in economic activity initiated by 
Venezuela in 1985 unsustainable. The boost had occurred at a time when 
it could least be afforded, and as a result, the current level of economic 
activity was beyond the country's means. If Venezuela continued that 
level of fiscal expenditure, it would soon find itself in a position of 
being not only without reserves, but potentially with even higher debt. 
Thus it was important to lower expenditure on projects that could be 
deferred and, to reduce current expenditure as much as possible. The fis- 
cal deficit must be reduced convincingly; however, he would not go as far 
as the staff in suggesting that it be reduced sharply to about 2 percent 
of GDP by 1988. The authorities had already taken a number of fiscal 
measures to strengthen the public finances, and those are steps in the 
right direction. He would only urge them to persist in their efforts to 
strengthen those finances. Furthermore, to complement the fiscal efforts, 
the authorities needed to unify the exchange rates as early as possible. 
In that connection, he was encouraged by Mrs. Filardo's statement that her 
authorities were committed to a progressive unification of the exchange 
rates. 

Like other oil exporting countries, Venezuela would have to emphasize 
export diversification with a view to maintaining competitiveness, 
Mr. Al-Assaf said. That meant the adoption of realistic pricing and wage 
policies. However, Venezuela's trading partners must help the country to 
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diversify and to expand non-oil exports. It was important for Venezuela 
to continue the structural,reform of the economy so as to be ready to 
resume sustainable growth at an early date. 

Mr. McCormack made the following statement: 

We have had many opportunities to express our views on macro- 
economic policy management in Venezuela within the framework of 
enhanced surveillance procedures. We were pleased to note that 
the 1986 Article IV staff report was actually distributed to the 
commercial banks; our efforts in the Board have thus not been in 
vain. During our previous discussion (EBM/86/122, 7/25/86), we 
expressed concern that the authorities' strategy of fiscal stimu- 
lus, monetary accommodation, and price and trade controls was 
extremely risky, because it could result in a rapid depletion of 
reserves and a buildup of inflationary expectations and distor- 
tions within the Venezuelan economy. The latest staff report 
shows that our concerns were justified. There is now an even 
greater need for the authorities to implement more cautious demand 
management policies, while ,reducing regulations and controls 'that 
are limiting market signals and thus preventing a more efficient 
allocation of resources. 

The authorities have indicated that it is their intention to 
design policies based on an expectation of no major recovery in 
oil export earnings, as well as on a desire to.stabilize reserves 
at about $8-9 billion. These goals are wise, given the existing 
uncertainty in international oil markets. Furthermore, the staff's 
medium-term scenario suggests that Venezuela can achieve a viable 
balance of payments position over the medium term, with interest 
payments on foreign debt lowered to less than 4 percent of GDP by 
the end of the decade, and with a speedy reduction in the total 
debt service ratio. The authorities can reach this position by 
adopting appropriate demand management policies, exchange rate 
policies, and structural reforms that promote economic diversifica- 
tion. Therefore,, despite the much-worsened external climate now 
facing Venezuela, there is a viable path to stabilization. How- 
ever, achieving that stabilization will require a credible, con- 
sistent set of .policy measures, speedily implemented. From this 
perspective, the recent measures--particularly the real effective 
devaluation of the bolivar--are welcome but'not sufficient, and 
may well result in a.further weakening of the public finances in 
1987, acceleration of inflation, and loss of reserves. Stronger 
measures are necessary to bring absorption more quickly in line 
with present levels of income, while regulations and restrictions 
are reduced. 

I welcome the recent depreciation in the controlled rate of 
exchange. However, the authorities lessened the positive impact 
of this step by retaining the old rate for essential imports, and 
by moving a number of items from the much lower free market 
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exchange rate to the new controlled rate. The continuing existence 
of a multiple rate system creates great potential for distortions, 
and the authorities would be better off to unify the exchange rate 
as soon as possible. Furthermore, tight import controls have con- 
tributed to shortages in many sectors of the economy during 1986, 
which suggests that progress on the elimination of import and 
export restrictions, coupled with a more flexible exchange rate 
policy, would help ensure more efficient resource allocation. The 
role of the World Bank in this area has been helpful, and we urge 
action on the part of the authorities with respect to the World 
Bank's recent study on the trade regime. 

While the budget projects a small reduction in the fiscal 
deficit to about 6 percent of GDP in 1987, the staff report 
(~~187122, l/21/87) suggests that the economic measures taken in 
December 1986 will result in a weakening of the fiscal position by 
almost 2 percent of GDP, although admittedly, the prospects beyond 
1987 do not look as bad. This increase has worrying consequences 
for inflation and the external balance. The staff is then correct 
in stressing that public finances need to be strengthened. On the 
revenue side, measures such as a general sales tax and reform of 
the import tariff structure should be investigated. On the expen- 
diture side, capital expenditures have already been reduced, and 
I find it hard to reach a judgment on where capital and current 
outlays can be scaled back further. I would appreciate the staff's 
comment on the extent to which capital and current outlays can be 
further reduced. With respect to the latter, I note the staff's 
reference to "low priority" areas, and wonder how large a propor- 
tion of capital outlays these are. 

Another concern is the projected increase in the rate of 
inflation; I understand that private forecasters are suggesting 
inflation rates of 20-30 percent in 1987. A firm monetary policy 
will be required if the inflationary pressures arising from 
exchange rate adjustment and fiscal policy, and also the necessary 
changes in relative prices, are to be contained. Firm monetary 
control can also help protect official reserves. I support the 
staff recommendation that domestic interest rates be increased to 
return them to positive real levels, and it would be preferable 
if interest rates were determined subsequently in a more market- 
related manner. Certainly it is critical that domestic savings be 
encouraged in order to support the desired level of investment. 

With respect to structural policies, I welcome the steps 
taken to improve the environment for foreign investment through 
the liberalization of the foreign investment code. However, as 
part of the December 1986 measures, it was announced that prices 
of all goods still imported at the preferential official rate of 
7.5 bolfvares per dollar would be kept unchanged, and the temporary 
price freeze that previously applied to only 30 items was extended 
to cover 114 items or groups of items. This extension of price 
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controls is detrimental to the efficient adjustment of relative 
prices, and their elimination would be desirable. Given the steep 
decline in real purchasing power since 19.79, it may be unrealistic 
to expect no increase in wages, but a firm wage policy should be 
maintained to facilitate the adjustment to reduced external income. 

I am encouraged by Mrs. Filardo's announcement that the 
authorities have been able to conclude successfully with the com- 
mercial banks the current rescheduling negotiations on Venezuela's 
external debt. If Venezuela does intend, as indicated in recent 
reports, to enter international bond markets in the near future, 
the completion of successful negotiations with the banks will aid 
the authorities' efforts. Finally, it goes without saying that in 
the longer run, creditworthiness and policy implementation are 
intimately linked. A more forceful implementation of adjustment 
policies could help Venezuela to reach its goals quickly, and 
could pave the way for smoother access to external credit. However, 
a failure to act forcefully is likely to yield only a further 
depletion of reserves, higher rates of inflation, and serious debt 
management problems looming on the horizon. However, we are 
encouraged by the steps being taken thus far. 

Mr. Donoso made the following statement: 

Faced with a reduction in oil prices--and therefore, in export 
revenues--between 1985 and 1986, the .authorities of Venezuela 
maintained the overall level of expenditures in the economy. This 
maintenance of domest,ic expenditures, despite a drop in exports 
that exceeded $5 billion, led to an equivalent deterioration in the 
current account balance, which went from a surplus of $2.9 billion 
in 1985 to a deficit of $2.3 billion in 1986. The total change of 
$5.2 billion.was equivalent to 11 percent of GDP. 

,Of course, the authorities' policy stance was made possible 
by a high level of international reserves, which were affected in 
the process. Given Venezuela's comfortable international reserve 
position., one could consider that the authorities' use of reserves 
to soften the adjustment to a new economic structure was a 
reasonable approach that could facilitate the reorientation of the 
economy and avoid excessively drastic reductions in domestic 
demand. However, such an approach is necessarily transitory in 
nature, and to be fully useful, it must be accompanied by other 
measures that can lead the economy to sustainable growth despite 
the weaker situation of traditional exports,. And it is here that 
we see some difficulties with the policies being applied in 
Venezuela. 



EBM/87/35 - 312187 - 24 - 

During 1986, the exchange rate system was characterized by 
multiple rates, which had negative effects on resource allocation. 
In addition, the authorities relied heavily on administrative 
controls over trade operations, and kept relevant prices in the 
economy under direct control. Interest rates were subject to 
ceilings-- clearly at inefficient levels, at least in connection 
with financial operations by certain sectors of the economy. 

The authorities have recognized the dangers of the situation, 
and in December 1986, introduced some measures that simplified 
somewhat the exchange rate system and entailed a depreciation of 
the bolfvar. This is a positive development. However, the 
exchange system still contains multiple rates, and administrative 
controls continue to play an important role in the allocation of 
foreign exchange. We understand that the number of domestic 
prices under control has increased, and that in the near term, no 
changes in the system of control of interest rates is expected. 

We do not have a clear understanding of the changes intro- 
duced that will affect the financial position of the public sector, 
given that Mrs. Filardo disagrees with the information presented 
by the staff. Some clarification of these aspects of Venezuela's 
policies would be helpful. 

Looking ahead, we think that the authorities should consider 
seriously the recommendations that they received from the staff, 
with respect to both demand management and pricing policies in 
general. As Mrs. Filardo has noted, the authorities wish to 
improve resource allocation, increase productivity in the state- 
owned enterprises, reduce the dependence of the economy on oil 
exports, and rationalize the trade system. We hope that the 
prompt implementation of policies in this direction will have 
positive effects on the economic outlook. We would urge the 
authorities to keep under review the recently modified exchange 
system and to continue considering the unification of exchange 
rates. Reforms in this direction, accompanied by realistic demand 
management policies, should help the country to resume growth on 
a more sustainable basis. We are quite pleased to hear that 
Venezuela has reached agreement with its creditors on the resched- 
uling of payments of external debt and publicly guaranteed debt. 

Mr. Salehkhou made the following statement: 

The review of the Venezuelan economy under enhanced surveil- 
lance since the previous Article IV consultation must be seen in 
the light of the major oil price drop in early 1986. Having 
experienced a decline in real GDP and mounting unemployment during 
the preceding year, the authorities adopted a comprehensive devel- 
opment strategy under the Quantitative Economic Program in the 
hope of stimulating the economy through higher public investments 
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and increased export performance. However, given the loss in oil 
revenues and increased social and investment expenditures, a shift 
has occurred in public;finances,' leading to a deficit of 7 l/4 per- 
cent of GDP in 1986, in comparison with a surplus of 4 l/2 percent 
in 1985. Bank financing of the public sector showed a strong 
expansion, as did credit extension.to private enterprises, which 
led to a sharp growth in broad money. Inflationary pressure has 
been exacerbated despite stringent price controls. 

As for export revenues, the lower oil prices were not suffi- 
ciently compensated for by higher volume production. Imports on 
the contrary grew in nominal terms., as did. interest payments on 
public and private debt. The overall balance of payments.deficit 
for 1986 is estimated at $4.5 billion, which is $0.5 billion 
higher than that of the previous year. The medium-term outlook 
for the economy is tied to changes in the external economic 
environment. While a low price of $15 a barrel for oil is pro- 
jected for the 1987 and 1988 budgets, a relative volume increase 
of 3 l/2 .percent a year is projected to offset partly the decline 
in budgetary receipts. At this level of revenue, the authorities 
hope to stabilize the external debt in nominal terms. This would 
require in turn that the authorities adopt strong demand management 
policies while curbing the growth of inflation and diversifying 
the resource base of the economy away from total dependence on 
petroleum exports. 

The existing constraints placed on the economy by the sub- 
stantial level of external debt make it difficult to expect 
improvements in the short term despite possible estimates of 
higher revenues from oil exports. Only if non-oil exports are 
performing more positively, sustained by a greater inflow of 
investment capital to the private sector, can the level of debt 
be expected to begin receding over the next few years and thus 
pave the way for sustained economic growth. 

The authorities have made efforts to maintain a balance 
between available resources and expenditure requirements for the 
economy. They have reduced their external debt despite adverse 
exogenous constraints. It is disturbing, though not uncommon at 
present, to note that Venezuela's substantial amortization 
payments exceeding $6 billion since 1984 and 'its successful 
adjustment efforts have been made at the expense of growth and 
employment. While I welcome the authorities' determination to 
continue with adjustment measures and further payments of amortiz- 
ation on external debt, I do hope that the international financial 
community, and the World Bank in particular, will do their part 
by extending the necessary assistance to enable Venezuela to move 
ahead in the direction of economic equilibrium and sustained 
growth. 
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Mr. Dallara made the following statement: 

We appreciate Mrs. Filardo's reassurances that her author- 
ities welcome this midyear Article IV consultation, and that they 
have circulated the staff report for the previous Article IV 
consultation to the commercial banks. This suggests some movement 
on the part of the authorities since the previous Article IV 
consultation toward making the enhanced surveillance process more 
effective, although more remains to be done. In addition, we find 
it encouraging that the authorities agree with the staff that there 
is an urgent need to move ahead with comprehensive, sound economic 
adjustment measures. In this regard, like other Directors we 
welcome the measures taken in December 1986 as generally positive 
steps in the direction of recognizing and actively trying to deal 
with the serious distortions in the economy. Nevertheless, these 
actions fall short of what is needed to bring about viable adjust- 
ment both domestically and externally. 

Therefore, we encourage the authorities to follow through 
with the December 1986 measures and to take additional steps in a 
number of specific areas. In this context, a clearer outline in 
the staff report of specific policy commitments and intentions of 
the authorities for the period ahead would have helped them to 
develop their plans further, in the light of 'staff recommendations. 

The results of the Quantified Economic Program that had been 
framed by the authorities for 1986 have now become available. One 
difficulty we had in considering the developments of 1986 was in 
determining how much validity to attach to the use of the quanti- 
fied targets in the Quantified Economic Program as benchmarks for 
judging the appropriateness of performance. The Board is faced 
with a rather unusual situation of quantified targets that the 
staff does not appear to accept as an appropriate basis for 
evaluating progress. The point that comes across to us from the 
staff report is that the Quantified Economic Program targets, even 
if achieved, would not have constituted sufficient progress in 
certain key policy areas. While some movement on various policy 
areas appears to have been made toward agreement between the staff 
and the authorities, it is evident that substantial differences 
remain, particularly with regard to exchange and interest rate 
policies, trade liberalization, and fiscal policy. It would be 
helpful to have these differences outlined more explicitly in the 
future so that the Board can gain a more complete sense of the 
remaining issues, since the authorities and the staff are working 
toward a consensus, where feasible, in certain policy areas. The 
lack of consensus in key policy areas continues, however, to raise 
questions about the effectiveness of this enhanced surveillance 
procedure. 
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.Although some progress was.made with regard to certain 
targets, progress in other areas was not as.great,as projected and 
was clearly insufficient. In the fiscal,sector, the staff now 
estimates that the combined effects of.the December 1986 measures 
will be a worsening of the public sector deficit to 8 percent of 
GDP. While we certainly recognize that this is attributable in 
part to a one-time expenditure related, to subsidies on private. 
sector debt, we agree with the staff that the level of this fiscal 
deficit is not appropriate in the circumstances. We would urge 
the authorities to take additional steps to reduce the.deficit, 
including not only a .reduction in current expenditures, but also 
a reduction of capital expenditures in areas of a lower priority, 
as well as appropriate revenue measures. 

In the context of the existing inflationary environment, 
monetary policies should remain restrictive. To help control 
liquidity, the authorities' intention to issue government notes is 
a.welcome step., We continue to have,concerns about interest rates, 
which have remained negative in real terms, and with the rate of 
inflation rising, they may become more negative. In order to 
encourage financial savings, foster investment and economic diver- 
sification, and alleviate pressures on the balance of payments and 
exchange rate, an active positive real interest rate policy,appears 
essential. In the light of the effort to move toward a more 
rational market-based structure of exchange rates, we urge the 
authorities not only to review interest rates periodically, but to 
take immediate action to bring about a more flexible interest rate 
structure that could result in consistently positive real interest 
rates over time. 

Pricing policy is still determined largely through.controls, 
which make it difficult for businesses.to make decisions on 
investment and which impede adjustments in relative prices as a 
means of efficient resource allocation. We understand that .the 
authorities intend to allow price adjustments to reflect the 
recent exchange rate actions. However, this might be only a par- 
tial solution to the distortions that remain in the pricing area, 
and we hope that the authorities will move toward ,a more general 
liberalization of prices in the future. 

The authorities' recent changes in the exchange system,are 
steps in the right direction. Howeve,r, the system remains 
extremely complex, involves a large subsidy to one category of 
imports, and leaves room open for ,channeling exchange transactions 
outside the official system. We understand why the authorities 
might not ,want to move toward immediate unif.ication'of the exchange 
rates, yet we believe that prompt unification of those rates would 
facilitate the Government's medium-term objectives,.and we there- 
fore urge the authorities to move.in this direction. 
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The multitude of restrictions on the trade and payments system 
continues to have adverse effects by imposing serious distortions 
in the economy. We welcome the authorities' announcement of their 
intention to simplify some import controls and the fact that they 
are considering implementation of the World Bank's proposals on 
trade policy. However, it is unclear how promptly the authorities 
intend to move in this regard and what their plans are for working 
with the World Bank. We would welcome any additional information 
that Mrs. Filardo or the staff may have on this point, since we 
view the continued lack of substantial liberalization in the trade 
area to be a major hindrance to the attainment of the authorities' 
medium-term objectives. We welcome the measures taken to liberalize 
the foreign investment regime, although we would have appreciated 
additional information about the steps that have been taken, and 
we certainly agree with the staff that complementary action will be 
important if these measures are to have the desired positive effect. 

With respect to the external debt situation, we welcome the 
recent agreement that has been reached by the authorities and the 
international banking community on the restructuring of the public 
sector debt. We also welcome the registration of private sector 
debt for access to foreign exchange for debt servicing, although 
we recognize that this system does continue to involve substantial 
subsidies and is therefore a burden on the Government. At the 
same time, further changes in this regime might not be helpful. 

We welcome the authorities' recent efforts to tackle and 
reduce the imbalances in the economy. Despite these efforts and 
some positive factors in 1986, we are particularly concerned about 
the potential unsustainability of both the fiscal and external 
positions during the period ahead. Given the uncertainties in the 
oil market and the need to maintain a certain level of reserves, 
we would encourage the authorities to act decisively in the near 
future to strengthen their adjustment efforts and to enhance the 
prospects that the medium-term objectives will be achieved. 

Mr. Seyler made the following statement: 

Surprisingly, Venezuela's problems, unlike those of other 
large Latin American countries still seem to be manageable, espe- 
cially in the areas of inflation and foreign debt. 

We welcome the establishment of the Quantified Economic Pro- 
gram with its clearly defined economic targets. This program has 
analogues in some other countries; for example, in 1982 Belgium 
initiated a shadow program that was effectively monitored by the 
Fund, a forerunner of the enhanced surveillance concept. This 
concept could usefully be applied on a wider scale, because the 
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Article'IV consultations with countries being..naonitor,ed by the 
Fund have an entirely different scope than those of countries that 
do not maintain such's close dialogue with the Fund. 

A first glance at :the results of the Quantified Economic Pro- 
gram for 1986 is reassuring: although the .outcome for the current 
account deficit was worse than'projected, the public sector ,deficit 
was better than forecast, and although inflation was.slightly off 
track, it was still extremely low by Latin American' standards. It 
was remarkable that the real growth achieved in GDP did not occur 
at the expense of an increase in external .debt. With its interest 
payments now in the range of 30 percent of exports, Venezuela is 
out of the debt trap that has,caught so many other countries. The 
medium-term scenario predicts that the external accounts will be 
balanced, although non-oil exports represent a small proportion of 
total experts, and.the slow growth of'the latter makes it evident 
that there are structural problems affecting the balance of payments. 

A second glance at the results of the Quantified.Economic 
Program shows that deep-rooted structural rigidities, especially in 
the areas of exchange and interest rates, are impeding the normal 
operation of the economy and threatening Venezuela's future devel- 
opment. The public sector deficit was lower ,thah forecast only 
because of a delay in certain expenditures. In addition, the 
existence of multiple exchange rates combined with exchange rate 
guarantees places a heavy future burden on the public finances. 
The authorities hesitate understandably to increase the prices of 
imported .goods used by people with lower incomes. A comparison of 
the official and free market'exchange rates ,applied to certain 
imports, however, reveals that some prices are subsidized by up to 
200 percent. Therefore, the gradual removal of these subsidies 
seems to be unavoidable, not only for public finance reasons, but 
also because these,heavily subsidized prices imply that an import 
substitution industry,may never develop. This is a difficult 
issue, and the authorities may not be able politically to remove 
these distortions immediately. Since it appears that for the 
immediate future, subsidies will remain necessary for social 
reasons, I would prefer to see them applied to the development of 
local industries that would produce import substitution products, 
thereby strengthening the,external account. It is clear, however, 
that in the near term the prices of some goods need to be adjusted, 
while at the same time wage increases will have to be granted to 
cushion the effect of higher prices on the low-income classes. 
This would not only reduce some of the existing price distortions, 
but' would also achieve a more equitable distribution of- wealth, 
because as matters now stand, the wealthy also take advantage of 
the heavily subsidized prices. 

. . 

Another heavy burden on the public finances is the exchange 
rate guarantee covering the external debt. of private enterprises. 
Although we understand the authorities' concern over the financial 
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difficulties imposed,on private enterprises by the continuous 
devaluations of the bolfvar, it seems that if companies borrow in 
the currencies of which their receipts are also composed, they can 
avoid the exchange rate risks. Since this would be somewhat 
difficult for companies that produce primarily for the domestic 
market, the Government could limit its exchange rate guarantees to 
producers of import substitutes or essential goods. However, even 
in this case the borrowers should be required to make some contri- 
bution to offset the benefit they receive with each devaluation 
through the increase in value of their fixed assets. Finally, we 
wonder whether the heavy subsidies granted to the agricultural 
sector through preferential interest and exchange rates are an 
efficient use of available resources, given the already low world 
market prices for agricultural products. 

Because of the heavy burden that the numerous transfers and 
subsidies place on the public finances, we doubt that the public 
sector deficit can be brought down to 2 percent by 1988, as pro- 
jected in the medium-term outlook, without some liberalization in 
certain areas, especially the exchange rate. Such a step seems 
even more urgent, given that private investment has been severely 
affected by the uncertainties created by the multiple exchange rate 
system. Not only does the resulting stagnation of productivity 
and output create inflationary pressures, a problem the authorities 
are addressing with price controls, but the lack of investment also 
hampers the developments of alternative export industries that 
could strengthen the balance of payments structure and offset some- 
what the revenue losses caused by the drop in oil prices. Needless 
to say, negative interest rates do not promote the kind of private 
savings rate essential for productive investments. Finally, we 
would stress that price controls should be only a temporary 
expedient until mOre fundamental changes can be made. In all these 
matters, Venezuela would be well advised to solicit the opinions 
of the International Finance Corporation, an institution with long 
experience in the development of private initiatives. 

In conclusion, I would like to draw attention to some of the 
long-term constraints on Venezuela's development policies, given 
that the natural growth of the population is 2.8 percent, while 
the real rate of GDP growth that can be expected on the basis of 
previous experience is not much higher. As long as the demographic 
trends remain as they are, Venezuela with its abundant resources 
must aim for higher growth in order to ensure an adequate per 
capita income. This can be obtained only through a better alloca- 
tion of resources. 

The staff representative from the Western Hemisphere Department 
noted that the medium-term projections in the staff report assumed that 
action would be taken by the authorities to bring the fiscal deficit to 
the level recommended by the staff. On that basis, the staff expected 
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reserves to be stabilized at $8-9 billion, a seemingly high level of 
reserves, that might'lead one to wonder whether there was not more scope 
for using those reserves to enhance growth over the medium term. However, 
it was important to note that Venezuela's liquid reserves were only in the 
range of $2 billion to $3 billion. Both the authorities and the commer- 
cial banks had accepted the need for an oil producing country such as 
Venezuela to maintain a high level of reserves in order to guard against 
large fluctuations in oil prices. Neither the authorities nor the staff 
felt that there was much margin for using reserves over the medium term 
to increase the rate of growth. 

As to whether recent developments'in oil prices might ease the 
constraints on the balance of payments, the staff representative pointed 
out that the staff had taken note of the latest OPEC agreement. At a 
price of $18 a barrel, along with cutbacks in production, the net benefit 
to Venezuela would, be only about $0.5 billion. 

Although the commercial bank rescheduling would provide relief to 
Venezuela interms of amortization, the staff representative indicated, 
it would not alter the balance of payments projections used in the.medium- 
term scenario because those projections assumed that Venezuela would be 
able to maintain a constant level of public external debt--either by 
securing additional debt, relief or by obtaining new loans. Thus, the 
balance of payments constraints outlined in the staff report would not be 
significantly affected by recent oil price movements or the latest debt 
rescheduling. 

None of the modifications agreed under the debt rescheduling arrange- 
ment had referred to enhanced surveillance, and therefore that aspect of 
the arrangement remained intact, the staff representative added. 

Both the staff and the authorities viewed the Quantitative Economic 
Program as a useful means of ensuring the consistency of policies, the 
staff ,representative commented. The staff had been hampered in the 
preparation of its report, because no Quantitative Economic Program was 
available for 1987, and the policy discussions had consisted mainly of a 
review of the 1986 outturn compared with the program. The staff expected, 
during the next enhanced surveillance review mission, to be able to 
elaborate more fully the prospects for 1987 and beyond. Some convergence 
of the staff's and authorities' views had indeed occurred, and it also 
had to be recognized that the implementation of policies such as exchange 
rate unification and liberalization of the economy might take some time. 

The staff had estimated a fiscal deficit of about 6 percent of GDP 
before the implementation of the December .1986 measures, the staff 
representative pointed out. Afterwards, it had forecast that at least 
initially, that deficit would rise but the authorities believed that it 
would be less than the projected 8 percent. The difference in views 
stemmed mainly from a technical issue related to the effect of the deval- 
uation on the stock of external credits held by the petroleum company; 
the staff and the authorities needed to discuss that issue further. In 



EBM/87/35 - 312187 - 32 - 

terms of the margins of maneuver on the fiscal side, it was important to 
note that although the fiscal outturn in 1986 had been in the lower range 
of what had been recommended by the staff, the balance of payments outturn 
in many ways had been worse than envisaged. That outturn underlined the 
need for a cautious fiscal policy, particularly if conditions were to be 
laid for a recovery in private sector investment. When that happened, 
the large excess of private savings over investment would diminish. As a 
consequence, the fiscal deficit would need to be brought down sharply. 

Responding to the question whether there was an argument for new 
taxation measures, the staff representative recalled that for the past 
several years, current expenditures had been tightly restrained. At the 
same time, the tax ratio was extremely low in Venezuela--about 12 percent 
of GDP. In addition, both the staff and the authorities recognized that 
substantial public investment would be needed to foster the export diver- 
sification necessary for medium-term economic growth. Improvements in 
tax administration would certainly be helpful, and the staff had welcomed 
many of the features of the tax reform that had been introduced by the 
authorities, such as the reduction in tax brackets, the expansion of the 
taxable base for corporations, and increases in stamp and real estate 
taxes. Moreover, the staff, following up on recommendations of an earlier 
mission of the Fiscal Affairs Department, had been recommending that 
Venezuela shift over the medium term to a value-added tax system. Other 
types of measures recommended by the staff were improvements in public 
sector pricing; for example, gasoline prices in Venezuela were extremely 
low by world standards. The implementation of the recommended measures 
could provide significant revenue for the public sector. 

Under the enhanced surveillance procedure, along with quantitative 
programming, a marked improvement had occurred in the monitoring of the 
public sector, but much remained to be done, the staff representative 
remarked. Venezuela had a wide range of state enterprises that had a 
great deal of autonomy, and some of the reasons for slippage in the 
execution of public investment were to be found in the inability of some 
of those enterprises to move as rapidly as had been planned. At present, 
the World Bank was not involved in monitoring the public investment pro- 
gram. The World Bank had just begun to be reinvolved again in Venezuela, 
and the first steps had included some technical missions and an economic 
mission to the country. 

The question of open market operations by the Central Bank was cur- 
rently under discussion, the staff representative reported, but to the 
staff's knowledge, nothing had yet been decided. 

The.staff had recommended that interest rates be adjusted to posi- 
tive real levels, the staff representative noted. A technical study 
made by the Central Bank had recommended a significant increase in the 
interest rate structure, but the issue was still under discussion by the 
authorities. 
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The recommendations of the recent World Bank.economic mission were 
much along the lines of those in m/87/22, notably, rapid movement toward 
a unified flexible exchange rate, and efforts to liberalize and deregulate 
the economy, including tariff reforms in particular, the staff representa- 
tive indicated. The Bank had suggested a narrower range of tariffs but 
its wider application across the import spectrum. At present, tariffs 
ranged from zero to 100 perc,ent, but about fpur fifths of imports were 
exempt from tariffs. Thus, there was a great deal of scope to improve the 
tax base'and to reduce the dispersion of tarjffs., In addition, the World 
Bank report, like the Fund report, recommended moves to reduce the fiscal 
deficit over the medium term. 

The changes to the foreign investment code had been in the direction 
of removing some of the restrictions on foreign investment in certain key 
sectors in Venezuela that resulted from the Andean Investment Pact, 
foreign investment in certain key sectors in Venezuela, the staff repre- 
sentative mentioned. The criteria had been liberalized for permit 
registration, repa'triation of capital, and qualification as a Venezuelan 
national company. The staff hoped that liberalization of the, investment 
regulations would be extended further in the course of.time, because both 
the authorities and the staff, recognized the importance of such a step 
for encouraging private investment. 

The staff was not aware of a concrete plan for the privatization of 
state enterprises, the staff representative from the,Western.Hemisphere 
Department said. Although the authorities intended to sell many of the 
subsidiary enterprises of the Guayana Corporation of Venezuela, which was 
a big holding company, he was not aware that much had been done yet to 
implement that intention. 

Mrs. Filardo made the following statement: 

After implementing a successful stabilization program, 
Venezuela was badly shocked early in 1986 by an abrupt fall of 
43 percent in oil income. It was not possible to compensate for 
this drop because of the small base for diversification of the 
economy; nevertheless, nontraditional exports increased by 
11.6 percent during 1986. The reduction in export revenues and 
the commitment of the authorities to repay external debt were the 
main factors driving the external sector into a serious disequi- 
librium, since imports decreased in real terms. 

The overall public sector,recorded a deficit as a result of 
the reduction in oil revenues and the authorities' decision to 
implement the triennial plan, which envisages capital expenditure. 
With respect to current expenditure, the Government intensified 
its austerity measures, closing many state enterprises, such as 
CVF, the transportation institute,, and. CORPO-MERCADEO, which 
accounted for the larger, deficit of the public sector.' Current 
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expenditures have decreased 12 percent in real terms since 1984, 
and the nonfinancial public sector has shifted from a deficit 
exceeding Bs6 billion to a surplus exceeding Bs20 billion. 

Venezuela is one of the few debtor countries that, in the 
past three years, has reduced its external debt by more than 
$6 billion in absolute terms. My authorities are committed to 
continue honoring their external debt obligations despite the 
overwhelming economic difficulties faced by the country. 

The Venezuelan economy remains highly sensitive to develop- 
ments in the oil sector, which makes it difficult to implement any 
economic program on a medium-term basis. Because of the remaining 
uncertainties and great dependence on oil, the economy can be 
turned around in the direction of considerable diversification 
only in the medium term. Therefore, it is crucial for the author- 
ities to embark both on a comprehensive stabilization program and 
structural reform. To this end, they are making every possible 
effort to implement progressively those reforms. Nevertheless, _ 
when a country is trying to accomplish trade policy reforms, 
several features are fundamental for the success of those reforms: 
the external environment should be appropriate, the availability 
of foreign resources should be adequate, and the domestic insti- 
tutional framework should be responsive. Given an external 
environment in which protectionism is increasing, especially among 
industrial countries, it is all the more difficult to convince 
politicians and the private sector to implement fully a liberal- 
ization program. The level of exports depends not only on timely 
implementation of export promotion measures, but also-on market' 
penetration: In addition, institutional reforms are more diffi- 
cult to implement than policy reforms because the process of 
legislating and executing reforms takes much longer than one 
anticipates. If, in addition, the country is experiencing a 
stringency of foreign resources, the task of trade liberalization 
becomes nearly impossible. 

Some Directors inquired about the tariff structure suggested 
in the World Bank's policy report on Venezuela's trade, whether 
the authorities have agreed with its conclusions, and what steps 
are contemplated by the economic mission that visited the country 
in January 1987. As for the tariff structure, the report noted 
that on average, tariffs were 30 percent and that the final tariff 
collection amounted to 6 percent of import value. The real 
problem is the rationalization of foreign exchange that has taken 
place. In this respect, the authorities have announced measures 
to eliminate RECADI, the agency charged with allocating foreign 
exchange, and they will make foreign exchange resources available 
for a period of six months. The conclusions of the report are one 
of the main issues under discussion. The World Bank staff plans 
to complete the report of the previous economic mission when it 
resumes discussions with the authorities in May. Nevertheless, it 
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should be emphasized that structural reforms do take time to 
negotiate and implement, and that there may be a 'delay because 
Venezuela is entering an election year. 

As for Mr. Dallara's questions on the enhanced surveillance 
approach, and his concern about the viability of the Quantitative 
Economic Program, I would like to reiterate our previously stated 
position: "Enhanced surveillance was set up as a special policy 
within the broad concept of surveillance, and, accordingly, 
different from the Fund policy programs. This distinction is 
made clear, among other elements, in the sense that in the case 
of enhanced surveillance the Quantified Economic Program is an 
integral part of the debtor country's policymaking process, 
reflecting the autonomous nature of the country's objectives and 
policy intentions. In this regard, the role of the Fund is to 
collaborate with the country in providing technical assistance, in 
articulating the Quantified Economic Program, and in assessing it. 
But, unlike the case of a program in the upper credit tranche, the 
objectives and the economic policy package are not part of an 
agreement with the Fund." This does not mean that enhanced sur- 
veillance has not been positive. The staff advice and suggestions 
have been very useful to my authorities, and based upon that 
dialogue, they have taken several steps in the right direction. 

Regarding domestic interest rate policy, the interest rate 
paid on domestic deposits has not been positive in real terms 
every month because prices have been fluctuating greatly, mainly 
because of the behavior of the exchange market, which reflects in. 
part the spread between the controlled and free market exchange 
rates during the entire year, and the agreed salary increase. In 
view of the volatility of prices and the fact that the authorities 
consider the price adjustment as being temporary, they prefer to 
wait for the consumer price index and the wage price index to 
stabilize first and then to proceed with the adjustment of the 
interest rate. Nevertheless, I want to note that the Central Bank 
has prepared studies recommending an increase of 5 percent to 
7 percent on average, although this recommendation is still under 
consideration by the Central Bank Board. 

Some Directors inquired about the possibility that Venezuela 
would design a debt reconversion scheme. I am pleased to say that 
my authorities are taking all the necessary steps to implement 
such a scheme as soon as possible. 

Other Directors emphasized the danger of the subsidy to 
private sector debt. My authorities have been very cautious 
regarding this issue; even though they originally had adopted a 
preferential rate of Bs 4.30 per US dollar, after the oil shock 
they realized that they could not continue to guarantee this rate 
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Subsequently, they increased the bollvar value of the private sec- 
tor debt by more than 200 percent, shifting the effective exchange 
rate to approximately Bs 13 per U.S. dollar. 

Other questions from Directors have dealt with the'quantitative 
Economic Program for 1987 and the macroeconomic policies envisaged 
for its implementation. In my opening statement, I mentioned that 
my authorities were preparing this program, and had asked me in 
advance to outline their intentions related to the macroeconomic 
policies that they expect to discuss during the next mission. 

Mr. Dallara observed that in a sense, the enhanced surveillance 
arrangement in each country was unique, but there were nonetheless certain 
guidelines that had evolved and had received endorsement from the Executive 
Board. Thus his interpretation of the enhanced surveillance procedure 
differed from that just articulated. If he had understood correctly, 
Mrs. Filardo viewed the determination'of the Quantified Economic Program 
as the prerogative solely of the authorities. It was his recollection of 
the agreed procedure that enhanced surveillance involved collaborative 
efforts by the authorities and the staff not only on technical assistance, 
but also on policy formulation. 

Mrs. Filardo agreed that the collaboration between the authorities 
and the Fund staff had been very useful. However, enhanced surveillance 
did not involve a compromise or a fulfillment of performance criteria on 
the part of the authorities in relation to the staff; it was an exchange 
of views between the authorities and the staff on the consistency of the 
program, and in that sense enhanced surveillance was similar to technical 
assistance. 

The staff representative from the Exchange and Trade Relations 
Department noted that a full discussion of all the issues pertaining to 
enhanced surveillance was scheduled for March 18, 1987, when Directors 
would be considering a staff paper on the Implementation of Debt Strategy-- ' 
Current Issues (EBS/87/38, 2/20/87; and Sup. 1, 3/g/87). 

The Chairman made the following summing up: 

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

Directors observed that following the application of strong 
adjustment policies for several years, the Venezuelan authorities 
had adopted in late 1985 more expansionary financial policies to 
promote reactivation of the economy. They noted that in 1986, for 
the first time in several years, Venezuela had registered positive 
economic growth, and the rate of unemployment had declined. How- 
ever, speakers added, Venezuela's pursuit of expansionary financial 
policies at the same time that world oil prices were declining had 
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resulted in the emergence of large domestic and external imbalances: 
the rate of inflation had accelerated, the differential between 
the controlled and the free market exchange rate had widened, and 
international reserves had fallen sharply. Some Directors noted 
that Venezuela's reserve position still provided some flexibility 
to the authorities in facing the transition to a viable external 
position; however, official reserves might soon fall to dangerously 
low levels if they continued declining at the pace of 1986. 

Directors thus welcomed the significant adjustment of the 
controlled exchange rate in December 1986, which would improve the 
competitiveness of the Venezuelan economy, strengthen the balance 
of payments, and help to promote economic diversification. How- 
ever, they noted that the multiple exchange rates gave rise to 
distortions and required complex administrative controls. Most 
Directors, therefore, emphasized the need to move rapidly toward a 
unified exchange system. Such a system, based upon a flexible 
exchange rate, would facilitate the elimination of most import and 
exchange restrictions and the implementation of reforms to the 
tariff structure, they indicated. In that regard, the authorities' 
intention to implement the'recommendations of the trade policy 
study recently concluded with the collaboration of the World Bank 
was welcomed. 

Directors stressed that restoration of a viable balance of 
payments position as'a basis for sustainable economic growth also 
required the adoption of tighter demand-management policies. They 
noted that the thrust of the fiscal measures taken by the author- 
ities in late 1986 would tend to raise the overall fiscal deficit 
in 1987 to a level exceeding that of 1986. Speakers generally took 
the view that additional fiscal action, including both new revenue 
measures and restraint on expenditure, was urgently required in 
order to reduce the overall deficit from that recorded in 1986. 
A cautious monetary policy was also needed to curb inflation and 
reduce balance of payments pressures. Most Directors encouraged 
the authorities to raise interest rates to positive real levels in 
order to promote the growth of financial savings and discourage 
the export of capital. 

Several Directors observed that extensive price controls and 
other government regulations had held back private sector invest- 
ment and had contributed to the'underutilization of resources. In 
that regard, Directors urged the authorities to pursue structural 
policies to diversify the economic base, and to reduce further the 
scope of government controls and regulations so as to stimulate 
investment and growth. 

Directors noted the sizable repayments of foreign debt in 
recent years and welcomed the just-announced, successful conclu- 
sion of Venezuela's negotiations with creditor commercial banks to 
modify the terms of the 1986 multiyear rescheduling agreement. 
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Finally, in regard to the enhanced surveillance arrangement 
between Venezuela and the Fund, the hope was expressed that there 
would be a further convergence of views between the authorities 
and the staff on economic policies. It was also noted that when 
differences existed, Directors found it helpful to have a candid 
discussion of those issues in the staff reports. 

It is expected that the next 1987 Article IV consultation 
with Venezuela will be held in about six months. 

2. YEMEN ARAB REPUBLIC - 1986 ARTICLE IV CONSULTATION 

The Executive Directors considered the staff report for the 1986 
Article IV consultation with the Yemen Arab Republic (SM/87/28, 2/4/87). 
They also had before them a background paper on recent economic develop- 
ments in the Yemen Arab Republic (SM/87/42, 2/17/87). 

The staff representative from the Middle Eastern Department recalled 
that the staff report had indicated that the Yemen Arab Republic had 
requested a mission to negotiate a program under the structural adjust- 
ment facility. The authorities also wished to discuss the possible use 
of other Fund resources. The mission had been scheduled, and an advance 
team had already arrived in the Yemen Arab Republic. 

Mr. Finaish made the following statement: 

The Yemen Arab Republic achieved considerable progress during 
the 1979s in effecting a rapid transformation of the economy from 
traditional activities into a more modern and diversified economic 
structure. The development efforts were facilitated by substantial 
inflows of workers' remittances and external aid from the Arab oil 
exporting countries. A growth rate of nearly 9 percent in real 
GDP was achieved during the 1970s and GNP per capita nearly doubled. 

,By the early 198Os, however, the economy was adversely affected by 
the slowdown in economic activity in the Arab oil exporting coun- 
tries. The growth in workers' remittances and external aid slowed 
down, and subsequently declined significantly in absolute terms. 
Although economic growth remained strong through 1982, financial 
weaknesses began to emerge because of these adverse external 
developments. A major earthquake at the end'of 1982, and drought 
conditions in the next three years added new strains on the economy 
and economic growth dropped significantly. The authorities recog- 
nized the need for early adjustment and since 1983 have undertaken 
substantial policy actions to stabilize the financial environment 
and bring about a speedy recovery in economic activity. 

The policy response entailed measures to contain demand 
pressures while promoting domestic resource mobilization to compen- 
sate for the loss of external resources. A particularly courageous 
action was the introduction of a large degree of exchange rate 
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flexibility, which resulted in a depreciation of the Yemen rial 
from US$l = YRls. 4.50 in the fall of 1983 to US$l I= YRls. 12.25 
in November of 1986. The exchange rate action was supplemented 
11y fiscal retrenchment, a less expansionary monetary policy, and a 
\Tariety of adjustments of a structural nature, which have been 
di.scussed in the staff report. As a result of these measures, the 
fiscal deficit in relation to GDP declined by about one third 
between 1982 and 1985, and the balance of payments deficit was cut 
in half. 

The authorities maintained the adjustment momentum in 1986. 
The Council of Ministers issued several directives in July 1986 
to improve revenue performance and tighten control over government 
expenditures. On the revenue side, the measures undertaken 
included increases in customs tariffs, removal of some import tax 
exemptions, raising user charges of public services, and other 
measures to improve collection of taxes. Revenues have also 
henefited from adjusting the exchange rate used for customs valua- 
tion and the proceeds from the newly constructed oil refinery. 
Consequently, domestic revenues as a percent of GDP did not 
decline in 1986, despite the adverse impact on customs duties of a 
sharp decline in imports and a shift in their composition away 
from higher- to lower-taxed commodities. On the expenditure side, 
a selective freeze on government employment has been implemented. 
The policy of wage restraint adopted in 1983 has continued and 
projects that had not started have been postponed. Public enter- 
prises have also neem required to service thier own loans instead 
of burdening the budget. As a result, budget expenditures declined 
by 9 percent of GDP in 1986. The authorities have initiated 
further fiscal measures, particularly to enhance revenues, in the 
light of the recommendations made by the staff and those of a 
recent Fund technical assistance mission. For example, the author- 
ities implemented in December 1986 a further adjustment in the 
exchange rate used for customs valuation. Furthermore, to enhace 
budgetary discipline and accountability, a gradual integration of 
extrabudgetary expenditures into the budget was intitiated in 1987. 

Although the financing requirements of the budget deficit 
have been declining, they have continued to exert upward pressures ' 
on domestic liquidity. Other factors contributing to these pres- 
sures include improvement in the balance of payments and some 
credit expansion to the private sector. Apart from continuing to 
reduce the budget deficit and its bank financing, the authorities 
undertook other measures in 1986 to reduce liquidity expansion and 
tighten monetary control. These measures included raising inter- 
est rates paid to banks on their excess deposits with the Central 
Rank, increasing margins on letters .of credit so that banks main- 
tain higher deposits in earmarked accounts, and limiting credit 
extended by the Central Bank to public enterprises, which have 
also been required to shift their deposits to the Central Bank. 
'Che authorities are in broad agreement with the staff on the need 
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for further action to control liquidity expansion and promote 
domestic resource mobilization. They agree that there may be some 
scope for raising interest rates but social resistance to the 
interest rate mechanism has been an important constraining factor. 
Instead, they are considering using quantitative measures to con- 
trol banks' lending to the private sector. In order to reduce the 
bank financing of the budget.deficit they are also considering the 
issuance of investment bonds that comply with Islamic principles 
to gain wider public acceptance, and have requested Fund technical 
assistance in this connection. Although the expansion in domestic 
liquidity has contributed to inflationary pressures, the deprecia- 
tion of the exchange rate has been a more important factor in 
raising the rate of inflation because of the heavy reliance of the 
economy on imports. 

Balance of payments estimates for 1986 point to a significant 
strengthening in the external sector in response to policy measures 
and certain nonrecurring factors such as the receipt of delayed 
grants from 1985. The current account deficit is estimated to have 
been reduced to 2 percent of GDP, while the balance of payments is 
expected to register a surplus for the first time in several years. 
Imports are estimated to have declined further by one third, to a 
level equivalent to only 37 percent of their peak level in 1982. 
This rate' of compression of imports clearly cannot be sustained 
without jeopardizing growth prospects. It is, therefore, crucial 
that the adjustment efforts of the Yemen Arab Republic be supported 
by adequate external assistance in the period ahead. The country's 
external debt profile reflects the authorities' prudent approach, 
emphasizing borrowing on concessional terms. The principal pay- 
ments owed to the main bilateral creditor of the Yemen Arab 
Republic have also been rescheduled recently. Accordingly, the 
debt service ratio has been kept at the relatively comfortable 
level of 12 percent in 1986. 

P 

While economic activity has been dampened by fiscal retrench- 
ment and reduced availability of imports, a more sustainable 
economic structure had emerged. The substantial depreciation of 
the exchange rate in real terms has improved external competitive- 
ness and helped stimulate growth, particularly in agriculture and 
import-substituting industries. Although the start of oil exports 
in early 1988 should further improve the growth prospects, the 
authorities remain committed to sustain economic adjustment over 
the medium term, since oil export revenues are not expected to off- 
set fully the decline in workers' remittances and external aid. 
In the absence of adjustment measures, the medium-term scenarios 
prepared by the staff indicate the re-emergence and widening of 
external imbalances after 1988. In order to avoid heavy reliance 
in the future on oil revenues, the authorities are aware that 
measures are needed to further diversify the economic structure 
and promote growth. 
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The Yemen Arab Republic has a liberal economic system and fol- 
lows traditionally market-oriented policies with respect to both 
domestic economic activity and international trade. The exchange 
and trade regimes remained free of restrictions on current and 
capital transactions through 1983. However, as mentioned above, 
faced with substantial deterioration in the external environment, 
the authorities found it necessary to place certain restrictions 
on the trade and payments system. The authorities emphasize the 
temporary nature of these measures and reaffirm their intention to 
remove the restrictions gradually over the next three years. The 
start of oil exports in 1988 should also ease the external con- 
straints and facilitate the unification of the exchange rates and 
the removal of restrictions. The authorities have pursued a 
flexible exchange rate policy, with the commercial bank rate depre- 
ciating by over 50 percent in 1986, while the official exchange 
rate continues to be adjusted to limit its divergence from the 
commercial bank rate. Furthermore, the coverage of the official 
rate which is already limited, will be narrowed further. The 
authorities also intend to liberalize somewhat the payments pro- 
cedures governing import financing in 1987. 

The authorities have formulated a package of adjustment 
measures, on the basis of which they have requested Fund support 
under the structural adjustment facility. The authorities' program 
will be discussed with a Fund mission which is scheduled to visit 
Sana'a shortly in connection with the possible use of Fund resources' 

Mr. Al-Assaf made the following statement: 

Since the end of 1983, the Yemen Arab Republic authorities 
have undertaken major stabilization policies aimed at reducing the 
imbalances in the economy. To a large extent these policies were 
successful. The fiscal deficit was reduced from 32 percent of 
GDP in 1982 to 12 percent in 1986. The overall balance of payments 
deficit was turned around to reach an estimated surplus at the end 
of 1986. More generally, a stronger economic structure is emerging. 
I commend the authorities for these achievements. 

Although much has been achieved on the fiscal front, there is 
still room for improvement. The past fiscal adjustment has been 
largely the result of expenditure cuts, in particular in capital 
outlays, and freezes in wages and salaries. The scope for further 
significant improvements in expenditure appears to be limited. 
Thus, revenue measures along the lines proposed by the staff are 
the best candidates for making such improvements. I am encouraged 
that the authorities are thinking along these lines as well, as 
evidenced by the directive from the Council of Ministers issued in 
July 1986. I am also encouraged by the authorities' efforts to 
incorporate extrabudgetary expenditures into the main budget. Such 
action will result in more budgetary discipline and credibility. 
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With respect to monetary policy, the expansion of liquidity 
by 20 percent in the 12-month period ending in September 1986 
resulted in the intensification of inflationary pressures and was 
inconsistent with the pace of economic activity. If this trend 
continues, it could undermine achievements on other fronts, and 
it is, therefore important to strengthen monetary controls. 

As for developments in the external sector, the two major 
sources of foreign exchange--workers' remittances and foreign 
aid--have declined substantially in recent years, with 1986 trans- 
fers being 'about half their 1982 levels. The Government has made 
commendable efforts to minimize the impact of this decline through 
exchange rate adjustments, supported by more cautious financial 
policies. However, in view of the prospect that this decline will 
continue in 1987, I urge the authorities to persist with their 
adjustment efforts while seeking ways to reduce the economy's 
dependence on traditional foreign exchange earnings. 

The staff points out correctly that the restrictions on 
imports not only lead to misallocation of resources and create' 
administrative burdens, but they could also divert imports to 
unofficial channels, resulting, inter alla, in a reduction in 
customs receipts. However, I am encouraged by the authorities' 
emphatic reassurances that these measures are of a temporary 
nature. 

Looking ahead to the medium term, the projected decline in 
foreign aid and workers' remittances makes it essential for the 
authorities to recognize the need to implement structural changes. 
Given the likely scope of the required structural changes, the 
Fund can play an important role in support of the authorities' 
efforts. The authorities have already formulated a package of 
adjustment measures that would form the basis for Fund support 
under the structural adjustment facility and other arrangements. 
I believe that such arrangements, complemented perhaps by World 
Bank programs, would be quite appropriate. These programs would 
also help to catalyze additional resources. Finally, such Fund 
involvement would enhance the Fund's image, since none of the 
countries in that region currently has a Fund-supported program. 

In conclusion, I am encouraged by the authorities' recognition 
of the difficulties that lie ahead, and by their determination to 
put their economy on a sustainable path of economic growth and 
stability. I support the proposed decision. 

Mr. Salehkhou made the following statement: 

The authorities have commendably pursued prudent policies 
during a difficult period of adjustment. Despite the problems 
facing the economy at present, the staff report conveys an overall 
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sense of optimism on the medium-term prospects. The fiscal 
retrench that has already taken place, the emergence of a stronger 
economic structure in favor of agriculture and industry, and the 
prospects for oil revenues, together with the prudent policies 
that the authorities intend to implement in the medium term, have 
all placed the economy in a relatively good position to foster 
increased participation by the private sector. 

The staff's major short-term concerns, which are also high- 
lighted by Mr. Finaish, and the medium-term prospects include: 
the need for unification of the exchange rates; the vulnerability 
of the external position and the fear of intensified balance of 
payments pressures toward the end of the decade; and the existence 
of high domestic liquidity, which may exert upward pressures on 
prices. The overall recommendations of the report include measures 
to unify the exchange rates and to enhance government revenues; a 
substantial increase in the rate of interest is also recommended. 

The staff expresses satisfaction with the authorities'. inten- 
tions to undertake measures, albeit gradual ones, to unify the' 
exchange rates. As for fiscal measures, it is noted that a Fiscal 
Affairs Department mission will soon report on ways and means to 
enhance government revenues. There is an implicit recognition in 
the staff report of the tensions that the attempts to increase 
rates of interest tend to create in an Islamic society. It appears 
that the authorities have expressed their concerns regarding the 
implementation of this recommendation, but the report seems to 
indicate that as a way of circumventing this conflict, the Fund is 
about to recommend means by which the Government of the Yemen Arab 
Republic can borrow from the public by the introduction of "invest- 
ment banks" that would "comply with Islamic principles." : 

I find it rather odd that instead of making attempts to under- 
stand the particular cultural or religious constraints of individ- 
ual economies and making policy recommendations commensurate with 
those values, attempts are made first to persuade the authorities 
to undertake measures that are contrary to the values of the 
society--in this situation, to raise interest rates--and if this is 
not successful, there is then a resort to subterfuge. The result 
is a paradoxical policy recommendation that runs counter to the 
Fund's much-heralded and implicit but fundamental commitment to 
promote the strengthening of the private sector. I wonder whether 
the staff is aware of this contradiction. 

It is difficult for me to understand why the staff insists on 
ignoring the substantive issues involved when it makes recommenda- 
tions that are contrary to the fundamental values of the people of 
countries such as the Yemem Arab Republic. I was heartened by the 
remarks of the Managing Director at the Joint Fund-Bank Symposium 
on Growth-Oriented Adjustment Programs (February 25-27, 1987), 
remarks that called for popular support for adjustment policies. 
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Often, adjustment measures would have more popular support and 
accomplish theirobjectives if greater sensitivity could be shown 
to the basic values of a people, as expressed through their 
authorities. I submit that the Yemen Arab Republic is a case in 
point and can potentially serve as a major test of the veracity 
and efficacy of the Managing Director's recommendation. 

The,staff has correctly argued, that a need exists for a 
positive real rate of return on all assets in the Yemen Arab 
Republic. The question is whether the staff is interested in the 
results or insists on particular means of achieving them. 

Within the past two years, a number of technical papers have 
appeared in this institution that leave little doubt regarding the 
viability of Islamic banking, not only in promoting a positive 
real rate of return that reflects the scarcity of resources in the 
real sector of the economy, but also to a great,extent in enhancing 
the private sector. Moreover, one senses from the staff report 
that the authorities are amenable to the Fund's technical advice 
on how to institute 'and implement Islamic banking. Therefore, I 
cannot understand the lack of enthusiasm displayed in the staff 
report on the implementation of this measure, which could address 
a major concern about the prospects of the Yemen Arab 
Republic economy. 

The staff has also expressed concerns about the ways and 
means of enhancing government revenues in the Yemen Arab Republic. 
Here again, the religious and cultural values of the Yemen Arab 
Republic provide the most efficient means of enhancing revenues, 
through the net wealth tax measure called zakat. The staff report 
mentions that government revenues had benefited further by an 
increase in zakat collection. However, I venture to guess that 
the extent of the potential contribution of zakat to 'government 
revenues has not been explored or estimated at all. This extremely 
important measure has the potential not only to alleviate fiscal 
deficits but to provide the needed revenue for the Government to 
stimulate the economy. 

I look forward to reading the Fiscal Affairs Department 
mission report on methods to e'nhance government revenues in the 
Yemen Arab Republic. I will be pleasantly surprised if zakat 
receives much attention in that report; if not, it will be a sad 
state of affairs, since the Fiscal Affairs Department of the Fund 
is fortunate to have on its staff one of the world's foremost 
authorities on various aspects of Islamic economies, including 
net wealth taxation. 

Mr. Fox stated that he welcomed the news that the authorities had 
requested use of other Fund resources as well as a structural adjustment 
arrangement; perhaps the staff could elaborate on that point. Certainly 
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on reading the staff report his chair had formed the view that the com- 
bination of a stand-by and a strutural adjustment arrangement would lead 
to a more productive adjustment path. Certain features were necessary 
for a program under the structural adjustment facility, whether or not it 
is accompanied by a stand-by arrangement, Mr. Fox added. Perhaps most 
important would be measures designed to strengthen the current limited 
degree of budgetary control. Fund expertise in that area had already 
been called upon, and he hoped that the authorities would be able to 
respond positively to the recommendations of the recent Fiscal Affairs 
Department mission. Domestic liquidity also needed to be brought under 
better control. It would have been interesting to have more discussion 
of the recommendations made by the Central Banking Department mission, 
which visited the Yemen Arab Republic in July 1986. The authorities had 
requested a Fund technical assistance mission familiar with Islamic laws, 
and the recommendations of that mission would also be interesting. Finally, 
he placed considerable emphasis on the urgent need for unification of the 
exchange rate regime and the removal of trade and payments restrictions. 
He had not been convinced by the argument that a program of unification 
required as long as three years to implement. * 

Mrs. Walker made the following statement: 

The Yemen Arab Republic has faced growing financial imbal- 
ances during the past several years, yet it appears that progress 
has been made during 1986 to ease these imbalances, at least 
temporarily. While stabilization efforts pursued by the author- 
ities--particularly in the fiscal, monetary, and exchange rate 
areas--have contributed to the amelioration of the economy, the 
large improvement in the balance of payments position was 
attributable largely to exceptional circumstances. This means 
that the balance of payments position did not necessarily reflect 
a reversal of underlying imbalances. 

The prospects for the economy in 1987 and 1988 appear favor- 
able in certain respects, most notably because of the projected 
start-up of oil exports that should generate substantial revenue 
for the Government. However, oil receipts are not expected to off- 
set fully the continued decline in private remittances and foreign 
aid projected for the future. Furthermore, growing oil export 
receipts are not a long-term proposition. Therefore, I would 
agree with the staff that the medium-term balance of payments 
outlook remains vulnerable unless additional measures are taken to 
diversify the economy's dependence on foreign exchange earnings 
from remittances and foreign aid, while avoiding dependence on oil 
export receipts. Among the measures needed are a continued reduc- 
tion in the'fiscal deficit, maintenance of a restrictive monetary 
policy, and pursuit of a flexible exchange rate policy, combined 
with the removal of payments and import restrictions. 
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Projections for the 1987 budget do not show an improvement, 
in percentage of GDP, over the 1986 budget. In this light, it 
appears that additional measures are needed to deal with the 
fiscal imbalance. The improvements in the fiscal position result- 
ing from oil export receipts may be deceptive. In order to reduce 
the fiscal deficit, there may be less room for further expenditure 
cuts than for revenue-enhancing measures. 

Therefore, I urge the authorities to implement the measures 
recommended by the staff in the light of the technical assistance 
report of the Fiscal Affairs Department. The staff also makes 
positive suggestions regarding expenditure savings through selec- 
tive wage adjustments and selective capital expenditure, and those 
suggestions should be, pursued. The reclassification of extra- 
budgetary expenditures should also help in this regard. Further- 
more, as the World Bank has recommended, it is important for the 
investment plan to enhance capacity utilization in the productive 
sectors a-nd to conserve natural resources. We also support the 
Government's plans to strengthen further the performance of the 
small public sector. 

While monetary policies have been restrictive and measures 
were taken in 1986 to reduce central bank liquidity and to increase 
monetary control, the current rate of liquidity expansion is-not 
consistent wjth other trends in the economy, and inflationary 
pressures remain high. In order to address the problems in the 
monetary sector, additional measures need to be taken along the 
lines of those suggested by the staff in SM/87/28. The,authori- 
ties are in general agreement with these measures, but are reluc- 
tant to raise further the interest rate structure. I would be 
interested in staff comments on the authorities' plan to use 
quantitative measures in place of changing the interest rates. 
The issuance of investment bonds will also be useful. 

With regard to the external sector, we agree with the author- 
ities' plan to discourage inefficient industries and to channel 
resources to areas in which the country has a comparative advantage, 
and away from oil. We also agree with the World Bank's recommenda- 
tions regarding the conservation of scarce water resources. 

The recent depreciation of the official exchange rate is 
welcome, although we support the staff recommendation that the 
exchange rate be unified as soon as possible, particularly since 
the official rate applies to so few transactions. A flexible 
exchange rate policy will be an essential ingredient to achieving 
the objective of expanding and diversifying the productive base of 
the economy. The existing trade and payments restrictions should 
also be eliminated because they lead to a misallocation of 
resources and hinder the achievement of increased production. We 
agree with the staff that the authorities should take advantage 
of the oil export receipts to remove these restrictions. We hope 
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that the timetable agreed by the staff and authorities will result 
in an immediate reduction in these restrictions, and in their 
elimination as soon as practical. 

In conclusion, it appears that in spite of the. favorable 
outcome in 1986, the authorities realize that the future is less 
certain and thus are willing to adopt additional adjustment 
measures designed to bring about a better medium-term economic 
outlook. We caution them against relying too heavily on expected 
oil receipts, which will be temporary, and we urge them to take 
advantage of the improved situation and adjust the underlying 
economy through many of the measures suggested by the staff. 

The staff representative from the.Middle Eastern Department said that 
the staff had discussed with the authorities the possible use of other 
Fund resources in addition to those of the structural adjustment facility. 
Because the Yemen Arab Republic's comprehensive package of adjustment 
measures included a large number of demand management measures--which 
would be implemented for the most part in 1987--a stand-by arrangement 
was feasible. The comprehensive policy package also included structural 
adjustment measures aimed at reducing the dependence of the country on 
future oil resources. 

Another possibility was for the authorities to request a drawing 
under the compensatory financing facility, the staff representative added. 
Remittances had declined rapidly in the past; they were continuing to 
decline, but at a slower rate, and were expected to stabilize in 1988-89. 
In those circumstances, the initial staff calculations indicated that a 
drawing under the compensatory financing facility was possible, without 
taking into account future oil earnings. 

With respect to the issue of exchange rate unification raised by 
Mr. Fox, the staff representative remarked that the authorities felt that 
the external acccount had been under great pressure in 1985 and 1986. 
As a result, they had depreciated the exchange rate quite rapidly, which 
in turn, had led to a surge in the rate of inflation--to perhaps as much 
as 40 percent in 1986. Consequently, the authorities were reluctant to 
initiate any further action that would increase pressures on the external 
account or would raise the rate of inflation in 1987. Because the author- 
ities considered 1987 their most difficult year, they were hoping to take 
some steps toward unification of the exchange rates in 1987, but they 
planned to wait until 1988--when oil revenues were expected to relieve 
most of the pressure on the external account-- to complete the unification 
process. The same factors held true for the temporary restrictions on 
trade. The authorities had already moved to liberalize the payments for 
trade by allowing some importers to use their foreign exchange holdings. 
However, with the easing of pressures in 1988, the authorities expected 
to liberalize the system substantially. 
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Recalling Mr. Salehkhou's remarks on the use of the interest rate, 
the staff representative noted that the Yemen Arab Republic traditionally 
had used the interest rate as a policy instrument. For example, the 
Central Bank provided interest to the commercial banks for their excess 
reserves, and increased the int.erest rate whenever it was'necessary to 
mop up some of those reserves. That policy had been quite successful. 
By the same token, the cultural'and religious considerations in the 
country were' important, and the staff had been quite sensitive to those 
issues. What the staff had implied in SM/87/28 was that the authorities 
were not averse to a small increase in interest rates, but they were 
resistant to a substantial rise, preferring to fall back on quantitative 
targets for credit until instruments that were consistent with Islamic 
principles could be developed and used to increase.yields on financial 
assets denominated in domestic currency. 

The staff had approached-the question of interest'rates with an open 
mind, the staff representative continued. The Central Banking Department 
mission that had recently gone to the Yemen Arab Republic had pointed to 
two possibilities: the commqrcial banks could open branches in which 
people could place deposits on a profit- or loss-sharing basis, and a 
bank based on Islamic principles could be created. The Governor of the 
Central Bank'had taken up those possibilities with the staff during the 
Article IV consultation; the Fund staff was hoping soon to advise the 
Yemen Arab Republic on the modalities for selling public investment bonds 
in conformance with Islamic principles, and to help the authorities 
explore the possibility of establishing an Islamic bank. Efforts were 
currently under way to recruit a consultant from Egypt'who was an author- 
ity on Islamic. banking. 

Finally, one way to reduce the gap between yields on foreign instru- 
ments, real estate, or inventories of goods, and yields on domestic finan- 
cial assets was to reduce the rate of inflation and to improve the real 
interest rate, the staff representative from the Middle Eastern Department 
commented. The staff was hoping that those goals could be achieved by 
means of demand-management policies and tighter credit policies. 

Mr. Finaish recalled that after a favorable period in the 197Os, the 
Yemen Arab Republic had been faced with some problems in the early 1980s 
that were related to changes in the region, which had led in turn to a 
substantial decline in remittances and foreign aid. Exogenous factors 
such as the earthquake of 1982 and years of severe drought had also con- 
tributed to the authorities' difficulties. The authorities had responded 
courageously to the challenges facing them, and had taken particularly 
effective steps to improve the exchange rate and budgetary situations. 
However,‘ the adjustment efforts would have to continue in the medium term, 
because although the discovery of oil in 1984 was expected to result in 
exports in 1988, those oil revenues would not.be sufficient to compensate 
for the decline in remittances and foreign aid. 
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The Yemen Arab Republic, with its wise economic management and 
exemplary adjustment record over the years, was a good candidate for 
possible use of Fund resources, Mr. Finaish observed. The country had a 
long-standing record of close contact with the Fund--notably through the 
technikal assistance of the Central Banking Department and the Fiscal 
Affairs Department-- and had been following Fund advice without using Fund 
resources. The Yemen Arab Republic had a low debt service ratio--about 
12 percent-- and had used Fund resources only once, after the earthquake 
of 1982, when emergency assistance of SDR 9.8 million had been authorized 
by the Executive Board. The Board had doubled the amount of emergency 
assistance recommended by the staff, in the light of the magnitude of the 
damage to the country and given that the country's quota was extremely 
low relative to the size of the economy; in fact, the ratio of its actual 
to calculated quota was the fourth lowest of the Fund members. 

The Board might wish to advise the staff to be flexible in the 
negotiations for a program by striking a balance between the financing 
constraint entailed by the country's limited quota and the recommended 
measures to be taken, Mr. Finaish mentioned. The Yemen Arab Republic 
was looking forward to the availability of additional resources under the 
structural adjustment facility to enable it to embark. on a medium-term 
program that included demand-management policies and structural adjustment 
measures. Furthermore, as Mr. Al-Assaf had noted, it would be'useful to 
diversify the list of users of Fund resources, particularly since that 
region did not have many such users. !-Ie was not asking for any special 
treatment for the Yemen Arab Republic, but it was important for the Fund 
to make use of the opportunity to show its members, particularly in that 
region, that when they needed help, it could 'be provided. The contribu- 
tions from the World Bank had been extremely limited in the past, but 
since the World Bank was taking-part in the current negotiations, it 
should be able to help the Yemen Arab Republic as well. 

It was true that the use of interest rates met with social resis- 
tance in the Yemen Arab Republic, Mr. Finaish indicated. Nevertheless, 
the authorities had raised interest rates in the past. What was important 
was to establish an appropriate mechanism to ensure an adequate real rate 
of return on assets for mobilizing domestic resources. Toward that end, 
the authorities had shown a willingness to adopt a variety of measures, 
including measures to help lower the rate of inflation. As the staff had 
noted, moreover, the authorities had proposed the issuance of investment 
bonds that complied with Islamic principles, and they had requested Fund 
technical assistance for that purpose. 

The authorities intended' to bring about 30 percent of the extrabud- 
getary expenditures under the budget in 1987, and to bring the remainder 
under the budget over the next two or three years, Mr. Finaish noted. 
The inclusion of extrabudgetary expenditures in the budget was a diffi- 
cult task in many countries, including the Yemen Arab Republic, which had 
become independent only in the 1970s. Perhaps the staff could elaborate 
more fully on the authorities' plans. 
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The staff representative from the Middle Eastern Department commented 
that the extrabudgetary expenditures had been problematic for a long time 
because the authorities had excluded several items such as defense secur- 
ity, foreign debt repayments, and interest on foreign debt. The Fund had 
long advocated that those expenditures be integrated within the budget to 
increase fiscal discipline and accountability. The authorities had taken 
some steps to integrate some of the extrabudgetary categories within the 
1987 budget, but they considered that three years would be required to 
achieve a full integration. Given the political and other considerations, 
the authorities wanted to move slowly on that task. 

Mr. Salehkhou, welcoming the explanation on interest rates by the 
staff representative as well as the remarks of Mr. Finaish, said that his 
concerns had been al,leviated in part. It was appropriate for the Fund to 
provide the authorities with the requested assistance in implementing the 
Islamic banking and taxation measures, rather than to insist that the 
authorities raise interest rates. Fund studies had shown that in the few 
countries where the Islamic system had been put in place, the rate of 
return had always been positive. 

The Chairman made the following summing up: 

Executive Directors expressed broad agreement with the thrust 
of the appraisal of the staff report for the 1986 Article IV 
consultation with the Yemen Arab Republic. 

Directors observed that since 1983 the authorities had made a 
commendable effort to correct.internal and external imbalances by 
strengthening government finances and by pursuing a flexible 
exchange rate policy. They considered that,the stabilization 
measures,. which included a sharp depreciation of the Yemen rial, 
had been broadly successful in lowering considerably the fiscal 
deficit in relation to GDP, reducing the pressures on the balance 
of payments, and strengthening the economic base. Nevertheless, 
Directors added, the rate of monetary expansion remained.high, 
the inflationary pressures had intensified, and the underlying 
pressures on the balance of payments and the exchange rate had 
persisted. 

Directors stressed that those trends ind,icated the need for a 
prompt implementation of a comprehensive adjustment package with 
the aim of further reducing the fiscal deficit and of laying the 
ground for the expansion of the non-oil sector to promote a diver- 
sified productive base and enhance the role of the private sector. 
They noted that stronger demand management should be achieved by 
mobilizing domestic resources and containing government spending, 
strengthening budgetary controls and discipline, and tightening 
monetary and credit policies. In addition, they said, greater 
exchange rate flexibility that would permit a restoration of a 
unified exchange rate would alleviate balance of payments pressures 
while improving the competitiveness of the traded goods sector. 
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Directors expressed the hope that the authorities would soon be in 
a position to submit a broad-based adjustment program that the 
Fund could support with the use of its resources. 

Finally, Directors noted the commitment of the authorities to 
a free.and liberal economic and exchange system. In that respect, 
they encouraged the authorities to seize the opportunity to unify 
the exchange rates and liberalize import and payments procedures 
as soon as circumstances permitted. 

It 'is expected that the next Article IV consultation with the 
Yemen Arab Republic will be held on the standard 12-month cycle. 

The Executive Directors then took the following decision: 

1. The Fund takes this decision relating to the Yemen Arab 
Republic's exchange measures subject to Article VIII, Sections 2 
and 3, and in concluding the 1986 Article XIV consultation'with 
the Yemen Arab Republic, in the light of the 1986 Article IV 
consultation with the Yemen Arab Republic conducted under Decision 
No. 5392-(77/63), adopted April 29, 1977 (Surveillance over 
Exchange Rate Policies). 

2. The payment procedures related to imports, as described 
in SM/87/28, constitute an exchange restriction subject to approval 
by the Fund under Article VIII, Section 2(a). A differential in 
excess of 2 percent between the official exchange rate and the 
commercial bank rate. evidences a multiple currency practice subject 
to approval by the Fund under Article VIII, Section 3. The Fund 
notes the intention of the authorities of the Yemen Arab Republic 
to eliminate this exchange restriction and unify the multiple 
exchange rates as soon as possible and grants approval for the 
retention of these practices until February 29, 1988 or the comple- 
tion of the next Article IV consultation, whichever is earlier. 

Decision No. 8539-(87/35), adopted 
March 2, 1987 

3. SOMALIA - OVERDUE FINANCIAL OBLIGATIONS - REPORT AND COMPLAINT UNDER 
RULE K-l AND NOTICE OF FAILURE TO SETTLE TRUST FUND OBLIGATIONS 

The Executive Directors gave substantive consideration to the 
Managing Director's report and complaint under Rule K-l with respect to 
Somalia's overdue financial obligations to the General Resources Account, 
and the notice of Somalia's failure to settle obligations to the Trust 
Fund (EBS/87/43, 2/25/87; and Sup. 1, 312187). 
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Mr. Finaish'made the following statement: 

I would like to emphasize Somalia's commitment to honor its 
financial obligations to the Fund and indeed to all its creditors, 
and to assure the Board that the authorities attach the highest 
priority to the settlement of the arrears to the Fund. Against 
the background of the financial constraints facing.Somalia, the 
authorities' partial payment of SDR 2.6 million In-December 1986 
should be indicative of their eagerness to. become current with the 
Fund, thus enabling the Fund to resume fully its constructive role 
in support of Somalia's adjustment efforts. 

Somalia's financial situation has been quite fragile over the 
past two or three years, leaving the authorities with little room 
for maneuver; This in turn made it critical that external 
financing be available in a timely manner to enable a smooth 
implementation of adjustment policies and to avoid debt-servicing 
difficulties. Unfortunately, delays in aid disbursement have been 
experienced over the past two years, which has resulted in cash 
flow problems and.difficulties in servicing financial obligations-- 
including those to the Fund--on time. As we all know, once an 
interruption of this kind takes place, it becomes quite difficult 
to repair the situation, because policy slippages occur and other 
sources of finance become less available. Nevertheless, Somalia 
has made great efforts to rectify such situations in the past and 
indeed succeeded in becoming current with the .Fund before the 
arrears reached the: stage of a Board discussion. On other occa- 
sions,.such as the present one, it proved impossible for Somalia 
to become current with the Fund.- 

This -dilemma is clearly‘not unique to Somalia, and as I have 
stated on previous occasions, it is my view that efforts should be 
made to improve the coordination of external assistance flows so 
that adjustment programs, and the ability to meet financial 
obligations on time --conditions based on certain financing assump- 
tions-- are not jeopardized by cash flow problems such as those 
experienced by Somalia. This is particularly true when export 
proceeds have a seasonal pattern, as is the case in Somalia, and 
when the country is in the process of genuine structural change 
and is showing willingness and determination to do its part to 
remain current in its obligations to the Fund. 

The authorities recognize that policy slippages have 'occurred 
recently, although as EBS/87/20 indicates, many of these slippages 
were associated with unforeseen developments, including, in addi- 
tion to aid disbursement delays, substantial import shortfalls and 
higher than programmed interest payments on external debt. In the 
next few days, the authorities will be discussing with the staff 
mission the elements of an economic program that will help Somalia 
settle its obligations and thus enable the Fund to resume fully 
its supportive role. Of course, adequate external support will 
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continue to be crucial for.the success of the authorities' efforts. 
As pointed out in the staff paper, the medium-term outlook 
indicates a need for continued large donor support, including debt 
reschedulings. 

The recent delays in the discussions between the staff and 
the authorities, which were associated with the political process 
in Somalia--including elections and the appointment of a new 
cabinet--were unfortunate but also unavoidable. The authorities 
are hopeful that the forthcoming discussions with the staff and 
the Consultative Group meeting scheduled for mid-March will make 
possible a full settlement of the arrears in the near future. 

I would iike to read portions of a telex that I received 
yesterday from,the Governor of the Fund for Somalia: 

Please assure the Board that the timely discharge of 
our obligations to the Fund, to which we have given our 
highest priority, is a matter of our own deepest concern. 
This has been demonstrated among other things by our extra- 
ordinary efforts last year, during which we have repaid a 
substantial sum to the Fund on a net basis, at a consider- 
able cost in terms of our other foreign exchange needs. In 
the same spirit we have made recently a partial payment, so 
that Somalia is almost current with all its obligations to 
the Fund as of end-1986. As the Fund staff knows, these 
are months of extreme foreign exchange scarcity in Somalia, 
both overall and in the official sector. The overall 
scarcity is. caused by the seasonally low export receipts 
and private remittances. With respect to the scarcity in 
the official sector, it is important to recall that we, in 
concert with the donors and with the Fund, and to assist 
private economic activity, have been selling to private 
importers in open auctions substantial sums that would 
otherwise have accrued in part to the Central Bank and thus 
would be available for debt service. Therefore, it is 
impossible for us at this time to settle the outstanding 
arrears to the Fund. 

I am, however, hopeful that aided by the successful 
completion in substance of new arrangements with the Fund, 
we shall be able in the near future to find a solution to 
this problem as we were able to do last April when the 
problem was of a much larger magnitude. 

Mr. Archibong made the following statement: 

Intermittently since January 1985 Somalia has accumulated, 
and subsequently cleared, arrears with the Fund. The most recent 
occurrence was in August 1986, when the Executive Board considered 
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the Managing Director's complaint concerning, Somalia's accumulated 
arrears amounting to SDR 12.7 million. However,' by September 15, 
1986, the country became current in.its obligations to the Fund. 
Shortly thereafter, Somalia slipped back into arrears, and remains 
in that situation despite payments made in December 1986 totaling 
SDR 2.6 million. The authorities deserve to be commended for those 
payments-- they demonstrate Somalia's commitment to stay current 
with the Fund in spite of the difficult situation the country is 
facing. In cases such as that of Somalia, it would have been 
pertinent and useful if the staff had explained in some detail the 
underlying problems that have brought about a persistent recurrence 
of these arrears. 

The staff paper referred to the continued balance of payments 
pressure caused in part by slippages in policy implementation and 
delays in the disbursement of donor assistance. These delays have 
recently become an important factor contributing to the disruption 
of a number of adjustment programs. Perhaps the staff and the 
Somali authorities could work together to produce more realistic 
estimates of such assistance, given the existing circumstances. 

Notwithstanding these shortcomings, ,the experience of Somalia 
and some other countries in arrears gives the impression that the. 
measures that had been put in place might have been inadequate. 
This is because Somalia quickly encountered 'difficulties in meeting 
subsequent obligations to the Fund and other creditors.' This issue 
suggests that the bigger question of existing debt strategy needs 
to be reviewed, ideally to incorporate mechanisms that minimize the 
recurrence of payments arrears over short intervals. Gne advantage 
of such an approach is that program targets would reflect more 
realistically a country's capacity to service its debt as well as 
its ability to implement policies designed to achi&e"them. 

I can go along with the proposed decision as presently formu- 
lated. . _ ,' "' 

Mr. Goos expressed appreciation for Mr. Finaish's opening statement, 
and in particular, the assurances of his authorities that they remained 
committed to honor their external obligations, especially their obliga- 
tions to the Fund. Nevertheless, Somalia's history of repeated overdue 
obligations to the Fund was a matter of grave concern: While it was true 
that exogenous factors, including the delays in the disbursement of 
official aid, had played a role, the arrears clearly could be traced in 
large measure to difficulties that were of the authorities' own making. 
Therefore, it appeared that a determined, sustained stabilization effort 
was the only way to restore the normal relations between Somalia and its 
external creditors that were absolutely essential for the country's 
economic prospects. 
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Against that background, the authorities' recent efforts to improve 
revenue collection and to tighten monetary policy were certainly welcome 
steps in the right direction, Mr. Goos continued. Also welcome was the 
progress made in reorganizing the public enterprise sector and in liberal- 
izing the exchange and trade system, although it was disappointing that 
the authorities had failed to fulfil1 their earlier commitment to unify 
the foreign exchange markets before the end of 1986. Nevertheless, the 
recent further deterioration in the overall economic situation, and in 
particular the continued existence of arrears to the Fund, clearly 
suggested that more needed to be done. In that context, he welcomed 
Mr. Finaish's statement that the authorities were prepared to continue 
their discussions with the staff, and that in that process they would be 
looking for solutions to the problems. Even before the conclusion of 
those discussions, the authorities should make every effort to settle 
their arrears to the Fund, consistent with the obligations under the 
Articles of Agreement and with the cooperative spirit of the institution. 
Finally, he could go along with the proposed decision. 

Ms. Lundsager indicated that her authorities deeply regretted the 
recurrence of arrears after Somalia, along with its donors and creditors, 
had made extraordinary efforts to clear those arrears early in 1986, 
thereby allowing the 1985186 stand-by arrangement to be reactivated. In 
fact, the Board had agreed to extend that program by some six months in 
order to rekindle the adjustment effort. In addition, her authorities 
and some others had engaged in difficult processes to refashion their 
bilateral aid into a form that would better suit the needs of the Somali 
economy. However, it was true that problems did remain with maintaining 
adequate donor support. 

Under the program, performance in 1985 had fallen somewhat short of 
expectations, largely because some policy actions had not been fully 
implemented, and because Somalia had encountered some problems related to 
shortfalls in donor assistance, Ms. Lundsager observed. Somalia's per- 
formance had improved in early 1986 as the program was being reactivated, 
but after its expiration in September 1986, significant slippages in 
policies had occurred and had contributed to the re-emergence of arrears 
in November 1986. Those arrears could grow rapidly. With arrears in 
payments due in 1987 totaling some SDR 40 million, the authorities had to 
act swiftly to eliminate the arrears and to conclude negotiations on a 
program under the structural adjustment facility. Such a program, along 
with World Bank assistance and bilateral aid, could provide financing for 
1987 and help the authorities lay the basis for a medium-term improvement 
in the payments position, while implementing domestic reforms aimed at 
fostering growth. However, she shared Mr. GOOS'S concerns about some of 
the specific policy measures. In that regard, she welcomed the return of 
a staff mission to Somalia to continue the discussions on an adjustment 
program, and she hoped that no further Board discussion of Somalia's 
arrears would be necessary. 
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The staff representative from the African Department remarked that 
as Mr. Goos had rightly noted, problems in domestic policy had been 
responsible in part for Somalia's difficulty in remaining current with 
the Fund. Nonetheless, one had to take account of the fact that Somalia's 
balance of payments had been and continued to be heavily dependent on. 
foreign assistance. 

Each time a Fund mission.went to Somalia, a cash-flow estimate was 
prepared to help facilitate the,payment of obligations, not only to the 
Fund but to other creditors, the staff representative continued. Somalia's 
own resources accounted only for about 20 percent or 25 percent of the 
total flows in the balance.of payments, and thus it was extremely impor- 
tant to be able to estimate accurately when, and in what form, the other 
75 percent or 80 percent of the resources--coming from abroad--would be 
disbursed. Over the past two years, there had been repeated difficulties 
in making the cash-flow estimates, largely because the assistance that was 
in the most useful form-- cash--was delayed the most, given that donors 
attached greater conditionality to such assistance. Moreover, at the 
beginning of the current stand-by arrangement, Somalia had had virtually 
no free foreign reserves. The experience of 1985186 showed that short- 
falls had averaged about 16 percent from the amount that donors had indi- 
cated was forthcoming to help close the financing gap, and it was in part 
that difficulty that gave rise to the recurrence of Somalia's arrears. 

Finally, Mr. Finaish had rightly pointed out that some of the dif- 
ficulties that Somalia faced were attributable to political events, in 
that the discussions on a new stand-by arrangement could not be initiated 
until after the elections and the appointment of a new cabinet, the staff 
representative commented. Those delays had meant that it was not pos- 
sible to finalize a Paris Club rescheduling before end-1986 or to have a 
Consultative Group meeting with the World Bank in early 1987. 

The Executive Board then took the following decision: 

1. The Managing Director has reported to the Executive 
Board, under Rule K-l of the Fund's Rules and Regulations, the 
facts on the basis of which it appeared to him at the date of 
this report that Somalia was not fulfilling its obligations 
under the Articles of Agreement, ,and submitted a complaint on 
February 2, 1987 (EBS/87/20) in accordance with that Rule. The- 
complaint under Rule K-l was that as‘of February 2, 1987, Somalia 
was not fulfilling its obligations relating to repurchases and 
the payment of charges in the General Resources Account in the 
total amount of SDR 9,412,077. In addition, the Managing 
Director issued a notice.of the facts on the basis'of which it L 
appeared to him that as of February 2, 1987, Somalia was not 
fulfilling its obligations under Decision No. 5069-(76172) with 
regard to the Trust Fund to repay disbursements and to pay inter- 
est under its Trust Fund loans in the amount of SDR 1,083,789, 
and pursuant to Decision No. 8165-(851189) G/TR to pay special 
charges that are overdue to the Trust Fund in the amount of 
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SDR 622. These facts'and the complaint and notice of the Managing 
Director were communicated to the authorities of- Somalia on 
February 9, 1987. 

2. Taking into account that further obligations of Somalia 
have become overdue since February 2, 1987, Somalia's overdue 
obligations to the Fund now total SDR 10;642,434 in the General 
Resources Account, SDR 208,251 in the SDR Department, and 
SDR 1,091,319 to the Trust Fund. . 

3. Having considered the report of the'Managing Director, 
the complaint under Rule K-l and the notice, and the views of 
Somalia, the Fund finds that Somalia has failed to fulfill.its 
obligations under the Articles of Agreement and under the Trust 
Fund as stated in paragraphs 1 and 2 above. 

4. The Fund regrets the nonobservance by Somalia of its 
obligations, urges Somalia to resume their observance forthwith, 
and decides: 

(a) pursuant to Rule K-2 of the Fund's Rules and 
Regulations that Somalia shall not make use of the general 
resources of the Fund until such time as Somalia has become 
current in its obligations under the Articles of ,Agreement 
relating to repurchases and the payment of charges in the 
General Resources Account, and 

(b) if Somalia were otherwise eligible to make use of 
the general resources of the Fund, to take into account the 
existence of any overdue obligation to the Trust Fund in 
considering any request by Somalia for the use of,the 
general resources. 

5. The Fund shall review this decision within a period of 
three months from the date of the decision. 

Decision No. 8540-(87135) G/TR, adopted 
March 2, 1987 
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,. ,DECISION TAREN SINCE,-P,REVIOUS BOARD MEETING' 
,‘, ?’ t ,,*, 

The following decision was adopted by the Executive Board without 
meeting in the period between EBM/87/34 (312187) and EBM/87/35 (312187). 

4. BOLWIA - ,REPRESENTATIVE RATE FOR,BOLXVIAN BOLIVIAN0 ':i"' 

The Fund finds, after consultation with the authorities of 
Bolivia, that the representative exchange rate for the Bolivian 
boliviano under~'Rule~O-2(b)(i) against the U.S. dollar is-the 
buying rate for s,pot delivery of 'U.S. dollarsin the, official.! 
exchange market as determined .by the,Banco Central':de.Bolivia; 
(EBD/87/62, .2/25/87) 

Decision No. 8541-(87135) G/S, adopted 
March 2, 1987 
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APPROVED: ,October 6,:1987 ' 

LEO VAN HOUTVEN 
Secretary 


