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I. SU41AW AND RECi.NATIONS 

On August 29, 1985, the newly elected Government of Victor Paz 
Estenssoro enacted far-reaching economic measures designed to halt 

Bolivia's hyperinflation, provide I.-ec-market incentives for the 
reactivation of domestic production, eliminate price distortions in the 

economy, restructure stote enterprises, and provide the economic basis 
upon which the Goverrmient would be able to qovern the country. Thfie 

sweeping measures decreed by the GO devalued the peso by 93.2% and 
implemented a flexible exchanqe rate mechanism to allow the peso to bea 
adjusted in accordance withi market forces, eliminated all price controls 
(except those on petroleum products - whichi were raised to world price 

levels - and utility services), froze public sector salaries, provided
 
for free negotiation of private sector wages, eliminated interest rate
 

controls, and provided for the decentralization of B]olivia's main state
 

enterprises (COMIBY.L - the state mLning company, YPFB - the state 

petroleum coinpan,/, and CBF - the state conglomerate). 

The measures were bold, comprehensive, and farther reaching than had 
been expecLed or believed politically possible. The new stabilization 
program followed almost three years of chaotic conditions under the 
Government of Hernan Siles Zuazo, during whlich economic activity declined 
dramatically and Bolivia's experiment with democracy was severely 
threatened. By 1984, the fiscal deficit had increased to 28.1% of GDP.
 

In the twelve months ending in August 1985, inflation had accelerated to
 

a rate of more than 20,000 percent - the highest in the world. When Paz 
rEstenssoro was sworn in as President, the survival of demrocracy in 

Bolivia depended on the willinqnesr and ability of his Government to 
devise drastic economic measures -nd implement them tenaciously. 

The Paz Administration has suLcessfully begun implementing its
 
stabilization procgram and reestablishing the political authority of the
 

Government and the confidence of the Bolivian p-ople. Although mud 
remains to be done to implement the details of the stabilization program,
 

USAID's analysis indicates that it will adieve a major reduction in the
 

fiscal deficit, reduce the need for large scale monetary emissions and,
 
consequently, lower the rate of inflation and stimulate recovery in the
 
balance of payments. The program paves the way for a more rational
 

allocation of domestic resources and more equitable growth through the 
activities of an unencumbered private sector and more efficient public 
enterprises. Whnile it will reinforce the democratic process in Bolivia, 
the program does require painful adjustments in an economy which has been 
dominated by Government intervention.
 

J
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The GOB's program is fully consistent with U.S. foreign policy interests 
in Bolivia, and it deserves full USG support. Without this support, the 
dangers of the stabilization program not succeeding, the Paz Government 
falling, and the democratic process in Bolivia being interrupted become 
substantial. If this were to happen, the prospects for meeting other USG 
policy objectives, such as coca control, would be severely compromised.
 

The grant ESF balance-of-payments assistance request in this PAAD is 
part of a packaqe of additional assistance, including PL 480 Title I and Title 
III and an agro-industrial reactivation program, which USAID assembled during
 
FY 1985 and conditioned on the taking of comprehensive economic measures and 
progress in coca control. This assistance package will provide critical USG
 
support to the GOB's stabilization program, serve as a catalyst in attracting 
qdditional assistance from otter bilateral and multilateral sources, and 
L.eate the conditions under which USG policy objectives (the consolidation of
 
Bolivian democracy, economic recovery,and narcotics control/coca reduction) 
can be attained. 

Under the ESF program, two grant cash transfer trenches will be made to 
the GOB. $7.177 million will be authorized, obligated and disbursed as soon 
as possible in response to the GOB's August 29 economic measures.. The 
remaining portion of the FY 1986 ESF assistance will be authorized, obligated 
and disbursed when the GOB meets the coca reduction conditions established for 
FY 1986 by the U.S. Conngress. It is important that the requested ESF 
balance-of-payments assistance be provided in grant form given Bolvia's
 
serious debt situation. Local currency generated under the program will be 
deposited in a special account for specific ,jses in support of the 
stabilization program to be agreed upon between the GOB and USAD/Bolivia. 

USAID/Bolivia recommends that the $14,355,000 ESF balance-of-payments
 
program requested herein be approved immediately, and that consideration be 
given to increasing ESF levels for Bolivia in FY 1986, (a) in response to the
 
GOB's future performance in meeting mutually agreed upon coca control and 
reduction goals, and (b) in view of Bolivia's economic reed and the
 
contribution the GOB's stabilization program will make to the attainment of
 
USG foreign policy goals in Bolivia. The purpose of this ESF program is to 
support the continuation of sound economic policies during the critical 
initial perio, of the Paz Administratoin. The ESF program will help Bolivia
 
reauce its balance-of-payments gap, stimulate a higher rate of growth, 
encourage the Paz Government to maintain its market-led development policies, 
negotiate and conform to an IMF standby program, and help cushion the social
 
and political disruptions and pressures that are expected as a result of the 
implementation of the economic package.
 

* The ESF level programmed for Bolivia in FY 1986 is $15,000,000. 

$14,355,000 is the amount potentially available for obligation after
 
Gramm-Rudman-Hollings reductions have been taken into account. $7,177,000 is
 
half of the amount potentially available. 
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In U.S. Mission discussions with Bolivia's leading political groups, 

is clear that many of them will be locking to the USG for policy inputit 
for Blivia'sand financial commitments that demonstrate our support 
If the USG isdemocratic process and its economic recovery proqram. 

correctly positioned early on in the Paz Administration via the proposed 

there will be important o4prtunities for breakthroughs inESF project, 
The ,ission therefore recommends the

other areas of interest to the USG. 
LSF proqram and the release of theimmediate approval of the proposed 

first FY 1985 ESF disbursement. 



II. BACKGROUND 

A. Recent Political History
 

Historically, Bolivia has been one of the world's most
 

politically unstable countries. Since its independence in 1B25, it has 

had 174 presidents, each with an averaqe term of less than one year. 

Bolivia's chronic political instability has cultural and social roots. 

This instability is the primary reason why Bolivia, which is rich in 

natural resources and possesses impressive economic development
 

potential, is the poorest country in South America. 

The Revolution of 1952 brought significant changes to Bolivian
 

society and paved the way for a more democratic society throuqn the 
Unfortunately,
institution of universal sufferaqe and agrarian reform. 


the Revolution's promise of a more prosperous society has yet to be
 
for this are (a) the nationalization of muchrealized. Two basic reasons 

of the country's productive enterprises and (b) the failure of the 

Bolivian populace and its political leaders to develop truly democratic 

practices and institutions necessary to the functioning of a nrxlern state
 

and improving the standard of living.
 

Despite these basic obstacles, Bolivia prospered during much of 

the 1970's. Relative political stability was provided during the 1971-79 
World prices for Bolivia'smilitary rule of General H1uqo Banzer Suarez. 

mineral exports, primarily tin, were high. Higher petroleum prices 

fostered interest in oil exploration, and private international banks 

were very willing to lend Bolivia money. Unfortunately, much of this
 

was used to finance current government expenditures andborrowed money 
investment in new state enterprises, which were not well run. By the 

late 1970's, fiscal reforms had not been enacted, bloated state 
enterprises were operating with growing deficits, petroleum exploration 
had been less successful than anticipated, export earnings had declined, 

and Bolivia's debt service burden had grown considerably.
 

In an attempt to return the country to democracy, elections were 
held in 1979, but none of the candidates obtained a clear majority. In 

Hernan Siles Zuazo and his Popular Democraticthe elections of 1980, 
Union (UDP) coalition won a plurality of votes. Siles would have been
 

elected president by Congress but for the military coup led by General
 

Luis Garcia teza Tejada in July 1980.
 



was harsh. Congress suspended;7he Garcia Meza coup was 
political party activities were outlawed; and unions were brutally 

shut 

Government openly engaged in cocaine trafficking,
down. The Garcia Mieza 
and relations with it were sharply restricted by the United States and 

During the 1980-81 period, the economy beganother western democracies. 
Avieady cut off from concessional andto deteriorate more rapidly. 

the Garcia Meza regime borrowed heavily from othercommercial credits, 
Latin American countries, notably Argentina, to finance its rapidly
 

Nbthing was done to adjust the over-valued peso.
expanding deficits. 

Contraband imports flourished, damaging domestic produicers and wasting
 

valuable foreign exchange.
 

Garcia Meza resigned in August 1981. He was followed by two
 

somewhat more benign military presidents who began to concentrate on
 

These regimes itproved relations with theBolivia's economic problems. 
command public support for thewestern democracies, but could not 

Public reaction to the set of
economic measures they tried to take. 

announced by therather comprehensive and generally appropriate measures 

Vildoso Government in June 1982 was so hostile that the military 
to a civilianreconvened the 1980 Congress and turned over rule 

Octo1er 1.0,government headed by HernAn Siles Zuazo, who took office on 
1982. 

lasted until August 1995, wasThe Siles Government, which 
on the economiccharacterized by weakness and vcillation, especially 

front. Three factors contributed to its inability to come to terms with 
economic problems facing the country. Thethe politically sensitive 

first was political divisiveness within Siles' coalition and indecisive
 
The party leaders participating in theleadership by Siles himself. 

to slightlycoalition Government ranged from dedicated communists 
left-of-center, western-oriented liberals. Siles' leadership style of
 

neverhoping passively for consensus to evolve worked and led to eight 
major cabinet shuffles during his term.
 

The second factor was the political instability resulting from 

difficulties involved in the transition from dictatorial to democratic
 
A productive
rule. The executive branch continued to rule by decree. 


institutional role had not been, and is only beginning to be, established
 

for the Congress, and its operations during the Siles Presidency suffered
 

due to the absence of political cooperation among its members. Given
 

this imperfect system, individuals, political parties, economic interest
 

groups and unio-ns sought to exert their influence through disruptive
 
means (threats, strikes, blockades, boycotts, etc.) focused on narrow
 

self interest rather than the country's welfare.
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The third factor contributing to the Siles Government's 
inability
 

to tackle the country's economic problems 
was Siles' practice of
 

routinely conceding to 	the demads of almost any pressure group - most 

notably the Bolivian Workers Confederation (COB), whose leaders were 

intent on bringing down the Silas Government. 
Capitulation typically led 

.to increased demands and to an unwillingness among 	 interest groups to 
measures effective. 

make the sacrifices necessary to make any economic 

The result of Siles' weak leadership was 
a state of virtual
 

In tha absence of presidential
political and economic 	anarchy. thethe economic measures 
leadership and coherent goernment policies, 

were ad hoc, incomplete and poorly
Siles Government announced 

the most comprehensive
Six economic packages were adopted,

implemented. but none of them was
in April 1984 and February 1985,of which were Accordingly, the
 

followed by consistently applied follow-up 
measures. 


economy continu&A its rapid deterioration, 
and the political situation
 

Extreme leftist elements in the Government 
took advantage of
 

worsened. 

the absence of leadership and the political 

weakness of President Siles
 

to destroy the country's weak democracy.
in an attemptto foment chaos of the stateand controlled the executives

Labor leaders intimidated 
(most notablyother orqanizationsministries andenterprises, government 

facto "vet- authority"
with work stoppages and the de

the Central Bank) 
Official government decisions and
 given them by the Siles Govermlent. 


policies were ignored when they conflicted 
with the personal or political
 

Staffs and payrolls were padded, and
 interests of these union leaders. 


financial control over 	government and state 
enterprise operations was
 

lost.
 

the COB had decreed a general stri.ke 
By late 1984, at a time when 

economic measures, President Siles was 
in reaction to the November 1984 

forced to recognize that he would have great 
difficulty remaining in
 

end of his term in August 1986. Through an 
power through the scheduled 

the auspices of the Bolivian Episcopal
agreement worked out under 
Conference, Siles asked Congress to advance national 

elections to
 

over the government to 	the winning
mid-1985 and agreed to 	turn 


on August 6, 1985.
presidential candidate 

The decision to advance elections in order 
to maintain democratic
 

after the announcement 	of 
government was widely praised. In March 1985, 

a relatively strong economic package, the COB 
leadership made r.final 

attempt to topple Silos and undermine the upcoming 
elections. A national 

strike was declared and miners were brought 
to the capital for massive
 

the Siles Government 
demonstrations. At the time, there was doubt that 

For once, Siles did
 
could survive and that elections could be held. 


stand firm, however, and called out the Army 
to end the strike
 

(peacefully).
 



-7-


During 	the presidential campaign, it was uncertain that the 

actually take place. Polls shc~q d the right-of-center ADNelection would 
party of ex-President ibrnzer in the lead, and-President Siles tried 

the balloting. Theunsuccessfully to persLAde Congress to dela, 
qreat difficulty organizing the election. TheElectoral Court also had 

assistance it requested from A.I.D. in vot_-r registration and vote 

tabulation was ultimately turned down by the Silos Government for
 

litical reasons. In addition, the Court had great difficulty 	obtaining 
costs.timely 	disburseiments of GOB funds for the election's logistical 

After the ballotinq finally did take place on July 14, 1985, it 

took several weeks to complete the official vote count. General Banzer 
(23.57%), while Victor Paz Estenssoro, thereceived the most votes 

lR(L) leader, received 26.42%. The fact that neither leading candidate 
in whichreceived a majority of the votes meant th"t the new Congress, 

the f-INR(H) was dominant would have to select the President. After two 

Congressional ballots, Paz Estenssoro was selected to be President on
 

August 5 and sworn in the next day. Banzer, understandably displeased
 

with havinq his narru.a plurlity in the popular vote overturned by the
 
that selection be made by
Constitutional requirenent the presidential 

Congress, ultimately accepted the decision of the Congress in the context 

of sustaining the democratic process in Bolivia. 

B. Bolivia's Economic Crisis 

During the past five years, economic conditions in Bolivia have
 

deteriorated drastically. Inflation has accelerated to a rate of more
 

than 20,000 percent in the 12 months endinq August 1935. The external
 

accounts have worsen'ed steadily. Fzxprts dropped from 942 million in 
1980 to an estimated $556 million in 1985. As a conscquence of the
 
deterioration in exports, imports have been seriously constrained;
 
merd andise imports fell from $707 million in 1980 to $477 million in
 
1984. As a result of import constriction and the effects of rampant
 
inflation on the financial system, real GDP has declined 20.1 percent in 
the past five years. Wha per capita basis, real GDP and income have 
fallen 32 percent over this period, in a country which, after Haiti, is 
the poorest in the Western IIemisrliere. This precipitous decline in 
production, income, and employi.ent, when ccbrbincd with the wealth 
transfers produced by rampant inflation, has exacerbated social tensions 
to the breaking point. 

The origins of this econonic disaster are to be found in a 

steadily increasing fiscal deficit exacerhated by a series of ineffective 

and often counter-productive ad hoc measures wnic successive governments 
adopted to deal with the inflation and the resultant balance-of-payments 

problems. The deficit of the consolidatr] public sector deteriorated 
steadily in the late 1970s, read-ing 9.1 percent of GDP by 1980. Despite 

large amunts of external financing, a substantial portion of 	this 
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deficit (4.0 percent in 1980) was financed through the domestic financial 
system. The resulting monetary emissionx produced an incrcas- in Jrwn-ptir.
prices which, combined with a fixed and extremely overvalued exchange 
rate, put steadily increasing pressure on the balance of payments. Ly
1991, the lxalance-of-paxynents deficit reached 178.3 million, despite 
some success by the then govorzment in reducing the fiscal deficit to 7.8 
percent of GDP. During 1982, the GOB enacted import controls and carried 
out a series of exciange rate adjustments. While these measures limited 
the balance of payments deficit in 1982 to 193 million, import controls 
produced a serious decline in the revenues froan import duties (because of 
the decline in the legal imprtation of consumer goods which were heavily
tax_-d) and the taix on foreic.pi cxchange transactions. Import dutics, 
which were 2.0 percunt of GDP in 19S1, dropped to 1.2 percent in 1982 and 
0.6 percent in 1933. Similarly, receipts from the tax on foreign
exchange transactions droppel by half by 1983, reflecting the decreasing
volume of official foreign exchange being made available to the private 
sector. In adlition, the insistcnce of the GOB on maintaining a fixed
 
exchange rate (after a brief experiment with floating rates in 1982)
significantly r(luced the revenues received from export taxes and from 
the export sales of the state enterprises. listly, control of central 
government current expenditures deteriorated even further after the 
change of government in Octoxr 1982. Current expenditures increased 
from 17.9 percent of GDP in 1.981 to 21.6 percent in 1982, and reached 
26.8 p-rcent by 1934. ,Mldhof this incrcase was the result of additions 
of personnel to the central goverrent payroll. 

The 1933 El Ni~io natural disasters of drought in the highlands
and flcoding in the eastern 1cxilands severely aggravated the country's
ecoromic decline. The disasters resulted in larcje production losses and 
heavy financial requirements for repairs to roads, bridges and water 
systeiz, and for fool imports. International assistance was forthcoming,
but was not enough to make up for significant production losses, from 
which the country has only rocently be un to recover fully. 

The coorbination of d(1clining revenues, iwxreased current 
expenditures, and declining external borrcyqing led to substantial 
monetary emissions by the Central 1aink. 'Me domestically financed 
portion of the fiscal deficit increased from 3.0 percent of GDP in 1921 
to 16.6 percent in 1982, 21.1 percent in 1983, and 25.8 percent in 1984. 

Serious as the inflationary consequences of these monetary
emissions were, they were nmde far worse by a GOB policy of interest rate 
ceilincs which lagzged far behind current rates of inflation. For 
example, during 1984, when inflation accelerated to over 2000 percent,
deposit intrrest rates were held to less than 140 percent. As a result, 
holdings of deposits in the domestic banking system declined steadily in 

http:foreic.pi


real terms. From a level equal to $781 million in 1980, the value of
 
currency and bnank deposits declined taL $117 million (measured at the
parallel market rate) by the end of 1984. Thus, the monetary emissions 
associated with the domestic financing of t' public sector deficit were 
being forced onto a steadily shrinking real monetary base. 

On March 1, 1985, the MOB enacted measures to liberalize the
interest rate regime. Lending rates were freed from controls, while 
deposit rates were subjected to a minimum interest rate of 20 percent per
month (raised in June to 25 percent). Interest rates continued to Xw.;main
far below inflation, al-rently as a-result of a lack of loin denand in a 
highly uhcertain political environment. Nbnetheless, the real value of
 
currency and deposits b.egan to expard after the liberalization. 

Finally, overall social and polit.ic'al tensions were aggravated by
the corruption and speculative profits made possible by the goverrment's
exchange rate, interest rate, and pricing policies, which enrided 
certain individuals, while the incomes of the overi.helming majority of 
Bolivians were falling precipitously.
 

The situation faced by the new goveriunt', whichi took office
August 6, called for drastic measures to restore public confidence and
bring about economic stabilization and recovery; i.e. reduction of the
fiscal deficit, adjustment of the exchange rate in line with inflation,
and expansion of real. resource mobilization by the financial system. To
be in a position to inipl.ment the required economic measures, the Paz
Government knew that it would have to re-jain the political power the
central government had lost under Siles, to exert its authority over the 
union leaders who had gained control of the state enterprises, government
ministries, and the Central Bank, and to confront the COB. 

The sweeping economic measures described in Section II C were
decreed by the Paz Govern.ent on August 29, just four weeks after taking 
power. President Paz mide it clear that he believed his Government would
have only one diance to begin implementing a coherent economic 
stabilization program and gain control politically, thereby preserving 
Bolivia's deocracy.
 

The general public welcomed the unexpectedly far-reaching anmd
comprehensive measurens decreed on Auust 29the, because most people were 
weary of the lack of governmental leadership and very concerned with the
country's economa~ic decline. The reaction of the union leaders -- who had 
grcwn accustomed to intimidating President Siles and who realized the 
real threat the Government's measures posed to their priviledged
positions -- was predictable and swift. An indefinite national strike 
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was declared. The Government responded by intervening in key public
sector organizations, such as the petroleum company, to prevent excessive 
behavior on the 1mrt of strikers and ensure the continuation of critical 
goverrlment services. 

Mhen canp.esino sulpport for the COB never materialized and it 
appeared that the GovernTent would continue to stand its ground, hunger
strikes were declared. The GOB-COB confrontation culminated in the
declaration nf a constitutionail] state of sieqe by the Government and the 
temporary confinement of union leaders. An attempt by the leftist 
parties in Congress to censure the Paz Government for.declaring thestate 
of sieqe was thwarted when the AM sulxarted the Government, and the
denocratically elected Concqress formally voted to uphold the state of 
siege in accordanice with the Coistitution. By the beginning of Octo;er,
it was clear that the Paz Government had successfully regained the 
political Mxyjer necessary to continue to implement its stabilization 
prgran. At this point, the COB released the union leaders. Later, on 
October 16, General Banzer and President Paz Estenssoro signed an
historic "Pact for De)nocracy," under whid the MR and ADN parties, whic& 
together hold a significant imjority in Congress, agreed to cooperate in 
areas of mutual. (the notable of the areasinterest most mentioned at the 
signing cereony were economic recovery and coca control), for the good
of the country. This pact provides the potential for the _raz Government 
to adlieve its policy objectives in a democratic framework unprecedented 
in Bolivia's recent history.
 

C. The August 29 Masurcs 

Annex I sunmarizes the complete August 29 decree which 
constitutes the basis of the GOB economic program. 

1. Ex hanqe Fate Adjustment Mechanism 

One of the major causes of Polivia's balance of payi.ments
deterioration was the insisten'ce of previous governments on nlaintaininq a 
fixl exd anqe rate in the coitext of rapidly worsening inflationary
environment. With r.nthly rates of price increases of 30 to 100 percent
and nore, the official exchange rate was chronically overvalued, often 
one-seventh to one-tenth the estimated purciasiiq power parity rate. (See
folloA.inq chart.) This imix-)ing differential seriously hampered exports,
since legal exiprters were forced to deposit hard currency earnings in 
the Central B.tnk to be credited at the official ex.change rate. Moreover, 
since import duties were a iajor source of central goverrment revenue and 
export sales of YPFB and CCIII3OL (the state petroleum and mining
companies, resi.ctively) were major sources of consolidated public sector 
revenue, the overvalued exdeanqe rate was a major contributor to the 
fiscal deficit. 
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Under the new exchange system announced by the GOB on August 
29, the official rate is to be adjusted at least twice weekly. The 
Central Bank conducts an auction twice a week at which it offers foreign 
exchanqe for sale. Sealed bids are accepted in increments of t5,000. 
The official exchanqe rate is the weighted average of accepted bids and 
prevails until the next auction. (In an attenrot to prevent small groups 
of traders from manipulating the market on light trading days, the 
Central Bank sets an unannoUnced "flcor" at each auction belA which it 
does not accept bids. The effect of this is create a slight upward bias 
in the exchanqe rate system, 1%lich should be beneficial). In addition, 
in an attempt to improve customus compliance, purchasers are charged a ten 
percent fee on exchange purdiases and receive in return a tax payment 
certificate equivalent in value to the fee. To the extent that this 
repre.sents an interest free loan to the Central Bank, it should improve 
the Bank's cash flo,. In addition to providing for twice weekly 
adjustments to the official exchange rate, the GOB's decree legalized the 
parallel foreign exchange market. A subsequent action-permits the BCB to 
buy and sell small amounts of foreign exchange (less 'than $300) from the 
public on a daily basis. 

Although the new system represents a substantial 
liberalization of the exclizmge system, it stops short of eliminating the 
official exchange rate altogether. All exporters are still required to 
surrender 100 percent of their export proceeds to the Central Bank at the 
official rate of exdcange. 'lnese exjx)rt proceeds provide the principal 
source of foreign exchange for the auction. 

2. Fiscal Measures.
 

a. Excharige Rate Adjustment as a Fiscal Measure. The most 
important fiscal measure adopted by the GOB was the devaluation, together" 
with the adoption of a system of freqluent exchange rate adjustments in 
response to market forces. The initial result of this system was to imove 
the official (:xchdnge rate fran 75,000 pesos to 1.1 million pesos per 
dollar, a 93.2 percent devaluation. The current value is vule close to 
the Hlission 's estimate of the purdasing pir perity value of the peso. 
In relation to the averae official exdhange rate for 1994, the present 
officiail rate represents JI 320 percent increase in the peso value of 
foreign excharje-dencxidnited iteims. Thus, export sales of COMIIROL, YPI13, 
and other state enterprises, and values of exports and imports subject to 
tax will increise by approxiiately this percentage in relation to their 
19-94 values. Ot the other hand, debt service and foreign purchases of 
goods and services will also increase by the same percentage in real peso 
terms. On balnce, the fiscal effect of devaluaticn, comb.ined with the 
liberalization of the import regime discussed below, is expected to be 
strongly positive. 
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importantb. 	Petroleum Price Adjustment. The second most 

is the increase in domestic petroleum prices to the
fiscal measure This
 
equivalent of $.30 per liter (approximately $1.14 per gallon). 


the previous price. In 
represents approximately a ten-fold increase over 

to be adjusted twice monthly to maintain the
addition, the price is 
At this price level, the operations of YPFB will be
 dollar equivalency. 


very profitable and will contribute to reduction of the 
fiscal deficit.
 

Public
 
c. Electricity, Telephone and Other Public Utilities. 


in dollars, and, in many cases, bills are 
utility prices are fixednow 	

are paid.
payable in pesos at the ex±-+ge rate of the day on which they 

3. Monetary Reforms. 

The inflationary pressure produced by the public sector 

deficit has been worsened substantially by the shrinkage of the banking 
its originThis acceleration in velocity has had

system's deposit base. 
were imposed by law

in the highly negative real interest rates which 
In addition, there is substantial anecdotal

until March of this year. 
interest rates have encouraged unproductive

evidence that negative real 
the holding of 

lending to finance speculative purchases of dollars and 
The GOB program addresses

stocks in anticipation of price increases. 
this problem by authorizing banks and other financial 

institutions to 

loans and deposits. Deposits with a dollar
offer dollar-denominated 

to pay no less than LIBOR, whileclause are requiredmaintenance-of-value 
peso loan and deposit interest rates were eliminated.

all 	controls on 
There is no waximum or minimum on the interest rates 

charged for the
 

corresponding dollar-denominated loan. In addition, legal reserve
 

requirements were lowered from 55 percent to 50 percent 
on
 

demand deposits, and similar adjustments of the reservepeso-denominated 
made on other deposits. dollar-denominated deposits

requirements were 

have no reserve requirement.
 

4. Trade and Tariff Policies.
 

was 	 theThe most unexpected aspect of the GOB program 
Bolivia, like most of its

substantial liberalization of trade policy. 

South American neighbors, has a long history of very high tariffs on 

final manufactures combined with low or non-existent tariffs on capital 

goods and industrial inputs. In addition, since 1982, most imports of 

consumer goods have been prohibited (a provision largely bypassed through 

The new GOB program abolishes all import
the practice of contraband). 

prohibitions and replaces the former steep tariff structure 

with a flat
 

10 percent ad valorem duty plus a variable duty equal 
to ten percent of
 

As a result, imports will now face a
 the formerly prevailing tariff. 
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tariff of from 10 to 23 percent. The principal motivation for this 
measure appears to be not only a desire to establish a free trade regime 
but also an attempt to improve revenue collection. The existence of 
enormous quantities of contraband goods for Lale in La Paz was clear 
evidence that the legal system of tariff collections had all but 
completely broken down. By eliminating prohibitions and reducing tariffs 
to moderate levels (probably less than the bribes normally paid by 
smugglers), the GOB hopes to encourage the revenue producing legal import 
of goods which forimally paid no taxes. 

5. Wage and Labor Policy. 

The program specifically freezes public sector wages until 
December 31, 1985 in an attempt to reduce expenditure levels, in part by 
encouraging resignations. Whether such a reeze can be maintained 
depends on the level of inflation in the next few months and the degree 
of labor militancy. The program also substantially increases the free 
play of market forces in the private sector labor market. Employers are 
now free to discharge employees for whatever reason, subject to the 
pay ent of three months severance pay (employers formerly required 
government approval to fire employees). In addition and most 
significantly, the implementing decree provides that private sector wages 
will be freely contracted between employers and employees. Previously, 
the GOB frequently decreed across-the-board wage increases for private as 
well as public sector workers.
 

6. Price Decontrol
 

The GOB program abolishes all price controls, except for state 
marketed items such as gasoline, electricity, telephone service, etc. 

7. State Enterprise Decentralization 

In one of the most controversial parts of the program, the GOB 
has divided the state mining company, Ct4IIBOL, into four regional 
enterprises, and YPFB (the state petro.ewn canpany) into three, and has 
turned other state enterprises (those previously held by the central 
government holding company, CBF) over to the Departmental Development 
Corporations. This decentralization serves a ntmOer of purposes, all 
directed at increasing the management efficiency of state enterprises. 
First, it will enable the GOB to dislese with most of the bloated 
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Second, it should increasecentral bureaucracy of YPFB and COMIBOL. 
fiscal discipline over state enterprises by placing strict controls on 
their access to Central Bank credit to cover deficits (in 1984, CBF's 

deficit was three times that of COMIBOL, although it had only half
 

COMIBOL's sales). Finally, the move also appears to be an attempt to 

reduce the power of the disruptive mining and YPFB employee unions. 
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III. Summary Analysis of the August 29 Wsures 

Recommended in the U.S.A. Comparison of the 	Measures with Those 
1984 Report on the EconomyMission's December 

it is clear that the measures enacted by the GOB represent a 
sources of the economic crisis. Themeaningful attempt to address the 

are, are these measures sufficiently comprehensive andcritical questions 
they enough. In response to the first question, it is useful to are 

compare the measures 	 taken with the set of policy recommendations made in 
of the Bolivian economic situation prepared in latethe 	USAID assessment 

1984. That assessment made ten specific recommendations: 

least 50 percent and 	provide for 
'.. Devalue the peso by at 

at least monthly andinflation-offsetting 	adjustments 
preferably weekly.
 

2. 	Substantially increase petroleum prices.
 

3. Introduce a crawling peg system for adjusting controlled 
prices to offset the effects of inflation. 

4. 	Introduce inflation-indexed savings and lending instruments. 

5. Rrduce required reserves for bank deposits.
 

6. Avoid inflationary increases in public sector wages.
 
to 	improve expenditure7. Introduce inflation adjusted budgeting 


control.
 
8. Improve the accounting for goverrment expenditures. 

to yield 6 to 109. 	 Implem:ent other revenue measures sufficient 

percent of GI)P.
 

10. 	 Regularize the Bolivian Government's international debt 
position through rescheduling negotiations with commercial and 
bilateral creditors. 

six 	of the most important onesOf 	 the ten recoxmmenda1tions listed, 
some cases in ways that went beyond theI-ave been fully implewented (in 


recoiitviendat ions), and the GOB has already begun to take steps towards
 

implementing the other four recommendations.
 

forces to determine theThe 	GOB's decision to allow market 
official exchange rate is clearly preferable to the Mission's
 

substantial devaluation (however determined)recomitendation for a 

followed by adjustg-ents to keep up with inflation.
 

Petroleum prOLuct prices have ben increased significantly. 
the prices of other formerly controlled commoditiesInstead of indexing 


to keep control from becoming more binding over time, the GOB has
 

abolished controls completely.
 

V 
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The creation of inflation-adjustable savings and lending 
and bank reserve requirements have beeninstruments has been approved, 

reduced. 

On the budget front, public sector wages have been frozen until 

the end of the year, and although some increases are inevitable (and 
Two other budgetnecessary), the GOB is determined to keep them in line. 


control measures (improved accounting of expenditures and 
are areas in which the Government has beguninflation-adjusted budgeting) 

to investigate its options and must act as soon as IMF advisors help it
 

put an initial FY 1986 budget together. The need for additional revenue
 

measures (or expenditure reductions) will depend on the financial
 

situation resulting from the package of medsures already implemented. An
 

estimate of the overall fiscal impact of the package of measures will be
 

discussed below. 

Finally, discussions have begun with Bolivia's creditors (see 

below) which should lead to a regularizing of the country's debt 

situation. 

In three additional areas, the GOB package far exceeded the
 

Mission's short to medium term recommendations. These are the
 

liberalization of trade policies, the decentralization of the state
 
All three of these measures look
enterprises, and labor law reform. 


beyond the immediate inflation/balance-of-payments crisis toward an
 

economic recovery based on improved efficiency in production.
 

In summary, the GOB program is clearly comprehensive in the sense
 

that all of the types of measures needed to bring about economic 

recovery, including a substantial reduction in the fiscal deficit,
 

measures to promote recovery of the financial system, and measures to
 

restore international competitiveness, have been included. Given the 

the problem, the question is, are they sufficient?enormous magnitude of 
This question is considered below. 

B. Longer Term Structural Consequences of the Program 

By far the most significant effect of the GOB program is to 

reintroduce market processes as the determinant of a wide variety of 

domestic prices, including the exchange rate, interest rates, wages, and
 

the prices of consumer goods, many of which were previously set by 
"betting against thegovernment fiat. During the past three years, 

government" (i.e. speculation) has been by far the most profitable
 

activity in the economy. This "betting" has taken the form of borrowing
 

at negative real interest rates to buy dollars or stocks of commodities,
 

or the withholding of merchandise from the market in anticipation of a 
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change in controlled prices or of a devaluation. At the same time, price 
ccntxols, labor laws prohibiting the discharge of employees, 
government-mardated across-the-board wage increases, and a general 

atmosphere of labor turmoil, policy uncertainty, and hostility toward 
private sector activity, inhibited productive investment. With the 

change of this environment, the entrepreneurial talent which previously 
had been directed at speculating on government pricing decisions will be 

increasingly redirected toward productive activity, within a
 

significantly more secure policy environment. As a result of this 
change, Bolivia should experience substantially increased economic growth 

in the medium term, with a concomitant increase in employment, nutrition, 
health status, and other indicators of basic human needs fulfillment, as 
-well as enhanced public sector resources for the provision of essetial 
public services.
 

C. Fiscal Impact 

Given that the principal source of the present economic crisis 
lies in the uncontrolled fiscal deficit, the adequacy of the program as a 

must be based on the extent to which itstabilization measure 

substantially reduces the fiscal deficit in the near term. Based on the
 
analysis in later sections of this study, the measures already
 
implemented by the GOB will have the effect of reducing the fiscal
 
deficit from the 28.1 percent of GDP reached in 1984 to about 11.0
 
percent of GDP at an annual rate starting with the introduction of the 
program, of which about 8.7 percent would have to be financed through the 
dorestic financial system. Still further gains are possible during the 
next year as a by-product of decelerating inflation through imrproved tax 
collection and expenditure control. 

The sbort-trm fi!ml effects of the economic program depend
 
primarily on four neassures: the dvriuation, the change in the tariff
 
system, the eliminat ion of the tax on foreiin exchange, and the public

sector waqe freeze. ?s indicated above, the short-term impact of these 

four measures will bu- to reduce lmr conso]idated public sector dceficit 
froin 28.1 r,-.rcnt of GP to 11.0 prct:nt. In the case of the central 
govexnment (exchAing state enterprises), the program is projected to 
produce a relatively lesser impact (apart from the effect of taxes paid 

onby state enterprises). Thle devaluation, which has a powerful impact 
lowering the deficit of the state enterprises has a mixed impact on the 
central government. It increases central goverument revenues froin a 
variety of sources (by 3.4 percent of GDP), but this is largely offset by 
the increase in the pwso value of external debt service obligations (3.25 
percent of GDP). 'Me tariff reform is projected to increase central 
government revenues by an additional 0.6 percent of GDP, while the public 
sector wage reductions (assuming a 10 percent reductionx in the real wage 
bill) will reduce current exlxnditures of the central administration by 
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an additional 0.8 percent of GDP. Partially offsetting this is the
 
elimination of the tax on foreign exchange which is estimated to reduce 
revenues by 0.35 percent of GDP. Added to these reductions in the 
central government deficit is an estimated reduction of 0.4 percent of 
GDP in the wage bill of decentralized agencies and local governments. 
Overall, th2 effect of the program in lowering the deficit of the general 
government sector (again, excluding state enterprises) is projected to be
 
1.8 percent of GDP. 

The impact of the measures on the financial position of the state
 
enterprises, especially COMIBOL and YPFB, is much more powerful (See 
Chart 2). The devaluation will increase the peso value of COMIBOL's 
foreign sales by 5.3 percent of GDP while increasing its costs by 3.68 
percent of GDP- the wage freeze will reduce COMIBOL's deficit by a
 
further 0.14 percent, for an immediate reduction of 1.76 percent of GDP. 
In addition, the decentralization of COMIBOL should produce additional
 
savings, but these are difficult to predict in the short run.
 

The impact of the program on the financial surplus of YPFB is 
even more powerful. The entire program will increase that surplus by 
12.3 percent of GDP, of which 2.8 percent is due to the increase in 
domestic petroleum prices, 0.5 percent to the reduction in real public 
sector wages, and the remainder to the increase in the peso value of 
sales of natural gas to Argentina. 

The deficits of other state enterprises will be reduced by 1.3 
percent of GDP due to a combination of devaluation and wage reduction 
effects. The overall immediate fiscal impact of the program thus reduces 
the fiscal deficit from 28.1 percent of GCP to 11.0 percent measured at 
an annual rate starting with the introduction of the program (See Chart 
3). Improved tax administration, expenditure control, and further 
campression of real public sector wages could produce still further 
gains, but these are difficult to project at this time. 

D. Outlook for Inflation and Credit Expansion 

One of the most damaging aspects of the inflationary process of 
the past three years has been the virtual destruction of the Bolivian 
financial system. Negative real interest rates and accelerating 
inflation have driven domestic savings out of the financial system and 
into overseas accounts, commodity speculation, and, for small savers, 
holdings of dollar currency. The real (that is, adjusted for changes in 
the consumer price index) value of banking system deposits declined 81.5 
percent between 1981 and 1984. As a consequence, credit for the private 
sector declined 65.8 percent over the same time period. Moreover, there 
is substantial evidence that negative real interest rates and a political 
climate generally hostile to productive investment caused much of the
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to be divertedremaining portion of private sector borrowing to 
speculative purchases of inventories and foreign exchange. In view of 

this, one of the most important reforms contained in the GOB package is 
to offerthe authorization for financial institutions allowing them 

deposits and loans denominated in dollars or with a dollar maintenance of 
the generally improved investment climatevalue clause. These funds and 

should expand substantially the level of financial intermediation of the 

banking system.
 

Apart from offering "inflation proof" financial accounts, the 

program should produce a substantial deceleration of inflation itself. 

The precise extent to which inflation can be reduced depends both on the 
onremaining requirement for domestic financing of the fiscal deficit and 

the degree to which the Bolivian public's expectations about inflation 

can be reduced in the short run to a level commensurate with that degree 

of monetary expansion. 

Inflation expectations already seem to have been reduced. For 
(not compounded)example, peso-denominated deposits paying 10% per month 

onare currently more popular than dollar-denominated deposits. Based 

the domestic financing requirement estimated above arid taking into 
gross income divided byaccount the observed velocity of money (that is, 

the money stock) in the past when Bolivia had a similar financing
 

requirement, a reduction of inflation to a range of 50 to 100 percent per
 

year seems likely.
 

E. Balance of Payments and Debt Service
 

Primarily as a result of a chronically overvalued exchange rate,
 

at which exporters were required to surrender their foreign receipts,
 

Bolivia's balance of payments position deteriorated sharply during the
 

past five years. Merchandise exports declined from $942 million in 19S1
 

to $724 million in 1984, despite the emergence of significant natural gas
 

As a result of declining export
exports to Argentina during that period. 

receipts and a steadily growing debt service burden, the GOB first 

attempted to constrain imports through administrative controls and, when 

that proved insufficient, began to accumulate large arrearages on current 

debt service obligations. Despite a contraction of imports from $ 1,011 

million in 1981 to $ 477 million in 1984, the GOB accumulated debt 

service arrearages which reached t928 million as of June 30, 1985, 141
 

percent of estimated 1985 exports. 

rate, the expectedThe establishment of a realistic exchange 
improvement in the availability of private sector credit, and the 

reestablishment of a business climate more conducive to the expansion of 

productivity should all contribute to a reversal of the 
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balance-of-payments deterioration in the short term. Nonetheless, the 
extent of the debt service problem, in particular, is so serious that 
long-term rescheduling of a substantial part of maturing debt, and a 
significant amount of additional external balance of payments assistance 
will be required in 1986, and probably beyond, if Bolivia is to 
regularize its external accounts and still maintain sufficient import
 
capacity to achieve sustained real growth. 

For 1986, USAID projects a significant recovery of exports from a 
projected 656 million in 1985 to $787 million. This improvement is
 
based on a projection of a significant recovery of metal exports (other
 
than tin, which is projected to show a relatively modest increase), some
 
recovery of world commodity prices based on World Bank price projections,
 
the resumption of petroleum exports as a result of reduced domestic 
consumption and elimination of clandestine exports, and a significant
 
expansion of non-mineral exports.
 

Nonetheless, if Bolivia is to achieve 3.5 percent real growth in 
1986, it will require, according to Mission estimates, an expansion of 
imports from their estimated level of $481 million in 1985 to $558 
million. The achievement of this level of imports would require the 
closing of a financing gap of $265 million, if the GOB is to avoid the 
accumulation of still higher levels of arrearages. USAID estimates that 
some $142 million in additional financing could be realized through 
reschedulings with the Paris Club and a new arrangement with commercial 
bank creditors, leaving a currently unbudgeted financing requirement of 
$123 million to be filled by multilateral and bilateral financing sources. 

F. Analytical Conclusions 

There is little question that the August 29 economic program 
announced by the Bolivian Government is an excellent beginning to the 
long-range task of reversing the well established trend of deterioration 
of the country's economy. The program is comprehensive and austere, and 
goes well beyond the recommendations of the many international entitities 
which have sought to help Bolivia resolve its chaotic economic crisis.
 

The economic program announced by the GOB on August 29 represents a
 
major effort to reduce the fiscal deficit and nionetary emission, increase
 
domestic savings, strengthen external competitiveness, and eliminate
 
counterproductive public sector intrusion in economic decisions. The
 
previous sections of this analysis conclude that the program will achieve
 
a major reduction in the fiscal deficit, reduce the need for monetary
 
emissions, reduce inflation, and stimulate recovery in the balance of
 
payments.
 

The first few weeks of the program have produced notable evidence of 
success. After an initial burst of inflation of over 50 percent in the 
first week of September as a result of the devaluation, petroleum price 
increases, and elimination of price controls, prices actually declined in 
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,-he last three weeks of September. Inflation was measured at 0.74 
percent in the first week of October and zero in the second week. 
Similarly, there has been da.%nward pressure on the exchange market. 
Exchange receipts have substantially exceeded exchange usage so that the 
net international reserves of the Central flnk, which stood at $71.1 
million on August 31, 1985, had risen to.$132 million by October 16. 
Both the price level declines and the strengthening of the peso, despite
 
continuing significant monetary emissions (though at a lower rate),
 
indicate a sharp decline in inflationary expectations. This evidence,
 
combined with the GOB's obvious resistance to backsliding, indicate that
 
the program has a very good chance of success.
 

The implementation of the stabilization program is, and will 
continue to be, an imposing task, both politically and administratively. 
The various economic programs undertaken by the Silos government were all 
defeated, virtivally from the dates of th,- . announcement, by the 
political pressures of a militant, leftist-oriented, anarchical labor 
movement. To continue to implement its stabilization program, the Paz 
government will have co remain firm in carrying out actions that will be 
inherently -unpoplar in the short term. The challenge will be to remain 
firm and to keep the peace (which is necessary for the social as well as 
the economic good), while not violating the human rights of the Bolivian 
people. In this context, a major advantage of the Paz recovery program 
over those attempted by Siles is the presence of automatic mechanisms 
which adjust sudh things as the exchmige rate and gasoline prices without 
the necessity of having to make frequent, highly political ad hoc 
decisions. This "autcmticity" has resulted in a much higher degree of 
social. tranquility th-n would otherwise have been possible. The pact 
with the ADN should also help ccnsiderably as long as it continues to 
meet the political objectives of both the ADN and MNR parties. 

Mich remains to be done to implement the stabi lization program 
successfully, pirticularly in dealing with the remaining budget deficit, 
renegotiation of external debt, public sector reorganization and the 
promotion of productive investnent as a basis for long-term growth. 

In the short term, the most important priorities for the GOB must be
 
to reduce the fiscal deficit below 11 percent of GDP and to renegotiate
 
its external debt. Deficit reduction will require reduction in personnel 
throughout the rtlblic sector, imjroved expenditure control, and, in the 
lonq-:r rtun, increased revenue collection. 

As noted in the fiscal analysis, Government salaries cotstitute a
 
major component of the deficit. Wage increases must be carefully
 
oontrolled and employment rolls reduced. It is widely expected that
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as wage increases are controlled, leading tounemployment will grow 
The GOB will have to do

concomitant social and political tension. 
to encourage private sector generation of new

everything possible 
employment opportunities. 

While its payroll must be carefully controlled and reduced, the GOB 

does not have enough of the skilled people that it nec-ds to carry out 

and sophisticated tasks required by the new
efficiently the many complex 
economic program. Many of the people who are qualified for such 

sector entities, and cannot
employment are currently employed by private 

If
 
afford to accept the exceedingly low salaries now paid by 

t/he GOB. 


the Government cannot attract such people, the future of its 
program
 

There are several potential solutions to
 could be seriously jeopardized. 

could be offered through the assistance of external
this problem which 

An example of an existing assistance program of
 donor organizations. 

this type is the USAID Policy Reform Project which provides 

the resources
 

to employ and equip a team of well trained economic analysts. 
USAID will 

also give consideration to using the local currency generated 
under the 

ESF program to remunerate a cadre of skilled managers to help 
the GOB 

implement its recovery program. Similar support may be needed to assist 
the Central

with essential activities of such key government entities as 

Bank and the Ministry of Finance.
 

Improved expenditure control will have to begin with the preparation
 
better control over
 of a consistent and wellthought-out 1986 budget md 


the expenditures of state corporations. Careful distinctions will have 

to be made among productive and non-productive government expenditures in 

of deficit spending. Increased
order to limit the inflationary impact 
revenue collection will require both more disciplined collection 

of taxes
 

and analysis of new tax sources, leading to longer term adjustments 
in
 

It may also require salary adjustments for those
the GOB's tax base. 

assigned the responsibility for tax collection, in order to 

reduce the
 

temptation for corruption.
 

the GOB should move asTo improve its balance-of-payments position, 

quickly as possible to reach an arrangement with its commercial bank
 

Such a

creditors in order to reactivate a normal flow of trade credits. 


a useful capital inflow at a criticalreactivation would both provide 
The GOB will also have to move
time and facilitate trade transactions. 


expeditiously to renegotiate its debts with its Latin neighbors,
 
the Paris Club. Without

principally Argentina, and with the members of 
such debt relief, Bolivia will not be able to close its projected
 

balance-of-payments gap and achieve its modest 1986 growth target. Paz 
have repeatedlyGovernment officials, including the President himself, 

emphasized that Bolivia will meet its debt obligations, but within 
its
 

ability to repay and maintain economic growth. Informal contacts have 
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already been made with the commercial banking consortium, Argentina 
(Bolivia's largest Latin American creditor) and the World Bank. A high 
level commission has been established to negotiate rescheduling
 
arrangements with Bolivia's creditors.
 

The foreign exchange auction system (bolsin) of the Central Bank has 
functioned exceptionally well during its fi-stnearly two months of
 
existence. Nevertheless, under its present system of operation, the
 
bolsin is considered to be vulnerable to manipulation. Therefore,
 

ioHnued tightening of the bolsin mechanism will be essential to avoid
 
the serious potential disruption that corrupt manipulation could
 
unquestionably produce.
 

The new econanic program calls for decentralization of COMIBOL,
 
YPFB, and CBF. Implementation of this provision is beginning, but will
 
be very difficult and subject to strong political pressures. The GOB
 
must take immediate action to accelerate this decentralization so as to
 
avoid the inevitable entrenchment of resistance that is already in 
evidence. In each instance, the task will require the services of 
skilled and reliable individuals, who, as noted above, are not now in
 
large supply within the Government.
 

A similar problem exists with regard to the necessary reorganization

of the Bolivian Central Bank. The Bank, which had been highly 
politicized by its corrupt leftist labor union, has been largely purged 
of its most disruptive elements. A complete audit of the Bank is being 
carried out by the Bolivia Controller General with the assistance of 
USAID and the United Nations. Effective management of the Bolivian 
eoriomy will depend greatly on the reliability and professionalism of the
 
Central.Bank. Another urgent priority is the determination of the future
 
of the Bank's Development Department, which has the responsibility for
 
coordinating the various refinancing facilities provided by the
 
international donors (e.g. USAID, IDB, World Bank). The Development 
Department has been nearly totally disfunctional for the last three 
years, due largely to the politicization of its management. This has
 
resulted in large scale non-use of available donor resources. Some 
positive movement in the Development Department has already occurred 
since the onset of the Paz government. Nevertheless, the GOB should 
clarify, as quickly as possible, its intentions with regard to this key 
development finance entity so as to mobilize existing, and attract new,
 
donor credit resources.
 

Finally, since the Bolivian economic recovery process will 
ultimately succeed or fail based on the economy's ability to grow, the 
GOB must do everything possible to motivate productive domestic and
 
foreign investment. To improve the foreign investment environment in
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Bolivia, relationships with foreign companies currently operating in
 
Bolivia (e.g. the Occidental and Tesoro Petroleum Companies) must be
 
regularized, and agreements with entities such as OPIC will be 
essential. The Paz government has recognized this need and has already 
begun negotiations with OPIC. The signing of a new agreement is expected 
before the end of 1985. In addition, the GOB is moving quickly to 
resolve outstanding investment disputes in order to improve its image in 
the international investment community. 

2 
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IV. PRO)POSED ESF PROJGRAM 

A. A.I.D. Program Strategy 

several program documents submitted toAs detailed in 
(the most recent of which was the ABS/Action Plan in May

AID/Washington 
1985), the USAID/Bolivia program directly supports 

the U.S. Government's
 
(a) strengthening theBolivia, which are:principal policy goals in 

the cur-cent economic(b) promoting recovery fromdemocratic process, 
and (c) reduction of the production

crisis and long-term economic growth, 
and illicit trafficking of coca and its derivatives. Every element of 

the AID program is related to these key policy 
objectives. 

Shortly after President Siles announced his decision 
late last
 

year to advance the date of elections, it was 
determined that the U.S.
 
package of additional
 

Mission would condition the disbursement of a 


assistance (consisting of the $10 million second 
portion of the FY 1985
 

PL 480 Title I Program, $25.5 million to finance 
agro-industrial imports,
 

and the first portion of a new
 new ESF balance-of-Paynments assistance, 


$75 million PL 480 Title III Program) to the 
implementation of a
 

later, in the FY 1986-87 FAA
 comprehensive set of economic measures. 

- reflecting thie continued high priority the 

authorization bill, Congress 
established narootics-related restrictions
 USG places on coca control -

FY 1986 and FY 1987. 
on the approval of ESF to be provided in 

increased
Both the economic and coca-related conditions of the 

U.S. assistance were described in detail to the Siles 
and Paz 

Beginning the day he was sworn in, President Paz and his Governments. 

Cabinet emphasized to the U.S. inauguration delegation that their 

almost identicalcontrol priorities were
economic stabilization and coca 

to those of the USG.
 

the Siles government enacted a law,
Before Paz was inaugurated, 

the USG's conditions for coca control 
on May 22, 1985, which met 

During the August visit of a Congressional Delegation
legislation. 
 the fact that the 
headed by Congressman Charles Rangel, Mr. Pangel noted 

law met Congress initial requirements for FY 1986 assistance, and 

expressed the Delegation's satisfaction with the Paz Government's plans 

to move decisively to control coca production 
and trafficking.
 

The Paz Government made it clear, early in its administration, 

that it felt it first had to concentrate on economic 
stabilization and 

its problems with the COB before it could effectively confront the coca 

Despite the initial priority given to the economic 
program and
 

problem. 

the consolidation of political power, GOB cooperation 

with the DEA in
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interdiction has improved markedly. In addition, work has already begun 
to complete an erradication plan to be implemented in the months ahead. 

As explained in Section III A, the economic measures, enacted by 
the Paz Government go well beyond the specific economic conditions to 
which additional U.S. assistance was tied. With the economically and 
politically successful initial implementation of the Paz Government's 
August 29 measures, and the satisfaction of the U.S. Congress'
 
established conditions for the approval of the first half of EY 1986 ESF,
 
it is clear that the GOB merits the additional support the USG indicated
 
it would provide - both to help the Bolivians to continue to implement 
their stabilization program and to strengthen the democratic environment 
within which other USG policy goals can be achieved. 

The balance-of-payments assistance requested in this PAAD is an 
essential element in the assistance package already used to support GOB 
action on both the economic policy and coca control fronts. The 
disbursement of the different components of the package - which has 
already begun with the release of $10 million in PL 480 Title I
 
assistance and $25.5 million for agro-industrial imports - will continue
 
to provide clear evidence of the USG's support for the Paz Government's 
policies. Such visible support is vital,both internally in Bolivia and 
as part of a concerted effort to ellicit additional assistance from the 
IMF, the World Bank and the IDB. 

Given the magnitude of the balance-of-payments "gap" indicated in
 
Section III E, it is clear that the relatively small amount of ESF
 
balance-of-payments assistance that AID will be able to offer will only 
partially meet Bolivia's needs. Nevertheless, it will serve as a 
catalyst for more significant levels of support needed (a) from 
multilateral donors, (b) through the Paris Club, (c) from the consortium 
of commercial banks which have lent to Bolivia, and (d) trom other Latin 
Anterican countries. In addition, it will strengthen the U.S. Mission's 
prospects for success in its dialogue with the GOB with respect to 
implementation of, and follow-up to, the August 29 measures. Lastly, ESF 
assistance will generate significant local currency resources with which 
to support important elements of the GOB stabilization program. 

B. The Cash Transfer Program 

The magnitude and urgency of Bolivia's balance-of-payments 
problem argue in favor of a cash transfer as the vehicle for providing 
balance-of-payments assistance. Given Bolivia's serious debt situation 
and the fact that the proposed cash transfer most likely will not be used 
to finance long-term investments, a grant rather than a loan ESF program 
is requested. 
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An ESF grant agreement will. be signed with the Minister of Planning 
(or other designated GOB authority). A GOB letter requesting FY 1986 ESF 
assistance will be obtained as soon as AID/W formally approves such
 

aLsistance. It will provide for two tranched obligations and
 

disbursements, the first of which will be for $7,177,000, by electronic
 

transfer into a Central Bank (BCB) account in the United States. The
 

first obligation/disbursement will be made without requiring any further 
economic measures, in recognition and support of the comprehensive 
measures already taken. The second obligation/disbursement will be 
contingent upon compliance with the coca erradication target established
 
pursuant to the FY 1986-87 FAA authorization bill, and following the
 

completion of a status report on the follow-up actions taken be the GOB 
to implement its stabilization program.
 

Within six months of each disbursement of ESF to the BCB's account,
 

the GOB will deposit an equivalent amount of Bolvian pesos in an
 
account in the BCB for expenditure asinterest-bearing counterpart 

jointly agreed by the GOB and USAID.
 

The GOB will covenant that within twelve months following the
 

disbursement of the first $7,177,000 of ESF to the BCB, it will make
 
of foreign exchange not lessavailable to private importers an amount 

than that disbursed to the BCB by AID under the ESF agreement for the 
importaiton of raw materials, machinery, intermediate goods and spare 
parts from the United States. The funds made available by the GOB will 
be in addition to those to be made available by AID for private sector
 

agro-industrial imports under the Agro-industrial Reactivation Compone~it
 

of the Disaster Recovery Project. The BCB will document imports of
 

eligible commodities by the private sector in compliance with this
 

covenant and provide the Mission with a report of these transactions. 

C. Local Currency Proceeds
 

USAID/Bolivia is currently engaged in discussions with the GOB
 

on the uses of the local currency to be generated by the PL 480 Title I
 

wheat sales and the upcoming Agro-industrial Reaction Program. The uses
 

specified in the agreements for this assistance are being reviewed to 
determine the most appropriate allocation of resources to support the
 

GOB's stabilization plan (e.g. supplementing commercial bank resources
 

for financing agricultural credit) and other programs of interest to the 
USG.
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The local currency proceeds from the proposed ESF cash transfer
 
program will also be used to support the GOB's stabilization program.
 
Special attention will be paid to using this local currency in ways which
 
do not exaccerbate inflationary pressures. Examples of the uses to which
 
the proceeds could be put are: (a) severance pay for dismissed public
 
employees; (b) the establishment of a special fund to attract personnel to
 
be recruited from the private sector to help implement the GOB's
 
stabilization program; (c) local currency project counterpart funds
 
necessary to effect the disbursement of other donor foreign exchange
 
project financing; and (d) employment-generation activities designed to
 
cushion the social disruptions and pressures that are expected as a result
 
of the implementation of the economic package.
 

Given the fact that ESF resources have not yet been received for
 
Bolivia in FY 1986, it has not been possible to negotiate ESF local
 
currency uses with the GOB. As soon as this PAAD is approved, negotiations
 
will proceed. It is hoped that, by that time, the GOB, with IMF
 

assistance, will have better defined its FY 1986 budget. USAID/Bolivia and
 
the GOB will agree on a program for the use of local currency and the
 
mechanisms for disbursement prior to signature of the Program Agreement.
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V. CONDITIONS AND COVENANTS
 

The following conditions and covenants will be included in the ESF
 

agreement:
 

A. Conditions Precedent to Disbursement of the First Half of ESF
 

Assistance.
 

Prior to the disbursement of the first half of the ESF assistance
 

to be provided under this agreement, or to the issuance by AID of
 

documentation pursuant to which such disbursement will be made, the
 

Government of Bolivia will, except as Aid may otherwise agree in writing,
 

furnish to AId, in form and substance satisfactory to AID:
 

1. a legal opinion from the Office of the Attorney General of
 

Bolivia stating that this Agreement has been duly authorized and/or
 

ratified by, and executed on behalf of, the Government of Bolivia (GOB),
 

and that it constitutes a valid and legally binding obligation of the GOB
 

in accordance with all of its terms and conditions; and
 

2. a statement warranting that the named person or persons have
 

the authority to act as the representatives of the GOB under this
 

Agreement, together with a specimen signature of each person certified as
 

to its autenticity.
 

B. 	Conditions Precedent to obligation/Disbursement of the Second
 

Portion of ESF-Assistance.
 

The Program Agreement will contain languate stating that prior to
 

obligation and disbursement of the second portion of the ESF assistance to
 

be provided under this agreement, or to the issuance by AID of
 

documentation pursuant to which such disbursement will be made, the
 

Government of Bolivia will, except as AID may otherwise agree in writing:
 

furnish to AID, in form and substance satisfactory to AID, proof that the
 

GOB 	has achieved the erradication target for calendar year 1985 contained
 

in its 1983 Narcotics Agreement with the United States.
 

C. 	Covenants
 

That within six months of each cash transfer disbursement from
1. 

AID 	to the Central Bank (BCB) under this Agreement, the GOB will deposits
 

an amount equivalent to such cash transfer in Bolivian pesos into a Special
 

Account in the BCB, in separate disbursements in the amounts and on the
 

The Special Account will pay interest at a rate
dates requested by AID. 

equal to the average rate paid py commercial banks, on the date of each
 

deposit of pesos, on six-month time deposits with a dollar maintenance of
 

value clause. The peso equivalent of each dollar disbursement will be
 

calculated at the highest legal official rate of exchange for the purchase
 

of dollars on the date of each peso disbursement to the Special Account.
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2. That the GOB will agree with AID on a program for the use ofthe peso proceeds, deposited in accordance with Covenant 1 above in theSpecial Account, in support of the GOB's economic stabilization program. 

3. That within 12 months of the first disbursement under thisagreement, the GOB will have made available to private importers anamount of foreign exchange not less than that disbursed to the BCB by AIDunder this Agreement in U.S. Fiscal Year 1986, for financing of the
importation of raw materials, madinery, intermediate goods, and spareparts from the United States, such foreign exchange being additional tothat provided by the GOB to private sector importers under theAID-financed Agro-industrial Reactivation Program; and that the GOB willreport promptly to AID that such transactions have been accomplished. 



ANNEX I
 

Measures Contained in Supreme Decree 21060 (August 29, 1985)
 

Title I
 

Establishes new exchange rate system and proc!dure for twice weekly

auctions and legalized the parallel market.
 

Authorizes the sale of the BCB's monetary gold in support of the new 
economic program. 

Title II, Chapter I. 

Authorizes banks and other financial institutions to offer foreign
exchange denominated accounts and accounts with a dollar maintenance of

-Value clause and to make- dollar denominated loans or loans with a 
maintenance of value clause. Financial institutions are required to pay
no less than LIBOR on such deposits. Interest rates on such loans are
specifically exempted from all interest rate control-. Such deposits are 
also exempt from reserve requirements. 

Eliminates interest rate controls on all peso deposits and loans.
Reduces the legally required reserve for peso denominated deposits to 50 
percent for demand deposits, 10 percent for term and savings deposits. 

Commercial banks are specifically authorized to carry out foreign 
exchange and trade transactions. 

Chapter II 

Eliminates all restrictions on imports, except those dealing with 
public health or state security.
 

Establishes a new system of customs tariffs equal to a flat ten
 
percent rate plus an amount equal to 10 percent of the previously

existing tariff. Eliminates all tariff exemptions except those 
established by international agreemoents. 

Chapter III 

Eliminates all restrictions and administrative controls on exports

with the exception of animwents, narcotics and other dangerous

substances, and items prohibited by regulation 
for the protection ofendangered species, and the "preservation of the artistic patrimony and
 
cultural treasures of the Nation."
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Adjusts the system of taxation of minerals to provide more realistic 
and adjustable presumed costs. 

Title III Labor Laws
 

Chapter I
 

Permits both public and private sector employers to rescind laborcontracts subject severanceto a payment of three months pay, if paid in
 a lump sum, 
 or six months pay if paid monthly, at the option of the 
employee. 

Chapter II
 

Freezes public sector wages until Decc-nber 31, 1985.
 

Establishes that private sector arewages to be freely contracted 
between employer and employee.
 

Eliminates "Pulperias" (subsidized commissaries) operated by the 
state corporation of production. 

Workers formerly having "pulperias" in i.he public sector are to be 
compensated by the amount of the subsidy in cash. 

Public enterprises are prohibited from paying workers-in kind or 
providing free products (e.g. gasoline, food) in addition to salary. 

Chapter III
 

Reduces the number of public holidays to 10. 

Title IV. Price Controls
 

Chapter I 

Eliminates all price controls.
 

Establishes a price for regular gasoline of U.S.$.30 per liter andestablishes corresponding prices for other petroleum products. The peso

price to be adjusted twice monthly. 

Establishes similar dollar denominated prices and price adjustments
for electricity and telephoie service and rail service. 

Delegates rate setting for urban transport to municipalities.
 

http:U.S.$.30
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Establishes free entry into inter-urban transport and domestic 
airline service and eliminates price regulation. 

Title V. State Enterprises 

Chapter I 

Requires all state enterprises to submit a set of accounts as of 
July 31, 1985 and to submit a detailed budget for the last quarter of 
1985. 

Requires all state enterprises to submit a plan within 30 days for 
the rationalization of personnel.
 

Prohibits Central Bank Credit to enterprises which have not complied 
with the previous provisions.
 

State enterprises are required to maintain deposits in pesos only in
the Banco del Estado. All state enterprises are prohibited from 
maintaining bank accounts outside the country. 

Chapter II
 

YPFB is to be broken up in three regional institutions. 

Chapter III 

CCailIBOL is to be decentralized into four regional institutions. 

Chapter IV 

The Bolivian Development Corporation (CBF) is to be dissolved and
its assets transferred to the regional development corporations where
 
they are located.
 

Chapter V.
 

The National Automotive Transport Enterprise (INTA) is dissolved and 
its assets transferred to the municipalities in whid they are located. 

Cliapter VI 

The domestic public debt in arrears (floating debt) is consolidated 
through the issuance of notes with a dollar maintenance of value clause. 
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Chapter VII
 

Abolishes legal monopolies. 

Title VII Fiscal and Monetary Reform
 

Requires the Ministers of Finance and Planning to submit to theCongress proposals for the reform of the monetary and tax systems. 



ANNEX II
 

Detailed Analysis of the GOB Economic Stabilization Program 

I. Analysis of Fiscal Implications 

In projecting the fiscal consequences of the new GOB program, it is
important to empihasize that the quality of the fiscal data upon whid
these estimates are baxsed is poor. 
 The quality of fiscal accounting inBolivia, which never was very high, has deteriorated further as a result
of the acceleration of inflation (which has virtually destroyed
expenditure control) and the overall turmoil in the public sector (whichhas prcduced inconsistent ard Lunrecorded changes in accounting). U&IMDhas, however, coordin~ated data reconciliation efforts with the EmbassyEconomic Section, the IMP and the Central Bank (BCB), and has concludedthat the data upon which the estimates in this section are based are thebest which can be obtained under present circumstances. Therefore, theMissi= -is- reasonably-confident of the accuracy of the projected effects 
of the package. 

Because of deteriorations in the quality of fiscal statistics duringthe course of 1985 and the general problem of taking into accountseasonal patterns in receipts and expenditures, the estimate of the
impact of the progran is based on the 1984 pattern of income andexpenditures. That is say,to the analysis that follow.s will attempt tomeasure the outcome that would have been achieved if the new GOB program
had been in effect during the year 1984. 

A. Central Government 

It is customary to divide the non-financial public sector intogeneral government and state enterprises. General government, in turn.
is divided into central government and other general government.
Finally, in Bolivia, the central governent is further divided intocentral administration (basically those activities funded by theTreasury) and decentralized agencies. only the most general information
is available on the financial position of Bolivian local governments and 
decentralized agencies. 

out of a total public sector deficit of 28.1 percent of GDP in1984, 
GDP, 

the deficit of the central governument accounted for 22.2 percent ofof which the central administration accoLunted for 20.9 percent. Thedetails oi1 the 3.984 actual relxrtoed outcome for the centraladministration together with the estimates of the impact of the new GOBprogra.m are shown on Table 1. 1bur of the recent econonic measures will 

A
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TABLE 
GENERAL GOVERNMENT INCOME AND EXPENDITURE -- 1984
 

(MILLION PESOS)
 
% OF WITH % OF
 

ACTUAL GDP 
 MEASURES GDP
CURRENT INCOME 
 593406 3.12% 
 1350625 7.10%
INCOME TAX 
 154415 
 0.81% 154415 0.61%
TAXES ON GOODS - SERVICES 
 67577 
 0.36% 208247 1.09%
YPFB PRODUCTION 
(1) 59215 0.31% 189489 1.00%
SALES OF REF. PROD.(2) 
 3549 0.02% 13946 0.07%

TAX ON BANK CREDIT 
 4813 0.03% 4813 0.03%
TAXES.IN INT'L TRADE 
 330548 1.74% 
 947096 4.98%
IMPORT DUTIES (3) 122871 0.65% 497759 
 2.62%
CONSULAR FEES 
(1) 16429 0.09% 52573 
 0.28%
STATE MINING EXPORTS (1) 69621 
 0.37% 222787 1.17%
PRIV. MINING EXPORTS (1) 54290 
 0.29% 173729 0.91%

OTHER EXPORT TAXES (1) 77 

FOR. EX TAX (4) 

.00% 248 .00%
 
67259 0.35% 
 0 0.00%
NON-TAX REVENUE 40867 0.21% 
 40867 0.21%
 

CURRENT EXPENDITURES 
 4295050 
 22.58% 4761441 25.03%

PERSONAL SERVICES 
 1503516 
 7.90% 1353165 7.11%
OTHER SERVICES 
 106227 
 0.56% 106227 0.56%
MATERIALS & SUPPLIES 150724 0.79% 10724 0.79%
INTERNAL PIJFiLIC DEBT 27930 0.15% 
 27930 0.15%EXTERNAL PUBLIC DEBT 
(1) 280337 1.47% 
 897079 .4.72%
CURR TRANS PRIV SECT 
 422657 2.22% 
 422657 2.22%

CURR TRANS PUB SECT 
 601392 3.16% 
 590245 3.10%
SUPP INT ORGAN. (1) 5067 0.03% 16214 0.09%OTHER EXPENDITU)RE 1197200 
 6.29% 1197200 6.29%
 

CAPITAL REVENUE 
 12533 0.07% 
 12533 0.07%
CAPITAL EXPENDITURES 
 281231 1.48% 
 281231 1.43% 

OVERALL SURPLUS/DEFICIT 
 -3970342 
 -20.87% -3679514 -19.34%
 
OF CENTRAL ADMINISTRATION
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TABLE i (cont'd)
GENERAL GOVERNMENT INCOME ANDEXPENDITURE -- 1984 

(MILLTd*N PESOS) 
% OF WITH % OF 

ACTUAL GDP MEASURES GDP 
SUMMARY: SOCIAL SECURITY SYSTEM 

CURRENT REVENUE 
CURRENT EXPENDITURE 

371309 
295927 

1.95% 
1.56% 

371309 
295927 

1.95% 
1.56% 

CAPITAL EXPENDITURE 75382 0.40% 75382 0.40% 

SURPLUS/DEFICIT 0 .00% 0 .00% 
OF SOCIAL SECURITY SYSTEM 

SUMMARY: OTHER DECENTRALIZED AGENCIES
 

CURRENT REVENUE 
 251882 1.32% 251882 
 1.32%
 
CURRENT EXPENDITURES (5) 497327 
 2.61% 472461 2.48%

CAPITAL REVENUE 
 36523 0.19% 36523 0.19%
 
CAPITAL EXPENDITURES 
 36216 
 0.19% 36216 0.197.
 

SURPLUS/DEFICIT 
 -245136 -1.29% -220271 -1.16%
 
OF DECENTRALIZED AGENCIES
 

SUMMARY:LOCAL GOVERNMENT
 

CURRENT REVENUE 
 287682 1.51% 287682 1.51%

CURRENT EXPENDITURES (5) 463449 2.44% 440277 2.31%

CAPITAL REVENUE 16276 0.09% iC.276 0.09% 
CAPITAL EXPENDITURES 79717 0.42% 79717 0.42%
 

SURPLUS/DEFICIT 
 -239208 -1.26% -216035 -1.14%
 
OF LOCAL GOVERNMENT
 

SUMMARY: GENERAL GOVERNMENT
 

OVERALL SURPLUS/DEFICIT -4454608 -23.42% -4115821 -21.64%
 
OF GENERAL GOVERNMENT 

SOURCE: IMF, RECENT ECONOMIC DEVELOPMENTS, SEPT 1985, TABLE 38.
 

Notes: (1) Adjusted by the estimated change in the real exchange rate
 
in relation to the average official rate of 1984.
 
(2) Taxes on dome~stic petroleLm consumption are assumed to increase 

by the same proportion as the real increase in domestic petroleum
 
prices.
 

(3) Customs receipts adjusted as explained in the text. 
(4) Tax on foreign exchange transactions was eliminated as part
 

of the economic program.

(5) Assumes a 10 percent reduction in the public sector wage bill. 
All other items are assumed unchanged. 
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affect the central administration fiscal deficit: the devaluation, theelimination of import restrictions together with the restructuring of thetariff schodule, the elimination of the tax on official foreign exchangetransactions; and thu jLdlic sector wage freeze. 

Although the most powerful fiscal measure for the public sectoras a iswhole the devaluation followed by a system of at least twiceweek1i"adjustments dictated by Market forces, its beneficial effects on
the central government revenue are substantially offset by the adverseeffect of the devaluation on the peso value of external debt servicepayments. The initial impact of the new foreign exchange auction systemwas to increase the official exchange rate to a level of approximately1.1 million pxesos. This figure is slightly higher than the Mission'sestimate of a purchasing power parity exchange rate calculated onTable 2. Th1is estimate of the purchasing power parity rate* must betreated with some caution since it assumes no erosion of underlyingBolivian productivity or otlier structural fundamentals since the early1970s. To the extent that there has been such an erosion, the exchangerate required to equilibrate Bolivia's external accounts will becorrespondingly higher. In the political and economic turmoil and theconsequent lack of investment undertaken in the past five years, it is
not at all surprising that an exdange rate generated by free marketforces is somewhat highcr than a purdiasing power parity calculationwould suggest. Nonetheless, the parity calculation suggests that it isvery likely that the real (that is inflation adjusted) exdange rate willcontinue to adjust itself to maintain the equivalent of 1.1 million pesos
at the price level prevailing on Septerber 1, 1985. This is theassumption upon which the fiscal estimates of this section are based. 

The initial results of the foreign exchange auction, adjusted forchanges in the consumer price indlex since 19e4, produced a real exdangerate 3.2 times the average official exchange rate for 1984. 
 If it is
assumed that this exchange rate will continue to increase in line withinflation, the fiscal impact will be that taxes and other receipts whicharise from internatiolaal transactions, as well as purchases abroadgoods anid services and foreign debt service 
of 

Payments, will increase bythe amount of the increase in the real exchange rate. Thus, devaluationhas both positive and negative effects on the fiscal deficit. 

* A ir-ore '--11s-tcTjcd calculation of purchasing poxwer parity would takeinto accoint not just U.S. inflation but a weighted average of inflationrates for Bolivia's major trading partners adjusted for changes in their
dollar exchange rates. However, experience with such calculations inother South American countries suggests that the degree of distortionintroduced by the use of U.S. inflation alone is small. 
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TABLE 2
 
ESTIMATED PURCHASING POWER PARITY EXCHANGE RATE
 

PESOS PER U.S. DOLLAR
 
DATE U.S. LA PAZ ESTIMATED OFFICIAL PARALLEL
 

WHOLESALE CPI PARITY EXCHANGE RATE
 
PRICE INDEX RATE RATE (BUYING)
 

1972 100.0 100 20 20
 
1979 198.0 345 35 25
 
1980 225.7 508 45 25
 
1981 246.3 671 55 25
 
DEC. 1982 252.6 2,782 220 198 280
 
DEC 1983 262.9 11,921 907 505 1",300
 
MARCH 1984 260.5 19,462 1,495 505 3,200
 
JUNE 1964 261.1 48,527 3,719 2,000 3,300
 
SEPT 1984 260.2 60,602 6,198 2000/5000 15,000
 
DEC. 1984 260.0 271,468 20,692 9,000 20,000
 
-JAN.-1985 -26&-.- 450,130 35,258 9,000 73,016
 
FEB 1985 259.6 1,295,464 99,872 45,000 141101
 
MARCH 1985 259.1 1,618,562 124,998 45,000 128,137
 
APRIL 1985 259.6 1,809,275 139,483 .45,000 167,428
 
MAY 1985 260.2 2,454,607 188,742 75,000 272,375
 
JUNE 1985 259.6 4,380,533 337,711 75,000 481,756
 
JULY 1985 259.6 7,204,961 561,623 75,000 685,476
 
AUG. 1985 259.6 12,126,612 934,883 75,000 1,182,303
 

SOURCE: IMF, INTERNATIONAL FINANCIAL STATISTICS AND UNPUBLISHED BCB
 
AND USAID DATA
 



The initial effect of the devaluation is to increase central 
administration current revenues by 3.43 percent of GDP as a result of its 
effect on customs duties and a variety of export and import taxes (other 
than taxes on state enterprises whid represent transfers within the 
public sector). However, much of this improvement is offset by increases 
in the peso value of external debt service payments and certain other 
external obligations totalling to 3.25 percent of GDP. The net effect of 
the devaluation alone will be to reduce the central government deficit by 
only 0.2 percent of GDP. 

There are serious discrepancies in the data between tax payments 
reported by state enterprises and tax receipts reported by the Treasury. 
In the estimates in this section, the Treasury figures have been taken as 
correct and changes in the tax payments of state enterprises have been 
based on those figures, rather than the tax payments reported by the 
enterpr.isos. themselves , -In any case, dnges in such payments represent 
transfers within the public sector and do not affect the overall deficit. 

In one of the itost controversial elements of its revenue package, 
the GOB eliminated virtually all administrative restrictions on imports 
and drastically reduced the level of tariffs. The primary purpose of 
this measure is not so much to improve economic efficiency (although it
 
certainly should do that), but rather to increase revenues first, by 
increasing the proportion of final goods which pay a relatively higher 
duty, second, by taxing capital qoods, raw materials, and semi-finished 
products, which make up the bulk of Bolivian imports, and finally, by 
reducing the rates of import duties to a point where smuggling will no 
longer be attractive. The calculation of the effect of the trade policy 
reform on revenues (see Table 1) assumes that an average duty of 15 
percent will be applied and that there will be no increase in the volume 
of legal imports over those actually recorded in 1984. Under these 
conservative assumptions, the trade policy refona is projected to 
increase revenues to 2.6 percent of GDP from the level of 2.1 percent of 
GDP ihich would have been produced by the devaluation alone and the 0.7 
percent of GDP actually produced by customs duties in 1984. It should be 
emphasized that these estimiates are based on an assumption of no increase 
in legal imports. 1ib the extent thit formerly contraband imports will 
now move through legal daruels, customs receipts will be correspondingly 
higher. For example, if legal imports should increase by 10 percent, 
customs revenues will increase by 0.26 percent of GDP over those forecast 
in Table 1. 

The third significant fiscal measure affecting the central
 
government accounts is the elimination of the tax on official foreign 
exchange transactions. The purpose of eliminating this tax was to narrow 
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the differential between the official and parallel foreign exchange 
markets. The revenue loss from the elimination of this tax is relatively
small, approximately 0.35 percent of GOP. Part of this loss may be 
offset by what is, in effect, a prepayment of *ustoms duties through the 
10 percent surcharge on official foreign exu*ange purchases. 

The final measure which will affect the central government
deficit is the freeze of public sector wages until December 31, 1985. 
The effect of this measure will depend on the rate of inflation in the 
last four months of the year and on the degree to which the GOB can, in 
fact, resist pressure for wage increases. In the calculation of Table 1,
it has been assured that the real (that is, price adjusted) wage bill of 
the central government will be reduced by 10 percent. The effect of such 
a reduction, whether achieved by a 10 percent reduction in real wages, a 
10 percent reduction in personnel and constant real wages, or a 
combination, would be to reduce the central government deficit by 0.8 
percent of GDP.
 

It should be emphasized that the GOB faces a very difficult 
dilemma in its wage and employment policies in the public sector. 
Personnel costs are by far the largest single component of current 
expenditures and the only one subject to reductions in the short term. 
However, real public sector salaries are already down 45 percent from 
their 1980 levels, and further compression would impose very serious 
hardships on those who have to implemwnt the GOB's program. On the other 
hand, the alternative of a large scale disd-arge of public employees
faces the problem that there probably are not, in the near term, 
alternative sources of employment for them. The GOB policy seems to be 
to compress wages in the short run, encouraging those with alternatives 
to qrait, followed by a rationalization of the workforce over the next 
year. 

qThe combined effect of these four measures, devaluation, tariff 
reform, wage restraint, and the elimination of the tax on foreign
exchange, on the central administration deficit is a reduction by 1.6 
percent of GDP, from 20.9 percent of GDP to 19.3 percent. 

B. Decentralized Agencies and Local Government 

The abseince of detailed infornution on the structure of income 
and expend1iture of decentralized agencies and local government makes it 
very difficult to reach any definite conclusions about the effect of the 
new economic program on their fiscal deficits. On the whole, it is 
likely to be snall. Their primary sources of revenue are transfer 
payments and taxes on domestic activity. On the assumption that half of 

's
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their current expenditures are for personnel compensation, it isestimted that the projected ten percent decline in public sector wages
will result in an aggregate reduction in their-deficits of .41 percent ofGDP. 

C. C 4I BOL 

The effects of the measures taken on COMIBOL and otherenterprises arc shown in Table 3. stateThe principal measures which affectthe deficit of CW11IBOL are the devaluation and the wage freeze. As ".ihownin Table 3, the devaluation, by increasing the peso value of COMIBOL'sforeign sales more than its foreign purchases and taking into account itsincreased tax liability, reduces its deficit by 1.19 percent of GDP.addition, Inthe increase in COMIBOL's export:.-ilues inOCMIBOL's revenue by a further 0.43 percent of GDP. 
1986 will increase 
Finally, a ten
percent red]uction in real wages would reduce the deficit by a further0.14 pa-rcent of GDP. These measures taken together woulddeficit .y 1.76 percent of GDP?. 

reduce the
The decentralization of COMIBOL islikely to have some further impxict by increasing the company's operatingefficiency and enabling it to reduce the size of its centralbureaucracy. The size of these effects and their timing is difficultpredict. In addition, thie toelimination of subsidized commiswaries(pulperias) should reduce COMIIP.L's costs. However, in annoumcing this
measure, GOB officials pledged to financially compensate 
 the miners forthe elimination of this subsidy. Therefore, the short term gain from.
this measure ay be minimail.
 

D. YPF3 

In addition to the devaluation and wage freeze, YPFB'.S"operatingsurplus will be auqinented by the increase in domTestic petroleum prices,acco-paniea by a system of twice monthly price adjustments designed tomaintain domestic petroleum prices constant dollarin terms at US$.30 perliter for gasoline. 'Te devaluation, as inshown Table 3, will increasethe ruosSo value of YPMB's foreign .ales by 17.7 percent of GDP. However,it will also increase the p6so value of current and capital expendituresby 7.9 p-Trcent. The incricease in domestic sales prices is estiiivited at3.93 ti:es the average- real don-3stic sales price realized by YPFB].984. Thu,: intctal value of doc..;tic sales is projected to increase by 4.22percent of Cu],. }Io,.vwr, sotm pert of this increase represents sales toother parts of the Ablic sector. In the absence of any information onthe proportion which such sales comprise of YPFB'sit total domestic ifi'come,has boer assuned that petroleum product sales to the public sectorthe same proportion of total sliles which the public sector 
is 

represents oftotal GDP, approxilttely 33 rAkrcont. This reduces the revenue gain tothe pu)lic sector of the price increase by approximately 1.4 percent of
GDP. 
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TABLE 3
 
STATE ENTERPRISES
 
(PERCENT OF GDP)
 

COMIBOL COMIBOL YPFB YPFB
 
W/O MEASURES W/MEASURES W/0 MEASURES W/MEASURES 

CURRENT INCOME 

SALES: GOODS &SERV
 

PESOS 

DOLLAR DENOM. 

DOLLAR 


OTHER INCOME
 
PESOS 

DOLLAR DENOM. 

DOLLAR 


TRANSFERS 


CURRENT EXPENDITURES 


WAGES & SALARIES
 
PESOS 

DOLLAR DENOM. 

DOLLAR 


DENEFITS 

PURCHASE OF GOODS
 

PESOS 

DOLLAR DENOM. 

DOLILIR 

PURCHASE OF SERVICES
 
PESOS 

DOLLAR DENOM. 

DOLLAR 


INIERES f 
PESOS 

DOILAR 

TAXES 
PESOS 

DOLLAR 


PUB SECT IRANS 

PRIVATE SECTOR TRANSFERS
 

PESOS 

DOLIAk 

OTHER 
PESOS 

DO'LLAR 


CAPITAL INCOME 

PESOS 

DOLLAR 


CAPITAL EXPENDITORE 

PESOS 

DOLLAR 


SURPLUS/DEFICIT 


2.43% 7.73% 9.54% 30.1il 

0.001 0.001 1.14% 4.28% 
1.521 5.161 0.00% 0.001 
0.69% 2.34% 8.06% 25.791 

0.22X 0.221 0.04% 0.041 
0.00% 0.001 0.001 0.00! 
.00% 0.011 0.00x 0.001 

0.001 0.0OX 0.00% 0.001 

4.23% 7.45% 9.57% 16.2B 

1.431 1.291 3.70X 3.331 
.00% .001 0.02X 0.091 

0.06% 0.19X 0.801 2.551 
0.061 0.061 0.041 0,04% 

0.891 0.B91 0.1O 0.!0% 
0.44% 1.391 0.011 0.041 
0.57% 1.841 1.59X 5.071 

0.33 0.331 0.37% 0.371 
0.00 0.001 0.15% 0.481 
0.091 0.28% 0.13% 0.411 

0.05% 0.05% 0.04% 0.041 
0.01! 0.02% 0.18X 0.59% 

0.00! 0.00! 0.10% 0.15% 
0.311 1.111 2.34! 3.031 
0.00% 0.00! 0.00% 0.00! 

0.00! 0.00! 0.0OX 0.00! 
0.001 0.00% 0.0OZ 0.00! 

0.00! 0.001 0.00% 0.00! 
0.001 0.00! 0.00" 0.001 

0.00% 0.00! 0.00! 0.00! 
0.002 O.Ou! 0.00% 0.0$! 
0.00! 0.0O 0.00! 0.001 

0.16 0.481 1.011 2.561 
0.01% 0.01! 0.30! 0.30! 
0.14! 0.461 0.70! 2.251 

-1.9b1 -0.201 -1.041 11.27! 

NOTE: 'DOLLAR DENOM." INDICATES ITEMS VH[CH ARE PAYABLE INPESOS 
BUTWHOSE VALUES ARE CLOSELY TIED TO THE EICHANGE RATE. 
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TABLE 3 (CONT'D)
 
STATE ENTERPRISES
 
(PERCENT OF GDP)
 

OTHER OTHER TOTAL TOTAL
 
W/O MEASURES WIMEASURES WiO MEASURES W/MEASURES
 

CURRENT INCOME 7.03% 16.35% 19.001 54.191 
SALES: GOODS k SERV 

PESOS 2.54% 2.54% 3.99X 6.83% 
DOLLAR DENOM. 0.45% 1.45% 1.98 6.611 
DOLLAR 3.57% 11.421 12.32% 39.55% 

OTHER INCOME 
PESOS 0.17% 0.17% 0.42% 0.42% 
DOLLAR DENOM. .00% .001 .00X .00% 
DOLLAR 0.21% 0.60% 0.22X 0.70% 

TRANSFERS 0.08% O.OO8 0.081 0.081 

CURRENT EXPENDITURES 7.57X 15.02% 21.371 38.75% 
WAGFS & SALARIES 

PES.s 2.31% 2.09% 7.44% 6.691 
DOLLAR DENOM. 0.037. 0.091 0.05% 0.17% 
DOLLAR 0.29X 0.92Z 1.14% 3.66% 

BENEFITS 0.05% 0.05% 0.16% 0.16% 
PURCHASE OF GOODS 

PESOS 1.23% 1.23% 2.22% 2.22% 
DOLLAR DENOM. 2.091 6.70% 2.54% 8.131 
DOLLAR 0.28% 0.90% 2.44% 7.81% 

PURCHASE OF SLRVICES 
PESOS 0.28% 0.28% 0.98% 0.98% 
DOLLAR DENOM. .00% .00% 0.15Z 0.48X 
IDOLLAR 0.201 0.651 0.42% 1.351 

INTEREST 
FESOS 0.021 0.02% 0.11% 0.11% 
DOLLAR 0.59% 1.89% 0.781 2.501 

TAXES 
PESOS .00% .00% 0.10% 0.15% 
DOLLAR .001 .00% 2.65% 4.14% 

PLIBSECT TRANS 0.09% 0.09% 0.09% 0.091 
PRIVATE SECTOR TRANSFERS 

PESOS 0.06% 0.06% 0.06% 0.061 
DOLLAR .00% .00% .001 .00% 

OHER 
PESOS 0.03% 0.031 0.03% 0.031 
DOLLAR .00% 0.01% .00% 0.01% 

CAPITAL INCOME 0.171 0.32% 0.17% 0.32% 
PESOS 0.10% 0.10% 0.101 0.101 
DOLLAR 0.07% 0.221 0.07% 0.221 

CAPIIAL EXPENDITURE 1.34% 2.11% 2.50% 5.15% 
PESOS 0.96% 0.981 1.30% 1.301 
DOLLAR 0.35% 1.131 1.20% 3.85% 

SURPLUS/DEFICIT -1.71% -0.45% -4.701 10.621
 

SOURCE: UNPUBLISHED MINISTRY OF FINANCE DATA
 



TABLE 4
 
SUMMARY: FISCAL DEFICIT
 

(PERCENT OF GDP)
 

WITHOUT MEASURES 


CONSOLIDATED PUBLIC SECTOR -2B.12% 


GENERAL GOVERNMENT -23.42% 


CENTRAL GOVERNMENT -22.16% 

CENTRAL ADMINISTRATION -20.87% 

SOCIAL SECURITY SYSTEM 0.00% 

DECENTRALIZED AGENCIES -1.29% 


LOCAL GOVERNMENT -1.26% 


STATE ENTERPRISES -4.70% 
COMIBOL -1.96% 
YPFB -1.04% 
OTHER -1.71% 

SOURCE: TABLES 1 AND 3 

WITH MEASURES
 

-11.02%
 

-21.64%
 

-20.50%
 
-19.34%
 

0.00%
 
-1.16%
 

-1.14%
 

10.62%
 
-0.20%
 
11.27%
 
-0.45%
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Finally, as with the central government and (XLMIBOL, a tenpercent reduction in the wage bill will significantly increase YPFB'soperating surplus. The amount of that reduction is estimated in Table 3at 0.37 percent of GDP. Overall, the effect of the combination of thethree me!asures on YPFB will reduce the public sector deficit by 12.3
percent of GDP. As with COMIIBOL, the decentralization 
of YPFB is likelyto result in some cost saving but, again, the degree and timing of such asaving is difficult to determine. Finally, in the longer term, theimproved cash flow of YPFB should enable it to devote more resourcesexploratiai and secondary 
to 

recovery, postponing the day when Bolivia will

have to import petroleum.
 

E. Other State Enterprises 

The deficit of other state enterprises (MTEL, LAB, CBF, and others) willbe affected by the devaluation md by wage reductions. As shown on Table3, the devaluation will reduce their deficits by 1.02 percent of GDP.While a ten'percent wage reduction will improve their fiscal position bya further 0.17 percent. The total reduction of the deficit of "other"state enterprises due to the p-ackage is thus 1.26 percent of GDP. Onemeasure which should reduce the deficit of "other" state enterprisesstill further is the dissolution of CBF, the state holding company, achronic mone,-y l ser, and the distribution of its assets to theUipartmental Development Corporations. In the course of this operation,the Central Goverrnment will be assuming the debts of CBF's componentparts. This decentralization should eventually improve fiscal control ofthese enterprises by cutting off their access to Central Bank financing.The amount of C3F's deficit after the introduction of the measures
basically u-changed at approximately 0.4 percent of GDP. 

is 

F. Overall Fiscal Implications 

Taken together, the combined impact of the economic measures onthe central government and the state enterprises will result in a deficitreduction of 17.1 pe-,rcent of GDP Table 4).(See While this is an enormous improvement (imd it is difficult to think of any othergovernment in the world which has implemented such a strong fiscalpackage), the consolid:itc] fiscal deficit for was1984 28.]. percent ofGDP (not counting certain debt service payments in arrears), of which25.8 percent was fiinnced domestically. Thus, the GOB program willprodLuCe a major reduction in 
GDP. 

the deficit to approximately 11 percent ofIn addition, an increased flow of donor disbursements (estimated$ .97 million for 1986) will increase external financing of the deficit 
at 

from 2.4 percent of GDP to about 4,5 percent. The 
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combination of these two factors will reduce the domestic financing
requirement from 25.8 percent of GDP to 6.5 percent of GDP. * 

To some extent, positive feedback from the measures already taken
should produce further improvement in the fb "cal situation. This is the 
reverse of the process which has been observed over the last three years
in which accelerating inflation has reduced revenue collections in real
 
terms and undermined expenditure control, leading to a further fiscal­
deterioration and still larger inflationary pressures. One source of 
positive improvement on the revenue side is the income tax (corporate and

individual), which, in 1980 and 1981, yielded more than 2.5 percent of
GDP. This declined to 1.6 percent of GDP in 1983 and 0.8 percent in' 
1984, chiefly as a result of the effect of accelerating inflation on the
real value of nominal tax proceeds during the time period between receipt
of income and payment of the tax. An additional improvement of 1.5 to
2.0 percent of GDP might be expected as a :-sult of a significant slowing
of inflation and improved tax administration. In addition, a relaxation
of the import co-istraints and a concomitant shift of contraband into
legal channels could increase revenues fron customs duties. For example,
an increase to the le el of imports forecast for 1986 elsewhere in this
 
paper would produce an increase in customs revenue of 0.65 percent of
GDP. On the ezpenditure side, there is substantial room for reductions 
through improved controls.
 

To summarize, the Victor Paz government, on taking office, faced 
an imposing fiscal deficit (28% of GDP), of which almost 26 percent of 
GDP was financed domestically (primarily through monetary emissions);
The measures which it has taken and which have an immediate impact
(devaluation, trade policy reform, petroleum price increases, and
moderate public sector wage compression) will reduce this deficit by
approxinmtely 17 percent of GDP almost immediately, leaving a 

* It should be emiasized that the deficit, and, as a result, the 
domestic financing requirement, is extremely sensitive to small
changes in the real exchange rate. During the month of September,
while the nominal exchange rate retiained essentially unchanged at 
slightly less than tbl.l million, the price level increased by more 
than 50 percent. This appreciation of thie real exchange rate 
appears to be a temporary abctration, a result of a sharp decline in
inflationary expctations and a resulting sharp increase in denand 
for pesos. If the significantly lower real exc-hange rate which
prevailed at the end of September were to prevail permanently, the
consoli-c'ted publ]ic sector deficit would be 18.4 percent of GDP 
rather than the 11 percent estimated here. By mid--October, however,
despite essentially no increase in price levels, the peso showed 
signs of softening and returning to something approaching its 
estimated purchases power parity value.
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consolidated public sector deficit of 11 percent of GDP. Improved income
and other tax collection and a relaxation of the import constraint could 
yield an additional 2-3 percent of GDP, thus reducing the total deficit 
to about 8 percent of GDP, and the domestic financing requirement to
about 4 percent of GDP. Improved expenditure control and personnel
reductions could make further inroads on the domestic financing
requirement. The GOB has implemented a heroic program, but much remains 
to be done.
 

II. Mbnetary Develonents and the Prospects for Inflation Control 

Given that there is still likely to be a significant, although
greatly reduced, fiscal deficit to be financed internally, the GOB's 
measures to insulate the banking system from some of the effects of

inflation are particularly significant. The GOB program permits banks to 
accept deposits and make loans denominated in dollars or with a dollar
-aintenance-of* value-clause. In addition, such deposits are exempted
from reserve requirements. With savings and time deposits again able to 
earn a positive real rate of interest, and with the requirement for
 
monetary emissions to finance the public sector deficit substantially
reduced, although not eliminated, there is likely to be a substantial
reduction in the expansion of currency and demand deposits in nominal 
terms and, consequently, in inflationary pressures. 

Recent trends in the monetary aggregates, both in nominal and real 
terms, are shown in Table 5. The most important development over the 
past four years has been the decline, in real terms, of currency and 
blak.ing system deposits as a result of accelerating inflation and
controls on bank deposit and loan interest rates. The real value of
banking system deposits declined 81.5 percent between 1981 and 1984.
This deterioration in the moetary base both reduced credit available to
the private sector and contributed to the acceleration of inflation.
Between mid-1980 and the end of 1984, banking system credit to the
private sector declined 65.8 percent in real terms (i.e. adjusted for
danges in the consuzner price index) as a result of the erosion of the
deposit base. Over the same time period, inflation accelerated from 25 
percent to over 1000 percent, before accelerating to even more 
astronomical levels in 1985. 

The declining willingness of the Bolivian public to hold peso
currency and deposits (that is, the increasing velocity of circulation)
has been a major source of the inflationary process. The last section of
Table 4 slxws the relative contribution in recent years ot monetary
expansion, changes in velocity and changes in output on the inflationary 
process. In 1982 and 1983, monetary expansion was the principal source
of inflation, although declines in output and some acceleration in 
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TABLE 5
 
MONETARY AGGREGATES AND INFLATION
 

(MILLION PESOS)
 
AVERAGE AVERAGE AVERAGE AVERAGE
 

NOMINAL MONETARY AGGREGATES
 
Ml 


CURRENCY 

DEMAND DEPOSITS 


OTHER DEPOSITS 

SAVINGS DEPOSITS 

TERM DEPOSITS 

OTHER LIABILITIES 

TOREGN-'C1RR'r.ZY-nEP 


M2 


REAL MONETARY AGGREGATES 

Ml 


CURRENCY 

DEMAND DEPOSITS 


OTHER DEPOSITS 

SAVINGS DEPOSITS 

TERM DEPOSITS 

OTHER LIABILITIES 

FOREIGN CURRENCY DEP 


M2 


NOMINAL GDP 

REAL GDP (1980 PESOS) 

INFLATION (GDP DEFLATOR) 


VELOCITY -CURRENCY 

VELOCITY-Mi 

VELOCITY-M2 


SOURCES OF INFLATION:
 
PERCENT CHANGE IN Ml 

PERCENT CHANGE Ml VELOCITY 

DECLINE IN OUTPUT 

INFLATION (GDP DEFOR) 

SOURCE: UNPUBLISHED BCB DATA
 

1981 


15694 

10109 

5585 


10498 

5533 

1111 

953 

2901 


26191 


(1980 PESOS)
 
12756 

8217 

4540 


8533 

4498 

903 

775 

2350 


21289 


153006 

124371 

23.02% 


15.14 

9.75 

5.84 


1982 i963 1984 

37194 117394 447625 
25165 82937 339139 
12029 34457 108487 

26919 64105 350452 
12712 34998 25658 
6811 18662 12525 
2882 7050 4776 
4516 3396 465 

64113 181499 798077 

11104 9354 2405 
7513 6609 1822 
3591 2746 583 

8037 5108 1863 
3795 2789 138 
2033 1487 67 
860 562 26 
1348 271 2 

19141 14462 4288 

389004 1332361 19023836 
116139 106165 102206 
172.26% 274.68% 1383.1.4% 

15.46 16.06 56.09 
10.46 11.35 42.50 
6.07 7.34 23.84 

137.00% 215.63% 281.30% 
7.27% 8.51% 274.46% 

-6.62% -8.59% -3.73% 
172.26% 274.68% 1383.14% 

) 

http:TOREGN-'C1RR'r.ZY
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velocity played a distinct part in the process.* By 1984 (and in fact bylate 1983), inflation had reached a point where the public began toreduce substantially its holdings of peso currency and deposits. As aresult, the rate of inflation began to far outstrip the rate of growth inthe monetary aggregates. This process conLaued through August 1985. 

The extent to which rates of inflation can be reduced inrun the shortclearly depends on the speed with whidi inflationary expectations canbe altered. 
The fact that current Bolivian rates of inflation are a
relatively recent phenomenon and are widely perceived as a direct
consequence of a monetized fiscal deficit makes it very likely that­expectations about rates of inflation will converge fairly quickly towardthe rate of monetary expansion implied by the fiscal deficit.
 

A reduction in the fiscal domestic firDncing requirement to a levelof about 4 percent of GDP, if accompanie -bya conunensurate decline invelocity, should permit a reduction of inflation to the 100 percent peryear range. For example, a financing requirement of 4 percent of GDP,accomanied by a reduction in Ml (currency plus demand 
if 

deposits) velocityto 11 (approximately the velocity the country experienced when it hadinflation of 50 to 100 percent per year) and assuming no furtherexpansion of Ml other than that required to finance the deficit, would
imply an inflation rate of 55 percent per year.
 

All these assumptions presume that the rate of monetary expansioncan be decreased proportionately
One obstacle to this is the 

to the reduction in the fiscal defipit.fact that much of the reduction in the fiscaldeficit arises from increases in the peso price of exports sold by thestate enterprises. To the extent that the formerly "cheap" exportproceeds were previously used, in effect, to subsidize private sector
activities, the elimination of these subsidies will permit -.real
reduction in the rate of monetary expansion. However, to the extent thatthese proceeds were previously used for public sector purposes or tosubsidize the operations of the Central Bank itself, it may not bepossible to decrease the rate of monetary expansion in proportion to thereduction in the deficit. Little informaition is available on the use towhich the Central Bnk has put export earnings during the past year. 

Of course, in a fundamental sense, the monetary expansion was the 
source of the acceleration in velocity and (except for thedisaster-related declines of 1983) the source of the contraction inreal output which resulted from the "cra..,ding out" of private sectorcredit. -onetheless, it is useful analytically to consider their 
effects separately.
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All the above projections are based on an assumption of a rapid 
convergence of inflationary expectations to a level consistent with the 
minimum needed to finance the remaining public sector deficit. If 
inflationary expectations do not drop quick]y,-the Bolivian monetary 
authorities would face a serious dilemma. 2..ey must either validate 
those expectations through additional monetary expansion in order to 
maintain real levels of private sector credit, and thus produce a rate of 
inflation higher than that required for fiscal financing, or they must 
accept a very sharp contraction in output as the real money supply 
contracts until the public becomes convinced of the new underlying 
inflationary path. 'he initial experience with the foreign exchange. 
auction and the growth in peso deposits in banks do, however,- suggest a 
stabilizing of inflationary expectations. Demand for dollars has been 
very weak, and on several occasions, none of the bids offered met the 
Central Bank's "floor" rate. Bank deposits have risen from about 5 
percent to 30 percent of money supply in jrst a few weeks. In any case, 
monetary management in Bolivia over the next several months will be a 
very delicate process.
 

The prospect that the monetary authorities will have to follow a very 
restrictive pattern of growth in currency and demand deposits makes the 
introduction of dollar-indexed accounts, and the lifting of interest rate 
ceilings on deposits in general, particularly important. By allowing
 
depositors to earn a positive real rate of interest, these accounts 
should cause the real zmount of time and savings deposits to return to
 
their levels of the 1970s. As a result of inflation and negative real 
rates of interest, the real value of time and savings deposits declined 
by 78 percent between 1981 and 1984, fram 6.9 percent of GDP in 1981 to 
1.8 percent in 1984. A major expansion of these deposits should permit a 
major expansion of private sector credit without additional expansion of 
currenc-y and demnd deposits. 

III. Balance of Paynnts and Debt Service 

A. Exports. Primarily as a result of a chronically overvalued 
official exchange rate, at whidi all exporters were required to surrender 
100 percent of export proceeds, and its adverse effects on exporters' 
profitability and, in some cases, financial viability, Bolivia's external 
position ihas deteriorated drastically over the past five years.
 
Merchandise exports have declined steadily from $942 million on an F.O.B. 
basis in 1980 to V724 million in 1984. In fact, the decline would have
 
been far greater, except for the increase in natural gas exports to 
Argentina, the volunie of which is insensitive to (peso) export price
 
declines due to exchange rate overvaluation. Other export volumes have 
declined substantially. Tin production in 1984 was down 10 percent from 
its 1980 level; lead exports declined by 85 percent, zinc by 19 percent, 
tungsten 

V 
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by 26 percent, and silver by 49 percent. Non-maineral exports have 
declined even more sharply. Sugar exports, by volume, have declined 74 
percent, cotton has fallen to zero, coffee has diminished 40 percent, and
timber by 74 percent. Previous governments responded to the problem,
first, by compressing imports and, subsequently, by accunulating debt 
service arrearages. 'Me compression of imports through administrative 
controls contributed to the decline in outplt, incomes, and employment,
while arrearages on public sector external debt, which by June 30, 1985 
were $928 million, equivalent to 141 percent of estimated 1985 
merchandise exports, have led to a cut off of most new credits, including
trade credits. As a result, most Bolivian imports must now be paid for 
in advance.
 

The projections in Table 6 for 1185 are based on current U.S. 
Embassy forecasts of volumes and prices. Actual mineral export figures
for the first quarter show exrort volu;-es at one half the volumes of the 
correspondin:g period in 1984. Much of this decline, however, seems to 
represent witlholding of stol::s in anticipation of a devaluation, and
there are reports of inventories with a market value of t60 million 
aw iting shipment. Nonetheless, mineral exports for 1985 are forecast to 
decline to t301.7 million from t364.0 million in 1984, while overall 
exports are forecast to be reduced (on an F.O.B. basis) to $656.1 from 
$724.4 million in 1984.
 

The degree to whichi the new economic program will reverse this 
trend depends on the responsiveness of output to improved domestic.prices
for exports and to the increased availability of credit for productive
activities. U&SID projections of the recovery of exports in 1986, as 
well as projections for 1985, are presented in Table 6. Total exports of
metallic tin uid concentrates are projected to recover slightly in 1986, 
to 22 thousand tons, only marginally higher than export levels achieved 
in 1984. In addition, some recovery of world tin prices is forecast. 
Amzng other mineral exports, tungsten is forecast to recover essentially

to its 1984 level of 2.5 thounand metric tons, well below the 3 thousand 
metric tons achieved in 1980-33. Similarly, antimony and copper exports
in 1986 are projected to recover their 1984 levels, although larger
increases in subsequent years are likely. In the case of lead, zinc, and 
silver, somewhat stronger recoveries are forecast in view of the greater
sensitivity of production to price changes. Lead exports, in particular,
will expan-3 in response to the opening of the Karachipampa smelter, for 
which stocks of ore have been accumulated for some time, reducing export
levels in recent years. Table 6 forecasts some improvement in most 
minaral prices in line with Vorld Ban: projections. In the case of tin, 
copper, and silver, hz,'ever, where the Bank's projections appear overly
optimistic, the projections hav been adjusted somewhat downward. 

klo
 



- 19 -

TABLE 6
 
MLRCHANDISE EXPORTS
 

IVALUES INMILLION DOLLARS, VQI.UMES INTHOUSAND METRIC TONS)
 

TOTAL METALS 


TIN (CONCENiRATE) 

VOLUME 

UNIT PRICE 


TIN (METALLIC) 

VOLUME 


UNIT PRItE 


TUNGSTEN 

VOLUME 


UNIT PRICE 


ANTIMONY 

VOLUME 

UNIT PRICE 


LEAD 


VOLUME 

UNIT PRICE 


ZINC 

VOLUME 

UNIT PRICE 


COPPER 

VOLUME 


UNIT PRICE 


SILVER 

VOLUME (TONS) 


UNIT PkICE (ITR
0) 


OTHER METALS 


(PRICES INDOLLARS/LB., UNLESS SPECIFIED)
 
1984 1985. 1986
 

363.96 301.74 4..:16
 

190.77 49.61 83.35
 
15.67 4.50 7.00
 
5.52 5.00 b.4u
 

56.98 146.19 181.91
 
4.66 13.00 15.00
 

5.54 5.10 5.50
 

18.94 15.87 19.29
 
2.53 2.30 2.50
 
3.39 3.13 3.50
 

22.93 25.93 31.53
 
12.53 12.00 13.00
 
0.83 0.98 1.10
 

1.01 0.83 4.85
 
2.40 2.50 10.00
 
0.19 0.15 0.22
 

37.28 31.49 40.57
 
36.B6 34.00 40.00
 
0.46 0.42 0.46
 

1.84 1.59 2.15
 
1.61 1.20 1.50
 

0.52 0.60 0.65
 

21.44 14.23 35.00
 
90.30 BO.00 150.00
 

8.14 6.10 8.00
 

12.77 16.00 18.59 
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TABLE 6 (continued) 
MERCHANDISE EXPORTS
 

(VALUES IN IELL!ON DOLLARS, VOLUMES INTHOUSAND METRIC TONS)
 
(PRICES INDOLLARS/LB., UNLESS SPECIFIED)
 

1984 1985 1986 

TOTAL HYDROCARBONS 388.91 378.46 394.82 

PETROLEUM 9.37 0.00 15.12 
VOLUME (THOU BL) 310.00 630.00 
UNIY PRICE 27.00 24.00 

NATURAL GAS 375.72 375.56 376.80 
VOLUI!E (MILL CU FT) 70603.00 78241.00 78500.00 
UNIT PRICE (THOU CU FT) 4.78 4.80 4.80 

OTHER HYDROCARPONS 4.12 2.90 2.10 

SUGAR 6.65 6.62 7.94 
VOLUME 25.12 25.00 30.00 
UNIT PRICE 0.12 0.12 0.12 

COFFEE 6.57 6.30 7.50 
VOLUME (MILLION LB) 7.22 7.00 7.50 
UNIT PRICE 0.91 0.90 1.00 

TIMBER 5.98 5.70 7.75 
VOLUME 19.93 19.00 25.00 
UNIT PRICE (SPER TO) 300.00 300.00 310.00 

OTHER (VALUE) Y.90 9.50 14.00 
RUBBER 0.75 0.75 1.50 
LEATHER 0.76 0.75 1.50 
MACHINERf k EQUIP. 0.00 
OTHER 8.46 8.00 11.00 

TOTAL CIF 
 782.04 708.32 84Y.17
 

LESS IN3JRANCE 
 57.64 52.20 62.51
 
AND FREIGIT
 

TOTAL FOB 
 724.40 656.1i '86.58
 
SOURCE: UNPUBLISHED BCB DATA AND USAID AND EMBAS3Y ESTIMATES
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adjusted somewhat downward. If minerals prices in 1986 were to show no 
improvenent at all over their 1985 level, exports will be $ 37 million 
lower than those shown in Table 6. 

Natural gas sales to Argentina, which are made under a long-term 
contract, are projected to maintain their 1984 volumes and prices through 
1985 and 1986. Petrolen represents a very different case. The export 
improvement shown for 1986 represents the effect of the price increase in 
eliminiting clandstine sales to neighboring countries and the 
elimination of gasoline allocations to e iployees of YPFB. The result 
will be to free up 1,500 to 2,000 barrels per day for export. In 
addition, t-bere may be some reduction in domestic demand as a result of 
the large increase in price. Counterbalancing this, hcwever, will be an 
increase in demand resulting from the expected recovery of economic 
activity in 1986. 'llie aniunt of such a recovery is highly speculative. 
An assumption of a price elasticity of --0.1 and an income elasticity of 
1, and a 5 percent growth of economic activity in 1986, would suggest a 
decrease in donestic consumption of 15 percent. Hoever, the presence of 
adjustment lags would probably delay some of this decrease. 

Even ozce important than this rather modest contribution to 
exports is the fact that the reduction in domestic consumption produced 
by the increase in petroleum product prices and the additional 
exploration YPFB will. b able to carry out with its profits, will 
postpone for several years the need for Bolivia to import petroleum 
(which had been been projecteud to begin in 1986). In addition to the 
added foreign exchiange outlay, such imports would have required major 
infrastructure investments which the country is not in a position to 
undertake in the near future. 

Other ex:orts are projected to show stronger recoveries in 
response to enhalnccd export incentives. Overall, exports for 1.986 are 
projected at $849.2 million on a C.I.F. basis and $786.6 million F.O.B. 

B. Imlx-rts. The level of imports for 1985 and 1986 is essentially 
z function ot the level of economic activity, now that administrative 
controls on imports have been removed. Indeed, the ultimate purpose of 
measures to improve the bwalance of payments is to increase import 
capacity in order to permit higher levels of output, income, and 
employ rment. Table 7 cstiimates the import requirements consistent with a 
two p;-rc:it decline in outuit in 195 and a 3.5 percent growth of output 
in 1986. The table divides iimorts into three categories, raw materials 
and semi-finished prOCxLcts, consumer q)ods, and capital and other goods. 
Raw materials and -emi-finished goods imports are assumed to be based on 

J\
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TABLE 7
 
MERCHANDISE IMPORTS
 
(MILLION DOLLARS)
 

ACTUAL AND PREDICTED IMPORTS
 
RAW MATERIALS AND SEMI-FINISHED PRODUCTS
 

COEFFICIENTS 1979 1980 1981 0982 19B3 19B4 1985 1986
 

AGRICULTURE 0.0031 9.99 10.13 10.84 10.60 8.27 9.28 9.66 9.99
 
MrNING 0.0064 7.24 7.46 7.60 
 6.66 6.69 5.20 4.57 4.73
 
HYDROCARBONS 0.0031 0.65 0.64 0.64 0.69 0.65 0.63 0.59 
 0.61
 
MANUFACTURING 0.0446 137.59 139.73 134.42 113.86 105.35 B9.56 80.60 83.42
 
CONSTRUCT!ON 0.1191 95.76 84.68 55.14 33.11 33.11 27.99 25.19 26.07
 
UTILITIES 0.0082 2.61 2.80 3.06 
 3.O 3.03 3.12 3.12 3.23
 
TRANSPORT LCOMM 0.0137 30.61 31.24 31.09 28.73 27.35 26.66 25.33 
 26.21
 
COMMERCE &FINANCE 0.0084 2B.66 28.14 27.13 22.55 20.02 20.19 19.59 20.27
 
PUBLIC ADMINISIRAT 0.0050 8.99 9.21 9.35 9.42 Y.53 9.96 9.46 Y.71
 
OTHER 0.0023 6.57 6.71 
 6.72 6.4B 6.51 5.78 5.43 5.62
 

PREDICTED IMPORTS OF
 
RAW MATERIALS L
 
SEMI-FINISHED
 
PR[;DUCT9 CIF
 
(1981 DOLLARS) 329.26 320.73 2B5.99 235.17 220.50 19B.37 163.54 109:97
 

UNIT VALUE OF IMPORTS
 
(199! = 100) 0.976004 1.009 I 0.965 0.955 0.9!3 
 0.9 0.90
 

PREDICTED IMF3RTS OF
 
RAW MATERIALS &
 
SEMI-FINISHED
 
PRODUCTS CIF
 
(CUaRENT DOLLARS) 321.36 323.62 2B5.99 226.94 210.58 181.11 165.19 170.97
 

ACTUAL IMPORTS 325.30 250.50 341.90 231.90 261.00 238.1?
 
UNDER/OVER-PREDICIIDN -1.21Z 29.191 -16.351 -2.14% -19.32 
 -23.94%
 

CONtSUMER COODS 184.90 169.30 233.60 
 80.40 53.40 53.40 115.35 122.83
 
CAPITAL GOODS & OTHER 
 422.20 277.60 370.90 219.70 274.10 199.00 200.00 264.59
 

TOTAL IMPOPTS 932.40 697.40 946.40 532.00 5B.50 490.52 480.54 558.39
 

MEMORANDUM:
 
PERCENT CHANGE INGP I.01 0.571 -0.95% -8.731 -7.591 -3.50! -4.09% 3.50!
 

SOURCE: Source: Daniel Cohen, Mar Dieye, Jean Le Hey, and Charles Richter
 
bna Prevision E-ploratoria para la Econoa:a Boliviana en 1983
 
UNDP, La Paz, 198;, p.42; unpublishea 6CB data; and Mission estimates.
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fixed imported input coefficients in each sector of the economy. 
These
coefficients were estimated by a United Nations study based on an
input-output table. The coefficients measure the imports (in 1981dollars) required as a proportion of real GDP (measured in 1970 pesos).In estimating and1985 1986 import .'equirements, each sector is assumedto grow at the same rate as the overall change in output. These importrequirements are translated into current dollars based on a projectedunit value of imports index. In the years prior to 1983, as shown in thetable, this procedure has resulted in a fairly accurate prediction ofactual imports. In 1933 a.nd 1984, however, the result has been an almost20 percent underprediction of raw materials and semi-finished goodsimports in each year. This is believed to result from amisclassification of final goods imports as raw materials andsemi-finished goods. With the elimination of import controls, thismisclassificition shoold end. Therefore, no adjustment has been made tothe predicted levels of imports to take into account this previous
underprediction.
 

Consumer goxds and capital goods are believed to respondprimarily to the overall level of economic activity. These have beenestimated based on a simple regression of each category of imports(measured in constant dollars) to current year real GDP and thenadjusting by the unit value of imixprts index. For 19B5, the level of
capital goods imiports has been adjusted downward because of the observedlow level of investment activity in the first eight months of the year. 

C. Capital AcoLuit. The situation of the capital account for 1986(and for 19U5 as wel-is still highly speculative. The figures inTable 8 showa some recovery of direct investment as well as significantincreases in puhlic sector medium and long-term disbursements, generallyreflecting increases ini multilateral and bilateral disbursements. Moreprecise estiivtes will dol 
nd on the GOB's ability to reach agreement
with external creditors on rescheduling arranJements. This point will beconsidered more fully below. 

Private direct investment and other private capital inflows areexpected to make a relatively sall contribution to the capital accountin 1986. Although a significant recovery of the private capital accountis expected as a result of the improved investment climate, especiallysignificant oil explor.fIion activity resumes, 
if 

the bulk of this activityis projected to take place in 1987 and beyond. On the other hand, asubstantial increase in £)ublic sector disbursements, essentially adoubling, is forecast in 1986 as the climate for donor financed projects
will have improved substantially. 
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TABLE 8 
BALANCE OF PAYMENTS 

CREDIT 
1984 
DEBIT NET 

(MILLION DOLLARS) 
1985 

CREDIT DEBIT NET CREDIT 
1986 
DEBIT NET 

CURRENT ACCOUNT 
EXPORTS (FOB) 
IMPORTS (CIF) 
FACTOR SERVICES 
DIRECT INVESTMENT 
INTEREST 
OIHER 

NON FACTOR SERVICE 
OTHER TRANSPORT 
TRAVEL 
OTHER 

TRANSFERS 

929.6 
724.4 

17.7 

17.7 

95.0 
35.5 
32.5 
27.0 

91.5 

1033.8 

476.B 
378.8 
36.2 
330.4 
12.2 

175.2 
57.0 
30.0 
88.2 

3.0 

-105.2 
724.4 

-361.1 
-36.2 

-312.7 
-12.2 

-80.2 
-21.5 

2.5 
-61.2 

88.5 

854.0 
656.0 

20.0 

20.0 

85.0 
28.0 
30.0 
27.0 

93.0 

1071.7 

480.5 
403.2 
40.0 

351.0 
12.2 

185.0 
65.0 
30.0 
90.0 

3.0 

-217.7 
656.0 

-480.5 
-383.2 
-40.0 

-331.0 
-12.2 

-100.0 
-37.0 

0.0 
-63.0 

90.0 

996.6 
786.6 

20.0 

20.0 

90.0 
30.0 
30.0 
30.0 

100.0 

1126.4 

558.4 
-37B.0 
40.0 

325.8 
12.2 

190.0 
70,0 
30.0 
90.0 

-129.8 
786.6 
15B.4 
-:358.0 
-40.0 

-305.8 
-12.2 

-100.0 
-40.0 
0.0 

-60.0 

100.0 

CAPITAL ACCOUNT 
PRIVATE 
DIRECT INVESTMENT 
OTHER 
PUBLIC SECTOR 
DISBURSEMENTS 
AMORTIZATION 
ARREARS ON GAS EX 
RESCHEDULING 

ARREARS ETC. 
INTEREST 
AMORTIZATION 

BANKING SYSTEM 
SHORT TERM 

998.3 
7.0 
7.0 

905.8 
104.9 

565.7 
235.2 

47.1 
188.1 

85.5 

720.4 
1.1 

1.1 
653.0 

275.8 
377.2 

66.3 

277.9 
5.9 
7.0 

-1.1 
252.8 
104.9 

-275.8 
188.5 
235.2 

47.1 
188.1 
-66.3 
85.5 

591.5 
8.0 
8.0 

533.5 
100.0 

188.5 
245.0 

50.0 
195.0 
0.0 
50.0 

422.0 
1.0 

1.0 
421.0 

321.0 
100.0 

169.5 
7.0 
8.0 

-1.0 
117.5 
100.0 

-321.0 
88.5 
245.0 

50.0 
195.0 
0.0 
50.0 

307.0 
10.0 
10.0 

297.0 
197.0 

100.0 
0.0 

0.0 
0.0 

442.0 
1.0 

1.0 
441.0 

341.0 
100.0 

-135.0 
9.0 
10.0 
-1.0 

-144.0 
197.0 

-341.0 
0.0 
0.0 

0.0 
0.0 
0.0 
0.0 

ERRORS AND OMISSICIIS 4.8 -4.8 0.0 0.0 

COUNTERPART ITEMS 0.9 0.9 2.0 0.0 

CHANGE INNEl INT'L RESERVES 

(-INCREASE) 

-168.8 46.2 264.8 

SOURCE: IMF, RECENT ECONOMIC DEVELOPMENTS, SEPT. 6,1985, UNPUBLISHED 
BCB DATA, AND MISSION ESTIMATES 



MULTILATERAL CREDITORS 

WORLD BANK/IDA 

IDB 

OTHER 


BILATERAL CREDITORS 


PRIVATE CREDITORS 

BANKS 

SUPPLIERS 

OTIERS 


"SHORr-TERM 


TOTAL 


SOURCE: BCB UNPUBLISHED DATA
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TABLE 9
 
DEBT SERVICE
 

ARREARAGES TO JUNE 30, 1985
 
AMORTIZATION INTEREST 


14,120 

3,268 

4,680 

6,172 


63,128 


581,689 

509,416 

71,022 

1,251 


0 


658,937 


16,421 

4,656 

5,514 

6,249 


5,388 


247,176 

222,005 

24,091 

1,080 


0 


268,985 


TOTAL
 

30,541
 
7,926
 
10,194
 
12,421
 

68,516
 

828,865'
 
731,421
 
95,113
 
2,331
 

0
 

927,922
 

Cfb
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TABLE 10
 
DEBT SERVICE PROJECTIONS 1985-1986
 

(MILLION DOLLARS)
 
1985 
 1986
 

AMORTIZATION INTEREST 
 TOTAL AMORTIZAIION INTEREST 
 TOTAL
 

TOTAL 
 319.7 196.9 
 506,6 
 299.2 163.6 464.8,
 

MULTILATERAL 
 83.6 47.9 
 131.5 59.4 
 46.3 105.7
 

BILATERAL 
 131.5 105.2 
 236.7 158.1 
 94.2 252.3
 

PARIS CLUB 
 51.5 22.7 
 74.2 53.3 19.6 
 72.9.
BANK GUARANTEED 
 14.8 
 4.7 19.5 13.9 
 3.4 17.3
SUPPLIERS 
 11.0 
 3.7 14.7 10.3 
 2.0 12.3

OTHER 
 25.7 14.3 
 40.0 29.1 14.2 
 43.3
 

LATIN AMERICAN GOV'TS 
 75.7 81.8 157.5 101.5 
 74.1 175.6
 
OF WHICH: PREVIOULY
 
REFINANCED 
 31.9 67.9 
 99.8 69.6 
 63.9 133.5
 

SOCIALIST COUNTRIES 
 4.3 0.7 5.0 
 3.3 0.5 
 3.8
 

PRIVATE CREDITORS 
 108.5 
 32.0 140.5 81.1 
 20.7 101.8
BANK CONSORTIUM 
 98.9 28.1 
 127.0 73.0 17.8 
 90.8
OTHER BANKS 
 2.0 0.7 
 2.7 1.0 
 0.4 1.4
SUPPLIERS 
 0.7 0.2 0.9 
 0.2 0.1 0.3
BONDS 
 6.9 3.0 9.9 
 6.9 2.4 
 9.3
 

STATISTICAL DISCREPANCY 
 (3.1) 1.9 (2.1) 0.6 4.4 5.0
 

SOURCE: 
IMF RECENT ECONOMIC DEVELOPMENTS, SEPT. 6, 1985, TAD!E 61
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The longstanding problemr of Argentine arrears on gas payments seemsto have been resolved, with an understanding to maintain, in effect, a
three-month delay in payments and to accept partial payment in
commodities and to offset debts owed by Bolivia to Argentina. The
regularization of these payments shows as an $88.5 million net inflow in
1985 and as balancing debit and credit entries in 1986.
 

The figures shown in Table 8 forecast a deficit of $46.2 millionfor 1985. The 1985 anfigures forecast increase in arrearages of t245million, based on a continuation of the pattern of arrears accumulation
recorded in the first half of the year. 
 The ex ante deficit for 1986, is

$265 million, despite the significant improvement in exports, but basedan a rate of growth of imports sufficient to sustain 3.5 percent realgrowth in 1986. The $265 million figure assumes no new accumulation of arrearages, nor any reduction of outstanding arrearages. It also does 
not include an IBRD Structural AdjustUent Loan or any other extraordinaryfinancing--It is- thuse the baseline for a major external financingexercise involving external creditors, the IBRD, the IM, and the USG. 

D. Debt Service Capbilitiesaond Debt Arrearaqes. The Bolivian
public sector debt arrearage situation as of the end of June 1985 ispresented in qable 9. The debt service required for 1985 and 1.986 arepresented on Table 10. Of the debt service due in 1985 (apart from
 
arrears from previous years), 26.0 percent is owed to multilateral
institutions, 46.7 percent to bilateral creditors, 27.7 percent to

private creditors lacking official guarantees (of which 25.6 percent is 
to foreign com1iercial banks). Of the arrearages accumulated as of theend of June 1985, however, 89.3 percent was owed to private creditors, ofwhid 78.8 percent was owa-] to commercial banks. Only 3.3 percent of the arrearages were owed to multilateral institutions and only 7.4 percent tobilateral donors. 
Thus, although multilateral and bilateral debt service
make up about three quarters of current debt service obligations, the arrearages problem is predominantly a problem with commercial banks. 

Clearly, Bolivia cannot immediately paty current debt service due plus 
arrearages. It is prebable, however, that a series of restructuringarranguients could be negotiated moreon or less normal terms which wouldpermit Bolivia to resume regular debt service and still leave sufficient
import capacity to permit significant rates of growth. First, the GOB
will have to c:ntinue to nake regular payments on debt to multilateralinstitutins. This will not, hoever, represent an additional burden over and above what it has already been paying. In the case of bilateral
creditors, an arrangement with the Paris Club could probably benegotiated which would permit a rescheduling of 90 percent of interest 

4<
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and amortization of current debt. The resdeduling of arrears mightpresent some problem because the GOB has been paying some bilateral
creditors and not others. It is probable that some arrangement could bereached which would permit a rescheduling of prior arrearages as well. Amajor problem which will face the GOB is that a substantial portion ofits bilateral debt and debt service are owed to non-Paris Club countries,primarily other Latin American governments. Much of the Latin debt hasbeen previously rescheduled. Moreover, these other Latin American 
governments face serious debt service problems of their own. Whatrescheduling arranqements could be reached with these governments isdifficult to predict, although recent discussions with Argentina suggest
that that country is prepared to be quite forthcoming. 

Thie more complex problem is that of the commercial banks and otherprivate creditors. This problem is further exacerbated by the existenceof an April 1981 rescheduling agreement with commercial bank creditorswith which the GOB has-not complied. Nonetheless, the size of theproblem is such that private creditors will clearly have to agree to along-term rescheduling of current amortization and all principal andinterest in arrears. Thbe best that bank and other private creditors canhope for in the present circumstance is to receive current interest dueand eventually, at same time in the remote future, to recover their 
principal. 

If an arrangement can be reached with the Paris Club toreschedule 90 percent of princip1l and interest payments, includingprincipal and interest in arrears, the GOB could obtain debt relief in anamount of about $61 million from this source in 1986 ($66 million fromthe debt. service owed in 1986 less about $5 million that would have to be
paid on debt due and in arrears from previous years). If in addition,the commercial anks can be persuaded to accept current payment ofinterest in return for the reschoduling of 100 percent of amortization
currently due a d the capitalization of interest in arrears, this wouldprovide $81 milli.on of additional financing. The combination of thesetwo sources would fill $142 million of the $265 milli,.n gap. Sources for
filling the remaining W123 million are less clear. 
 One possibility is
the bilateral Latin ANerican debt, at least that portion of it which hasnot previously been rescheduled. This might provide as much as $40
million of additional financing. Multilateral and bilateral sources,
including a US ESF funded balance-of-payments support program, could
probably suply all or mudh of the rest. 

http:milli.on


CWuM CHECLIST 

A. GENER/L CRITERIA FOR COUNTY 
ELIGIBILITY 

1. GENFRAL CRITERIA FOR COUM'RY 
ELIGIBILITY 

1. FAA Sec. (481). Has it been 
determined that the government 
of the recipient country has 
failed to take adequate steps 
to prevent narcotic drugs and 
other controlled substances (as 

No. 

defined by the Comprehensive Drug 
Abuse Prevention and Control Act of 
1970) produced or processed, in whole 
or in port, in sud country, or 
transported through such country, 
from being sold illegally within 
the jurisdiction of such country 
to U.S. Government personnel or 

their der-ndents, or from enter­
ing the U.S. unlawfully? 

2. FAA Sec. 620(c). If assistance is 
to a governent, is the government 
liable as debtor or unconditional 
guara-ntor on any debt to a U.S. 
citizen for goods or services No 

furnished or ordered where (a)such 
citizen has eyausted available 
legal remedies and (b) the debt 
is not denied or contested by such 
government? 

Annex IV 
Page 1
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3. FAA Sec. 620(e) (1). If assistance
 
IS to a government, has it (in­
cluding government agencies or 
subdivisions) taken any action 
which has the effect of nation­
alizing, expropriating, or other­
wise seizing ownership or control
 
of property of U.S. citizens or
 
entities beneficially omned by them 

without taking steps to disdarge 
its obligations toward such citizens 
or entities? 

4. 	 FAA Sec 532(c), 620 (a),
6207(f)7 620D; FY 1932 
Appropriation Act Secs.
 
T-2 and 513. Is reci-p-nt
 
country a Coicimunist country?

Will assistance be provided to 
Angola, Cabodia, Cuba, Laos,
Vietnam, Syria, Libya, Iraq, or 
South Yemen? Will assistance
 
be provided to Afghanistan or
 
Mozanbique without a waiver? 

5. 	 ISDCA of 1981 Socs. 724, 727 
and 730. For speci-fic restric­
tions on assistance to Nicaragua, 
see Sec. 724 of the ISWA of 
1981. For specific restrictions 

on assistance to El Salvador, see
 
Secs. 727 and 730 of the ISDCA
 
of 1981.
 

6. 	 FAA SEC. 620 (j). Has the country
permitted, or failed to take ade­
quate measures to prevent, the 
damage or destruction by mob 
action of U.S. property? 

No
 

No
 

N/A
 

No 
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7. 	 FAA Sec. 620 (1). Has the country The GOB is currently engaged
failed to enter into an agreement in discuss with oPIC withl the 
with OPIC? cbjective of signing an 

agreement. 

8. 	 FAA Sec. 620(o); Fishermen's 
Protective Act of 1967, as amended,
 
Sec. 5. (a)Has the country
 
seied, or imposed any penalty or 
sanction against, any U.S. fishing No
 
activities in international waters?
 

(b) If so, has any deduction
 
required by the Fishermen's Pro­
tection Act been made?
 

9. 	 FAA Sec. 620 (q); FY 1982 Appropria­
tion Act. Sec. 5r, (a) Has the 
government of the recipient country 
been in default for more than six
 
months on interest or principal of
 
any AID loan to the country?
 
(b) Has the country been in default 
for more than one year on interest
 
or principal on any U.S. loan, under
 
a program for whid the appropria- No.
 
tion bill appropriates funds?
 

10.FAA Sec. 620 (s). If contemplated
assistance is develoixent loan or 
from Economic Support Fund, has 
the Administrator taken into ac­
count the amount of foreign exchange 
or other resources which the country
has spent on military equipment? He will 
(Reference may be unde to the annual
 
"Taking into Consideration" meo:
 
"Yes, taken into acc.ount by the
 
Administl-ator at time of approval 
of NJPEncy Y." 'Thiis approval by

the Administrator of the Operational
 
Year Budget can be the basis for
 
an affirmative answer during the
 
fiscal yeiar unless significant
 
changes in circumstances occur.) 
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11.FAA Sec. 620(t). Has the country

severed diplonatic relations with
 
the United States? If so, have
 
they been resumed and have new
 

'bilateral assistance agreements No 
been negotiated and entered into 
since such resumption?
 

12.FAA Sec. 620(u). What is the pay­
ment status of the country's U.N.
 
obligations? If the country is
 
in arrears, were such arrearages

taken into account by the AID Admin­
istrator in determining the current
 
AID Operational 
Year Budget? (Ref- No arrearages. 
erence may be made to the Taking

into Consideration meno.)
 

13.FAA Sec. 620 A; FY 1982 Appropria­
tion Act Sec. 520. Has the country
aided or abetted, by granting sanc- Not during tha administrationtuary from prosecution to, any in- of the current democratically
dividual or group which has commit- elected consititutional
ted an act of international terror- government.

ism? Has the country aided or abet­
ted, by granting sanctuary from
 
prosecution to, any individual or
 
group which has committed a war 
crime? 

14.FAA Sec. 666. Does the country
object, on the basis of race, 
religion, national origin or sex,
 
to the presence of any officer
 
or employee of the U.S. who is No. 
present in such country to carry
 
out economic development programs
 
under the FAA?
 

(
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15.FAA Sec. 669, 670. Has the country, 
after August 3, 1977, delivered or 
received nuclear enrichment or re-

No. 

processing equipment, materials, or 
'technology, without specified arrange­
ments or safeguards? Has it transfer­
red a nuclear explosive device to a 
non-nuclear weapon state, or if 
such a state, either received or 
detonated a nuclear explosive device, 
after August 3, 1977? (FAA Sec.620E 
permits a special waiver of Sec. 669 
for Pakistan.) 

16.ISDCA of 198]. ,:ec. 720. Was the 
country represented at the Meeting 
of Ministers of Foreign Affairs and 
Heads of Delegations of the Non-
Aligned Countries to the 36th General 
Session of the General Assembly 
of the U.N. of Sept. 25 arid 28, 
1981, and failed to disassociate 
itself from the communique issued? 
If so, has the President taken it 
into account? (Reference may be 
made to the Taking into Ccsider­
ation memo.) 

Bolivia was represented at 
the Meeting of Ministers by 
the Torrelio Government. 
It did not formally disasso­
ciate itself from the commu­
nique issued. 

17.ISCA of 198]. Sec. 721. See 
special requirejents for assis­
tance to Haiti. N/A 

B. FUNDIN SOURICE CRITERIA .OR C rFY 
ELIGIBILIIY 

1. Development 
Criter Ja. 

Assistance Country 

a. FAA Sec. 116. Has the 
Departmcnt of State determined 
that this goverruuent has engaged 
in a consistent pattern of gross 
violations of internationally 
recognized human rights? 
If so, can it be demonstrated 
that contemplated assistance will 
directly benefit the needy? 

N/A (but no) 
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2. Economic 
Criteria 

Support Fund Country 

a. FAA Sec. 502B. Has it been 
determined that the country has 
engaged in a consistent pattern of 
gross violations of internationally 
recognized human rights? If so, 
has the country made ,cichsignifi­
cant improvements iii .cs human 
rights record that furnishing such 
assistance is in the r x)al 
interest? 

No 

b. ISDCA of 1.981, Sec. 725(b)
I TK'7_i- to be funiished to Argen­
tina, has the President certified 
that (1) the Govt. of Argentina 
has made significant progress in 
human rights; and (2) that the 
provision of such assistance is 
in the national interest of the 
U.S.? 

N/A 

c. ISDCA of 1981, Sec. 726(b). 

If ESF assistance is to be furnished 
to Chile, has the President cer­
tified that 1) the Govt. of Chile 
has made significant progress in 
human rights; (2) it is in the 
national interest of the U.S.; 
and (3) the Govt. of Chile is not 
aiding interivitional terrorism and 
has taken steps to bring to justice 
those indicted in connection with 
the murder of Orlando Letelier? 

N/A 
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A. GENERAL CRITERIA FOR NONPRJECT ASSISTANCE 

1. App. Unnumbered; FAA Sec 653(b) 

(a) Describe how Committees on Appropria­
tions of Senate and Ibuse have been cr C.N. 
will be notified concerning the nonproject 
assistance; 

(b) is assistance within (Cperational 
Year Budget) country or international 
organization allocation reported to the Not yet. 
Congress (or not more than $1 million 
over that figure plus 10%)? 

-2-. FAA Seo.- 611(a)(2). -If further legis­
lative action is required within recipient 
country, what is basis for reasonable 
expectation that such action will be N/A 
completed in time to permit orderly 
accomplishment of purpose of the 
assistance? 

3. FAA Sec. 209, 619. Is assistance more 
efficiently and effectively given through 
regional or multilateral organizations? 
If so why is assistance not so given? No. 
Information and conclusion whether- assist­
ance will encourage regional development 
programs. If assistance is for newly 
independent country, is it furnished 
through multilateral organizations or in 
accordance with multilateral plans to the 
maximum extent apprpriate? 

4. FAA Sec. 601(a); (and Sec. 201(f) for
 
aeveloi-nt lo-ins). Information and 
conclusions whether assistance will
 
encourage efforts of the country to:
 
(a) increise the flow of international Will encourage a, b, d, 
trade; (b) foster private initiative and e indirectly through 
and coimpetition; (c)encourage develop- support for GOB 
ment and use of cooperatives, credit stabilization program 
unions, and savings and loan associations; 
(d)discourage monopolistic practices;
 
(e) improve technical efficiency of 
industry, agriculture, and commerce; and 
(f)strengthen free labor unions. 
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5. 	 FAA Sec. 601(b). Information and con­
sion on how assistance will encourage
 
U.S. private trade and investment abroad
 
and encourage private U.S. participation N/A 
in foreign assistance prograws (including 
use of private trade channels and the 
services of U.S. private enterprise). 

6. 	 FAA Sec.612(b): Sec. 636(h). Desc: ibe
 
steps taken to assure that, to the
 
maximum extent possible, the country is
 
contributing local currencies to meet
 
the cost of contractual and other services, N/A

and foreign currencies owned by the United
 
States are utilized to meet the cost of
 
contractual and other services.
 

7. FAA Sec. 612(d). Does the United States
 
own excess foreign currency and, if so,
 
what arrangements have been made for its
 
release?.
 

B. FUNDING CRITERIA FOR NONPROJECP ASSISTANCE 

1. 	Nonproject Criteria for ESF
 

a. FAA Sec. 531. How will this assistance By reinforcing a well 
support promote economic or political reasoned and market-led 
stability? Is the country anmong the 12 econoic stabilization 
countries in which Supporting Assistance program. 
may be provided in this fiscal year? N/A 

2. Nonproject Criteria for Development
 
Assistance 	 N/A 

3. 	 Nonproject Criteria for Development
 
AssistaeT( Lons only) N/A
 

a. FAA Skc. 201(b)(1). :iformation and
 
conclioii- h on availability of financing
 
froin othtr free-world sources, including
 
private sources within the United States.
 

b. FAA Sec. 201(b)(2); 201(d)

Infcc-K--ion- nF0mdc5lusion on (1) capac­
ity of the country to repay the loan,
 
including reasonableness of repayment
 
prospects, and (2) reasonableness and
 
legality (under laws of country and
 
United States) of lending and relending
 
terms of the loan.
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c. FAA Sec. 201(e). If loan is not ade 
pursuant to a multilateral plan, and the 
amount of the loan exceeds $100,000, has 
coLutry submitted to AID an application 
for such funds together with assurances 
to indicate that funds will be used in an 
economically and technically sound manner? 

d) FAA Sec. 202(a). Total amount of 
money under loan which is going directly 
to private enterprise, is going to 
intermediate credit institutions or other 
borro.wers for use by private enterprise, 
is being used to finance imports from 
private sources, or is otherwise being 
.used. .to inia~nce...prmurcrents from private 
sources? 

4. Additional Criteria for Alliance for 
Progress 

a. FAA Sec. 251 (b)(l)-(8). Does 
assistaice take into account principles 
of the Act of Bogota and Charter of Punta 
del Este- and to what extent will the 
activity contribute to the economic or 
political integration of Latin America? 

Yes. It will not 

b. 
has 

FAA Sec. 
tn 

251(b)(8), 251.(h). 
cE 

For Jonus, 

effort made by recipient nation to rep -
triate capital invested in other countries 
by their own citizens? Is loan consistent 
with the findings and reconmnendations of 
the lnter-Nimerican Coruittee for the 
Alliance for Progress (now "COTCIFS," the 
Permanent Executive Co:rmittee of the OAS) 
in its annual review of national 

N/A 

development activities? 



AGENCY FOR INTERNATIONAL DEVELOPMENT 
WASHINGTON. D.C. 20523 FEB 3 1986 

ACTION MEMORANDUM FOR THE ASSISTANT ADMINISTRATOR (LAC)
 

FROM :LAC/ DR'errence 3.7,i 

SUBJECT: 	 Approval of an Economic Support Fund (ESF) Program for
 
Bolivia
 

Problem: 	 To approve a FY 1986 ESF balance-of-payments program for
 
Bolivia.
 

Background: Fueled by continuing political instability and
 
declining world prices for key exports, economic conditions in
 
Bolivia reached by 1985 a crisis of unprecedented proportions. By
 
the end of the 12-month period ending August 1985, the inflation
 
rate had reached a yearly level of over 20,000 percent. Exports,
 
which attained a level of $942 million in 1980, will drop to a
 
projected $558 million in 1986. In addition, Bolivia has had to
 
face large fiscal deficits, a declining level of productive impor-t-s,
 
large funding gaps in the balance-of-payments, and the adverse
 
effects of natural disasters (El Nino) on its productive capacity.
 
The net effect of these factors has been a sharp GDP decline of 20.1
 
percent over the past five years.
 

Barely three weeks after assuming office, on August 29, 1985, the
 
new democratic government of Bolivia launched a comprehensive
 
program of economic reforms to stabilize the country's economy and
 
put it back on a growth path. The program includes measures which
 
have:
 

-- Allowed the previously highly over-valued official exchange rate 
to find its market equilibrium; 

-- Drastically reduced the inflation rate; 
-- Increased domestic gasoline prices to about $1.14 per gallon - a 

ten-fold increase over the previous price; 
-- Liberalized trade policies, allowing market forces to operate 

with minimal government interference; 
-- Frozen public sector wages and reduced the government role in 

the negotiation of wages by private sector employers; 
-- Abolished all price controls, except some state-marketed items 

such as gasoline, electricity, and telephone services which will 
be adjusted periodically to reflect international market prices; 
and 

-- Decentralized the operations of state enterprises wiich will be 
run by the various Departmental Development Corporations. 



- 2 -


The potentially very favorable impact of these reforms on economic
 
recovery over the medium term is seriously jeopardized by the
 
extremely difficult current economic situation which has been
 
aggravated by the recent collapse of the international tin market.
 
Yet the scope of reforms represents a bold, courageous GOB attempt
 
to put the economy on a sound and sustained recovery path.
 

The forceful GOB recovery measures merit the support of the donor
 
cnmmunity, especially of A.I.D. which has influenced heavily GOB
 
decisions through a persistent policy dialogue process.
 
Particularly important in the initial implementation stages of the
 
recovery program is assistance to cover the projected large
 
balance-of-payments financing gap, as discussed below. While we
 
believe that $25 million in ESF balance-of-payments assistance would
 
be the appropriate level necessary to show a credible support for
 
these reforms and to improye the probability of successful
 
implementation, budget realities preclude funding at this level.
 
Therefore, we are proceeding to authorize a (po!-t-Gramm-Rudman)
 
level of $14.355 million.
 

Please note that the FY 1986 Congressional Presentation shows only
 
$10 million in ESF assistance to Bolivia. This figure is a token
 
level set over a year ago, which did not envision the highly
 
positive political and economic stance taken by the new government.
 

Discussion: Bolivia's balance-of-payments financing gap for 1986 is
 
estimated at $355 million. This gap could be reduced by some 142
 
million through proposed Paris Club and commercial bank debt
 
reschedulings. The unfinanced gap of around $213 million, bust ie
 
met by multilateral and bilateral agencies. Planned A.I.D.
 
contributions will include:
 

(a) $14.355 million in ESF;
 
(b) $20 million in PL-480 Title III (under discussion) and;
 
(c) $25.5 million obligated in FY 1985 under the
 
Agro-Industrial component of the Disaster Recovery Project.
 
(This amount was included in the calculation of the overall
 
financing gap.)
 

The World Bank (IBRD) and the International Monetary Fund (IMF) are
 
expected to be main contributors to closing the remainder of the
 
gap. The IBRD is planning to provide a fast-disbursing import
 
credit of approximately $50 million by the second semester of 1986.
 
The IMF is expected to sign a stand-by agreement, perhaps by
 
February 1986, which may entail a first tranche of around $55
 
million.
 

Immediate approval of the A.I.D. ESF program will help the GOB meet
 
critical foreign exchange needs prior to the availability of funds
 
under the proposed IMF stand-by agreement and the IBRD Import Credit
 
programs.
 

(_V1 
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Initially, we can only provide $7.177 million (i.e. $7.5 million
 
adjusted for Gramm-Rudman) of the approved total to the GOB. This
 
is consistent with Section 611 of the International Security and
 
Development Cooperation Act of 1985 which precludes obligation in
 
one tranche of the full amount of FY 1986 ESF assistance to
 
Bolivia. Obligation of 50 percent of such assistance may occur only

after the U.S. President certifies to the U.S. Congress that the GOB
 
has enacted a law setting its coca requirements and making coca
 
production above those requirements illegal. The GOB has complied

with this condition and the U.S. President signed the certification
 
on December 24, 1985. The certification has subsequently been
 
forwarded to Congress. The remaining 50 percent can be provided as
 
soon as another certification is sent to Congress stating that the
 
GOB has met the coca eradication targets for 1985 as set forth in a
 
1983 narcotics agreement.
 

The program agreement will contain the following provisions:
 

(1) Language stating that obligation of the second tranche will be
 
contingent upon: (a) GOB compliance with the coca eradication
 
targets set in the 1983 agreement; (b) completion of a status report
 
on the follow-up actions taken by the GOB to carry out its economic
 
stabilization program; and (c) the availability of funds and the
 
mutual agreement of the parties to proceed with the program.
 

(2) A covenant that within twelve months following disbursement of
 
the first 50 percent of the total ESF program, the GOB will make
 
available to private importers an amount of foreign exchange equal
 
to the amount disbursed by A.I.D. to the Bolivian Central Bank
 
(BCB). The foreign exchange will be used to finance imports of raw
 
materials, machinery, intermediate goods, and spare parts from the
 
United States.
 

The following decisions were made at the DAEC review:
 

(1) Specific local currency uses will be based on a detailed plan
 
to be negotiated with the GOB prior to signing the Program
 
Agreement. One of the uses will be a trust fund to help cover some
 
of the operating costs of our Mission in La Paz; and
 

(2) The ESF program should be approved as a grant rather than as a
 
loan as shown in the FY 1986 Congressional Presentation. Bolivia
 
is the second poorest country in Latin America, its financial
 
situation is one of the worst in the region, and other countries
 
which economically are better off than Bolivia are receiving such
 
assistance on a grant basis. The Congressional Notification, which
 
was forwarded to Congress on January 27, 1986, reflects this change.
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Recommendations: (1) That you approve a $14.355 million FY 1986 ESF
 
grant program for Bolivia; and (2) that you sign the attached PAAD 
facesheet for $7.177 million. 

Approved: : _ _ 

Disapproved: 

Date:,- - 6 

Attachment: Program Assistance Authorization Document Facesheet
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*l.. --uMwAr OrL.CmtPTI~


The purpose of this Program is to provide balance-of-payments assistance to
 
support of its economic reforms. The ESF
the Government of Bolivia (GOB) in 


program is part of the package of assistance which also includes PL-480 Title
 

I and Title III and the Agro-industrial Reactivation component of the FY 1985
 

This assistance has been conditioned on GOB taking
Disaster Recovery project. 

broad economic reforms and on progress in coca control.
 

This $7,177,000 grant is the first tranche of a $14.3557m-llionFY 1986 ESF
 
a
program which will be obligated in two 	tranches. It will be disbursed as 


of the GOB. Within six months after
cash transfer into a U.S. bank account 

disbursement of the assistance, the GOB will deposit into a special account an
 

be used for mutually agreed development
equivalent amount of Bolivian pesos to 

purposes consistent with the general criteria of the Foreign Assistance Act,
 
especially Sections 103-106.
 

The GOB will agree to make available an equivalent amount of dollars to the
 

private sector for imports of raw materials and intermediate goods from the
 

U.S. within twelve months following each disbursement.
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