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Buenos Aires, August 29, 1995

Dear Mr. Camdessus:

The attached policy memorandum and annexed tables describe developments
under the program of the Government of Argentina in the first half of 1995
and the revised objectives and targets that are proposed for the rest of the
year. In view of the greater-than-expected slowdown in domestic absorption
(reflected not only in a stronger adjustment in the external current account
but also in a sharp increase in unemployment and a drop in public sector
revenue), and the reopening of access to international credit markets, the
Government is requesting a waiver of the application of the nonobserved
performance criterion of the program in June 1995 as well as certain
modifications of the performance criteria of the program for September and

December 1995.

The Government of Argentina believes that the measures taken are
adequate to achieve the objectives of its program. The Argentine
authorities will maintain close relations with the Fund and will consult on
the adoption of any measures that may be needed, in accordance with the
Fund’s practices on such consultations.

Sincerely,
) /s/ /s/
Roque Fernandez Domingo F. Cavallo
President Minister of Economy and
Central Bank Public Works and Services

of the Republic of Argentina
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Policy Memorandum

In the wake of the crisis in Mexico, during the first half of 1995
Argentina experienced a substantial capital outflow and a sharp decline in
bank deposits. Direct foreign financing to the private sector was severely
restricted and there was a sharp contraction in credit available to
consumers and small and medium-sized enterprises. Even though the loss in
bank deposits was accommodated largely by the Central Bank through a
reduction in reserve requirements and special rediscounts and swaps, this
could not prevent a credit squeeze that led to a slowdown in the growth of
real GDP in the first quarter and a moderate recession in the second
quarter, compared with the corresponding periods of 1994. The effects of
the contraction in domestic demand were attenuated by record agricultural
production and a major adjustment in Argentina’s external accounts.
Merchandise exports rose by 45 percent and imports declined by 5 percent in
the first half of 1995, compared with January-June 1994, and the trade
account shifted from a deficit of US$3 billion to a surplus of US$1 billion
over the same period. At the same time, during the first half of 1995
consumer prices rose by only 1 percent and wholesale prices by 4.4 percent,
while urban unemployment jumped to 18.6 percent of the labor force in May
1995, from 12.2 percent in October 1994, largely as a result of a sharp
increase in the labor force participation rate.

For the year as a whole, the external current account deficit as
measured by the IMF is now projected to decline to US$3.7 billion
(1.3 percent of GDP), from US$10 billion (3.7 percent of GDP) in 1994--
about 0.7 percent of GDP lower than programmed. 1/

The sharp adjustment in the external current account, the reversal of
capital outflows (reflected in the recovery by early August of half of the
loss in bank deposits that took place between December 1994 and early May
1995), the recovery of stock and bond prices to the pre-crisis levels, and
the recent reopening of access to the international capital markets with the
successful placement of a five-year DMl billion bond in August at favorable
terms are evidence that Argentina’s economic program is succeeding in its
basic objective of assuring external viability over the medium term.
Furthermore, the problems that emerged in the financial sector are well
under way to being resolved, requiring less resources from the Trust Funds
than originally expected, and the financial system is emerging stronger and
more efficient.

. These economic developments, however, have also had a strong impact on
‘the public finances. In particular, the sharp contraction in domestic
consumer demand and increased tax evasion combined to produce a revenue

1/ As measured by the authorities, the 1995 current account deficit is
projected at US$2.0 billion (0.7 percent of GDP), compared with
US$8.2 billion (2.9 percent of GDP) in 1994.



shortfall of about Arg$l.6 billion (2 percent of quarterly GDP) in the
second quarter of 1995 compared to program--a trend that is continuing in
the third quarter. In order to meet the program fiscal targets for June,
payment of the wealth tax was advanced and wage and other current payments
were delayed. However, it is now estimated that there will be a revenue
shortfall of more than Arg$6 billion (over 2 percent of GDP) for the year as
a whole, that will be only partly compensated by lower transfers of shared
revenues to the provinces. Even though the Government expects to hold
noninterest expenditures some Arg$2 billion (0.7 percent of GDP) below
original program targets, and is making additional efforts to reduce tax
evasion and encourage employment, as described further below, it will be
possible to attain a balanced overall fiscal position (excluding
privatization receipts) only in the fourth quarter of 1995, and a deficit of
Arg$2.4 billion in the nonfinancial public sector is now projected for 1995
as a whole, which will be covered by privatization receipts. This compares
with an overall surplus of Arg$2 billion under the original program,
excluding privatization receipts.

At the same time, the financing constraint on the public sector that
was foreseen in March 1995, when the program was adopted, has eased
significantly. Moreover, as noted, the restructuring of the commercial
banking system is expected to require less resources than programmed.
Indeed, with the resources already received and the expected proceeds from
privatizations, the Government of Argentina will have more than sufficient
resources to cover the required amortization of the public sector debt and
the restructuring of the banking system without a need for generating the
budgetary surplus that was programmed.

As financial conditions return to normal and the economy picks up
momentum, tax collections are expected to recover. To encourage this
process, in mid-August facilities were introduced to encourage payment of
tax arrears and improve compliance. The first covers tax liabilities
(including arrears to the social security system) accrued prior to December
1994 which may be discharged with public sector bonds or cash in 48 monthly
installments, and the second facility covers tax liabilities accrued in the
first half of 1995 which will be converted into notes, payable in 30 monthly
installments. These notes will be discounted by the Government with the
banks, an operation which is expected to yield at least Arg$l billion in
revenue in the last quarter of 1995. Other initiatives to improve tax
compliance include the introduction of a requirement for shareholdings to be
identified and for the dividends to be made subject to withholding against
the income tax, introduction of a personal fiscal compliance card, that will
be required for most significant economic transactions, introduction of an
‘incentive for middle and upper income consumers to ask for receipts, and
introduction of nonerasable cash registers at the point of sale for the VAT.

The Government of Argentina is deeply concerned by the rise in
unemployment, which has affected men and women of all ages in virtually all
areas of the country, and is doing all within its power to alleviate and
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overcome this problem. The administration of the unemployment fund is being
improved to permit an increase in the number of beneficiaries; conditions
have been made more flexible for part-time employment; a new apprentice
program set up; and job training programs and incentives are being
strengthened. In this regard, the Government considers that the high level
of taxation on labor is a disincentive to employment and a cause of
widespread tax evasion, and has therefore decided to lower employer social
security contributions, that currently range from 33 percent in Buenos Aires
to 16 1/2 percent in outlying provinces, by 30 percent in three equal steps,
for all sectors, in September and November 1995 and January 1996. The
initial revenue loss from this measure is expected to be recovered during
1996 through improved coverage and better administration of the social
security system, in which evasion and noncompliance is currently estimated
to be around 40 percent. All considered, using comparable tax rates, tax
collection in 1996 as a share of GDP is expected to be higher than the
projected level for 1995 but still lower than in 1993 and 1994, further
indicating the scope for reducing tax evasion.

The Government of Argentina remains fully committed to the maintenance
of fiscal and financial equilibrium as the guarantor of the Convertibility
Plan and the prerequisite for maintaining confidence, encouraging capital
inflows and resuming economic growth. For that purpose, the nonfinancial
public sector will be in overall equilibrium on a cash basis in 1996,
excluding privatization receipts. To achieve this goal, total expenditure
(in nominal terms) will not exceed the level of outlays agreed for the 1995
program and all necessary measures will be taken to assure the required
level of revenue.

The Government of Argentina intends to press forward with key
structural reforms to improve the flexibility and efficiency of the economy.
A new Bankruptcy Law was approved in Congress recently, and a new Work-
related Accidents Law, which is expected to reduce labor costs
substantially, has been passed by the Lower House and is expected to receive
full Congressional sanction shortly. A new law has been approved that
allows significantly more flexibility to enterprises with up to 40 employees
as regards employment conditions and the negotiation of collective
contracts. A new Collective Bargaining Law is to be submitted shortly to
Congress which will contribute to decentralized labor negotiations, greater
flexibility in labor practices, and increased employment opportunities.

The Government also has decided in recent days to transfer honorary
pensions from the social security administration to the Social Development
Secretariat, with the objective of ensuring that they are awarded

“henceforward exclusively on the basis of need. Similarly, medical attention
for such pensioners will be handled henceforward by the Social Development
Secretariat, on the basis of competitive bids, rather than through the
Medicare system (PAMI) as at present. At the same time, PAMI will cease its
involvement in providing ancillary services (such as tourism) and
concentrate only on providing health care to pensioners, reducing costs and
improving efficiency. The Government has also set up a system of automatic
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distribution of funds to health plans (obras sociales), and plans to
undertake further reforms in this area with assistance from the World Bank.

Substantial progress is being made by the provinces in reducing their
fiscal deficits. With assistance from the World Bank and IDB, the
privatization of some 8 out of the 27 provincial banks is expected to have
been completed by year’'s end, and a further 6 provincial banks are well on
the way to privatization. Several provinces are already privatizing their
electric and water companies, and the province of Buenos Aires has announced
its intention to privatize its electric utility. Reflecting these reforms,
including reductions in wages and in special pensions, the cash deficit of
the provinces, which was estimated at 0.7 percent of GDP in 1994, will
decline substantially in 1995.

Given the external and domestic financing framework, the stronger-than-
expected adjustment taking place in the economy, and the changed external
prospects of the country, the Government of Argentina is convinced that its
current policy stance is appropriate, and that the above described policies
and measures are sufficient to maintain the viability of its program. In
light of the overall evolution of the program, and the measures that have
been adopted, the Government of Argentina therefore is requesting a
modification of the targets and performance criteria under the program for
September and December 1995 as indicated in the attached table. The
Government of Argentina also intends to request a successor arrangement from
the Fund in 1996 in support of its economic program and stands ready, as
necessary and in a timely way, to adopt whatever measures are required to
achieve the program’s objectives of fostering sustained economic growth in
conditions of internal and external viability.



Table 1. Argentina: Quantitative Performance Criteria and Indicative Targets for 1995

Original Program Prel, Outturn Revised Program
Stock Dec. 1994~ Dec. 1994- Dec. 1994~ Dec. 1994-
Dec. 1994 June 1995 June 1995 Sept. 1995 Dec. 1995

(In millions of pesos)

1. Quantitative performance criteria
Overall deficit (-) or surplus of the
nonfinancial public sector 1/ -835 ~862 -2,400 -2,400

Combined deficit (=) or surplus of the
nonfinancial public sector
and the Central Bank 1/ 2/ -835 -794 ~2,350 -2,350

Cumulative ceiling on noninterest expendi-
ture of the National Administration 3/ 22,570 34,730 46,230

Cumulative change in the net domestic
assets of the Central Bank 4/ 3,370 2,379 2,870 2,210

(In millions of U.S. dollars)

Cumulative change in the free inter-
‘ﬁtional reserves of the Central Bank 5/ -1,990 -802 -1,190 =190

Total debt of the public sector

Total outstanding external and

domestic debt &/ 1/ 8/ 80,805 84,195 82,923 83,970 83,355
Cumulative net increase of domestic debt 8/ 600 -1,414 300 -
Cwnulative net increase in short-

term external debt 8/ 3/ 700 -78 700 700

2. Indicative target

Cumulative change in the net

international reserves of the

Central Bank 10/ -5,940 -5,007 -4,540 -2,745

1/ The nonfinancial public sector, as defined under the program, excludes the provincial nonfinancial public
sector. Excludes receipts from privatization.

2/ The deficit (-) or surplus of the Central Bank of Argentina (BCRA) is defined as net interest earnings less
transfer payments to the Government.

3/ The ceiling will be adjusted up or down for any excess or shortfall from the program level in automatic revenue
transfers to the provinces under the revenue sharing arrangements.

The net domestic assets (NDA) are defined as the difference between the monetary liabilities and the net
i ational reserves (NIR) of the BCRA, both measured at end period. The monetary liabilities includes currency
issue and legal reserve deposits held in the BCRA. The NIR are defined in footnote 10.

5/ The free international reserves of the BCRA are defined as the difference between gross intermational reserves
and the monetary liabilities (the latter as defined in footnote 4). Gross international reserves include BCRA
holdings of gold, foreign currency in the form of cash and deposits abroad, and Argentina's net balance within the
Latin American Trade Clearing System (ALADI), and exclude central bank holdings of government debt instruments.

6/ Data used to monitor external and domestic debt developments will be taken from the debt reporting system and
the balance of payments accounts. These ceilings have been adjusted upwards by $465 million to take into account
revisions to the end-1994 stock of debt. The stock of debt will be valued at end-1994 exchange rates and measured at
end pf period.

2/% Total outstanding debt of the public sector includes all foreign currency-denominated and Argentine-peso
denomingted obligations of the national nonfinancial public sector. including funds obtained for constituting trust
funds, ‘foreign currency-denominated obligations of provincial governments, and the national financial public sector,
including the BCRA and other official banks. The limit includes all new debt issued for the consolidation of domestic
arrears (EOCCNs). It excludes new borrowing by the foreign trade bank (BICE) and any adjustments, during the period
to the stock of BOCONs resulting from the capitalization of interest. The ceilings will be adjusted for any revisions
to the initial stock of debt resulting from the discovery or registration of old debt.

8/ The limit will be adjusted for borrowing to compensate for any shortfall in privatization receipts relative to
program.

9/ Excludes bridge loan by the BIS.

10/ The net international reserves (NIR) are defined as the gross internmational reserves of the BCRA less foreign
liabilities of the BCRA, including BIS bridge loans and the net IMF position. A negative sign signifies a loss of
NIR. For measuring balance of payments performance, changes in NIR will not be affected by changes in gold prices
nor, in the case of currencies other than the U.S. dollar, by changes in cross rates. The NIR target will be adjusted
for any changes in the value of reserve assets and liabilities that result from factors other than balance of payments

flows.



.le 2. Argentina: Sumnary of Public Sector Operations, 1992-95

(In millions of pesos)

1995 1/ 1295 1/
Jan.-June Jan. -June Jan.-Sept. Jan.-Dec. Original Revised
1992 1993 1994 1/ Prog. Prel. Rev. Prog. Rev. Prog. Prog. Prog.
Revenue 38 844 44,275 48 761 25 180 23 550 35,294 48,166 54 345 48,166
Taxes 26,454 28,811 32,089 17,349 15,778 23,506 32,851 37,301 32,851
Social Security
Contributions 2/ 9,833 11,874 13,608 6,295 6,046 9,262 12,030 13,926 12,030
Nontax revenue 2,029 2,690 3,134 1,433 1,756 2,478 3,156 2,867 3,156
Capital revenue 105 145 74 45 16 56 108 117 108
Operating surplus of
public enterprises 423 755 (144) 58 (46) (8) 21 134 21
Noninterest expenditure 35,737 39,721 46,631 24 126 22,570 34,725 46,228 48,259 46.228
Wages 5,652 6,695 7,794 4,178 3,575 5,816 7,769 8,030 7,769
Goods and services 2,482 2,893 2,295 1,276 1,100 1,745 2,193 2,343 2,193
Pensions 12,653 13,136 15,241 7,637 7,297 11,477 15,573 16,018 15,573
Transfers 13,112 14,501 17,331 9,012 8,701 12,938 17,128 17,933 17,128
Provinces 12,620 12,595 12,535 6,671 6,216 9,244 12,321 13,524 12,321
Other 492 1,906 4,796 2,341 2,485 3,694 4,807 4,409 4,807
Other current iy -r 83 46 167 167 167 59 167
Capital expenditure 1,838 2,496 3,887 1,977 1,730 2,582 3,398 3,876 3,398
Interest f{Accrual basis) 3.324 2.917 3.150 1,889 1.932 2,964 4,333 4,080 4 333
Statistical discrepancy 3/ o 90 i G
Balance of quasi-fiscal
operations (274) 190 (33) - 68 68 68 - 68
Overall balance of public
sector {491) 1.827 (1,053) £835) (794) (2,327) (2,327) 2,006 (2,327)
Privatization 1,867 2.740 733 1 125 516 2,396 2 400 2 396
Overall balance including
privatization 1.376 5,567 (320) (834) 669 1,811 69 4 406 69

Sources: Ministry of Economy; and Central Bank of Argentina.

1/ On the basis of the new definition which includes various social security operations on a gross basis, which had previously been included on a
net basis.

2/ Excludos in 1994 Arg$879 million that went to tho newly established private pension funds (AFJPs).

3/ Statistical discrepancy between above-the-line and below-tho-lino measurement.
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