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COUNTRY DATA SHEET
1993 unless otherwise indicated

General

Area (square kilometers) 912,050
Population 20,875,000

Growth Rate from 1980 to 1991 2.6%
1992 2.3%

Density (per square kilometer) 21.7 (1991)

Social Indicators

Population Characteristics
Birth Rate (per 1,000 people) 26.9
Death Rate (per 1,000 people) 4.7

Health
Infant Mortality (per 1,000 live births) 22.7
Physicians per 1,000 People 1.7 (1989)
Hospital Beds per 1,000 People 2.6 (1992)

Househole Labor Income Distribution
Highest Quintile 49.5%
Lowest Quintile 4.8%

Access to Safe Water
Percent of Urban Population 89%
Percent of Rural Population 89%

Nutrition
Calcrie Intake as a Percent of Requirements 99% (1990)
Per Capita Protein Intake (grams per day) 62 grams

Education
Adult Literacy Rate 93% (1992)
Primary School Enrollment (percent of relative age group) 92% (1990)

Gross Domestic Product in 1993
Average Annual Growth Rate (%)

USS BILLION GDP Shares (%) 1980-85 1985-90 1990-93
GDP at Market Prices $60.0 100.0 -1.4 2.4 5.5
Gross Domestic Investment $12.2 18.7 -7.0 -4.3 23.1
Gross National Savings $ 8.8 14.7 -5.9 -3.7 6.4
Current Account Balance $-2.2 -3.7 1.5 2.4 -24.9
Exports of Goods $14.0 23.3 -3.4 5.3 3.6
Imports of Goods $11.1 18.5 -3.3 -13.1 13.8

Rate of Exchange (Bolivars per US$)

End of May, 1995 169.57
Annual Average 1994 148.90
Annual Average 1993 90.86
Annual Average 1992 68.38



LISI OF ACRONYMS

ALCASA Aluminio del Caroni, S.A.
(Caroni Aluminum Company)

BANAP Banco Nacional de Ahorro y Prestamos
(National Bank of Savings and Loans)

BAUXIVEN Bauxita de Venezuela
(Venezuelan Bauxite Company)

BCV Banco Central de Venezuela
(Central Bank of Venezuela)

BITOR Bitumenes del Orinoco S.A.
(Orinoco Bitumen Company)

BDT Bank Debit Tax
BPD Barrels Per Day
CADAFE Compania Anonima de Administracion de Fomento Electrico

(Electric Company)
CAMETRO Compania Anonima Metro de Caracas

(Caracas Metro Company)
CANTV Compania Anonima Nacional Telefonos de Venezuela

(Venezuelan National Telephone Company)
CAT Corporate Asset Tax
CNG Compressed Natural Gas
CORDIPLAN Oficina Central de Coordinacion y Planificacion

(Central Office of Coordination and Planning)
CPI Consumer Price Index
CSB Centro Simon Bolivar

(Simon Bolivar Center)
CVG Corporacion Venezolana de Guayana

(Venezuelan Guayana Corporation)
CVP Corporacion Venezolana de Petroleo
DGSVT Oficina de Transporte por Carretera

(Road Transportation Bureau)
EAP Economically Active Population
EDELCA Electrificacion del Caroni, C.A.

(Caromni Electric Company)
EERC Electric Energy Regulatory Commission
ENELBAR Energia Electrica de Barquisimeto

(Barquisimeto Electric Company)
ENELVEN Energia Electrica de Venezuela, C.A.

(Venezuelan Electric Company)
FESILVEN Venezolana de Ferrosilicio

(Venezuelan Ferrosilicon Company)
FIV Fondo de Inversiones de Venezuela

(Venezuelan Investment Fund)
FOGADE Fondo de Garantia de Depositos

(Deposit Guarantee Fund)
FUNDELEC Technical Support Agency for the EERC
FYIP Five Year Investment Plan
GDP Gross Domestic Product
GST General Sales and Luxury Tax
IESA lstituto de Estudios Superiores en Administracion

(Institute for Graduate Studies in Administration)



LIST OF ACRONYMS (Cont'd.)

IMF International Monetary Fund
INTERALUMINA Interamericana de Alumina, C.A.

(Inter-American Aluminum Company)
INTEVEP Instituto de Technologia Venezolano de Petroleo

(Center for Petroleum Research)
IRR Internal Rate of Return
ivss Instituto Venezolano de los Seguros Sociales

(Venezuelan Social Security Institute)
LNG Liquified Natural Gas
MOE Ministry of Education
MEM Ministry of Energy and Mines
MSAS Ministerio de Sanidad y Asistencia Social

(Ministry of Health and Social Assistance)
OCEPRE Oficina Central de Presupuesto

(Central Budget Office)
OPEC Organization of Petroleum Exporting Countries
PALMAVEN Filial de Petroleos de Venezuela para Fertilizantes y

Desarrollo de Cultivos
(Venezuelan Fertilizer Company)

PAS Public Administration Sector
PDVSA Petroleos de Venezuela, S.A.

(Venezuelan Petroleum Company)
PEQUIVEN Petroquimica de Venezuela, S.A.

(Venezuelan Petrochemical Company)
RIF Registro de [nformacion Fiscal

(Fiscal Information Register)
SENIAT Servicio Nacional de Administracion Tributaria

(National Tax Administration Service)
SIDOR Siderurgica del Orinoco, C.A.

(Orinoco Steel Company)
SOE State-Owned Enterprise
TCF Trillion Cubic Feet
TFPG Total Factor Productivity Growth
VAT Value Added Tax
VENALUM Venezolana de Aluminio

(Venezuelan Aluminum Company)
VFE Valor Fiscal de Exportacion

(Export Reference Price)
VIASA Venezolana Internacional de Aviacion, S.A.

(Venezuelan International Airline Company)
VTV Venezolana de Television

(Venezuelan Television Company)
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PREFACE

This report includes information gathered during two main missions to
Venezuela led by Mayra Zermenlo, task manager and principal author of this report. The
first one took place in November 1992 and the second one in March 1993. This report has
been possible thanks to the continuous collaboration and valuable comments of many
Government officials and PDVSA staff and management. The preliminary findings and most
of the recommendations of this report were discussed with the Government at an informal
workshop on June 11, 1994 in Caracas. The discussion was led by Mr. Luis X. Grisanti
(then Director General, Hacienda), and it was attended by Government officials from many
different areas, including the social sectors. The green cover report was discussed in a series
of meetings in Caracas, during March 27-31, 1995. These were led by Ram6n Espinasa
(Chief Economist, PDVSA), Manuel Lago (Vice-President, BCV), Jose Manuel Tineo
(Director General, Hacienda), Edgar Paredes Pisani (Minister, Cordiplan) and Luis X.
Grisanti (FIV). This report incorporates their valuable comments.

Many staff and consultants provided major inputs for this report, including
Tercan Baysan, Cecilia Bricefio (Consultant), Stijn Claessen, Valeriano Garcia, Gustavo
Garcia (Consultant), Ted Gorton (Consultant), Nicole Mammoser (Consultant), Uwe Richter,
Jose Valera (Consultant), Panos Varangis and Fernando ZTniiiga-Rivero (Consultant).
Marlene Sims was responsible for the production of this draft.

Chapter 2 incorporates the findings and recommendations of several Bank
reports prepared in parallel to this one: Venezuela-Efficiency Repricing of Energy,
Report No. 13581-VE, Venezuela-Labor Markets Study, Report No. 12449-VE, Venezuela-A
Strategy for Monetary Stability, mimeo, May 1994, and Venezuela-Social Security Study,
Report No. 13207-VE. The discussion on public sector expenditure and performance on the
basic sectors is mostly based on other Bank reports. Appendices 3 and 4 are based on papers
prepared for this report by the Petroleum and Economic Consultants at the Economics
Department of Aberdeen University (AUPEC) in Scotland.

This report incorporates comments on previous drafts provided by Donna
Dowsett-Coirolo, Frank Lysy, Demetris Papageorgiou, Homi Kharas, Sebastian Edwards,
Suman Bery, Paul Meo, Miguel Rodrigues (Peer Reviewer), and Lorenzo Perez and Roberto
Rosales (IMF).

The Management Team in LA2 includes: Edilberto L. Segura (Director),
Donna Dowsett-Coirolo (Division Chief), and Frank Lysy (Lead Economist).



VENEZUELA CEM: LIVING WITH OIL
EXECUTIVE SUMMARY

1. This report analyzes economic policy and perfonnance in Venezuela since 1970,
focusing on the influence of international oil markets on government policies and
macroeconomic performance. Today, oil GDP is about 22 percent of Venezuela's total
GDP, oil exports are about 78 percent of all merchandise exports, and oil taxes and revenues
are about 61 percent of total revenues. The report suggests various policy options to
strengthen macroeconomic management to stabilize the economy, support sustained growth,
and reduce the incidence of poverty, in the context of a development strategy which would
depend less heavily on the vagaries of the world oil market.

Part I. The Past: Economic Policy and Performance

2. Economic policy for decades has had two distinctive features: spending rose
with transitory increases in oil prices and oil tax revenues; and the government intervened
extensively in the economy through direct participation in productive activities and extensive
controls and regulations. At different times there have been controls on investment, domestic
prices, interest rates, and imports; and in some sectors the government determined the levels
of industrial production.

3. This policy generated fiscal deficits, as higher levels of spending frequently were
maintained even after oil revenues could no longer support them. Economic growth suffered
and inflation increased. Per capita real GDP fell every year from 1978 to 1985, and by the
late 1980s, a large proportion of Venezuelans were living in poverty and income distribution
had become highly skewed.

4. The level of savings and investment Mr se has not been at the core of the
problem. Quite the contrary, Venezuela's savings and investment rates have been higher
than in many other developing countries, but these investmnents have not supported high
economic growth. The increase in overall annual GDP averaged only 2.5 percent from 1970
to 1991 and per capita GDP declined. This poor performance to a large extent is due to the
nature of the investments and the environment in which they were made, as well as to labor
market, social security, and energy pricing policies, which were responsible for a decline in
total factor productivity and economic growth.

5. Public spending in Venezuela has been highly inefficient, partly due to the large
size of the public sector itself. Public institutions are further weakened by deficiencies in the
organization and structure of the budget, by excessive centralization in decision-making, and
by inadequate coordination among units. These problems make it extremely difficult for the
government to meet increasing demands for public services and poverty alleviation. Sectoral
performance has suffered as a result of inefficient resource use, causing deterioration in
health and education services and in maintenance of basic infrastructure.
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6. Public investments and government transfers have supported state-owned
enterprises (SOEs) during the last 20 years. Large investments for the expansion of many
sectors, including steel, aluminum, and petrochemicals, were an attempt to diversify
production away from oil. However, most of these investments have yielded poor returns
and Venezuela's economy is still highly dependent on oil. Public investments in the oil
sector have averaged 6 percent of GDP from 1975-93.

7. To halt this decline, the government changed the composition of expenditures
after 1988, restructuring ministries and SOEs, and moving towards greater privatization and
decentralization. Together with the liberalization of domestic prices, trade, and finance and
a more favorable foreign investment regime, these changes facilitated private participation in
some sectors.

8. On the revenue side, oil continues to be the main source of financing for both
current and capital government expenditures in Venezuela. Taxes and royalties imposed on
the oil sector have averaged 68 percent of all revenues since 1973, but this is not likely to be
sustainable over the medium-term, because world oil prices have fallen in real terms to levels
below those of 1973, and PDVSA, the national oil company, faced with a decline in the ratio
of operational revenue to expenses, is finding it increasingly difficult to transfer such a
proportion of funds to the central govermnent. At the same time, non-oil tax revenues have
been decreasing. Tax receipts from non-oil activity peaked at 11 percent of GDP in 1983
and decreased to 4.4 percent in 1990, principally because of income tax evasion and the
erosion of the tax base by inflation.

9. In 1989, the Perez government introduced a stabilization and adjustment
program, predicated on the assumption that oil exports could no longer be so heavily relied
on to finance economic growth. From 1990-92, these reforms produced positive economic
results. After an 8 percent decline in GDP in 1989, the economy grew at an average annual
rate of 8 percent, inflation stabilized at an annual rate of about 30-32 percent, and the
incidence of poverty declined. However, two attempted military coups in 1992 and the
removal from office of the President in 1993 on corruption charges slowed action on the
reform agenda. Despite some progress in 1993 in implementing new non-oil taxes and a new
banking law, the agenda was essentially left unfinished. By end-year 1993, the economy had
contracted about 1 percent vis-a-vis 1992, the central government's fiscal deficit reached 3.3
percent of GDP, and inflation rose to 45 percent.

Part H. The Present: Recent Developments and Main Outstanding Issues

10. The new Government which took office in February 1994 was elected with only
30 percent of the electoral vote, and the President's party holds only a small number of seats
in Congress. Nevertheless, the President enjoys widespread popularity and his administration
did win passage of an Enabling Law in April 1994 that allowed it to start implementing a
new tax package to deal with the serious economic conditions which it had inherited, and the
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prospect of a sharp increase in the fiscal deficit associated with a major crisis in the banking
system in early 1994.

11. General macro-economic difficulties in 1993, compounded by bad management
and inadequate regulatory oversight, led to the collapse of Banco Latino--the country's
second largest bank--in early January 1994. Following this, the Central Bank found it
necessary in the spring to provide financial assistance to eight other mid-size banks through
FOGADE, the deposit insurance agency. Total emergency assistance to the banking system
in 1994 amounts to about US$6.1 billion and has led to a 1994 fiscal deficit of the
consolidated public sector, of about 17 percent of GDP.

12. By mid-1994, Venezuela was heading for record levels of inflation, the result of
the fiscal imbalance, the banking crisis, and the management of monetary and exchange rate
policy. The Central Bank found it difficult to accommodate a large decline in money
demand early in the year, causing the inflation rate to increase and the Bolivar to appreciate
through March. The crawling-peg foreign exchange system was replaced by two different
auction systems in April and May 1994. Through these auctions the nominal exchange rate
changed from 117 Bs per US$ at end-April to 165 Bs per US$ at end-May, 1994, leading to
a more competitive real exchange rate.

13. On June 27, 1994, further policy changes took place, including fixing the
exchange rate at Bs 170 per US$, foreign exchange allocations, and price controls on a large
number of food and services. The Government's rationale for these measures were to protect
the stock of foreign exchange reserves and reduce inflation and interest rates. Inflation had
reached an annualized rate of 181 percent in June.

14. The central administration deficit was only 2.6 percent of GDP in 1994, but the
deficit of the consolidated public sector was much larger (15.4 percent of GDP) because of
the SOEs' continuing losses, the Central Bank's assistance to the banking sector, and the
Government's outstanding arrears with the private sector from the 1993 budget. Aggregate
output contracted for the second year in a row and inflation reached an annual rate of 71
percent by year-end 1994. In 1993, higher inflation rates and the decline in money demand
led to higher nominal and real interest rates on BCV zero-coupon bonds, used as reference
for other market-determined rates. However, since April 1994, real interest rates have been
significantly negative; because of the Govermnent's monetary policy after the implementation
of the foreign exchange and price controls. Unfortunately, while higher real interest rates
earlier in 1993 probably depressed economic activity, negative real interest rates since mid-
1994 discourage savings and foster inflationary expectations.
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Part m. The Future: A Strategy and Economic Outlook

15. The Government's broad objectives of creating productive employment in the
formal sector and reducing poverty through sustained growth and a more diversified
economy, can be attained with policy changes to achieve a balanced budget, lower inflation,
and a market-determined and more competitive real exchange rate.

16. In September 1994, the Govermment announced the "Corrales Plan", a new
economic plan for the short- and medium-term. The main components of the plan's short-
term strategy aimed at resolving the problems left by the banking crisis and reducing
inflation. If fully and promptly implemented, the Corrales Plan would have reduced the
deficit of the consolidated public deficit to about 1 percent of GDP in 1995. It would have
also reduced excess liquidity in the financial system, which in turn would lead to lower
inflation rates and higher but moderate real interest rates.

17. Today, the Corrales Plan has not been fully implemented. The Plan included
increases in the general sale tax from 10 to 15 percent, increases in domestic fuel prices
including gasoline to export opportunity levels, and new long-term bonds (10-years maturity)
to be placed in the domestic market. Until these measures are fully implemented, the
Government's stabilization objectives will be seriously jeopardized. The economic outlook in
Chapter 2 discusses specific policy targets and their projected economic impact over the
medium-term.

18. The Government recognizes that a better fiscal stance would change the
public's expectations of high inflation. That is why it plans to increase non-oil taxes, raise
gasoline prices and avoid unwarranted salary increases and subsidies to interest groups. In
particular, the 1995 fiscal budget--approved by Congress in early December 1994--includes
an increase in the general sales tax rate from 10 to 12.5 percent. It also includes small
gasoline price increases; unfortunately, these will not be enough to fully eliminate domestic
gasoline subsidies, which amount to at least 3.4 percent of GDP. Moreover, before any
gasoline price increases take place, the Government wants to implement a new program of
direct subsidies to lower income groups. Although, this program is welcome, its
implementation details and timetable have not been announced yet.

19. Monetary policy would also play a key role in the stabilization effort. In
particular, the path of monetary aggregates that can be controlled, such as the monetary base,
needs to be consistent with a permanent decline of inflation to single digit levels. (This also
implies that there would be no need for the monetary authority to try to control interest
rates.) The proposed new domestic long-term bonds will have a longer maturity than the
zero-coupon bonds. By issuing these new bonds, the Govermnent hopes to reduce excess
liquidity generated by the banking crisis, and facilitate the Central Bank's management of
monetary policy.
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20. To complement these stabilization measures, and prevent further disruptions in
the banking sector, the Government should continue its financial assessment of the non-
intervened banks. It will also be important to encourage these banks to accept a three-year
recapitalization plan as necessary and to comply in full with the new Banking Law. In
addition, FOGADE, the Government's deposit insurance agency, needs to be suitably
supported to make the guarantee system credible; and FOGADE needs to start selling the
banking sector assets it recently acquired, as soon as possible. The proceeds of these sales
could be used to recapitalize FOGADE and would reduce the Government losses from the
banking sector crisis.

21. Finally, for stabilization to succeed, fiscal and monetary improvement need
to be accompanied by a return to a floating exchange rate. With a floating exchange rate, a
Central Bank policy to accumulate net foreign reserves would support a higher real exchange
rate, promote export diversification, and avert a deterioration of the fiscal situation. The real
appreciation of the Bolivar in the first half of 1995 has not helped to restore stability, and if
sustained, it would damage growth in non-oil activities and much needed productive
employment.

22. To resume sustained growth, Venezuela needs to increase factor productivity,
and encourage domestic savings, investment, and employment in the formal sector. This, in
turn, will depend on a prompt return to foreign exchange and price liberalization, a strong
commitment to an open trade and financial environment, and action to change the legal,
taxation, and institutional aspects of the oil, electricity, and mining sectors. It is also
necessary to increase tax collection. To this end, implementation of the corporate asset tax
(CAT) that became effective in January 1994 with a rate of 1 percent as a minimum income
tax should be accelerated. By taking the average value of corporate assets and a tax rate
equivalent to the income tax rate, the CAT is expected to close the loopholes typically used
by corporations to avoid the income tax, particularly during periods of high inflation. A tax
rate of about 1 percent on gross assets would not exceed what the private sector actually pays
on the income tax in the aggregate. Hence, there would be no impact on those corporations
that currently pay the income tax, but those that have evaded the income tax would be
affected. The Ministry of Finance would start collecting CAT revenues only in 1995,
because it did not ask for a "declaraci6n preliminar" during 1994.

Medium Term Policies

23. The Government's medium-term policies aim at reducing inflation, promoting
sustained growth, and reducing poverty. An appropriate combination of fiscal, monetary and
exchange rate policy, would lead to lower levels of inflation, a more competitive real
exchange rate, and higher levels of domestic savings and investment. These policies and
changes in public spending from oil and industrial sectors to social sectors and basic
infrastructure will promote non-oil growth. The expansion of the non-oil sectors and the
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greater emphasis on good-quality basic education and health, would promote employment in
the formal sector and reduce poverty.

24. The Govermment's program considers that non-oil revenues would increase
through greater reliance on non-oil taxes and efficient energy pricing policies. Current
spending needs would decline, if the Government promotes spending efficiency through
decentralization and privatization. This would require policy changes in labor market and
social security regulations, and in the legal and institutional arrangements of several sectors.

25. The Government may want to consider the re-introduction of a VAT at all
distribution levels because this tax has revenue potential and is both neutral and non-
discretionary. The rate can be changed as necessary to adjust revenues to spending needs.
Other advantages of the VAT are that its application is progressive, increasing with income,
and that a full-scale VAT with debits and credits at all distribution levels will help prevent
tax evasion. In this sense it would represent an improvement over the new GST.

26. In 1994, there was some progress in reducing the minimum income subject to the
income tax and in eliminating many exemptions. However, the excessive exemptions for
education and medical expenses remain, and the Government is planning to ask Congress to
eliminate them in 1995. At the same time, payroll taxes must decline to make them
compatible with other income taxes. Other fiscal reforms on the revenue side may include
ixnproving customs administration to increase import tariff collection and adding transparency
to the trade regime.

27. The proposed tax changes are likely to be effective because the tax
administration is now being modernized; an independent tax administration unit with its own
personnel recruitment and compensation practices is helping in this process. Simultaneously,
the judicial system must be able to enforce the collection of tax penalties.

28. The Govermment needs a program to cover its losses from the banking sector
crisis; this could include privatization and additional non-oil taxes. However, the
administration has first to assess the extent of the losses to develop the specifics of its
financing plan. Additional fiscal revenues are required to strengthen and modernize
FOGADE and the Banks Supervision Agency.

29. To increase the efficiency of public spending, the Government may want to
reduce the downward rigidities in spending. The budget should also include a mechanism to
prevent over-spending when unexpected increases in oil prices occur. To this end, the
annual budget might be based on multi-year projections that take into account the expected
changes in international oil markets. The ex-post reviews of the budget should be more
thorough.
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30. There is a need to adjust the structure of expenditure within many sectors, as
between wages and salaries, and other inputs. This would mean reducing total public sector
employment and changing the present recruitment and compensation practices, as well as
reforming the social security system. The pattern of allocations among sectors should also
be revised. Privatizing SOEs and allowing large private investment in the oil sector would
lead to more efficient resource use, and will increase the Government's resources available
for its priority areas such as education, health, poverty alleviation programs, and basic
infrastructure.

31. Improvements in the institutional, legal, and economic environments of the
petroleum and other sectors are necessary to encourage private investment. A profitable
private sector would promote efficient, sustainable economic growth, and raise government
revenues from corporate income taxes.

32. Today, oil production- and profit-sharing agreements with private sector
participants are being pursued for fields containing heavier crudes-'. Private investment in
the oil sector will soon be encouraged in all areas. PDVSA has prepared a new legal
framework (now under discussion at Congress) which would allow it to engage in joint
ventures with private (domestic and foreign) investors in the exploration and production of
light and medium crudes. The technically and financially qualified private investors will
participate in a bidding process, and the winners will be determined on the basis of how
much they are willing to contribute to the public finances through profit-sharing. This new
framework would no doubt be a step in the right direction to open up the oil sector to private
participation.

33. The recommendations of this section go a step further, to make the oil legal and
taxation systems more flexible than already envisaged by PDVSA. These measures are
necessary to make the best out of Venezuela's natural resources and provide the population at
large, the largest benefits.

34. Oil Sector Investment Program. Many of the new projects proposed in the
PDVSA's 1993-98 Five Year Investment Plan would benefit substantially from private
financing and participation. PDVSA would benefit from concentrating on areas where light
and medium crude oil reserves are likely to be sizable, and on fields with a history of higher
per well productivity. Consolidating several fields into one large area, for example, would
offer a private operator a significant crude oil production base, while evaluating surrounding
areas for additional reserves would provide investors with "upside potential". Finally,

1/ These crudes make up a large portion of proven reserves and are costlier to
extract, because they need more sophisticated technology than other crudes and
have lower per well productivity.
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efficiency would increased by the privatization of the distribution and sale of refined products
and natural gas, and expansion of refinery capacity.

35. Oil Sector Legal Framework. Venezuela's legal framework gives the state a
monopoly on hydrocarbon operations and allows private involvement only under highly
restrictive circumstances. Venezuela still offers only two options for private participation in
hydrocarbon operations: through operations contracts or association contracts with PDVSA;
the proposed new framework prepared by PDVSA maintains this limitation. Operations
contracts typically provide a service such as drilling; association contracts are joint ventures.
PDVSA has entered into several joint agreements recently where large investments for new
technologies are required, but it maintains substantial control by appointing the president of
each venture.

36. To modernize its legal system Venezuela might want to establish a granting
authority within the government that could approve exploration rights for qualified bidders.
A pre-bidding requirement would ensure that all bidders, domestic or foreign, have the
necessary technical and financial qualifications. Licensees would have the right to undertake
subsequent development and production operations, and to engage in transport and processing
activities as well. The import, distribution and marketing of hydrocarbons may be open to
any qualified agent through a competitive process also. The granting authority would
manage the bidding process, providing all the relevant information--including the oil taxation
rules--to the parties involved. It would be allowed also to issue licenses without legislative
approval to ensure that contracts do not fall prey to political maneuvering.

37. Oil Sector Taxation. The current oil taxation system applies to PDVSA, a state
monopoly, but its main features were present even before the 1975 nationalization of the
industry. Oil income taxes and royalties exceed 83 percent of net pre-tax cash flow, and the
system is discretionary because it penalizes promising lower-return projects by basing too
much of the total tax take on gross production. Today, this system impedes the country's
ability to compete internationally for private investment at a time when capital constraints
and declining production from established oil fields prevail.

38. The Government may want to replace the present system with one that is
progressive and profits related because of the range of costs inherent in the production of
light to heavy oils, and because of substantial market variations in the value of this range of
crudes.

39. A new set of fiscal terms may incorporate a sliding scale of royalties that would
continue to ensure the government a minimum revenue from every unit of oil produced, yet
take into consideration the quality of the oil extracted. Income taxes for all petroleum
activities may be reduced to make them consistent with those for other economic activities,
and the phasing-out of the export reference price should be completed. A petroleum surtax
may be charged on a field-by-field basis. This would be a profit-related tax that secures the
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government's share of rents earned in excess of normal operations. These new fiscal terms
could be applied to all ventures signed after the terms have received congressional approval.

40. Venezuela needs a unified system of oil taxes and royalties for both the public
and private sectors. However, in the short term, it will not be advisable to reduce the levels
of taxation on PDVSA beyond the phasing-out of the export reference price (already in
progress). This is because the institutional and administrative relationship between the
company and its only shareholder must first be modernized to increase transparency and
accountability. The taxation system recommended here could be applied to the private sector
as soon as the legal, institutional, and administrative details are worked out by the
Government.

Economic Outlook

41. The medium-term outlook (1995-98) was developed under reform case and low
case scenarios, using a standard RMSM model. The results are consistent outcomes, under
expected international economic conditions and parameters of the domestic economy. The
reform case assumes that an economic program, like the one announced in September 1994,
and the recommendations made here are fully and promptly implemented, while the low-case
assumes that this will not happen.

42. In the reform case, by 1997 the central government's fiscal accounts are
balanced and inflation is lower than in 1994. The fiscal adjustment and lower inflation
support an increase in the real exchange rate, although this increase will be less than
otherwise because of foreign capital inflows that will cause the currency to appreciate. A
more competitive real exchange rate and lower domestic interest rates should lead to an
expansion of economic activity, especially of tradables and non-oil exports. Starting in 1996,
per capita income and consumption increase every year and poverty declines.

43. Under the low case scenario, there is a deterioration of the fiscal accounts
because little reform takes place, and the domestic debt service increases as a result of the
Government's assistance to the banking sector. The central government's deficit increases
from 2.6 percent in 1994 to 5.9 percent of GDP in 1995 and remains high through 1998.
Moreover, the deficit of the consolidated accounts is much larger because of banking sector
losses. In this case, inflation remains higher than the historical levels and the real exchange
rate appreciates. Growth stagnates through 1998 and investment and savings rates remain
below historical levels. The privatization program does not advance and foreign investment
and financing is significantly lower than the early 1990s levels. In this economic
environment with high inflation and low growth, per capita income declines every year
through 1998 and poverty increases.



Chapter 1. Economic Overview

L.A Introduction

1.1 This chapter identifies the main areas of economic reform for sustained
growth. It also describes economic policy and performance in Venezuela from 1950-93,
reviews the oil market's influence on government decisions, and discusses the impact of
policies on oil and non-oil growth, inflation, and poverty. It concludes with a description of
Venezuela's political economy and recent developments.

1.2 Oil and the Venezuelan Economy. Since the early 1970s, changes in the
international oil market have significantly affected economic growth in Venezuela, first,
through the linkages between the domestic oil and non-oil sectors and second, through their
impact on the government's fiscal, foreign exchange, and energy pricing policies. Economic
growth has also been influenced by the government's labor market and social security
regulations.

1.3 Today, Venezuela's economy is still highly dependent on oil, in spite of large
declines in the oil price after 1982. In 1993, oil GDP was about 22 percent of total GDP,
oil exports were about 78 percent of merchandise exports, and oil taxes and royalties were
about 61 percent of total fiscal revenues. This oil dependency and the linkages between the
oil and non-oil economies have contributed along with economic policy to low economic
growth rates (Figure 1.1).

Figure 1.1
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1.4 Structural changes in many oil-producing countries accompanied the decline in
real international oil prices from 1982-93 after the large price increases of the 1970s
(Figure 1.2). In all of the countries included in Table 1.1, oil export shares increased from
1970-81; except in Venezuela which, consistent with OPEC policies, reduced oil production
and exports. In contrast, from 1981 to 1991 all these countries except Venezuela reduced
their dependency on oil exports. Only Venezuela and Nigeria received a higher share of
fiscal revenues from oil taxes and royalties at the end of the period.

Table 1.1: Oil as a Share of Exports and Fiscal Revenue
in Selected Countries; 1970-91

Oil Exports Percent of Total
as a share of fiscal revenue
total exports provided by oil taxes

1970 %

Indonesia 44 35

Nigeria 62 26.3

Malaysia 30 n.a.

Mexico 19 4.4

Venezuela 97 60.7

1981

Indonesia 83 70

Nigeria 91 81.1

Malaysia 36 19.6

Mexico 78 29.5

Venezuela 97 86.6

1991

Indonesia 43 37.4

Nigeria 96 78.1

Malaysia 17 9.0

Mexico 41 19.4

Wnezuela 86 90.5

Sources: Annual Report and Statement of Accounts, Central Bank of Nigeria, etc., various
years.
National Accounts Statistics: Maui Aggregates and Detailed lhbles, United Nations.
various years.
RMF Goverrnment Financial Statistics Yearbook, various years.



1.5 Venezuela's oil sector influences the domestic economy in other ways as well.
The 1989 input-output data show that about 2 percent of the value added in manufacturing
and about 6 percent of commerce and other services are inputs to oil, gas, and refinery
activities. These linkages have made Venezuela's non-oil economy--especially its non-
tradeable sectors--dependent on the growth of the oil sector.

Figure 1.2
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1.6 The dependency on oil has largely determined the government's fiscal, foreign
exchange, and energy pricing polices and its labor and social security regulations. These
policies have had a negative impact on the fiscal accounts and on economic growth.

1.7 During the early 1970s, high oil revenues enabled the state to apply
discretionary rather than market-oriented policies. In consequence, for most of that decade
and the next the economy was characterized by excessive government controls and direct
government involvement. The public at large received highly subsidized goods and services,
and their elimination has become a difficult economic and political issue.

1.8 Taxation of oil production and exports has been a major substitute for other
sources of fiscal revenue, but this arrangement could not be sustained when oil prices fell.
There is still no consensus among Venezuelans on how and how fast to now raise non-oil
taxes. But oil tax payments declined from 14.4 percent of GDP in 1984 to only 10.1 percent
in 1993 while non-oil tax collection has not increased significantly yet.

1.9 In 1993, the caretaker government of President Velasquez introduced a new,
value added tax (VAT) and a corporate asset tax (CAT), but the elected government of



President Caldera that followed suspended implementation and proposed to Congress a new
version of the VAT excluding transactions at the small retail level. Other new taxes recently
proposed, such as luxury and financial transaction taxes, have been justified as mostly
affecting the wealthier segments of the population. In reality, the luxury tax is likely to yield
very little revenue and the financial transaction tax will be paid by large segments of the
population. Meanwhile, the most important sources of regressivity in the fiscal revenue
system are high payroll taxes, exemptions on the income tax for corporations, and low
gasoline prices, and these still remain.

1.10 Labor markets and social security regulations play a critical role in fiscal
policy. The govermnent has become highly dependent on payroll taxes paid mostly by
workers, while collection from income taxes is very low at about 1.5 percent of GDP.
Because of exemptions, only the highest income groups pay any income taxes at all. The
system of payroll taxes has a very negative impact on the purchasing power of workers,
while higher income groups do not contribute significantly to the financing of publicly
supplied goods. Workers also make contributions to the social security system, which is
expected to provide them with health services, unemployment insurance, and retirement
pensions. In reality, the social security system is practically insolvent and large segments of
the population do not receive adequate services.

1.11 Venezuela's labor and social security regulations have also had an adverse
impact on economic growth. These regulations were originally established to protect the
interests of the working classes, but they have increased the price of labor while labor
productivity has declined. In the process, informal markets have expanded along with the
incidence of poverty.

1.12 Since the early 1980s, the government's provision of services to large
segments of the population has declined, both because of its operational inefficiencies and
because oil revenues--the main source of public services financing--have dropped sharply.
Moreover, extensive government involvement in activities outside its main responsibilities,
the social sector and basic infrastructure, has diverted a large share of public spending to
investments by public enterprises, particularly the oil company, PDVSA. Today there is still
a large agenda for privatization of industrial activities, and public sector reform is still
pending. These changes would increase efficiency in many sectors and help to eliminate
rigidities in the government's budget. Labor market and social security reforms would
facilitate the implementation of these changes.

1.13 The public's unfulfilled expectations of government intervention have
politicized the debate on pricing policies for publicly supplied goods and services. At the
core of this debate is the relationship between the central government and PDVSA. For
example, elimination of gasoline subsidies has proven difficult so far, perhaps because the
public considers them its share of the oil revenues in the absence of dividend distribution by
PDVSA. At about US$0.12 per gallon, gasoline prices are among the lowest in the world
and the associated government subsidies are about 1 percent of GDP. In addition, there are
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major cross-subsidies of electricity favoring residential consumers at the expense of the
productive sectors, and water tariffs are well below distribution costs. Even when public
services are privatized, with clear concession agreements as in the case of telephones, the
government has proven reluctant to maintain real tariffs consistent with its market-oriented
undertakings.

1.14 The impact of the government's inappropriate pricing policies is shown in the
decline in productivity growth in the industrial sector.'' Moreover, the fuel, electricity, and
water subsidies are very regressive because they favor mostly the middle and upper income
groups, who have automobiles for personal use and water and electricity connections in their
houses.

1.15 Poverty Alleviation. Poverty increased after 1982 as economic activity
declined and informal employment grew-'. Social and political factors are also contributing
to the deterioration in living standards. For example, several groups have used unsettling
political events as an argument to delay economic policy changes likely to have a negative, if
temporary, impact on the living standards of middle and upper income groups but might
benefit lower income groups. Similarly, some do not see the need to reduce dependency on
oil revenues, and fail to recognize that temporary increases in the terms of trade cannot be an
excuse to delay long-awaited permanent changes in fiscal and monetary policy, energy
pricing, labor markets, and social security.

1.16 While the economic policy debate continues, the poor are afflicted by the
deterioration of the public health and education systems, the lack of adequate water and
sanitation facilities, the difficulties of public transport, and the way the labor market and
social security system operate. High inflation rates have eroded the impact of the targeted
social programs, whose budgetary allocations have declined in real terms.

1.B Historical Baclground

1.17 Government spending for decades had been adjusted upwards as transitory
increases in oil prices and oil tax revenues occurred. This policy, used to reactivate the
economy, was accompanied by direct government participation in productive activities and
excessive controls and regulations, as pointed out earlier. The government regulated the
economy through controls on investment, domestic prices, interest rates, imports, and foreign
exchange, and even made decisions on levels of industrial production.

1/ See Paredes, Carlos E., 'Productivity Growth in Venezuela: The Need to Break with the Past,"
unpublished, August 1993.

a/ See Morley, Samuel A. and Alvarez, Carola, Poverty and Adiustment in Venezuela, Inter-American
Development Bank, Working Paper Series 124, July 1992, Table 2, p. 6.



1.18 As a result, economic growth declined and inflation increased, fiscal deficits
arose because spending levels were frequently maintained even after oil revenues could not
support them,3' and real per capita GDP fell steadily from 1978 to 1985. By 1988, a large
proportion of the population was living in poverty and income distribution was highly
skewed.

1.19 By the time of the stabilization and adjustment program in 1989, the
government saw that oil exports could no longer be relied upon to finance economic growth.
The Perez administration set about opening up the economy and reducing state intervention,
controls, and subsidies that had distorted economic incentives for many years.
Unfortunately, the unfinished program was stalled in 1992 by political developments and
implementation problems. The caretaker government of President VelAsquez continued part
of the structural changes in 1993, implementing new non-oil taxes and new financial sector
regulations. The Caldera Government, which took office in early 1994, has faced very
difficult economic conditions, aggravated in part by a major financial sector crisis.

1.B.1 Economic Policy and Performance Before the Oil Shocks

1.20 During the 1950s, average annual GDP growth was 7.9 percent, the volume
and value of petroleum exports increased each year, and the country enjoyed swift expansion
of its physical infrastructure and industry. However, in spite of high economic growth and
an increase in real per capita income of about 57 percent between 1950 and 1957, income
inequality was greater in 1957 than in 1950.4'

1.21 The ouster of Marcos Perez Jimenez in 1958 marked the end of military
dictatorship and the arrival of democracy. The new government, bent on improvement in the
social sectors, started projects for low-cost housing and health facilities.5'

1.22 From 1950-72, annual inflation averaged only 2 percent and the economy grew
at an annual average rate of 6.4 percent.0' Growth of non-oil GDP, due in part to the
protection given to industries such as steel, aluminum, and petrochemicals, contributed to the
economic expansion. The share of imports in private consumption fell from 30 percent at
the end of the 1950s to 3 percent in 1970.

3/ Data on the fiscal deficit before 1988 refer to the central government only. Starting in 1988 the figures
indicate the result of the consolidated public sector "consolidado restringido". This includes the central
govermnent, non financial state-owned enterprises, and the oil company PDVSA and its affiliates; it
excludes the local (state and municipal) governments.

4/ Blutstein, Howard 1. Area Handbook for Venezuela, 1976, p.82.

5/ Haggerty, Richard A., Venezuela: A Country Studv, 1993, p. 83.

6/ Elfas, Victor, Sources of Growth: A Study of Seven Latin American Economies, 1992, p. 50-51.



-7-

1.B.2 Economic Policy and Performance in 1973-82: The Oil Shocks

1.23 The first administration of Carlos Andres Perez, faced with an oil windfall of
unprecedented proportions in 1973, promised to "manage abundance with the mentality of
scarcity,"2' and promptly established the Venezuelan Investment Fund (FIV) to reserve part
of the windfall and thus avoid excessive government spending.

1.24 However, in its attempt to distribute the new income among Venezuelans, the
Perez administration soon forgot its promise of moderate spending. It introduced price
controls on food and other commodities, authorized wage increases, and imposed foreign
exchange controls to subsidize imports. Its subsidies took other forms as well; in 1974, for
example, it canceled US$350 million in debts owed by farmers to state agencies.

1.25 The government assumed the role of primary engine of economic growth. Its
Fifth National Plan, financed with high oil revenues, included US$52.2 billion in investments
over a five-year period, implying a major increase in the government's responsibilities. In
August 1976, Congress approved a bill nationalizing the petroleum industry; from then on
expansion of petroleum production was at public expense.

1.26 From 1973-78, average non-oil GDP growth was about 7.9 percent, but a
rapid increase in government spending led to a fiscal deficit approaching 5 percent of GDP
by 1978. Inflation accelerated in 1973, doubled in 1974 to 8.3 percent, and rose further in
1975 to 10.3 percent. Despite this, the official foreign exchange rate was maintained at 4.3
Bolivars to the dollar. As the Bolivar appreciated, Venezuela ran a current account deficit of
about 14.5 percent of GDP by 1978. In the end, the oil bonanza did not translate into an
accumulation of public foreign assets in net terms.

1.27 The Perez administration's ambitious plan did not improve income distribution
or even reduce poverty. Income distribution was less equitable in 1976 than in 1960, and
although real per capita GDP in 1975 was over US$5,000 (the highest in Latin America),
about 40 percent of the population was ill-fed and undernourished.

1.28 The Herrera administration upon taking office in early 1979 promised to
follow an austere fiscal policy-'. It reduced spending, including consumer subsidies,
increased interest rates to encourage savings, and eliminated price controls to foster private
economic activity. However, when the Iran-Iraq war caused oil prices to jump from US$17
per barrel in 1979 to US$28 in 1980, the government abandoned its austerity measures
before they had a chance to yield results.

7/ Haggerty, Richard A., Venezuela: A Country Stud , 1993, p. 32.

8/ World Bank, Economic Memorandum on Venezuela, Report No. 5016-VE, 1985, p. 4.



1.29 The lack of private sector confidence in the administration's policies
contributed to a significant decline in GDP growth from an annual average of 6 percent from
1974-78 to minus 1.2 percent from 1979-83. Capital flight occurred from 1980 onwards, in
part because of the increased attractiveness of foreign interest rates relative to domestic rates,
and in part because of the continued real appreciation of the Bolivar. The large differential
between the free market and official exchange rates (7 Bolivars to the dollar in 1980 against
4.3 Bolivars to the dollar) led to expectations of a devaluation of the official rate.

1.B.3 Economic Policv and Performance after the Oil Shocks

1.30 In 1983 the economy was in recession, and the new government of Jaime
Lusinchi (1984-89) attempted to reverse the crisis. It increased public spending, from 21
percent of GDP in 1983 to 26.5 percent in 1988, despite continued reduction in oil revenues,
and it also increased import protection as well as producer and consumer subsidies.
Moreover, in 1983 the monetary authorities introduced a complicated four-tier exchange rate
system that provided special subsidized rates for certain priority activities (debt service, and
essential imports) and for oil export receipts and established a "free rate" to reflect the
Bolivar's true purchasing power. This system prevailed through early 1989. Domestic
interest rates were allowed to increase to reflect market conditions, and as a result the
domestic public debt service increased also. These policy changes stimulated a modest
economic recovery from 1985-88.

1.31 In 1986, however, a further drop in oil prices triggered a fiscal deficit of about
5.4 percent of GDP, as oil revenues fell from an average of US$13.9 billion in 1984-85 to
US$7.6 billion in 1986. Nonetheless, the government maintained its expansionary policy,
and in 1988, the fiscal accounts showed a deficit of about 7 percent of GDP. Less restrictive
fiscal policy also caused price increases; annual inflation rose from 11.5 percent in 1986 to
28 percent in 1987. The negative balance of payments trend that began in 1986 with a
deficit of US$3 billion was mainly the result of falling oil prices, but was also due to capital
outflows and higher external debt interest payments.

1.B.4 Economic Pblicy and Performance after 1988: The Reform Years

1.32 By the late 1980s, the fundamental damage done by almost two decades of
economic mismanagement was exposed. In 1988 foreign reserves had fallen to 2.5 months
of imports (the lowest since 1973), annual inflation was 60 percent and increasing, the
consolidated public sector deficit was 9.4 percent of GDP, and Venezuela could not service
its external obligations. There were shortages of many goods and living standards had
plunged. Between 1980 and 1989, real GNP per capita had fallen every year despite
comparatively high oil prices until 1985, and the percentage of the population living in
absolute poverty increased, according to one study, from 4 percent in 1980 to 13 percent in
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1989.2' Poverty may have been even more widespread than this. Other studies put the
figure as high as 60 percent in 1989.)'

1.33 Against this background, President Carlos Andr6s Nrez started a major reform
program of which the cornerstone was stabilization, liberalization of trade and finances, price
deregulation, privatization, and new social sector programs. The stabilization program
included reforms in both fiscal and monetary policy and the foreign exchange regime.ll'
Multiple exchange rates were unified and the exchange rate left to float to an equilibrium
level, which reached 43 Bolivars to the dollar by the end of 1989, three times the rate on the
eve of the program. This amounted to a large real devaluation, which increased oil taxes in
local currency terms. As a result, the tax paid by PDVSA to the central government
increased from 11.4 percent of GDP in 1988 to 20.5 percent in 1989. There was also a
small fiscal improvement from reduced capital spending by the central government.

1.34 The monetary authorities did not use open market operations nor change
reserve coefficients to compensate for or add to the monetary impact of the fiscal shock.
Monetary policy was neutral in allowing the fiscal improvement to translate fully into a
corresponding decline in the stock of nominal money. In the first nine months of 1989, real
money supply (M,) fell by 47 percent and interest rates, freed by the plan, increased sharply
to positive real levels. During the last quarter of 1989, a change in monetary policy may
have exacerbated inflation. Once inflation declined, the authorities expected cash balances
would return to pre-reform levels. They expanded the monetary supply well beyond the
increase in prices, believing this was consistent with a continuous decline in inflation. The
increase in money supply, however, turned out to be inconsistent with declining inflation
because the velocity of money remained high. The trend in declining inflation was thus
reversed during the last quarter of 1989.

1.35 The completion of a 1990 Debt and Debt Service Reduction agreement with
commercial banks led to a permanent cut in external interest payments on outstanding debts,
rekindled international confidence in the economy, helped the privatization program along,
and attracted direct foreign investment in 1991-92. By the end of 1990, the fiscal and
external accounts showed large surpluses due in part to windfall oil earnings because of the
Gulf War. This improvement in the external accounts has been sustained, even with lower
oil prices, due in part to non-oil exports growth. Foreign exchange reserves increased to
about US$15 billion in 1991, and remained comparatively high at about US$12 billion in
1992. The fiscal position, however, deteriorated. In 1992, despite a reduction in central

9/ World Bank, Poverty and Income Distribution in Latin America: The Story of the 1980s, 1993, Thbles
2.1 on p.16 and 4.1 on p.58.

10/ Morley, Samuel A. and Alvarez, Carola, op. cit.

11/ World Bank, Venezuela: Structural and Econoniic Relforms--The New Regime, Report No. 10404-VE,
1993, p. 47.
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government expenditures of about 3 percent of GDP, the fiscal accounts showed a 6.1
percent deficit because lower oil exports yielded lower fiscal revenues and Congress was
slow to approve new non-oil taxes.

1.36 Reductions in the number and level of import tariffs and licenses and abolition
of foreign exchange controls accompanied the unification and floating of the exchange rate.
Today, non-tariff barriers affect only about 2 percent of domestic production, while the
average tariff has been cut from 37 to 16 percent and the maximum from 135 to 20 percent.
Licensing of agricultural imports has been greatly reduced, too, but some commodities have
variable tariffs to maintain a minimum domestic price. The trade regime includes several
bilateral free trade agreements with Latin American countries; the latest one with Colombia
and Mexico was signed in June 1994.

1.37 Financial sector reforms were aimed at reducing the government's role in the
pricing and allocation of credit, while strengthening the Central Bank's ability to control the
monetary aggregates. Initially, the government tried to fully liberalize interest rates, but this
was declared unconstitutional. As a compromise, in April 1990, the Central Bank - Banco
Central de Venezuela (BCV) - set the minimum rate for deposits at 10 percent and the
maximum lending rate at 60 percent, a spread which allowed sufficient scope for markets to
determine interest rates at prevailing inflation rates until 1993. In early 1993, the lending
rate ceiling was replaced by an adjustable level of no more than 20 percentage points, and in
early 1994 to no more than 15 percentage points, above the Central Bank's zero-coupon bond
rate. These bonds, offered through public auction since 1990, are the main instrument for
Central Bank open market operations.

1.38 Other financial sector reforms included elimination of directed credit (except
for agriculture), liquidation of many development banks, and elimination of subsidized credit
(except for agriculture and housing). Legislation approved by Congress in 1992 freed the
BCV's decision-making process from control by other government units. However, other
financial sector legislation was approved only in late 1993, too late to avoid the banking
sector crisis started by the collapse of Banco Latino in early 1994. Moreover, the
Superintendency of Banks and the deposit insurance agency (FOGADE) were both hampered
by inadequate budgets and were unable to regulate the banking sector effectively. In
retrospect, a key element of financial reform--the state's regulatory capacity--was missing.

1.39 In 1989, prices of most goods and services were liberalized, including those of
aluminum, steel, and major petrochemicals produced by SOEs. Electricity tariffs were
increased but were subsequently rolled back in March 1992, after the first coup attempt.
Since late 1992, tariff increases in real terms have resumed, although there is still a major
cross-subsidy of residential consumers by larger users. Water and natural gas prices have
also increased, but do not yet cover costs. At the start of reforms the government increased
gasoline prices significantly, but in March 1992 it abandoned its adjustment schedule. At
about US$0.12 per gallon, the domestic gasoline price is one of the lowest in the world. At
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the core of pricing policy is the need to change the institutional features of the water,
electricity, and oil sectors to facilitate price adjustments that will reflect market conditions.

1.40 The government has privatized 12 major enterprises, including three banks, 51
percent of the telephone company (CANTV), and the international airline (VIASA). It has
liquidated the national ports agency, privatized cargo handling and stevedoring, and
transferred port administration to new regional authorities. It is also liquidating the national
water agency and establishing new regional authorities under common guidelines. Through
1992, the government had received about US$2.4 billion in privatization proceeds and
eliminated transfers to most of the largest SOEs. The pace of privatization has declined after
1992, not only because of the political events affecting the reform program, but also because
institutional, regulatory, and pricing policy changes are still pending in several sectors
(water, electricity, and oil).

1.41 Although Venezuela's per-capita income and public social sector spending
remain quite high, large sections of the population still live in poverty. In 1989, general
food subsidies were replaced with programs specifically aimed at lower-income groups to
provide nutritional supplements to pregnant women and their children, expand coverage of
low-cost pre-school options, and aid low-income families with primary school children."a'
The new policy was a step in the right direction, but appropriate targeting is still an issue.
For example, a disproportionate share of public spending is absorbed by overheads and by
high cost hospitals and universities at the expense of basic health and education.

1.42 The initial impact of the reforms in 1989 was recessionary, as expected, but
major macroeconomic imbalances were corrected in less than a year and growth resumed
soon after (Table 1.2). In 1989, inflation fell from about 80 percent in the first half of the
year to 27 percent by December (Table 1.3), but GDP fell by 8.9 percent over the whole
year. As in the past, oil played a role in the economic results after 1989, but the non-oil
economy's response to reform was clearly positive. From 1990-92, annual GDP growth
averaged 7.8 percent, oil activities expanded by about 8.0 percent, and non-oil activities by
about 7.8 percent. Per capita GDP increased by about 5.3 percent annually. In 1992, oil
prices declined and oil GDP contracted by about 0.3 percent, but non-oil activities expanded
by about 8.1 percent, evidence of a growing diversification of the economy fostered by the
reforms. However, inflation stabilized around 33 percent from 1990-92, a level much higher
than the historical average.

12/ World Bank, Venezuela Poverty Study: From Generalized Subsidies to Tarzeted Programs, Report
No. 9114-VE, 1991, p. 5.
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¶lble 1.2: Macroeconomic Indicators, GDP Shares and Growth Rats; 198-93

1988 1989 1990 1991 1992 1993

Real Growth Rates
(Percentages)

GDP 5.8 -8.6 6.5 10.4 5.4 -1.0
Non-oil GDP 5.3 -10.5 4.5 10.4 7.4 -1.7
Oil GDP 8.0 -0.4 13.9 10.3 -1.2 4.6

GDP per Capita 3.1 -10.9 3.7 7.9 3.1 -2.6
Private Fixed Investment 3.6 -32.1 -35.3 75.4 1.9 7.7
Non-oil Exports of Goods 27.1 49.3 9.5 -23.2 2.9 24.4

Macroeconomic Balances
(GDP Shares Current Prices)

Foreign Savings
Balance on Current Account
excluding Net Official Transfers -9.6 5.0 17.1 2.9 -6.2 -3.7

Public and Private Sector
Gross Domestic Investment 28.0 12.7. 10.2 18.7 23.7 18.7

Fixed Investment 22.8 16.9 14.1 17.8 12.2 19.5
Public (Fixed) 10.5 9.0 9.2 9.6 8.9 10.5
Private (Fixed) 12.4 7.9 4.9 8.2 2.6 9.0

Change in Stocks 5.1 -4.2 -3.9 0.9 21.2 -0.8
National Savings 21.0 24.1 29.5 23.4 2.6 18.1
Investment minus Savings 6.9 -11.4 -19.3 -4.7 0.6

Foreign Trade
Imports GNFS 27.4 20.2 26.2 26.2 28.9 26.8
Exports GNFS 20.5 33.3 30.9 30.9 26.4 26.2

Change in Foreign Exchange Reserves 8.1 -0.2 -6.0 -6.0 1.9 1.2
(-increase)

Memorandum Item:
Share of Gross Domestic Investment -10.8 25.9 21.5
financed by Foreign Savings (%) 36.0 -53.4 -153.7

Flscal Accounts1

(GDP Shars Current Prices)

Current Income 18.9 20.4 23.6 23.3 17.8 16.6
Oil Revenues 10.5 14.9 18.7 18.3 11.7 10.1
Non-oil Revenues 8.4 5.5 4.9 5.0 6.1 6.5

Current Expenditures 20.5 20.4 20.7 20.0 18.5 18.8
Current Surplus or (Deficit) 3.9 9.5 13.1 9.3 6.1 6.6

Capital Income 0.0 0.0 0.0 4.1 0.0 0.2
Capital Expenditures and Net Lending 7.1 2.8 5.5 6.5 5.4 4.8

Overall Surplus or (Deficit) -7.7 -1.5 -1.2 2.6 -3.6 -3.6

Sour Central Government only.
Source: Data provided by WtnezueWas Central Bank
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Thble 1.3: Key Economic Variables; 1988-93

1988 1989 1990 1991 1992 1993

Incentive Indicators and Terms of
Trade

Real Exchange Rate (Bs/US$)!' 100 126.14 139.99 139.83 139.83 137.08
(1988=100)

Average Nominal Interest Rates (%)
Deposit Rate 8.95 28.66 28.69 31.42 31.42 53.28
Lending Rate 12.68 31.76 36.11 37.27 37.27 60.50

Inflation Rate (%) 29.50 81.00 36.48 31.02 31.86 45.87

Commodity Terms of Trade 70.60 132.91 170.81 101.19 81.04 85.65
Index (1987 = 100)

Creditworthiness Indicators (%)

DOD/GDP 59.9 77.2 69.5 63.1 57.6 57.2
DOD/Exports 326.6 239.7 180.4 207.3 233.9 219.9
Debt Service/GDP-' 9.3 10.2 12.8 9.5 7.1 8.1
Debt Service/Exports GNFS 50.5 31.7 33.3 31.1 27.5 31.3
Interest Payments/GDP 5.2 7.0 6.5 4.9 3.7 3.6
Interest Payments/Exports GNFS 28.1 21.7 16.9 16.0 14.4 13.9

1/ The real exchange rate is constructed by taking world prices as represented by the U.S. consumer price index and
domestic prices represented by the consumer price index in Caracas.

2/ Excludes repayments on short-term debt.
Source: Data provided by Venezuela's Central Bank.

1.43 Uncertainty about reform prospects and a large structural fiscal deficit
contributed to economic deterioration in 1993. The economy contracted for the first time
since 1989, inflation and nominal interest rates increased in the second half of the year, the
fiscal deficit expanded, and foreign exchange reserves declined. The recession reflected a
decline in consumer confidence leading to lower demand for goods and services and a
reduction in the central government's spending due to lack of financing. Changes in the
price level were partly due to the once-and-for-all impact of the first stage of the full-scale
VAT in October 1993, and to a contraction in real money demand that the Central Bank did
not fully accommodate. This contraction in real money demand was partly determined by
devaluation expectations. Import demand declined and non-traditional exports expanded,
leading to an improvement in the trade and current accounts of the balance of payments.
The government and PDVSA were able to obtain external financing to partially support a
fiscal deficit of about 6 percent of GDP. The central government's fiscal deficit--at about
3.3 percent of GDP--was smaller than in 1992. This deficit reduction was possible by
increasing social security contributions and indirect taxes (VAT) and by reducing capital
expenditures. In spite of comparatively high real domestic interest rates and a decline in
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imports, foreign reserves declined by about US$1.3 billion in 1993 because of increasing
expectations of a large devaluation of the Bolivar.

1.C Political Economy and 1994 Developments

1.44 In 1992, two attempted military coups brought the P6rez administration's
comprehensive reform program to a halt and in 1993 then-president Perez was removed from
office on corruption charges. The then-president of Congress Mr. Lepage assumed the
presidency for about one month before handing it over to the caretaker government of
Mr. Velasquez. The Velasquez administration made significant progress on economic policy
by starting to implement new non-oil taxes and the new banking sector laws.

1.45 President Caldera was elected in December 1993--with only 30 percent of the
electoral vote and members of Convergencia--his political party--hold only a small share of
the seats in Congress. Nevertheless, Congress gave the Caldera administration an Enabling
Law in April 1994, only two months after Mr. Caldera took office. This Law allowed his
administration to start implementing a new tax package, commonly recognized as the "Sosa
Plan" (see Chapter 6).

1.46 The Caldera administration has faced severe economic difficulties from the
start. The poor economic conditions of 1993, accompanied by inappropriate managerial
practices by bank managers and the inadequate performance of the banking supervisory
agency, led to the collapse of Banco Latino--the second largest Venezuelan bank--in early
January 1994. In the following months, banking difficulties increased because of the
government's arrears to the private sector, high interest rates, and past bad loans. Central
Bank assistance to at least eight other mid-size banks through FOGADE, the deposit
insurance agency, amounted to US$6.1 billion, which increased the 1994 fiscal deficit of the
consolidated public sector to a projected 17 percent of GDP.

1.47 In the first half of 1994, Venezuela was heading for record high levels of
inflation, mainly because of the fiscal imbalance, the banking crisis, and problems of
managing monetary and exchange rate policy. Annual inflation had averaged 30-33 percent
in the past three years. However, the Central Bank found it difficult to accommodate a large
decline in money demand in the second half of 1993 and early 1994. As a result, the
inflation rate increased and the Bolivar was devalued in April 1994.

1.48 Under significant pressure in the foreign exchange market forcing large sales
of Central Bank reserves, the authorities changed their foreign exchange policy in April 1994
to support a higher real exchange rate. The new system had three different prices for the
dollar: one for sales by the Central Bank to the commercial banks, a second for sales
between the banks and their preferred customers, and a third for all other transactions
(parallel market). The authorities replaced that system in mid-May 1994 with a more
transparent auction process by which the Central Bank each day took the five highest bids for
foreign exchange purchases by the commercial banks and other major intermediaries.
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Between end-April and end-May 1994, the exchange rate at the Central Bank changed from
117.6 Bs per US$ to 165.7 Bs per US$. The new foreign exchange system eliminated the
parallel market and allowed a higher real exchange rate.

1.49 On June 14, 1994, the Government intervened the eight banks that were
receiving its financial support. However, it failed to explain promptly and consistently to the
public its strategy for honoring deposits at these banks. These events further eroded the
public's confidence on the financial system.

1.50 The Government decreed foreign exchange and price controls on June 27,
1994, after the eight banks were intervened and the exchange rate had reached 200 Bs per
US$. On a televised speech to the nation, President Caldera explained that he considers
these measures necessary to protect the stock of foreign exchange reserves, and to reduce
inflation and interest rates.

1.51 In 1994 output contracted for the second year in a row, despite a large
increase in oil production. The economic contraction and the real devaluation of the Bolivar
led to lower import volumes. That year the trade and current accounts of the balance of
payments show surpluses of US$5.5 and US$4.1 billion, respectively.

1.52 One of the main elements of the Sosa Plan, the general sales and luxury tax
(GST), became effective only in August 1994. The GST is a value added tax excluding
small retailers and with special surcharges for "luxury goods" (see Chapter 6). Delays in the
implementation of the Sosa Plan and in institutional changes to increase tax collection did not
undermined the government's fiscal objective of reducing the central administration deficit.
This deficit was about 2.6 percent of GDP in 1994, but the consolidated fiscal accounts show
a larger fiscal deficit--15.5 percent of GDP--mainly because of the Government's financial
assistance to the banking sector through FOGADE.

1.53 Inflation reached an annual rate of 71 percent even though the annualized
monthly rate of inflation declined from 9.0 percent in June to about 4.3 percent in
November. Higher inflation rates and the decline in money demand forced the Central Bank
to offer higher nominal interest rates on its zero-coupon bonds; these are used as reference
for other market-determined rates. However, since April 1994, real interest rates have been
significantly negative; this is because of the Government's monetary policy after the real
devaluation and the foreign exchange and price controls. Unfortunately, negative real
interest rates discourage savings and foster inflationary expectations.

1.54 On September 12, 1994, the Government announced a new economic plan to
reduce inflation and promote economic growth. However, through mid-1995, this plan has
not been implemented for the most part. Chapter 2 analyzes the main elements of this plan
in the context of a broad agenda for stabilization and sustained growth.



Chapter 2. The Strategy

2.A Introduction

2.1 This chapter suggests how the Venezuelan government might stabilize the
economy and resume sustained growth while reducing the incidence of poverty. It discusses
trends in the inflation rate and policies to reduce it, considers measures to resume growth,
emphasizing the need to close the fiscal imbalance, and examines the influence of economic
policy on the incidence of poverty, offering recommendations for change. It also discusses
Venezuela's economic outlook.

2.B StabilizationS'

2.2 A correction of the fiscal imbalance and a floating exchange rate with net
accumulation of foreign reserves, and a monetary policy based on control of the monetary
base are appropriate choices for stabilization in the short- and medium-term. They are as
valid today as ever, even after the change to foreign exchange and price controls and the
devaluation of the Bolivar in the first-half of 1994. In fact, the devaluation was a good start
in the implementation of the recommendations of this report.

2.3 Determinants of Inflation. From June 1989, immediately after the
stabilization program began, until the second half of 1993 inflation remained stable at an
average annual rate of 32 percent. This rate, equal to the average rate from 1987-88, is
much higher than for any other period in Venezuela's history.

2.4 The two common explanations for pernanent and relatively high inflation rates
seem inadequate here. One is the existence of inertia, monopolistic forces, and unyielding
expectations that make stabilization extremely difficult; the other is fiscal pressure that
encourages the govermnent to use the "inflation tax" as a source of revenues. Venezuela's
long tradition of relatively low inflation and its lack of indexed instruments do not support
the first explanation.

2.5 The trend in inflation revenues (often called the inflation tax)!' reveals that
fiscal pressure can hardly be a strong explanation of inflation in Venezuela either
(Figure 2.1). The data show that since 1985, revenues from the growth of the monetary base

1/ This section is based on the report by the World Bank, Venezuela - A Strategv for Monetary Stability,
Report No. 13084-VE, May 1994.

2/ The real revenue that the Treasury may obtain from the growth of the monetary base can be expressed as
the real monetary base times the rate of growth of the nominal monetary base, or alternatively, as the sum
of the real monetary base times the inflation rate (inflation tax) plus the change in the real monetary base
(seignorage). When the economy is stationary and in a long run equilibrium, the real monetary base will
remain constant, and the revenue is equal to the inflation tax. Revenues were calculated here for every
month, over the last 12 months. Figures for GDP have been expressed on a monthly basis by smoothing
quarterly figures via a moving 12-month average.
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have been lower than 2.5 percent of GDP, except during 1991-92. The large revenues for
these two years reflected the "remonetization" of the economy, following the once-and-for-all
rise in prices during the first part of 1989, and the subsequent fall in the inflation rate. This
increase in the demand for money had two components--the recovery of real monetary assets
from the low levels attained after the once-and-for-all rise in prices, and the additional
recovery due to a greater decline in inflation than expected. Because these two components
were once-and-for-all changes that could not be sustained while inflation remained stable, the
revenue increase was only temporary. Inflation revenues fell from an exceptionally high
peak of almost 4.5 percent of GDP during 1991 to less than 1 per cent of GDP at the end of
1992, and after three years of stable and high inflation, revenues from monetary base growth
became almost negligible in 1993.

Figure 2.1
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2.6 The data suggest that following the 1989 stabilization program the policy has
been to "live with" the inflation rate. In fact, the Central Bank uses past rates to calculate
the forthcoming inflation rate and accommodates changes in the money supply (Ml) to this
rate.3' This results in a "loss of anchor" and perpetrates inflation. In effect, the
government validates existing inflation with a mix of monetary and exchange rate policies.

2.7 Figure 2.2 tracks the rate of growth of Ml. The increase in 1990 and 1991
corresponds to the real monetization discussed above, and the decrease since 1992 indicates

3/ The model used by the Central Bank is formally discussed in "Modelo Costo-Inflaci6n", Banco Central de
Venezuela, Gerencia de Investigaciones Econ6micas, December 1992.
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Figure 2.2
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Figure 2.3
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that a "monetary rule" which would have maintained stable growth has not been followed.
Instead, the data show a combination of exchange rate and monetary policies to maintain a
stable inflation rate (Figure 2.3) and avoid a devaluation of the Bolivar (Figure 2.4), with the
Central Bank accommodating to changes in the demand for real money.
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Figure 2.4
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2.8 This combination of exchange rate and monetary policies continued in 1994,
but with higher levels of inflation than during 1990-93. In April 1994, the Central Bank
allowed a large real devaluation of the Bolivar; however, the trend in the real exchange rate
is following the same path since 1981.

2.9 Stabilization Policies. A necessary condition for the success of any
stabilization program is fiscal solvency. Fiscal imbalances are very difficult to avoid when
the real exchange rate, to which Venezuela's fiscal policy is linked, is allowed to appreciate
for whatever reason. Therefore, an overvalued Bolivar is almost surely inconsistent with
stability.

2.10 In Venezuela, reductions in the supply of foreign exchange by the Central
Bank to the market can generate a depreciation in the real exchange rate, which adds
credibility to a stabilization strategy based on a real exchange rate realignment. Moreover,
the reduction of foreign exchange to finance public expenditures in nontradable goods means
an equivalent accumulation of international reserves, which also increases credibility.

2.11 Table 2.1 shows the estimated changes in the ratio of the deficit to GDP as a
result of proportional changes in the real exchange rate. Thus a 10 percent depreciation in
the real exchange rate, which translates into a 13.7 percent rise in the ratio of traded to
nontraded goods prices, brings about a fall of 2 points in the ratio of the deficit to GDP.
These calculations are relevant not only for the long-term effects of a permanent increase in
the real exchange rate, but also for the public's expectations about short-term gains from a
nominal devaluation, assuming devaluations of 25 or 30 percent.



- 20 -

Table 2.1: Fiscal Inpact of a Real Devaluation

Depreciation Change Change in
of the Real in Points of the
Exchange Relative Deficit/GDP
Rate (%b) Prices Ratio

_ _ _ _I_ (% ) l _ _ _l_

5 6.85 1

10 13.7 2.05

15 20.5 3.07

20 27.4 4.1

25 34.25 5.1

30 41.1 6.1

50 68.5 10.2 -

Source: Venezuela - A Strategy for Monetary Stability,
mimeo, May 1994.

2.12 The key, of course, is to ensure that a devaluation leads to a real depreciation
of the exchange rate, which would be accomplished by a reduction of foreign exchange
committed to the purchase of nontradables. This in turn requires reduced public expenditures
on domestic goods, either through increasing outlays on imports or increasing the fiscal
surplus.

2.13 Exchange Rate Rule. In an "exchange rate rule" regime (either with a
constant nominal exchange rate, as in Venezuela for many years and now in Argentina, or
with a constant exogenous rate of devaluation), the Central Bank relinquishes control over
the monetary base, and the regime indeed can provide a stable anchor for domestic prices.
One problem with the system, which has been profusely discussed in the literature, is its "all
or nothing" feature, since the government's credibility is concentrated in the pre-announced
path of the nominal exchange rate.

2.14 Using the exchange rate to anchor prices, be it through a fixed exchange rate
or a guaranteed pre-announced path for the nominal exchange rate, is particularly risky when
the fiscal effects of an overvalued currency are very strong. This is the case in Venezuela,
where the government derives most of its fiscal resources from oil exports. The exchange
rate regime is very vulnerable to expectations of future devaluation, even when these are not
due to fundamental macroeconomic disequilibrium.
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2.15 This is all the more important since the real exchange rate has been so volatile
under the "fixed" exchange rate policy Venezuela attempted to follow; maxi-devaluations
were followed by a gradual appreciation of the rate until another devaluation occurs (Figure
2.4). Past foreign exchange rate policies have indeed been dominated by use of the exchange
rate to anchor prices while inflation was fueled by increasing fiscal disequilibria financed
with monetary base growth. Failure to contain monetary growth led to accelerated inflation
until the next maxi-devaluation.

2.16 Monetary Rule. Another regime of monetary management--called the
"monetary rule"-- may be more appropriate for Venezuela. In its more extreme and simple
form, the Central Bank gives up control of the nominal exchange rate, while the authorities
maintain price stability mostly through monetary control. The government commits itself to
a low growth rate of a narrow monetary aggregate such as the monetary base. The regime,
of course, may allow for discretion in response to short-term shocks, but would be consistent
with monetary targets in the long run.

2.17 Credibility is important for foreign exchange policies. However, while a lack
of credibility is very harmful with a foreign exchange rate rule, it actually may help with a
monetary rule. Since the government does not control the nominal exchange rate,
expectations focus not on devaluation but on failures of the monetary rule; the public may
believe that monetary expansion will accelerate to meet adverse fiscal shocks. This lack of
credibility will be immediately reflected in a higher demand for foreign exchange, which, in
turn, will bring about a depreciated real exchange rate and an increase in the purchasing
power of oil fiscal revenues. In short, net fiscal receipts would increase and ensure
monetary goals can be met.

2.18 The main conclusion of this analysis is that expectations have an important
effect even if they do not conform to economic fundamentals. When these expectations are
generated in the presence of a regime that uses an exchange rate anchor in a country like
Venezuela, they produce very strong adverse fiscal effects that put the exchange rate regime
at high risk of failure. On the other hand, if the regime uses the control of monetary growth
to anchor prices, allowing for the nominal exchange rate to respond to changes in
expectations, the fiscal impact during a crisis of credibility will be favorable. This latter
regime is clearly more appropriate for Venezuela.

2.19 Recommendations. In the very short-term, the Government needs to prevent
further instability in the banking sector and to reduce liquidity. To this end, the Government
is assessing the financial status of the non-intervened banks, to avoid additional requests for
financial support. It is also planning to issue long-term bonds in the domestic markets.
These bonds will have a longer maturity than the zero-coupon bonds and will reduce liquidity
in the coming months. Other proposed measures to address the banking sector problems are
discussed below along with other public spending issues.
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2.20 Everyone is in favor of long-run inflation at single digits. A necessary
condition for this is that the components of the government accounts should be consistent
with a low rate of growth in the money supply. Higher levels of non-oil fiscal revenues are
needed and, along with public sector restructuring, are the first essential of a sound
macroeconomic program for monetary stability.

2.21 The second element for stability is a floating exchange rate system
accompanied by the accumulation of net foreign exchange reserves. This would support a
higher real exchange rate than otherwise, improve the fiscal situation and promote export
diversification.

2.22 Finally, monetary policy should make the path of monetary aggregates such as
the monetary base that the Central Bank can control, consistent with the permanent decline of
inflation until single digit annual rates are attained. At the same time, the monetary authority
should not try to control interest rates. A higher real exchange rate will lower real interest
rates because of its positive effect on the fiscal balance. This will reduce the pressure on
market-determined interest rates and defuse the present credibility crisis.

2.C Growth

2.23 Economic growth is determined by the rate of growth of the economy's factors
of production (e.g., labor and capital) and by gains in their productivity. Total factor
productivity growth (TFPG) is one way to measure changes in output per unit for all inputs
combined. When it is positive, it reflects the improved efficiency of all production factors.

2.24 In Venezuela, the decline in output growth after 1973 is closely related to a
decline in TFPG, which was negative from 1974-89 but rose between 1990-92, when high
output growth rates were achieved (Table 2.2).

2.25 Through its direct investments and its regulation of factor markets, the
government has had an important influence on TFPG. Most of its large investments in
power, aluminum, steel, and petrochemicals since the early 1970s have had very low returns
because of the inappropriate economic environment in which they were made, including the
trade regime and pricing policies (see Chapter 5). Distortions in the factor markets, such as
subsidized interest rates, have favored the use of capital over labor, and excessive labor
regulations have enlarged the size of the informal market, where labor productivity is
loweri-'.

4/ See, World Bank, Venezuela Labor Markets Study, Report No. 12449-VE, April 1994.
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Table 2.2: Output, Factor Input and Productivity
Growth in Venezuela; 1921-92 (in Percent)

Growth in: 1921-43 1944-58 1959-73 1974-82 1983-89 1990-92

Output 6.03 10.52 4.18 4.18 4.50 7.86

Factor Input 4.40 6.99 3.53 5.25 1.07 1.73

Labor 1.28 3.64 3.51 3.21 2.75 2.54

Capital 7.51 10.34 3.56 7.30 -0.62 0.93

TFP 1.64 3.53 0.65 -2.11 -1.57 6.13

Labor Productivity 4.75 6.87 0.68 -0.07 -3.25 5.33

Capital Productivity -1.47 0.18 0.63 4.16 0.11 6.93

Note: These estimates are not corrected by capacity utilization. 
Source: Carlos Paredes estimates based on an updated version of Baptista (1991)

2.26 Venezuela is facing serious financial difficulties. International oil prices are
low, the recent banking crisis will require a significant share of future savings to be assigned
to service a much larger internal debt, and fiscal resources are scarce. Unless productivity
can continue to improve, future growth will be constrained. What is striking about the 1990-
92 period is the rapidity with which productivity increased even though capital growth was
moderate. This underscores the need to sustain the policies--liberalization of financial
markets and the trade regime, deregulation of domestic markets, privatization, and public
utility pricing closer to opportunity cost--that led to such productivity growth.

2.C.1 Government Revenue

2.C.1.1 Non-Oil Taxes

2.27 In 1994, the Government introduced several new non-oil taxes: a general sales
and luxury tax (GST) replacing the value added tax, a financial transaction tax, a reformed
income tax, and a corporate asset tax. That year, it raised about 8.5 percent of GDP from
these and other non-oil taxes and about 9.4 percent of GDP from oil taxes and royalties.
However, these collection levels were not enough to close the gap between revenues and
expenditures, made even more difficult by financial assistance to the banking sector, which
has reached about US$ 8 billion.

2.28 The Government's economic program originally proposed an increase in the
GST from 10 to 15 percent in 1995, this would have brought in about 1.2 percent more than
the 1994 levels and could compensate for the elimination at the end of 1994 of the transitory
tax on financial transactions. However, the 1995 budget includes a GST rate of only 12.5
percent although the tax on financial transactions was removed, as expected. The
Government is also planning to again request Congress to eliminate the remaining exemptions



- 24 -

to the personal and corporate income tax (see Chapter 6). In addition, the administration
will need to vigorously enforce the new corporate asset tax and may also need to expand the
GST to the retail level to avoid a deterioration of the taxable base.

2.29 Payroll Taxes. The current tax regime overtaxes workers in the formal sector
while other groups--partnerships, informal workers, professionals, merchants--pay almost no
income tax. Payroll taxes for a minimum wage worker reach 31 percent of total labor costs,
equivalent to the marginal income tax rate for the highest income bracket. They are made by
the employer, but given the relatively inelastic supply of labor, most of these taxes are, in
effect, paid by the workers.5' Reform of the payroll taxes should make the rates consistent
with the pending reforms of the income tax (see Chapter 6). The existing tax law includes a
payroll tax to finance mortgage bank operations. However, this bank provides few benefits
for low-income workers, who bear a disproportionate share of the costs. It should be
eliminated. The loss of revenues from the reduction of payroll taxes can be offset by
increased collection of personal and corporate income taxes resulting from the elimination of
exemptions and better tax administration. Reduced payroll taxes will also expand formal
sector employment and the government's tax collection over the medium term.

2.30 Social Security Taxes.§' These include contributions for health coverage,
old-age pensions, and unemployment insurance. The contribution for health coverage is 6.25
percent of the participant's salary, up to a maximum contribution which was about Bs 45,000
or US$450 in 1993. Since the Social Security System (IVSS) provides poor service, patients
sometimes seek help from Ministry of Health (MSAS) facilities, but more often than not
from private doctors for whose services they must pay. These workers in effect get no
health benefits from the social security system.

2.31 To finance old-age pensions, employees pay the IVSS an average of 6.56
percent of their salaries up to the maximum set for health coverage. This is a mandatory
payment for all private sector employees, except occasional and temporary workers. Men
qualify for a pension at 60 years of age, women at 55 years, as long as they have contributed
for 14.4 years. The system is progressive since the simple replacement rate, that is, the
monthly pension as a proportion of salary, tends to be lower as the salary level rises. In
addition, because there is no monetary correction, the pensions lose value in real terms.

2.32 Unemployment insurance, started in 1989, requires workers to contribute 0.5
percent of their salary, matched by 1.7 percent from their employer, to an unemployment
compensation fund. Since this fund has been constantly depleted, workers consider the

5/ A complete description of these taxes and their impact on the labor cost is in World Bank, Venezuela Labor
Markets Study, op. cit.

6/ The discussion on social security issues is based on World Bank, Venezuela Social Security Stud,
forthcomning.
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system of "prestaciones sociales" (social contributions) a surer way to get some protection in
case of forced unemployment.

2.33 The prestaciones sociales system requires employers to maintain reserves equal
to current monthly-salary times years of tenure for each employee. These reserves must be
disbursed to the employee at the end of the contract, regardless of the termination cause. In
addition, interest on the previous year's accumulated funds, calculated at a rate slightly
below the rate for commercial borrowing, must be disbursed to workers every year. Since
this makes total labor costs dependent on tenure and inflation, it discourages training by
firms and increases turnover and unemployment. From a legal point of view, the
contributions are a privileged liability of the firm, can be expensed for tax purposes, and are
subject to income tax once the worker receives them. Firms can deposit these contributions
in financial institutions, but if they do not do so, they have to reflect the debt in their
accounts as a reserve. Most firms do not set funds aside for these commitments annually.

2.34 Severance payments are calculated as an amount equal to the prestaciones
sociales' accumulated reserves, and are due (in addition to the prestaciones) when the worker
is fired withoiit just cause. They amplify the effects of the prestaciones sociales,
systematically increasing the burden of labor costs when the economic environment is
uncertain.

2.35 The social security system must be reformed if employers are to be
encouraged to expand employment in newly attractive areas while reducing employment (or
avoiding bankruptcy) in other areas.

2.36 The reform should emphasize the government's policy making and control role
and provide competition in the supply of social security services, if possible. A possible new
system to consider would have three tiers: a tier for minimum pension and health coverage,
where the government subsidizes, on a means-tested basis, the insufficient contributions of
low-income workers or the unemployed; a tier that includes all those who can--with the
existing mandatory contributions--finance at least the minimum established coverage; and a
tier for additional voluntary coverage purchased from private insurance companies.

2.37 The Proposed Pension System. Every employed person would make a tax-
deductible mandatory pension contribution (say 10 percent of gross salary), which would be
deposited either at the IVSS or in one of the new pension funds. A salary adjustment would
be made to compensate for the share presently paid by the employer. Self-employed persons
could also contribute to the new pension funds. The minimum contribution would also be
tax deductible.

2.38 The Proposed System of Prestaciones Sociales. A severance payment equal to
a month's salary per year of work, at the last salary, would be made in three monthly
installments to a worker who was fired. No interest would be paid on accumulated severance
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benefits. The purpose of this payment would be to deter arbitrary firings as well as layoffs
during minor recessions or temporary drops in sales.

2.39 The present system could be phased out as part of creating an efficient system
of unemployment insurance. Simply eliminating severance payments is not desirable,
because they are intended to facilitate the downsizing needed for modernization and increased
productivity. Workers who are laid off must be given a financial cushion while they are
unemployed and in search of new jobs.

2.40 The Proposed Unemployment Insurance System. One proposal would be to
base unemployment insurance on contributions proportional to total payroll so that all firms
incurred similar costs. Experience-rated options (where firms in sectors with high turnover
rates would pay more) would be considered as an alternative. The worker could use his
severance payment during the first three months of unemployment, and after that would
obtain unemployment compensation, drawing down from the fund at declining percentages of
his last salary.

2.41 Finally, the government's intervention in collective bargaining should be
reduced. At present, because the arbitration committee is allowed to settle for an average of
the demands of each side, the parties tend to take extreme positions to influence the average
and avoid any real negotiation. To encourage negotiation, the arbitration committee should
be allowed to choose only one of the proposals, not the average. The inspectors of the
Labor Ministry should concentrate on policing labor law violations and abandon interference
in collective bargaining.

2.42 It might be appropriate to provide stronger incentives for negotiation following
the example of Chile, where a firm can replace strikers after two weeks if its offered raise is
higher than inflation (i.e., a raise in real terms). Forbidding the replacement of striking
workers under all and any conditions does not benefit them. Firms in Venezuela simply
resort to pressure to have the strike declared illegal and then replace workers at will.

2.43 The cost to the government of the proposed changes in the social security
system are estimated at about 24.1 percent of GDP on present value terms; this is
significantly less than the cost of continuing with the current scheme, which has been
estimated at about 77 percent of GDP on the same terms. The reduction in the cost of the
social security system will come from its components. First, an increase in the contributions
for pension and unemployment compensation from 8.7 of salaries to about 16 percent.
Second, an increase in the minimum contribution period for benefits eligibility, from 750
weeks to 1,050 weeks. Finally, the increase in the minimum retirement age, from 55 for
women and 60 for men to 65 years for both.
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2.C.1.2 Oil Sector Taxation

2.44 Venezuela's oil taxation system was designed before the 1975 nationalization,
and it applies now to PDVSA, the state monopoly. Today, oil production and profit-sharing
agreements with private sector participants are being pursued for fields containing heavier
crude. Private investment in the oil sector will soon be encouraged in all areas. To take
advantage of the new investment opportunities the Government needs to modernize its oil
legal and taxation systems. Oil taxation in Venezuela is particularly inappropriate to deal
with private investment in a rapidly changing environment. Income tax and royalty rates
exceed 83 percent of net pre-tax cash flow--and this in a relatively high-cost country. The
system is discretionary and penalizes promising lower return projects by basing too much of
the total tax take on gross production (see Chapter 9). It impedes the country's ability to
compete internationally for private investment at a time of growing capital constraints and
declining production from established oil fields.

2.45 Reducing the onerous oil tax rates to internationally competitive levels would
both foster private investment in the oil sector and create a broader, more stable, oil tax
base. The present system could be replaced with one that is progressive and profits-related
because of the range of cost conditions inherent in the production of light to heavy oils, and
because of substantial market variation in the value of this range of crude. Chapter 9
discusses the proposed oil taxation system in detail.

2.46 Venezuela also needs a unified system of oil taxes and royalties for both the
public and private sectors. However, in the short term, it would not be advisable to reduce
the levels of taxation on PDVSA, beyond the phasing-out of the export reference price, until
the whole institutional and administrative relationship between the Government and the oil
company has been modernized to increase transparency and accountability to the only
shareholder, the Government. The taxation system recommended here should be applied to
the private sector as soon as the legal, institutional, and administrative details have been
worked out.

2.C.1.3 Pricing Policy

2.47 One of the instruments the government is considering to increase fiscal
revenues in 1995 is an adjustment in gasoline prices, which for years have been below their
opportunity cost. In 1992, the difference between prices and opportunity cost was about 40
percent (Table 2.3) and there have been no price increases since then. This pricing policy
greatly benefits the higher income groups and has limited the means to improve the living
conditions of the less fortunate. Our estimates indicate that in 1993 subsidies on all fuels and
electricity were about 7.4 percent of GDP and gasoline subsidies alone were about 3.4
percent 2'.

7/ See World Bank, Venezuela: Efficiency ReDricing of Energy, Table 2, Report No. 13581-VE, May 15,
1995.
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Table 2.3: Venezuela: Comparison of Domestic Prices and Opportunity Costs
(US$/BBL - October 1992)

G"De

Hi&h ] Medium Turbo Kerosen Diesel Resdus LPG
Octane Octsan Fuel eeI

Domestic Prices 12.13 10.88 20.69 13.59 10.30 8.38 9.40

Export Prices" 26.10 24.00 24.75 24.75 23.00 11.00 16.04

Production costF 7.00 7.00 7.00 7.00 7.00 7.00 7.00

Transport & Dist. Costs 2.50 2.50 0.82 0.82 1.90 0.82 8.97

Royalty 2.20 2.20 2.20 2.20 2.20 2.20 2.20

Excise Tax 6.71 6.71 0.40 2.81 5.02 2.96 0.00

Total Financial Costs to PDVSA 18.41 18.41 10.42 12.83 16.12 12.98 18.17

Opportunity Costs' 28.60 26.5 25.57 25.57 24-9 11.82 25.01

Consumption Subsidies!' 16.47 15.62 4.88 11.98 14.6 3.44 15.61

Price Distortion!' 57.6% 58.9% 19.1% 46.9% 58.6% 29.1% 62.4%

Operating Profit!' (6.28) | (7.53) J 10.27 0.76 (5.82) (4.60) (8.77)

J/ Export prices assume negligible transport costs from the refinery gate to the export vessel.
bl Since detailed production costs by product are not available, an estimate of US$5/BBL for production and

US$2/BBL for refining has been used for all the products.
-/ Opportunity Costs = Export price + Transportation and Distribution costs.
d/ Consumption Subsidy = Opportunity Cost - Domestic Price.
e/ Price Distortion = 100*Consumption Subsidy/Opportunity Cost.
f/ Operating Profit = Domestic Price - Total Financial Costs.

2.48 The government also provides large subsidies to users of electricity and natural
gas, the prices of which though increasing in the past few years, are still below opportunity
cost and lower than in most Latin American countries (Table 2.4). Cross-subsidies favoring
residential consumers of electricity in many cases require industrial and commercial users to
pay far more than the long-nm marginal cost of the services'.

8/ See World Bank, Venezuela: Efficiency Repricine of Energy, op.cit.
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Table 2.4: Average Energy Prices In Selected LAC Countries During 1992

Argentina Bolivia Brazil Colombia Chile Meuxico Venezuela

Petroleum Products (US$/Gallon)

Gasoline 2.11 1.65 1.48 0.61 1.56 1.35 0.29

Diesel 1.20 r 1.37 0.96 0.61 1.28 j0.83 0.25

Kerosene

* Residential 1.02 0.85 na na na 0.83 0.32

* Transport 0.83 1.37 0.66 0.61 1.62 0.65 0.49

Fuel Oil na 1.29 0.47 0.27 0.52 0.23 0.20

LPG | 1.33 0 O.59 0 O.55 | 0.44 na 0.34 0.22

Electricity (US C/kWh) __

* Industrial 9.79 na na 4.48 6.01 5.67 4.04

* Residential 9.51 6.33 6.91 2.04 | 11.02 5.12 1.99

* Commercial 16.67 T 11.91 1 7.94 1 5.87 9.89 T 12.67 5.75

Natural Gas (US$/kCF) -|

* Industrial 3.13 2.00 na 2.07 na 2.12 0.29

* Residential 5.14 3.42 na 2.98 na | 2.62 0.89

Source: OLADE, SIEE, September 1993

2.49 The adjustment of energy prices to opportunity cost will not only enlarge fiscal
revenues but also improve resource allocation. For example, PDVSA's proposal to switch public
transport from gasoline to gas would reduce gasoline consumption and increase the company's
export potential. A side benefit of this conversion would be improved air quality. Appropriate
pricing would also be an incentive for energy conservation. Industries invest in energy
conservation to the point where the cost of saving an additional unit of fuel is the same as its
purchase price. Therefore, large and high-voltage electricity users should be subject to time-of-day
tariffs with a kilowatt-demand charge, using peak and off-peak rates that reflect the marginal costs
of the interconnected system21.

2.50 It would be advisable to complete reforms of the power sector and introduce some
changes in the hydrocarbons sector to make price adjustments transparent and flexible, and also to
promote private sector participation in these sectors. Proposed changes are discussed in detail in
the Venezuela Energy Pricing Report and in Chapters 8 and 9 of this report.

9/ See World Bank, Venezuela: Efficiency Repricing of Enernr, op.cit.
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2.C.2 Government Spending

2.51 Reduced government spending is critical to maintaining a realistic real exchange rate
and fostering non-oil economic activities. Estimates show that a permanent reduction of about 10
percent in central government spending will depreciate the real exchange rate by about 6 percent,
with a very positive effect on non-oil activitiesL°'.

2.52 Although central government spending has declined from 23.5 percent of GDP in
1984 to 20.7 percent in 1994, it is not yet in line with the drastic decline in oil tax revenues, and
deficits have appeared almost every year since 1984. In 1994, the deficit of the central
government was about 2.6 percent of GDP, excluding the support to the banking sector. The
government faces significant pressure from large segments of the population who demand
education, health, water, and other basic services. Central government capital formation has been
negligible in the past five years, a factor likely to lead to bottlenecks adversely affecting the
economic efficiency of both the private and public sectors.

2.53 Spending reductions made so far are not of a permanent nature because the
government has too many commitments that are difficult to eliminate without structural changes.
Examples are wages and salaries and external debt services. In 1994, central government wages
and salaries were about 4.4 percent of GDP and total debt service about 4.2 percent, together
accounting for about 50 percent of current spending.

2.54 Permanent reductions will come as a result of a comprehensive restructuring of the
public sector, decentralization, privatization, private sector participation in the oil sector, and
changes in the social security system. Better budget practices can also help by preventing
unnecessary increases in expenditures when oil prices increase.

2.55 Budget Practices. A new budgetary system is required to increase the downward
flexibility of expenditures when oil prices decline, and prevent excessive upward flexibility when
oil prices temporarily and unexpectedly increase. The common practice of ministries and other
public entities to commit funds beyond the budget authorization as oil prices increase (above the
estimate in the budget) is highly inappropriate when fiscal discipline is most needed. This practice
is possible because the heads of the government units know that a large proportion of oil exports
becomes fiscal revenue through oil taxation. For them, it pays to be ahead of the "spending game"
by committing funds (above the approved budget), when the ordinary fiscal revenue increases as
unexpected export revenues materialize.

2.56 A good beginning would be an annual budget based on multi-year conservative
estimates of future oil prices that would provide a better sense of the direction of future oil
revenues. If prices increase unexpectedly, the additional revenues should be set aside as foreign

10/ See World Bank, Venezuela Oil and Exchange Rates. Historical Exzerience and Policy Options, Report
No. 10481-VE, February 1993, Figure A.13.
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assets of the government to be used according to clear and simple rules the administration would
develop.

2.57 The implementation of the 1992 Budget Law should emphasize the new ex-post
reviews that the Law allows rather than ex-ante expenditure controls. A new system to assess how
the budget was spent should substitute for the "control previo" of the Controller's office, a process
that has no relation to the effectiveness of public spending. The management of public
expenditures will be made more efficient by improving the coordination between the tax and
budget offices and the Controller's office.

2.58 Central Administration Restructuring. The Government should consider a major
restructuring of its central administration, beginning with autonomous entities, such as those in
higher education, which account for about 3 percent of GDP but seem to have no clear purpose.
There is a common perception that employment in many of these entities is excessive. Upgrading
personnel skills and redirecting financial allocations should be accorded some importance, so that,
for example, in health and education overhead and administrative costs, now representing a major
share of overall spending, are not given priority while serious shortages of medical supplies and
teaching materials prevail.

2.59 Decentralization. During 1989-94, transfers from the central to the local
governments have increased by law from 16 percent to 20 percent of the central government's
ordinary revenues. These transfers represent a major source of fiscal disequilibrium, because they
have not been matched by additional service responsibilities by the local governments. The central
government needs to agree on changes to the system of prestaciones sociales so that its redundant
personnel can be transferred to the local governments, along with the responsibilities for the
provision of services. Under the current rules, the central government would have to transfer the
accumulated severance reserves of its employees to the local governments. The central
administration's estimated liabilities for severance payments are about US$14.4 billion, which are a
major obstacle to the transfer from national to regional governments of the education and health
systems.

2.60 Privatization. The Government should consider extensive privatization to fully
eliminate the 1 percent of GDP it transfers to money-losing companies every year. Privatization
proceeds can be used to reduce domestic debt and debt service and to honor other commitments
like prestaciones sociales. It will also enhance revenues because privatized companies that show
profits will pay corporate income tax. The Government is planning to continue its privatization
program to allow private sector participation in the CVG companies, mining, and the oil sector.

2.61 PDVSA. The Government has reviewed the proposed investment program of
PDVSA, which over the last five years has had investments equivalent to about 5 percent of GDP.
This is the single largest public investment and is much larger than the investments in basic
infrastructure and social sector services.
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2.62 PDVSA can no longer afford to finance projects with uncertain or low returns, and
it is therefore important that the company focus on traditional areas where the volume of light and
medium crude oil reserves is expected to be sizable, and on fields with a history of higher per-well
productivity. Efficiency would increase by privatizing many activities, including the distribution
and sale of refined products and natural gas, and expansion of refinery capacity. Moreover, many
of the new projects proposed in PDVSA's plan also stand to benefit substantially from private
sector financing and participation (see Chapter 7).

2.63 PDVSA's latest plan includes new associations allowing the private sector to bid for
exploration work all over the country. The company expects to get Congress approval for the
proposed associations, within the existing legal framework. However, changes in the legal and
taxation system affecting the oil sector might be needed to attract a critical mass of private
investors and generate more tax and royalty revenues than PDVSA could do on its own (see
Chapters 8 and 9).

2.64 Banking System. Today, the cash cost to the Government of paying off depositors
in failed banks has been about 12 percent of GDP. The final cost will likely be higher because
this estimate does not take into account the poor quality of the intervened banks' portfolio, which
have been transferred to the Government as collateral for its financial assistance. Moreover, the
remaining non-intervened banks, might also need support; their financial situation is now being
assessed.

2.65 In the very short-term, further disruptions of the payments system must be avoided
by immediate payment of deposits up to an announced limit. This is important to gain the public's
confidence on the banking sector and avoid unnecessary pressure on the remaining non-intervened
banks.

2.66 Other specific actions to deal with the non-intervened banks include to provide the
Government with enough information to assess their solvency. The non-intervened banks should
accept a three-year recapitalization plan and must comply in full with the new Banking Law. At
the same time, the public agencies involved in the banking system should improve their
coordination, to avoid ambiguities in the definition of their individual responsibilities. In addition,
FOGADE, the government's deposit insurance agency, should be properly endowed to make the
guarantee system credible.

2.67 Over the medium term, the Government's strategy will require a plan to cover the
Government's banking sector losses. This might involve additional non-oil tax revenues and
privatization. Moreover, additional funds will be required to support the modernization of the
Banks Supervision Agency and of FOGADE. These modernization would involve personnel
training, a review of operational practices, and office equipment. The Government needs also to
start selling the assets of the intervened banks.

2.68 Debt Service. External debt service accounts for only about 2.6 percent of GDP.
The stock of public external debt (about US$25.6 billion) was about three times larger than the
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stock of domestic debt in early 1994, but domestic debt has increased in 1994 because of the
banking sector crisis and must be given serious attention in any strategy of fiscal correction.

2.69 Privatization can help towards less reliance on expensive domestic debt. Foreign
receipts from the sale of public assets could be allocated to retire domestic debt, and a sound
privatization program can provide the right signal to facilitate the placement of Venezuela's public
debt in international markets at comparatively lower rates than in the recent past.

2.D Poverty Reduction

2.70 Trends in the Incidence of Poverty. The Venezuelan economy achieved both high
growth and price stability between the 1950s and the end of the 1970s. By 1970, only Argentina,
Chile, and Costa Rica had poverty head-count ratios lower than Venezuela's"', and poverty
continued to decline through 1982, while income distribution showed signs of improvement.
However, the apparent sustained growth masked fundamental problems that were developing,
because growth was not achieved through productivity gains. Instead, growth was sustained by
high levels of investment that became unsustainable once oil revenues declined.

2.71 All information suggests that poverty began to grow during the 1980s (Table
2.5)L2' as the previous economic strategy collapsed. The data indicate a reduction in the
incidence of poverty from 1989-91. More recent data are not available, but given the GNP decline
in 1993, incomes of the poorest segments of society probably decreased, and the distribution of
income may have worsened.

2.72 Main Determinants of Poverty in Venezuela. The major factors that explain the
persistence of poverty are: 1) inappropriate economic policies and poor economic performance; 2)
high taxation of labor that discourages employment in the formal sector; and 3) social programs
that have been poorly managed by the government.

11/ See Marquez, Gustavo, Poverty and Social Policies in Venezuela, April 1993.

12/ The variance in poverty estimates has resulted from data limitations. For example, there is no accepted
definition of the poverty line in Venezuela, and much of the work that has been done on poverty there has
been based on the 'Encuesta de Hogares" eamed income survey, without establishing a norm for the
treatment of underreporting of income. While the existing data serves to gauge trends in poverty and
income distribution, effective policy making and project design continue to be hampered by inadequate
information regarding the conditions of the poor in Venezuela. In an effort to improve the quality of the
poverty information in use in Venezuela, the World Bank is currently comparing the results of the three
household surveys (the Household Expenditure Survey, the Encuesta de Hogares, and the Social Survey)
with a view to identifying data distortions. OCEI is also considering possible modifications to the
Household Survey that would broaden its coverage and improve income data.
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Table 2.5: A Comparison of Poverty Estimates from Different Studies
Poverty Headcount Indices

World Bank Morley/Alvarez World Bank Gustavo Mirquez
Venezuela Poverty Study." Poverty and Adjustment Poverty and Income Poverty and Social

in Venezuela. Distribution in Latin Policies in Venezuela.
America.

1980 32.6%21' 24.0% 11.5% 17.7%

1989 53.7% 48.2% 34.3% 41.3%

1991 na na na 34.6%

1/ Using OCEI household survey data for 1989 calculations.
2/ 1982 figure.

2.73 Economic Policy and Performance. As discussed in the previous chapter,
Venezuela's growth generally has been slow since late 1970s. The decline in oil prices after 1982
and the lack of appropriate macroeconomic policies to foster diversification and productive
employment caused poverty to spread. Under the adjustment program of the Perez administration,
most indirect subsidies were replaced by programs targeted to lower-income groups. However, in
the past five years, benefits granted to the poor have been reduced in real terms, and fiscal
difficulties have limited the amount available for these programs since 1992.

2.74 Social Sector Policy. Fiscal revenues for years have been misallocated to areas
where social returns are low. In the education sector, for instance, 35-45 percent of the budget is
spent on higher education, benefiting only a small portion of the population, and a great deal of
spending is devoted to overhead and administration to the neglect of direct classroom expenditures
on educational material and teacher training, which would most benefit the poor (see Chapter 4).

2.75 In the health sector, many cost-effective interventions (such as childhood
immunizations and integrated prenatal and delivery care programs) are being neglected, and public
facilities and skilled personnel are distributed unequally throughout the country, lessening access
by the poor to a basic package of health services. The sector is ill-prepared to meet the problems
that contribute to the persistence of poverty, and programs to improve the health status of the poor
(like water and sanitation services and regulation of tobacco and alcohol consumption) also suffer
from inadequate resource targeting (see Chapter 4).

2.76 Poverty Alleviation Policy. The government has redirected generalized food
subsidies into new programs that target lower income groups, from direct cash transfers to families
with children in the public schools, to special medical attention and food delivery for pregnant and
breast-feeding women, to the enactment of a new unemployment insurance system. But these
programs have been slow in reaching those most in need of assistance.

2.77 Access to the programs needs to be improved, especially for the significant number
of poor mothers and children who do not live close to health clinics, and the misallocation of
public resources should be corrected. For example, a program like PAMI (designed to provide
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medical and nutritional services to women and children in poor areas) serves 21 percent of children
in the top 30 percent of the population, which is evidence of leakage to families in lesser need of
benefits.

2.78 Fiscal difficulties have prevented adjustment of the benefits in nominal terms, the
real value of the benefits has been eroded significantly (Table 2.6).

Table 2.6: Public Spending in Social Programs
1990 = 100

Programn 1989 1990 1991 1992 1993

School Materials 0.0 100.0 56.1 64.3 32.3

Assistance to Mothers and Infants 0.0 100.0 78.5 120.3 39.9

Milk 0.0 100.0 216.3 242.7 113.0

Cereals (1991 = 100) - 100.0 114.4 54.3

Day Care Centers 157.0 100.0 136.1 155.7 73.9

Food 69.0 100.0 71.9 56.3 30.9

Source: Haydde Garcia, "Gasto Social en Venezuela durante 1989-93," March 1994.

2.79 Recommendations for Chan2e. The first priority is an economic policy aimed at a
steady rate of growth with low inflation. Economic growth will increase productive employment,
and price stability will help economic growth. This policy should be accompanied by a more even
distribution of human capital investments to reduce the proportion of workers prone to fall below
the poverty line and to make formal jobs more likely.

2.80 Labor Markets and Social Security Reform. Labor market reform should remove
the obstacles to hiring and firing that hinder productivity and the adoption of new technologies, and
should allow total labor costs to reflect current wages. Payroll taxes should be substantially
reduced to encourage more formal labor contracts and should be consistent with the income tax
reform presented to Congress in March 1994.

2.81 The social security system should seek to alleviate the social costs of economic
reform. What is significant for large numbers of workers in the informal sector of the economy,
as well as for the unemployed, is that the present high mandatory contributions discourage
employers from hiring and maintaining workers, thus forcing people to remain in the unregulated
sector of the economy.

2.82 Energy Pricine Policy. Our estimates indicate that adjusting fuel prices to
opportunity cost will increase the expenditures of low-income households by about 3.2 percent.
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This could be fully compensated by direct subsidies of about 0.3 percent of GDP, a small amount
compared with the large revenues the price adjustments will generate13'.

2.83 It should be borne in mind that: 1) price adjustments of electricity and LPG will
affect the poor more than others; and 2) price adjustments of gasoline will have the largest impact
on all households but mostly on higher-income groups.

2.84 The Government's strategy must include price changes of all fuels to opportunity
cost, not only to avoid price distortions among fuels but also to increase fiscal revenues. If the
Government decides to provide subsidies to the poor, they should be direct subsidies to the low
income users of electricity and LPG. Because a gasoline price adjustment will have an impact on
the poor through the prices of food, housing and transport (other than gasoline), a subsidy program
to alleviate hardship would be appropriate.

2.85 As stated above, the Government must also consider changes in the institutional
arrangements to fully liberalize domestic fuel prices in order to remove political pressure when it
sets up an efficient energy price policy.

2.86 Social Poliey Reform. The government considered its direct transfer programs of
1989 to be a "new social policy" when they were, in fact, transitory instrumentsli'. In opting for
these programs, it circumvented the resistance of vested interests by creating a new apparatus to
deliver targeted services to the poorer segments of the population, without changing the
distribution of budget assignments to "traditional" social programs. In this sense, it did not make
any meaningful effort to reduce the inefficiency of the traditional social programs.

2.87 The organizational and financial gridlock of this system must be broken to free-up
resources now held hostage to public enterprises and social services bureaucracy. This money
would be better spent on primary schooling and preventive and basic health care to benefit the
poor. Long-term increases in this type of spending would improve income distribution and reduce
poverty.

2.88 Foremost on an agenda for social sector reform must be market discipline in social
service delivery. This could be achieved by means of a budgetary system defined not in terms of
entitlement but in terms of measurable results, to introduce a connection between service delivery
and budgetary assignments. Further guidelines for reform include: 1) increasing reliance on user
fees to finance some services; 2) reallocating employment away from administrative chores and
reducing it where necessary; 3) moving problems and the authority to solve them closer to local
governments; and 4) reducing the share of high-level services (university education and hospital
care) for the benefit of primary education and preventive health care (see Chapter 4).

13/ See World Bank, Venezuela: Energy Pricing Report, Chapter VI, op. cit.

14/ See Marquez, Gustavo, Poverty and Social Policies in Venezuela, op. cit.
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2.89 Social policies should take equal precedence with economic policies, so that
economic growth can be met by an expanding supply of qualified human capital. Because the
effects of reform often take time to be felt, it should be undertaken as urgently as the measures for
stabilization and growth were.

2.E Economic Outlook

2.90 The medium-term outlook (1995-98) was developed under reform case and low case
scenarios, using a standard RMSM model. The results are simply consistent outcomes, under
expected international economic conditions and the economy's parameters. The reform case
assumes that a program, as the one announced in September 1994, and the recommendations of
this chapter are implemented soon, while the lower case assumes that this does not happen.

2.91 Under the reform case, the Govermnent eliminates foreign exchange and price
controls promptly. Non-oil taxes increase and the composition of public expenditures changes.
Major adjustments of publicly supplied goods and services, as well as privatization of non-oil
activities, and domestic and foreign private investment in the oil sector, occur. Privatization is
accompanied by foreign capital inflows. The Government would also have a plan that includes
long-term debt issues, higher non-oil taxes, and privatization to deal with the banking sector losses
that have appeared in the accounts of the consolidado restringido.

2.92 By 1997, the central government's fiscal accounts are balanced and inflation is lower
than in 1994. The fiscal adjustment and lower inflation support an increase in the real exchange
rate, although this increase will be less than otherwise because of foreign capital inflows that will
cause the currency to appreciate. A more competitive real exchange rate and lower domestic
interest rates will lead to an expansion of economic activity, especially of tradables and non-oil
exports. Starting in 1996, per capita income increases every year and poverty declines.

2.93 Under the low case scenario, the Government continues its foreign exchange and
price controls in the short-term, there is a deterioration of the fiscal accounts because little reform
takes place, and the domestic debt service increases as a result of the Government's assistance to
the banking sector. The central government's deficit increases from 2.6 percent in 1994 to 4.9
percent of GDP in 1995 and remains high through 1998. Moreover, the deficit of the consolidado
restringido is much larger because of the banking sector losses. In this case, inflation remains
higher than the historical levels and the real exchange rate appreciates. Growth stagnates through
1998 and investment and savings rates remain below historical levels. The privatization program
does not advance and foreign investment and financing are significantly reduced from early 1990s
levels. In this economic environment with high inflation and low growth, per capita income
declines every year through 1998 and poverty is likely to increase.

2.E.1 Assumptions.

2.94 Fiscal Policy. As a result of changes in the income tax law, the implementation of
new non-oil taxes, and better tax and customs administration, in the reform case non-oil taxes
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increase from about 8.5 percent in 1994 to about 13.1 percent of GDP in 1998. However, as
mentioned before, the Government may want to increase its non-oil tax collection beyond this level
to cover in part the losses of the banking sector. In the low case, non-oil taxes do not increase
through 1998 (Tables 2.7 and 2.8).

2.95 Oil taxes will depend on the impact of changes to modernize the oil sector. The
projections assume reforms of the legal, institutional, and taxation systems that would apply to
private participation in the sector. However, the current system of taxation for PDVSA, including
the phasing-out of the export reference price, stays in place in the medium term, while the
institutional framework for PDVSA changes. In the reform case, the projections include oil taxes
and royalties from PDVSA and private operations (Table 2.7). The latter correspond to the level
of private sector activity in the oil sector of scenario 2--subject to the fiscal system identified as
"surtax 1 "--in Appendix 4. In the low case, there is no private investment in the oil sector,
PDVSA remains the only producer and the potential for additional oil production and oil tax
revenues is limited (Table 2.8).

2.96 Revenues from the provision of goods and services by the SOEs are not expected to
increase significantly. This is because the reform case assumes that widespread privatization will
reduce the number of SOEs and their impact on fiscal revenues (or losses). Nevertheless,
increases in the prices of publicly supplied goods and services, reducing subsidies by about 2
percent of GDP, will reduce the Government's losses, especially in the electricity sector.
Adjustments in domestic fuel prices increase fuel taxes to about 3 percent of GDP by 1996. In the
low case, current transfers to the SOEs will continue at about 0.6 percent of GDP through 1998
and there is no additional revenue from fuel taxes.

2.97 Reforms in the public sector, including the social security system, would facilitate
the decentralization of public services responsibilities and avoid further fiscal imbalances;
decentralization is likely to bring improvements in spending efficiency, allowing for reductions in
the level of spending. The reform case assumes only small reductions in central government
payments of wages and salaries in the medium term because there are no clear govermnent
initiatives yet to reform the public sector and social security system. A new social security system
as the one proposed above, will have an estimated cost to the government of about 24.1 percent of
GDP (in present value terms). Over 40 years this will be equivalent to 0.6 percent of GDP per
year; the reform case projections assume that the Government starts the social security system
reforms in 1995.

2.98 Reductions in the government's current expenditures are expected from smaller
transfers to "entidades administrativas". Most of these units are not part of the core responsibility
of the government and should be eliminated. Transfers to universities and other educational
foundations should be analyzed carefully to establish priorities. Other spending cuts will come
from elimination of capital transfers to SOEs as a result of privatization and better pricing of
publicly supplied goods and services. In the reform case, privatization proceeds are about 0.5
percent of GDP during the period, almost enough to cover the cost of the first stage of social
security reforms. Additional privatization might take place to cover banking sector losses. In the
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low case, transfers to the "entidades administrativas" remain at about 2.6 percent of GDP and
there are no privatization revenues.

2.99 Monetary Policy. In the reform case, the government specifies a monetary target
compatible with annual inflation rates in the single digits. This is consistent with the expected
correction in the fiscal stance, leads to lower domestic interest rates, and a more competitive real
exchange rate than at the end of 1994. In the low case, inflation remains high over the medium
term at an annual rate of 100 percent. In this scenario, there is also a real exchange rate
appreciation over the next five years.

2.100 Trade Policy. In the reform case the authorities liberalize the foreign exchange
system and reduce trade barriers through bilateral and regional agreements. In the low case, the
foreign exchange controls remain and other setbacks in trade policy are likely.

2.101 Other Assumptions. The export prices of oil and other international variables like
inflation and growth rates are standard World Bank projections (Table 2.9). In the reform case,
the volume of oil production is assumed to increase from 2.7 million barrels per day (mbd) in
1994 to 3.3 mbd 1998 so that Venezuela keeps its production quota of about 10 percent of OPEC
output. However, PDVSA's oil production and exports are lower than those in its 1993-98
investment program, because in the reformn case there is increasing private sector participation.
The figures on private sector activity correspond to those in Appendix 4 scenario 2. This appendix
took as inputs for the analysis the exploration data from PDVSA's investment program discussed in
Chapter 7. In the low case, the price of oil products is lower than otherwise, because without the
resources to continue exploration, the quality of the products basket will continue to deteriorate.

2.E.2 Results

2.102 In the reform case, the projections show a small economic recovery in 1995 and
GDP growth rates increasing every year to reach 5 percent after 1996 (Table 2.10). During
1994-98, oil production increases at an average annual rate of 4.8 percent. Non-oil GDP declines
in 1994 but expands at an annual average rate of 3.8 percent afterwards. The share of investment
as a percentage of GDP increases from 9.4 percent in 1994 to 17.9 percent in 1998. The
composition of investments changes because private investment increases faster than public
investment, as a result of increasing private investment in the oil and non-oil sectors. By 1998,
public investment declines to 8.5 percent of GDP, but private investment increases to 7.9 percent
of GDP. In the outer years, higher imports and lower foreign reserve accumulations than
projected here could accommodate higher private consumption levels, consistent with the other
macroeconomic outcomes of these projections.

2.103 During the projected period, the current account shows a surplus of US$2.3 billion
in 1995 and increases over the medium term, because imports growth remains moderate. At the
same time, non-oil exports expand faster than in the early 1990s, because of a more competitive
real exchange rate and a continuation of open trade policies. The capital account shows large
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inputs of direct foreign investment, due in part to private sector oil investments. In the outer
years, these capital inflows lead to foreign exchange accumulations.

2.104 As expected, the fiscal accounts of the central government are in balance by 1997,
as a result of higher non-oil taxes as a share of GDP (Table 2.7). The composition of oil taxes
changes, showing oil tax payments by the private sector at about 1.5 percent of GDP in 1998.
The composition of the central government's current expenditures changes to accommodate larger
spending in the social programs and transfers to the local governments in 1998 than in 1994.
Public investment is dominated by the central government's spending on capital formation and
capital transfers to the local governments, while PDVSA's investment declines from 5.2 percent of
GDP in 1994 to about 4 percent in 1998.

2.105 In the low case, the economy contracts in 1994 and 1995 and shows very low
growth rates afterwards (Table 2.11). The current account shows surpluses every year and there
are no foreign investment or external financing. The share of savings at about 17-21 percent of
GDP is lower than the historical average. The central government's deficit remains comparatively
high through the 1995-98 period at an average 3.8 percent of GDP (Table 2.8). Moreover, with
the losses of the banking sector, the accounts of the consolidado restringido will show a much
larger deficit. In this scenario, inflation remains much higher than the historical average, per
capita income declines every year during 1994-98 and poverty increases.



Table 2.7: Venezuela: riscal Accounts Reform Case; 1999-9e
GDP Shares

Aetma Pro1 .561mm

1999 1990 1991 1992 1993 1904(*) 1995 1999 1997 1996

Cemt*al Ge.Veinmkt R ......
Current Income 20.4 23.6 23.3 17.8 16.6 17.9 21.0 23.4 24.1 24.8

Oil Income from PDVSA 14.9 18.7 18.3 11.7 10.1 9.4 9.4 9.9 10.3 10.6

Oil Income from Private Sector 0.1 0.5 1.0 1.5
Ta.es 5.2 4.4 5.0 6.1 6.7 8.5 12.5 13.0 12.9 13.1

From NFSOE 0.4 0.3 0.3 0.1 0.1 0.1 0.1 0.1 0.1 0.1
Incom Tax 1.7 1.4 1.3 1.4 2.1 1.6 2.5 2.5 2.5 2.5

Customs 1.6 1.4 2.0 2.0 1.9 1.4 1.9 2.2 2.2 2.4
Other Taxes (VAT/GST) 0.7 2.9 4.0 4 .2 4 .2 4.1
Frm Gasoline Price Increase 2.0 3.0 3.0 3.0
Banking Debit Tax (BDT) 1.5 0.0 0.0 0.0 0.0
Other 1.5 1.3 1.5 2.5 2.0 1.0 1.0 1.0 1.0 1.0

Central Bank Income 0.3 0.5 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0

C etva. ovmeammet zpe mdit-e.
Current Expenditures 19.1 19.3 18.3 16.1 15.5 16.7 20.0 19.3 19.1 18.9

wages nd Salaries 4 .2 4.1 4 .3 4.7 4 .6 4 .4 4 .4 4 .2 4.0 4.0
Goods and Services 0.8 1.0 1.0 1.1 1.0 1.0 1. 0 1.0 1.0 1.0

Domestic Debt 0.5 0.7 0.5 0.9 0.7 1.5 2.5 2.5 2.5 2.5
External Debt 3.2 2.6 3.0 2.6 2.4 2.7 4.0 3.6 3.3 2.9
Regional & Hunicipal Governments 1.7 1.8 2.3 1.8 1.6 1.9 2.1 2.3 2.4 2.5
Administrative Entities 2.1 2.0 2.3 2.4 2.7 2.5 2.3 2.0 2.0 2.0
Social Progr-m 0.3 0.7 1.0 1.1 0.9 0.9 2.0 2.3 2.7 3.0
Social Security Reform 0.6 0.6 0.6 0.6
Non-budgetary K.penditures 0.6 0.3 0.2 0.1 0.2 0.7 0.4 0.1 0.0 0.0
E chanqe Losses 2.0 2.3 1.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0

Central Bank Losses 0.0 0.1 0.7 0.2 0.3 2.0 0.0 0.0 0.0 0.0
Others 3.7 3.7 2.1 1.3 1.1 1.0 0.8 0.7 0.6 0.4

Central mI.r O mDt Capitl Zxpamdits.ze ad If.t LandiD 2.8 5.5 6.5 5 .4 4,8 4.0 5 .5 5 .8 5.1 4. 7
Capital Formation 0.1 0.8 1.2 1.3 1.0 0.6 2.3 3.0 2.6 2.2
Transfer. to Local Governments 0.9 1.7 2.0 1.7 1.5 1.6 2.1 2.3 2.4 2.5
Transfers to Administr.tive Entitles 0.1 0.2 0.3 0.2 0,3 0.4 0.3 0.2 0.1 0.1

Other Transfers 0.0 0.0 0.0 0.0 0.0 0.2 0.1 0.0 0.0 0.0
Financial Investments 1.7 2.9 3.0 2.2 2.0 - 0.7 0.3 0.0 0.0

Cntral e..rm.nt Ovec. ll InSpl.. (Deficit) -1.5 -1.2 2.6 -3.6 -3.6 -2.6 -4.3 -1.7 0.0 1.2

Memo:
Domestic Debt Interest

Including FOGADE 0.5 0.8 0.6 1.6 1.0 1.5 3.0 3.0 3.0 3.0

Capital Formation 8.3 8.8 9.5 9.7 8.1 7 .4 8.9 8.4 7.7 7.0
Central Government 0.1 0.8 1.2 1.3 1.0 0.6 2 .3 3.0 2.6 2.2

PDVSA 3.3 3.9 5.4 5.6 5.3 5.2 4.5 4.0 4.0 4.0
NYSOE 4.9 4.1 2.8 2 .8 18 1.6 2.0 1.3 1.0 0.8
Other 0.0 0.0 0.0 0.0 0.0 0.0 0.1 0.1 0.1 0.1

Financial Investments n.e.i 0.3 0.5 1.1 0.4 0.2 13.7

R..triit.d Pabli. Sestor O, ra11 Surpl.s (D.ficit) -1.9 0.9 -0.6 -5.8 -3.3 -15.4 -0.8 4.1 - -

NIlt--C
The 1994 figur. for C-ctra1 Gover-aeot Over-ll Surplue (Deficit) .eclud.s the baking crisis cost which is i-oluded ic th. ia item
('F Prel iansry Data



Table 2.8: Venezuela: Fiscal Accounts - Low Case; 1989-99
GDP Shares

Aetoal Pnj .stio..

1989 1990 1991 1992 1993 1994(-) 1995 1996 1997 1998

Centrai Govern.t R .ene.
Current Income 20.4 23.6 23.3 17.8 16.6 17.9 17.6 18.1 18.7 19.5

O0l Income from PDVSA 14.9 18.7 18.3 11.7 10.1 9.4 9.4 9.9 10.4 11.0
Ol Income from Private Sector 0.0 0.0 0.0 0.0 0.0

Taxes 5.2 4.4 5.0 6.1 6.7 8.5 8.2 8.2 8.3 8.5
From NFSOE 0.4 0.3 0.3 0.1 0.1 0.1 0.1 0.1 0.1 0.1

Income Tax 1.7 1.4 1.3 1.4 2.1 1.6 2.2 2.3 2.3 2.3

Custome 1.6 1.4 2.0 2.0 1.9 1.4 1.9 1.9 2.0 2.1
Other Taxes (VAT/GST) 0.7 2.9 3.0 3.0 3.0 3.0
From Gasoline Price Increase 0.0 0.0 0.0 0.0 0.0

Banklnq Debit Ta. (BDTI 1.5 0.0 0.0 0.0 0.0

Other 1.5 1.3 1.5 2.5 2.0 1.0 1.0 1.0 1.0 1.0

Central Bank Income 0.3 0.5 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0

Central Go.rnmnt txp.nditar..
Current Expenditure- 19.1 19.3 18.3 16.1 15.5 16.7 19.4 19.3 19.4 19.2

Wages and Salar-es 4.2 4.1 4.3 4.7 4.6 4.4 4.5 4.5 4.5 4.4
Goods and Services 0.8 1.0 1.0 1.1 1.0 1.0 1.0 1.0 1.0 1.0
Domestic Debt 0.5 0.7 0.5 0.9 0.7 1.5 3.0 3.5 4.0 4.0
External Debt 3.2 2.6 3.0 2.6 2.4 2.7 3.8 3.4 3.2 3.0
ReqIonal & Municipal Governments 1.7 1.8 2.3 1.8 1.6 1.9 1.8 1.8 1.9 1.9
Ad-minstrative Entities 2.1 2.0 2.3 2.4 2.7 2.5 2.6 2.6 2.6 2.6
Soc-al Program 0.3 0.7 1.0 1.1 0.9 0.9 1.3 1.3 1.3 1.3 
Social Security Reform 0.0 0.0 0.0 0.0 0.0

Non-budgetary Expenditures 0.6 0.3 0.2 0.1 0.2 0.7 0.4 0.1 0.0 0.0
Exchangs Losses 2.0 2.3 1.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Central Bank Losse- 0.0 0.1 0.7 0.2 0.3 2.0 0.0 0.0 0.0 0.0
Others 3.7 3.7 2.1 1.3 1.1 1.0 1.1 1.0 1.0 1.0

Centrai Govrnnt CaPit.. lapenditr.. end Net Lendin 2.8 5.5 6.5 5.4 4.8 4.0 3.2 3.0 2.8 3.0
Capital Formation 0.1 0.8 1.2 1.3 1.0 0.6 0.4 0.6 0.7 0.9
Transfers to Local Goversnents 0.9 1.7 2.0 1.7 1.5 1.6 1.8 1.8 1.9 1.9
Transfers to Adinlstrative Entities 0.1 0.2 0.3 0.2 0.3 0.4 0.3 0.3 0.2 0.1
Other Transfers 0.0 0.0 0.0 0.0 0.0 0.2 0.1 0.0 0.0 0.0
Financial Investments 1.7 2.9 3.0 2.2 2.0 - 0.7 0.3 0.0 0.0

Central Governnt 0-rall Surplue (D.fisit) -1.5 -1.2 2.6 -3.6 -3.6 -2.6 -4.9 -4.1 -3.4 -2.6

Memo:
Domestic Debt Interest

Including FOGADE 0.5 0.8 0.6 1.6 1.0 1.5 3.5 4.0 4.5 4.5

Capital Formation 8.3 8.8 9.5 9.7 8.1 7.4 7.4 7.5 7.6 7.8
Central Government 0.1 0.8 1.2 1.3 1.0 0.6 0.4 0.6 0.7 0.9
PDVSA 3.3 3.9 5.4 5.6 5.3 5.2 5.0 5.0 5.0 5.0
NFSOE 4.9 4.1 2.8 2.8 1.8 1.6 2.0 1.9 1.9 1.8
Other 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0

FinancIal Investments n.e.1. 0.3 0.5 1.1 0.4 0.2 13.7

Re.trieted Publio Soetmr 0-eral Purple. (D.fieit) -1.8 0.9 -0.6 -5.8 -3.3 -15.4 -6.3 -4.0 - -

85t-.:
The 1994 figure for Central Gover.n-et Overall Surplus (Defi-it) .ecludee the banking criis cost chih ie i-cludd in th.e o it..
(-) Pr-Ii-inury Date



Table 2.9: Venezuela: Trade Assumptions; 1995-98

1995 1996 1997 1998

Oil Price (US$/BBL) 1/

World Average OPEC 15.3 16.0 17.3 18.5

Low Case

Oil Production (thousand of BBL/day) 2769 2846 2883 2920

PDVSA 2769 2846 2883 2920

Private Projects 0 0 0 0

Oil Price (US$/BBL)

Average Venezuela Export 12.3 13.0 14.3 15.5

Reform Case

Oil Production (thousand of BBL/day) 2789 2991 3153 3315

PDVSA 2769 2846 2883 2920

Private Projects 20 145 270 395

Oil Price (US$/BBL)

Average Venezuela Export 13.3 14.0 15.3 16.5

Notes:

1/ World average OPEC oil price forecasted by IECIT.



Table 2.10: Venezuela: Macroeconomic Indicators; 1989-98

Reforzm Case

Actual projections

1939 1990 1931 1992 1993 1994(*) 19S5 1996 1997 1998

GDP (Urs. of as) 1,510 2,279 3,036 4,131 5,449 8,768 13,627 19,656 26,716 33,906

Non-oil GDP 1,182 1,636 2,363 3,346 4,491 7,326 11,243 15,950 21,329 26,725

Oil GDP 328 643 673 786 959 1,441 2,383 3,706 5,387 7,182

ea 1 Oowth Rates
GDP -8.9 6.9 10.4 5.4 -0.4 -3.3 1.0 3.0 4.0 5.0

Non-oil GDP -10.9 5.0 10.4 7.4 -1.7 -5.8 1.0 1.7 3.5 4.9

Oil GDP -0.4 13.9 10.3 -1.2 4.6 5.6 0.9 7.2 5.4 5.2

GDP per capita 4.1 7.9 3.1 -2.6 -5.4 -1.3 0.9 1.8 3.0

Total Consumption per capita 0.5 6.5 4.7 -3.0 -7.7 -6.5 -0.9 1.0 2.6

Xawestment (CutrSnt MR Shr0s)

Gross Investment 12.7 10.2 18.7 23.7 18.7 9.4 13.9 14.7 16.1 17.9

Private Fixed Investment 7.9 4.9 8.2 8.9 9.0 3.5 4.3 4.8 6.0 7.9

Public Fixed Investment 9.0 9.2 9.6 12.2 10.5 9.2 9.2 9.1 8.9 8.5

Change in Stocks -4.2 -3.9 0.9 2.6 -0.8 -3.3 0.4 0.7 1.2 1.5

Savings (Current DP abares)

Domestic Savings 24.1 29.5 23.4 21.2 18.1 18.7 22.1 23.5 24.5 25.3

National Savings 18.7 27.7 21.9 18.3 15.4 16.4 18.7 20.5 22.1 23.4

roreriga rada (Current GDP Shares)

Exports GNFS 32.2 38.5 30.4 25.7 26.0 29.2 31.1 33.2 34.8 36.1

Imports GNFS 21.4 19.1 25.4 28.5 26.5 19.9 22.9 24.5 26.4 28.7

Current xecount alaance (Ran. of uS$) 2.2 8.3 1.5 -3.8 -2.2 4.1 2.3 3.2 3.5 3.6

as a percentage of current GDP 5.0 17.0 2.9 -6.2 -3.7 7.0 4.0 5.2 5.4 5.0

Debt asd Debt Service

DOD/GDP 73.9 66.7 65.9 57.6 57.2 60.1 53.6 49.3 44.1 39.2

Debt Service/Exports GNFS 31.7 33.3 25.3 27.5 31.3 23.6 28.3 25.3 22.7 19.8

Interest Payments/Exports GNFS 21.7 16.9 15.7 14.4 13.9 12.9 14.9 12.6 11.0 9.6

Iateruational Reserves (months import)

Net Official Reserves 5.3 10.8 9.4 6.7 7.0 9.0 8.4 10.3 12.1 13.4

BCV Gross Liq. Operational Reserves 4.1 5.2 7.1 6.2 5.4 6.7 6.1 7.9 9.7 11.1

Znflation Rate 81.0 36.5 31.0 31.9 45.9 70.8 50.0 40.0 30.0 20.0

Real Nxahaqe- Rate (19S4-100) 58.6 56.3 59.3 62.9 64.8 64.1 62.3 62.3 62.3 62.3

Notes:
(-) Preliminary Data



Table 2.11: Venezuela: Macroeconomic Indicators; 1989-99
Low Came

Actual Projections

1989 1990 1991 1992 1993 1994 (*) 1995 1996 1997 1999

MP (n.A. of Rs) 1,510 2,279 3,036 4,131 5,449 8,768 17,427 35,244 71,677 145,683

Non-oil GDP 1,182 1,636 2,363 3,346 4,491 7,326 14,724 29,524 59,418 119,460

Oil GDP 328 643 673 786 958 1,441 2,703 5,719 12,258 26,224

Real Growth Rates
GDP -8.9 6.5 10.4 5.4 -0.4 -3.3 -1.5 1.0 1.0 1.0

Non-oil GDP -10.9 4.5 10.4 7.4 -1.7 -5.8 -2.0 0.4 0.9 0.9

Oil GDP -0.4 13.9 10.3 -1.2 4.6 5.6 0.2 2.8 1.3 1.3

GDP per capita 3.7 7.9 3.1 -2.6 -5.4 -3.8 -1.4 -1.4 -1.4

Total Consumption per capita 0.0 6.5 4.7 -3.0 -7.7 -9.0 -2.0 -0.4 -0.1

Inest.ant (Current MP Shares)
Gross Investment 12.7 10.2 18.7 23.7 18.7 9.4 12.5 13.8 14.0 14.3

Private Fixed Investment 7.9 4.9 8.2 8.9 9.0 3.5 4.0 4.0 4.0 4.1

Public Fixed Investment 9.0 9.2 9.6 12.2 10.5 9.2 9.5 9.6 9.7 9.8

Change in Stocks -4.2 -3.9 0.9 2.6 -0.8 -3.3 -1.0 0.3 0.3 0.3

Savings (Current GDP Sbares)
Domestic Savings 24.1 29.5 23.4 21.2 18.1 18.7 20.7 21.2 20.9 20.4
National Savings 18.7 27.7 21.9 18.3 15.4 16.4 17.3 18.3 18.2 18.0

loreign Trade (Current QDP Sbares)
Exports GNFS 32.2 38.5 30.4 25.7 26.0 29.2 28.1 29.1 30.1 31.4

Imports GNFS 21.4 19.1 25.4 28.5 26.5 19.9 19.9 21.8 23.2 25.2

Current Account Balance (Bus. of US$) 2.2 8.3 1.5 -3.8 -2.2 4.1 2.4 2.4 2.5 2.2
as a percentage of current GDP 5.0 17.0 2.9 -6.2 -3.7 7.0 4.1 3.9 3.7 3.3

Debt and Debt Service
DOD/GDP 73 .9 69.5 63.1 57.6 57.2 60.1 51.0 46.9 42.4 38.8

Debt Service/Exports GNFS 31.7 33.3 31.1 27.5 31.3 23.6 30.3 27.3 24.6 21.7
Interest Payments/Exports GNFS 21.7 16.9 16.0 14.4 13.9 12.9 15.8 13.8 12.4 11.1

1litarnational Reserves (mntbs inports)
Net Official Reserves 5.3 10.8 9.4 6.7 7.0 9.0 8.2 8.1 8.0 7.8
BCV Gross Liq. Operational Reserves 4.1 5.2 7.1 6.2 5.4 6.7 5.6 5.4 5.3 5.1

Inflation Rate 81.0 36.5 31.0 31.9 45.9 70.8 100.0 100.0 100.0 100.0

Real Exchange Rate (1984-100) 58.6 56.3 59.3 62.9 64.8 64.1 67.4 68.1 68.7 69.0

N.tes:
(*) Preliaml.ary Data



Chapter 3. Government Revenues

3.A Introduction

3.1 This chapter analyzes the main features of Venezuela's fiscal revenues from
1970-931': 1) high dependency on oil revenues; 2) low and declining non-oil revenues; 3)
strong negative correlation between oil and non-oil revenues; and 4) strong positive
correlation between fiscal revenues and expenditures. It also compares the main features of
public finances in Venezuela and Mexico, and offers some policy recommendations.

3.B Main Characteristics of Fiscal Revenues

3.B.1 Oil Revenue Dependency

3.2 Oil taxes and royalties have averaged 66.1 percent of fiscal revenues from
1973-93 and have been highly volatile during the same period. They reached a maximum of
85.2 percent in 1974 and a minimum of 46.6 percent in 1986. The trend in these revenues
has been downward since 1974 in spite of comparatively high rates of taxes and royalties
(Figure 3.1), because PDVSA's ability to generate large taxable net revenues has decreased
with falling oil prices.

3.3 Oil Taxation Instruments. Rates, and Determinants. The oil income tax
and royalty are the main instruments of oil taxation. The tax is set at about 67.7 percent of
net revenue, the royalty at 16.7 percent of oil production. There is also an export reference
price (the actual export price plus a margin) established on a yearly basis by the government
and used in the estimates of oil export revenue for income tax purposes2 '. In 1993,
Congress approved legislation to fully phase out the export reference price by 1996. Oil
taxes and royalty revenues depend primarily on income tax and royalty rates, and the
international oil price, exchange rate, oil production level, and export reference price.

3.4 Oil Income Tax. The oil income tax rate is applied to PDVSA's net revenue,
defined as operational income minus operational expenditures that exclude taxes and royalty
payments. Net revenue is positively related to oil income (determined by the oil price and
production volume and the nominal exchange rate) and negatively related to operational
expenses.

3.5 The de facto tax rate on net oil revenue, as opposed to the legal rate, has
averaged 81 percent from 1976-93 but has varied widely. It is high by international
standards (see Chapter 9) and has been determined arbitrarily, ranging from 98.4 percent in

1/ In this chapter "fiscal revenues' refer to the central government's total revenues.

2/ Chapter 9 explains Venezuela's oil taxes and royalties in more detail, compares them with those of other
countries, and offers recommendations for change.
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1981 to only 65.8 percent in 1979. A major reason for this fluctuation has been changes in
the export reference price through Presidential decree.

3.6 Royalties. The legal royalty rate has been constant for many years at about
16.7 percent of the value of oil production; however, the actual ratio of royalty revenues to
oil (GDP) production has not been fixed. From 1976-91, this ratio averaged 17.3 percent
(close to the legal 16.7 percent); but it was 25.5 percent in 1975 and only 9.8 percent in
1981. Surprisingly, royalty revenues are more highly correlated to oil volumes than to oil
prices (see Appendix 1), partly because of the discretion the Ministry of Energy and Mines
uses in establishing the "price" for royalty payments.

3.7 Oil Taxation Prospects. PDVSA's ability to transfer revenues to the central
government through tax payments is decreasing because international oil prices have
declined, operating costs have increased, and the company is servicing its external debt.
These changes are reflected in a decline in the ratio of PDVSA's operational revenues to
expenses. From 1976-93, this ratio averaged 5.2. While it was almost always above this
from 1976-85, it has declined in the recent past (excluding 1989-90) to an average of 3.9.
The increase to 7.2 in 1989 and 7.1 in 1990 is mostly explained by the impact of real
devaluation on PDVSA's income (see Chapter 1).

3.B.2 Non-Oil Taxation

3.8 Non-oil tax revenues have also been decreasing (Figure 3.2), from a peak of
11 percent of GDP to a low of 5 percent in 1990. (Data after 1989 include privatization
proceeds.) Since 1987, the composition of non-oil taxes has changed as well; income tax
revenues have declined significantly in real terms, thus increasing the share of indirect taxes
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in total taxes. The decline in non-oil tax revenues is due to tax evasion and avoidance, as
well as to erosion of the tax base because of inflation and other factors.

3.9 Income and Payroll Taxes. Personal income tax payments have declined
sharply from a peak of 1.5 percent of GDP in 1981 to a negligible amount in 1992.
Corporate income tax payments (excluding income tax payments by PDVSA) have declined
from about 2.7 percent of GDP in 1987 to about 1.3 percent in 1992 rising to 1.9 percent in
1993. Payroll taxes were about 1.5 percent of GDP from 1980-93 (Figure 3.3).
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3.10 Indirect Taxes. Fiscal revenues from fuel taxes were only about 0.2 percent
of GDP from 1970-81. They increased through the early 1980s to almost 1 percent of GDP
in 1986, but again declined to about 0.2 percent of GDP in 1991. Fuel tax collection
increased in 1992, with revenues accounting for 0.7 percent of GDP, then declined again in
1993 to 0.6 percent of GDP (Figure 3.4). Customs duties, the other important indirect
taxes, averaged about 1.8 percent of GDP from 1980-93, and have shown an upward trend
since 1990 after the trade reform (Figure 3.5). The share of indirect tax revenues in total tax
revenues increased from an average of 9.9 percent between 1980-86 to about 13.3 percent
between 1987-92. This is partly explained by the large decline in income tax collection after
1987.

3.11 Tax evasion and avoidance are the main reasons for the decline in income tax
revenues. Tax evasion in essence is a violation of the tax laws, while tax avoidance seeks to
reduce obligations by using loopholes in the legal framework. Together, they are estimated
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to cause a revenue loss of 64 percent, based on a comparison of potential revenue and actual
collection, and taking into account exonerations, exemptions, and investment incentives.3

31 See GarcCa, Gustavo. Fiscal Issues and Non-oil Taxation in Venezuela, mimeo, November 1993.
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Reonw from Import DutIs 1704
GDP She

2.5

2

1970 1B72 1974 1076 17o 160 lOU 1064 UN lS 1o0 g o
_:mocEPR

3.12 The differences between tax evasion and avoidance are not always clear but
their causes and solutions are similar. Several features of the tax system encouraged high
levels of tax evasion and avoidance for many years: high income tax rates, low penalties and
fees, poor tax enforcement and administration, and the lack of general taxes. The effect of
these features on tax collection and reduced revenues through 1990 are discussed below.
Reforms in the tax system after 1990 are analyzed in Chapter 6.

3.13 A) High Tax Rates and Double Taxation of Dividends. Before the 1991
income tax reform, nominal rates were as high as 45 percent for individuals and up to 50
percent for corporations. Dividends were taxed at both the corporate and personal levels,
and tax rates were not adjusted for inflation. These features of the taxation system
encouraged tax avoidance and evasion.

3.14 B) Low Penalties and Fees. The Tax Code establishes penalties, sanctions
and fees, the legal and judicial procedures for disputes between the tax administration and
taxpayers, and the rights and obligations of taxpayers. Penalties and fees were nominal, and
interest rates for overdue payments had a ceiling of 18 percent; moreover, overdue payments
were not adjusted for inflation until the 1992 reform. As a result, the cost of getting caught
for evasion was greatly reduced over time.

3.15 C) Inefficient Tax Enforcement. Another factor that induced tax evasion was
the complicated legal procedure for appeals established in the Tax Code. The real impact of
the penalties and the tax itself were eroded by the number of appeals allowed to taxpayers by
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the tax administration. This situation changed significantly after the reform of the Tax Code
came into effect at the end of 1992. The judicial process reinforces the negative impact on
tax collection that results from delays in the application of penalties. If an appeal is rejected
by the tax administration, the taxpayer can turn to the courts. The request enters the judicial
system, where administrative deficiencies and the complicated procedures defined in the Tax
Code can postpone a final decision for several years. Final decisions in the courts for the
period 1988-90 had taken an average of 17.5 years.

3.16 D) Weak Tax Administration. Tax enforcement is still severely impaired by
a weak tax administration, whose resources have been diminishing for several years, and
whose employees have decreased, in spite of the increasing number of taxpayers.

3.17 The most serious consequence of poor tax administration is the lack of reliable
information on taxpayers. The current "Registro de Informaci6n Fiscal" (RIF) is virtually
useless. Some taxpayers have more than one RIF number and many RIF numbers are
assigned to more than one taxpayer. Moreover, some essential data about taxpayers such as
their addresses and names are never updated in the RIF.

3.18 There are no research units, information systems or databases on taxation and
economic variables for use in the design of tax policy and tax regulations; as a result, this is
accomplished without any technical support. There are no centers where taxpayers can
obtain information on tax returns, regulations and deadlines. Most of the time regulations
are issued without any notification to taxpayers.

3.19 The tax administration has no authority even to apply sanctions. Employee
morale is poor, salaries are extremely low and the staff is ill-qualified for the tasks it should
perform. In general, employees are not abreast of changes in the tax laws or regulations that
affect their day-to-day work. Computers are almost a luxury in the tax administration
offices, especially outside Caracas, and the physical infrastructure is also inadequate.

3.20 E) Lack of Other General Taxes. Venezuela did not have a sales or a value
added tax (VAT) until recently, which has reduced the tax administration's effectiveness in
controlling income tax evasion. Taxes like the VAT and the new corporate asset tax (CAT)
(see Chapter 6) can help indirectly to discourage tax evasion in three ways: first, by
enabling cross-checking of information about taxpayers; second, by creating mechanisms for
compensating taxpayers, so that paying one tax might cause a decrease in another, as in the
case of the CAT and the income tax; third, by inducing taxpayers to report transactions, thus
avoiding the transfer of taxes, of which the system of credits and debits of the VAT is
probably the best example. To obtain a credit, the taxpayer would need a receipt from the
provider showing the VAT charged on the sale; otherwise the taxpayer would pay more than
the value added.
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3.21 Inmact of InMlation: The "Tauzi effect." The income tax in Venezuela is
strongly affected by the "Tanzi effect," which is the loss in real value of fiscal revenue
resulting from inflation between the time the tax liability is incurred and the tax is actually
collected. This factor has been important since inflation accelerated after 1985. Until 1992,
the average lag in collection was about nine months, which caused an annual loss in the real
value of revenue of approximately 24 percent from 1990-92. Changes in regulations in early
1993 reduced the average lag to six months. However, the loss of about 18 percent in 1993
is still very high. Inflation has eroded these income tax payments significantly, and the
correlation coefficient between taxes and the rate of inflation was -0.75 from 1982-92.

3.22 Exemptions and Exonerations. Venezuela's income tax law is characterized
by extensive personal deductions and excessive fiscal incentives and exemptions for
corporations, all of which have contributed to a reduction of the tax base. In addition, the
law has several technical loopholes for tax avoidance, most of which have survived various
reforms since 1967 and even the 1991 reform. The discussion below focuses on the 1978
and 1986 Income Tax Laws to explain the major drop in income tax collection after 1987.

3.23 The law allows deductions for education and medical expenses, life, medical
and auto insurance premiums, residential rent, and interest on mortgages. In addition,
taxpayers may deduct social security tax payments, pension fund contributions, public
utilities payments, and payments to professionals for non-commercial services, such as fees
to lawyers for obtaining a divorce. Most of these deductions are not justified on economic
grounds and benefit mainly the higher income groups, which can afford such expenditures.
Until the 1991 tax reform eliminated all ceilings, some of these deductions had ceilings,
while others did not. In any event, such liberal deductions are responsible, to a certain
extent, for some discontinuity in tax payments, reversing the intended progressiveness in the
nominal tax rates.

3.24 Until the 1991 tax reform, the law provided exemptions for corporations
engaged in agriculture, construction, tourism, fishing, mining, and transportation, and
provided tax incentives for regional development, capital goods production, and exports.
Frequently, when an activity was exempted, interest earned from loans to that activity by
domestic financial institutions was also exempted. This was the case for the agricultural
sector and some specific business associations.

3.25 The excessive use of exemptions and investment incentives created several
difficulties. It severely eroded the tax base and therefore its potential for revenue generation.
It distorted the allocation of resources by influencing investment decisions. It decreased
transparency in the assignment of tax burdens, which in turn undermined the legitimacy of
the tax system and hence encouraged tax evasion and avoidance. In spite of the intention of
the law, exemptions were subject to a certain degree of discretion, as most of them could be
extended every five years by a decision of the central government.
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3.26 Until the 1991 reform, one of the most important technical defects of the
corporate income tax law was the large number of marginal rates that fostered corporate
fragmentation to evade the higher rates. The 1986 tax reform tried to eliminate this
distortion by requiring the consolidation of companies in which the same owners held the
majority of stocks. This regulation explains in part the increase in corporate income tax
revenue in 1987 as consolidated corporations were taxed at higher rates. In addition to
consolidation, the significant increase in 1987 revenue can be explained by the buoyancy or
elasticity of the income tax with respect to GDP. The system of marginal rates gave the
income tax a cyclical character, as revenue decreased or increased more than GDP because
corporations moved to lower or higher tax rates depending on the cycle. In this sense, the
expansion of GDP in 1987 induced a significant rise in income tax revenues (Figure 3.3).

3.27 However, corporate income tax revenue declined significantly after 1987, as
soon as taxpayers leamed to dodge the consolidation requirement. Profit-making companies
found ways to move to lower marginal rates by creating loss-making companies and other
legal associations, and by using transfer prices, leasing arrangements, and transfer of
depreciation allowances across companies. Transfers among companies to reduce their tax
burden were also used where exemptions and investment incentives could benefit the profit-
making corporations. This was clearly the case in the agricultural sector and in some
business associations. Expenditures and depreciation allowances of the exempted firms were
transferred to the profit-making companies, while sales or income from the profit-making
companies were registered by the exempted firms.

3.28 Effective Taxation of Income. Exemptions have drained the potential tax
revenue from individuals and corporations. Average deductions per taxpayer were 38
percent of taxable income in 1992. In the case of the corporate income tax, tax avoidance,
evasion, and investment incentives reduced the number of effective taxpayers. Of about
250,000 corporate taxpayers registered in 1991, only 6.4 percent paid taxes; the rest declared
losses, no income, or no profits. Moreover, only about half of these effective taxpayers
declared taxable income above Bs 2 million, for which the tax rate is 30 percent; the other
half declared taxable income below Bs 2 million, for which the tax rate is 20 percent. The
average tax paid by effective corporate taxpayers was Bs 2.4 million or US$24,000 in 1992.

3.29 There are great inequities in the rates for individuals. For example, workers
with the lowest incomes subject to payroll taxes pay at a rate of about 20 percent, whereas
only the highest-income individuals are taxed at that rate or higher. (See Chapter 6,
Table 6. 1).

3.B.3 Relationship Between Oil and Non-oil Taxes.

3.30 The data show that non-oil tax revenues have declined whenever oil tax
revenues have increased. Non-oil fiscal revenues were never large, but at their peak year
direct taxes accounted for almost 3.5 percent of GDP and indirect taxes (excluding fuel
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taxes) reached 1.5 percent of GDP. Both oil and non-oil revenues have shown a downward
trend in recent years, but within this trend a strong negative relationship between them has
persisted (Figure 3.6).

3.31 Statistical analysis captures this negative relationship by regressing direct plus
indirect taxes on oil revenues. The coefficient for oil implies that when oil revenues have
increased by 6 percent of GDP, non-oil revenues have declined by 1 percent of GDP,
showing a significant negative relationship between oil taxes and other revenues.

Flgure 3.6
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3.32 The relationship between central government revenues and expenditures is
characterized by: 1) asymmetries in their behavior during periods of increasing and
decreasing oil revenues; 2) constraints to reduce current expenditures; and 3) excessive
variability of capital expenditures. While expenditures adjust upwards when revenues
increase, the reverse is not always true. For example, in 1973-1974, there was an immediate
rise in expenditures when revenues increased. In contrast, except during the downturn of
1974-77, every revenue decline has not been accompanied by an immediate expenditure
decline. The data show that after 1977 there is about a one-year lag between revenue
declines and expenditure reductions (Figure 3.7).
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Figure 3.7
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3.33 Statistical estimates support these policy links between fiscal revenues and
expenditures. For periods of increasing revenues, the correlation coefficient between
contemporaneous revenues and expenditures is 0.75, and declines to 0.14 when expenditures
are correlated to the one-year lagged revenues. This pattern is reversed for periods of
decreasing revenues. When revenues decline, expenditures are more highly correlated with
the previous year's revenues. Thus, the correlation coefficient between current expenditures
and one-year lagged revenues is 0.84 during the downswing.

3.34 The data show that although total revenues have declined as a share of GDP
since 1984, current expenditures have remained at about 20 percent of GDP and most of the
adjustment to lower revenues has taken place through reductions in the central government's
capital spending (Figure 3.8). The high variability and downward trend in revenues contrast
sharply with the relative stability of current expenditures. While real revenues continued to
plunge until 1987, current expenditures seem to have reached a floor of about 20 percent of
GDP since 1984. In fact, current expenditures averaged 16.6 percent of GDP from 1970-9 1,
and varied between 14 percent in 1970 and 21 percent in 1982. The correlation coefficient
of revenues with current expenditures is almost zero. The adjustment to lower revenues
takes place through reductions in capital expenditures, which reached a maximum of 22
percent of GD)P in 1974 and a minimum of 3 percent in 1989. From 1970-9 1, the
correlation coefficient between real revenues and real capital expenditures is 0.87. (The
same relationships between revenues and different types of expenditures hold for subperiods
of either revenue increases or decreases.)
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3.C Fiscal Police: Venezuela and Mexico

3.35 Data comparing the evolution of fiscal policy in Venezuela and Mexico show
the success of Mexico's fiscal reform after 1987. In particular, the Mexican government has
been able to: 1) increase fiscal revenues; 2) decrease its dependency on oil taxes; and 3)
reduce public spending. In contrast, Venezuela's fiscal situation is worrisome: 1) in 1992
fiscal revenues were the lowest in 22 years at only 16 percent of GDP; 2) about 70 percent
of revenues are oil-related; and 3) the central government's expenditures are about 20 percent
of GDP and do not show a downward trend (Figures 3.9-3.11).

3.36 The 1970-92 data show a sharp contrast between the large variability and
downward trend of Venezuela's revenues and the steadiness of Mexico's figures. Moreover,
in the last two years Venezuela's public finances have deteriorated while Mexico's have
improved.

3.37 Another important feature of the changing structure of Mexico's public finance
strategy compared with Venezuela's is Mexico's decreasing dependency on oil as a source of
fiscal revenues. For the 1970-81 period, the correlation coefficients between total revenues
and oil revenues are 0.94 and 0.97 for Venezuela and Mexico, respectively. For the 1982-
91 period, the same correlation coefficients are 0.84 and negative 0.18 for Venezuela and
Mexico, respectively. The figures also show a clear downward trend in Mexico's ratio of oil
to total revenues, starting in 1982. Moreover, Mexico has dramatically reduced expenditures
from 31 percent of GDP in 1987 to 17 percent in 1992. Most of this adjustment has taken
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place through difficult reductions in current expenditures. There is no such trend in
Venezuela.
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Figure 3.11
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3.D Recommendatio

3.38 The government should reduce its dependency on oil revenue and its
variability by increasing non-oil taxes. To this end it should: 1) improve collection of
existing taxes; 2) eliminate exemptions on the income tax; 3) improve customs administration
to increase import tariff collection; 4) increase fuel (including gasoline) tax collection; and 5)
implement the new non-oil taxes, as discussed in Chapter 6.



Chapter 4. Government Expenditures

4.A Introduction

4.1 Government spending in the past 23 years has been highly inefficient because
of a huge public sector, the dominant influence of a volatile oil market, and the poor
performance of public administration. The reforms introduced in 1989, including
restructuring of ministries and state-owned enterprises (SOEs), privatization, and
decentralization, still have a lot of ground to cover.

4.B Main Causes of Public Spending Inefficienec

4.B.1 The Size of the Public Sector

4.2 The public sector's size is illustrated by its contribution to employment and
GDP. In 1992, the public sector had about 1.3 million employees, or 16.8 percent of the
labor force. In 1993, it accounted for 35 percent of GDP (at constant 1984 prices); public
sector oil and non-oil GDP were 22 and 13 percent of total GDP, respectively. Venezuela's
consolidated public sector fiscal accounts are commonly known as the restricted public sector
or "consolidado restringido". It includes current and capital spending by the central
government, the SOEs, and PDVSA, but excludes the states and municipalities (because of
delays in getting complete data). The largest decentralized units are part of the central
government. Table 4.1 lists the government units in the non-military public sector as of
1992.

4.3 In general, the definition of government for budget purses includes entities
managed and financed with public funds. Their market behavior is more important than their
ownership because their fiscal impact derives from the taxes and subsidies embodied in their
prices and reflected in their financial results.

4.4 There are several arguments to omit PDVSA from the government budget. It
is considered a well-managed firm that responds to competition in the world economy. It has
a decentralized management system that pre-dates its nationalization. It does not receive
transfers from the central government.

4.5 However, there are important reasons why it should be considered a publicly
owned firm. Its operating profits are not independent of revenue and budgetary decisions by
the central government. Its domestic pricing policies are not market determined, and imply
significant subsidies to the consumers and losses to the company. Its domestic activities are
an important central government fiscal tool.
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Table 4.1. Venezuela: The Non-Military Public Sector; 1992

Cera De:-enralized Loal : SOEs Oi and
(.overmet-t Pe oheml

* The Presidency, * 46 Institutos The states and 120 firms including PDVSA and its
* 16 ministries, Aut6nomos, municipalities, these in which the affiliates
* 6 Oficinas * 9 Regional although they government holds at including

Centrales, Development are distinct least a majority PEQUIVEN.
* The Attorney Corporations, and subnational share: CADAFE,

General's Office, * about 37 other levels of CANTV, SIDOR,
and units including government, CSB, EDELCA,

* The Supreme small firms, they are de ALCASA,
Electoral Council. foundations, facto agents of INTERALUMINA,

funds, cultural, the national BAUXIVEN,
and educational administration. FESILVEN,
entities. CAMETRO,

._____________ ____________ FERROCAR, VTV.

4.B.2 Public Spendina Trends and Composition

4.6 Spending from 1970-88. Changes in the level and allocation of public
expenditures from 1970-88 reflected the government's response to the two oil shocks during
the 1970s and the 1976 oil sector nationalization. Spending inefficiencies arose because: 1)
public spending increased quickly to unsustainable levels between 1970-82; and 2)
expenditures favored PDVSA and the SOEs at the expense of the basic public sectors.

4.7 The upward trend in expenditures accelerated after the 1979 oil shock but
slowed for a few years when oil prices declined after 1982. However, the government
decided to stimulate economic growth by increasing current spending when oil prices
collapsed in 1986 to their lowest level since 1976. Capital spending showed a large and
unsustainable increase in 1974 in response to the first oil shock, and although it declined
thereafter, the reduction was not smooth and until 1988 spending was not consistently lower
than in 1973 (Figure 4.1).

4.8 Several changes characterized central government spending by sector from
1970-88 (Figure 4.2). Spending in the social sectors appeared to be more stable than
expenditures in other areas. Social spending increased from 6.6 percent of GDP in 1970 to
10.5 percent in 1981, but with the fall in oil prices and fiscal revenues declined to 7.9 of
GDP percent in 1989. However, spending in the "productive sectors" (mining, industry,
agriculture) increased from 5.1 percent of GDP in 1970 to 10.6 percent in 1981. At the
same time, debt service and transfers to decentralized units and local governments increased
from 4.3 percent of GDP in 1970 to 18.5 percent in 1974, and in 1987 were still 11.4
percent.
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4.9 From 1970-88, the rmtio of current to capital expenditures increased because
capital spending bore the brunt of reductions. Wages and salaries were the largest single
component of cuffent spending, although these declined from 7.1 percent of GDP in 1970 to
4.7 percent in 1988. The rigidities in cuffent spending were due in part to personnel
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increases and to rising external debt service and transfers to decentralized units and local
governments.

4.10 SOE investments paralleled those of the central government for the period.
There were large expenditure increases in the 1970s and a scaling down in the first half of
the 1980s. Similarly, the downward trend was reversed in 1986, as the government pursued
expansionary fiscal measures. Operating expenditures increased almost every year from
1970-82, reflecting increased investments in the industrial, mining, and petrochemical
sectors. Although these expenditures declined in 1983 and 1984, their share of GDP almost
doubled from 1970-88. Central government transfers to the SOEs followed the pattern of
SOE investments (Figure 4.3).

Figure 4.3
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4.11 PDVSA's operating expenditures were rather stable from 1976-88, but since
production declined by 70 percent from 2.3 million bpd in 1976 to 1.6 million bpd in 1988,
the cost per barrel was higher. The rationale for PDVSA's increased capital investments
from 1976-82 (Figure 4.4) could be that there had been no investment in the oil industry for
several years before it was nationalized in 1976.

4.12 Public Spending after 1988. The main determinants of spending after the
Perez administration took office were: 1) the reform program; 2) the oil windfall of 1990-91;
and 3) the five-year investment program. Total public sector spending declined from 34
percent of GDP in 1988 to 31.3 percent in 1989. However, the restrictive fiscal policy was
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relaxed in early 1989 and, combined with the Gulf War oil windfall and congressional
approval of the administration's investment program, total public expenditures increased to
35.3 percent of GDP in 1991. Spending again declined to 30.1 percent in 1992, when oil
prices collapsed, but the cuts have not been enough. There were large fiscal deficits in 1992
and 1993 (see Chapter 1), and the 1989-93 figures indicate that PDVSA's activities have
expanded at the expense of the central government's operations.

Figure 4.4
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4.13 Current Expenditures after 1988. The main change after 1988 has been the
level and allocation of current spending, which declined from 19.3 percent of GDP in 1988
to 15.5 percent in 1993 and shows the influence of the adjustment program (Table 4.2). The
new composition reflects: a) reduction in subsidies; b) reduction of the export bonus;
c) reduction of expenditures for non-budgetary items; and d) increase in targeted social
programs. These changes are a step in the right direction, but more needs to be done.
Restructuring of ministries and privatization of SOEs have not been completed. As a result,
transfers from the central government to the SOEs increased from 0.5 percent of GDP in
1988 to 1.0 percent in 1991, although they declined to 0.5 percent in 1993. Central
government wages and salaries remained almost constant during 1989-93 at about 4.4
percent.
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Table 42: Central Government's Spending Allocation; (GDP Share)

. ,~~~39

C4nbsrhl 9ubsid;" 0.6 0.0

Expyn Borm 0.7 0.0

NQwbudgduy Itum 0.6 0.2

Exchanp Lm 2.5 0.0

Social Provan 0.0 0.8

4.14 SOEs and PDVSA operational expenditures also changed after 1988. They
declined for the SOEs, reflecting a decrease in the number of firms as a result of
privatization (see Chapter 1), but increased for PDVSA (Figure 4.5). Because of oil
depletion, production is moving to lower-quality fields where production is more expensive.
PDVSA's employment levels rose and wages and salaries increased from 1.1 percent in 1987
to 1.6 percent in 1991, both coinciding with higher production because of the Gulf War.

Flgure 4.5
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4.15 Cait l dtu_-satr1. Capital excpenditures after 1988 have been
determined by the 1989-93 investment program, prepared by the Ptrez administration, and
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approved by Congress after delays in mid-1990 (Table 4.3). The smallest allocations were
for water and sanitation, education, and health; the largest for PDVSA, the SOEs (power,
steel, and aluminum), transport and agriculture. Total public sector capital spending declined
between 1988 and 1990 from 13.9 percent to 12.5 percent, mostly through capital formation
of the central government, then increased to 14 percent in 1991, once the investment
program was approved by Congress and larger fiscal revenues became available because of
the oil windfall. However, capital spending dropped to 10.1 percent in 1993, its lowest level
since 1985, because oil fiscal revenues collapsed (Figure 4.6).

Table 4.3: Composition of the Five Year (1989-93) Investmnent Program

Billions of As percent of
Constant 1989 Bs the total

Total of Investment 1,065.2 100.0
of which:

PDVSA 324.7 30.5

Transport Infrastructure 170.4 16.0

Housing Construction 85.2 8.0

Electricity 84.4 8.0

Steel 32.0 3.0

Aluminum 37.1 3.5

Agriculture 80.0 7.5

Education 47.9 4.5

Health Facilities 18.1 1.7

Water and Sanitation 26.6 2.5

Other 158.8 14.8

4.16 As part of the adjustment program, the allocation of capital expenditures to the
central government declined from 7.1 percent in 1988 to 2.8 percent in 1989, and capital
formation (i.e. non-financial investment) from 3.2 percent in 1988 to 0. 1 percent in 1989.
From 1989-93, central government capital formation has not risen above 1.3 percent.

4.17 The SOE's capital formation and inventory accumulation increased from 5.6
percent of GDP in 1988 to 6.2 percent in 1989, but declined to 2.9 percent in 1992, partly
because of privatization. Declines in capital transfers from the central government after the
oil windfall also led to less capital spending by SOEs. Only PDVSA's investments
increased, from 2.9 percent of GDP in 1988 to 5.3 percent in 1992, although they declined
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Figure 4.6
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to 4.2 percent in 1993. These changes reflect the implementation of the company's multi-
year investment program, including large outlays to maintain production capacity.

4.B.3 Public Administration Performance

4.18 Venezuela's public administration sector (PAS), defined as the central and
decentralized government, is widely regarded as inefficient because of: 1) its size in terms of
the number of agencies and employees; 2) unsatisfactory recruitment and compensation
policies; 3) poor coordination among agencies; 4) unsound budgetary practices; and 5)
centralized funding and decision-making. The agencies, institutes, and other organizations
that proliferated during the 1970s and 1980s are still part of the PAS, as Table 4.1 shows.

4.19 Efforts to reduce employment in the public sector (including the PAS, SOEs
and PDVSA) have resulted in a decline from 20.2 percent of the economically active
population (EAP) in 1982 to about 16.8 percent in 1992. Formal, as opposed to contract,
employees of the PAS have declined from 6.9 of the EAP in 1989 to 5.6 percent in 1992.

4.20 The decline in numbers has not been accompanied by any major improvement
in personnel practices. From 1989-92, compensation to PAS workers increased 4.7 percent
annually in real terms, but the compensation to (formal) employees declined 1.9 percent. In
addition, there is no clear career path for civil servants, and little relevant training to
improve their skills and prospects for better positions. This makes it extremely difficult to
attract and retain qualified civil servants at the higher levels and undermines the
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government's ability to implement effective economic policies. High turnover leads to poor
institutional memory.

4.21 The civil service has problems with patronage, and it is also overstaffed at the
lower levels but dangerously understaffed at the professional levels. In 1991, out of 482,984
PAS formal positions, workers held 54 percent and employees 46 percent. Moreover, about
62 percent of the employees were administrative personnel classified in the lowest grades. In
1992, the situation changed slightly, and now employees and workers each have 50 percent
of the PAS positions.

4.22 There are significant salary differences. In 1991, the average monthly salary
for administrative personnel was US$162; for technicians, US$284; for high-level staff,
US$536; and for others, US$227. Moreover, workers are better compensated than
employees. In 1992, the average monthly pay of workers and employees was US$249 and
US$215, respectively.

4.23 Coordination Among and Within Government Units. By virtue of its
advisory mandate, CORDIPLAN sits on most interministerial committees that deal with
economic policy and public investment. However, it is constrained by time and human
resource limitations. Except at the Economic Cabinet level, its links with sectoral ministries
are weak. CORDIPLAN might usefully set priorities for issues and sectors it considers
critical, then concentrate on working closely with other government units to resolve technical
problems at the high- and mid-levels before presenting proposals to the Ministers.

4.24 Ministers often spend much time at Council meetings merely becoming
acquainted with policy alternatives--work that in many countries is usually done in briefings
by lower-level staff before the meetings. Because there is almost no coordination at the
middle management level (i.e., the Direcciones Generales Sectoriales), where the general
lack of policy design and implementation capacity is evident, the Ministers themselves must
devote time to making routine decisions--sometimes at Council meetings--that in other
countries are delegated to lower-level staff.

4.25 Budget Practices and Coordination. Bank ESW on budgeting in Venezuela
has identified several problems. The usefulness of the budget process as a fiscal management
and expenditure control instrument has been seriously eroded by deficiencies in the budget's
structure and organization. For example, budgets for ministries are normally based on
historical allocations, not on present priorities. Other problems are that transactions have
been financed with public credit under extra-budgetary accounts, and that internal control of
budget implementation is virtually non-existent. Moreover, there is no ex-post assessment of
the effectiveness of expenditures.

4.26 The 1992 Budget and Public Credit laws should correct some of these
problems. The budget law establishes the Office of the Budget (OCEPRE) as a regulatory
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agency to review budget implementation and disallow expenditure commitments without a
pre-established budgetary account. These new laws also impose strict conditions to prevent
authorizations for extraordinary expenditures and set a borrowing limit for the fiscal year.

4.27 It is too early to tell how these laws will be implemented, and there is yet no
attempt to monitor the effectiveness of expenditures. Similarly, the law should incorporate a
strong commitment to a balanced budget, and oil revenues should be projected on a multi-
year basis to make them more responsive to expected international market changes. The
government also needs a mechanism to prevent overspending in the event of oil price
windfalls so as to avoid some of the problems discussed in Chapter 3, especially over the
short- to medium-term while major public sector inefficiencies prevail.

4.28 Decentralization. Since most public sector decisions and project design and
implementation have been highly centralized, state and municipal institutions are not
equipped to plan, budget, monitor, or control investments. Moreover, although allowed by
law to collect revenues, the municipalities have instead relied on central government grants to
cover their expenditures.

4.29 Since 1989, when Congress approved the Decentralization Law, responsibility
for some activities has been transferred to the local governments. For example, highways,
ports and airports and the corresponding user fees are now administered locally. The law
allows the local government to take over delivery of a number of basic services, including
health, education, transport, and water. However, there is no institutional framework or
administrative procedure to guide the gradual transfer of responsibility for these services.

4.30 Although decentralization would permit better identification of the demand for
public services and more efficient service delivery, it is potentially a major source of fiscal
imbalance for two reasons. First, the states and municipalities have very little experience in
providing goods and services. Second, through the "situado constitucional,"1 ' large
transfers of funds from the central to local governments are occurring without an actual
transfer of responsibilities for service provision.

4.B.4 Sectoral Performance

4.31 The decline in oil revenues after 1982 and the contraction in central
govemment spending (especially on capital formation) have made it extremely difficult for
the govemment to meet the increasing demands for public services and to alleviate poverty.

4.32 A) Health Sector. Health conditions have deteriorated in the last decade. For
example, the infant mortality rate increased by about 10 percent from 1980 to 1989 and there

I/ ITe situado constitucional is a legal transfer of revenues from the central government to the local
govemment. In particular, about 20 percent of ordinary revenues must be transferred each year.
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is some evidence of an increase in the proportion of low birthweight babies in the same
period. The proportion of children covered by immunization programs has decreased.
Malaria cases expanded from 4,200 in 1982 to 47,000 in 1990. This decline in public health
is due in part to a decrease in the coverage and quality of health services that can be ascribed
to inadequate financing and inefficient resource use.

4.33 Public health services are centralized in two organizations, the Ministry of
Health and Social Assistance (MSAS) and the Venezuelan Social Security Institute (IVSS).
MSAS depends almost entirely on central government financing, with states contributing less
than 10 percent of operating expenditures. Its facilities are available to the population at
large. IVSS health facilities are financed through earmarked payroll taxes, employer
contributions, and central government funding, and are available only to formal sector
workers and their families.

4.34 Health sector expenditures declined from US$102 to US$55 per capita between
1985 and 1988, and remained at about US$55 per capita through 1990, or about 3.1 percent
of GDP. They increased in 1991-92, but at 3.7 percent of GDP, are lower than in other
countries in the region.

4.35 The reduction in resources was not accompanied by attempts to increase
efficiency. For example, instead of reducing employment, both organizations added tens of
thousands of personnel to their rolls during the 1980s. Unit cost data are not available
because of lack of hospital cost accounting, but staff expenditures absorb about 70 percent of
total spending, leaving little for other operating costs.

4.36 The staffing of health facilities is not only bloated but also distorted. Both
physicians and unskilled workers are overrepresented in comparison with middle-level
personnel such as nurses. Physician productivity is low; outpatient visits per physician-hour
at both IVSS hospitals and clinics have been documented at about half the government norm.
Absenteeism, disability claims, and abuse of sick leave are common in MSAS and IVSS
facilities. To fill in for absentees, the government has a supernumerary body equal to 7 to
10 percent of budgeted positions. 'Substitutes" have been estimated at 20 percent of the
employees in the health facilities. Finally, shortages of drugs and supplies and diagnostic
equipment in need of repairs are major problems.

4.37 Since 1989 real budgetary allocations and public health expenditures have
increased but have not been large enough to offset pre-1989 declines. In 1991, the largest
MSAS budget category continued to be personnel expenditures, followed by support to other
institutions. Real allocations for personnel after 1989 are not much different from before,
but real allocations to support other institutions are markedly higher, a possible effect of
implementing the decentralization program. Real allocations for complementary inputs,
materials, equipment, and furniture have remained mostly unchanged since 1989. At the
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same time, there is no evidence that the quality of health services has improved in recent
years.

4.38 B) Education Sector. A massive expansion of education took place from
1960-90. Today, 97 percent of children have access to primary school, and the educational
level of the labor force has improved significantly. However, only 63 percent of students
starting primary school complete grade six and only 46 percent complete grade 9.

4.39 In a recent international test of reading achievement in 31 countries,
Venezuelan nine-year-olds ranked fourth to last and 13-year-olds ranked third to last, above
only Nigeria, Zimbabwe, and Botswana. In both groups, only 5 percent of the Venezuelan
students performed at or above the international mean. Adult illiteracy is roughly 13
percent, compared with 5 percent for Argentina and Uruguay and 6 percent for Costa Rica
and Chile.

4.40 The poor performance of Venezuelan students on standardized cognitive tests
indicates inefficient spending rather than inadequate resources. Although educational
spending in 1992 was about 10 percent lower than in the mid-80s, the US$800 per student is
above the Latin American average. Inefficient spending arises from: 1) the disproportionate
allocation for personnel rather than classroom expenditures; and 2) the skewed distribution in
favor of higher education.

4.41 In 1992, spending on personnel was at least 90 percent of total outlay, and
administrative and support workers at the Ministry of Education (MOE) were far more than
required. The ratio of teachers to administrators and workers is estimated at about 2:1,
compared with 8:1 or more in better-managed systems. In contrast, school infrastructure,
educational materials and other non-salary items represented only 5 percent of the primary
education budget. Spending per student on books--which research has shown to be one of
the most cost-effective investments--is estimated to be less than one-quarter of the level
deemed adequate for primary school students, leaving them almost wholly dependent upon
the teacher's skills. The primary schools have a very low student-teacher ratio. From 1980-
90, the average class size fell from 33.6 students to 26.7, one of the lowest ratios in Latin
America. This is a positive change, but the limited information available suggests that
teachers are poorly qualified.

4.42 The quality of secondary education is believed to be very low. The results of
the last standardized tests, in 1984, yielded average scores of 10 out of 100 for mathematics,
15 out of 100 for chemistry, and 20 out of 100 for biology and physics. Students in private
schools scored twice as high overall as students in public secondary schools and three times
as high in mathematics.

4.43 Spending not only is inefficient but skewed. Although the allocation for
primary education increased very substantially from 18 percent to 25 percent of total sector
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expenditures during 1989-92, primary education represented only 25 percent of the MOE's
budget while higher education received 32 percent in 1992. Also, the share of expenditures
assigned to "other educational institutions" not included in the MOE's budget increased
during 1989-92. These are normally higher education institutions.

4.44 Outlays on higher education (as a percentage of the education budget and in
relation to GDP) are among the highest in the world, although the rate of return is lower
than for other education levels. Despite the enrollment of a very large number of students,
the percentage of graduates is not high.

4.45 C) Poverty Alleviation. The drastic decline in the terms of trade after 1982,
but more importantly, the poor economic policy of decades, caused an increase in the
population living in poverty during the 1980s (see Chapter 2). Before the Perez
administration, poverty alleviation programs employed inefficient indirect subsidies that
were very costly and often did not reach the very poor.

4.46 In May 1989, the administration started the Presidential Committee for Poverty
Alleviation to cover three broad programs: basic needs, worker protection, and government
service delivery. These programs, targeting poor families and low-income workers, account
for 16.1 percent of expenditures in the social sectors and about 1 percent of the central
government's budget. The Ministries of the Family, Education, and Health administer the
resources for poverty alleviation, and the MOE manages about 78.8 percent of the budget
through its Food and School Materials programs. The poverty alleviation programs include
nutritional supplements to pregnant women and their children, expanded coverage of low-cost
pre-school options, and aid to low-income families with primary school children. Reaching
the intended targets is still a problem. For example, a disproportionate share of public
spending is absorbed by overheads and high-cost hospitals and universities at the expense of
basic health and education.

4.47 D) Transport Sector. Road transport is the country's dominant mode. The
central government normally prepares and finances the highway construction and
maintenance programs, to which the states sometimes allocate a small proportion of their
situado. The states contribute more for feeder and local access roads, but until recently the
design and construction of these roads was a central responsibility. The government is now
implementing inter-urban programs that establish road user charges and is granting
concessions for private sector construction and operation of expressways.

4.48 A 1991 survey of the paved network showed that: 1) 26 percent of the
network is in good condition and essentially requires only routine maintenance; 2) 54 percent
is in fair condition and will soon require resurfacing; and 3) 20 percent is in poor condition
and requires extensive reconstruction. Routine maintenance has generally been carried out
under mandate by state directorates. However, poor management of equipment and lack of
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spare parts have contributed to the rapid deterioration of machinery. Leis than half of the
fleet of about 1,000 units is in operating condition.

4.49 Annual road expenditures have varied widely according to the availability of
funds. Maintenance expenditures were about US$60-80 million until 1986, but declined
drastically afterwards. In 1992, the maintenance budget was increased to about US$80
million. The DGSVT and all maintenance districts have a staff of about 4,000. These units
find it difficult to build competent staff because of freezes on hiring and lack of incentives
such as career development.

4.50 E) Water and Sanitation Sector. The coverage of drinking water and
sanitation services is high relative to other Latin American countries. Eighty-five percent of
the urban population have connections to water systems and 61 percent to sewerage systems.
Reliable data on services in rural areas are not available. However, the available figures
suggest that the percentage for water service coverage does not deviate significantly from that
in urban areas, but that a much smaller percentage enjoys sanitation facilities.

4.51 Although coverage is relatively high, the standard of service is unsatisfactory
and has steadily deteriorated for several reasons: procedural, technical, and managerial
problems in operations and maintenance; administrative problems in billing and revenue
collection; and a lack of incentives for efficient management and personnel training. The
priorities for the sector are to implement a new water sector law and tariff structure and to
privatize the Caracas water system.

4.C Recommendations

4.52 To increase the efficiency of spending, the Government should consider these
measures:

A) The budget should provide a mechanism to prevent over-spending when
unexpected oil revenues are earned. Projections of oil revenues should be
made by using a multi-year formula that takes into account expected changes
in international oil prices. Budgetary ex-post reviews should also be a serious
consideration.

B) Balance the expenditure mix within sectors by allocating less for wages and
salaries and more for other inputs. This will mean reducing the number of
public sector employees and reviewing recruitment and compensation
practices.

C) Reverse the downward trend in capital spending by changing public spending
allocations. This would imply, among other things, privatizing SOEs and
allowing extensive private investment in the oil sector so as to free public
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revenues for the main responsibilities of the government: the social sectors,
poverty alleviation, and basic infrastructure.



Chapter 5. Savings and Investment

5.A Introduction

5.1 Over the past 23 years, the government, through oil taxes and direct
investments in many sectors, has made most of the decisions on how and how much to save
and invest. Savings and investment rates generally have been high but volatile, and the
returns have been low.

5.B Main Causes of Low Investment Retums

5.B.1 Savings and Investment: Level and Variability

5.2 Background. Sound economic policies are necessary for sustained growth,
not only because they foster high and stable savings and investment rates, but also because
they influence the profitability of investments. Profitable investments increase GDP and
improve living standards. An economy such as Venezuela's from 1970-88--closed, oil-
dominated, and with significant distortions in goods and factor markets--is not likely to foster
profitable investments.

5.3 Savings and Investment Levels. Venezuela's savings rate from 1970-91, at
about 25 percent of GDP, is higher than for other upper middle income countries such as
Argentina and Mexico; it was also higher than Korea's through 1982. The average 1970-91
rates for these countries were 19, 21, and 27 percent, respectively (Figure 5.1). Investment
rates in Korea, Venezuela, Mexico, and Argentina averaged 29, 22, 21 and 17 percent,
respectively (Figure 5.2). Korea had the highest average rates for all countries during 1970-
91, moreover, since the early 1980s its rates have been significantly higher than in the Latin
American countries, including Venezuela.

5.4 It would appear that Venezuela should continue to save more than countries
similar to it because it depends so heavily on income from an exhaustible natural resource.
Although it has large reserves of condensate, light, medium, and heavy crude oil that give it
a reserve-to-production ratio of 75 to 1, that is, 75 years of production at the current
production level, recent information indicates that about 50 percent of proven reserves are
extra heavy oil requiring expensive capital-intensive investments (Table 5.1). Under most
likely international oil price scenarios, the return on these investments will be modest at best.

5.5 The trend of oil income per capita further confirms the need for savings. It
reached US$1,728 in 1974, measured in constant 1985 dollars, but fell to only US$441 in
1993. PDVSA's cost per barrel is increasing, and international prices are expected to remain
almost constant in real terms in the coming years (see Chapter 2). Unless there are new
discoveries of light and medium crude, or prices increase sharply, profitability will continue
to decline. Under the reform case scenario (see Chapter 2) oil GDP per capita in constant
prices might be about US$471 by the year 2000 (Figure 5.3), enough to make a strong case
for Venezuela to maintain high domestic savings rates and to invest wisely.
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Table 3.1: Proven Reserves

Proved Reservee in billions
:(10' of barrels

Resource Base Barrels Percent:

Condensate (above 45° API) 2.0 3.1
Light oil (above 32° API) 8.5 13.1
Medium oil (between 22' to 31.90 API) 9.1 14.1
Heavy oil (between 14° to 21.9° API) 15.3 23.7
Extra heavy oil (between 8° to 13.90 API) 29.7 46.0

Total crude oil 64.6 100.0

Bitumen (ess than 8' API) 70.0

5.6 Saingl and Jhn Mt Variability. International oil market developments
and the lack of policies to smooth out their impact have had a significant influence on the
country's comparatively high but unstable savings and investment rates. From 1970-91, the
savings-to-GDP ratio showed large changes. In 1970, it was about 20 percent, reached a
peak of 37 percent in 1974, then in 1983 after the second oil shock dropped to 21 percent.
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During the same period, the ratio of investment to GDP changed also, increasing from 21
percent in 1970 to 35 percent in 1977, then declining to 13 percent in 1983 and 10 percent in
1990.

5.7 Savings and investment rates have not supported high economic growth in
Venezuela. Its average annual growth rate was only 2.5 percent for overall GDP and 3.5
percent for non-oil GDP during 1970-91; the average annual growth rate in Korea was 8.9
percent in the same period. Moreover, Venezuela showed the highest variability in economic
growth and Korea the lowest in a comparison with Mexico and Argentina (Table 5.2).
Venezuela's savings and investment rates were as high (through the early 1980s) and variable
as Korea's (Table 5.3) in the same comparison, showing that Venezuela's poor growth
performance is not due only to the level and volatility of savings and investment rates.

Table 5.2: International Comparison of GDP:
Average Annual Growth Rate and its Variability "; 1970-91

GDP Annual Growth Rate
0 Country0000000 0j Average- VariabiRlty

Argentina 1.23 4.03
Korea 8.88 3.60
Mexico 4.27 3.83
Venezuela 2.49 4.67

"Variability is the standard deviation of the GDP growth rates

Table 5.3: International Comparison of Savings and Investment Variability;"
1970-91

1970-91 1970-80 l98"0-9

Couitry Savings Investment Savings Investment _.fSavingsi Investment

Argentina 4.02 5.34 2.58 1.45 2.42 4.46
Korea 8.49 5.27 5.73 4.77 6.62 4.43
Mexico 2.60 3.57 1.76 2.00 3.40 4.34
Venezuela 5.43 6.49 5.10 4.99 4.64 5.06

"Variability is the standard deviation of the GDP shares
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5.B.2 Total Factor Productivity Growth!'

5.8 The decline in output growth since 1973 has been strongly determined by a
drop in total factor productivity growth (TFPG), which measures changes in output per unit
of all inputs combined. In fact, the contribution of TFPG to overall economic growth in
Venezuela has been negligible since the 1950s, and in most years after 1970 has been
negative.

5.9 Table 5.4, showing the relationship between TFPG and economic growth in
Venezuela and selected developed and developing countries from 1960-87,2' indicates that
the decline in the average growth rate in the Latin American countries, and in Venezuela in
particular, was accompanied by reductions in TFPG after 1972.2'

5.10 Estimates of Venezuela's economic growth, labor and capital input growth,
and TFPG (Table 5.5) show that both labor and capital input growth were comparatively
high until 1982, consistent with the high savings and investment average rates. However,
with the exception of the 1990-92 period, both labor and capital productivity growth were
negligible or negative, and economic growth rates were comparatively low after 1973.

5.11 The decline in output and TFPG coincides with excessive government
intervention in the economy, mainly after 1970, and with inappropriate economic policies.
The nature of the public investments and the economic framework in which they were made
provide a convincing explanation for the poor results.

5.B.3 Public Investments

5.12 Venezuela's high savings and investment rates have not supported high and
sustained economic growth. Savings and investment levels have been strongly linked to
government decisions because the state collects most of the oil income and public investment
has been a large share of GDP. The shares of private and public (fixed) investment changed
drastically after 1970 because of the increasing role of the government. In 1970, they were
17 percent and 5 percent of GDP, respectively; by 1982 they had been reversed to 7 percent
and 15 percent, respectively.

1/ This section is based in full on Paredes, Carlos E., Productivity Growth in Venezuela: The Need to Break
with the Past, unpublished, August 1993.

/ In order to estimate the TFPG, the growth of each factor is weighted by its share in total cost. The
difference between output growth and factor input growth, the residual, is equal to TFPG, which itself
equals the weighted sum of growth in labor productivity and in capital productivity.

3/ World Bank. World DeveloDment Regort 1991. N.Y. Oxford University Press, p.45
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Table 5.4: Output Growth and TFPG,
Seleted Re&ons and Countries; 1960-1987 (n Percent)

-30t - - j;i 00000000960-73 ;0X00- -1973-7 10-7 90019603 1973-17 194047.

DEVELOPING COUNTREES

Afrka 4.0 2.6 3.3 0.7 -0.7 0.0

EuatAsia 7.5 6.5 6.8 2.6 1.3 1.9

Burope, Middle East, and N.Africa 5.8 4.2 5.0 2.2 0.6 1.4

La Amealc 5.1 2.3 3.6 1.3 -1.1 0.0

Venebda 4.2 2.8 3.4 0.2 -1.2 -0.8

South Asia 3.8 5.0 4.4 0.0 1.2 0.6

Sixty-eight economirc 5.1 3.5 4.2 1.3 -0.2 0.6

INDUSTRIAL ECONOMIES

France 5.5 2.1 3.9 2.3 0.9 1.7

Oenany I/ 4.3 1.8 3.1 1.9 0.9 1.4

UnitedKingdom 3.3 1.3 2.4 1.7 0.6 1.2

Unitaed Stes 3.7 2.2 3.0 1.0 -0.1 0.5

Notes: Estinutes for developing countries are based on a sample of sixty-eight economies. The estimates for the industrial economies
cover the period up to 1985 only.

_/ The Federal Republic of GermAny before reunification with the former German Democratic Republic.

Source: World Bank and Carlo E. Paredes estimates

Table 5.5: Output, Factor Input and Productivity Growth
in Venezuela; 1921-92 (in Percent)

Growth in: 1921-43 1944-58 1959-73 1974-82 1983-89 1990-02

Output 6.03 10.52 4.18 3.14 -0.50 7.86

Factor Input 4.40 6.99 3.53 5.25 1.07 1.73

Labor 1.28 3.64 3.51 3.21 2.75 2.54

Capital 7.51 10.34 3.56 7.30 -0.62 0.93

TFP 1.64 3.53 0.65 -2.11 -1.57 6.13

Labor Productivity 4.75 6.87 0.68 -0.07 -3.25 5.33

Capital Productivity -1.47 0.18 0.63 -4.16 0.11 6.93

Source: Carlos Paredes estimates based on an updated version of Baptista (1991)
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5.13 In the early 1970s, the govemment began using the windfalls from oil
revenues to try to diversify production away from oil. The increase in public investment by
the SOEs reflects this policy. From 1970 to 1992, these investments averaged 6.1 percent of
GDP, and increased as a share of GDP from 2.3 percent in 1970 to 11.7 percent in 1977.
They were made in many sectors, including steel and aluminum. Today, large companies
producing resource-based manufactures are managed by the state-owned Corporaci6n
Venezolana de Guayana (CVG). Public investments in the power sector have supported the
steel and aluminum industries, and the government has also invested in petrochemicals and
oil.

5.14 Many SOEs received transfers and direct and indirect subsidies through export
bonuses and input prices, and after 1982, when oil prices and fiscal revenues declined, the
SOEs supported their investments through external debt. When they were unable to meet
their debt service obligations, the central government stepped in to assume responsibility.
Many SOEs were adversely affected by economic policy, which, for example, set prices
below opportunity cost.

5.15 Since 1989, many of these companies have had to operate in a competitive
environment with less financial support from the government. Most CVG companies are in
severe financial difficulties and some are near bankruptcy. In the power sector, major
regulatory and tariff problems persist and most public companies still receive government
transfers. In the oil sector, the Government must resolve some institutional, legal, and
taxation issues and liberalize domestic fuel prices to encourage private participation.

5.16 A) Steel. In 1991, steel production was about 2.7 million metric tons (mmt), or
about 0.4 percent of world production. The iron and steel sector accounts for about 1.5
percent of GDP and 3.5 percent of merchandise exports. SIDOR, the main domestic steel
producer, is a CVG company that started operations in 1964. It is fully integrated and
processes iron ore into a wide range of semi-finished and finished steel products. In 1978,
after a major expansion, SIDOR's production capacity increased from 1.2 mmt to 4.8 mmt of
liquid steel.

5.17 Since 1989, policy in the steel sector has changed significantly. The price and
trade liberalization programs have reduced import tariffs on steel products from 24 percent to
8 percent of cif prices, eliminated quantitative restrictions on steel imports, and decontrolled
domestic prices for almost all steel products. The CVG changed the prices of its key inputs
to SIDOR: iron ore is supplied at export opportunity cost, and electricity is supplied at the
same price paid by other industrial users, which is still below long-run marginal cost. The
government has eliminated all operating and capital transfers to SIDOR and has not given it
new loan guarantees.

5.18 At the beginning of the Perez administration, SIDOR faced major technical,
managerial, and financial problems, and the Cabinet approved a new business strategy
including a restructuring program for the company in October 1990. The three main
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elements of this strategy are to: 1) focus operations on flat products; 2) privatize non-flat
facilities, including the seamless pipe mill and the rod and bar mills; and 3) capitalize 60
percent, or US$900 million, of SIDOR's extemal debt. The government assumed part of this
debt and the Cabinet agreed to monitor several performance targets for the company.

5.19 As a result of economic policy changes and its new business strategy,
SIDOR's efficiency and profitability have increased somewhat since 1991. Its total unit costs
are low by international standards, partly because of Venezuela's low-cost energy and iron
ore, and its operating unit costs have declined and labor productivity and capacity utilization
have increased. However, SIDOR's labor productivity and profitability remain low by
international standards, and its return on investments--about 2 percent in 1991--is extremely
low and insufficient to finance its proposed investment program.

5.20 SIDOR's investment program for the next five years will cost about US$600
million, of which half is for modernizing the flat product facilities, especially the hot rolling
mill. Other major components include environmental damage control improvements and new
computerized systems. The company expects to finance its investment program with internal
funds and commercial borrowing, but no financing has been secured. Since its potential as a
low-cost international steel producer has not been realized in the past 30 years under public
ownership, the government should consider privatizing it.

5.21 B) Aluminum. VENALUM, Venezuela's largest primary aluminum producer,
was created in 1973 and started production in 1978. It has an installed capacity of 430
thousand metric tons (tmt), and produces--at an average of 388 tmt from 1989-91--about 67.6
percent of total domestic primary aluminum. Its exports average 70 percent of its
production. At the end of 1990, the firm's total equity was about US$423 million; CVG
holds 80 percent of the shares and a group of Japanese companies holds the rest.

5.22 ALCASA is the country's second largest primary aluminum producer. It was
created in 1960 and started operations in 1965. It has an installed capacity of 214 tmt, and
produced 207 tmt in 1991, of which about 60 percent was exported. At the end of 1991,
ALCASA's total equity was US$380 million; CVG holds about 92 percent and Reynolds
International the rest.

5.23 Today, despite large personnel reductions, both companies have financial
problems resulting from large expansions between 1989-91 that increased their indebtedness.
From 1989-91, VENALUM invested about US$229 million, mostly in capacity expansion,
and at the end of 1990 its total debt was about US$560 million. The company had an
operational deficit of about US$81 million in 1992, partly as a result of a 21 percent decline
in international prices from 1991 levels. From 1989-91, ALCASA invested about US$295.3
million, and at the end of 1991 its total debt was about US$733 million, of which only
US$292 million was long-term debt. In 1992, ALCASA's operational losses were about
US$100 million.
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5.24 The companies have cost advantages over their competitors, including cheap
hydropower, natural gas and labor, and import tariffs on inputs; however, low international
prices and domestic factors have created financial difficulties. These factors include the
companies' large debt overhang, associated with their 1989-91 expansions, and the
elimination of current and capital government transfers in 1990. Their financial situation
indicates the need for privatization.

5.25 C) Power Sector. The power sector has seven private companies, of which
the most important is Electricidad de Caracas that supplies most of the Caracas metropolitan
area. There are also four major SOEs: EDELCA, CADAFE, ENELVEN, and ENELBAR.
EDELCA owns and operates the hydro-plants on the Caroni river; it is a CVG company and
the main electricity supplier to the group. CADAFE serves most of the country, including
about 60 percent of residential users, ENELVEN provides electricity to Maracaibo and the
western state of Zulia, and ENELBAR serves the Barquisimeto metropolitan area.

5.26 Supported by large public investments and transfers from the government, the
SOEs' participation in electricity generation increased from 20 percent in 1960 to 90 percent
in 1991, while electricity coverage increased significantly to reach about 90 percent of the
country. From 1990-92, the government's transfers to CADAFE and EDELCA were Bs
14,250 million and Bs 16,150 million, respectively, or about 0.3 and 0.4 percent of 1992
GDP, respectively. Of these transfers about 40 percent cover current expenditures. Despite
excess capacity and inefficient use of electricity, in 1990 Congress approved a large 1990-93
investment program, of which half was assigned to EDELCA for the Macagua II project.

5.27 To eliminate transfers to the companies, the government should: 1) improve
the sector's institutional and legal environment; 2) implement efficient tariff policies; and
3) privatize many of the SOEs.

5.28 In the last few years there have been improvements in the power sector's
institutional environment, but more needs to be done. In 1989, the government issued
Decree 369 creating the Tariff Committee (TC), which includes representatives from
CORDIPLAN, MEM, FIV, and the CVG. The TC was established to: 1) implement the
tariff-setting principles; 2) define the target minimum rate of return for electricity companies;
3) review tariff adjustment requests by the utilities; and 4) recommend tariff adjustments to
the government. Its performance has been unsatisfactory because it is technically weak and
it is not independent of the sector. In 1992, the government established the interministerial
Electric Energy Regulatory Commission (EERC) and its technical support agency
FUNDELEC. This agency will provide independent analysis to the commission.

5.29 To correct the outstanding tariff problems, the government in October 1992
decreed a three-year adjustment program for residential and non-residential users, and for
bulk power purchased among utilities. The tariff adjustment program is reducing price
distortions in the sector, but cross-subsidies to residential users by commercial and industrial
users continue and should be eliminated. Moreover, besides the institutional and tariff
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changes started in 1992, the sector SOEs need to improve their technical and financial
management.

5.30 The government plans to privatize several SOEs in the near future, including
ENELVEN, ENELBAR, and Planta Centro (operated now by CADAFE).

5.31 D) Petrochemicals. Venezuela has an annual petrochemical production
capacity of about 4 million metric tons (mmt). In 1991, PEQUIVEN, a PDVSA subsidiary,
produced about 2.43 mmt of petrochemical products in its own facilities, and the joint
ventures in which it participates produced about 1.3 mmt. PEQUIVEN's main petrochemical
facilities include the Zulia-El Tablazo complex, which produces ethylene and propylene for
plastics, chlorine, and caustic soda; the Moron complex, which specializes in fertilizers like
ammonia and urea and industrial chemicals; and the Anzoltegui complex, which has an
annual production capacity of 0.5 mmt, including the MTBE plant completed recently.

5.32 Private sector participation in the petrochemical sector is increasing rapidly in
response to the more favorable foreign investment regime (established in Decree 727), the
availability of low-cost inputs, and the increasing size of the domestic market. The private
sector is also responding to a large U.S. demand for products such as oxygenates, used
instead of lead-ethyl substances to increase octane in gasolines. PEQUIVEN has partnership
arrangements with 22 private Venezuelan groups and 15 foreign companies. PDVSA has full
and partial ownership of several petrochemical complexes outside Venezuela, mainly in the
U.S. and Europe. Its production share in these facilities was about 3.5 mmt in 1991.

5.33 Before 1989, the petrochemical sector was adversely affected by domestic
price policies, in particular those that set prices of petrochemical products and fertilizers
below opportunity cost. After 1989, the prices of some petrochemical products, such as
propylene and ethylene, have seen substantial increases. At the same time, the government
has been phasing out subsidies on fertilizers.

5.34 PEQUIVEN has an investment program of about US$4.2 billion for 1993-98
whose main objective is to increase annual petrochemical production from about 4 to
14 mmt. The financing includes about US$1.2 billion of its own resources, US$0.8 billion
from investment partners, and US$2.17 billion of direct financing. In a break with past
practices, PDVSA will not make any financial contributions.

5.35 E) Oil Sector. PDVSA's investments, the government's largest, averaged 6.1
percent of GDP from 1976-93. They have been made in an economic environment
characterized by declining international oil prices (after the second oil shock), high and
discretionary oil income taxes and royalties, and large domestic consumer subsidies on oil
products. Thus, government policies have dominated PDVSA's investment decisions and
financial results. The little information available indicates that crude production is the most
profitable of its activities. However, after 1976 PDVSA increased its domestic and external
refinery capacity rather than its domestic crude production capacity. Moreover, its
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explorations for light and medium crudes (the more profitable types) were neglected after the
discovery of heavy crudes in the Orinoco Belt. Production declined from 3.5 million barrels
per day (mbd) in 1970 to 2.3 mbd in 1992. It is not clear how much of this decline is due to
international oil market conditions, government policies, OPEC membership, or other
factors.

5.36 Since the petroleum industry was nationalized in 1976, expenditures of about
US$6 billion to upgrade domestic refineries have been a major part of PDVSA's investments.
Its domestic refining capacity includes: 1) the Amuay refinery with processing capacity of
0.57 mbd; 2) the Card6n refinery with processing capacity of 0.28 mbd; 3) the Puerto La
Cruz/San Roque refinery complex with processing capacity of 0.2 mbd; and 4) the refinery
complex of El Palito/El Torefio with processing capacity of 0.11 mbd. These four refineries
have a combined installed atmospheric distillation capacity of about 1.1 mbd; their
conversion capacity is slightly over 0.8 mbd; and they processed about 1.0 mbd in 1992.
More important than these volumes has been the shift in conversion capacities, which has
reduced the yield of heavy fuel oil from 60 percent in 1976 to 28 percent in 1992, and
increased the yield of gasolines from 18 percent in 1976 to 34 percent in 1992. The yield of
middle distillates has increased from 12 percent in 1976 to 34 percent in 1992. This has
allowed PDVSA to supply the type and quality of products required by industry, mostly in
the U.S., Venezuela's main customer for refined products. As a result, PDVSA has
increased the exports of refined products from 542 mbd in 1985 to 617 mbd in 1992
(Table 5.6).

5.37 PDVSA has leased and purchased additional refining capacity abroad, which
enables it to process almost 75 percent of its crude oil production. Following a series of
acquisitions, mergers, and expansions that began in 1982, PDVSA's wholly owned
subsidiary, CITGO Petroleum Corporation, has become the eighth largest refinery and
marketer of refined products in the United States. It controls over 5 percent of the light
products market, and engages in the full spectrum of marketing activities with over 13,000
gas stations and terminals, lube oil plants, and pipelines. CITGO runs refineries in
Louisiana, Texas, New Jersey, Georgia, and Illinois. PDVSA's downstream
internationalization has also extended to Europe, where it owns several refineries on a 50/50
basis in Germany, Sweden, and Belgium.

5.38 PDVSA is the only supplier of refined petroleum products and natural gas in
Venezuela and its profitability has been negatively affected by low domestic prices,
determined by the Executive and significantly lower than fob export prices. Table 5.7 shows
the historical figures on volumes and prices in the domestic market; in 1991, the domestic
market consumed about 22.4 percent of Venezuela's total crude oil output. PDVSA's (and
therefore the government's) cumulative losses from 1982-91 by selling in the domestic
market what could have been sold abroad were about US$17.3 billion (Table 5.8). The
cumulative losses through 1993 would have been even larger, because domestic gasoline
prices were frozen in early 1992.
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Table 5.6: Crude Oil and Refining Production and Exports; 1985-92

MBD J Years 1985 1986 1987 1988 1989 1990 1991 1992

Crude Oil Production 1,694 1,876 1,863 2,001 1,954 2,211 2,458 2,412

Refinery Output 923 924 854 1,024 901 1,006 1,098 1,067

Crude Oil Exports 829 949 1,028 1,011 986 1,242 1,381 1,435

Refined Products Exports 542 585 492 639 638 639 737 617

Total Exports 1,371 1,534 1,520 1,650 1,624 1,881 2,118 2,052

Domestic Consumption 323 342 343 351 330 330 340 360

5.39 As part of the Five Year Plan, PDVSA seeks to invest in exploration and
production, including the heavy oil fields of the Orinoco Belt. It also plans to enlarge the
conversion capacity of its domestic refineries by almost 0.4 mbd by the end of 1998.
Chapter 7 explains the investment plan in detail.

Table 5.7: PDVSA's Domestic Sales, Volume and Prices; 1982-91

1982 1983 1984 1985 1986 1987 1988 1989 1990 1991,
Volune(MBD)
LPG 23 24 28 28 31 34 34 35 39 48

Gasolines 170 169 161 163 164 168 174 162 164 172

Diesel 76 71 58 51 58 59 61 57 61 65

Fuel Oil 58 51 47 50 51 42 40 43 34 19

Others 34 31 28 31 38 40 42 33 32 36

Natural Gas 142 148 180 183 182 186 187 185 204 212

Prices (Bs/BI.)
LPG 10.23 11.57 27.68 28.08 31.64 30.67 21.17 46.66 57.23 94.23

Gasoline 31.09 38.14 87.25 100.52 113.93 113.85 110.10 264.80 313.60 418.27

Diesel 10.45 10.36 32.20 44.24 43.27 43.27 43.03 85.67 166.26 367.77

Fuel Oil 10.32 11.01 22.52 27.06 28.72 28.87 27.01 57.00 139.87 423.36

Others 57.19 61.79 110.29 128.89 132.12 140.75 140.40 377.13 776.23 186.32

Natural Gas -- -- 19.37 22.64 23.58 24.62 24.60 53.00 72.16 105.22

Exchange 4.3 4.203 5.744 5.993 7.495 10.495 14.495 35.7 48.0 56.96
Rate .
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Table 5.8: PDVSA's Domestic Market Loes, nim-.i

-5*l (Milliesa 1135) 1R~ 1933 19U4 19S 1936 1917 195S -9U 1990 1991W1

At Internal 737.9 868.4 1335.1 1507.7 1392.9 1031.2 744.2 657.2 709.1 941.4 9925.2
MuAtd Price

If Expored 3,526. 2995.6 2930.6 2908.5 1438.0 1931.8 1643.7 1932.0 2311.4 1372.7 23,540.4
s CrudeOil 0

If Exported 3822.5 3530.3 3448.3 3271.6 1862.5 2276.1 1866.6 2137.4 2716.2 2168.0 27,199.5
a Rcfined Produs

Low vs. Cnude 2788.2 2127.2 1645.5 1400.8 45.1 900.5 899.5 1274.8 1602.3 931.3 13,615.2
Oil Exports Price I _

Lss vs. Products 3034.6 2711.9 2113.2 1763.9 469.6 1244.8 1122.4 1530.2 2007.1 1226.6 17,274.3
Expors Prie __28_0 _ _02_9_

Los vs. Avere 2331.7 2323.0 1302.9 1544.6 207.4 1011.9 936.6 1374.8 1739.6 1034.3 14,911.8
Export Price

5.C Recommendatio

5.40 Savings and investment rates in Venezuela, although comparatively high
through 1982, have been more volatile than in other Latin American countries, which may
explain in part the low returns on public investment. However, the most evident explanation
is the nature of these investments and the economic environment in which they were made.

5.41 The Government should consider these measures to eliminate inefficiencies:

A) Limit future public investments to the social sectors and basic
infrastructure.

B) Extend the privatization program to power, petrochemical, and other
industries in order to: 1) increase government revenues through the
sales; and 2) eliminate permanently the need to make transfers to SOEs
and cover their external debt obligations. Profitable private investments
would increase the chances for efficient and sustained growth and raise
the government's corporate income tax revenues.

C) Fully decontrol the domestic prices of fuel, petrochemicals, and
fertilizers. There is no economic rationale for price controls on
tradable goods.

D) Improve the institutional, legal, and fiscal environment of the oil
sector to encourage private investment and increase PDVSA's
efficiency.



Chapter 6. New Non-Oil Taxes

6.A Introduction

6.1 The government, fully recognizing the need to increase non-oil taxes, has
taken several major initiatives, including reform of the Income Tax Law in 1991 and the Tax
Code at the end of 1992. The Value Added Tax (VAT) was at first rejected by Congress in
1990, but through an Enabling Lawl' the caretaker government of President Velasquez
received congressional approval to implement it. The first stage of the VAT (wholesale
level) was implemented in October 1993; the second stage (retail level) was implemented in
January 1994, but was in place only briefly because of public opposition. At the end of
1993, the Economic Cabinet approved the Corporate Asset Tax (CAT), which went into
effect in January 1994.

6.2 In February 1994, the newly elected Caldera administration repealed the VAT
at the retail level, and in March revealed the Sosa Plan, a series of bills for improving the
tax system. The Plan had three main elements: income tax reform, a general sales tax
(replacing the VAT), and a bank debit tax. Another Enabling Law passed by Congress in
mid-April allowed the Government to implement the Sosa Plan by decree. In early June
1994, the Cabinet approved the Plan's main elements; the bank debit tax was in effect from
May to December, 1994.

6.B Changes in the Legal Framework: 1991 and 1992

6.3 Many of the government's proposals in 1991 to modernize the income tax
were modified by Congress under strong pressure from several economic groups and their
lobbyists, and from political groups demanding less tax burden for the middle class. The
result was a law that reduced some economic distortions and simplified tax administration,
but increased the probability of further tax erosion. The VAT was originally drafted to
compensate for this expected loss in tax revenue, while the CAT would provide the
government with a minimum corporate income tax and thus reduce tax evasion.

6.B.1 The 1991 Reform of the Income Tax!'

6.4 Inflation Adjustment for Corporations. The 1991 Income Tax Law
incorporated an inflation adjustment for non-monetary assets (other than securities) and for
liabilities; both are now adjusted annually according to the Consumer Price Index (CPI) to
determine changes in the shareholder's net equity at the end of the fiscal year. The amount
of this change is used to calculate taxable income in real terms and to establish the

I/ The Enabling Law allowed the caretaker government of President VelAsquez to decide on the
implementation of several initiatives, among them the Value Added and Corporate Asset taxes.

2/ The 1991 income tax revisions continue in effect until the beginning of 1995, when the income tax changes
detailed in the Sosa Plan become effective.
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shareholder's equity at the beginning of each fiscal year. The mechanism took effect in
January 1993 and is mandatory for corporations and businesses.

6.5 Increase in the Minimum Exemption Base for Individuals. The 1991
reform established the minimum exemption base at an annual income equivalent to 50 times
the minimum wage, and the tax bracket scale was adjusted according to changes in the
minimum wage. In spite of this, the individual income tax is only partially indexed, because
the minimum wage is not always fully adjusted for inflation. The change in the minimum
exemption base reduced the number of taxpayers from 1.3 million in 1990 to 350,000 in
1991; however, this reduction was not very significant because the income of most
individuals required to file tax returns in the past was too low.

6.6 Tax Rate Reductions and Simplification. The reform reduced tax rates and
simplified the tax structure. Specifically, the maximum rate was lowered from 45 percent to
30 percent for individuals and from 50 percent to 30 percent for corporations, and the
number of brackets for individuals declined from 15 to 8 and for corporations from 3 to 2.
These were positive changes, but three problems remain unsolved. First, corporate and
individual tax rates have not been integrated completely. For example, corporations with
income below Bs 2 million are taxed at 20 percent, while individuals with the same income
are taxed at 15 percent or less, and corporations with income above Bs 2 million are taxed at
30 percent, while only individuals with income above Bs 4.25 million are taxed at that rate.
Second, corporate fragmentation continues as a means to avoid the highest tax rate. Finally,
there are still too many personal tax brackets and no continuity between levels of income and
tax rates. As a result, a small increase in income can move an individual to a much higher
tax bracket.

6.7 Tax on Dividends and Capital Gains from Stocks. One important step
towards the integration of the corporate and individual income taxes was the elimination of
double taxation of dividends. Dividends distributed by corporations that have been taxed are
not included in the taxable base of the recipients. Capital gains from the sale of stocks are
fully taxed but the norms for determining the cost of these stocks are not clear in all cases.
When stocks are issued out of asset revaluation, no cost is recognized. When stocks have
originated from profits and the seller is the original stockholder, the cost deductible for tax
purposes is the nominal book value; however, when the seller is not the original stockholder,
the law does not specify the cost accepted for tax deduction. The cost could still be the book
value of the stock dividend, or the price paid by the seller when the stock was purchased.
The latter interpretation has been used in practice, but the law has offered no clarification.

6.8 Exemptions and Investment Incentives for Corporations. The reform
significantly reduced the number of exemptions and eliminated the Executive's power to
determine which activities would receive them. The only (private) economic activity to
retain an exemption is agriculture.
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6.9 The 1991 law also eliminated the Executive's power to grant income tax
reductions as investment incentives for corporations, establishing instead a limited list of
acceptable incentives. Congress, however, passed the law with five-year extensions for most
of these incentives and incorporated a new incentive for research and development activities.

6.10 Extension of Deductions for Individuals. The major weakness in the revised
law was the extension of deductions for personal expenditures from the taxable income of
individuals. To an already extensive list of deductions, Congress added automobile repairs
and medicines, and eliminated the ceilings on deductible amounts included in the original
law. As a result, some individuals with higher incomes and high levels of deductions have
ended up paying less than individuals with less income.

6.11 Simplification of Administrative Procedures. The new law introduced
several improvements to facilitate tax administration and reduce the opportunities for
corruption. The most important of these is the elimination of the certificate of tax solvency
and the requirement to include with the tax return the receipts for personal expenditure
deductions. Further, the reduction in the number of taxpayers resulting from the increase in
the minimum exemption base has reduced the volume of paper work.

6.12 Changes in Income Tax ReLiulation. Updated regulations required by the
reform were completed at the end of 1992. In addition, a separate decree was issued to
regulate tax withholding. Apart from easing the adoption of the major 1991 revisions (in
particular, the introduction of the inflation adjustment mechanism), the new regulations have
attempted to reduce the "Tanzi" effect by shortening the lags for tax payments, withholdings,
and advance estimates of tax liabilities.

6.B.2 The 1992 Reform of the Tax Code

6.13 The 1992 reform of the Tax Code focused on sanctions and penalties, and
added new ones for indirect taxes. Most penalties and fees were significantly increased, but
the value of the enhanced revenues has been eroded rapidly by persistently high inflation.
The Tax Code had originally removed the 18 percent ceiling on interest on overdue
payments; the revised code established the rate at 30 percent above the average loan rate
charged by the six largest commercial banks. By making the penalties severe, the revision
has eliminated the practice of ignoring overdue tax payments. But it also applies the same
interest rates to the tax administration's outstanding liabilities to taxpayers. Given the tax
administration's reputation for inefficiency, this rule could cause significant payments from
the public sector's accounts.

6.14 The reform introduced new penalties and fees for evading indirect taxes levied
on final consumption, particularly at the retail level. The old code had no provision for this
type of sanction because no indirect taxes existed. The change took into account the possible
future implementation of a VAT. Among other penalties, the reform mandated the closing
for up to 30 days of businesses that repeatedly violate indirect consumption tax laws.
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6.B.3 Impact of the 1991-92 Reforms on Revenue and Income
Distribution

6.15 Fiscal Revenues. It is difficult to measure the impact of the tax changes for
two reasons. First, many of the changes could affect revenue indirectly. For example, the
increased penalties and fees, as well as more extensive audits permitted by the simplification
of administrative paper work, could both reduce tax evasion. Second, the tax administration
has no reliable data. Most tax estimates are based on general data on the economy available
from other sources, but this is no substitute for information systems and statistical profiles
derived from actual tax files.

6.16 The effectiveness of many of these changes in increasing revenues depends on
the efficiency of the tax administration. For example, increased penalties and fees are of
little value if the tax administration cannot impose them. The positive impact of other
changes will have to wait because the Tax Code rules that specific tax laws take effect only
when the benefits granted under the old law expire. In the past, exemptions were frequently
granted for five or ten years and others were extended by the Executive, who took advantage
of the discretion that the old tax law permitted.

6.17 The tax changes' have reduced revenues by eliminating the double taxation of
dividends, extending deductions for personal expenditures, extending investment incentives,
and introducing the inflation adjustment. The elimination of double taxation of dividends
took effect at the end 1991, and the change was reflected in the collection of taxes in 1992.
Personal income tax revenues declined by 23.8 percent, while corporate income tax revenues
increased by 56.4 percent; moreover, while the corporate income taxes registered a buoyancy
or elasticity of 1.14 with respect to nominal GDP, the figure for the personal income tax was
minus 0.54. The decline in personal income tax revenues was also due to the extension of
deductions for personal expenditures, and to the elimination of the ceilings on them. In fact,
the ratio of average deductions to net taxable income increased from 35 percent in the 1986
reform to more than 38 percent after the 1991 tax reform.

6.18 The most important reduction in revenues is expected from the introduction of
the inflation adjustment, particularly on the depreciation of flxed assets. The regulation took
effect in January 1993 and affects the accrued value of 1993 income taxes, most of which are
being collected in 1994. The book value and the accumulated depreciation of fixed assets are
being adjusted for inflation since their acquisition dates and annual depreciation will be based
on this adjusted value. The difference between the "new" adjusted depreciation and the
"old" nominal depreciation will be the increase in deductions to determine taxable income.
In other words, the same income base will be reduced by a higher depreciation of fixed
assets.

6.19 To measure the imnpact of the inflation adjustnent on the corporate income tax
from 1993-96, a stock of fixed assets was calculated with the national accounts data on gross
fixed investment and depreciation. Given the unstable economic environment, no new
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investments were projected in these calculations. Two series of fixed asset stocks and annual
depreciation schedules were constructed, one in nominal terms the other in real terms, and
the series assumed average asset lives of 10 and 15 years.

6.20 As expected in theory, the shorter the asset life the larger the annual
depreciation allowance to be deducted from income; however, under highly inflationary
circumstances, the longer the asset life the larger the inflation adjustment accumulated
through time. The calculations show that the increase in annual depreciation allowances for
1993 and 1994 is greater under the assumption of a 15-year average asset life, but they
decrease in 1995 and stagnate in 1996, whereas depreciation allowances increase substantially
in 1995-96 under the 10-year average asset life scenario. The lack of regulation regarding
the extension of asset life and the absence of inflation adjustment prior to the income tax
reform in 1991 induced corporations to depreciate assets as quickly as possible, particularly
in a highly inflationary environment. These circumstances make more plausible the scenario
of a 10-year average asset life.3'

6.21 Income Distribution. Total direct taxation of individuals, including payroll
taxes and the individual income tax, shows some regression in income distribution. The
ceilings on payroll taxes produce decreasing marginal rates as income rises, and deductions
of the social security tax from the income tax benefits individuals with incomes above the
minimum exemption base. In contrast, individuals who pay income at rates lower than the
rates of the social security tax benefit from the deduction and thus reduce the effective
marginal rates at which they are charged. Only those individuals with very high incomes
have higher marginal rates than those with incomes below the ceilings for payroll taxes.
Furthermore, the extensive deductions allowed in the personal income tax tend to favor
individuals with higher incomes, given that some of these deductions increase their share in
consumption as income rises. Also, the exemption of savings from the individual income tax
favors the higher income groups, as the capacity to save also increases with income levels.

6.22 Table 6.1 shows an approximate calculation of effective marginal rates of
payroll taxes for 1992, taking into consideration the different ceilings for each tax and the
deduction of the social security tax from the individual income tax. These effective marginal
rates were combined with the bracket structure of the income tax, after adjusting the rates by
the average amount of deduction declared by taxpayers in the income tax of 1992. The
result obtained is an estimated scale of effective marginal rates for total direct individual
taxation.4' As this table indicates, individuals with low incomes, although formally exempt

3/ The accumulated rate of inflation in Venezuela during the last five years (1988-92) was about 480 percent.

4/ This scale applies only to private-sector workers. Public-sector employees are not subject to some
components of the social security tax, as they have separate medical services and their own pension fund.
Additionally, it is not clear that public-sector employees bear the full cost of payroll taxes, as is probably
the case with private-sector workers.
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from the income tax, are taxed more heavily through payroll taxes than individuals with
higher incomes. Only the very wealthy in the two highest brackets are taxed at similar or
higher rates. This "U" shape of effective marginal rates in direct individual taxation is
shown in Figure 6.1.

6.23 The economic effects of payroll taxes cannot be isolated from the services and
benefits for which they were created. The most important of these is social security, which
provides medical services, retirement and unemployment pensions, and death and accident
insurance. Undoubtedly, the beneficiaries of these services are the low income groups;
however, there is a consensus that these services are extremely deficient (see Chapter 4).

6.C The Sosa Plan

6.24 The Sosa Plan would close many loopholes in the tax system and increase non-
oil taxes. It had three main elements--income tax reform, a general sales tax (GST) that
includes luxury rates, and a bank debit tax (BDT)--and included proposals to amend the
Stamp Tax and the Organic Tax Code!'. Reform of the Organic Tax Code aims to
modernize the tax laws and reduce evasion by imposing stiffer sanctions, including jail
sentences. It also ensures that state and municipal tax authorities are subject to the same
standards as the national govermuent, and creates the "tax unit", or TU, the new value in
which tax brackets and deductions will be expressedY'.

6.C.1 The Income Tax Reform Bill

6.25 Rates. The major change in the corporate income tax has been an increase in
the top rate from 30 to 34 percent. The individual income tax was reduced to just two
brackets: 20 percent on earnings from Bs 750,000 to Bs 2.0 million, and 34 percent on
earnings above that. Further, a flat 30 percent (up from 20 percent) will be applied to all
salaries and other payments to non-resident individuals.

S/ The Organic Tax Code established the general framework according to which all tax laws are applied in
Venezuela.

6/ The Sosa Income Tax bill empowers the administration to adjust the value of the TU each year in line with
inflation. It also provides for interim adjustments during the year should accumulated inflation equal or
exceed 20 percent.



Table 6.1

VENEZUELA
Effective Tax Rates on Individuals; 1992

L~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~
2_= ;i- ............................... 1t. .;0.t%Ai0

0 16000 0 2 10,00 4,00 1.t5 0.65 2.00 I,00 156.6 6.55 21.20 6.55 21.20

16001 46000 0 2 10,00 4.00 0.13 0.26 2.00 1.00 14.83 5,23 20,10 6,28 20.10
45001 100000 0 2 0.21 2,46 0,34 0.11 2,00 1.00 10.55 3,0 14,14 3.00 14.14
100001 200000 0 2 3.00 1.20 0,17 0,06 2,00 1,00 7.16 2.26 *.42 2.2e 9.42
200001 300000 0 2 1.30 0.72 0.10 0,03 2,00 1,00 5,30 1.75 7,05 1,75 78s5
300001 450000 0 2 1.20 0.40 0,07 0,02 2.00 1,00 5,27 1.50 6.77 1.50 6.77
450001 1000000 10 2 0.62 0.25 0.03 0.01 2.00 1,00 4,05 11.26 15.31 5.66 6,37 11.3
1000001 1500000 12.5 2 0.38 0,14 0.02 0.0, 2.00 1.00 4,36 13.6S 16.03 6.57 6.566 3.9 
1600001 2000000 1s 2 0.26 0,10 0,01 0,00 2.00 1,00 4,27 16.11 20,30 10.3 I .s9 16.26
2000001 2500000 16 2 0.20 p.0o 0,01 0.00 2.00 1.00 4,21 13,03 23.23 14,25 15s25 13.46
2500001 3376000 21 2 0.15 0.06 0.01 0.00 2.00 1.00 4,16 22.00 20.23 t7,65 16,65 22.61
337SO01 4250000 25.5 2 0.12 0.06 0.01 0.00 2.00 1.00 4.12 26,5s 30,87 22,36 23.36 27.49
4250001 30 2 0.11 0.04 0,01 0,00 2,00 1.00 4,11 31,04 35,15 2e.s 27.69 31.80

II Lab. Trin Tom. Cawed by .waey
121 Av.age
131 Ah. lim Info incmunl .veugs ddunh. _h _i p..nd expndtu.. items Ism table I



Figure 6.1

35.00 Erfective Tax Rates on Individuals;' 1992

30.0I

25.00

120.00

U15.00 '

10.00

5.06 1 0~j il~ 
8 § §~~~~~~~~~~~~~~~~~8 l} l} g4 td' l}4 l}. 8 8S. 8

a~~~ S 8 B 8 g 8 8 E 

Scale of Net Taxable Income

Includes payroll taxes and the individual income tax adjusted by deductions



- 95 -

6.26 Deductions. The Plan originally proposed that many personal deductions be
eliminated, including the amounts paid for social security, city and state taxes, services (e.g.,
electricity and telephone), mortgage interest, schooling, medical expenses, auto insurance and
repairs, charitable contributions, and interest on savings accounts and pension funds.
However, Congress decided that several deductions be maintained, including medical and
educational expenses, rents, interest on home loans, and income from interest on savings
accounts and workers' benefits.

6.27 To compensate middle-class taxpayers for lost deductions, the bill provided for
a larger, one-time personal deduction of 750 TUs. The value of a TU would be adjusted
each year to reflect inflation's impact. In the first year, each TU would be worth Bs 1,000,
for a personal deduction of Bs 750,000.

6.28 Administrative Procedures. The cut-off limit for estimated payments was set
at 1,200 TUs per year instead of Bs 500,000. Taxes will be paid in a lump sum, instead of
six monthly installments (estimated tax payments, however, can be spread over 12 months).

6.C.2 The General Sales (GST) and Luxury Tax Bill

6.29 The GST is a VAT-like tax at the wholesale level and retains the VAT's debit
and credit system. Enforcement is complicated by a long list of basic goods and services that
are exempted and a short list of luxury goods subject to a surcharge at the retail level. The
exemptions include among others non-processed agricultural foods, all types of fresh meat,
bread and pastas, corn and wheat flour, medicines, milk in any form, infant formulas, books,
magazines, newspapers and educational expenses. Public transportation except air
transportation, hydrocarbon products, and residential use of electricity by low income
groups, are also exempted.

6.30 The Caldera administration believes that this GST could generate about the
same revenues as the VAT would. However, it is expected to prove much harder to
administer and thus easier to evade, especially if further measures to improve tax
administration are not implemented quickly.

6.31 Rates. The basic tax, which was 10 percent in 1994 and 12.5 percent in
1995, is to be set each year between a minimum of 5 percent and a maximum of 20 percent.
In addition, goods defined as luxuries are subject to an additional tax at a rate of either 10,
20, or 30 percent. The luxury surcharge is to be paid by the importer or manufacturer as a
percentage of the suggested or estimated retail price. The 10 percent surcharge applies to
cigarettes, liquor, and motor vehicles with a factory price of 2,200 to 4,400 TUs. The 20
percent surcharge applies to cable TV, video rentals, and cars costing over 4,400 TUs. The
30 percent surcharge applies to private aircraft, yachts, motorcycles of over 500cc, coin-
operated games, jewelry (including watches), billiards, salmon, caviar, fine rugs, tapestry,
and furs. The tax for Margarita Island's free-zone importers was reduced by half.
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6.C.3 The Bank Debit Tax (BDT) Bill

6.32 This bill required firms and individuals to pay a flat 0.75 percent of the value
of every check issued through December 1994 (bank transfers were also subject to the levy);
it was collected and paid in by the banks themselves. The banks submitted daily and
monthly statements of the amounts collected, and were subject to stiff fines for failing to
hand over collection promptly.

6.33 The BDT was the Plan's most controversial element, but generated large
revenues for the government. In 1994, revenues from this tax were about 1.5 percent of
GDP. The tax had potentially a large distortionary effect. It created an incentive to bypass
the nation's banks just when they faced financial difficulties and needed more business, and
firms and individuals were doing everything in their power to avoid using their bank
accounts, preferring to deal in dollars or cash or to endorse certified or cashier's checks.

6.34 Rates. Account holders were required to pay 0.75 percent of the value of all
payments made from any checking, savings, or other accounts. This included funds
withdrawn from an automatic teller machine and credit card transactions. Each endorsement
on a check after the first cost the issuer 0.75 percent of the check amount. While the bill did
not limit the number of endorsements per check, issuers were encouraged to stamp checks
"Not Endorsable". The BDT was also charged on the purchase of a money order, as well as
on the buyer's check in a stock market transaction.

6.35 Exemptions. Transactions exempted from the tax were: transfers between
accounts belonging to the same account holder, interbank loans of five days or less, tax
payments, pension payments, diplomats' transactions, and checks issued by government
entities. Account holders exempted from the tax were: state and municipal governments,
the Central Bank, BANAP, and the Venezuelan Investment Fund.

6.36 The Fiscal StamR Tax Bil. This bill made adjustments to rates in the
Velasquez administration's Stamp Tax Law revisions of December 1993. The new bill
reduced the fee or tax charged for various services, including visas, permits for foreign
yachts, airport exit, consultations with tax authorities, and public registry entities.

6.37 SENIAT. The Sosa Plan decree provided for an autonomous tax collection
agency, transferring tax administration from the Finance Ministry. The National Tax
Administration Service (Servicio Nacional de Administraci6n Tributaria--SENIAT) is now
responsible for cracking down on evasion and streamlining collections. Its expenses are met
by a percentage of the taxes it collects--initially 3 percent of wholesale, luxury, and income
tax revenues. SENAT is already in operation.Y'

7/ Another amendment in the Sosa Plan is likely to further tax administration reform. This amendment
empowers the goverment to earmark up to 5 percent of its tax receipts for tax administration expenses
and training.
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6.D The VAT and CAT: Strengthening the Sosa Plan

6.38 Reinstation of a VAT as originally conceived in 1993 and the implementation
of the CAT would be fundamental steps in the modernization of the tax systemO'. They will
broaden the tax base, diversify the sources of revenue, and help to reduce tax avoidance and
evasion.

6.39 Economic Rationale for the Taxes. A full-fledged VAT is favored for its
substantial revenue potential as an indirect general tax that is both neutral and non-
distortionary. The VAT, before its repeal, was expected to become the most important
source of non-oil revenue, with significant flexibility to adjust to public-sector revenue needs
and to partially compensate for fluctuations in oil prices. As a general or universal tax, it
affects uniformly all economic activities, with few exemptions. For example, imported and
domestically produced goods and services are equally taxed, but exports are exempt. The
VAT is also neutral in savings and consumption and in production; it does not discriminate
between consumption today or tomorrow or between the use of capital or labor.

6.40 The CAT is considered a form of presumptive taxation on "normal or average"
income that could be used to reduce avoidance and evasion of the corporate income tax. The
implicit assumption behind this tax is that the market value of a firm's assets reflects the net
present value of future cash flows generated by these assets (Sadka and Tanzi, 1992). In
other words, the market value of assets reveals the true profits that could be generated by
corporations, compared with the low profits usually reported for tax purposes. "Normal" or
"average" income is understood as the income that could be earned by a firm having an
average work load, confronting an average level of risk, and using standard available
technology.

6.41 The Value Added Tax. The VAT implemented in late 1993 was a
consumption tax according to Shoup and Gillis21, and followed the standard criteria used in
most countries that have imposed a similar tax. It was based on the destination principle,
followed the credit method, and was tax exclusive. It was to be applied to all sales, but the
producer's tax liability would be calculated by subtracting the VAT paid on all intermediate
inputs and capital goods during the taxable period when the sale was made. Imports were
taxed and exports were exempted through a zero rate, with credit for VAT on inputs and
capital goods. The VAT was levied on the prices of the goods and services before the tax.

6.42 Following common practice, financial and construction activities were not
subject to the tax, as these are considered "difficult-to-tax goods and services" (see Tait,
1988) and because the tax administration was not prepared to manage the tax in these

8/ The CAT is currently in effect in Venezuela and must be implemented to strengthen the Sosa Plan.

9/ See Shoup, Carl S. and Malcolm Gillis, Value Added Taxation in Developing Countries, Washington D.C.,
World Bank, 1990.
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sectors. Some items considered basics in the consumption basket of low-income groups were
exempted. Other exemptions were less justified on public policy grounds. These included
all non-processed agricultural foods, all types of meat in any form, bread and pastas, corn
and wheat flour, medicines, milk in any form, infant formulas, books, magazines,
newspapers, and educational expenses. Public transportation, except air transportation, and
oil products, including gasoline and diesel, were also exempted.

6.43 There was a single VAT rate, ranging from 5 to 20 percent, except for
exports, for which the rate was zero, to be set every year in the Annual Budget Law. The
idea was to allow enough flexibility to adjust revenues according to fiscal needs. The VAT
was implemented at a rate of 10 percent when it began in October 1993.

6.44 The Corporate Asset Tax. Most countries with a corporate asset tax have
used it, as Venezuela will, as a minimum income tax; that is, any income above a level
determined by the asset tax is taxed at the marginal rate of the corporate income tax.

6.45 There are at least two practical reasons why the asset tax is considered a
minimum income tax. The first is its potential to reduce the avoidance and evasion of the
income tax. The CAT, by taking the average value of corporate assets and a tax rate
equivalent to the income tax rate, may close the loopholes typically used by corporations to
avoid the income tax, particularly during periods of high inflation. The advantage is that the
tax base is fixed and objective, and does not depend on individual behavior. Additionally,
inflation does not erode the tax base, as long as there are no large time lags between the time
when the tax is due and actual payment.

6.46 The second reason is that industrialized countries do not give tax credit based
on assets tax but only on income tax. If the CAT is not designed as a minimum income tax,
some of the incentive for foreign investment in developing countries could be lost. The idea
is that in most cases corporations pay the income tax. The CAT would be paid only when it
exceeds the income tax and the amount to be paid is only that excess. Under these
circumstances, the effect of the tax on foreign corporations is substantially reduced.

6.47 The CAT, which became effective in January 1994 with a 1 percent rate on
gross assets, has the following desirable attributes. First, to avoid any investment
disincentive, the assets will not be subject to the tax during the investment period when assets
have not yet been incorporated into the production process. Second, to avoid double
taxation, a firm's holdings in subsidiaries will not be taxed as the assets of the subsidiary are
taxed at that level. Third, to avoid taxing some activities more or less than others, the tax is
imposed on gross assets (including tangible and intangible assets as well as fixed and current
assets). Fourth, no deductions for liabilities are allowed because neutrality in debt versus
equity financing could be artificially altered and the tax base could be easily eroded. In this
regard, a low rate on gross assets is preferable to a high rate on net assets. Fifth, financial
institutions are taxed only on non-monetary assets, as those assets are basically liabilities of
the institutions that represent assets of other economic agents. Sixth, to avoid erosion, the
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tax base is adjusted annually for inflation, including depreciated assets which should be
adjusted according to their book value. Finally, the base is the average value of gross assets
during a certain period, preferably one year. This base would discourage artificial changes
in assets to reduce tax liabilities.

6.48 Through the Enabling Law, Congress established exemptions for non-profit
institutions, as well as for scientific, educational, and cultural activities. In addition,
Congress exempted the agricultural sector "on the basis of consistency" with the Income Tax
Law, as this sector is exempt from the income tax and the CAT is considered a minimum
income tax. Also, the "Special Powers Law" established that corporations should deduct
from their tax liability the portion of their production dedicated to exports. Finally,
Congress also exempted the activities "regulated" by the state and the "unproductive" assets
of corporations, although no criteria for defining these concepts were developed in the law.
However, it is understood that "regulated activities" mean those that have regulated prices.

6.49 Except for non-profit institutions and educational, scientific, and cultural
activities, these exemptions have no justification based on any economic or public policy
criteria. On the contrary, they will exacerbate the distortions created in the Income Tax Law
by giving privileges to certain activities, such as the exemptions to the agricultural sector and
"regulated" corporations. These distortions, in addition to the exemptions for "unproductive"
assets of corporations, will create loopholes that facilitate tax avoidance.

6.D.1 Impact of the VAT and CAT on Revenue Collection and Other
Variables

6.50 The estimate of the VAT's impact on tax revenue is based on the methodology
used by the IMFWO', updated with the data on aggregate supply for 1992, the input-output
matrix of CORDIPLAN, and the version of the law approved in September 1993 by the
Executive. The estimates of the CAT's impact were prepared under several scenarios using
National Accounts statistics and a survey prepared by the Central Bank based on tax returns
from private non-financial corporations for 1990. Information on financial corporations and
public enterprises, including the oil companies, was taken from several Central Bank
publications.

6.51 VAT-Revenue ImRact. The estimate of revenue from the VAT arrives at a
taxable aggregate supply by adding gross production and imports for each economic activity.
Exports, inventories, and exempted goods and services are subtracted in order to determine
the taxable sales or the debits of the tax. The credits of the tax are determined by the
intermediate inputs used by each sector. However, some intermediate inputs are exempted
from the tax, and for that reason are not subject to credit; similarly, taxed inputs used in the
production of exempted sales are not subject to credits. The net credits of the VAT are

1O/ International Monetary Fund, Venezuela: Lineamientos Rara una Reforma Tributaria, Departamento de
Finanzas P(blicas, Washington D.C., February 1991.
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determined by subtracting from total intermediate inputs the invoices of exempted inputs and
the invoices of taxed inputs dedicated to exempted sales-u'. In addition, investments are
subtracted from the taxable sales as those expenses are also subject to credits, with the
exclusion of the investments made by sectors that are exempted from the VAT. The taxable
base is then estimated by subtracting the net credits and investments from the taxable
aggregate supply.

6.52 Potential revenue collection is obtained by multiplying the taxable base by the
tax rate (assumed at 10 percent), but a margin of 40 percent for tax evasion is assumed,
taking into account the expected difficulties during the initial implementation of the tax.
The calculations show collection--net of the 40 percent margin for evasion--at about 3.6
percent of GDP. The taxable base is almost 60 percent of GDP; thus potential revenue
would be approximately 6 percent of GDP at a tax rate of 10 percent and almost 9 percent at
the maximum tax rate of 15 percent if evasion were totally eliminated.

6.53 VAT-Effective Rates. A set of effective VAT rates by income groups was
calculated using the Central Bank's Survey on Final Household Consumption. These rates
were estimated using final consumption instead of income data, which the survey does not
provide. The survey divides the sample population into quartiles, the first quartile being the
poorest group and the fourth quartile the richest, and divides final consumption into four
expenditure items, foods and beverages, clothing, household expenses and sundry expenses.
Following the configuration of taxed and exempted goods and services according to the VAT
law, the consumption basket for each quartile is composed of the share of taxed and
exempted expenditures. Total taxed and exempted goods are also calculated as a proportion
of final consumption, not only by quartile but also for the average consumption basket of
households. The effective tax rates are then calculated by multiplying the share of taxed
goods and services by the tax rate, 10 percent.

6.54 There are several interesting results. First, the effective tax rates on
consumption are progressive, increasing with income, because taxed expenses represent 53
percent of final consumption for the first quartile, but 62 percent for the fourth quartile. On
average, taxed consumption is 57 percent, that is, the average effective tax rate is 5.7
percent. Second, exempted foods and beverages absorb 52 percent of total expenditures on
foods and 20 percent of total final consumption for the first quartile, while they absorb only
38 percent and 9.5 percent, respectively, for the fourth quartile. Similar proportions can be
observed for household expenses and sundry expenses. Finally, a high proportion of
exempted consumption is composed of properly exempted goods and services, but also of
"not-subject-to-the-tax" activities, such as housing sales and rents and financial services.
Expenses on these items decrease as the income level increases.

II/ The input-output matrix was used for the calculation for each economic activity of the taxed inputs
dedicated to exempted production and the exempted inputs used in the production of taxed goods and
services.
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6.55 In theory exemptions are undesirable, as the social distribution objectives of
government policy can normally be achieved through other, more direct and better targeted
instruments. However, such exemptions are frequently unavoidable for indirect sale taxes.
The exemptions in the VAT were mostly defined by social criteria in order to alleviate the
impact on low-income groups, and although exempted goods and services share an important
proportion of final consumption, the revenue potential of the VAT, which was initiated and
subsequently replaced, is substantial.

6.56 CAT-Revenue hnpact. The estimate of the CAT's impact on tax revenue is
based on the determination of an average balance sheet of corporate assets. This balance
sheet is used to evaluate the composition of those assets and the alternative tax bases. A
major difficulty in determining an average balance sheet is the absence of information on the
value of the assets of private non-financial corporations.R'" This difficulty was overcome
by combining the information provided in BCV's Fiscal Module with National Accounts
statistics. The BCV survey was based on the 1989 and 1990 tax returns of 830 corporations
grouped by economic sectors and considered the most important enterprises in their
respective sectors, although their contribution to revenue from the income tax paid by non-oil
corporations was only 23 percent and 38 percent in 1989 and 1990, respectively.

6.57 The information from the survey was used to elaborate an average structure of
the balance sheet for non-financial corporations, assuming that the sample resembles the true
composition of the population. The structure was deternined in relative or percentage terms
rather than in monetary values (bolivars), given the bias that could be produced by those
entities for tax purposes. The estimate of the average balance sheet in monetary values was
made by using the National Accounts statistics published by the Central Bank.

6.58 The procedure for calculating the stock of fixed assets of the non-financial
private sector used a statistical series of fixed investment and depreciation. The stock of
fixed assets was adjusted annually for inflation and depreciation, according to the
fundamentals that should be included in the tax law. These variables were used because of
the availability of data from the National Accounts statistics similar in concept to the items of
the balance sheet. The other items could not be estimated from other macroeconomic
variables for want of information segregated by sectors of economic activity. Once the stock
of fixed assets was estimated in bolivars, the other items were obtained by applying the
percentage share or relative structure of the average balance sheet estimated in the survey of
the Fiscal Module.

6.59 The estimate of the detailed average balance sheet in monetary values provided
scenarios for several tax bases, such as gross or net assets, types of liabilities to be deducted,
deduction of investments in progress, etc. Three tax bases were used. One was "net
assets," in which the liabilities not deducted were those with local financial institutions and

12/ For other sectors, including financial institutions and oil and non-oil public enterprises, the value of the
items on the balance sheet is published by the Central Bank.
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foreign creditors. Another was "non-financial assets," excluding inventories. The third was
based on gross assets. Under all three, new investments in progress and a corporation's
holdings of subsidiaries were deducted.

6.60 Each of these tax bases was combined with three tax rates (1 percent, 1.5
percent and 2 percent) and two periods for average asset life (10 and 15 years). As with the
inflation adjustment, this tax is very sensitive to average asset life, probably the most
unpredictable factor in estimating revenues.

6.61 The CAT will be paid mostly by the private sector for two reasons. First, as it
is considered a minimum income tax and is thus deductible from the corporate income tax,
the oil companies, which already pay heavy income taxes, will not be likely to have
additional tax liabilities because of the CAT. The other reason pertains to the non-oil public
enterprises, most of which, in spite of being subject to the income tax, have neither profits
nor heavy losses and will be unable to pay the CAT. Since these enterprises are part of the
public sector or are mostly owned by the central government through the Finance Ministry
and the Venezuelan Investment Fund, this problem might be less significant. Another
important consideration that goes beyond the scope of this paper is privatizing these
enterprises, which could be affected by the implementation of this tax.

6.62 An analysis of the profitability of the private sector was made to compare the
impact of the CAT and of the income tax, using the figures of gross assets and gross profits
from the National Accounts statistics. The results showed that under the 15-year average
asset life scenario, a firm generally would make a profit of Bs 8.9 for every Bs 100 of gross
assets (excluding its holdings in subsidiaries and new fixed investments). In other words, the
profitability of the private sector on average would be 8.9 percent of gross assets. At the
corporate income tax rate of 30 percent, the equivalent rate on gross assets would be 2.7
percent (8.9 times 0.3). The 1 percent proposed in the draft last year would collect the same
revenues as a corporate income tax at a rate of 11 percent (1 divided by 8.9).

6.63 Under the 10-year average asset life scenario, the profitability of the private
sector is relatively higher (14.9 percent) as the base of gross assets is lower. An income tax
rate of 30 percent would be equivalent to a tax on gross assets of 4.5 percent. In other
words, the proposed tax rate of 1 percent would collect the same revenue as an income tax
rate of 6.7 percent (1 divided by 14.9).

6.64 Apparently, a tax rate of about 1 percent on gross assets would not be higher
than what the private sector actually pays on the income tax in the aggregate, because the
average effective income tax rate paid by corporations is about 22 percent. Those
corporations that currently pay the income tax at the average would not be affected by this
tax. However, those that actually evade or avoid the income tax would be partially caught
through the CAT, even at a tax rate of 1 percent on gross assets.
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6.E Recommendations

6.65 The Government should consider increasing the level of non-oil taxes by:

A) Reinstating the VAT at all distribution levels as it was originally designed for
implementation in 1993.

B) Implementing the CAT efficiently to collect a minimum income tax from
corporations, particularly in the short-to-medium term while deficiencies in tax
administration and in the Income Tax Law persist.

C) Reducing the lags between the time when the taxes are due and collection.

D) Extending income tax reform beyond the Sosa Plan, originally proposed to
reduce the minimum income for tax exemptions and to eliminate all other
exemptions.

E) Improving tax administration, which SENIAT should be able to do if it is
given autonomy in its recruitment and compensation practices.
Simultaneously, the judicial system should be reformed so that it can
effectively enforce tax penalties.



Chapter 7. Oil Sector Investment Program

7.A International Market Prospects

7.1 World demand for crude is expected to increase at an annual rate of 1.3
percent between 1993-2005; it would reach 68.5 mbd in 2000 and about 75 mbd in 2005.
Demand will shift towards light-to-medium, low-sulphur types, and away form heavy and
extra-heavy crudes because of more stringent environmental standards and the transport
sector's demand for cleaner fuels. The demand for heavier products such as fuel oil (both
for direct use and as refinery feedstock) may stagnate or even decline.

7.2 The share of OPEC countries in the world crude supply is projected to
increase to 29.6 mbd by 2000 (43 percent) and to 34 mbd by 2005 (46 percent). World
refining capacity, which in 1992 was about 75 mbd, may increase to 79.5 mbd by 1995 and
to 86.1 by 2000. The Middle East, Venezuela, and other developing countries would
provide most of the increase, but there is also a small expansion underway in Japan and
Germany. In all cases, significant upgrading will be needed to comply with higher
environmental protection requirements. Expansion, especially of conversion capacity, will be
driven by demand growth in the oil-importing Asian countries, more stringent product
specifications, and the increasing share of sour crudes in the crude mix.

7.3 Crude oil prices in constant U.S. dollars are expected to decline by 1.3 percent
annually from 1994-95, increase by 3.2 percent annually from 1996-2000, and decline again
by 1.1 percent annually from 2001-05. The relatively high capital and operating costs of
new conversion refinery capacity would tend to reduce profit margins. However, efficient
utilization of refining capacity--projected at an average of 85-90 percent--would offset this
enough to justify expansion. Profit margins are also likely to be linked to higher-priced
petroleum products, particularly from 1996-2000.

7.4 World demand for natural gas is projected to increase at an annual rate of 3-
3.5 percent, faster than the demand for crude oil. While long-term gas supplies for the
U.S., Western Europe, and Japan appear to be secure, future demand may outrun low-cost
and easily available supplies towards the end of the 1990s. Over the long term, supplies to
Western Europe and East Asia from Iran, the Middle East, and the new Central Asian
Republics are likely. However, in all cases, expansion will be costly yet profitable only if
natural gas prices increase significantly above current levels.
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7.B The Government's Investment Program1'

7.5 PDVSA prepares both an annual investment program and a Five Year
Investment Program (FYIP) which must be approved by the Board of Directors and the
Shareholders General Assembly. Because PDVSA is a 100 percent state-owned monopoly,
its FYIP constitutes the govemment's oil sector investment plan.

7.6 The principal goal of PDVSA's 1993-98 FYIP is to consolidate its place in the
intemational market by increasing its capacity to supply crude oil and refined products. To
this end, it will concentrate its efforts in four areas. First, it will explore for large reserves
of light and medium crude oil, as well as condensates and natural gas. Second, it will
maximize crude oil production in all traditional areas, and will gradually increase its
permanent production capacity. Third, it will exploit the country's large reserves of heavy
crude and bitumen and produce orimulsion (a new patented product) in association with
major international oil companies. Fourth, it will continue adapting its domestic and
overseas refineries to meet the growing demand for higher quality refined products, as well
as to augment processing of increasingly heavier and more sour crude oil. The proposed
FYIP investments are listed in Table 7.1.

7.B.1 Investments in Exploration

7.7 PDVSA will intensify its search for new reserves in zones near traditional
producing areas, such as North Monagas, Central Anzoategui, and Lake Maracaibo, as well
as in the southern and northern flanks of the Andes in Merida and Perija, and the North
Barinas, Central Monagas, and East Maturln regions. Exploration in these new areas will
provide an immediate evaluation of subsurface conditions so that a drilling program can
begin if the geophysical work offers the promise of success.

7.8 The FYIP includes investments of over US$2.4 billion for the drilling of 241
exploration wells and the acquisition of about 47,755 kilometers of conventional seismic.
The breakdown of these investments is shown in Table 7.2. Through these exploratory
activities, the company hopes to produce an estimated 7,943 million barrels of
condensate-light and medium crude oils. Expected year-end reserves, by type of crude oil,
at the beginning of 1993 and at the end of 1998, are shown in Table 7.3.

I/ All information included in this section was provided by PDVSA staff.
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Table 7.1. Venezuela: 199341998 Investment Program

~~~~~~~~~~~Anwt 1 Million .S*. S

Arena of Majoa lii t -: 1--31:98

(i) Exploration 285.7 2,467.5

(ii) Production 2,142.9 14,506.5

(iii) Refining 896.1 4,051.9

(iv) Domestic Market 38.9 337.7

(v) Other (Infrastruc., Tankers, INTEVEP, etc.) 129.9 324.7

(vi) Strategic Associations 12.9 818.2

Subtotal for Direct Petroleum Investments 3,506.4 22,506.5

(a) Crist6bal Col6n Project 7.8 202.6

(b) PEQUIVEN (Petrochemicals) 0.0 0.0

(c) Carbozulia 2.6 93.5

(d) PDV Marina (Tanker Fleet) 28.6 28.6

(e) Intemational Operations 0.0 100.0

(f) Bitor (Orinoco heavy oil)
In Existing Operations 31.2 31.2
In New Operations 58.4 58.4

(g) Palmaven (Pertilizers)
In Existing Operations 29.9 29.9
In New Operations 2.3 42.9

Sub Total for Non Petroleum Investments 160.8 577.1

GRAND TOTAL 3,667.2 23,083.6

Table 712. Venezuela: Exploration Investments in Billions of Bolivars at Bs 771US$1

Year I993 1994 199 1996 1997 1998 TotalS

Seismic 22,434 9,668 7,227 7,945 7,189 5,353 44,526

Driing 15,290 21,755 27,243 27,794 26,517 26,926 145,555

Total 22,434 31,423 34,470 35,739 33,706 32,309 190,081
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Table 7.3. Venezuela: Comparison of Reserves by Type of Crude Oil
(million (10') of barrels)

Condasate/gtdumr y O H. vy Total: 

Beginning 1993 17,926 45,504 63,330

Discoveries/Adjustments 8,910 (1,204) 7,706

Less Production 4,236 1,834 6,070

Final 1998 22,060 42,366 64,966

7.9 PDVSA does not plan an exploration program to discover new natural gas
reserves, since most of the natural gas produced is associated gas, and non-associated gas
makes up a very small portion of the total. Proven natural gas reserves nonetheless will
increase substantially as a result of oil exploration and drilling, from 129 trillion cubic feet at
the beginning of 1993 to about 166 trillion cubic feet by the end of 1998. The breakdown is
shown in Table 7.4.

Table 7.4. Venezuela: Natural Gas Proven Reserves

Beginning of 1993 128.9 T.C.F.

Discoveries 48.2 T.C.F.

Less Production 11.0 T.C.F.

Year end 1998 166.1 T.C.F.

7.10 The Crist6bal Col6n project is the only natural gas project in the FYIP. It
will develop 4.7 T.C.F. of natural gas reserves (located at the extreme north of the Paria
Penfnsula) for export as liquefied natural gas, or LNG. The liquefaction plant will have a
production capacity of about 4.6 million tons per year. PDVSA and an international
consortium of petroleum and trading companies--including Exxon, Shell, and Mitsubishi--will
invest in the project.
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7.B.2 Investments in Crude Oil. Condensate. and Natural Gas Production

7.11 PDVSA estimates about US$14.5 billion in investments to bring production
capacity for crude oil, condensate, and natural gas to the levels proposed in the FYIP. The
components are: 1) about US$7.9 billion for development and maintenance of potential
production capacity, i.e., drilling of new development and outpost wells, and workovers and
rehabilitation of existing wells; 2) about US$0.9 billion for development of new areas
discovered by successful exploratory activities; 3) about US$2.9 billion for oil and gas
gathering systems, production batteries, separators, etc., to accompany the activities above;
4) about US$1.0 billion for secondary recovery systems, including gas repressuring and
water flooding; 5) about US$0.7 billion for natural gas development; and 6) about US$0.9
billion for natural gas compression facilities.

7.12 Venezuela's reserve-to-production ratio of 75:1 (75 years of production at the
current levels) compares favorably with the ratios of most large crude oil producer countries.
However, a large portion of proven reserves are heavy and extra heavy crude oils, which are
both more expensive to produce and difficult to market (Table 7.5).

Table 7.5 Venezuela: Proven Reserves in Billions (10'

Condensate (above 45' API) 2.0 (3.1%)

Light Oil (above 32° API) 8.5 (13.2%)

Medium (betwee 22' API to 31.9') 9.1 (14.1%)

Heavy Oil (between 14- API to 21.9- API) 15.3 (23.7%)

Extrm Heavy (between 14 API to 13.9- API) 29.7 (46.0%)

Total Crude Oil 64.6 (100.0%)

Bitumcn (less than 8 API) 70.0

7.13 Since 1990, PDVSA has been producing about 2.5 mbd of crude oil and
condensate, and plans to increase production to about 3.1 mbd by 1998. This will require
significant investment in exploration so that PDVSA can incorporate and prove-up an
estimated 7,943 million barrels of crude, which would maintain or increase Venezuela's
current reserves-to-production ratio. While PDVSA will continue to rely on the light and
medium crude oil reserves that make up most of its current production, it also needs to
continue development of its existing resource base, which consists mainly of heavy and extra
heavy crude oils (rable 7.6).
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Table 7.6 Venezuela: Comparison of Production with Types of Crude Oil

Type of crude oil Production in 1992 Production in 1998

Condensate, light, and medium crude oil 1,817,000 bbs/day (76%) 2,054,000 bls/day (65.6%)

From new light and medium crude

oil reserves:

151,000 bbs/day (4.8%)

Heavy and extra heavy crude oil 624,000 bbs/day (24%) 926,000 bbs/day (29.6%)

Total 2,441,000 bbs/day 3,131,000 bbs/day

7.B.3 Investments in Orimulsion Production

7.14 The Orinoco Belt contains a resource base estimated at 1.3 trillion barrels.
About 270 billion barrels are extra heavy crude oil and bitumen recoverable with advanced,
sophisticated technology, and about 70 billion barrels are recoverable with existing
technology. Much of these reserves are true bitumen, which is a liquid form of hydrocarbon
similar to other forms of petroleum but with a very low hydrogen content. Bitumen is much
more viscous than ordinary petroleum because of its low hydrogen-to-carbon ratio and is
considered an unconventional petroleum. Orinoco bitumen is used to produce orimulsion, a
mixture of 70 percent bitumen, 30 percent water, and some diluents. Orimulsion is
transportable and cleanly burned as a boiler fuel by power stations.

7.15 Bitumenes del Orinoco S.A. (BITOR) is the PDVSA subsidiary responsible for
handling Orinoco bitumen and marketing orimulsion. It produced 1.1 mmt of orimulsion in
1991, four times the previous year's output, and has signed seven contracts to sell about
240,000 barrels per day in international markets. Other agreements are under negotiation.

7.16 The FYIP includes US$90 million, PDVSA's share of the US$1.8 billion
needed to develop the Orinoco Belt, for the production of orimulsion already contracted and
under negotiation. These funds will be used to increase production capacity to 0.7 mbd by
1998, and to lay the groundwork for production of 1 mbd by 2000. Specific activities
include drilling some 1,500 wells, laying about 750 miles of pipeline, and constructing 8
mixing plants and storage and maritime terminal facilities.
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7.B.4 Investments in Refining Operations

7.17 PDVSA plans to expand the conversion capacity of its domestic refineries by
0.4 mbd by the end of 1998. The FYIP for refinery activity will:

1) Carry out conversion projects in existing refineries, mainly Amuay and
Card6n, to reduce fuel oil yields from 0.277 mbd to 0.212 mbd, and
increase heavy crude oil processing capacity by approximately 0.1 mbd.

2) Improve the quality of all refined products to establish PDVSA's
position in the intemational markets, which increasingly demand
cleaner products. (In the U.S., the Clean Air Act requires
reformulated gasolines from 1995 onwards and diesel oil with a sulphur
content of less than 0.05 percent from October 1993 onwards.)

3) Carry out and implement engineering studies to reduce emissions to the
air and ground in all refineries, in compliance with stricter legislation
approved by Congress.

7.18 Implementation of the FYIP will significantly change PDVSA's refining
capacity both at home and abroad (Table 7.7).

Table 7.7. Venezuela: Crude Oil Disposition and Refining

Dispositiorn i _ 1993 1998

Crude Oil Producwtn C/lMedium Heavy Total C/L/Mediwn Heavy Total

Sales as crude oil 222 420 642 549 443 992

Refined in Venezuela and 915 177 1092 928 277 1205
Curacao

Refined abroad 385 203 588 388 231 619

Increased capacity abroad 132 132 212 212
for heavy crude oils

Increased capacity 6 6 103 103
domestically for heavy crude
oils

TOTALS 1552 938 2460 1865 1266 3131

7.19 The proposed investments in refining total about US$4.9 billion. The details,
by location and type of project and corresponding internal rates of return (as calculated by
PDVSA) are shown in Table 7.8.
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Table 7.8. Venezuela: Investments in Refining (Bls/d)

Reduction of Incrtase of
Amount in :Fuel Oil : Heavv Oil

Location of Project Million USS Type of Project IRR (Bls/d) (BbId)

Card6n - BG 2.244 Deep Conversion 13% (90,000) 70,000
Product Quality

Curacao 887 Deep Conversion 13% (60,000) 57,000
(Isla Ref.) Products Quality

Environmental

Amuay 1.278 Deep Conversion 11% (45,000) 150,000
Quality of Products
Environmental

El Palito - 524 Quality of Products 17%
Puerto La Cruz

TOTALS 4.933 (195,000) 277,000

7.B.5 Investments in the Domestic Market

7.20 PDVSA continues to expand and modernize its domestic market in spite of
large financial losses due to inappropriate pricing policies. The FYIP includes investments
of about US$300 million to increase distribution of natural gas and refined petroleum
products, and to upgrade existing facilities. Work was completed in 1992 on two major
distribution systems: 1) the SUMANDES or Supply System for the Andean Region, and 2)
the SISCO or Central-West Supply System. PDVSA also moved ahead with the expansion of
its natural gas pipeline network.

7.21 PDVSA has recently built or remodeled about 80 service stations and opened 5
new stations to sell compressed natural gas (CNG), which is being used in an experimental
program to increase natural gas utilization in the transport sector. Similarly, new lines of
lubricants were introduced, and a modern distribution system was installed to supply jet fuel
at the International Maiquetfa Airport. A program to ensure more reliable fuel distribution in
Caracas was also completed in 1992.

7.B.6 Other Investments

7.22 PDVSA has planned investments of about US$100 million to continue the
expansion and consolidation of its international marketing facilities. In addition, it plans to
modernize its entire tanker fleet, and has contracted with South Korea's Hyundai Heavy
Industries to construct eight new double-hulled tankers. The tankers are being designed to
meet the strictest environmental and safety standards. This is only the first stage in
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PDVSA's tanker fleet modernization program; the FYIP includes about US$300 million to
improve the fleet.

7.C Assessment of the Proposed Investment Program'

7.23 The following assessment of the proposed investment program is based on
internal rate of return (IRR) estimates for several activities in the 1993-98 FYIP computed
with the Bank's projections for oil prices. The tables in Appendix 2 provide details of these
estimates computed with US$ figures.

7.C.1 Investments in Exploration. Production. and Refinery

7.24 The results of a financial analysis to evaluate the 1993-98 FYIP indicate that,
even with the current domestic pricing structure and heavy tax burden, PDVSA will obtain a
financial IRR of 37.5 percent if its proposed exploration and production investments are
implemented. The IRR increases to 53.8 percent if the tax burden is reduced by eliminating
the export reference price over the next four years. Most of the refining projects have IRRs
between 11 and 17 percent, which are considered low for petroleum projects, since most of
the major international oil companies do not implement projects with IRRs of less than 20
percent.

7.C.2 Investments in the Domestic Market

7.25 The proposed investments to improve domestic distribution are unwarranted on
financial grounds. The highly subsidized domestic supply of petroleum products and natural
gas has caused losses for PDVSA averaging US$1.5 billion annually. As long as petroleum
prices are maintained at artificially low levels, investments in the domestic market are not
advisable.

7.C.3 Investments in Other Areas

7.26 The investments for strategic associations proposed in the FYIP represent
PDVSA's "seed money" contribution to the projects. Successful projects will have IRRs
ranging from 10 to 19 percent, depending on the price received for the synthetic crude oil
processed from Orinoco bitumen. The estimated payout time for these investments is
between 10 and 15 years.

7.27 Investments not directly related to PDVSA's core petroleum operations, such
as support for its research and development institute, are very difficult to evaluate for lack of
details on actual total project investment requirements, operating costs, production or

2/ This assessment was prepared by Bank staff and consultants based on information provided by PDVSA
staff.
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productivity targets, and prices or cost savings to be obtained. However, most of these
activities have an unprofitable past, and this is unlikely to change significantly in the future
without a major change in pricing policies.

7.D Recommendations

7.28 PDVSA's Role. PDVSA should focus exploration in traditional areas where
there are good possibilities of finding light and medium crude oils and where expected
reserves are sizable, and in fields with higher per well productivity. Again, the probability
of encountering light-medium crudes is greater here, and costs will be lower. While
PDVSA's proposed investments to maintain and expand production appear sound, a closer
scrutiny is necessary, as the Government can no longer afford to finance oil projects with
uncertain returns.

7.29 Private Sector Role. Exploration in zones outside the traditional areas carry
both greater risk and higher costs, and should therefore be left to the private sector. The
Government should invite private petroleum companies to participate in exploration and
production in these areas via production- or profit-sharing risk contracts. (The legal details
for such contracts are described in Chapter 8.)

7.30 The Government should encourage private sector participation in the
exploitation of fields containing heavier crudes, particularly in areas where potential reserves
and production increases are still considerable. These crudes are unlikely candidates for
PDVSA's attention, as they are costlier to extract, have lower per well productivity, and
require the use of more sophisticated technology.

7.31 The Government should also allow private sector operation in all areas where
PDVSA can no longer afford to continue development, due to the degree of depletion,
structural complexity, or the need for large investments to implement secondary or enhanced
recovery systems. The following operational guidelines would make participation in such
projects more appealing to the private sector: 1) Consolidate several fields into a larger area
so that an operator can begin with a significant crude oil production base. 2) Ensure that all
fields to be turned over to private sector operators contain proven reserves for further
development. 3) Provide "upside potential" by evaluating whether areas have additional
reserves around and near them, and/or at depths yet to be developed. 4) Allow the private
sector operator to determine if sufficient reserves exist, if an area is amenable to secondary
or enhanced recovery, and if improved technology will increase existing production levels.
5) Consider private sector participants to be partners (not merely "contractors") who fully
control their own investments and operations.

7.32 The Government should allow private sector participation in all refining
activity; at minimum, new refineries should receive private financing. Similarly,
distribution and sale of refined petroleum products, LPG, and natural gas should be
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privatized, and domestic prices liberalized. These moves would result in reduced public
spending, lower costs, and increased efficiency. Further, when domestic investments are
needed for new gas terminals, distribution pipelines, or marketing facilities, private firms
would step in and lessen the public sector's burden.

7.33 PDVSA is seeking associations with major international petroleum companies
to develop the Orinoco Bitumen Belt. As such alliances will be necessary at each stage of
production (from field development to intemational marketing), the conditions for
associations need to be quite flexible (Chapter 8). The following projects would also benefit
from private sector participation: PEQUIVEN's petrochemical projects, Carbozulia's coal
exploration-exploitation operations, transport tanker fleet improvements, expansion of
international refining and marketing operations, increased production and marketing
operations for orimulsion, and expansion of PALMAVEN's fertilizer production and
marketing activities. Finally, the LNG Crist6bal Col6n project, which is still in its initial
stages, should be left to the private sector because the project's prospects are dim, given the
large investments it will require and the low price currently being paid for natural gas.

7.34 Conducting research and developing new applications to increase efficiency,
reduce costs, and further the use of Venezuela's hydrocarbon resource base are worthy goals.
Nevertheless, the Government should secure private sector participation by sharing
knowledge, and by charging royalties to operating companies that use newly developed
technology or profit form trademarks and patents made possible by this technology.



Chapter 8: 01 Sector Legal Framework

8.A Introduction

8.1 Venezuela still poses major obstacles to efficient privately led oil sector
development. The chief one is the legal framework that gives the state a monopoly on the
production of hydrocarbons, and allows private participation only under highly restrictive
conditions.

8.B International Changes in Ownership

8.2 Complete state monopolies hardly exist anymore except in Saudi Arabia,
Kuwait, and Mexico. Even in Saudi Arabia, new capital-intensive projects, such as refining
and petrochemical facilities in the new industrial area of Jubail, are joint ventures with Royal
Dutch-Shell and Mobil.

8.3 Several large oil monopolies have been or are being privatized in Latin
America (Argentina and Peru), Eastern Europe (Poland), and several parts of the former
Soviet Union. Several former socialist economies, such as Algeria, Viet Nam, Myanmar,
India, Cuba, and countries of the former Soviet Union, are actively seeking international
investment. Other large oil producers like Nigeria that have long relied on foreign
investment are improving the fiscal conditions that affect such investment.

8.4 In developed countries the trend is also to move away from state control of the
oil industry. In the U.K., the state-owned companies of the British National Oil Corporation
have been privatized. Privatization of Britoil and British Gas followed, and the publicly
owned shares in British Petroleum have been sold. In France, state ownership of
Elf-Aquitaine and Total-CFP is being reduced through sales of shares to the public. In
Norway, wholly state-owned companies such as Statoil are being retained, but these now
compete with a flourishing private sector that has in turn benefitted from less interference by
publicly owned companies.

S.C The Leg-al Framework of Venezuela's Oil Sector

8.5 Ownership and Institutional Laws. Venezuela's commonly known "1975
Nationalization Law" gives the state control of exploration, production, refining and
processing, transportation and storage, and domestic and foreign marketing of hydrocarbon
products. Concessions to private companies (domestic or foreign) involved in oil production
were canceled effective December 31, 1975. The following laws still apply to oil activities
but are subject to the provisions of the Nationalization Law: the 1967 Hydrocarbons Law,
the 1971 Law Reserving for the State the Natural Gas Industry, the 1971 Law of Reversion
of Affected Property to Hydrocarbon Concessions, the 1973 Law Reserving for the State the
Import and Domestic Marketing of Hydrocarbon Products, and the 1986 Central
Administration Law.
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8.6 Article 35 of the 1986. Central Administration Law states that the Ministry of
Energy and Mines (MEM) is responsible for formulating and implementing energy policy in
Venezuela. PDVSA, the financial holding company that acts as the coordinating agent for
the oil industry, carries out MEM's directives through its three affiliates: Lagoven, a
former affiliate of Exxon; Maraven, a former affiliate of Royal Dutch-Shell; and Corpoven,
which consolidates the assets of Corporaci6n Venezolana de Petr6leo and of about fourteen
other small private companies that existed at the time of the nationalization. The three
companies are fully integrated and operationally independent of each other, even competing
in some cases for contracts and markets. For simplification they will be referred to
collectively as PDVSA.

8.7 Article 5 of the Nationalization Law provides only two avenues for private
sector participation: through operations contracts and through association contracts (or "joint
ventures"), both with PDVSA. PDVSA may enter into operations contracts with any private
party, foreign or domestic.

8.8 In 1992, PDVSA signed operations contracts with private parties for oil
production for the first time. (International oil companies presented competitive tenders for
the development of nine marginal fields, and PDVSA signed three production contracts.)
The contracts stipulate that all oil produced in these fields belongs to PDVSA, which will
pay the operator a flat fee for development, and a fee per barrel for petroleum produced and
delivered. If a company provides drilling or mud-logging services at a site, PDVSA must
pay the stipulated fee, regardless of whether or not the well is productive.

8.9 PDVSA and the private contractor do not share the operational risks or
benefits equally. The contractor alone bears the risk that oil production will not be sufficient
to recover costs in excess of the flat fee. Similarly, regardless of the international price of
oil, the contractor receives a fixed dollar amount per barrel. PDVSA bears the risk that
international oil prices will merely approximate the production fee, and it could thus be
obligated to sell at a loss once transportation, treatment, and storage costs are added. Private
investors may worry that in such a case unprofitable production would simply be stopped,
despite the existence of a contract. PDVSA gains if oil prices increase because all of the
upside accrues to it. The operations contract is similar to the "service contract with risk"
used in other countries, with one important difference. Most service contracts reserve a
share of any price upside for the contractor.

8.10 In 1993, PDVSA again began inviting competitive tenders for the development
of marginal fields under operations contracts. Without altering the essence of the contract, a
contractor will now be permitted to undertake exploration in addition to the development of
the marginal field within the assigned area.

8.11 Association contracts are joint ventures in which the parties share all liabilities,
risks, and benefits. The law governing these contracts stipulates: 1) that there must be
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"special circumstances" or "public interest benefits"; 2) that PDVSA retains "control" of the
operations (there has been debate regarding the meaning of "control"); 3) that the contract be
time-limited; and 4) that both chambers of Congress in joint session approve the contract
after the Executive provides all the relevant information.

8.12 The "special circumstances" refer to new technologies and large capital
investments that PDVSA cannot obtain. "Control" has not been interpreted as having a
majority equity interest, as is normally the case, but as having control of operations through
veto power or through a requirement for a unanimous vote on specific issues.

8.13 PDVSA has resorted to association contracts for the first time to manufacture
and export liquid natural gas (LNG) and to develop the extra heavy crude reserves in the
Orinoco Belt. The economics of both projects, which require the application of new
technologies and the investment of several billion dollars per project, are far from certain.
To comply with the "control" requirement, PDVSA is asking that the president of each joint
venture be appointed by the contract's Venezuelan party. (For example, Lagoven will
appoint the president for the LNG project, and Maraven for the Orinoco Belt project.)
Under the contracts it has begun negotiating, PDVSA would contribute 20-30 percent of the
total equity, or about 40 percent of project costs. The balance would come from financial
institutions.

8.D Characteristics of an Efficient legal Framework for the Oil Sector

8.14 An efficient legal framework for the oil sector in almost any country must:
1) recognize the peculiar characteristics of the petroleum business; 2) set forth clear policy
objectives for the public sector and define the role of the private sector; 3) identify a realistic
methodology for carrying out those objectives; and 4) provide a neutral system of incentives
for all participants.

8.15 A well-managed, comprehensive exploitation policy, recognizing that oil is a
non-renewable resource and that the rent derived from it will also disappear some day, will
endeavor to maximize the qualitative use of revenue in the long, albeit finite, term. This
means that the development of additional reserves should allow for a fairly constant flow of
revenue.

8.16 The applicable legislation should ensure that exploration for new reserves
continues, and that these should replace produced volumes for as long as is economically
possible. It should also provide for "efficient" petroleum production that will: 1) maximize
export earnings; 2) provide reliable and competitively priced feedstocks for the local
petrochemical and derivative industries; 3) expand tax revenues; and 4) minimize the
environmental damage that results from petroleum operations.
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8.17 Exploration, by its very nature, is a risky venture; drilling a well is the only
way to find out if there are hydrocarbons under the ground. To maintain a stable revenue
stream requires that extracted volumes be replaced by equivalent reserves. Venezuela's large
production calls for annual exploration budgets in the hundreds of millions or billions of
dollars, with a high probability that this investment will yield some dry holes. Private sector
participation in this risky undertaking is advisable.

8.18 In addition to the uncertain results of exploration, there is the cost of
employing constantly changing and expensive technologies as finding new reserves becomes
progressively more difficult. As a matter of policy, the state should recognize that the most
beneficial and efficient way to attract these technologies is by offering appealing investment
opportunities to private participants, and not merely by hiring support services.

8.19 As exploration contends with geological risk, production and development are
fraught with economic risk. The production, transport, and processing of petroleum require
very large up-front capital expenditures that might not be recovered fully for various reasons,
including shortfalls in anticipated production and price collapses (in particular when PDVSA
makes no effort to hedge these price risks). It is unrealistic to believe that the state can find
the capital to develop all of Venezuela's hydrocarbon resources, or can afford the wasteful
diversion of substantial oil tax revenue for investments that the private sector can take over.

8.20 Environmental protection in connection with petroleum operations is another
concern. The state, as the sole producer of oil and user of its revenues, has not allocated
adequate resources for environmental protection. However, the experience of several
countries demonstrates that a government can fairly and effectively regulate the
environmental impact of petroleum operations carried out by the private sector.

8.21 New legislation should recognize that domestic and foreign investors with
more resources than the state can muster are in a better position to take financial risks. The
private sector also possesses the technology and management skills to undertake new
projects, and can provide market access for new products. Therefore, the legal framework
should be concerned primarily with the creation of an environment in which private investors
will find incentives to provide capital and technology to the petroleum sector.

8.E Recommendations

8.22 Venezuela may need to modernize its legal framework in the petroleum sector
to attract private investment. The authorities may want to consider a new legislation to
include several suggestions. The first one is that:

A) All new exploration may be carried out by any party, Venezuelan or
foreign, deemed both technically and financially qualified by an
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authority within the Executive branch. The approved party or parties
would enter into association contracts with PDVSA.

B) The holders of exploration licenses would have the right to production
and development, following a discovery, and to participation in
transport and processing, either independently or in association with
PDVSA. No government approval would be required.

C) Private producers would be free to export a negotiable portion of their
net hydrocarbon and related production. Many firms interested in
doing business in Venezuela would require access to crude oil as a
prerequisite to investing there, and would settle for being allowed to
export part of their net production, perhaps prorated to the limitations
imposed on other producers, as in Nigeria. These exports would have
to be reconciled with Venezuela's membership in OPEC and PDVSA's
downstream integration.

D) Exploration licenses would be awarded by the Government through a
bidding procedure that included the pre-qualification of bidders.
Operating rights would be awarded on the merits of a committed
minimum work program and other relevant variables. The granting
authority would develop and implement a transparent and competitive
bidding process. It will also provide the relevant information to
interested parties including the oil taxation rules.

8.23 The second recommendation is that the royalty provisions in the Hydrocarbons
Law should be revised to provide a fair basis for calculating this tax and avoiding distortions.
For example, at present royalties are required for hydrocarbons used in field operations, or
for natural gas products, without allowing the producer to deduct processing costs.

8.24 The third recommendation is that PDVSA should focus on: 1) management
and development of all producing fields currently under its operational control (including the
Orinoco Belt), either alone or with private partners; 2) selective participation in joint
ventures with private firms on an arm's-length basis; and 3) any other activities in which it
can compete with the private sector on a level playing field. The law should allow PDVSA
to negotiate association contracts without government approval. Similarly, the granting
authority should be able to award hydrocarbon exploration and exploitation rights without the
approval of Congress. Prospective investors often rightly fear that the deals they work so
hard to negotiate might become political footballs. Finally, the import, distribution, and
marketing of hydrocarbons and derivatives should be entrusted to a competitive market of
qualified agents.



Chapter 9: Oil Sector Taxation

9.A Introduction

9.1 Venezuela has retained the tax system applied to foreign oil companies before
nationalization. At first, this policy did not have negative consequences because international
oil prices were high and PDVSA's production mix has been dominated by light and medium
crudes, which are highly valued and easy to market. However, since international oil prices
collapsed in 1986, taxes due as a share of oil revenues has become very high, and would
impede Venezuela's ability to compete internationally for private investment in the sector.

9.B Characteristics of an Efficient Oil Fiscal Framework

9.2 There are almost as many mechanisms for capturing the rent from petroleum
extraction as there are hydrocarbon-producing countries. The characteristics of a country's
fiscal system and its choice of instruments determine the government's take from various
operations. They also influence the economic agent's investment decisions in the country.

9.3 The economic conditions affecting the profitability of oil and gas extraction
depend on: 1) the international and domestic prices of petroleum and gas; 2) the operating
cost, determined in part by the oil price and also by technical factors, such as the size of the
reserves, the quality of the petroleum produced, and the depth, productivity, and area drained
by each well; and 3) geographic features, such as a field's accessibility and the terrain where
it is located, and its proximity to transportation and export facilities.

9.4 An efficient oil fiscal system encourages the operator of existing fields to
continue production as long as it is economically feasible, and offers investors an attractive
basis on which to calculate the potential returns from projects. It must work for very
profitable fields, without leaving too much of the extra rent in the hands of the operator. It
must also work for small, costly, or otherwise marginal fields that the investor would
abandon unless he were allowed to keep a reasonable return on his investment. It must do
all of these things equally well under a broad range of international oil prices. The most
successful fiscal systems are risk-related, progressive, flexible, and profit-related.

9.5 Risk-related systems. These take into account the actual or expected project
risk. Thus, the rent-sharing mechanism will impose less of a tax burden on investments with
substantial exploration risks before a decision to develop a field takes place. It will appear
less generous when economic levels of reserves have been proven, even if the actual
profitability of the high- and low-risk fields turns out to be the same.

9.6 Progressive systems. These give a larger share of rent to the government as a
project generates higher profits. This does not mean that the government confiscates all the
rent once a certain return on investment, rate of return, or other trigger-point has been
reached. Rather, the government, as the resource owner, gets a larger proportion of the rent
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than the investor when profits are in excess of what he would reasonably require in order to
undertake the investment.

9.7 Flexible svstems. These take into account the production costs, prices, and
gross resources extracted during a given period. A typical inflexible fiscal instrument is one
that bases the govemment's take on gross production, like Venezuela's royalties and the
VFE.

9.8 Profit-related systems. Progressive and flexible systems are normally
profit-related. They may apply a progressive tax rate to annual net income, or charge a levy
once the investor has achieved a pre-determined real rate of return. Some simple systems
use approximations of profitability, such as average daily production levels, to establish tax
rates. These are easy to verify but, because they do not take into account the key elements
of cost and price, are flexible only under certain assumptions.

9.C Venezuela's Oil FLscal System

9.9 Royalies. The Hydrocarbons Law sets a maximum of 16.7 percent of the
value of production as royalties, deductible for income tax purposes, and the MEM
establishes the reference price at which these payments are made. The Executive has the
authority to change the royalty rate for specific fields when economic circumstances warrant.
Corpoven, which was formed from the old state company Corporaci6n Venezolana de
Petr6leo (CVP) and several smaller companies when the industry was nationalized in
1975-76, does not pay royalties because CVP had been exempted by decree before 1975.
Royalties payable on associated natural gas, which is used in production operations or for
LPG production, are calculated on the thermal value of the crude oil with which it is
produced--generally the more valuable light and medium crudes, as heavy oil tends to contain
less gas.

9.10 Export Reference Price. The export reference price, or 'valor fiscal de
exportaci6n" (VFE), is set by the Executive as a percentage of the export price of oil. The
VFE is used to calculate revenues subject to the income tax, but not to compute royalty
payments. It was originally intended to discourage foreign oil companies from the use of
transfer pricing among their affiliates to evade attempts to tax production rent. The
difference between export prices and the VFE has varied over the years. At PDVSA's
urging, the Executive has asked Congress to progressively phase it out within four years. In
1993 the VFE was reduced to 16 percent of the export price of oil; it will be 8 percent in
1994, 4 percent in 1995, and 0 thereafter.

9.11 Tax on Net Revenue from Oil. This tax was established in the 1991 Income
Tax Law at 67.7 percent of net revenue on oil activities downstream and upstream. The
standard income tax rates on non-oil activities are between 20 and 30 percent, and apply also
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to joint ventures exploiting deposits of heavy and extra-heavy oil or non-associated natural
gas, provided these ventures meet the provisions of the Nationalization Law.

9.12 For tax purposes, all operating costs, including exploration expenses, are
capitalized, but dry holes and certain other costs are deducted by special arrangement. The
depreciation method is the unit of production system, whereby unamortized capital costs are
deducted each year in the proportion that the current year's production from a given field
bears to total reserves in that field. Given that production tends to decline after the early
years of a field's life, PDVSA reports that many assets are being largely depreciated over an
average period of 8 years. Full amortization takes longer than 8 years because it is linked to
the theoretical useful life of the asset. There is a 3-year loss carry-forward limitation that
would harm companies initiating their first development project. There is also a requirement
that companies perform regular asset revaluations; assets are denominated in bolivars, which
could result in a tax liability even before the first revenue comes in. Capital gains are taxed
like ordinary income. There is a 10 percent tax rebate on new exploration investments made
within 5 years after the enactment of the 1991 law. Other minor taxation items that have a
small impact on the overall economics of oil and gas exploration and production may be
disregarded. However, they make the fiscal system one of the most complicated in use
today.

9.D International Comparison of Oil Taxation Incidence

9.13 Appendix 3 is a comparative study of the effects of fiscal systems in
Venezuela, Algeria and Norway on oil development and production, using a range of
development costs and international oil price scenarios. The comparison is significant
because both Algeria and Norway are grappling or have grappled with the same problems as
Venezuela.

9.14 Norway has a mixed industry in which private domestic and foreign oil
companies compete with Statoil, the national oil company, run very much like a private firm.
Algeria nationalized the operations of foreign oil companies in 1975, and for many years the
national oil company, Sonotrach, has dominated the sector as thoroughly as PDVSA has in
Venezuela. Capital constraints and declining rates of production from established oil fields
led Algeria to open up to intemational investment. The industry includes joint ventures for
LNG exports, exploitation operations on mature fields, gas-gathering systems, marginal
hydrocarbon fields of several kinds, and greenfield exploration.

9.15 The main conclusion of the analysis is that taxes in Venezuela are very high
and could impede private sector investment in an increasingly liberalized and competitive
international environment. Besides high income tax and royalties, the Venezuelan fiscal
system is inefficient. There is too much discretion in its application and too much of the
total tax take is based on gross revenues, which penalizes projects that have a low return
because they are experimental or in the early stages but that over a longer term might be
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profitable. This discourages the development of smaller fields, fields with heavier oil, gas
projects, and accumulations that require deep drilling or are in areas of difficult access.
These are the geological characteristics that can be expected in Venezuela, now that the
easiest sources have been exploited.

9.16 Applied to projects that are economically justified, the government take in
current prices, under every development cost and oil price scenario in Venezuela, exceeds 83
percent of each field's pre-tax net cash flow. It reaches a maximum of 93.6 percent when
development costs are US$7 per barrel and the price is US$15, and both of these
assumptions may be optimistic when applied to Venezuelan heavy oil. Comparatively,
Venezuela's fiscal terms are not very different from Algeria's, and under a few scenarios are
slightly better. Both countries have systems that disproportionately penalize low-retum
projects. Algeria has been trying to attract private investment by providing incentives, such
as lower royalty rates for areas believed to offer less promising prospects, but with limited
success to date. Norway's terms are better across the board and in most cases progressive:
the government take from the whole range of prices and costs is never more than 78 percent,
increasing with higher prices and decreasing with higher costs, as an efficient tax system
should.

9.17 The calculation of relative net present value at a moderate 10 percent is even
more telling. The government take in Venezuela exceeds 100 percent in many cases,
meaning that the investor cannot even earn a 10 percent real rate of return. It exceeds 500
percent for a large 500 million barrel field, where development costs equal or exceed US$6
per barrel, as they are expected to in the Orinoco and other heavy oil fields yet to be
developed.

9.E New Taxation System for Venezuela

9.18 The fiscal system and the taxes levied on both PDVSA and private sector
activities, with or without PDVSA participation, should make Venezuela competitive,
especially with other oil countries offering similar geological prospects, geographical
parameters, and non-technical country factors. To this end, the most important change is to
replace the present system with one that is progressive and profit-related.

9.19 Variable Royalty Rates. The royalty is an inflexible taxation instrument and
should not be the Government's main choice. It does have two advantages, however. It
provides a minimum revenue from every unit produced beginning with the first one, and oil
companies are used to it. It can be argued, moreover, that a hydrocarbon field that cannot
pay a modest royalty--provided the other fiscal instruments are profit-related--is not worth
developing under the economic parameters of the day. A sliding scale, with a maximum of
13 percent, is suggested (Table 9.1).
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Table 9.1: Substance Royalty Rate (Indicative)

Substance R Rate

Natural Gas 9 percent of netback value
Crude Oil < 9° API 3 percent of market value at the well
Crude Oil > 9° API 3 percent plus 1/2 percent for each degree API

over 9 up to a maximum of 13 percent

9.20 Income Tax. This would be set for oil activities, including production,
transportation, refining, and distribution, at the same rate as non-oil activities. Exploration
and operating costs, including dry holes and discovery wells (one per discovery) but not
appraisal wells, would be expensed, and capital assets would be depreciated over a maximum
of 10 years.

9.21 Petroleum Surtax. A surtax could be applied to production on a field-by-field
basis, if a field falls into the "windfall" category, which obviously requires definition. This
would fulfill the need, identified in the comparative study, for a profit-related tax. The
benchmark for this tax could be one of several criteria commonly used today:

a) Actual real rate of return up to the year for which the calculation is
made.

b) Cumulative production from the field.
c) The investor's undiscounted cumulative cashflow, obtained by dividing

his cumulative gross receipts from the project's inception by his
cumulative gross outpays, including taxes, through the year previous to
the one for which the calculation is made. This number is called the
"R-Factor" in a number of new countries.

9.22 Of these three indices, the rate of return is theoretically the most accurate, but
is not generally favored by the oil industry. The cumulative production indicator is a very
blunt instrument, as it does not take costs into account and progressively squeezes
profitability during the declining years of a field. The "R-Factor" would be a convenient
method of surtax computation, because it is known and accepted by intemational oil
companies.

9.23 For a large oil-producing country such as Venezuela, a schema like that shown
in Table 9.2 could be appropriate. Actual numbers could only be determined through further
economic analysis.
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Table 9.2: R-Factors and Surtax Rates

R-Factor Surtax Rate (percent of profit after Income Tax)

1 2 R 0
1.5 2 R > 1 10
2 2 R > 1.5 20
3 Ž R > 2 30

R > 3 40

9.24 The proposed fiscal system could be applied to all agreements signed
immediately after the statute authorizing it became effective. Whether it should also be
applied to production established by PDVSA prior to that date, or to the few operation
contracts already signed with foreign companies, is another question. Any retroactive
application of a new system should be done with the agreement of the parties concerned. It
would not make sense to apply such a formula to the consolidated activities of any company,
PDVSA or otherwise; the flexibility provided only makes sense if it is applied on a
project-by-project basis. The definition of a "project" would include a petroleum field for
existing production, or an area under exploration by any venture; this is known as partial
ring-fencing, meaning that companies whose exploration activities lead to a commercial
discovery could continue writing off bona fide ongoing exploration expenses within the area
where the discovery is located. There is no reason why this system, or any other
modernized, profit-related system, could not be applied to all operations carried out in
Venezuela, whether by PDVSA or a private operator, that are related to mature fields or
greenfield exploration. However, any change in PDVSA's taxation system along this lines
may need to come only after a review of the company's institutional relations with the rest of
the public sector, in particular with the Finance and Energy and Mines Ministries.

9.25 The royalty and the proposed surtax would tax oil production in an appropriate
way, and in the case of profitable operations, more than the proposed VAT and asset tax.
Most of the countries Venezuela will be competing with allow the oil sector exemptions from
indirect taxes. Therefore, at least exploration and production operations might be exempt
from any taxes other than the royalty, income tax, and surtax. There has also been mention
of a possible tax holiday for certain projects. This might not be advisable, as extractive
activities should never be exempt from rent-sharing. Furthermore, many companies would
have to pay the extra profit to their home governments, which is not in Venezuela's interest.
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9.F Impact of the New System on Central Government Revenues

9.26 Appendix 4 estimates the revenues that would result if the tax system proposed
here were applied to a substantial private sector exploration program. Four exploration
scenarios were analyzed, based on 20, 15, and 10 new ventures per year, and on gradual
intensification of exploration activity. These four cases were plugged into a model adjusted
for Venezuela's geological parameters, and run through three oil price and seven
development cost alternatives. (The geological parameters and other field information are
those discussed in Chapter 7.) The most likely scenario is somewhere between the 15 and 20
ventures, assuming that the price and development cost assumptions hold.

9.27 The simulations predict that a private sector exploration and development
program of about 20 ventures per year would yield cumulative tax revenues of approximately
US$1.5 billion by 1998, US$5.5 billion by 2000, and over US$50 billion by 2010, depending
upon the prevailing fiscal system. Similar results could likely be obtained if PDVSA carries
out a portion of the exploration; however, it is improbable that PDVSA could deploy capital
in the amounts necessary for exploration and development to generate such levels of tax
revenues.

9.28 The reform case economic projections in Chapter 2 include the production,
investment, and government tax revenue corresponding to scenario 2, subject to fiscal terms
identified as "surtax 1" in Appendix 4. Under this scenario, government tax revenue from
private investment reaches 1.4 percent of GDP in 1998. In the same projection, PDVSA
would provide taxes equivalent to about 10.6 percent of GDP, assuming that the current
fiscal system (including the phasing out of the export reference price) stays the same in the
medium term.

9.G Recomnendations

9.29 Venezuela should have an oil taxation system for private investments that is
both flexible and profit-related. Flexibility is required to respond to both the high-cost, low-
value operations associated with heavy crudes, and the more profitable endeavors associated
with light and medium oil. A fiscal system that is strongly profit-related is imperative for
two reasons: the range of costs for producing light to heavy oils is wide, and the variation in
the market value of light and heavier oils is substantial.

9.30 Once a flexible system is in place, a surtax such as the British Petroleum Tax
or the Norwegian Special Tax could be adapted for Venezuelan conditions. This surtax
would ensure the Government's share of rent in excess of normal operations. The VFE
should be abolished as planned, while current tax and royalty rates for PDVSA production
could be maintained during the transition to a new system.
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