© 2007 International Monetary Fund July 2007
IMF Country Report No. 07/248

Bolivia: 2007 Article 1V Consultation—Staff Report; Staff Supplement; Public
Information Notice on the Executive Board Discussion; and Statement by the Executive
Director for Bolivia

Under Article IV of the IMF’s Articles of Agreement, the IMF holds bilateral discussions with
members, usually every year. In the context of the 2007 Article IV consultation with Bolivia, the
following documents have been released and are included in this package.

. The staff report for the 2007 Article IV consultation, prepared by a staff team of the IMF,
following discussions that ended on May 15, 2007, with the officials of Bolivia on economic
developments and policies. Based on information available at the time of these discussions,
the staff report was completed on June 27, 2007. The views expressed in the staff report are
those of the staff team and do not necessarily reflect the views of the Executive Board of the

IMF.

. A staff supplement on external and public debt sustainability analysis.

. A Public Information Notice (PIN) summarizing the views of the Executive Board as
expressed during its July 13, 2007 discussion of the staff report that concluded the Article IV
consultation.

. A statement by the Executive Director for Bolivia.

The document listed below has been or will be separately released.
Selected Issues Paper

The policy of publication of staff reports and other documents allows for the deletion of market-sensitive
information.

To assist the IMF in evaluating the publication policy, reader comments are invited and may be sent
by e-mail to publicationpolicy@imf.org.

Copies of this report are available to the public from

International Monetary Fund e Publication Services
700 19" Street, N.W. « Washington, D.C. 20431
Telephone: (202) 623-7430 o Telefax: (202) 623-7201
E-mail: publications@imf.org e Internet: http://www.imf.org

Price: $18.00 a copy

International Monetary Fund
Washington, D.C.






INTERNATIONAL MONETARY FUND
BOLIVIA
Staff Report for the 2007 Article IV Consultation
Prepared by the Staff Representatives for the 2007 Article IV Consultation with Bolivia
Approved by Caroline Atkinson and Michael T. Hadjimichael

June 27, 2007

Discussions. Article IV consultation discussions were held during April 30-May 15 with,
among others: President Morales, Finance Minister Arce and other senior government officials;
CBB President Raul Garrén; opposition leaders; key embassies; representatives of the private
and financial sectors; and with social movements. The mission team comprised Messrs. Furtado
(head), Cerutti, Mansilla, and Vesperoni (resident representative); and Ms. Jaramillo-Mayor (all
WHD); Mr. Cortavarria-Checkley (MCM); Mr. Dodzin (PDR); and Mr. Simone (FAD).

Mr. Singh joined the mission during May 10-11.

Political setting. Bolivia’s political environment remains complex. While President Morales
enjoys strong public support, the Senate and six out of nine Bolivian departments are controlled
by the opposition. In addition, uncertainties related to the ongoing constituent assembly further
complicate the political context. There is a possibility of early general elections in 2008.

Economic setting and key policy issues. Macroeconomic developments continue to be
positive. Large export windfalls in hydrocarbons and mining have been reflected in record-high
international reserves, 4 percent real GDP growth, and sizable fiscal surpluses. However,
inflation has picked up in recent months, suggesting the need for combining the maintenance of
a significant fiscal surplus with greater exchange rate flexibility. Moreover, the investment
climate should be made more conducive to a recovery in private investment, critically needed
for higher medium-term growth and increased living standards.

MDRI. Since the last Article IV consultation, Bolivia has benefited from further debt reduction
under the Multilateral Debt Relief Initiative. This comprised US$1.2 billion in debt relief from
the Inter-American Development Bank, equivalent to 10 percent of the GDP or about one-third
of the stock of debt outstanding at end-2006. The total reduction of Bolivia’s debt under the
MDRI thus amounted to US$2.9 billion, equivalent to about 25 percent of GDP.

Fund relations. Bolivia has accepted the obligations of Article VIII, sections 2, 3, and 4. The
exchange system is free of restrictions on current international payments and transfers, and
there are no significant controls on capital flows. The last Article IV consultation was
concluded on July 17, 2006. The latest Stand-By Arrangement expired on March 31, 2006.




Contents Page
EXECULIVE SUMMATY ....ooiiiiiiiiiiieeie ettt ettt et e st et e s ibe e st e sabeebeesnseenseeenseeseeenne 3
I. Economic and Social SEttiNg .........c.eeeriiiiiiiieiiii ettt e e e e e e 4
II. Report on the DISCUSSIONS .....cc.vieiieiiieiieeiieriie et eeite et e eiee et e sae et e esbeeseesabeeseeesseensaeenseenne 8
AL Short-Term OULIOOK .........oiiuiiiiiiiiee e 9
B FISCAl POLICY ..ttt ettt et et 9
C. Monetary, Exchange Rate, and Financial Sector Policies..........cccccccvvevvieenneennee. 10
D. Financial SectOr ISSUES .......cocuiriiriiiiiiieieeieetesteeee ettt 12
E. Supply-Side POIICIES......ccccviiieiiieciieecee ettt e 12
F. Medium-Term OUtlooK ..........cooiiiiiiiiiiieniiiieeeeeeee et 14
LB 2 AN 0] o) 1Y PSRRI 15
Tables
1. Selected Economic and Financial Indicators ............ccceeeiieriiiiieniieiiieiiecieeeeeee e 18
2. Operations of the Combined Public Sector..........ccceeeiiiieiiiiiiieceeee e 19
3. Summary Balance of PAYMENLS ..........ccoeiiiiiiiiiiiiieieeiece et 20
4. FINancial SYStEM SUIVEY .....ccciviiiiiiieeiiieeiee ettt ee e stee s ree e s e e e siaeesenaeeesaseeesseeennns 21
5. Central Bank of BOIIVIA .....ccuiiiiiiiiiiiieeecee e 22
6. Financial Soundness Indicators of the Banking Sector............cccovveviiieeniiiinieeieeiee e, 23
7. Financial and External Vulnerability Indicators ...........cccceeeieriieiienieiiieieeeesee e 24
8. Millennium Development GOAlS..........cccvviiiieiiiiieeiiie et e e s 25
Boxes
1. Exchange Rate REIME ......cc.covuiiiiiiiieeiieiieee ettt ettt et 6
2. Trends in Aggregate INVESTMENT .........c.eieiiiieiiieeciie ettt e e eve e e e eeesaeeenaees 8
3. State of the Banking System and Pending Reform Agenda..........c.cccoceviniininiininncnnne. 13
Appendix

L. SUMMATY OF ANNEXES ...eeeeiviieeiiieeeiieeeiieeeieeeeieeerteeeseteeestteeesbeeesaeesssaeessseeessseeessseeensseesnnses 26



EXECUTIVE SUMMARY

Over the last two years, the economy has benefited from large export windfalls in
hydrocarbons and mining. Real GDP growth has been around 444 percent, the
external current account has recorded large surpluses, and NIR have risen to historically
high levels. The fiscal position has shifted into a substantial surplus and public debt has
been substantially reduced. Financial sector stability has improved, though dollarization
is still high. These trends are projected broadly to continue in the period ahead.

However, inflation has picked up in recent months, partly due to rapid monetary
expansion. The Central Bank has stepped up open market operations, though policy
interest rates have reacted only mildly, and has appreciated the Boliviano, albeit
modestly. Inflation is projected to remain in the range of 67 percent through the end of
the year, with continued NIR accumulation contributing to inflationary pressures.

The high priority attached by the authorities to maintaining a fiscal surplus is
welcome. This is key for managing the inflationary pressures associated with large
hydrocarbons-based external receipts. However, maintaining a surplus will demand
considerable control over expenditure, including at the subnational level.

On the structural front, reforms are needed to make the budget a more effective
developmental and poverty-reducing tool. The authorities are encouraged to reduce the
large and poorly targeted hydrocarbon product subsidies, as well as to improve the tax
system, intergovernmental relations, and the budget process. The authorities felt that
action on this front would have to await the outcome of the constitutional assembly.

Given the strength of the balance of payments, evidence of inflationary pressures,
and indications that the Boliviano is undervalued, it will be important to
incorporate greater exchange rate flexibility into the policy mix. In the short run, this
can be achieved under the existing exchange rate regime through a more rapid pace of
nominal appreciation. The authorities were open to the possibility of transitioning to a
more flexible exchange rate regime over time.

Efforts to address remaining financial sector vulnerabilities should be intensified.
Priority areas of reform include the adoption of prudential regulations to mitigate market
risk and credit risks from dollarization; and of legislation governing corporate
bankruptcy/restructuring. Exchange rate appreciation will also help reduce dollarization.

Even though social indicators have improved in recent years, Bolivia’s levels of
poverty and inequality are persistently high. In 2005, extreme poverty amounted to
37 percent of the population, while absolute poverty reached 60 percent. Also, income
inequality was among the highest in the region. As less than 2 percent of employment is
in the leading hydrocarbons and mining sectors, growth in recent years has contributed
only marginally to poverty reduction.

To underpin sustained growth, it is imperative to develop policies that lead to a
recovery in private investment. Such an increase would require improvements in the
investment climate, which would benefit from greater legal/institutional stability. In
particular, the government’s nationalization policy should be implemented through
mutually acceptable arrangements with private investors. In the key hydrocarbons sector,
the authorities should seek to consolidate the recently negotiated framework and to
secure early agreement on critically needed new investments.



I. ECONOMIC AND SOCIAL SETTING

I. The economy has continued to benefit from rising natural gas export volumes,
which has been compounded, over the last two years, by high hydrocarbons and mining
export prices. Real GDP growth has been around 4—4'% percent, mainly driven by an
expansion in hydrocarbons and mining-related activities. The external current account has
recorded large surpluses (12 percent of GDP in 2006), and NIR have risen to historically high
levels (exceeding US$3.8 billion as of end-May 2007).

2. The fiscal position has
improved sharply and—reflecting
also debt relief under the Multilateral
Debt Relief Initiative (MDRI)—
Bolivia’s public debt has declined
markedly. Over the five-year period
2002-06, the overall fiscal position
shifted from a deficit of about 9 percent
of GDP to a surplus of about

4' percent of GDP. While part of the
improvement corresponds to higher
hydrocarbons-based revenue (about

8 percent of GDP) other revenue has
increased' and expenditure growth has
been contained, including for wages
and salaries. MDRI debt relief has
helped reduce Bolivia’s total public
debt, from about 70 percent of GDP in
2005 to about 35 percent of GDP in
2007.

3. However, inflation has picked
up in recent months, due in part to
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negative supply shocks but also to rapid monetary expansion. Twelve-month inflation
rose from 4% percent in September 2006 to 7 percent in March 2007, the highest inflation
level observed since 1998, and remains at about 6 '% percent. While part of the recent price
increases has been associated with floods and one-time adjustments in some administered
prices, both core and headline inflation have displayed an upward trend since the last quarter

! The increase appears to reflect both past improvements in tax administration and, more recently, a shift in

taxpayer behavior towards greater compliance.
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of 2006, driven by higher prices of nontradable goods and services. Accordingly, the pick-up
in inflation trends may be attributed in part to the strong and only partially sterilized NIR
accumulation, which has driven the high growth in base money over the past two years. The
Central Bank has responded to rising price pressures by increasing its open market operations
and by appreciating the Boliviano against the U.S. dollar under the crawling peg regime.
However, policy interest rates have reacted only mildly to the monetary tightening while the
nominal appreciations have been very modest, leaving Bolivia’s real effective exchange rate
broadly flat after a substantial depreciation during 2003—-04 (Box 1).2

115 016 9 12
Exchange rates Monetary Policy

110 Oneyear bill rate [+ 10
REER tots 77

(right axis)
(+ appreciation)

61 mnls
_— n UM
Nominal exchange rate 51 LA

(US$/Bs, right axis) T0.14

1056
100

95 ~ .
Central Bank bills

4 (percent of
broad money) \

w

9

o013 |
12
il
80 T T T T — 012 0 H T T T 0
Dec-01 Dec-02 Dec-03 Dec-04 Dec-05 Dec-06 Jun-05 Oct-05 Feb-06 Jun-06 Oct-06 Feb-07
4. Financial sector stability has improved, with comfortable levels of liquidity and

full NFA coverage of deposits, although vulnerabilities remain. Credit risk is still high as
restructured but performing loans (about 90 percent of capital) may deteriorate. Moreover,
some banks might need to build additional provisioning over time to offset potential losses
arising from the unprovisioned portion of nonperforming loans (about 9 percent of capital).
Furthermore, despite some decline, dollarization still remains among the highest in the region,
with the financial system considerably exposed to credit risk from unhedged borrowers.

? For a discussion of the monetary policy transmission mechanism, see the accompanying Selected Issues Paper.
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Box 1. Bolivia: Exchange Rate Regime

e For many years, the Central Bank of Bolivia (BCB) has followed a crawling peg

exchange rate regime. Beginning in 1985, when the official and parallel exchange rates were
unified, the BCB adopted a crawling peg exchange rate regime without a preannounced path.
The crawling peg was a main pillar of the macroeconomic policies that, following
hyperinflation in the mid-1980s, succeeded in further reducing inflation, from double digits in
the late 1980s, to an average of 4% percent in recent years. Despite numerous external shocks,
political crises, and deposit runs, the crawling peg was successful in maintaining a competitive
exchange rate while keeping balance sheet effects manageable in the context of the highly
dollarized environment.

o The BCB is the dominant player in the foreign exchange market. Foreign exchange is

provided to the financial system at the official exchange rate through an auction system, the
Bolsin, with sales by the BCB of up to US$15 million per day. Meanwhile, the central bank
stands ready to purchase any amount of foreign exchange offered by the financial system at
the official rate. The BCB implements periodic adjustments to the official exchange rate
taking into account the financial system’s demand for foreign exchange in relation to the size
of the Bolsin. With a view to stimulating the interbank market, the BCB has gradually
increased its buy-sell spread, from 2 to 10 cents, with only modest results thus far.

e Since mid-2005, in the context of a strong balance of payments, the central bank has

been appreciating the Boliviano modestly under the existing exchange rate arrangement,
which has become a de facto peg. Demand for foreign exchange from the financial system
through the Bolsin disappeared completely since June 2005, while central bank foreign
exchange purchases surged by US$2.5 billion between June 2005 and May 2007. Against this
backdrop, the BCB reversed the direction of the crawl of the exchange rate in July 2005 and
has since then been appreciating the exchange rate. However, the modest pace of appreciation
(only 2.7 percent against the U.S. dollar since July 2005, to Bs7.85 per U.S. dollar) has led the
Fund’s Monetary and Capital Markets Department to reclassify Bolivia’s exchange rate
regime as a de facto peg.
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Hydrocarbons regime and investment climate

S. Significant changes in hydrocarbons policy have been implemented over the last
two years, resulting in a higher government tax take and a greater public sector role in
the sector. Following a national referendum in August 2004, a new hydrocarbons law was
enacted in May 2005 and a related decree issued in May 2006. The main effects of the new
legislation have been: (a) a “migration” of the contracts with the foreign companies operating
in Bolivia, from risk-sharing contracts to an arrangement whereby all production is
surrendered to the state energy company YPFB, which has been made the country’s sole
exporter of natural gas; (b) a permanent increase in natural gas royalties, from 18 percent to
50 percent of turnover;’ and (c) a requirement that YPFB regain control over the five
hydrocarbons companies that were privatized in the 1990s. While the transition to new service
contracts has recently been completed, only one of the five companies targeted for
nationalization (i.e., the company in charge of the country’s two oil refineries, formerly
owned by Brazil’s Petrobras) has thus far returned to YPFB control.

6. Following a boom in the late 1990s, which included large-scale privatization,
private investment levels in Bolivia have been depressed in the past few years. This has
been associated in part with the protracted political crisis of 2003—05 and with the
uncertainties arising from the changes in the hydrocarbons regime during 2005-06. While
there has been significant FDI in the mining sector and public sector investment has
increased, this has not been enough to overcome the fall in other private investment, notably
in foreign hydrocarbons-related investment. As a result, Bolivia’s overall investment-to-GDP
ratio, as well as the share of private investment in total investment, are among the lowest in
the region (Box 2).

Poverty and inequality

7. Even though social indicators have improved in recent years, Bolivia’s levels of
poverty and inequality are persistently high. In 2005, extreme poverty amounted to

37 percent of the population, while absolute poverty reached 60 percent. Also, income
inequality was among the highest in the region. As less than 2 percent of employment is in the
leading hydrocarbons and mining sectors, growth in recent years has contributed only
marginally to poverty reduction. Although Bolivia will be able to meet some of the
Millennium Development Goals (e.g., child mortality, maternal health, gender equality, and
water and sanitation), achievement of other goals by 2015, such as those of eliminating
extreme poverty and universal primary education, remains a significant challenge.

? The distribution of the post-royalty revenue between the service operators and YPFB is governed by an agreed
contractual formula for each gas field, which takes into account, inter alia, investment-related costs and the
production level.



Box 2. Bolivia: Trends in Aggregate Investment

e As aresult of depressed private investment, the overall levels of investment in Bolivia
have been very low in recent years, amounting to only 12 percent of GDP in 2006—the
lowest ratio in the Latin American region. This contrasts with the late 1990s, when the
privatization program contributed an investment peak of about 20 percent of GDP, reflecting
both strong FDI and domestic investment. In recent years, there has been an increase in
public investment but this has not been enough to offset the fall in private investment.

e Investment activity has therefore been dominated by the public sector, whose
investment outlays are high by regional standards, in both relative and absolute terms.
In 2006, Bolivia’s public investment was about 6% percent of GDP, one of the highest ratios
in the region. The ratio of private to public investment in Bolivia is about 90 percent. Most
countries in the region exhibit higher and increasing ratios.

¢ In this environment, a major recovery in private investment would appear to be a pre-
condition for higher and sustainable growth over the medium term. According to recent
entrepreneurs’ surveys, the main factors that would need to be addressed to promote such a
recovery include: (a) political/institutional uncertainty; (b) red tape; (c) inefficiencies in the
judicial system; and (d) inadequate infrastructure.

30
Investment O Private Domestic 14 1 |nvestment Structure in the Region 0 Avg. 1996-2000
o5 | (Inpercent of GDP) Investment (Private to Public Investment Ratio) @ Avg. 2001-2005
O Foreign Direct 12 1 m 2006
Investment
20 B Public Investment 10
15 | 817 k=
6 | Bolivia
” /\/R—_
‘] \
5
2 4
0
oLl | |

o — N [s2] < Yo} [(o]
S 8 8 8 8 8 8 BRA CHL GTM ECU ARG PER HND PRY NIC COL VEN BOL
N N N N N N N

II. REPORT ON THE DISCUSSIONS

8. With the sharp turnaround in the balance of payments and fiscal position in
recent years, vulnerabilities in Bolivia have shifted, and the discussions covered policies
needed to manage hydrocarbons wealth so as to promote medium-term growth and
intergenerational equity, while containing inflation. In particular, discussions focused on
policies to contain inflationary pressures arising from the strong external position, and to
revive private investment activity to underpin higher and sustainable growth. There was
agreement that, to contain inflation, the fiscal position should remain in surplus, the pace of
appreciation under the crawling peg should be stepped up, and open market operations should
be expanded. There was also broad agreement on the thrust of fiscal structural reforms. There
was less agreement, however, on the policy adjustments to promote higher investment and
growth over the medium term, with the mission emphasizing the need for improvements in
the investment climate and the authorities expressing confidence that private investment




would be forthcoming and/or appropriately supplemented by state-led investments, including
in association with friendly governments.

A. Short-Term Outlook

9. The key economic trends of the past year are projected broadly to continue in the
period ahead, although with a somewhat lower fiscal surplus. In 2007, real GDP growth is
projected to remain driven mainly by the boom in mining and hydrocarbons, but to slow
somewhat to 4 percent as agricultural output has been reduced by floods. The fiscal surplus is
projected to decline to 1 percent of GDP reflecting an increase in capital expenditure (partly
payments for nationalized refineries) and a reduction in hydrocarbons revenue related to the
implementation of the new contracts with hydrocarbons companies, which have recently come
into effect.* The external current account surplus is projected at close to 9 percent of GDP,
which would translate into a further rise in NIR, to US$4.3 billion. Twelve-month inflation is
projected to remain in the range of 6—7 percent through the end of the year, with projected
increases in government spending in the second half of the year and continued NIR growth
contributing to inflationary pressures (Table 1).

B. Fiscal Policy

10. The mission argued that an overall fiscal surplus should be maintained to protect
macroeconomic stability and facilitate monetary management in light of the potential
for continued high current account surpluses over the medium term. In particular, the
mission suggested that the authorities consider carefully the desirability of the sharp increases
in public expenditure budgeted for 2007 and envisaged under the National Development Plan
(averaging 14 percent of GDP in 2007-12, compared with 10%. percent of GDP in 2006). The
mission argued that the case for a more prudent fiscal stance was also motivated by the need
to entrench savings out of the windfall to guard against the risk of a weakening of
hydrocarbons-based revenue (11 percent of GDP in 2007) over the medium term, as well as
by long-term intergenerational equity considerations.” The authorities indicated their intention
to maintain a prudent fiscal position, pointing out that current expenditure was being kept
under control and that investment outlays would in practice be consistent with maintenance of
fiscal surpluses in the range of 1-2 percent of GDP in 2007 and over the medium term

(Table 2). The mission inquired about the fiscal authorities’ ability to avoid expenditure
increases, particularly by subnational governments, which have accumulated a large stock of
deposits at the central bank. The authorities affirmed their resolve to contain the growth of
central government expenditure and explained that subnational spending had to be undertaken
in the context of the national budget. They noted that their ability to monitor compliance with
the budget framework was being strengthened through improvements in information systems.

Structural fiscal issues

11. The mission discussed reforms to improve the efficiency and equity of the tax
system, and to raise the effectiveness of government spending, which are needed to

* Fiscal developments through May suggest that the 2007 public sector surplus could be higher.

> For a discussion of the long-term management of Bolivia’s natural gas resources, see the accompanying
Selected Issues Paper.
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underpin the fiscal position over the medium term and make the budget an effective
anti-poverty tool. The staff’s main proposals were to reduce explicit and implicit
hydrocarbons subsidies (currently estimated at 6—7 percent of GDP) gradually while
compensating the poor through targeted assistance; to reform the tax system (including by
introducing a personal income tax with a high exemption threshold);’ to approve a budget
framework law; and to address the weaknesses in intergovernmental fiscal relations system. In
addition to strengthening the institutional environment for the conduct of fiscal policy, these
reforms would release fiscal resources, which could be used to finance targeted public
spending programs for the poor and/or to strengthen the fiscal surplus. The authorities agreed
with the thrust of the reforms discussed but felt that action on this front would have to await
the outcome of the constitutional assembly. In addition, the authorities felt that the reduction
in fuel subsidies should wait until envisaged increases in natural gas production allowed for
some shift in domestic consumption away from petroleum and into gas products.

12. The mission urged caution on pension reform, emphasizing the need to analyze
carefully the budgetary implications of possible changes to the pension law. The
authorities explained that discussions in this area were still at an early stage, although a
reduction in the retirement age underlay most proposals. The mission noted that a reduction in
the retirement age would run counter to the direction observed in pension reforms in other
countries in light of demographic trends. The authorities emphasized the more general point
that they attach high priority to keeping the eventual cost of pension reform within a prudent
fiscal envelope.

13. The mission welcomed the continued improvements in domestic debt
management towards lengthening maturities and improving the currency composition.’
In this context, the authorities had recently taken a decision to reduce gradually direct
issuance of bonds to pension funds, while raising (from 3 percent to 13 percent of their assets)
the effective limit on their investments abroad. Such a decision will avoid an unnecessary
build-up of domestic debt given the low financing needs of the government. At the same time,
higher external investments by the pension funds will help diversify risk in their portfolios, as
well as facilitate sterilization of foreign exchange receipts. The mission encouraged the
authorities to relax those investments limits further over time.

C. Monetary, Exchange Rate, and Financial Sector Policies

14. Greater exchange rate flexibility and a more active use of open market
operations would help contain inflationary pressures. The mission argued that an
appreciation of the real exchange rate is likely to be unavoidable, given the magnitude of
foreign inflows and the fact that estimates suggest the exchange rate is undervalued.® It

® For a discussion of tax policy issues, see the accompanying Selected Issues Paper.

7 Dollar-denominated Treasury bonds fell from 59 percent of total bonds in 2005 to 44 percent in May 2007,
while the average maturity of auctioned bonds has increased to over four years. However, about 85 percent of
the auctioned local-currency bonds continue to be inflation indexed. For a detailed discussion of recent
developments in debt management, see the accompanying Selected Issues Paper, prepared jointly with the
authorities.

¥ The exchange rate misalignment has arisen mainly from the permanent positive shock associated with the
development of the hydrocarbons sector, combined in recent years with a major improvement in the terms of

(continued)
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underscored that real exchange rate adjustments through inflation would have a regressive
distributional impact, in particular for the real incomes of the poor. Furthermore, given the
underlying appreciating trend, greater exchange rate flexibility would likely contribute to a
reduction in dollarization. Staff therefore suggested the following: (a) for the short run,
greater flexibility under the crawling peg regime—e.g., with some acceleration in the pace of
nominal appreciation; and (b) for the medium term, a move to a regime that permits still
greater exchange rate flexibility (e.g., a managed float). The latter would also allow more
timely responses to external shocks.” On the monetary policy front, the mission suggested that
open market operations be expanded further to manage excess liquidity in the short run, in
particular as the accumulation of government deposits at the central bank is expected to
subside in the second half of the year.

Stock of Op_en Market Operations Real Local Currency Interest Rates
450 F (In US$ million) (In percent, using expected inflation 1/)

400

N 1-year bill rate
3 _ - —~

350 m Dollar

\/,——’\\
\

300 | Olnflation-indexed
14 \\ ~

N\ ~ 7

14
Deposit rate
34

0k T T -5
Jun-05 Mar-06 Jun-05  Sep-05 Dec-05 Mar-06 Jun-06 Sep-06 Dec-06 Mar-07
1/ Expected inflation as measured by the central bank's
monthly economic expectations survey.

250 | OBoliviano

200 |

150 |

100 |

50

15. The authorities’ own assessment of the monetary/exchange rate policy
requirements coincided with the thrust of the staff’s positions but not necessarily on the
magnitude of the adjustments needed. Accordingly, the central bank has continued to
appreciate the nominal exchange rate against the U.S. dollar, albeit through still very small
adjustments. Also, the volume of open market operations has continued to rise, although still
with only a modest impact on policy interest rates (Table 3).'" Moreover, the authorities were
open to the possibility of transitioning to a more flexible exchange rate regime over time; in
this connection, they reconfirmed their request for a technical assistance mission from MCM
in late June, which they hoped would provide a roadmap of the institutional adjustments that
might be necessary for a transition to this type of monetary policy framework.

trade, in the context of only small nominal exchange rate appreciations. The extent of the misalignment is
uncertain, however, as alternative estimates place it within the wide range of 626 percent. The authorities’ own
estimates of the misalignment are on the lower side of this range. For a detailed discussion of these issues, see
the accompanying Selected Issues Paper.

’ While balance sheet effects from nominal exchange rate adjustments may be significant for many borrowers,
they tend to be positive in this case given the underlying pressures towards appreciation of the local currency.

12 Real interest rates on one-year instruments were about 1 percent as of end-May 2007 (based on surveys of
expected inflation), compared to an average of 3 percent in 2006.
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D. Financial Sector Issues

16.  While the authorities have been successful in maintaining financial sector
stability, the discussions highlighted issues that still require attention (Box 3). The
authorities remain confident that existing vulnerabilities in banks’ loan portfolios have been
already identified, but they concurred on the need to continue to monitor closely banks’ loan
provisioning and solvency; and to introduce prudential regulations to enhance banks’
assessment of market risks. They did not agree on the need at this time to issue prudential
measures to require banks to recognize risks from dollarization in their lending procedures, or
to raise capital requirements to cover market risks. There was broad agreement that various
pending structural reforms recommended by the 2003 FSAP are still relevant, including to
strengthen the legislation governing corporate bankruptcy.

17. The authorities emphasized that the recently created second-tier public
development bank would be subject to standard prudential regulations, and would
complement rather than compete with the existing micro-finance sector.'' The
development bank (BDP) has replaced an existing second-tier public bank and will manage an
initial resource pool of US$60 million. To prevent undue competition with microfinance
institutions, beneficiaries may only be those with no outstanding credit with the financial
system over the past 12 months. The authorities indicated that they do not envisage treasury
financing for the BDP, which they expect would be financed instead with concessional funds
from the donor community. The mission suggested that the credit procedures of the BDP
should be subject to technical assessment by the Superintendency of Banks.

E. Supply-Side Policies

18. While stressing what they viewed as major positive achievements in the
hydrocarbons area, the authorities recognized the challenges ahead for the sector. In
particular, major investments (amounting to approximately US$3.5 billion) would be needed
to enable the export increases committed to Argentina as well as to meet rising domestic
demand. The authorities expected the current operators to submit substantial investment
proposals in coming months, in line with those commitments; and were confident that any
shortfalls could be covered by direct investments from YPFB, probably in association with
friendly governments. They emphasized that YPFB will have to be restructured and
expanded, consistent with its greater role in the new hydrocarbons framework. They will
submit a bill to Congress this year to that effect, which would enable YPFB to adjust its salary
structure (currently linked with that of the government) in line with industry standards."

' Micro-finance institutions hold about 6 percent of financial system deposits and 10 percent of credit
outstanding (about US$350 million).

2 In addition to restructuring YPFB as an autonomous public enterprise, this bill would reform the legal and
institutional framework governing the hydrocarbons sector, including through the creation of a new regulatory
agency (the National Hydrocarbons Agency).
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Box 3. Bolivia: State of the Banking System and Pending Reform Agenda

The Bolivian banking system has continued its

recovery from the 200103 crisis. Deposit Financial System Deposits

growth has picked up, reaching 16 percent in L | (mussoion Total

2006. Credit growth has also improved, although Banks —
it still lags deposit growth (Table 4). Conse— 34 [ (]

quently, banks have managed to improve their
liquidity position and broadly hold liquid assets of 5
about 50 percent of total deposits. The banking

system remains concentrated—the six largest -
banks out of 13 institutions account for almost
82 percent of banking system assets. 0 . . . . . .

2001 2003 2005 2007Q1
Bank profitability has improved and
capitalization remains above requirements. 80 Bore Aeot Stractore
Return on assets and equity increased in 2006—to 704 (In percent of total assets)
1.3 percent and 13.3 percent, respectively (from 60 Net loans
0.7 percent and 6.4 percent in 2005)—mainly due -
to an increase in fee income, lower loan %01
provisioning, and a reduction in operating 40 1 Liquid assets
expenses. The banking system currently shows an o ==
aggregate capital adequacy of about 14 percent of |~ T
risk weighted assets, although asset quality and T TTte.... . Otherassets
loan dollarization are still a challenge (Tables 5 L
and 6). Despite declines, the stock of restructured 0 - - - -
and nonperforming loans could still become a 2000 20022003 2004 2005 2006
source of losses as they represent—after 300 .
provisioning—about 17 percent of net loans or E'Ztnﬂﬁgpseyi?;mn'”g e Restuctured Foans of he
100 percent of equity. Moreover, foreign 250 [tin percent of equiy)
exchange loans account for about 80 percent of 200 L =
total loans, which might lead to a deterioration in
the portfolio in the event of exchange rate shocks. 150 |
‘While important structural reforms have been 100 |
implemented in recent years, a number of
necessary reforms identified by the 2003 FSAP 50
remain pending. The supervisory authority’s

independence and regulatory role have been 2001 2003 2005 20071

strengthened, and it has issued and enforced

regulations on prompt corrective action, bank intervention, and liquidity risk. A large-value real
time gross settlement payment system (SIPAV) has been implemented. However,
recommendations remain outstanding on: (a) amending the legislation governing corporate
bankruptcy/restructuring; (b) ensuring proper consolidated supervision through close coordination
among financial regulators; (c) strengthening the Financial Intelligence Unit and legislation
against money laundering; (d) creating a deposit insurance scheme, inter alia to reduce the
potential for central bank participation in bank resolutions; (e) internalizing the risks posed by
financial dollarization through prudential regulations; and (f) adopting regulations to offset market
risks.
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19. The mission emphasized that improvements in the investment climate were
needed to kick start domestic and foreign investment and raise economic growth. It
stressed that the investment climate would greatly benefit from a clear signal that the
government’s nationalization policy applies only to those enterprises privatized in the 1990s,
and that it will be pursued through mutually agreeable arrangements with the concerned
investors. In the same vein, the mission expressed concern over the recent decision to exit
from the World Bank’s investment disputes framework, which might discourage future
investments. More generally, the staff noted that the investment climate would benefit from a
reduction in legal/institutional uncertainties, which have been heightened by the potential for
far reaching reforms in the context of the ongoing constituent assembly. While taking note of
these concerns, the authorities expressed confidence that major investments would be
forthcoming over the medium term—from private sources and friendly governments—in
hydrocarbons, mining, and other sectors.

F. Medium-Term Outlook

20. The medium-term outlook entails a significant narrowing of the current account
surplus in the context of some improvement in the growth performance (Tables 1 and 3).
The current account surplus would decline from 117 percent of GDP in 2006 to 5 percent in
2010-12. Consistent with the WEQ, the terms of trade would fall during 2008—12, driven by
declines in the prices of minerals and a leveling off in natural gas export prices, contributing
to lower public and private savings. As a result, and also due to higher investment, the public
sector surplus would be reduced while the private sector savings-investment balances would
decline, partly due to real exchange rate appreciation. However, the current account surplus
would remain significant, reflecting major increases in natural gas exports to Argentina,
beginning in 2010; and the large iron/ore steel project of £/ Mutun, expected to boost mining-
related output starting in 2009. These projects would also contribute to some improvement in
GDP growth, to an average of about 5% percent during 2008—12."* The fiscal surplus would
be maintained in the 1-2 percent of GDP range during 2007—12, as the impact on public
sector revenue of a limited softening in natural gas export prices would be compensated for by
an increase in export volumes.'* NIR would continue to increase, although they might be
allocated partly to a hydrocarbons stabilization/savings fund. Still, with greater exchange rate
flexibility, inflation would fall gradually to 4.5 percent.

21.  However, this scenario is subject to a range of downside risks, including major
uncertainties regarding private investment and growth. First, substantial investments on
both sides of the border will be required to undertake the major expansion in natural gas
exports to the Argentine market while raising production for the domestic market in line with
projected increases in consumption, as envisaged by the authorities. Second, the scenario is

" In the absence of these projects, real GDP growth would remain broadly around 4% percent (i.e., same as in
2006-07), with non-hydrocarbons GDP growth at a similar level.

' Without the increase in exports to Argentina from the new pipeline, public sector revenue would weaken
starting in 2010, and the shortfall compared to the baseline could reach 2/ percent of GDP by 2012.
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sensitive to the assumption that the large mining/steel mill project at EI Mutun will indeed go
forward. Third, while the fiscal scenario is not predicated on any additional measures, it does
assume that the authorities succeed in controlling spending, including at the subnational level,
which may be challenging in an electoral environment. Finally, the projected inflation path
depends importantly on the assumption that the authorities will implement a more flexible
exchange rate policy, i.e., more frequent and/or greater exchange rate adjustments than
observed over the last two years. Risks are also compounded by the potential for wide-ranging
institutional changes in the context of the ongoing constitutional assembly, which could
discourage investment and complicate macroeconomic management.

III. STAFF APPRAISAL

22. Over the past year, the economy continued to benefit from high and rising
hydrocarbons and mining exports, which led to increased accumulation of external
reserves and a large fiscal surplus. GDP growth has continued at a satisfactory rate and
inflation has remained moderate, albeit with some pick up in recent months that is partly
attributable to exogenous shocks. The financial system has remained stable and dollarization,
though still exceptionally high, has maintained a declining trend. Reflecting further debt relief
under the MDRI, as well as the sizable fiscal surplus, the public debt has been substantially
reduced.

23. The authorities are to be commended for the strong emphasis they have
continued to place on safeguarding macroeconomic stability. In particular, the government
has managed expenditure prudently over the past year, especially in the area of current
spending, where wage increases have been kept within prudent limits despite the ample
hydrocarbons-based resources that have become available. The fiscal gains of recent years
constitute an important achievement, and the high priority attached by the authorities to
protecting these gains is welcome. This achievement has been instrumental in dealing with the
monetary impact—and associated inflationary pressures—of large foreign exchange receipts
related to hydrocarbons, and is consistent with a prudent long-term use of the country’s
hydrocarbons resources. While maintaining the fiscal surplus is not predicated on new fiscal
measures, it will still require considerable control over expenditure, including at the
subnational level. In light of the potential fiscal impact, the authorities are urged to exercise
caution in assessing the various proposals regarding possible modifications to the pension
system, and craft these consistent with demographic trends.

24, While the staff welcomes the overall medium-term fiscal stance, there is room to
improve the structure of the budget to make it a more effective developmental and
poverty-reducing tool. In this context, the authorities are encouraged to consider, as soon as
feasible, cuts in the large and poorly targeted hydrocarbon product subsidies, along with
structural reforms to improve the tax system, intergovernmental relations, and the budget
process. A gradual rise in hydrocarbon product prices towards market levels over the medium
term, in tandem with the implementation of properly designed initiatives to protect the most
vulnerable social groups, would release substantial fiscal resources which could be used to
finance development-oriented and poverty-reducing spending, and/or to strengthen the fiscal
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position. Additional elements of a structural reform agenda to enhance the effectiveness of the
budget as a development/poverty reduction tool would be the elimination of distortionary
taxes, concurrently with a broadening of the tax base; the removal of imbalances between the
revenue sharing arrangement and expenditure assignments across levels of government; and
the enactment of a budget framework law, which would contribute to strengthening the
budget process and to increasing control over subnational spending. The authorities are
encouraged to introduce a personal income tax with a high exemption threshold to make the
tax system more equitable.

25. Given the strength of the balance of payments, and indications from analytical
work that the Boliviano is undervalued, it will be important to incorporate greater
exchange rate flexibility and a more active use of open market operations into the policy
mix. Over the last two years, the slight nominal appreciations of the Boliviano under the
crawling peg regime have been insufficient to address the misalignment brought about by the
rapid development of Bolivia’s energy exports. There is scope for greater flexibility under the
current regime, which may be achieved by adjusting the frequency and/or the magnitude of
exchange rate adjustments. The staff welcomes the authorities’ indications that they will
exercise greater exchange rate flexibility in the period ahead. Furthermore, there is scope for a
more active use of open market operations to tighten monetary conditions. Despite an increase
in the volume of open market operations in recent months, policy interest rates have moved
only slightly in relation to end-2006 levels and base money growth remains very high. Thus
far, strong base money growth has been consistent with higher real demand for the Boliviano
as dollarization has declined. However, excess liquidity in the system may increase
significantly if the growth in real demand for Bolivianos subsides in the period ahead. Open
market operations would therefore need to be stepped up in a forward-looking manner to
prevent a sustained rapid growth of the currency stock from translating into higher inflation.
Over the medium term, transition to a more flexible exchange rate regime would allow more
timely responses to external shocks. Furthermore, given the underlying appreciating trend,
greater exchange rate flexibility would likely contribute to a reduction in dollarization. The
staff therefore welcomes the authorities’ request for MCM technical assistance on the
technical and institutional requirements for a potential move to a more flexible exchange rate
arrangement over time.

26. The authorities have been successful in maintaining financial sector stability and
efforts to address remaining vulnerabilities should continue. Key issues include, inter alia,
monitoring closely banks’ loan provisioning and solvency; introducing prudential regulations
to mitigate credit risks from dollarization—especially in light of the need for greater exchange
rate flexibility—and market risk; amending the legislation governing corporate
bankruptcy/restructuring; and strengthening of the Financial Intelligence Unit and legislation
against money laundering. Creating of a deposit insurance scheme, which would provide
better tools to deal with systemic crises, also merits consideration. Regarding the recent
creation of a development bank, the staff welcomes the indications by the authorities that such
a bank is not meant to compete with Bolivia’s successful micro-finance system, and that it
will be subject to standard prudential requirements.
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27. In the hydrocarbons sector, the new operating contracts with the foreign energy
companies constitute an important step towards a more favorable investment climate.
However, while the new contracts have virtually ensured that current production levels will be
maintained, the authorities now face the challenge of securing the major additional
investments that will be needed to enable committed increases in exports to the Argentine
market and forestall domestic bottlenecks in light of rising local demand. The authorities are
therefore encouraged to continue to seek mutually acceptable arrangements with the foreign
investors in the strategic hydrocarbons sector, especially with those investors affected by the
ongoing nationalization of companies privatized in the 1990s. Given the the pivotal role of the
state company YPFB in the new hydrocarbons framework, its planned restructuring as an
autonomous public enterprise following international best practices is a high priority. More
generally, there is a need for an efficient management of any nationalized enterprises.

28. Regarding the overall economy, it is imperative to develop policies that lead to a
recovery in private investment, which has now been depressed for several years. Indeed,
while the authorities understandably assign public investment a key role in developing the
country’s infrastructure and human capital, a recovery in domestic and foreign private
investment will be critical to underpin sustained growth and reduce the risks to the medium
term growth outlook, which is highly dependent on large projects envisaged in hydrocarbons
and mining. Such an increase would require improvements in the investment climate, which
would benefit from greater legal/institutional stability. Accordingly, the authorities should
carefully assess the potential impact on investment and growth of possible constitutional
changes, including in land tenure and any other aspect of property rights.

29.  As evidenced by the recent ROSC, Bolivia’s economic statistics are of adequate
quality, timeliness, and coverage to allow the conduct of Fund surveillance. The
authorities are encouraged to address expeditiously the areas identified in the ROSC for
improvement in the country’s statistical system.

30.  Itis proposed that the next Article IV consultation with Bolivia be held on the
standard 12-month cycle.
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Table 1. Bolivia: Selected Economic and Financial Indicators

Prel. Projections
2003 2004 2005 2006 2007 2008 2009 2010 2011 2012
(Annual percentage changes)
Income and prices
Real GDP 2.7 4.2 4.0 4.6 4.0 5.5 5.3 5.7 5.9 5.3
GDP deflator 6.3 8.0 5.1 12.2 7.4 44 26 3.7 3.1 34
CPI inflation (period average) 3.3 4.4 5.4 4.3 6.6 5.6 57 5.2 4.7 4.5
CPl inflation (end-of-period) 3.9 4.6 4.9 4.9 6.5 6.0 5.5 5.0 4.5 4.5
(In percent of GDP)
Investment and savings
Total investment 13.2 11.0 13.8 121 13.5 13.6 14.0 14.4 15.2 15.5
Public sector 5.4 6.4 6.3 6.8 7.4 7.3 6.8 6.8 71 7.4
Private sector 7.9 4.6 7.4 5.3 6.1 6.3 7.2 7.6 8.1 8.1
Gross domestic savings 12,5 15.8 17.2 21.9 191 18.2 16.5 16.4 17.0 17.7
Gross national savings 14.6 17.0 19.4 26.0 224 21.7 19.9 19.6 20.2 20.8
Public sector -2.5 0.9 4.1 11.4 8.5 8.2 7.8 8.3 8.9 9.4
Private sector 171 16.2 15.3 14.6 14.0 135 121 11.3 11.3 11.3
Investment/saving balances 1/ 1.4 6.0 5.6 14.0 8.9 8.1 5.9 5.2 5.0 5.2
Public sector -7.9 -5.5 -2.3 4.6 1.0 1.0 1.0 1.4 1.8 2.0
Private sector 9.2 11.6 7.9 9.4 7.9 71 4.9 3.7 3.2 3.3
Combined public sector
Revenues and grants 241 26.8 313 35.2 323 32.0 313 31.6 31.9 323
Of which:
Royalties on hydrocarbons 2.8 3.4 6.6 9.7 9.3 9.2 8.8 9.2 9.6 10.0
Expenditure 32.0 32.3 33.6 30.6 31.3 311 30.2 30.1 30.1 30.3
Current 23.9 23.2 234 20.1 19.9 19.9 19.8 19.6 19.2 18.8
Capital 8.1 9.1 10.2 10.5 11.4 11.2 10.5 10.5 10.9 11.4
Overall balance -7.9 -5.5 -2.3 4.6 1.0 1.0 1.0 1.4 1.8 2.0
Total gross public debt 741 76.7 70.0 45.8 34.8 335 324 311 30.2 29.6
Total net public debt 2/ 66.4 67.8 60.0 314 18.2 15.4 131 10.5 7.9 5.3
External sector
Current account 1/ 1.0 3.8 6.5 11.7 8.9 8.1 5.9 5.2 5.0 5.2
Merchandise exports 19.7 24.4 29.5 34.4 32.6 324 29.3 29.6 30.5 32.1
Of which: natural gas 4.7 7.0 11.5 14.9 14.8 14.7 14.3 15.5 16.5 17.5
Merchandise imports 20.0 20.9 24.7 25.0 249 26.6 25.7 26.7 27.8 29.1
Terms of trade index (percent change) 6.1 11.9 12.5 13.9 2.7 -2.1 -6.7 -3.6 -3.8 -2.7
Gross international reserves 3/
In millions of U.S. dollars 1,266 1,474 2,042 3,385 4,646 5,725 6,774 7,902 9,170 10,478
In percent of broad money 42.0 49.6 57.8 79.7 90.9 94.9 97.7 100.3 105.7 112.7
Exchange rates
Bolivianos/U.S. dollar (end-of-period) 4/ 7.82 8.04 8.00 7.93
REER, period average (percent change) -10.2 -6.5 -4.2 -0.6
(Changes in percent of broad money at the beginning of the period, unless otherwise specified)
Money and credit
NFA of the financial system 3.2 2.9 20.7 313 22.6 17.3 14.3 13.7 13.8 13.2
NDA of the financial system -1.9 -4.3 -6.6 -12.9 -5.4 -2.0 -1.8 -0.2 -1.5 -1.7
Of which: credit to private sector (percent of GDP) 47.6 423 39.6 347 342 34.6 34.9 35.8 36.0 36.1
Broad money 1.3 -1.4 14.1 18.5 171 15.3 12.5 13.4 12.3 11.5
Interest rates (percent, end-of-period)
Yield on treasury bills in local currency 10.9 9.6 7.9 6.4
Yield on treasury bills in U.S. dollars 6.2 5.8 7.4 4.0
Memorandum items:
Nominal GDP (in millions of Bolivianos) 61,904 69,626 76,154 89,434 99,853 109,919 118,774 130,211 142,123 154,736
Nominal GDP (in billions of U.S. dollars) 8.09 8.81 9.47 11.24 12.80 14.38 15.86 17.38 18.60 19.46

Sources: Bolivian authorities; and Fund staff estimates and projections.

1/ For historical data, the investment-savings balance, as measured in national accounts, differs from that in the balance of payments due to adjustments in the
former associated with estimations of re-exports and smuggling.
2/ Defined as total gross public debt minus government's deposit in the financial system.
3/ Excludes reserves from the Latin American Reserve Fund (FLAR) and includes Offshore Liquidity Requirements (RAL).

4/ Official (buy) exchange rate.
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Table 2. Bolivia: Operations of the Combined Public Sector
(In percent of GDP)

Prel. Proj.
2003 2004 2005 2006 2007

Total revenue and grants 241 26.8 31.3 35.2 32.3

Current revenue 21.2 24.3 291 33.3 30.7
General government 211 23.9 28.7 31.7 25.1

Tax Revenue 1/ 2/ 17.8 20.6 254 28.5 22.3
Of which: Excise taxes of fuel 1.7 1.6 25 2.2 21

Other 13.2 15.6 16.4 16.6 16.5
Direct taxes 29 3.6 4.3 49 4.7

Of which: Corporate income tax 1.6 2.0 3.8 3.2 29
Indirect taxes 9.4 12.0 121 11.8 11.8

Of which: VAT 5.7 6.3 6.8 7.0 7.2

FTT 0.5 0.8 0.5 0.3

Customs duties 0.9 1.0 1.0 1.0 1.0

Nontax revenue 34 3.3 3.2 3.2 2.9
Grants 29 25 3.5 1.9 1.6
Public sector enterprises operating balance -0.1 0.1 0.1 0.8 4.6
Of which: Royalties and IDH transfers to gen. gov. 0.0 0.0 0.0 0.0 5.7

Central bank operating balance 0.2 0.3 0.3 0.7 0.9

Total expenditure 32.0 323 33.6 30.6 31.3

Current expenditure 23.9 23.2 234 20.1 19.9
Wages and salaries 3/ 9.4 9.0 8.7 8.1 9.0
Goods and services 2.6 2.0 2.0 1.8 21
Interest 2.8 29 3.0 2.6 2.4

Domestic 1.6 1.8 1.8 1.5 1.5
Foreign 1.2 1.1 1.2 1.1 0.9
Transfers (excludes pensions) 1.5 1.9 23 1.6 1.7
Pensions 4.4 4.3 41 3.7 3.5
Other 3.2 3.1 3.3 2.4 1.2

Capital expenditure 8.1 9.1 10.2 10.5 11.4

Overall balance -7.9 -5.5 -2.3 4.6 1.0

Financing 7.9 5.5 23 -4.6 -1.0

External 5.3 3.9 2.3 0.4 1.8
Disbursements 9.3 6.2 5.3 3.0 3.4
Amortizations -4.1 -3.3 -2.9 -2.5 -1.5
Other external 0.3 1.0 -0.1 -0.1 -0.1

Domestic 26 1.6 0.0 -5.0 -2.8

Banking system -0.5 -0.6 -24 -6.3 -3.8
Central Bank -0.2 -0.8 -2.0 -6.4 -3.8
Commercial banks -0.3 0.2 -0.4 0.1 0.0
Pension funds 1.6 1.5 1.5 1.3 1.1
Other domestic 15 0.7 1.0 0.1 -0.1

Memorandum item:

Hydrocarbons related revenues 2.8 34 6.6 1.1 11.2
Royalties and IDH 2.8 34 6.6 9.7 9.3
YPFB participation 0.0 0.0 0.0 1.4 1.9

Non-hydrocarbons balance -10.7 -8.9 -8.9 -6.5 -4.5

Sources: Bolivian authorities, and Fund staff estimates

1/ Since May 2007 royalties and IDH are no longer included in the definition of tax revenue of the general government as
these funds are now collected and transferred by YPFB.

2/ In 2007 tax revenues include only the IDH and royalties that were paid directly by the oil companies to the general
government preceding the take over of this responsibility by YPFB in May 2007.

3/ In 2007 the spending on Universities initially included in other spending was reclassified. More importantly, the wage bill
now includes 1,056 million bolivianos of salaries of university personnel while other minor amounts were included in goods
and services.
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Table 4. Bolivia: Financial System Survey 1/ 2/

Proj.
2003 2004 2005 2006 2007
(Flows in millions of Bolivianos, unless otherwise indicated)
Net short-term foreign assets 860 867 6,249 10,892 9,181
(Flows in millions of U.S. dollars) 111 108 766 1,363 1,150
Net domestic assets -509 -1,277 -1,998 -4,469 -2,204
Net credit to the public sector 35 -359 -2,134 -5,760 -3,825
Credit to the private sector -619 -1,108 1,068 1,958 3,253
Net medium- and long-term foreign liabilities (increase -) 63 635 -390 -105 100
Other items (net) 12 -444 -543 -562 -1,733
Broad money 350 -410 4,251 6,423 6,977
Liabilities in domestic currency 807 1,544 3,441 5,578 5,738
Foreign currency deposits -457 -1,954 810 845 1,238
(Stocks in millions of Bolivianos, unless otherwise indicated)
Net short-term foreign assets 11,435 13,141 19,496 31,494 41,589
(Stocks in millions of U.S. dollars) 1,479 1,636 2,391 3,942 5,212
Net domestic assets 18,192 17,024 15,269 9,212 6,062
Net credit to the public sector 4,476 4,393 2,361 -4,884 -8,103
Credit to the private sector 29,283 29,287 30,778 32,171 35,390
Net medium- and long-term foreign liabilities -3,404 -2,896 -3,326 -3,368 -3,264
Other items (net) -12,162 -13,760 -14,544 -14,707 -17,961
Broad money 29,627 30,165 34,765 40,706 47,651
Liabilities in domestic currency 5,220 6,764 10,206 15,784 21,522
Foreign currency deposits 24,408 23,401 24,559 24,922 26,129
(Changes in percent of broad money at the beginning of the period)
Net short-term foreign assets 3.2 29 20.7 31.3 22.6
Net domestic assets -1.9 -4.3 -6.6 -12.9 -5.4
Net credit to the public sector 0.1 -1.2 -7.1 -16.6 -9.4
Credit to the private sector -2.3 -3.7 3.5 5.6 8.0
Net medium- and long-term foreign liabilities (increase -) 0.2 21 -1.3 -0.3 0.2
Other items (net) 0.0 -1.5 -1.8 -1.6 -4.3
Broad money 1.3 -1.4 141 18.5 171
Liabilities in domestic currency 3.0 5.2 11.4 16.0 141
Foreign currency deposits -1.7 -6.6 2.7 24 3.0
Memorandum items:
Broad money (average stock in percent of GDP) 46.5 41.0 422 39.7 42.9
Credit to private sector (average stock in percent of GDP) 47.6 42.3 39.6 34.7 34.2
Financial system NFA coverage of deposits (percent) 43.3 50.0 66.8 96.3 113.1
Dollarization (end-period stocks)
Foreign currency and dollar-indexed deposits 92.3 89.0 84.2 76.2 71.0
Foreign currency and dollar indexed credit 97.2 95.7 92.6 86.9 83.3

Sources: Central Bank of Bol

ivia; and Fund staff estimates and projections.

1/ The financial system comprises the central bank; commercial banks and nonbanks;

and the National Financial Institution of Bolivia and FONDESIF, which are state-owned second-tier banks.

2/ Stocks and flows in foreign currency are valued at accounting exchange rates for 2003-05 and at the beginning
of period exchange rate for 2006-07.
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Table 5. Bolivia: Central Bank of Bolivia 1/

Proj.

2003 2004 2005 2006 2007

(Flows in millions of Bolivianos, unless otherwise indicated)
Net international reserves 718 1,112 4,105 10,270 8,701
(Flows in millions of U.S. dollars) 93 138 503 1,285 1,090
Net domestic assets -231 -354 -2,208 -7,676 -5,569
Net credit to the nonfinancial public sector -103 -561 -1,543 -5,725 -3,825
Net credit to financial intermediaries -219 -355 -604 -1,620 -1,680
Of which: Open market operations (increase -) -18 -294 -221 -997 -2,355
Net medium- and long-term foreign liabilities (increase -) -32 873 8 5 49
Other items (net) 124 -311 -69 -336 -113
Currency issue 487 758 1,897 2,594 3,132

(Stocks in millions of Bolivianos, unless otherwise indicated)
Net international reserves 6,866 8,640 12,785 24,291 33,916
(Stocks in millions of U.S. dollars) 888 1,076 1,568 3,040 4,250
Net domestic assets -3,341 -4,357 -6,605 -15,517 -22,010
Net credit to the nonfinancial public sector 2,112 1,710 236 -6,952  -10,169
Net credit to financial intermediaries 1,475 1,200 627 -1,453 -3,163
Of which: Open market operations -95 -391 -615 -1,590 -3,970
Net medium- and long-term foreign liabilities -1,064 -227 -220 -212 -163
Other items (net) -5,864 -7,039 -7,248 -6,900 -8,514
Currency issue 3,525 4,283 6,180 8,774 11,906

(Changes in percent of beginning-of-period currency issue)
Net international reserves 23.6 31.6 95.8 166.2 99.2
Net domestic assets -7.6 -10.0 -51.6 -124.2 -63.5
Net credit to the nonfinancial public sector -3.4 -15.9 -36.0 -92.6 -43.6
Net credit to financial intermediaries -7.2 -10.1 -14 1 -26.2 -19.1
Of which: Open market operations (increase -) -0.6 -8.3 -5.2 -16.1 -26.8
Net medium- and long-term foreign liabilities (increase -) -1.1 24.8 0.2 0.1 0.6
Other items (net) 41 -8.8 -1.6 -5.4 -1.3
Currency issue 16.0 215 443 42.0 35.7

Memorandum items:

Currency issue (average stock in percent of GDP) 4.4 4.6 5.7 7.3 9.1
NIR coverage of broad money (percent) 23.2 28.6 36.8 59.7 71.2

Sources: Central Bank of Bolivia; and Fund staff estimates.

1/ Stocks and flows in foreign currency are valued at accounting exchange rates for 2003-05
and at the beginning of period exchange rate for 2006-07.
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Table 7. Bolivia: Financial and External Vulnerability Indicators
(In percent; end-of-period; unless otherwise indicated)

Proj.
2003 2004 2005 2006 2007
Financial indicators 1/
Lending rate in domestic currency 10.4 10.6 9.8 9.0
Lending rate in U.S. dollars 9.5 9.5 11.6 11.2
Velocity of money 21 2.3 2.2 2.2 21
Credit to the private sector (average stock, percent of GDP) 47.6 423 39.6 34.7 34.2
Share of foreign currency deposits in total deposits 92.3 89.0 84.2 76.2 71.0
Share of foreing currency loans in total credit 97.2 95.7 92.6 86.9 83.3
Nonperforming loans (percent of total loans) 16.7 14.0 11.3 8.7
Loan-loss provisions (percent of nonperforming loans) 74.0 84.3 81.1 90.7
Risk-based capital-assets ratio 15.3 14.9 14.7 13.3
Foreign currency deposits of the financial system (in millions of U.S. dollars) 3,121 2,911 3,070 3,143 3,359
Net short-term foreign assets of the financial system (in millions of U.S. dollars) 591 561 823 901 962
External sector
Exports, U.S. dollars (percent change) 23.0 34.3 30.1 384 8.0
Imports, U.S. dollars (percent change) -8.7 14.1 27.0 19.9 134
Terms of trade (percent change) 6.1 11.9 12,5 13.9 27
Real effective exchange rate (percent change) 0.0 0.0 0.0 0.0 0.0
Current account balance (percent of GDP) 1.0 3.8 6.5 11.7 8.9
Capital and financial account balance (percent of GDP) -0.1 -2.4 -1.3 1.7 -0.4
Net FDI inflows (percent of GDP) 24 0.7 -3.0 2.2 -1.0
Total external debt (percent of GDP) 75.0 67.9 64.7 40.2 294
Medium- and long-term public debt (percent of GDP) 49.9 442 47.8 26.7 16.8
Medium- and long-term private debt (percent of GDP) 251 23.7 16.9 135 12.6
Total external debt (percent of exports of goods and services) 380 280 222 116 77
Short term external debt (original maturity, percent of total external debt) 0.20 0.23 0.25 0.36 0.48
Gross international reserves (GIR) (in millions of U.S. dollars) 2/ 1,266 1,474 2,042 3,385 4,646
GIR (percent of broad money) 42.0 49.6 57.8 79.7 90.9
GIR (in months of imports of goods and services) 7 8 9 12 14
GIR (percent of short-term debt and banks' FX deposits) 40.4 50.4 66.2 107.2 137.6
Net international reserves (in millions of U.S. dollars) 888 1,076 1,568 3,040 4,250
Nonfinancial public sector
Overall balance (percent of GDP) -7.9 -5.5 -2.3 4.6 1.0
Primary balance (percent of GDP) -5.1 -2.6 0.8 7.2 3.4
NFPS gross debt (percent of GDP) 741 76.7 70.0 458 34.8
Of which: in domestic currency (percent of GDP) 241 325 22.2 191 18.0
NFPS net debt (percent of GDP) 66.4 67.8 60.0 31.4 18.2

Source: Bolivian authorities; and Fund staff estimates.
1/ Includes commercial banks and nonbanks.

2/ Central bank gross reserves excluding reserves from the Latin American Reserve Fund (FLAR), plus offshore liquidity requirements

(RAL).
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APPENDIX 1. SUMMARY OF ANNEXES

The full annexes to this report may be viewed in CyberDocs on the Fund’s intranet and on
the secure extranet for Executive Directors and member country officials.

Fund relations

As of May 31, 2007, Bolivia’s outstanding purchases and loans amounted to SDR

9.66 million (5.63 percent of quota). The latest SBA expired on March 31, 2006. In 2006,
Bolivia received a SDR 160.93 million in stock of debt relief from the Fund through the
MDRI. The last Article IV consultation was completed by the Executive Board on July 17,
2006 (IMF Country Report No. 06/270). Bolivia has received wide-ranging TA in recent
years. An update of the safeguards assessment was completed in September, 2004, which
confirmed that identified vulnerabilities had been addressed, except for those requiring a
change in the central bank law. Mr. Esteban Vesperoni has been the IMF resident
representative since February 2006.

Relations with the World Bank Group

The World Bank’s support to Bolivia is being delivered according to the Interim Strategy
Note (ISN), approved by the World Bank Board in November 2006. Bank support includes
lending, analytical work, and technical assistance in the areas of governance and
transparency; fostering jobs through growth; and providing better services to the poor. ISN
lending includes only IDA resources, which will finance 10 investment projects, with
projected disbursements of approximately US$140 million over the two-year period; and six
Economic and Sector Works (EWS). The Bank’s current portfolio in Bolivia comprises six
projects under implementation, with total commitments of US$221 million.

Relations with the Inter-American Development Bank

As of December 31, 2006, Bolivia’s outstanding debt to the IDB was US$1.28 billion. In
2006, a total of US$145 million in new concessional lending was approved for Bolivia’s
public sector, the most important of which was a US$120 million loan to support road
rehabilitation and improve the Northern Corridor Highway from La Paz to Rurrenabaque.
The IDB’s portfolio in Bolivia also includes active non-reimbursable technical cooperation
projects amounting to US$21.6 million. On March 16, 2007, in the context of the MDRI, the
Board of Governors of the IDB approved 100% debt relief on loan balances outstanding as of
December 31, 2004 from its Fund for Special Operations (FSO).

Statistical issues

The timeliness and coverage of economic statistics in Bolivia is generally adequate for
surveillance purposes. A data ROSC mission in early 2007 confirmed advances in recent
years, and reiterated the existence of shortcomings that might hamper the formulation of
appropriate policies. Many national agencies, including the National Institute of Statistics
(INE), post statistical information on the Internet. Bolivia has participated in the GDDS since
November 2000 and plans to subscribe to the SDDS are at an advanced stage.
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APPENDIX I. BOLIVIA—FUND RELATIONS
(As of May 31, 2007)

L Membership Status: Joined December 27, 1945; accepted its obligations under
Article VIII on June 5, 1967. The exchange system is free of restrictions on current

international payments and transfers.

II.  General Resources Account: SDR Million Percent of Quota
Quota 171.50 100.00
0 Fund holdings of currency 172.30 100.47
Reserve position in Fund 8.87 5.17
[II. SDR Department: SDR Million Percent of Allocation
Net cumulative allocation 26.70 100.00
Holdings 26.62 99.68
IV. Outstanding Purchases and Loans: SDR Million Percent of Quota
Stand-By Arrangements 9.66 5.63
V. Financial Arrangements:
Type Approval Expiration Amount approved Amount drawn
date date (SDR million) (SDR million)
Stand-By 4/02/03 3/31/06 145.78 111.50
PRGF 9/18/98 6/07/02 100.96 63.86
PRGF 12/19/94 9/09/98 100.96 100.96

VL
and present holdings of SDRs):

Expectations Basis

2007 2008 2009 2010 2011
Principal 2.42 4.83 2.42
Charges/Interest 0.38 0.29 0.05 0.00 0.00
Total 2.79 5.12 2.46 0.00 0.00

Obligations Basis

2007 2008 2009 2010 2011
Principal 2.42 4.83 2.42
Charges/Interest 0.40 0.51 0.29 0.05 0.00
Total 0.40 2.93 5.12 2.46 0.00

Projected Obligations to the Fund: (SDR million; based on existing use of resources



VII. Implementation of HIPC Initiative:

L

IL.

Decision point date

Original  Enhanced
I. Commitment of HIPC assistance Framework Framework  Total
Sep 1997  Feb 2000

Assistance committed

by all creditors (US$ Million)' 448.00 854.00
Of which: IMF assistance (US$ million) 29.00 55.32

(SDR equivalent in millions) 21.25 41.14
Completion point date Sep 1998  Jun 2001
II. Disbursement of IMF assistance (SDR Million)

Assistance disbursed to the member 21.25 41.14  62.39
Interim assistance -- -- --
Completion point balance 21.25 41.14  62.39

Additional disbursement of interest income? -- 3.09 3.09

Total disbursements 21.25 4423 6548
VIII. Implementation of MDRI Assistance:
Total Debt Relief (SDR Million)? 160.93
Of Which: MDRI 154.82
HIPC 6.11
Debt Relief by Facility (SDR Million)
Eligible Debt

Delivery Date GRA PRGF Total

January 2006 6.70 71.15 77.85

January 2006 83.08 N/A 83.08

IX.

Safeguards Assessment. Under the Fund’s safeguards assessment policy, the Central
Bank of Bolivia (CBB) was subject to an assessment with respect to the April 2, 2003
Stand-by Arrangement (SBA). A safeguards assessment was completed June 27, 2003,
and while no systemic risks with the CBB’s safeguards were identified, uncertainties

! Assistance committed under the original framework is expressed in net present value (NPV) terms at the
completion point, and assistance committed under the enhanced framework is expressed in NPV terms at the
decision point. Hence these two amounts can not be added.

? Under the enhanced framework, an additional disbursement is made at the completion point corresponding to
interest income earned on the amount committed at the decision point but not disbursed during the interim

period.

3 The Multilateral Debt Relief Initiative (MDRI) provides 100 percent debt relief to eligible member countries
that are qualified for the assistance. The debt relief covers the full stock of debt owed to the Fund as of end-2004
which remains outstanding at the time the member qualifies for such debt relief. The MDRI is financed by
bilateral contributions and the Fund's own resources, as well as the resources already disbursed to the member
under the HIPC Initiative (see Section VII above).



were expressed about the de facto lack of operational independence and program
monetary data. An update assessment was completed September 27, 2004 in
conjunction with an augmentation of the SBA. This assessment confirmed that
measures had been implemented to address all previously identified vulnerabilities,
except for those requiring a change in the central bank law.

X. Exchange Arrangement. The Bolivian currency is the boliviano and the exchange
rate regime is a crawling peg. The central bank holds a daily foreign exchange auction,
accepting all bids that are at least equal to the central bank’s minimum price. If
acceptable bids exceed the amount offered for auction, the lowest acceptable bids are
prorated so as to exhaust the amount offered. The minimum price is adjusted from
time to time in light of the evaluation of Bolivia’s real exchange rate with respect to
Bolivia’s key trading partners. On March 31, 2007, the official selling rate was
US$7.99 per U.S. dollar.

XI.  Article IV Consultation. The last Article IV consultation was completed by the
Executive Board on July 17, 2006 (Country Report No. 06/270). Bolivia is on a
standard 12-month consultation cycle.

XII.  Technical Assistance, 2002—06

Department Purpose Date
MAE Monetary operations; monetary and exchange rate policy  May 2002
STA National accounts statistics August 2002
MAE FSAP Nov. 2002, Jan. 2003
FAD Customs reform December 2002
FAD Tax administration Dec. 2002, Aug.2004
FAD Tax Administration May 2003
MFD AML/CFT training of bank supervisors July 2003
FAD Customs administration Jan. 2004, Apr. 2005
FAD Pension reform April 2004
MFED Banking sector July 2004
MFD Banking sector August 2004
MFD/LEG AML/CFT legal drafting/Financial intelligence unit September 2004
FAD PSIA October 2004
MFD Promote use of domestic currency October 2004
FAD Public expenditure management: the budget process April 2005
FAD Tax policy August 2005
FAD Decentralization and public expenditure management October 2005
STA Monetary statistics March 2006
STA ROSC Data Module January 2007
XII.  Resident Representative. Mr. Esteban Vesperoni took over the post of IMF resident

representative in February 2006.



APPENDIX II. BOLIVIA: RELATIONS WITH THE WORLD BANK !

1. The World Bank’s support to Bolivia is being delivered according to the Interim
Strategy Note (ISN), approved by the World Bank Board in November 2006. The ISN
has been designed to cover a two-year period (FY07-FY08) that will allow the Bank to
implement a flexible work program in Bolivia while the Constitutional Assembly outcomes
are defined and the National Development Plan, presented in May 2006, advances in its
implementation. The Bank support include lending, analytical work and technical assistance
in areas where the Bank and the Government have clear agreement: enhancing good
governance and transparency; fostering jobs through growth; and providing better services to
the poor. The ISN lending includes only IDA resources which will finance ten investment
projects for approximately US$140 million over the two-year framework, and six Economic
and Sector Works (EWS). To the extent possible, these projects and programs are being
designed and implemented in a collaborative fashion with donor partners to have a greater
development impact.

2. The World Bank’s portfolio in Bolivia comprises six projects under
implementation for a total amount of US$221 million. The entire portfolio is made of
concessional IDA funding, of which US$129 million remain undisbursed, in the following
Six projects:

e The Institutional Reform Project I, for US$30 million and closing date May 2007.

e The Health Sector Reform APL II, for US$35 million and expected to close in
September 2007.

e The Road Rehabilitation and Maintenance Project, for US$77 million and expected to
close in December 2007.

e The Decentralized Infrastructure for Rural Transformation, for US$20 million and
closing date December 2007.

e The Urban Infrastructure for the Poor Project, for US$30 million and closing date
November 2010.

e The Rural Alliances Project, for US$28 million and closing date September 2011.

3. Additionally, the World Bank program includes some trust funds: a grant for
US$300 thousand to strength the Technical Secretariat of the Constituent Assembly; and a
grant amounting to US$212 thousand intended for the strengthening of the Congress Budget
Commission.

4. During 2006 the World Bank has concluded the following three studies, which
were published in both Spanish and English and presented to the Civil Society in several
Bolivian cities.

! Prepared by World Bank staff.



Policy Notes on 23 different economic and social issues, after technical discussions
with major political parties — including the MAS party — which started in August
2005. The Bank presented these notes to the Government in March 2006 and to the
Civil Society at the end of 2006.

The Country Social Analysis (CSA) provides consideration of the options and
lessons from international experience that the Constitutional Assembly faces on four
critical issues: indigenous rights, land and territory, decentralization and access to
justice. This document was presented to the Government and the Civil Society in
March 2007.

The Institutional Governance Review (IGR) analyses the second phase of the
decentralization issue at the departmental level, including a thorough diagnosis of its
context and current strategy, focusing on guiding principles for a successful
progressive implementation. This document was also presented to the Government
and the Civil Society in March 2007.

The Bank is discussing with the Government the following projects for FY07:

The Productivity and Job Creation Project for US$15 million will support
Government initiatives to increase productivity and job creation through both
facilitating access to financial services for micro, small and medium enterprises
(MSME's) using market-friendly mechanisms, and improving the investment climate.

The Community-Based Land Administration Project for US$15 million. This
project aims to establish a decentralized beneficiary-driven land distribution
mechanism that allows organized landless or poor farmers to acquire suitable
agricultural lands and implement investment subprojects which puts them on a
sustainable, higher-income, livelihood path.

The Participatory Rural Investment Project I1, for US$17 million, will improve
the economic opportunities of poor rural producers through co-financed productive
investments generated in coordinated participatory planning processes at the
community, municipal, and regional level.

The Secondary Education Project for US$10 million, with the objective of
supporting the Municipality of La Paz education program. It will expand secondary
education coverage; improve education quality; and strength infrastructure and
educational management capacity.

The Lake Titicaca Local Sustainable Development Project, for US$15 million. Its
objective is to improve the quality of life of the basin’s residents through local
development opportunities such as tourism, provision of critical infrastructure
services, and protection of the Lake’s long term water quality and ecological vitality.



Ongoing technical assistance and economic sector work includes:

The Informality study faces an in-depth analysis of the constraints to productivity as
well as the productivity differentials between informal and formal firms in selected
markets. Based on this analysis and international experience, the study will provide
sector specific and general policy recommendations to achieve productivity gains.

The Social Safety Net study will provide analytical tools for a more effective
implementation of the Government’s Social Protection strategy. The study will help
define target populations and programs and propose institutional arrangements,
including the interface with local governments and with agencies involved in the
delivery of primary health and education. This study will support the FY08 Social
Protection Assistance project,

A Public Expenditure and Financial Accountability (PEFA) will validate the
quality and performance of Public Financial Management. The study will allow the
Government to assess the condition of public expenditures, procurement and
accountability systems and develop a sequence of reforms based on a common
baseline of information. It will also help to coordinate donor support in promoting
governance and public sector efficiency. Additionally, the exercise will permit the
Government to oversight future similar programs in sub-national governments.

An Operational Review of the Fondo de Inversion Productiva y Social (FPS) will
evaluate core capabilities, operational and organizational elements required for the
agency to successfully fulfill its mandate. It will also identify any gaps between the
current and desired best practices, determine key risks, and deliver a set of
recommendations to improve the overall performance of FPS.



APPENDIX III. BOLIVIA: RELATIONS WITH THE INTER-AMERICAN DEVELOPMENT BANK !

I. As of December 31, 2006, the Inter-American Development Bank (IDB) had
approved loans to Bolivia amounting to US$3.93 billion, with disbursements totaling
US$3.25 billion. Bolivia’s outstanding debt to the IDB was US$1.28 billion. During the first
half of the decade, net cash flows to the country were mostly positive, owing in large
measure to the debt relief provided by the IDB under the HIPC Initiative and the
extraordinary financing disbursed in 2003. In 2006, a temporary net outflow was registered.
Nonetheless, a total of US$145 million in new concessional lending was approved for
Bolivia’s public sector, of which a US$120 million loan to support road rehabilitation and
improve the Northern Corridor Highway from La Paz to Rurrenabaque was the most
significant. As of March 27, 2007, undisbursed balances amounted to US$493 million. The
IDB’s portfolio in Bolivia also includes active non reimbursable technical cooperation
projects amounting to US$21.6 million, of which US$13.8 million is undisbursed.

2. The Board of Governors of the IDB approved March 16, 2007, 100% debt relief
for Bolivia, Guyana, Haiti, Honduras and Nicaragua, on loan balances outstanding as
of December 31, 2004 from its Fund for Special Operations (FSO). In the context of the
Multilateral Debt Relief Initiative, the IDB will forgive the five HIPC beneficiary countries
approximately $3.4 billion in principal payments and $1.0 billion of future interest payments.
This additional relief by the Bank will be retroactive to January 1, 2007 and is intended to
help beneficiary countries invest more on education, health and other quality services, to
improve their living conditions and reduce poverty. Under this agreement endorsed by the
Bank’s shareholders, which also includes new operational guidelines for the FSO, Bolivia
would receive approximately US$ 1 billion in IDB debt relief (including cancelled loan
balances of-US$ 736.4 million (7% of GDP) and foregone future interest - payments-of
US$307.3 million (generating annual fiscal space of more than US$18 million on average).

3. Sustainable poverty reduction remains the overarching objective of the Bank’s
country strategy with Bolivia. In pursuit of this objective, the Bank is supporting
government-led efforts to overcome the country’s economic and social development
challenges in three main areas: (a) improving the managerial capacity and transparency of the
public sector, (b) supporting productivity and employment growth; (c¢) providing basic social
services to the poorest regions. The IDB is updating its country strategy on the basis of the
new priorities established by the Morales Administration since assuming office in January,
2006 and the policy framework for the medium term laid out in its National Development
Program. IDB lending to Bolivia in 2007/8 contemplates new loans amounting to
approximately US$ 74 million per year. These would be subject to the newly adopted
operational guidelines for the FSO that feature a performance-based allocation system and a
parallel lending modality, consistent with the application of the Debt Sustainability
Framework. Loans to Bolivia would continue to benefit from a high concessionality element
to ensure the sustainability of the debt relief and support the achievement of the Millennium
Development Goals. The proposed lending program for 2007/2008 consists of six loans

! Prepared by IDB staff.



totaling approximately US$156 million (in support of small impoverished rural communities
(Comunidades en Accidn), water services, transport infrastructure, development banking and
institutional strengthening in the public sector). The Bank is supporting the country in
emergency clean up, impact evaluation, rehabilitation and disaster prevention and protection
of public infrastructure at risk with a menu of instruments, including activation of a previous
approved emergency loan in response to the damage caused by recent intense rains and
flooding in the country.

4. The backdrop for the strategy’s implementation remains complex, characterized
by a widespread reorientation of the reform process, need for continued fiscal
consolidation, weak policy implementation and institutional capacity and an over-
arching political agenda dominated by the constituent assembly and the referendum for
regional autonomy. In this context, the update of the country strategy is being conceived as a
process in which the Bank, in concert with the Government and other development partners,
(1) remains engaged in areas of high priority to attenuate economic risks and preserve the
social gains of the last decade (pension and tax administration, microfinance), (ii) continues
cooperating with the administration in improving planning, budgeting and the ongoing fiscal
decentralization process, and (iii) sharpens the focus of its assistance on local/rural
development (concentrating on municipalities with productive potential) and the provision of
productive infrastructure. The Bank expects to conclude preparation of a new transitional
strategy in the second half of 2007.
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APPENDIX IV. BOLIVIA: STATISTICAL ISSUES

The timeliness and coverage of economic statistics is generally adequate for surveillance
purposes. A data ROSC mission in early 2007 confirmed advances in recent years, and
reiterated the existence of shortcomings that may hamper the formulation of appropriate
policies. National agencies responsible for the dissemination of statistics post data on the
Internet. Bolivia has participated in the GDDS since November 2000 and plans to subscribe
to the SDDS are at an advanced stage.

I. REAL SECTOR

o National accounts. The INE has begun a thorough revision of the national accounts
statistics, including the base year and intensified implementation of the SNA 1993.
This process is expected to be completed over the next three years. Efforts to improve
the quality of the real sector statistics have been hampered by an inadequate statistical
law and insufficient resources to undertake censuses and surveys such as those on
manufacturing, foreign direct investment, and tourism.

o Labor market. The quality of the household and employment surveys has
deteriorated in the last few years, due mainly to financial constraints. The quarterly
employment survey was discontinued in 2003, leading to a lack of quarterly
information on unemployment, employment and wages.

o Prices. The consumer price index (CPI) covering the four largest cities has a base
year of 1991. A household budget survey was conducted over a 12-month period that
began in June 2, 2003 to update the CPI base year. Industrial producer price indices
and external trade unit values are compiled by INE, but are in need of revision as
regards their coverage, product breakdown, and base year (1990=100).

II. FISCAL SECTOR

o The Ministry of Finance (MoF) provides timely information on revenue, current
and investment spending, and financing for the consolidated general government
(central government and decentralized entities), public enterprises and the
central bank, with appropriate disaggregation, on a monthly basis. The MoF also
provides annual data to STA on the operations of the consolidated central
government, and regional and local governments for publication in Government
Finance Statistics Yearbook. However, these data do not cover all operations of
decentralized agencies and operations channeled through special funds. The ongoing
implementation of a comprehensive financial management system, with funding from
the IDB, will help ensure proper monitoring of public sector financial operations
including local debt and social spending.
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III. EXTERNAL SECTOR

The Central Bank of Bolivia (BCB) provides data on balance of payments and
international investment position statistics to STA for publication in the Balance
of Payments Statistics Yearbook and the International Financial Statistics (IFS).
The classification of accounts is broadly in accordance with the fifth edition of the
Balance of Payments Manual. Although quarterly balance of payments data are
available before the end of the year, these data are submitted to STA only once a year.
The BCB also provides monthly trade data to the Fund, but the import data are only
available with a lag. Upon request, Fund staff has access to more detailed and timely
balance of payments and debt data.

The authorities are working on a data base on gross flows of short and medium-
term private debt. However, there is some concern about the quality of private
capital flows as the foreign direct investment survey was discontinued in the third
quarter of 2004. As identified by the January 2007 Data ROSC mission, the coverage
of certain services and financial transactions in the balance of payments needs to be
expanded.

Although not yet an SDDS subscribing country, Bolivia is disseminating the Data
Template on International Reserves and Foreign Currency Liquidity.

IV. MONETARY SECTOR

Coverage, sectorization, and timeliness of monetary statistics are now broadly in
line with the Monetary and Financial Statistics Manual. Monetary data are based
on the balance sheets of the central bank, commercial banks, credit unions, savings
and loans associations, and private investment funds. The survey will be expanded to
cover also the investment funds managing societies (SAFIS). A STA mission in
April 2006 found weaknesses in data provided by deposit institutions, particularly
regarding sectorization of the accounts, which were subsequently addressed through
revisions in the report forms and the instructions issued by the Superintendency of
Banks and Financial Entities.

The BCB has started the process to compile a monthly survey on the other
financial corporations, with data from pension funds, insurance corporations,
Nacional Financiera Boliviana (NAFIBO), and Fondo de Desarrollo del Sistema
Financiero (FONDESIF). This survey will help improve the quarterly flow of funds
accounts currently compiled by the BCB and will be the first step in the production of
a balance sheet approach matrix.
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INTERNATIONAL MONETARY FUND
BOLIVIA
External and Public Debt Sustainability Analysis
Prepared by the staff of the International Monetary Fund'
Approved by Caroline Atkinson and Michael T. Hadjimichael

June 27, 2007

The sustainability of Bolivia’s public debt has improved substantially as a result of the
MDRI—which has granted stock debt relief equivalent to about 25 percent of the GDP—and
the shift into an overall fiscal surplus since 2006. Debt ratios are currently at very
manageable levels, with ample margins with respect to risk thresholds, and may be expected
to decline further over the long run under baseline policies. Given that the remaining stocks
of both domestic and foreign debt are of long maturities, debt service is also projected to
remain low. The declining path of the debt ratio displays an inflexion under standard stress
tests and an alternative scenario of lower oil prices, but would still remain within
sustainable bounds in the long run.

I. Bolivia’s public debt (external and domestic) decreased significantly since the
last Article I'V consultation thanks to lower fiscal financing needs and the delivery of
the latest installment of the MDRI by the Inter American Development Bank (IADB)
for USS 1.2 billion. The outlook for the nominal public debt-to-GDP ratio—currently at the
35 percent level, down from 70 percent in 2005—is very favorable as it is projected to
decline gradually to 16 percent during the DSA’s projection period. Similarly the NPV of
debt-to-GDP ratio is projected to reach levels below 15 percent, compared to 33 percent at
present. Moreover, with the accumulation of deposits of the public sector in the financial
system—amounting to about 17 percent of GDP at present—the solvency of the public sector
measured by the net public debt (i.e., gross debt minus those deposits) has improved even
more significantly and could reach very low levels during the projection period.

2. The relief granted by the MDRI has reduced significantly Bolivia’s public
external debt. The relief, amounting to US$2.9 billion, is equivalent to almost 25 percent of
the GDP and has cut by more than half the public external debt to about US$2.1 billion at
present (19 percent of the 2006 GDP) since end-2005. The importance of multilateral debt in

! Since Bolivia is an IDA blend country, this DSA was not conducted jointly with the World Bank.



the public external debt has also decreased from 90 percent to about 80 percent of total, with
Corporacion Andina de Fomento (CAF) remaining as the main creditor with 37 percent of
total external debt. The rest of the external debt comes mainly from official sources on non-
commercial terms, which limits significantly the rollover risk and makes external debt
service very manageable, in particular in light of the strong export earnings from
hydrocarbons and mining.

Main Assumptions

The main assumptions of the baseline scenario for the period 200727 are:

. Average annual real GDP growth: 5 percent until 2012, on account of agriculture recovery,
and mining and hydrocarbons expected project implementation, and 4 percent during 2013-27.

. Average inflation: 5 percent per year, in line with recent history and medium term
expectations.

. Export growth: 8 percent until 2012 due to expected developments in the natural gas sector

(notably, as specified below, increase in exports to Argentina), and 4'5 percent afterwards.

. Import growth: 10 percent in the 2007—12 period as some of the expected investment projects
have a significant imported content. Average of 4 percent per year in the long term.

. Natural gas price: contract prices until 2012 moving consistently with WEO projections, and
for the period 2013-27 constant in real terms at US$5 dollars per thousand cubic feet.

. Natural gas volumes: growing within current capacity levels until 2010 (average of
35 million of cubic meters per day), increasing early in the next decade to reflect expected
additional natural gas exports to Argentina, up to 60 million of cubic meters per day, stable

after 2013.
° FDI: in line with expected investments for the hydrocarbons and mining sectors.
. The profile of the average concessionality of the public sector borrowing is projected to

evolve in line with the existing official loans in the pipeline. Over the longer run,
concessionality is expected to decrease gradually.

. The evolution of domestic public debt is consistent with the path for the overall fiscal balance
and available domestic financing.

3. Given Bolivia’s overall macroeconomic outlook, its external debt is expected to
remain sustainable throughout the projection period. In the 20-year projections, the fiscal
position shifts from overall surpluses between 1 and 2 percent of GDP in the period 2007-12
to small surpluses of about 0.5 percent of GDP in the outer years of the projection—
reflecting among other things declining hydrocarbons-based revenues in relation to GDP.
Nevertheless, the overall performance under baseline assumptions yields very manageable
indebtedness and debt service levels. Thus, the stock of total public and private external



debt-to-GDP ratio is expected to fall to about 24 percent by 2012 and stabilize at the range of
15 percent by 2027. At the same time, while the composition of public external debt is
expected to gradually shift into less concessional sources over time, the NPV of debt-to-GDP
ratio would reach single digits by 2027.> Consequently, Bolivia’s risk of debt distress is low.>
This outcome holds even under significant stress tests.

4. The standard stress testing shows that Bolivia’s favorable external debt situation
is fairly resilient to severe exogenous shocks (Table 2). The NPV of debt-to-GDP ratio
deteriorates most under the simulation based on historical averages. Since such averages
reflect the crisis period of 2002—03 (when the primary fiscal deficit reached over 6 percent of
the GDP) and incorporate only partially the recent development of natural gas exports, the
simulated debt ratio approaches the LIC DSA thresholds by the end of the projection period.
All stress tests also lead to higher but stabilizing ratios, below levels considered risky. Flow
indicators also remain manageable under most of the stress tests, except under the historical
trends simulation, which results in a return to still sustainable but very high debt levels.*

5. However, the outlook for public debt sustainability could be less favorable under
a scenario of significantly lower energy prices. An alternative scenario based on lower oil
prices (by 30 percent compared to baseline), starting in 2008, would show a deterioration in
the fiscal position throughout most of the projection period. However, since public sector
deposits now stand at 17 percent of GDP, the impact should be seen mostly in the path of net
public debt, as the authorities could finance the fiscal deficits by drawing from those deposits
up to a point, and only then resorting to new borrowing. Such alternative scenario would
diverge from the baseline net public debt-to-GDP ratio by up to about 18 percent of GDP by
2027 (Figure 1). Similar effects could also be observed under a scenario of disruption in
hydrocarbons production, or in case of a delayed implementation of the new natural gas
production/pipeline projects to enable increased exports to Argentina.

? Residuals shown on Table 1 are explained by the significant reserve accumulation expected during the
projection period due to the strength of the balance of payments.

3 The World Bank’s 3-year average IDA Resource Allocation Index (IRAI) classifies Bolivia as a medium
performer with respect to the overall quality of its macroeconomic policies and the related risk thresholds on
NPV of debt-to-GDP and debt-to-exports ratios (40 and 150 percent, respectively) leave the country’s current
levels with significant safety margins.

* The historical test has been estimated on the basis of 5-year averages to leave out the extremely volatile years
of the recent past. At the same time, for FDI we take only the average of the last four years to avoid an
extremely positive bias due to the significant investments in hydrocarbons in the early years of this decade.



Figure 1. Bolivia: Net Public and Publicly Guaranteed Debt
under the Low QOil Price Scenario, 2006-2027
(In percent)
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Source: Fund staff projections and simulations.



(31g9p mau Jo AdN dU} pue anjeA ade) 8y} Usam}aq 8ouaIalIp) Buimoliog mau ybnoayy pue Juswuiarob ayy 0} Apoauip papirold sjuelb sepnjoul Bupueuly JusjeAinba-juels /g

"JolI|24 1g9p pue ‘Sueo| [EUOISS9OUOD ‘sluelb se pauyaq /2

3003s }qop pouad snoinaud Agq paplAlp sjuswAed jsalajul seak-juaiind /9

‘anjeA 9oey s)i 0} JusjeAINba s| 1qap J0j08s ajeAld Jo AdN ey} Sewnssy /g

‘sabueyo ajes abueyoxa pue 9o1ud WOoIy UOIINGIUOD sBpNn|oul os|e suooaloid 104 “sjuawisnipe uonenjea pue ‘sjasse ublaloy ssolb ul sabueyo ((Ja1191 }gap pue sieaule ul sabueyo o°1) Buloueuly jeuondaoxa sapnou| /4
*SWwI8) Jejjop "S'N Ul Jojeap 4aO JO ajel yimoub = 1 pue ‘ajes ymolb 4go |eal = B ‘ejel j3salsjul [euiwou = 1 yym ‘oned jgap pouad snoinaid sawy (16+1+6+1)/[(B+1)1 - 6 - 1] se paauaq /€
‘Aligejiene ejep o) 109(qns ‘sieak g 1sed ay) J9A0 paALIap Ajjesausb aie suoneinep pJEPUE]S pue SabelaAe |eoLo)SIH /2

"1gop |eulalxa J0joas aleAld pue olgnd yjog sepnjoul /L
‘suoneNWIS Jjels :924nos

S0 €0 S0 z' 80 oL oL z Sl 6L (yusodad ui) L-1dAD/(L-IADN-INGN)
12s [Ox4 S6l 9'8L Vil 6'GlL a4t 872CL zLL S'6 8’8 (s1e|jop SN Jo suol|iq) 4aO [euuoN
1SWa)1 wnpuelowa
9G¥ 6'8€ L'y 54 Loy 1'6€ 0'6€ 0'.€ 9'GE /8 (Buroueuy jeussixs Jo Jusoiad ur) Buoueuy jusjeainba-juels
L 0 L L L L €L S’ 9L /8 (ddo 40 yusolad |4 Jus|eAInba-juelD
20 (0] 10 (0] 10 ¢ 10 20 10 20 20 Sueo| [BUOISS&DUOD YIIYM JO
€0 €0 20 zo 2o FAL] rAl] rAl] fA 2o 20 sjuelD Yyaym JO
S0 0 €0 €0 €0 €0 €0 0 0 0 S0 /L (sJe|lop SN JO suolj|iq u1) SMOJ} PIY
€€ 8L 6°'¢ 6V 2’s 2’s Z2’s (o] oV oy " (yusouad ur) Buimoliog Jojoas olgnd mau JO Juswa|e Juels)
4 oY S'e oLl 8’8 coL vzl 1’9 341 Lyl oL 9'8 66l 6'ce 8'€cl (1usouad vt ‘'suuis) Jejjop SN) SO 4O sHodwi Jo Yymolo
8'Y L' 6'¢ '8 1’6 96 €0k €0 601 L', 9L L'6L o'Le [0):74 9'0¢ (yusouad Ul ‘swis) JEJIOP SN) SBO JO SHOAXS JO IMOID
29 96 €9 9 ¥'9 S99 99 9 69 €S 0 8¢ s'e oe Ve /9 (usoiad) ajel Jsaieul oANORYT
Lz 1z 1z 44 10" L '€ 8V S99 96 9 9L el €€ Sv (yueosad ul abueyd) swis) Jejop SN Ul Jojelep 4ao
oV ov (o4 €'Sg €9 6'S LS €G S'S (o4 vl o€ A4 ov 44 (3uso1ad u) ymoib 4ao eey
suondwnsse ojwouosaoidew Aay
c'G 9 g9 8°'G- €G- 0'9- 0'8- 00 8°0L c'G 9L onlel 1gsp sazl|ige)s jey} Hosp JUNOOOE. JUSLIND }S3ISJUI-UON
se L) - o'L- 8'0- 9°0- 8'0- LL- - 00 00 (s1ejiop 's'N Jo su ) paau Buioueuy ssoub ejo
144 6t ] 'S 6'G z9 v'9 L'L '8 ol 8'LL (1usduad ul) oel aNUBASI-0}-90IAI9S 1G9P Ddd
vy Sv Sv oS S'S 8'G S'S 99 SL 8Ll 6L (yusouad i) onelt sLodxe-0)-901A18S 1G9p Odd
6'S oL 9L '8 z6 66 9'6 oLl 9zl S9lL 68l (yueoied u) onels spodxe-03-00InI8Ss 1goq
[AVAS 8 vy viv 9Ly S8y 905 8°05 0zcs 0'€9 senuana Juswuianob Jo jusoied uj
1'9¢€ iy L4 6'EY LSy 8°9% (SR 4 tA 44 6'vS spodxa jo juaoiad uj
L6 €€l 8vi L'yl L'yl z°StL 9°'SlL 091 [\ ¥4 199p [eutd)xad Odd 30 AdN
[eX°14 095 6709 v'v9 S'/9 S '89 L'VL S8 spodxa Jo jusoiad uj
L'cL o8l %4 Sie Lece zee v've 6°SC €ce /S 199p |BUI8)Xd JO NN
00 00 00 00 00 00 00 00 00 00 L0~ Buioueuly jeuondsoxe YoM JO
6'S 9L 68 L 1’9 L's 89 L vo- 0'S 9'c ¥ (p-€) [enpisay
. YAV zz ze- sabueyo ajes sbueyoxa pue 2o1d WOl UOKHNGLIUOD
S'0- 8°0- - V- vl €L V- - oAl 9¢- 6°¢- Yimoub 4ao [ead wody uonnguuoy
0 L S’ Sl 9L A’ 8’1 6L 6L 6L 9L SjeJ }S8I8jUl [BUIOU WO} uoNqLIu0y
zo 0 2o 10 zo 0 0 S0 €8 8¢ St /€ solweuAp 1qap snousbopuz
9L~ 0L~ 6L~ 9¢ Le- 0L~ 90 60 6°L- 2'sS A cec oe 20~ (mojur = aaneboau) |a4 19N
00 00 L0~ L0~ L0 c0 0 L0 €l Lec x4 (mopul Jou = 8AEBAU) SMOJ) JUNODDE JUSLIND JBLIO
L0~ 20 - €L €L G- L) 9L 9¢- ce e [BIOYO “ya1ym JO
oA VA Le v S LY G- 9'G- 6'G- oL €G- €L 9 9'G- (mojur = aAneBau) sisysued) JuaLIND 19N
€ee 8.2 6ce 9'le 1°0¢g 662 Lie 9'0¢ 9'0¢ €0¢g s9z spodw
€92 Lze L'se g'ee lze sze 1'G€ 1'9¢ 28 s 4 1’62 spodx3
0¥ v ce 8’L- oz Sz 9V S'G- YAVAS v 9¢C- s@o1nI8s pue spoob jo soueleq ul yoyeq
S'9- LG 6'9- 9'9- v'9- 19" gL 16 801~ 9 €l- L'€L-  v'8- §'G- ISP JUNOIDE JUSLIND }SSIBJUI-UON
S'9- '8 0’6" '8 vl g9 g8 ceL- L've- €8 901~ smoyy Bunealos-1qap Jou paynusp|
9°0- 8°0- L0~ 1°0- €L V- L7 801~ Sve- e L2 199p [eusslxa ul abueyd
90L oSl 9Ll Vil 9Ll z'8L 88l S6L 682 €'es €'L9 (9dd) pasjueient Ajpoignd pue ayand :yoiym JO
o€l L'6L zve €ve 6ve €92 L'Lez v'6z zov L'v9 6°L9 /1 (leuiwou) 3gap jeusayxy
Lz-€Loz 1202 2102 4002 2°a cLoc L1102 oLoz 6002 8002 2002 /z uoneinea /g ebeieny 9002 5002 002
‘BAy ‘Bay piepueis |eouolsiHy renoy

suonoaloid

(paleolpul 8simIaylo ssajun ‘4ao jJo juaouad uj)

/L 22-¥00Z ‘Oueus0S aulaseq ‘jomaweld AJliqeulelsns 1gaq [eussix3 elaljog ‘| 9|qeL



Table 2. Bolivia: Sensitivity Analyses for Key Indicators of Public and Publicly Guaranteed External Debt, 2007-27

(In percent)

Projections

2007 2008 2009 2010 2011 2012 2017 2027

NPV of debt-to-GDP ratio

Baseline 16 16 15 15 15 15 13 10
A. Alternative Scenarios
A1. Key variables at their historical averages in 2008-27 1/ 16 19 20 22 24 27 38 30
A2. New public sector loans on less favorable terms in 2008-27 2/ 16 16 16 16 17 18 19 15
B. Bound Tests
B1. Real GDP growth at historical average minus one standard deviation in 2008-09 16 16 16 16 15 16 14 10
B2. Export value growth at historical average minus one standard deviation in 2008-09 3/ 16 16 13 13 13 13 12 9
B3. US dollar GDP deflator at historical average minus one standard deviation in 2008-09 16 17 18 18 18 18 16 12
B4. Net non-debt creating flows at historical average minus one standard deviation in 2008-09 4/ 16 17 18 18 18 18 15 10
B5. Combination of B1-B4 using one-half standard deviation shocks 16 18 17 16 16 16 15 11
B6. One-time 30 percent nominal depreciation relative to the baseline in 2008 5/ 16 22 21 21 20 21 18 13
NPV of debt-to-exports ratio
Baseline 44 44 47 45 44 42 41 37
A. Alternative Scenarios
A1. Key variables at their historical averages in 2007-26 1/ 44 54 62 66 72 77 119 113
A2. New public sector loans on less favorable terms in 2007-26 2/ 44 45 50 50 51 51 58 58
B. Bound Tests
B1. Real GDP growth at historical average minus one standard deviation in 2008-09 44 44 47 45 44 42 41 37
B2. Export value growth at historical average minus one standard deviation in 2008-09 3/ 44 45 38 36 35 34 35 33
B3. US dollar GDP deflator at historical average minus one standard deviation in 2008-09 44 44 47 45 44 42 41 37
B4. Net nondebt creating flows at historical average minus one standard deviation in 2008-09 4/ 44 48 56 54 52 50 47 38
B5. Combination of B1-B4 using one-half standard deviation shocks 44 47 4 39 38 37 36 34
B6. One-time 30 percent nominal depreciation relative to the baseline in 2008 5/ 44 44 47 45 44 42 41 37
NPV of debt-to-revenue ratio
Baseline 52 51 51 48 48 47 45 37
A. Alternative Scenarios
A1. Key variables at their historical averages in 2007-26 1/ 52 63 67 71 78 86 129 115
A2. New public sector loans on less favorable terms in 2007-26 2/ 52 53 55 54 55 57 63 59
B. Bound Tests
B1. Real GDP growth at historical average minus one standard deviation in 2008-09 52 52 53 51 50 50 47 39
B2. Export value growth at historical average minus one standard deviation in 2008-09 3/ 52 52 44 42 41 41 40 36
B3. US dollar GDP deflator at historical average minus one standard deviation in 2008-09 52 56 61 58 57 57 54 45
B4. Net non-debt creating flows at historical average minus one standard deviation in 2008-09 4/ 52 56 61 58 57 57 51 39
B5. Combination of B1-B4 using one-half standard deviation shocks 52 59 56 53 53 52 50 43
B6. One-time 30 percent nominal depreciation relative to the baseline in 2008 5/ 52 71 70 67 66 66 62 52
Debt service-to-exports ratio
Baseline 7 5 6 6 5 5 5 4

A. Alternative Scenarios
A1. Key variables at their historical averages in 2008-27 1/
A2. New public sector loans on less favorable terms in 2008-27 2/

B. Bound Tests

B1. Real GDP growth at historical average minus one standard deviation in 2008-09

B2. Export value growth at historical average minus one standard deviation in 2008-09 3/

B3. US dollar GDP deflator at historical average minus one standard deviation in 2008-09

B4. Net non-debt creating flows at historical average minus one standard deviation in 2008-09 4/
B5. Combination of B1-B4 using one-half standard deviation shocks

B6. One-time 30 percent nominal depreciation relative to the baseline in 2008 5/
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Debt service-to-revenue ratio
Baseline 8 6 6 6 5 5 5 4

A. Alternative Scenarios
A1. Key variables at their historical averages in 2008-27 1/
A2. New public sector loans on less favorable terms in 2008-27 2/

B. Bound Tests

B1. Real GDP growth at historical average minus one standard deviation in 2008-09

B2. Export value growth at historical average minus one standard deviation in 2008-09 3/

B3. US dollar GDP deflator at historical average minus one standard deviation in 2008-09

B4. Net nondebt creating flows at historical average minus one standard deviation in 2008-09 4/
B5. Combination of B1-B4 using one-half standard deviation shocks

B6. One-time 30 percent nominal depreciation relative to the baseline in 2008 5/
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Memorandum item:
Grant element assumed on residual financing (i.e., financing required above baseline) 6/ 1 1 1 1 1 1 1 1

Source: Staff projections and simulations.

1/ Variables include real GDP growth, growth of GDP deflator (in U.S. dollar terms), non-interest current account in percent of GDP, and non-debt creating flows.

2/ Assumes that the interest rate on new borrowing is by 2 percentage points higher than in the baseline., while grace and maturity periods are the same as in the baseline.
3/ Exports values are assumed to remain permanently at the lower level, but the current account as a share of GDP is assumed to return to its baseline level after the shock
(implicitly assuming an offsetting adjustment in import levels).

4/ Includes official and private transfers and FDI.

5/ Depreciation is defined as percentage decline in dollar/local currency rate, such that it never exceeds 100 percent.

6/ Applies to all stress scenarios except for A2 (less favorable financing) in which the terms on all new financing are as specified in footnote 2.



Figure 2. Bolivia: Indicators of Public and Publicly Guaranteed External Debt
Under Alternative Scenarios, 2007-2027
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Table 4. Bolivia: Sensitivity Analysis for Key Indicators of Public Debt 2007-2027

Projections

2007 2008 2009 2010 2011

2012 2017 2027

NPV of Debt-to-GDP Ratio
Baseline

A. Alternative scenarios

A1. Real GDP growth and primary balance are at historical averages
A2. Primary balance is unchanged from 2007
A3. Permanently lower GDP growth 1/

B. Bound tests

B1. Real GDP growth is at historical average minus one standard deviations in 2008-2009
B2. Primary balance is at historical average minus one standard deviations in 2008-2009
B3. Combination of B1-B2 using one half standard deviation shocks

B4. One-time 30 percent real depreciation in 2008

B5. 10 percent of GDP increase in other debt-creating flows in 2008

NPV of Debt-to-Revenue Ratio 2/
Baseline
A. Alternative scenarios
A1. Real GDP growth and primary balance are at historical averages
A2. Primary balance is unchanged from 2007
A3. Permanently lower GDP growth 1/
B. Bound tests
B1. Real GDP growth is at historical average minus one standard deviations in 2008-2009
B2. Primary balance is at historical average minus one standard deviations in 2008-2009
B3. Combination of B1-B2 using one half standard deviation shocks

B4. One-time 30 percent real depreciation in 2008
B5. 10 percent of GDP increase in other debt-creating flows in 2008

Debt Service-to-Revenue Ratio 2/

Baseline
A. Alternative scenarios

A1. Real GDP growth and primary balance are at historical averages
A2. Primary balance is unchanged from 2007
A3. Permanently lower GDP growth 1/

B. Bound tests

B1. Real GDP growth is at historical average minus one standard deviations in 2008-2009
B2. Primary balance is at historical average minus one standard deviations in 2008-2009
B3. Combination of B1-B2 using one half standard deviation shocks

B4. One-time 30 percent real depreciation in 2008

B5. 10 percent of GDP increase in other debt-creating flows in 2008
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35
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210
110
108
99
85

160

34

68
32
30
23
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Sources: Bolivian authorities; and Fund staff estimates and projections.

1/ Assumes that real GDP growth is at baseline minus one standard deviation divided by the square root of 20 (i.e., the length of the projection pe

2/ Revenues are defined inclusive of grants.



Figure 2. Bolivia: Indicators of Public Debt Under Alternative Scenarios, 2006-2027 1/
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INTERNATIONAL MONETARY FUND EXTERNAL

RELATIONS
Public Information Notice DEPARTMENT
Public Information Notice (PIN) No. 07/80 International Monetary Fund
FOR IMMEDIATE RELEASE 700 19" Street, NW
July 17, 2007 Washington, D. C. 20431 USA

IMF Executive Board Concludes 2007 Article IV Consultation with Bolivia

On July 13, 2007, the Executive Board of the International Monetary Fund (IMF) concluded the
Article IV consultation with Bolivia.'

Background

The economy has continued to benefit from rising natural gas export volumes, which has been
compounded, over the last two years, by high hydrocarbons and mining export prices. Real
GDP growth has been around 4—4% percent, mainly driven by an expansion in hydrocarbons
and mining-related activities. The external current account has recorded large surpluses, and
net international reserves have risen to historically high levels. The fiscal position has improved
sharply and—reflecting also debt relief under the Multilateral Debt Relief Initiative (MDRI)—
Bolivia’s public debt has declined markedly. Financial sector stability has improved, with
comfortable levels of liquidity and full net foreign assets (NFA) coverage of deposits, although
vulnerabilities remain. The key economic trends of the past year are projected broadly to
continue in the period ahead, although with a somewhat lower fiscal surplus.

However, inflation has picked up in recent months, due in part to negative supply shocks but
also to rapid monetary expansion. While part of the recent price increases has been associated
with floods and one-time adjustments in some administered prices, both core and headline
inflation have displayed an upward trend since the last quarter of 2006, driven by higher prices
of nontradable goods and services. The Central Bank has responded to rising price pressures

"Under Article IV of the IMF's Articles of Agreement, the IMF holds bilateral discussions with
members, usually every year. A staff team visits the country, collects economic and financial
information, and discusses with officials the country's economic developments and policies. On
return to headquarters, the staff prepares a report, which forms the basis for discussion by the
Executive Board. At the conclusion of the discussion, the Managing Director, as Chairman of the
Board, summarizes the views of Executive Directors, and this summary is transmitted to the
country's authorities.

Washington, D.C. 20431 e Telephone 202-623-7100 o Fax 202-623-6772 « www.imf.org



by increasing its open market operations and by appreciating the Boliviano against the U.S.
dollar under the crawling peg regime.

Significant changes in hydrocarbons policy have been implemented over the last two years,
resulting in a higher government tax take and a greater public sector role in the sector.
Following a national referendum in August 2004, a new hydrocarbons law was enacted in May
2005 and a related decree issued in May 2006. The main effects of the new legislation have
been: (a) a “migration” of the contracts with the foreign companies operating in Bolivia, from
risk-sharing contracts to an arrangement whereby all production is surrendered to the state
energy company YPFB, which has been made the country’s sole exporter of natural gas; (b) a
permanent increase in natural gas royalties, from 18 percent to 50 percent of turnover; and (c) a
requirement that YPFB regain control over the five hydrocarbons companies that were
privatized in the 1990s.

Following a boom in the late 1990s, which included large-scale privatization, private investment
levels in Bolivia have been depressed in the past few years. While there has been significant
FDI in the mining sector and public sector investment has increased, this has not been enough
to overcome the fall in other private investment, notably in foreign hydrocarbons-related
investment. As a result, Bolivia’s overall investment-to-GDP ratio, as well as the share of private
investment in total investment, are among the lowest in the region.

Even though social indicators have improved in recent years, Bolivia’s levels of poverty and
inequality are persistently high. In 2005, extreme poverty amounted to 37 percent of the
population, while absolute poverty reached 60 percent. Also, income inequality was among the
highest in the region. Although Bolivia will be able to meet some of the Millennium Development
Goals (e.g., child mortality, maternal health, gender equality, and water and sanitation),
achievement of other goals by 2015, such as those of eliminating extreme poverty and universal
primary education, remains a significant challenge.

Executive Board Assessment

Executive Directors welcomed the continued strong performance of Bolivia’s economy, with
booming hydrocarbon and mining exports contributing to rapid accumulation of external
reserves and a large fiscal surplus. GDP growth has been satisfactory; inflation remains
moderate, albeit with some pick-up in recent months that is partly attributable to exogenous
shocks; and the public debt has declined because of debt relief and an active debt management
strategy.

Directors noted, however, that poverty remains high in Bolivia, in part because of the limited
employment impact of growth in the hydrocarbons and mining sectors. They stressed the
importance of implementing policies conducive to a recovery of private investment from its low
level and to a diversification of the economy, which they saw as critical for sustained economic
growth and poverty reduction in the medium term. In particular, Directors highlighted the need to
improve the investment climate, including through greater legal and institutional stability and
maintaining a rules-based approach toward private investment. Some Directors encouraged the



authorities to re-consider their decision to exit from the World Bank’s investment dispute
settlement framework.

Directors commended the authorities’ strong emphasis on safeguarding macroeconomic
stability. A key challenge in this respect is to manage the large revenues from hydrocarbon
exports in a manner compatible with price stability and maintenance of export competitiveness.
In light of this, Directors welcomed the authorities’ commitment to maintain a fiscal surplus,
which they also saw as consistent with a prudent long-term use of the hydrocarbon resources.
They stressed that this will require considerable control over expenditure, including at the
subnational level. They suggested that the authorities develop a realistic medium-term
expenditure framework, taking into account the country’s absorptive capacity.

Directors underscored that structural reforms should make the budget a more effective
developmental and poverty-reducing tool. They encouraged the authorities to consider reducing
the large and poorly targeted hydrocarbon subsidies, while introducing properly designed
measures to protect the poor. Improvements of the tax system, intergovernmental relations, and
the budget process should also be a priority. These reforms would release fiscal resources for
financing development and poverty-reducing spending.

Directors noted the modest nominal appreciation of the Boliviano over the last two years under
Bolivia’s current exchange rate regime. Given the upward pressure on the equilibrium exchange
rate stemming from the rapid growth of Bolivia’s energy exports and indications that the
currency may be undervalued, many Directors welcomed the authorities’ intention to exercise
greater exchange rate flexibility within the crawling peg regime in the period ahead. They
believed that greater flexibility will also help reduce dollarization and forestall the adverse
distributional impact that would result from allowing inflationary pressures to take hold. Over the
medium term, this increased flexibility could be followed by a gradual and properly sequenced
transition to a more flexible exchange rate regime, for which Fund technical assistance could
help provide a roadmap. Some Directors, however, expressed concern about a move toward
greater exchange rate flexibility, pointing to the impact on competitiveness of the non-
hydrocarbon sectors of a currency appreciation, as well as to balance-sheet, inflation, and
dollarization risks that would arise from increased volatility under a more flexible exchange rate
system. Directors also encouraged the authorities to use open market operations more actively
to tighten monetary conditions and reduce inflationary pressures.

Directors commended the authorities’ success in maintaining financial stability, while
encouraging further action to implement the 2003 Financial Sector Assessment Program
recommendations in order to address remaining vulnerabilities. Key issues include closer
monitoring of banks’ loan provisioning and solvency; introducing prudential regulations to
mitigate credit and market risks, particularly credit risks arising from dollarization; amending the
legislation governing corporate bankruptcy and restructuring; strengthening the Financial
Intelligence Unit and legislation against money laundering; and elimination of the financial
transactions tax because of its adverse effect on financial development. Directors welcomed the
authorities’ intention to subject the recently created development bank to standard prudential



requirements, while stressing the need to prevent undue competition with the microfinance
sector.

In the hydrocarbons sector, Directors considered that the new operating contracts with the
foreign energy companies constitute an important step towards a more favorable investment
climate. However, they observed that the authorities now face the challenge of securing the
major additional investments that will be needed to fulfill their export commitments to Argentina
while satisfying rising local demand. Directors encouraged the authorities to continue to seek
mutually acceptable arrangements with foreign investors.

Public Information Notices (PINs) form part of the IMF's efforts to promote transparency of the IMF's
views and analysis of economic developments and policies. With the consent of the country

(or countries) concerned, PINs are issued after Executive Board discussions of Article IV consultations
with member countries, of its surveillance of developments at the regional level, of post-program
monitoring, and of ex post assessments of member countries with longer-term program engagements.
PINs are also issued after Executive Board discussions of general policy matters, unless otherwise
decided by the Executive Board in a particular case.




Bolivia: Selected Economic Indicators

Pro;j.

2003 2004 2005 2006 2007

(Annual percentage changes)
Income and prices

Real GDP 27 4.2 4.0 46 4.0
GDP deflator 6.3 8.0 5.1 12.2 7.4
CPl inflation (period average) 3.3 4.4 5.4 43 6.6
CPI inflation (end-of-period) 3.9 4.6 4.9 4.9 6.5

(In percent of GDP)
Combined public sector

Revenues and grants 241 268 313 352 323
Of which:

Royalties on hydrocarbons 28 3.4 6.6 9.7 9.3
Expenditure 320 323 336 306 313
Overall balance -7.9 -55 -2.3 4.6 1.0
Total public debt 741 76.7 70.0 458 3438
External sector
Current account 1.0 3.8 6.5 11.7 8.9
Merchandise exports 197 244 295 344 326

Of which: Natural gas 4.7 7.0 11.5 14.9 14.8
Merchandise imports 20.0 20.9 24.7 25.0 249
Gross international reserves 1/

In millions of U.S. dollars 1,266 1,474 2,042 3,385 4,646

In percent of broad money 420 496 578 79.7 909

(Changes in percent of broad money at the beginning of the period)
Money and credit

NFA of the financial system 3.2 29 207 313 226
NDA of the financial system -1.9 -4.3 -6.6 -12.9 -5.4

Of which: Credit to the private sector (in percent of GDP) 476 423 396 347 342
Broad money 1.3 -1.4 14.1 18.5 17.1
Interest rates (percent, end-of-period)

Yield on treasury bills in local currency 10.9 9.6 7.9 6.4

Yield on treasury bills in U.S. dollars 6.2 5.8 7.4 4.0

Sources: Bolivian authorities; and Fund staff estimates and projections.

1/ Excludes reserves from the Latin American Reserve Fund (FLAR) and includes Offshore Liquidity Requirements (RAL).



Statement by Javier Silva-Ruete, Executive Director for Bolivia
and Victor Hugo De la Barra, Advisor to Executive Director
July 13, 2007

1. We thank the staff for their assessment of the current situation in Bolivia as well as
the policies suggested as a result of their appraisal, reflecting the commendable
efforts of the mission staff, which we highly appreciate.

Background and Overview

2. A number of indicators confirm that Bolivia's economy showed a satisfactory
performance in 2006. In fact, the GDP growth rate was 4.5 percent, which is the
highest it has been since 1998. For 2007, the GDP growth rate is projected to be
lower (4 percent) due to the floods in the first quarter that affected agriculture. The
balance of payments attained positive results in 2006 as exports reached $3.9 billion
and the trade surplus was $1.1 billion, partly due to the positive international
environment reflected in higher prices for Bolivian exports. Additionally, the balance
of payment was positively boosted by foreign remittances and, as a result,
international reserves reached a historic record level of $3.3 billion.

3. Projections for the current account are very positive, not only because of international
prices but also due to increased exports in the coming years, as the government has
reached agreements in negotiating contracts with foreign oil and mining companies.
In addition, in 2006, the government negotiated an increase in the price of exports of
natural gas with Argentina and has since signed a new contract for additional gas
exports to that country. In 2007, Bolivia also reached an agreement to modify the
price of exported gas in one of the contracts signed with Brazil. Therefore, fiscal
consolidation is gaining decisive footing and it will be supported by additional
income from the other economic sectors.

4. The political situation of Bolivia has reached stability as the President, Evo Morales,
has a high level of acceptance and popularity, as measured by recent independent
polls. While sensitive political issues remain, all political parties and the population
are enjoying their civil and political rights, which reflects the fully democratic
environment that the current administration is engaged in. Despite unavoidable
disagreements in the political arena, the government has been reasonably successful
in passing important legislation.

5. The Constitutional Assembly, formed in August 2006, is still working on the new
Constitution, through an ample debate and full freedom of expression. Because of the
necessity to reach consensus ?to introduce social inclusion and other important
changes for a sustainable political stability? the members of the Constitutional
Assembly have decided to extend their sessions until December 2007. The broad



agenda of the Constitutional Assembly includes, among other issues, the autonomy of
the administrative regions and both the government and parliament have supported
this decision. If the Constitutional Assembly approves the modification to the
structure of the main institutions of the Executive and Legislative branches (for
instance, suppression of one of the chambers of the National Congress or the
presidential reelection, which is not allowed under the current Constitution), the
current administration might call for an early general election.

Fiscal Policy

6. Strong fiscal consolidation is being attained, in line with the goals set in the National
Development Plan, approved in May 2006. The overall fiscal surplus for 2006 was
4.5 percent of GDP, which is the highest surplus in 66 years, mainly due to
hydrocarbon revenue, as a result of international prices and the 2005 Hydrocarbon
Law, which allows for a greater government intake from royalties and taxes. This
increased intake allows the government to expand on expenses for health, education,
and infrastructure. The new contracts with foreign oil companies will allow further
developments in the hydrocarbons sector and boost the economy.

7. The authorities are committed to maintaining macroeconomic stability and are aiming
to keep the balance of the public sector positive, while using fiscal expenditure to
enhance the capacity of the economy and reduce poverty, especially in rural areas.
Revenues, expenditures, and the composition of financing are all being addressed in
order to get a more efficient and sustainable public sector.

8. On the revenue side, the measures implemented this year and in late 2006, together
with strong GDP and export growth (mainly in gas), are expected to maintain revenue
over 30 percent of GDP, supported by the recent modifications of gas export prices to
Argentina and Brazil. The authorities are planning to extend the tax base by revising
taxes on the gambling sector and coca leaf production. Implementing or reforming
taxation on other sectors, such as the informal commerce, is under evaluation and the
authorities expect to apply it gradually over the medium term. In addition, other
measures on the administrative side have been implemented to enhance efficiency in
tax collection and increase revenue. Among these measures are special tax audits and
on-site inspections by tax officers.

9. On the expenditure side, the wage bill for top officers was reduced in 2006, which
allowed a reallocation of expenditure favoring education and health. In 2007, some
items on the fiscal budget were suppressed, such as the so-called "Reserves for
Expenditures", which, in the past, was used to finance spending that was neither
transparent nor accountable. Capital expenditure in 2007 is greater than in 2006, in
accordance with the goals of the National Development Plan, which seeks to build
and improve infrastructure, as well as social spending. New and existing public



investment projects have been deemed a priority, which mainly involve building
roads to link regions and cities in order to facilitate production and commerce. Since
the authorities are aware of the need to continue the fiscal consolidation efforts, they
have taken decisive actions to improve the quality of expenditures in the medium
term ?particularly those aimed at poverty reduction? as well as to identify priorities to
enable targeting a high social return.

10. Regarding the expenditure of the sub-national governments, the central government
has the capacity to monitor their spending through the financial accounts, in order to
avoid a negative impact on the public sector balance. Moreover, these entities are
subject to the rules of public sector institutions, therefore, their projected expenditures
have to be included in the national budget.

11. The authorities are concerned about the current revenue sharing and expenditure
allocation system that creates structural imbalances between central government and
sub-national governments and undermines the scope for fiscal management. In this
regard, the authorities' objective is to reduce the earmarking problem and their
intention is to deposit the receipts from the difference between the new and current
prices of natural exports of gas to Argentina and Brazil in a fund that will be managed
by the Ministry of Finance. Additionally, the authorities expect that the Constitution
would set new spending obligations for sub-national entities and, consequently, the
central government will be able to reallocate resources to prioritized national projects.

12. With regard to the temporary freeze on fuel prices, while this measure may be
technically considered a backward step, it is necessary in order to avoid adverse
social reactions. Price increases are expected to resume after changing the energy
matrix over the medium term, in order to increase natural gas domestic consumption
and gradually reduce fuel subsidies and smuggling. However, it is not prudent to
move into a fully "automatic" price-adjustment mechanism.

13. The reform of the pension system is still under evaluation but the authorities are fully
aware of the need to preserve macroeconomic stability while finding a means to
address the demands of affiliates who were affected by the pension system reform
implemented in 1996 and are facing difficulties in retiring, due the new requirements
established under the 1996 Pension Law.

Monetary, Exchange Rate and Financial Policies

14. The conduct of monetary policy is carefully geared towards preserving adequate
liquidity conditions and monitoring inflation developments. As foreign currency
inflows grew rapidly in response to higher exports and remittances, international
reserves have continued to grow strongly during 2006 and 2007 and the base money
has expanded. However, additional Open Market Operations (OMO), and



15.

16.

17.

accumulation of public deposits at the Central Bank of Bolivia (CBB) -reflecting the
complementariness between fiscal and monetary policies- along with the exchange
rate appreciation have partially offset such an expansion. The base money expansion
remains high, although it has been partially matched by an increase in real demand
for domestic currency, which is related to the strong growth of the economy and the
reduction of financial dollarization. The CBB has absorbed liquidity, mostly in
domestic currency instruments and lengthening maturities, while in the past, mostly
short-term foreign currency denominated securities were available for OMO.
Increased placements in local currency mitigate debt-management risks, and serve as
a means to reduce financial dollarization.

The crawling peg regime in the past has contributed to maintaining competitiveness
and the small devaluations were prudent and necessary in order to preserve the health
of the highly-dollarized financial system, thus the crawling peg had mainly gone
towards depreciation in line with the outcomes of the current account. In the context
of increasing foreign currency flows and a positive current account, the CBB reversed
the crawling peg direction to appreciation from July 2005 onwards. Thus, the
exchange rate regime -still a crawling peg one- also contributed to offsetting the trend
in the reserve money, although it affected the competitiveness of exports. Therefore,
recommendations from the staff in this regard are already being applied, and the
government will exercise more exchange rate flexibility as needed to prevent
inflationary pressures, in combination with other anti-inflationary measures. Being a
land-locked country, which still lacks sufficient road infrastructure, Bolivia faces high
costs of transportation, which harms competitiveness of its exports. In the medium
term -as the external and fiscal sectors strengthen- the authorities will consider a more
flexible exchange rate regime.

Looking forward, the authorities are conscious that the trend of growing international
reserves will remain in place, therefore, in addition to appreciating the domestic
currency, they are looking for a more dynamic use of OMO, as well developing a set
of measures to offset the corresponding effect on the base money, in order keep
inflation under control. One of these measures would be creating a new CBB security,
which would be issued directly to the public. To implement this measure, the CBB is
preparing a set of necessary conditions, in order to avoid unwanted outcomes.
Another measure the authorities will put in place is expanding the use of bank
accounts for employees (approximately 340,000), whose salaries are not yet delivered
through the banking system.

Moreover, the authorities have decided to allow Pension Fund Administrators to
increase the share of their portfolio invested abroad from 3 percent to 13 percent. This
change will help to offset partly the accumulation of international reserves. If
necessary, the authorities could increase that share up to 50 percent, as stated in the
Pension Law. Additionally, the Central Bank will introduce higher legal reserve
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requirements and adjust the policy interest rate.

The financial sector stability has improved as it showed positive growth in 2006 and
2007, nonperforming loans have reduced, provisions have increased, and profitability
has also improved. Despite these achievements, the authorities are aware of the
remaining vulnerabilities in some of the entities of the banking system and close
supervision will be applied. Credit risk regulations are serving well even for those
borrowers that generate revenues in domestic currency and are affected by the
depreciation of the exchange rate. Additionally, the Bank's Superintendence is
preparing new prudential regulations to deal with market risk and it is working on the
2003 FSAP recommendations. Financial dollarization has significantly decreased in
Bolivia from 90 percent in December 2003 to 73 percent in June 2007. This evolution
is a consequence of the recent developments in the real and fiscal sectors, the trend of
the exchange rate, the widening of the spread between the buying and selling
exchange rate, the financial transaction tax ?which is now levied only on foreign
currency denominated operations? and the settling of inflation-indexed financial
instruments.

Development Policy and Structural Reforms

19.

20.

21.

Development of the hydrocarbons sector is a key factor to Bolivia's future and to
attaining a sustainable reduction in poverty levels. Being aware of this, the authorities
are doing their utmost to put in place a framework for the exploitation of their vast
hydrocarbons reserves, allowing room for private investment, both foreign and
domestic. The authorities' ultimate goal is to arrive at a framework that promotes the
development of the sector, with the proper checks and balances in place to ensure a
fair share of the benefits for the Bolivian people.

The state oil company (YPFB) is again the main player in the sector and it will be
strengthened and capitalized for conducting investments, on its own or in association
with friendly governments or other foreign enterprises. The finalization of
negotiations and signing of new contracts between YPFB and foreign oil companies
that already were operating in Bolivia shows that the government is willing to
welcome foreign investment in the hydrocarbon sector as a partnership or another
type of contract. This achievement has also reduced social tensions and has
empowered the executive branch with the popular backing for this new framework.
Foreign investment diminished in 2006, but it will expand from 2007 onwards
because of the once new contracts, which allow investors a faster investment
recovery; therefore, foreign investors have incentives to additional investments and to
continuing operating in Bolivia. Moreover, unlike the former ones, the Congress
approved these new contracts, which confer them a real legal safety.

Mining is another key sector for the Bolivian economy; therefore, it was necessary to
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revise the operating framework that allows a sustainable development over the
medium and long term for both private and public enterprises. Thus, the government
has decided to modify the royalties and tax regimes so the Ministry of Finance gets a
fair share of the boom of this sector, while allowing private enterprises to continue
operating under these new rules. Additionally, the authorities are about to sign a
contract with an international company that will enable the exploitation and
industrialization of the great deposits of iron in the east of the country. This contract
will positively impact the current account from the year 2010 onwards.

The public policy applied in those sectors sought to correct severe biases and
distortions of the privatization contracts signed between 1993 and 1996, which led to
an unfair share for the Bolivian state. Such a situation was politically unsustainable,
because of the emerged discontent; therefore, those contracts had to be renegotiated
according to the current Bolivian legal framework. This policy has been only applied
to the privatized enterprises, while in the rest of the private sector the legal
framework was not -and by no means will be- modified by neither the Executive nor
the Constitutional Assembly; hence, there are no disincentives for private
entrepreneurs. This issue was used politically and was wrongly related to the
hydrocarbons and mining policy.

The government has started to implement its five-year National Development Plan.
This plan is based on four strategies: economic aimed to increase productivity; social-
community oriented to improve the social safety net; international relationship aimed
to enhance the external sector in economic, political, and cultural ambits; and social
empowerment oriented to strengthen democracy through promoting social inclusion.

The authorities are aware that private investment is important to growth and job
creation, so they emphasize that public investment in other economic sectors will be
just complementary to private investment. In this vein, the government supports the
enlargement of small and medium-sized companies, facilitating them credit access.
These sectors are labor intensive and their expansion would help reduce
unemployment, which is the major cause of poverty. To promote private investment,
the government has established a second-tier public development bank (BDP) to
finance micro-entrepreneurships, preserving competition within the financial system.
In addition, the government is engaged in obtaining access to foreign markets for
non-traditional exports and has obtained an extension of the Andean Trade Preference
Drug Eradication Act (APTDEA) in the United States Congress, which enables duty-
free access to United States markets for a number of nontraditional Bolivian exports.

Regarding the land tenure, in 2006, Congress already modified the Land Law to
implement a redistribution of unproductive or illegally obtained land, to improve its
use and increase employment in rural areas. Therefore, no further developments
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should be expected in this regard in the Constitutional Assembly.

The overall performance of Bolivia's economy should not only be considered a result
of the positive 2006 international environment, but also a consequence of
macroeconomic policies and changes in the relationship with foreign companies
operating in Bolivia, which have contributed to reduce Bolivia's vulnerabilities. As
already stated, monetary and fiscal policies were sound and adequately managed in
order to keep inflation under control. The change in the government's relationship
with foreign oil companies led to higher fiscal revenue and a considerable fiscal
surplus, which made it possible to implement new programs to address the need for
helping the poor, like the incentives provided to low-income class students for
encouraging school attendance. The government intends to continue on the same path
of fiscal discipline and pro-poor and pro-growth development policies.





