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TO 

FROM 

Managing Director, 
Deputy Managing Director 

Julio M. Jimenez\~ 

DATE: December 21 1 1982 

SUBJECT : Kenya--Use of Fund Resources 

In my debriefing to you on the above subject (dated 
Dec. 17, 1982) mention is made of the financing which Kenya 
expects to derive from the Donors' Conference to be. he.ld in . 
early January. Kenya is aware that if t-here is a shortfall 
in the expected assis.tance, additional measures will be 
required on their part, prior to submitting the paper for 
Board consideration, so that the. balance of payments will be 
fully financed. 

Consequently, we intend that the paper on the proposed 
arrangement will not be issued until after the Confe.rence is 
held and we are assured that the projected financing gap is 
fully met and that whatever addi.tional measures are needed are. 
in place as prior actions. 

cc: ETR / 
FAD 
Mr. Ca.rter 
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S; Office Memorandum 
~~,\R;i 

TO 

FROM 

SUBJECT: 

Mr. Jimenez \\ 

W.A. Beveridge l~ 
Kenya 

DATE: December 21, 1982 

As you will see from the attached memorandum, I have 

difficulties with one aspect of your back-to-office report. I 

would plan to send this note after you have looked at it. If 

you prefer, you may wish to send it .. to management in your mm name. 

Attachment 

✓ 
cc: Mr. Finch 



December 21, 1982 

To: Managing Director 
Deputy Managing Director 

From: W. A. Beveridge 

Subject: Kenya 

I wish to draw your attention tp one aspect of Mr. Jimenez' 

back-to-office report (dated December 17). 

After referring to the uncertainties about obtaining 

$100 million of exceptional financing during a donors' meeting scheduled 

for early January, the report (first full paragraph, page 3): 

The Kenyan authorities are aware that any shortfall in 

the expected assistance will require additional measures 

on their part and this situation will be fully analyzed 

during the first review of the program and the needed 

policy actions incorporate~ with the new budget commencing 

July. 

This approach would not be consistent with practice and is 

not consistent with the briefing paper. The briefing paper required as 

a prior . action 

closing of the resulting gap in the 1983 balance of 

payments through additional aid resulting from the London 

Aid Conference or, failing which, through other measures. 
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My recommendation is that the likely amount of exceptional 

financing be assessed after the January meeting and that if there is 

likely to be a shortfall, the Kenyan authorities take additional 

action to close the gap before the paper is submitted to the Executive 

Board. 

cc: Mr. Carter 





Office Memorandum 

November 12, 1982 

To: Managing Director 

From: 

Deputh M~naging Director . \\_ 

J .q fu1u and lJ . Beveridge~,._) 

Subject: Kenya 

The Minister of Finance of Kenya, Mr. Magugu, will call on you 
at 6:00 pm today. He will be ac~ompanied by The Governor of the Central 
Bank, Mr. Ndegwa, the Secretary to the Cabinet, Mr. Nyachai, and the 
Permanent Secretary of the Treasury, } r. Mule. 

Following otir meetings with them we had broad agreement with the 
Kenyan delegation with respect to the size and difficulty of their present 
economic and financial problems. The Kenyan authorities have indicated 
their understanding of the neen to take decisive measures. However, they 
feel that the scale ann timing of the measures suggested by the staff 
would cause social and political difficulties. Therefore, they have 
suggested that the measures be scalerl down initially and implemented over 
a longer period of tiwe. The Minister may wish to press this point with 
you. We h~ve pointed out that .. J~_!y_~g____t_li_~ _ __$i~e of ~-1:i~ _.!J:.~?~~-~~-_$.~.P _w~!E:~ 
they face, tne· ·afftlTori ties' _q:pp.r.oa-ch. .auld,...n.oL- p.x:o.per.l.}L ..ad.d.r..es.s .t.h.e.ir .. 

prC>blem~--- S~pstantTve-· rrieas·~~es are needed as prior actions and in order to 
give--a-n-··adequate sienal of the 'wlllin-gness-···-tocorir'ront-i:'he problems. They 

( 
have th~~~;_ d_if(!c~.ltY .. with ~!:~---·s-1:_?..~- .?..mL ~.~~~.ng -~f .. .th~t ~2s.cpan_g e --~-~te 
adj~-~t'.!1.~:1t (2q_ per cent in foreign currency tenos) and t .:n:crea~e _in ,tnte~.e_st;. 

\ rate _{~ -~-~rc~~tage points ) • 

cc: Mr. Carter 





Office Memorandum 
Managing Director 

TO 

FROM 

Deputy Managin?")~irector 

J.B. Zulu fa t f 

DATE: November 10, 1982 

SUBJECT: Kenya 

The Kenyan authorities have requested a new stand-by arrangement 
to replace the present inoperative one. For this purpose, a delegation 
headed by the Minister of Finance will visit Washington_ beginning 
November 10th. You are scheduled to meet with the Minister on Friday, 
November 12th at 5:45 P.M. Attached you will find the brief for guiding 
the discussions on a possible program and the subsequent negotiations in 
Nairobi. • The brief has been approved by Mr. Beveridge (ETR), Mr. Tait 
(FAD), Mr. Wittich (TRE), and Mrs. Lachman (LEG). 

Attcht. 
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INTERNATIONAL MONETARY FUND 

KENYA 

CONFIDENTIAL 

Briefing Paper - Use of Fund Resources 4/,, .,,,, 
Prepared by the African Department '6 I.lo"'~ 

the Exchange and Trade Relations Department ~ 

(In consultation with the Fiscal Affairs, Legal, and Treasurer's Departments) 

Approved by Jus~'/! z:lu and w.A. Beve~~. 

November 5, 1982 ~ 

r 

I. Introduction 

On August 1, 1982 Kenya suffered an attempted coup • . Although the uprising 

was quickly quelled, damage resulted from the looting which followed the rebel­

lion. More importantly, in the aftermath there has been a decline of confidence, 

apparently speculation against the shilling, with a significant weakening of 

Kenya's balance of payments position. Apart from regaining political control, 

the response of the authorities to the difficult situation has been slow, and the 

delay has sidetracked Kenya's medium-term adjustment effort. The Government of 

Kenya is now desirous of overcoming ~he present situation and has asked for 

further Fund support. Consequently, a mission composed of Messrs. J.M. Jimenez 

(head-AFR), J. Simpson (AFR), L. Doe (FAD), and D. Lipton (ETR) will begin ad 

referendum negotiations on an 18-month stand-by arrangement (which will replace 

the current arrangement), in an amount of SDR 155.3 million, equivalent to 15~.o 

per cent of quota, ·with a Kenyan delegation which will visit Washington at the 

beginning of November. Negotiations are expected to be finalized by a mission, 

made up of the same staff members plus a secretary, which will visit Nairobi in 

early December for about 10 days. A senior staff member of the Immediate Office 

(AFR) may participate in the final discussions. It is expected that, in the 

interim between both contacts, an emergency donors conference, chaired by the 

U.K. authorities, will be held in London, from which Kenya can· derive additional 
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balance of payments support. An invitation will be forthcoming for Fund parti­

cipation at this conference. 

'-¼--1 ~erformanc.e Unde 

On January 8, 1982, the Executive Board approved Kenya's request for a 

one-year stand-by arrangement in an amount of SDR 151.5 million, representing 

146.4 per cent of Kenya's quota. The arrangement is now inoperative. Kenya met 

the performance criteria established for end-January and reached understandings 

on fiscal, import, exchange rate, and interest rate policies during a review 

which was completed by the Executive Board on June 9, 1982. At that time credit 

ceilings for end-June 1982 were approved; small upward revisions were made to the 

indicative targets that had been established earlier to take account of temporary 

needs. Kenya drew SDR 90 million under the arrangement. At the time of the review, 

Kenya's request for a purchase of SDR 60.4 million under the decision on compensatory 

financing of export fluctuations and fluctuations in the cost of cereal imports, 

relating to a net shortfall for calendar year 1981, was also approved. The drawing 

was made on the basis of estimated data for six months. Given the more .recent 

revised balance of payments data for 1981, a repurchase of part of this drawing is 

likely to arise. As of September 30, 1982, the Fund's holdings of Kenya shillings, 

excluding those under the oil and compensatory financing facilities, reached 

281.1 per cent of quota, while the recent drawing under the CFF raised the Fund's 

holdings of Kenya shillings under the CFF to 125 per cent of quota. 

Kenya made great efforts to keep to the adjustment objectives of the 

program, despite the nonobservance of the June credit ceilings. Develop­

ments prior to the recent coup attempt led the staff to conclude that there was 

likely to be a reduction in the current account deficit of the balance of payments 

roughly in line with the program's objective. Moreover, due to a good harvest, 

which unexpectedly ·generated food surpluses, the rate of growth of GDP was also 

picking up, as programed, although the rate of inflation remained stubbornly high. 
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As part of the program the authorities put into effect, prior to Board 

approval, an ~~portant array of pricing measures: the exchange rate was devalued 

by 15 per cent in September 1981 (following a devaluation of 5 per cent earlier 

in the year); interest rates were increased by 3 percentage points; producer 

were reviewed and some increased; and a significant number of controlled 

retail prices were adjusted upward. A new import system was put into effect, 

which simplified procedures and reduced administrative discretion. The system 

was further streamlined in June 1982 with the transfer of 20 per cent of the 
,r 

items in the restricted schedules to the schedule of free importable items, in 

accordance to the Government's objective to liberalize the system fully in five 

years. Significant adjustment was also recorded in the budgetary field. On the 

basis of the Government's strict adherence to the overall expenditure targets 

agreed in the program, involving a reduction in outlays in real terms of about 

14 per cent, the overall deficit was reduced from 9.5 per cent of GDP (10.3 per 

cent excluding grants) in 1980/81 (July/June) to the program's objective of 6.2 

per cent (7.2 per cent excluding grants) in 1981/82. However; partly as a result 

of a large shortfall in foreign fin~ncing, caused by a reduction in drawings and 

larger amortization payments, and an inability to place as many Treasury bills 

as expected in the nonbank sector, the credit ceilings established for June were 

exceeded. There were also delays in preparing a realistic 1982/83 budget, which 

put off restructuring the program prior to the attempted coup. 

Dev-e1-o~ts 

Even before the recent disturbances, there was evidence of an erosion of 

confidence in the political system of Kenya, which was having a negative impact 

on business activity and on the ability of Kenya to attract foreign investment. 

Thus, while significant progress was being made in adjusting the current account, 

there was a growing weakness in the capital account, with the result that the 
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overall balance of payments deficit was expanding, with the private sector failing 

to take up th~ slack in activity resulting from the Government's tight expenditure 

policy. Confidential data compiled by the Central Bank of Kenya indicated that 

·~ n 1981 and 1982 there was a substantial net authorized disinvestment by foreign 

firms operating in Kenya. The coup attempt on August 1 has further accentuated 

the decline of confidence. 

After the significant progress recorded in 1981/82, there appeared to have 

been a weakening in the fiscal performance in the first quarter of the 1982/83 
, 

budget. Moreover, the continued high level of domestic inflation, in a setting 

of fixed exchange and interest rates, has eroded the incentives generated by the 

measures undertaken at the start of the present program. At the same time, 

Kenya's balance of payments position has reacbed a position of severe pressure, 

with the Central Bank's gross foreign assets falling to SOR 159 million, equiv­

alent to about a month of 1982 imports at the end of September, compared to 

SDR 209 million at end-1981. The decline in gross foreign assets would have been 

larger had not the authorities halted the automatic issuance of import licenses. 

The authorities claim that this action was taken in order to guarantee Kenya's 

debt service payments. In fact, even at the present reduced level of import 

approvals, there is the likelihood that gross foreign assets of the Central Bank 

will ·decline further before the end of the year. 

Without additional measures, the short-term projections for the balance of 

payments and the budget show mounting disequilibria. The recent events have 

resulted in a downward revision of the export projections prepared earlier for 

1982 and for the medium term. As a result of the increasing difficulties being 

faced by Kenya in disposing of its excess coffee in the nonquota markets, sales 

are taking place on the basis of a discount of about 60 per cent from quota 

market prices, compared to a discount of about 40 per cent assumed in the current 

program. Moreover, there are indications of a loss of competitiveness in the 
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8 r tea sector and exports are now expected to be less buoyant than previously 

projected. There has also been a weakening of nontraditional exports, which the 

authorities blame on the suspension of the export compensation scheme in June. 

However, even at a reduced export level, the pressures on central bank reserves 

are excessive. The authorities feel that this is also the result of the under­

invoicing of exports and delays in repatriation of export earnings.:) 

Following the coup attempt; the Government of Kenya sent a letter to its 

main donors asking for additional assistance. One country, the United States has 

already provided emergency assistance and there are indications that other countries 

would be prepared to follow suit. The aid donors conference planned for November 

will be an important element in providing needed resources on which to mount a 

new adjustment effort. Kenya's debt service ratio (including IMF) is estimated at 

24 per cent in 1982. 

IV. Proposed Program 

Kenya's present economic and financial situation is heavily affected by a 

loss of confidence and by an increase in speculation. Consequently, an .important 

element in the improvement of the Kenyan economy is a return of confidence. Such 

an outcome would be facilitated by the reinstatement of a serious program of 

adjustment, which could be supported by additional financing from the international 

community, . including the Fund. 

The progress made in the first half of the current program indicated that 

the thrust of the program was correct in bringing a sustain~ble balance of payments 

position in the medium term. Consequently, a future program with Kenya should bring 

Kenya's adjustment effort to the track it was on earlier in the year, reinforcing it 

with meaningful and convincing actions at the start to give an added guarantee that 

it will stay on track. This would involve the following elements. 

(1) A return to the promotion of export oriented growth in conjunction with 
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making the domestic manufacturing sector more competitive. This will require a 

reversal of the appreciation of the real effective exchange rate which has occurred 

since the present program was launched (about 15 per cent) plus a small margin 

through a devaluation of about 20 per cent in foreign currency terms; a rational­

ization of the import system which should also be consistent with Kenya's commit­

ments under the SAL program with the IBRD; a review of producer and regulated 

prices, to ascertain that production incentives are maintained and that there are 

no subsidies in regulated prices; and an upward adjustment in interest rates of 3 
~ 

per cent. 

(2) A further reduction of the ratio of the overall budgetary deficit to 

GDP, from 6.2 per cent in 1980/81 (7.2 per cent excluding grants) to 4.7 per cent 

in 1982/83 (5.9 per cent excluding grants) through additional revenue and expendi­

ture measures; and the strengthening of the forward budgetary procedures and the 

drawing up of a medium-term investment program. 

(3) An improvement in the financial performance of statutory bodies, 

particularly the marketing boards, which may require the closing or restructuring 

of some enterprises. 

(4) The continuation of cautious credit policies, with an increasing 

amount of credit oriented to production. 

(5) Two reviews (which will be performance criteria) of the program to assure 

early detection of any difficulties. These actions are expected to lead to a · 

further adjustment in the current account deficit of the balance of payments from 

7.9 per cent in 1982 to 7.2 per cent in 1983 and 6.5 per cent in 1984 with an 

additional reduction expected in 1985. 

The proposed program will cover 18 months, the second half of FY 1982/83 

and the whole of 1983/84. Apart from the measures expected as prior action (see 

section 5 below) at the start of the program, further action might be necessary at 

the start of the 1983/84 budget. Reviews, which would be a performance criteria, 

would take place in July/August and November/ December. A visit by a small team 
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would be carried in May/June to discuss the budget prior to its presentation to 

Parliament. 

Development and production policies 

The recommended exchange rate action will aid the transfer of domestic 

resources to the external sector and help in reducing import demand. However, 

given the agricultural nature of the Kenyan economy, the impact of these measures 

on production wfll be felt only in 1984, as ·the 1983 crops are being, or have 

already been planted. The return to a more liberal import system will permit a 

more regularized inflow of imported inputs and capital goods, facilitating produc­

tion planning. Also important for these objectives is the maintenance of prices 

at realistic levels. The program will require that the effect of the devaluation 

be fully passed on to consumers, particularly .. with regard to energy. Moreover, 

the bulk of the exchange rate windfall should be passed on to non-traditional 

exporters, and the export compensation scheme would be eliminated. A proportion 

of the windfall of traditional exporters will be taxed. 

2. Fiscal policies 

The program will emphasize the re-emergence of fiscal discipline from the 

difficulties enco~ntered in the first quarter. The programed reduction in the 

overall deficit/GDP ratio will involve revenue measures expected to yield K Sh 1.3 

billion on an annual basis, representing the equivalent of 7 per cent of 1981/82 

revenues. These measures could include the taxation of a proportion of the ex~ 

change rate windfall on traditional exports, and additional duties on imports 

which should yield about K sh 400 million in the first half of 1983 and K sh 850 

million in budget year 1983/84. However, the mission will consider alternative 

tax measure which the authorities may propose in lieu of the above. The mission 

will also examine the implementation of revenue measures proposed by FAD technical 

assistance during the last few years. Taking into account the above measures and 

the exchange rate action, revenues and grants in 1982/83 are e~timated to increase 
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by some K Sh 3.3 billion to K Sh 19.9 billion (about 19.9 per cent and 19.5 per cent 

including and excluding grants respectively), reversing the sluggish growth 

rate recorded in the first quarter. The proposed 'State Corporation Act' for 

regulating the establishment and monitoring the operations and management of para­

statals will be introduced to Parliament before the mid-term review. The program 

will include a public commitment by the authorities to implement the recommendations 

of the Working Party on Government Expenditures (the Ndegwa report); their recommen­

dations relating to the budget accounting practices will be implemented as part of 

the procedures for the 1983 budget. Expenditure will be contained further by the 

elimination of the export compensation scheme concurrent with the exchange rate 

change, the phasing out of the current practice of automatic recruitment of gradu­

ates of government sponsored schools, and the·-postponement of stretching of develop­

ment projects. In addition, the recent fall in international interest rates will 

provide additional savings. However, there will also be a need to reduce the 

annual rate of expenditure allocations in the second half of 1982/83 to offset 

the unexpectedly high rate incurred in the first quarter, including by the strict 

adherence to the requirement not to ~ndertake expenditures in excess of ~udgetary 

appropriations without prior Treasury approval, to keep total outlays to K Sh 

23.8 billion, representing a rise of only 14.4 per cent from the previous year. 

This target takes account of subsidies which will be necessary on a one time 

basis only in exporting the excess production of beans and maize already pur-

chased (food surpluses of the magnitude recorded this year are not expected to 

recur) and the impact of the exchange rate action. It also implies a further 

reduction in real expenditures. 

As a result of the above measures, there will be an important reduction in 

the net bank financing of the _budget to about 3.7 per cent of the stock of money 
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and quasi-money at the start of the fiscal year in 1982/83 and 2.6 per cent in 

1983/84 compared to 8.9 per cent in 1981/82. These levels could be further reduced 

by the emergency aid sought by the authorities. 

New revenue measures may be required in 1983/84 to keep the adjustment effort 

on track to reach an overall deficit equivalent to 3.5 per cent of GDP -(4.6 per 

cent excluding grants). Possible measures could be the following: collection of 

tax arrears, especially corporate profit taxes; elimination of various exemptions 

and deductions, such as the reduction of losses carried forward for business and 

~ 

an adjustment of the depreciation allowances for agricultural machinery; changes 

in the tax rates applied to several goods (beer, spirits, and electricity), from 

a specific to an ad valorem basis; and improved administration to combat tax 

evasion, with respect to income and profit taxes, sales and excise taxes, and 

import and export taxes. 

3. Monetary policy 

The program will require the continuation of a tight monetary policy, with 

the stock of money and quasi-money growing by less than 14 per cent in 1983 

compared to 20 per cent for nominal GDP in order to bring a downward bias on prices. 

To accomplish this objective there is the need to attract additional savings into 

the banking system and to limit the amount of disintermediation which is taking 

plac~ in favor of nonbank financial institutions. Consequently, the program will 

call for an upward adjustment in the structure of bank interest rates of 4 percent­

age points on deposit rates at the start of the program. Presently, time deposit 

rates range between 10.75 per cent and 12.S per cent and are 6.0 to 4.3 percentage 

points negative when measured against consumer prices while savings rates at 10 

per cent are even more negative in real terms similarly measured. Depending on 

the trend of prices in the first half of 1983, there may be grounds for a further 

increase at the time of the mid-term review, with the aim of making the long-term 

rates neutral with respect to prices. 
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The expected improvement in the budget will allow for an adequate increase 

in credit to the economy in line with the original objectives of the adjustment 

program. Overall domestic credit is projected to grow by about 15.0 per cent in 

FY 1982/83 compared with 33 per cent in the previous fiscal year, with private 

sector credit growing by 17.3 per cent compared to 16.0 per cent, previously. 

The program wil~ have quarterly ceilings on net domestic assets and net credit to 

the Government. As in the past, the ceiling on net credit to the Government will 

be net of the changes in the Cereals and Sugar Finance Corporation's (CSFC) 

position with the Treasury. Ceilings will be set for March and June of 1983 

with reviews, which will be a performance criteria, taking place in July/August 

and November/December at which time the ceilings for September and December, and 

March and June will be agreed upon. 

4. External policies 

The current account deficit of the balance of payments is expected to be 

reduced from a r~vised level of 10.2 per cent of GDP (11.4 per cent excluding 

official grants) in 1981 to 7.9 per cent (8.8 per cent excluding official grants) 

in 1982, compared to a target of 8.0 .. per cent (9.2 per cent excluding official 

grants) in the current .program. On the basis of the proposed program, including 

the exchange rate action, and the foreign assistance which is likely to result ·from 

the London conference, the current account and overall deficit are projected to 

narrow in the next two years to attain a sustainable position in 1985, as had · 

been the target of the current program. Current staff projections indicate that 

the current account deficit. can be reduced to about 7.2 per cent in 1983 (8.3 

per cent excluding grants), even after allowing for a further reduction in the 

volume of imports of 3.3 per cent following a 5 per cent decline in 1982 and a 

19.5 per cent fall in 1981. This reduction is consistent with a target for the 

balance of payments current account deficit of 5.0 per cent of GDP by 1985 (6.0 
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per cent excluding official grants). The balance of payments for 1983 at present 

has a financing gap of about US$100 million, which is expected to be filled as a 

result of the London Aid Conference. 

Given the present lower interest rates in the international markets, Kenya's 

debt service ratio is now projected to increase only slightly in the next few years. 

Including the additional borrowing foreseen through 1985, the ratio is expected to 
~ 

rise by only 2 percentage points to 26 per cent. Under the proposed program the 

contraction of new loans on commercial terms with a maturity of 1-12 years will be 

limited to SDR 150 million over the next 18 months, compared to SDR 146 million 

in the current 12-month program. A subceiling for commercial loans with a 

maturity of 1-5 years will also be established. 

The program will contain the usual intentions with respect to the trade and 

exchange system. 

5. Prior actions 

The program -will include the following measures as prior actions: 

(1) exchange rate depreciation of 20 per cent in foreign currency terms and 

the elimination of the export compensation schemes; 

(2) full adjustment of regulated prices to reflect exchange rate action; 

(3) rationalization of the import system; 

(4) an initial increase in interest rates of about 4.0 percentage points, 

with a further review in June 1983; 

(5) new revenue measures expected to yield K Sh 450 million during the 

second half (Jan-June) of the present fiscal year and K Sh 950 million on an 

annual basis; 

(6) the identification of budgetary programs and allocations which will 

be reduced; and 

(7) closing of the resulting gap in the 1983 balance of payments through 

additional aid resulting from the London Aid Conference or, failing . which, through 

other measures. 
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6. Proposed phasing and reviews 

A return to a more liberal import system is an important element of the 

adjustment program. However, without adequate initial financing, the Government 

of Kenya will be unable to finance the expected import demand, even after the 

exchange rate action. Thus, it is important that Kenya have sufficient resources 

to support the liberalization. In this context, a large initial drawing from 

the Fund, which is also supported by the preconditions included in the program, 

becomes important. Consequently, the following schedule of drawings is proposed 
/7' 

for the program: 

1983 

January (on approval of program) 
April 
August 
November 

1984 

Ap1:il 
July 

Subtotal 1983 

Total 

In millions of 
SDRs 

30.0 
25.0 
25.0 
25.0 

105.0 

25.0 
25.3 

155. 3 

As a per cent 
of quota of total 

29.0 
24.2 
24.2 
24.2 

101.4 

24.2 
24.4 

150.0 

19.3 
16.1 
16.1 
16.1 

67.6 

16.1 
16.3 

100.0 

Jhe drawing in August 1983 would also be subject to a review of the program. 

Thus, only SDR 55 million (53 per cent of quota or 35 ~er cent of the amount of 

the stand-by arrangement) would be scheduled for purchase prior to a general 

review of the program. 

Fiscal, monetary, import, and exchang€ and interest rate policies will be 

reviewed in July/August and November/December. 



- 13 - ATTACHMENT I 

Status: 
Date of membership: 
Quota: 

Relations with the Fund};_/ 

Article XIV 
February 3, 1964 
SOR 103.5 million 

Fund holdings of currency: 

Of which: oil facility 
compensatory facility 

' supplementary 
financing facility 

. ,,. 
Holdings of SDRs: 

Trust Fund loan disbursements 
(first and second periods): 

Direct distribution of profits 
from gold sales (July 1, 1976-
July 31, 1980): 

Gold distribution: 

Exchange arrangement: 

Intervention currency and rate 
for the U.S. dollar: 

]:_/ As of September 30, 1982. 

SDR 422.49 million (408.20 per cent of . ~ 
quota) 

SDR 2.13 million (2.06 per cent of quota) 
SDR 129.4 million (125.0 per cent of quota) 

SDR 94.83 million (91.62 per cent of 
quota) 

SDR 8.10 million, or 21.9 per cent of 
net cumulative allocation (SDR 36.99 
million) 

SDR 46.91 million 

US$ 7. 61 million 

41,079.961 fine ounces {four 
distributions) 

Pegged to the SDR at K Sh 11.95 = SOR 1 
(since September 21, 1981) _ 

U.S. dollar; K Sh 11.14 = US$1 
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Kenya: Selected Economic and Financial Indicators, 1981-82 

National income and prices 
GDP at constant prices 
GDP deflator 
Consumer prices 

External sector (on the basis of 
SDRs) 
Exports, f.o.b. 
Imports, c.i.f. 
Non-oil imports, c.i.f. 
Export volume 
Import volume 
Terms of trade (deterioration -
Nominal effective exchange rate 

(depreciation-) 
Real effective exchange rate 

( depreciation -) 

Government budget];./ 
Revenue and grants 
Total expenditure 

Money and credit'};_/ 
Domestic ci;,edit 

Government 
Private sector 

Money and quasi-money (M2) 
TT _ 1 - --'~ ,~.,.____,._ J.__ .__-1L... , rt I 

1981 1982 
Program Estimate Program Revised 

program 

1983 
Projec- Projec-

tion tion 

(Annual per cent changes, unless 
otherwise specified) 

4.2 
12.0 
10.0 

-11.0 
-6.5 

3.7 
-1.1 

-14.2 
-7.5 

18. 2 2/ 
8.0 2/ 

20.3 2/ 
37.5 2/ 
15.2 2/ 

1.0 21 
"' ",..,.-,,,,._, 

4.1 
9.7 

20.0 

-8.0 
-6.7 

-17.3 

-19.5 
-19.1 

-14.5 
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TO 

FROM 

S 1 BJ i:CT : 

Office Memorandu ~n 

Mr. Jiminez ~ 

v;_ A. Beveridge\~ 

Kenya 

November 5, 1982 

I uneerstand that you do not propose to reflect my concerns 
(my memorandum dated ~ovember 2) in the briefing paper and that you 
plan now to send the briefing paper to ma n agement . Accordingly , 
please incorporate the attached para g raph in a covering note to 
management . I suggest that you c onsult with Hr. Zulu r e garding 
indicating in the covering note the concerns of Mr. Wapenhans on 
the Kenyan situation . 

Please let me see the final version of the briefing paper 
before it i s transmitted . 

Attachment 

cc: Mr. Zulu / 
Mr. Finch 

~ 



ETR (Mr. Beveridge) considers that especially in light of the 
succession of inoperative programs, insufficient adjustment is being 
sought and there is undue reliance ~pon balance of payments financing . 
The 1983 external position is financeable only on the basis of 
optimistic assumptions, including additional Euro-dollar financing 
that is not yet arranged and of US$100 million of additional donor 
support that it is hoped would be obtained at a special meeting . In 
light of the lack of confidence, both at home and abroad, sizable and 
convincing adjustment efforts at the outset of the program are needed 
to deter capital flight and to relax the foreign exchange constraint 
which is now very tight. The program envisions a decline in the ratio 
of· the current account of the balance of payments excluding grants from 
a projected 8.8 per cent in 1982 to 7.6 per cent in 1984, a very modest 
rate of adjustment of the period of the program. A further decline of 
1.5 percentage points is expected in 1985, a year beyond the program 
period . In ETR's view, there is need for stronger actions, than 
proposed in the briefing paper, in the interest rate, budgetary, and 
perhaps exchange rate areas . 





Office Memorandum 

TO 

SUBJECT : 

Mr. Jiminez ~ 

W. A. Beveridg~ 

Kenya 

DATE: November 2, 1982 

After reviewing the revised briefing paper for Kenya, I 
believe that insufficient adjustment is still being sought and there 
is undue reliance upon balance of payments financing. In l _ight of 
the confidence ·issue, both at home and abroad, which endangers the 
Kenyan financial position, a sizable and convincing adjustment effort 
at the outset of the program is needed to deter capital flight, relax 
the foreign exchange constraint and dampen inflationary tendencies. 
The program envisions a decline in the ratio of the current account of 
the balance of payments excluding grants from a projected 8.8.per cent 
in 1982 to 7.6 per cent in 1984, a very modest rate of adjustment over 
the period of the program. A further decline of 1.5 percentage 
points is expected in 1985, a year beyond the program period, for 
reasons that are not apparent. The 1983 position is tenable only on 
the basis of $100 million of additional donor support from the proposed 
London meeting. 

A combination of measures could be used jointly to bolster 
the initial adjustment effort, some addressed to the government budget 
and others to relative prices and the overall expenditure level. The 
briefing paper indicates that exports for 1983 are predetermined by the 
fact that planting has already occurred; thus reduction in the import 
level should be the focus, whether through a larger import surcharge 
or larger exchange rate movement. Greater interest rate liberalization 
could be used to restrain the overall expenditure level and help the 
balance of payments situation. 

On a particular point, the elimination of the export co~npens.atton 
scheme should be a prior action along with the exchange rate and other 
action. This ·scheme is costly and delay in its removal serves no purpose. 

As to Fund financing the planned commitment of 150 per cent 
of quota or 100 per cent on a 12-month basis is still high in light of 
other recent arrangements. 

I have a few other less pressing amendments to . the briefing 
paper. 

cc: Mr. Makalou 
Mr. Bhatia 
Mr. Tait 





To: 

From: 

Subject: 

Of /ice Memorandum 
,;I ... : 

Managing Director 
Deputy Managing Director 

Julio M. Jimenezf) 
Kenya--Staff Visit 

. ·· , ... October 13, 1982 
:/ ~ I 

i 
I 

.' 

A mission composed of Messrs. Simpson (AFR) and Doe (FAD), and 
Miss Simpson (secretary-AFR), and myself visited Nairobi between 
September 26 and October 6, 1982 to review the impact of recent developments 
(particularly the coup attempt in August) on the current stand-by arrangement 
and on Kenya's medium term adjustment effort. The mission also concluded 
the Article IV consultation discussions began in July. The mission was well 
received and had friendly and detailed discussions with the authorities, 
including Mr. Magugu, Minister of Finance, Mr. Ndegwa, Governor of the Central 
Bank of Kenya, and Messrs. Nachai and Mule, Permanent Secretaries in the 
Cabinet Office and the Ministry of Finance, respectively. His Excellency, 
President Moi, requested a meeting with the mission and took this opportunity 
to stress that the Kenyan Government appreciated the Fund's help and the 
understanding that it had shown in the past. He added that he hoped close 
relations would continue. He recognized that the situation now facing Kenya 
was very difficult, but hoped that in recommending the necessary course of 
adjustment, the Fund would keep in mind that in part Kenya's problems were 
caused by forces outside its control and that given the fragility of the 
economy, particularly after the impact of the coup attempt, the fiber of the 
nation was now frail and at stake. He stressed to the mission that the 
Government was committed to seek a solution to Kenya's problems within a 
western oriented economic framework. 

The mission confirmed that the June credit ceilings under the cur­
rent stand-by arrangement were exceeded. Moreover, recent developments have 
severely hindered Kenya's adjustment efforts. The balance of payments, 
which had shown considerable improvement in the first half of the year, is 
now facing strenuous pressures and reserves have fallen below prudent levels. 
The coup attempt and subsequent disturbances have caused severe damage on 
public confidence and created s.pecula tion and lowered business activity, 
especially by nonresidents. Inflation has remained stubbornly high, while 
the import system launched last year has broken down and import licenses, 
once more, are being restricted. Speculation against the exchange rate 
appears to have become widespread. 

The Government has given the task of rebuilding a high prio.rity. 
Yet, the size of the task ahead is testing Kenya's democratic political system. 
The Government's initiatives are being hindered by the need to create a 
political consensus, which transcends group distrust. As much as the author-
! ties recognize the need to move forward, . the pace of policy implementation 
is being limited by the need to convince the various political groupings to 
accept sacrifice at a time in which the coup attempt has made the political 
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establishment cautious in accepting the difficult solutions being proposed. 
Therefore, it is likely that negotiating a new stand-by arrangement may 
require a longer time frame as the authorities seek to create the necessary 
political concensus and push waivering elements towards making difficult 
compromises. 

The mission's review of the 1982 balance of payments indicates that 
the improvement now expected in this year will fall short of previous esti­
mates, as a result of a better performance in 1981 than previously assumed 
(actual statistics are now available) and a further fall in commodity prices 
(Kenya nonquota market coffee sales are apparently being made at a discount 
of about 60 per cent from quota market prices, as opposed to the 40 per cent 
previously assumed), a drop in tourist earnings, and a weakened capital 
account. Consequently, an improvement in the current account deficit of the 
balance of payments of about 0.6 percentage points is now projected (from 
10.2 per cent of GDP in 1981 to 9.6 per cent in 1982), compared with the 
previous estimate of 2.5 percentage points (from 11.0 per cent of GDP to 
8.5 per cent). Moreover, the overall balance of payments deficit will widen 
further to SDR 251 million from SDR 200 million, due to delays in some 
official capital inflows and some private sector capital outflows. Given 
the low level of foreign reserves (as of the end of September gross foreign 
assets of the Central Bank totaled SDR 134 million, equivalent to less than 
four weeks of projected 1982 imports), the authorities have begun to limit 
the number of import licences approved in order to save foreign exchange for 
debt service payments. Moreover, following the August events, there appears 
to have been an unusually large import demand. The authorities have also 
made a special appeal to their traditional creditors for increased assistance. 
At least one creditor (the U.S.) has already responded positively. The real 
effective exchange rate of the Kenya shilling has continued to appreciate, 
given the strength of the SDR (to which it is pegged) and the higher inflation 
rate in Kenya than in its trading partners. 

A few days before the mission's arrival, the export compensation 
scheme, which had been suspended in June, was reinstated in a slightly 
modified version. The rate of compensation has been reduced from 20 per cent 
to 10 per cent. However, all industries which are able to increase the level 
of exports from one year to the next will be given a higher compensation pay­
ment of 25 per cent on all the additional exports. The authorities explained 
that they had been unprepared for the uproar which the suspension of the 
scheme had caused. They pointed out that several nontraditional export ind­
ustries had closed, alleging that without the compensation scheme they were 
unprofitable. In view of the other political difficulties being faced, the 
authorities stressed that they could not allow the level of unemployment to 
rise at this particular time and, hence, had no alternative but to reinstate 
the scheme. 

The substantial fiscal adjustment made in fiscal year 1981/82 
(July-June), involving a reduction of the budgetary deficit from 11.9 per 
cent of GDP to 7.9 per cent is in danger of being reversed. In the first 
quarter of the current fiscal year (July-Sept. 1982), revenues have grown 
by barely 3 per cent over the first quarter of the previous fiscal year, 
while expenditures have risen much faster, generating a large demand for 
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bank credit. Net budgetary credit in the first quarter was some 40 per cent 
greater than the previous year. As you will recall, the July mission felt 
that the 1982/83 budget was unrealistic and required further adjustments and 
refinements. Unfortunately, the difficulties following the coup attempt 
rendered the adjustments which the authorities were contemplating insufficient. 
Consequently, further corrective action is needed. The Government had set 
up a commission to review government expenditures and its report is now avail­
able. A selection of the recommendations contained in the report is being 
made for submission to the Cabinet by the end of October. In addition, the 
authorities have reviewed and cut the number of development projects to be 
executed in the current fiscal year. While these cuts are expected to bring 
the budget to a more realistic position, the Government is also facing 
additional requirements. Apart from the additional expenditures connected 
with the export compensation, resources are needed to meet the expected loss 
which will be incurred by the National Cereals and Produce Board in exporting 
the excess national production of beans and maize from this year's harve~t, 
which Kenya is unable to store or utilize. There are also pressures for 
supplementary appropriations in various ministries, particularly Defense. 
Given that all of the elements which will form part of the revised 1982/83 
budget are still being discussed within the Government, the authorities did 
not have budgetary proposals to discuss with the mission. They indicated 
that such proposals would be available in early November. In this regard, 
the mission pointed out the need to continue with the budgetary adjustment 
began last fiscal year and cautioned against the danger of allowing too much 
of the present year to go by before appropriate budgetary policies are put 
into place. 

During the mission's visit an article appeared in the London 
Financial Times stating that the Fund had suspended the current stand-'by 
arrangement with Kenya and highlighted the various difficulties faced by the 
authorities. The article, which was quickly picked up by the local .press, 
contained detailed figures and information on the stand-by arrangeme~t that 
the authorities were unhappy to have in the public domain. However, the 
initial suspicion that the information had come from the mission was overco~e 
when the authorities realized the dateline for the article had been Washington . 
The Minister of Finance gave a press conference in rebuttal to the article . 

The authorities are interested in continued assistance from the 
Fund to support a new adjustment program. However, they also are aware that 
before discussions on the new stand-by arrangement can be initiated, they · . 
must formulate policies which will focus on the present growing disequilibrium . 
To speed-up discussions, the authorities proposed that a Kenyan delegation 
come to Washington before the end of October to begin discussions on the new 
stand-by arrangement. They selected coming to Washington to avoid press 
speculation. Assuming that progress is made during their visit, a mission 
(already in the mission schedule) could visit Nairobi in November to complete 
the discussions. A briefing paper detailing the mission's negotiating stand 
for the discussions in Washington will be sent to you shortly for your 
consideration and approval. Meanwhile, we will wait in issuing the consulta­
tion report until after the next contact with the Kenyan authorities,- when 
the timetable of negotiations will be clearer. 

cc: CBD, ETR, EXR, FAD, INST, LEG, RES, SEC, TRE, Nr. Carter 





fa; Office Memorandum 
~t',tR~i 

TO 

FROM 

SUBJECT: 

The Managing Director • ./ / 
The D~p(} ~Managing Director vfS:,/ 
J.B.1lu and W.A. Beveridge ~~ 

Kenya - Briefing Paper 

DATE: September 

You commented on this paper in relation to a reference 
regarding financing of the food crop in 1982/83 as -follows: 

had we not made some allowance for such greater 
needs for stock financing in some other cases? 
Should we not show some--limited--flexibility 
here? 

,SEP 2 3 1982 

You are correct. We have adjusted credit ceilings for the 
temporary financing of crops in a number of cases, occasionally by 
an automatic formula and at other times through a modification or 
waiver of the ceiling. Indeed, in the case of Kenya, the June 1982 
credit targets were increased to take account of temporarily increased 
food stocks but not of a permanently increased level of food stocks 
that the Government wished to hold. The latter is, of course, 
analogous to increased government expenditure (the proposal for Kenya 
was approved by the Executive Board on June 9, 1982). We would plan 
to follow the same procedure when the time comes to negotiate the 
credit program for 1982/83. As you are aware, the present mission is 
for fact finding and not to negotiate a financial program. 

cc: Mr. Carter 
Mr. Jimenez ·(On return) 

I "\_,. 
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0/fi"ce Memorandum 
c:c · y dLu,:--_ f-oL"i)t=.R 

~TR ~L-ES 

TO Mr. Jimenez DATE: 
September 14, 1982 

FROM W. A. Beveridge 

SUBJECT: Kenya 

The revised version of the briefing paper you circulated 
today is a more accurate reflection of the agreement reached in 
Toronto with the Kenyan authorities. I have made some further 
changes in the text which I am attaching. I draw two points 
particularly to your attention. 

1. I do not think it is reasonable to state, or infer, 
that the current program could be modified if only more 
time were available. Given the record of non-observance 
of performance criteria and the implications of the recent 
coup, I do not see a possibility of a waiver of the broken 
June ceilings. 

2. I think the briefing paper should simply state the 
facts regarding the non-observance of the June performance 
criteria. Accordingly, I have deleted references to the 
breakage as being due to technical factors or matters 
outside Kenya's control. The mission is authorized, in 
any event, (p.2) to review the developments which led to 
the breach of the ceilings. • 

As to the possibility of ETR participation in the mission, 
I suggest that you request Mr. Makalou to be in contact with Mr. Paimer 
as soon as possible. 

Attachment 
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Office Memorandum ,SEP 1 h 19_at 

TO Acting Managing Director DATE: September 16, 1982 

FROM J.B. Zulu qrr . 
SUBJECT : Kenya 

Attached for your approval is the Briefing Paper _for Kenya's 
Review of Stand-By Arrangement mission. This paper has been cleared 
with: 

Att. 

cc: 

ETR (Mr. Beveridge) 
FAD (Mr. Tait) 
LEG (Ms. Lachman) 
TRE (Mr. Chandavarkar) 

Managing Direc~or (upon return),./ 
Mr. Carter 
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INTERNATIONAL MONETARY FUND 

KENYA 

Briefing Paper - Staff Visit 

Prepared by the African Department and the 
Exchange and Trade Relations Department · 

(In consultation with the Fiscal Affairs, 
Legal and Treasurer's Departments) 

Approved by J.Br:o9u- and ·w._A. Beveridge 

September 16, 1982 

I. Introduction 

CONFIDENTIAL 

On January 8, 1982, the Executive Board approved ·Kenya's request for a one 

year stand-by arrangement in an amount of SDR 151.5 million, representing 146.4 --------- -· 

per cent of Kenya's quota. Kenya met-the perfor-mance criteria established fo~, ---------·-.- - -. - --·. --- .. --- . -----·· 

end-January and reached understandings on fiscal; import, exchange rate, _and -------
interest rate policies, : during a review whish·was completed by the Executive 

;. Board on June · 9, 1982. · At that time, credit ceilings for end-June 1982 were 

approved; small upward revisions were made to the indicative targets that h·ad 

been established earlier to take account of temporary needs. Kenya has drawn 

SDR 90 million under the arrangement. At the time of the last review, Kenya's 
-----·-----

request for a purchase of SDR 60.4 million under the decision on compensatory 

financing of export fluctuations and fluctuations in the cost of ·cereal imports 

was also approved, relating to a net SDOrtfall for calendar year 1981. As of 

August 31, 1982, the Fund holdings of Kenya shillings, excluding those under the 

oil and compensatory financing facilities reached 282 per cent of quota, while 

the recent drawing under the compensatory financing fa~ility raised the Fund 
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holdings of Kenya ·shillings under the CFF to 125 per cent of quota. 

Information available i _ndicates that the credit ceilings for end-June 
,.,..,..---... 

were l not observed. In a letter dated August 23, 1982, the Kenyan authorities 
'..__,/ 

suggested a waiver of those ceilings and proposed ceilings for end-September 
- - - - - -- -.• > 

to allow the two rema_i~d~-~~- -~rawings und_er_ th~_stand-by arrangement to be made. -

During the Annual Meetings the Kenyan authorities reiterated this request_. 

After discussion, the authorities accepted the staff's view that in the iight of 

the non-observance of the June credit ceilings, the need to revise the 1982/83 

budget and the uncertainties for the adjustment program resulting from the recent 

coup attempt, an immediat;e _fact _fi_ndi_n_g_ m~_ss~~-n -~-?_ul~ __ be ~~P.~-~!'~-~ -~e. They also 

accepted the staft~~ __ yiew that it would be unwise to seek a waiver for the June ------ --¥ # • 

performance criteria. Policy discussions on a -new program covering 1983 could 

take place later, possibly in early November. 

Therefore, a mission comprising ·Messrs. J.M. Jimenez (head-AFR), J. Simps~m 
, 

(AFR), D. Lipton (ETR), L~ Doe (FAD) and Miss M.· · Simpson (secretary-AFR) will 

visit Nairo.bi b~ginning · Sept. ~7', 1982 for abol:Jt two weeks. The mission will 

review the developments which led to the breach of the ceilings at the end of 

June and update the economic and financia_l outlook, including the impact of the· 

recent coup attempt. In so doing, the mission will assess how far recent devel­

opments have pushed Kenya's medium-term adjustment effort off track and assess 

the general policy areas which need further adjustment. The mission is not --
authorized to negotiate a financial program but may provide the Kenyan authorities 

--· -·· ·- -·- -- - -·-- - .... 

with its preliminary findings. The mission will also conclude the Article IV 

consultation discussions initiated by an earlier mission in June-July 1982. l/ 

A summary of relations with the Fund is attached. 
1/ The three-month deadline for the consultation discussions in the Board will 

come on October 13. It is planned to issue the consultation report as soon as 
possible after the mission's return f rom Nairobi but a postponement of Board 
discussion beyond October 13 will be needed. 
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II-. Performance under the Current Stand-By Arrangement 
l 

Kenya has made great efforts to keep to the adjustment objectives of the 

current program. Developments prior to the recent coup attempt led the staff to 

conclude that there was likely to be a reduction in . the current account deficit 

' from the equivalent of 11.0 per cent of GDP in 1981 to 8.5 per cent of GDP in 
....... 

1982, or bj -2.S percentage points, roughly in line with the program's objective 

Moreover, the rate of _growth of GDP was also picking 

up, as programmed, although the rate of inflation remained stubbornly high. As 

part of the program the authorities had also put into effect an important array -

of pricing measures: the exchange rate had been devalued by 15 per cent in September 

1981; interest rate had been increased by 3 percentage ·p·oints _; producer prices 

had been reviewed and some increased; and a significant number of controlled 

prices had been adjusted upwards. Moreover, as required under ~he stand-by 

arrangement, Kenya further streamlined the import system, by transferring 20 per 

cent of items from the restrictive schedules to the schedule of freely _importable 

These ftems accounted for about 25 per cent of non-oil 

i~ports in 1978, the last year of free i~port system, and, therefore, represent 

a significant change. The export compensation scheme was also' suspended. 

Significant progress was also recorded in the budgetary field : On the 

basis of the Government's strict adherence to the overall expenditure targe~s 

agreed in the program, , the overall deficit during FY 1981/82 (July/June) was 

reduced from 11.9 , per cent of GDP to 7.7 per cent of GDP, slightly better than 

the program's objective of 7.8 per cent. However, partly as a result of_ a large 

shortfall in the net inflow of foreign financing, caused both by a reduction in 

the ·inflow of ••fc;;:cdgn resources and larger amortization payments, and unexpectect 

~ 



,( 

( 

- 4 -

secondary market transactions of Treasury bills between the nonbank and banking 

sectors, the credit ceilings established for end-June were exceeded. -

During the recent mission, agreement could not be reached on the ceilings 

for end September, as it became necessary to confirm Kenya's performance under 

the end of June credit ceilings and there was a need to further modify and adjust 

the 1982/83 budget. Contacts to finalize these points were to have resumed in 

early August. Ho~ever, the coup attempt and the· ~ncertainty which prevailed in 

its aftermath prevented these discussions to be held on time. 

III. Recent Economic Developments 

Improved weather conditions in 1981 and 1982 have~esulted in a better 

performance in the agricultural and industrial sectors than had originally been 

expected, and during the June/July mission it had been estimated that the growth' 

rate of real GDP for 1982 would reach 4.5 per cent compared to 4.1 per cent in 

1981 and 4.3 pe-r cent in 1980. However, the -:!-nflation rate was projected to 

re~ain high, at about 18 per cent compared to 20 per cent in 1981. The continued 

price pressures reflect the devaluation of the shilling in 1981 and the large ·_ 

increases allowed in many price controlled items, some of which carry important 

weights in ~he cost of living index. However, the rate of incr~ase in prices 

was expected to slacken during 1982 and be at a more manageable pace in 19_83, as 

a result of the more cautious financial policies being followed in 1982 and from 

the bountiful agricultural output, which would limit the increases in food prices. 

The improved performance of the economy, particularly in the agricultural 

sector, generated a larger demand for domestic credit to finance production and 

stocks and it proved''difficult for the monetary authoriti~s to completely offset 
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the rise in net budgetary credit equivalent to 14.6 per cent of the stock of 

money and quasi-money at the start of the fiscal year. In the same period, 

nonbudgetary credit expanded by 12.2 per _ cent si'Dlilarly measured compared with 

an indicative target in the program of 12.8 per cent. Total credit reached 

K Sh 21.6 billion, rising by 26.7 per cent during the fiscal year with respect 

to the stock of money and quasi-money ·at the start of the fis-cal year, compared 

with a target of K Sh 20.2 billion and a growth rate of 18.8 per cent. Never­

theless, the growth in money and quasi-money at 9.4 per cent was kept well below 

the growth of current GDP, a.lthough somewhat higher than assumed in the program. 

Provisional data for fiscal year 1981/82 indicated that tot~l budgetary 

expenditures were i _n line with. _the revised target of K· Sh 20. 6 billion. Revenues 
. ·--·---· -·- ··- -·-- -· ···· --• -1- ----

and grants at K Sh 16.5 billion exceeded slightly the revised target of the 

program and the overall deficit at _K ~h 4.1 billion was slightly _lower than 

programmed. Although Kenya's efforts to limit total government expenditures to 

the targeted level and keep the overall deficit in line with the program were -

. s·uc c~fs s'fti l ', it fad ~d conside.rable difficulties in attracting the level of net 

foreign financing expected in the program. At its launching, the stand-by 

arrangement envisaged net fa .reign financing of K Sh 2.8 billion. This level was 

adjusted downward during the first review to K Sh 1.7 oillion, but net drawings 

are now estimated at only K Sh 1.2 billion. Part of this shortfall had been 

expected to be met · by the placing of Treasury bills with the nonbank,s. To 

influence this outturn the monetary authorities had been more rigorous in_ enforcing 

the reserve and liquidity requirements of nonb~nks. In addition, the interest 

rate on Treasury bills was progressively increased from about 6.0 per cent at the 

beginning of . the fiscal year to 12.7 per cent at the close of the fiscal year. On 
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the basis of these efforts and on the indication that the tight expenditure 

policy had taken hold, the -authorities were confident that the performance criteria 

on the financing of the budget would be observ~d at the end of June. Unfortunately, 

due to secondary transactions of Treasury bills between the nonbank and banking 

sectors in the month of June unexpected by the authorities, there was larger net 

accumulation of Treasury bills in the banking . sector and the credit ceilings were 

exceeded. 

The adjustment of the balance of payments was initially expected t~ take 

place as a consequence of a decline in the volume of imports arising from the 

impact of the devaluation undertaken in 1981 and of the increased tariffs being 

implemented in conjunction with_ the reduction of quantitative restrictions. 

Moreover, a slight improvement in Kenya's terms of trade was expected w~th some 

improvement in the~prices of coffee and tea, which would allow for an increase in 

e.xports in SDR terms. The recent mission confirmed that these~ assumptions were 

still valid and that the current account deficit was being reduced as programed. 

A reyer~al _ in- -tfie ' adjustment of t_he c~_rr~~t- a_~·c'o·u~-~-:·-deficit may well be expected 
-- --------- - ---- --- - .. 

as a result of the recent coup at~!~pt. In addition, large pressures may be 

expected in the ca_p~-~~2-.. ~-ccount. The level of gross internati'onal reserves at the 

end of June 1982 is estimated at about 4-5 weeks of imports of goods and services, 

a level considered unduly l<?w by the monetary authorities. Net international 

reserves have been negative for some time. The low level of reserves has in the 

past tended to hinder the efficient and orderly management of the exchange and 

·trade system. Without additional support, it is likely that the authorities would 

rely more heavily on quantitative and ad hoc restrictions on imports. 
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Following the two devaluations of the Kenya shilling, which depreciated the 

exchange rate by about 20 per cent in terms of the SDR in 1981, the real effective 

exchange rate of the Kenya shilling appreciated in the first half of 1982, but 

has remained below its value at the beginning of 1976. 

IV. Issues for Discussion 

The current program sought to attain a sustainable balance of payments 
,· 

position by 1985 with a further gradual reduction in the budgetary deficit. This 

objective was expected to be reached with a current account deficit in the balance 

of payments of about 5 per cent of GDP in 1985. The Government's medium-term 

policies also sought to increas_e the annual growth rate. of GDP to about 5 per 

cent in 1983-84. The mission will review the extent .. to- whic-h.-the-I:.ec~nt develop------ -~ .. ~- ------ -· 

ments have affected Kenya's medium-term adjustment objectives and discus~ wit~ ---- - - ... ·-- . .... 

the authorities the ~§._;-y_ -~9qitio~al ___ ~e_as':1_res needed to br~ng the thrust of 

their policies in line .with the objective of~ sustainable external position. 

1. Development arid production policies 

The Government's medium term strategy, incorporated into the current stand-by 

arrangement, aimed at improving the domestic allocation or res~urces, by promoting 

export-oriented growth and by making the domestic manufacturing 'sector more out­

ward looking and competitive. The key policies involved were a depreciation of 

the exchange rate, a reform of the import system, and the adjustment of regulated 

pric~s to realistic levels. The mission will review the extent to· which the 

thrust of Government policy in this area needs strengthening, will stress the 

importance that the Fund attaches to realistic policies in these fields, and 

wilf indicate that such policies will need to be addressed in any subsequent 
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discussions. In particular, the mission will express concern that since the 

depreciation of the exchange rate in September 1981, the effective e~change rate 

has apprec'ia ted by about L2 per cent, largely bec_ause the Kenya shilling 

continued to be pegged to the SDR and inflationary pressures were greater in 

Kenya than in the main trading partners. 

The principal producer prices were last reviewed in the second half of 1981. 

Indications are that these prices still remain ~dequate, but the mission will 

revi ew them with the Kenyan authorities in light of production objectives. 

In the cu~rent program great emphasis has been given to the simplification ­

and liberalization of the import system. As indicated previously, significant 

progress has been made in this area, most recently with~he transfer··of 20 per 

cent of items from the restricted to the nonrestricted schedule. The authorities 

have indicated that they expect to remove all q~antitative rest~Lctions in a 

period of 5 years begi_nning with June 1982 by transferring to the nonrestricted 

. -
category 20 per c·ent of restricted items per year. This objective has . been 

in~orporat~~{f~t o~ the IBRD's second structural-adjustment loan. The miss.ton. 

will ascertain if these - policy intentions remain the Government's objective. 

Other recent developments in the exchange and trade system will- also be reviewed. 

2. Fiscal policy 

In FY 1981/82 the overall budgetary deficit was significantly reduced 

through a restrictive expenditure policy. The 1982/83 budget as ~repared by 

the authorities called for a further reduction. The adjustment was largely to 

be carried out by a continued tight expenditure policy, particularly .with 

regard to current expenditure, althougtl some . new revenue measures were included. 
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for such greater needs for stock financing in 
some other cases? Should we not show some-­
_limited--flexibility here? 
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The mission will review the most recent budgetary trend , as Yell as the expect·ed 

impact on prospective expenditures and revenues of the . ecent coup attempt to 

ascertain whether they are consistent with the medium-t rm adjustment effort. 

In addition to new expenditure requirements generated y the.coup, there are 

pressures on the Government to relax its tighthold on overnment expenditure, 

and disruptions arising from the coup. 

The mission will seek the authoritiei' view abo t the size of the govern­

ment contribution toward .the financing of the~n 1982/83 and the off'­

setting measures . in order to .hold credit expansion within acceptable limits. 

The mission will also explore in some detail the realism of the authorities' 

estimate for supplementaries in 1982/83. 

The official projections of expenditure contain no provi~io~ for float 
. 

broadly defined as checks issued by spending ministries but not cashed . by the 

close of the fiscal year on June 30. There are· no reliable data on the amount 

of the float in the preceding years. The Kenyan authorities' view of a 

realistic forecast for 1982/83 should be sought and the need for a float 

allowance in future programs should be estimated. If it appear~ . that significant 

budgetary adjustment will be needed for both revenue and expenditure the mission 

can explore the possibility of technical assistance in this area. 

The mission will emphasize the need to reinforce the monitoring procedures 

now utilized by the Government, and advise the authorities to extend the monitor­

ing to the financing items, so that the shortfalls in foreign inflows and the 

impact of the secondary market transactions of Treasury bills can be foreseen in 

adequate time. 
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3. Monetary policy 

The mtssion will asses the monetary trends and ascertain, in particular, the 

reasons for the transactions in Treasury bills at the· end of June, will discuss 

with the authorities their views as to the level of net domestic credit necessary 

in 1982/83 and the -policy measures which they plan to introduce to reach this 

target. 

In the first half of 1982, the rapid growt·h of domestic prices has 

resulted in ·most domestic interest rates becoming negative. The mission will 

review the inflationary prospects -for fiscal year 1982/83 and discuss with the 

authorities their plans of adjusting interest rates to more realistic lines. 

4. External policies 

The mission will discuss how recent developments have affected the balance 

of payments ou tlO'ok for 1982 and 1983-· and the extent to which the objectives of - , 

the current account in thi s area ·have b~en affected. In this ~egard, the mission 

wiil discuss with the a~thorities their plans ·to further th~ economy's adjustment 

. a'nd i-'e\hei/ the'ii' efforts in attaining additional assistance on concessio·nal 

Kenya's external debt service (including IMF) is estimated.at 18 per cent 

of the exports of goods and services in 1981 compared with 11.2 per cent _in 1980. 

On the basis of contracted debt as of December 31, 1981, the debt service ratio 

is projected to increase slightly through 1985 and decline thereafter. Because 

of the lev~l of debt and debt service payments already attained, Keny·a must 

monitor the contraction of additional debt very carefully. The mission will 

review with the authorities the role they foresee · for further foreign borrowing 

on commercial terms. 
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11 - ATTACHMENT I 

Status: 
Date of membership: 
Quota: 

Relations with the Fund l,/ 

Article XIV 
February 3, 1964 
SDR 103.5 -million 

Fund holdings of currency: 

Of which: oil facility 
compensatory facility 
supplementary · 

financing facility 

Holdings of · SDRs: 

Trust Fund loan disbursements 
(first and second periods): 

Direct distribution of profits 
from gold sales (July 1, 1976_- _ 
July 31, 1980): 

Gold distribution: _ 

Exchange arrangemerit: 

Intervention currency and rate 
for the U.S. dollar: 

1/ As of A~gust 31, 1982. 

SDR 422.48 million. (408.19 per c~nt of 
quota) 

SDR 2.13 million (O.97 per cent of quota) 
SDR 129.4 million (125.0 per cent of quota) 

SDR 94-.83 million (91.62 per cent of 
quota) 

SDR 8.10 million, or. 21.9 per cent of 
net cumulative allocation (SDR 36.99-
million) 

-
SDR 46.91 million 

US$7. ?1 million 

41,079.961 fine ounces (four 
distributions) 

Pegged .to ti!~ . SJ;)R -~t · K Sh 11.95 = SDR ~ . 
(since September 21, 1981) 

U.S. d~llar; K Sh 11.03 = US$1 
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Kenya: Selected Economic and Financial Indicators, 1981-82 

National income and prices 
GDP at constant prices 
GDP deflater 
Consumer prices 

External sector (on the basis of SDRs) 
Expo rt s, f. o. b. 
Imports, c.i.f. 
Non-oil i~ports, c.i.f. 
Export volume 
Import volume 
Ter.::is of trade (deterioration-) 
Nominal effective exchange rate 

( depreciation -) · 
Real effective exchange rate 

(depreciation-) 

Government budget J:./ 
Revenue and grants 
Total expenditure 

Money and credit 1/ 
Docestic credit-

Gove·rn:nent 
Private sector 

Mone~ and quasi-money (M2) 
Velocity (GDP relative to Mz) 3/ 
Interest rate (annual rate,#one year 

savings d.eposit) ]./ 

Cent~3l government current account 
sur;,lus 

Central government overall budget 
deficit 
Domestic bank financing 
Foreign financing 

Gross domestic investment 
Gross domestic savings 
Current account deficit J_/ 

External debt 
inclusive of use of Fund credit: 

External debt 
Debt service ratio 7/ 
Interest payments I.I 

Overall balance of payments 8/ 
Gross_ official reserves (months of 

imports) 
External ;,ayments arrears 

1981 1982 
Program Es.timate Program Revised 

orogram 
Projec­

tion 

(Annual ner cent chan3es, unless 
otherwise specified) 

4.2 
12.0 
10.0 

-11.0 
-6.5 

3.7 
-1.1 

-14.2 
-7 .5 

18.2 2/ 
8.o J./ 

22.7 2/ 
37.5 2/ 
15.2 2/ 
7.0 2/ 
3.20]:f 

... ~/ 

5.4 3./ 

6.0 2/ 
2.5 2/ 
3. 2 2/ 

23.0 -
12.s 
12.6 

34.9 

36.7 
13.o 

5.5 

4.1 
9.7 

20.0 

-8.o 
-6.7 

-17.3 

-19.5 
-19.1 

-16.2 

-15.4 

20.3 -
25.3 

24. 2 
83.4 
9.5 
7.3 
3.23 

4.0 
11.4. 

8.0 

17. 1 
1.1 
5.5 
6.7 

-4.7 
1.8 

13.0 
4.0 

19.9 
.34.0 
15. 3 
11.0 

3.4S 

10.001/ 10.00 

4.2 
1S.4 
14.0 

11.3 
o.4 
2.1 
6.0 

-3.0 
1.0 

10.1 
4.9 

25.2 
50.3 
1,5. 3 
7.S 
3.68 

(In per cent of GDP) 

0.6 

11.9 
3.5 
6.1 

24.9 
16.2 
11.0* 

39.1 

43.6 
18.0 

8.5 

3.5 

7.5 
0.1 
5.3 

25.0 
16.2 
8.0 

43.7 

45.5 
15.0 
6.1 

3.o 

7.8 
1.9 
3.1 

0

24. 7 
19.l 
8.0 

37.6 

39.4 
14 •. 9 

7.9 

4.2 
17 .1 
18.0 

13.3 
-1.3 

2.1 
s.o 

-:-3.0 
4.o 
r· ... 

11.6 
4.2 

33.o 
65.5 
16.0 
9.2 
3.92 

10.00 

3.2 

7.7 
4.1 
2.3 

24.7 
19.1 
8.5 

40. S 

43.6 
19.o 
9.o 

(In ~illions of SDRs, unless othervise 
specified) 

-273.0** -198.0** -32.0 -169.0** -201.0** 

1.2 1.4 2.0 1.5 1.s 

1/ fiscal . year ending Jun~ ·30. 
2/ Refers to stand-by program approved on October 15, 1980 and canceled on January 8, 1982. 
3/ Level in per cent. • 
4/ The program did not specifically indicate level, only upward directi~n. 
5/ Rate intt"o<luced in ·St!ptember 1981. 
6/ Asterisk* reflects severe constraint on foreign exchange availability. 
1 I In per cent of exports of goods .1 nJ services. • 





Office Memorandum 

Acting Managing Director 

Julio M. Jimenez,~, 

SUBJECT : Kenya--Article IV Consultations and 
Review of Stand-By Arrangement 

Jul~ 1982 

A mission composed of Messrs. Simpson (AFR) and Doe (FAD), 
Ms. Eken (ETR) and Ms. Coker (secretary-AFR), and myself visited Nairobi 
between June 27 and July 9 to conduct the Article IV consultation dis­
cussions and to carry out the final review of the current stand-by 
arrangement. The mission was well received and met with the economic 
and financial authorities, including Mr. Duncan Ndegwa, Governor of the 
Central Bank of Kenya a~d Mr. H. Mule, Permanent Secretary, Ministry of 
Finance. 

For the stand-by review the mission was to set credit ceilings 
for September, the last check point, and review the import policy. The 
mission found that there were some uncertainties as to the outcome of 
the 1981/82 budget, particularly the performance under the credit 
ceilings, and that the 1982/83 budget, as announced required further 
elaboration specially with regard to more accurately estimating the 
foreign financing, before discussions on the September credit ceilings 
could be finalized. With regard to the review of import policy, the 
mission verified that the authorities had transferred 20 per cent of 
the items from the restricted categories to the non-restricted one, as 
required. The impo~ts tranferred accounted for 8 per cent of non-oil 
imports in 1981, a year in which imports were very restricted and about 
25 per cent of non-oil imports in 1978, the last year of a relative 
free import policy. Consequently, in the mission's view, the Kenyan 
authorities have met the import policy requirements of the current 
stand-by arrangement. 

Largely due to the return of better weather conditions in 1981, 
real GDP (market prices) expanded by about 4.1 per cent. There are in­
dications that with the continuation of good weather conditions in 1982 
and the new producer prices announced in December 1981, . the growth rate 
in agriculture will continue at a high level and that overall GDP should 
expand by about 4.5 per cent. The restrain on the level of imports 
called for in the stand-by arrangement has restrained the current expan­
sion, which has also been held back by the de·cline in real terms of over-·. 
all government expenditures. Strong inflationary pressures have been 
evident in the first half of 1982, largely reflecting the large adjust­
ments which took place in administered prices in December 1981 and 
again in the second quarter of 1982. Price trends were also affected 
by the exchange rate action taken late in 1981 and by the introduction 
of higher excise taxes in April 1982. The authorities are confident, 
that barring a return of bad weather conditions, the economy is poised 
on its recovery. They also expect that the level of price increases 
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recorded in the first half of the year will fall off rapidly in the 
second half, as the exceedingly good agricultural results are creating 
the necessary surpluses to maintain price stability. 

Revenues, grants and total budgetary expenditurei for 1981/82 
are in line with the estimates included in the last stand-by review 
paper discussed by the Board on June 6. The overall deficit is presently 
estimated at K Sh 4.2 billion, or 7.7 per cent of GDP, slightly better 
than the program's target of 7.8 per cent, and compared to an ·overall 
deficit of 11.1 per cent of GDP in 1980/81. However, there were short­
falls in the expected drawings of foreign loans and amortization pay­
ments were larger than previously estimated. Consequently net foreign 
financing (excluding the Eurocurrency loan captured within the program's 
credit ceilings) covered. only 30 per cent of the overall deficit compared 
to a target of 40 per cent. The Treasury made considerable effort at the 
close of the year to stay within the credit ceilings agreed for the pro­
gram. Actions were taken several months ago to limit the amount of ex-

~ penditures to the agreed targets and a close monitoring of outlays was 
carried out. The measures with regard to expenditure proved successful. 
On the basis of Treasury estimates of bank credit, the Treasury was under 
the impression that at the close of the year the ceilings had been ob­
served. The mission's review of the data, however, revealed that the 
data had erroneously classified certain Treasury bill holdings of commer­
cial banks in the non-bank sector and i _t is the mission's view that the 
ceiling on net bank credit to the Government was exceeded at the end of 
June. It is difficult at this time to estimate with accuracy the magni­
tude of the excess, as there are secondary market transactions for 
Treasury bills involving the non-bank sector which take place at the end 
of each month. Consequently, verification of the exact position must 
wait until the end of July when the balance sheets of commercial banks 
for June will become available. The . export compensation scheme was 
abolished effective from June 18, 1982, following the recommendations 
of previous Fund missions. 

The review of the 1982/83 budget, as approved by Parliament, 
showed that the estimate for total recurrent revenues and grants, in­
volving an increase of 16 per cent to K Sh 19.2 billion, was reasonable. 
With regard to expenditure the mission concluded that the level of 
recurrent expenditures, which included an increase of only 6 per cent to 
K Sh 15.1 billion, was unrealistically low. and that it included no 
allowance for supplementary appropriations, as there has been in the 
past. Development expenditures at K Sh 7.1 billion were optimistically 
high and not properly coordinated with the expected inflow of foreign 
financing. Largely because of the need to make allowance for supple­
mentaries, the overall budget deficit at 4.8 per cent of GDP was con­
sidered unrealistic. After adjusting for the underestimation in the 
recurrent budget and the over-ambitious development targets, the mission 
concluded that the overall deficit could be kept to the equivalent of 
about S.O per cent of expected GDP. This would result in a further 
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important fiscal adjustment, reducing the overall deficit by about 6 
percentage points of GDP over two years. With the adjustment of the 
development expenditures to a more reasonable level, there is also a 
need to revise downward the expected foreign financing. The mission 
estimated net foreign financing to be equivalent to 48 per cent of the 
overall deficit as opposed to the budgetary target of 61 per cent. 
After an allowance is made for possible non-bank financing of the bud­
get, net bank financing was estimated at K Sh 1.4 billion or about 7 per 
cent of the stock of money and quasi-money at the start of the fiscal 
year, which in the mission's view was a reasonable level. The mission 
discussed its analysis of the budgetary proposals with the authorities 
and they agreed that further work on their part was needed with respect 
to the distribution of expenditures and in more accurately estimating 
net foreign financing before they could agree on the credit ceilings. 

The somewhat higher than projected level of economic activity, 
particularly in agriculture, where there has been a need to finance 
crop surpluses, has created -pressures for additional bank financing from 
the private sector. The mission estimated that non-budgetary credit 
(credit to public entities and private sector) at the end of May was 
approaching the ceiling levels estimated for the end of June. Conse­
quently, it is likely that as a result of the higher level of credit 
to the budget and to the nonbudgetary sectors, the ceiling on net 
domestic credit for the end of June was also exceeded. 

Estimates for 1982 indicate that the current account deficit of 
the balance of payments will fall to about 8.5 per cent of GDP from a 
revised level of 11 per cent in 1981. Exports are estimated to rise by 
13 per cent to SDR 995 million and imports at SDR 1,863 million to re­
main almost stagnant in SDR terms. The present forecast of the current 
account deficit is slightly higher than the estimate included in the 
stand-by paper of 8.2 per cent of GDP. However, given the revised level 
for 1981, the adjustment involves a reduction of 2.5 percentage points 
of GDP, or the same level called for in the stand-by arrangement. The 
review of the capital account for 1982 indicated that the inflow of · . 
capital is somewhat smaller than originally estimated. This reflects 
the shortfall in budgetary development expendit~res and some weaknesses 
in the private sector accounts. Consequently, the overall deficit of 
the balance of payments is now estimated at SDR 200 million as opposed 
to an estimate in the stand-by program of SDR 167 million. 

Because of the peg of the shilling to the SDR and the recent 
rise in Kenya's domestic price level there has been an appreciation of 
the trade weighted real effective exchange rate of the shilling, which 
has wiped out some of the effects of the depreciation carried out last 
year. The mission called the attention of the authorities to this de­
terioration and advised on the need for a more flexible exchange rate 
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policy to maintain the competitive position of the shilli~g. Similarly, 
the mission cautioned against the effect that higher domestic prices 
were having on the real interest rates. 

Because of the uncertainty of the performance under the ceilings 
for June and the need to revise certain aspects of the 1982/83 budget, 
an additional contact, probably in August, will be necessary before 
agreement on credit ceilings for September can be achieved. 

cc: Managing Director (o/r) 
CBD 
ETR✓ 
EXR 
FAD 
INST 
LEG 
SEC 
TRE 
Mr. Carter 
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INTERNATIONAL MONETARY FUND 

KENYA 

CONFIDENTIAL 

Briefing Paper - 1982 Article IV Consultation and Stand-By Review 

Prepared by the African Department and the 
Exchange and Trade Relations Department 

(In consultation with the Fiscal Affairs, 
Legal, an~~urer's Department) 

Approved by ~-g} fulu and W.A. Bev'r\idge 

June 16, 1982 b~ . ... . 

I. Introduction 

A. mission comprising Messrs. J.M. Jim€nez (head-AFR), and J. Simpson 

(AFR), Ms. S. Eken (ETR), Mr. L. Doe (FAD) and Mrs. Y. Coker (secretary-AFR) 

will visit Nairobi beginning June 27, 1982 for about two weeks to conduct 

the Article IV consultation discussions, and to review performance under 

the current stand-by arrangement. The mission's visit will also have the 

purpose of reaching understandings on import policy and establishing credit 

ceilings for September 1982. 

A summary of relations with the Fund· is attached. 

Il• Performance Under Stand-by Arrangement 

On January 8, 1982 the Executive Board approved Kenya's request for a 

one year stand-by arrangement in an amount equivalent to SDR 151.5 million, 

representing 146.4 per cent of Kenya's quota of SDR 103.5 million. Of 

the total, SDR 54.7 million (52.8 per cent of quota) was to be provided 

from ordinary resources and SDR 96.8 million (93.6 per cent of .quota) 

from supplementary financing ; Full use of resources available under the 

[ 

i 
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to contribute to a reduction in excess demand pressures and in line with 

a continued moderate increase in money and quasi-money. In establishing 

the ceilings for the credit program for 1982, the mission will take into 

account the need to slowdown the rate of inflation and will ascertain that 
----------- ---· - - -

the budgetary proposals for the whole of FY 1982/83 are in line with the 

Government's commitment to further reduce the overall deficit in terms of 

GDP. The September ceilings will be calculated by applying the seasonal 

-------· 
factors to the agreed 1982/83 outturn. They will also take into account 

the repayment by the Government to the banking system of seasonal loans 

to build up cereal stocks. In addition, as proceeds from the _second SAL 

by the IBRD are ex~ected to be disbursed before the end of September 1982, 
------ -- ---

the ceilings on total domestic credit and net bank credit to Government 
--- ------·- ----·· -- ---. 

for that date will be adjuste!,l downward in line with the rec~!~t _ of __ ~he 

IBRD resources. With a view to ease government dependence on the banking 

system, the authorities will be urged to maintain the interest rate paid on 

Treasury bills at a competitive level. As the Kenyan authorities are 

likely to want a new stand-by arrangement at the conclusion of the current 

one, the mission will inform them that the indicative figures for the 

1982/83 budget agreed for the September ceiling will be expect_e~ --t~- be 

the basis of the fiscal objective for a future arrangement. At this time, 

however, the mission will not be in a position to negotiate the details of 

a future program, given the possible need for other policy adjustments. 

The mission will also verify the experience of the new import system. 

Specifically, the mission will ensure that 20 per cent of items now subject 
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Office Memo / 2-

Vr fl[ cuv [D ~ 
The Managing Director W MAY 1982 L-3 
The Deputy Managing Direc o f-

13.L 

/31:=..UeRc u Ci€ 

G r-'oLu eR. 
f:\t-..E:.S 

DATE: May 6, 1982 

FROM Wm. C. Hood .. EXCHANGE & ,...__ c~ · ( . .l-1 · TRADE RELATIONS 

SUBJECT : Kenya--CFF, Cereal Option 

Attached for your approval is the staff paper on Kenya's request 
for a CF drawing, which has been prepared in conjunction with the African 
Department and cleared by ETR, Legal and . Treasurer's Departments. The 
CF request, together with the paper reviewing the stand-by arrangement, 
is expected to be considered by the Board, in early June. 

Your attention is invited to the following points: 

1. The expected request is made under the cereals facility and 
relates to both an excess in the cost of cereal imports and a shortfall 
in merchandise exports. Actual data for cereal imports have been used, 
but the export data for the shortfall year are based on estimates for 
the last six months. Consequently, there is the possibility of an early 
repurchase when the entitlement is subsequently recalculated on the basis 
of actual data. 

2. The proposed purchase of SDR 60.4 million would raise Kenya's 
outstanding CF purchases from 67 per cent to 125 per cent of quota. The 
required test of cooperation is considered to have been met by the member's 
satisfactory performance under the current stand-by arrangement, as dis­
cussed in the review paper. 

3. The excess in cereal import costs was mainly due to the effects 
of a drought on domestic crops of maize and wheat; the shortfall in mer­
chandise exports was largely caused by lower prices for coffee and a 
reduced output of tea due to adverse weather. Consequently, both the 
cereals excess and the export shortfall are believed to be clearly beyond 
the member's control. 

Attachment 

cc: Mr. Habermeier 
jir. Finch 
Mr. Nicoletopoulos 
Mr. Zulu 
Mr. N. Carter 
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Office Memorandum 

TO 

FROM 

Managing Director \\ 
Deputy Manag . irector .✓ ~ 

o.B. Makalo£~w.A. Beveridge • ,· 

SUBJECT: The Kenya Program and Crop Financing 

DATE: 
I 
\ 
; 

April 16, 

As indicated in Mr. Karlstroem's back to office report of April 15, 
(copy attached), the Kenya program is on track so far .in all respect~. 
There are some unforeseen problems which might influence the credit program 
over the next few months. We feel that there should be!!_? adjustment in 
the indicative and credit targets for June 1982 as a result of the expected 
shortfall in external grants and loans. That was not considered as an 
opti~ the mission, even though the Kenyan· officials tried to argue 
that case. Instead, the authorities are embarking on a drastic effort to 
reduce ex en iture commitments an are sel overnment paper 
to the nonbank sector. 

However, it seems to us that there is a,good case for a minor 
mod_ifica tion of credit targets to take account of the temporary part. of the 
CSFC crop financing, i.e., that part which will be repaid by end September 
1982. The Kenyan officials calculate that some K Sh 220 million out of a 
total of·K Sh 1120 million of CSFC financing in the year to June 19~ 
of a seasonal nature. Such an adjustment would mean that total credit 
expansion (including use of Eurocurrency loans) would.be 21 per~t- in 
"1981/82 compared with 20 per cent in the program~ _gnce Ke~a classilfes 

·1fu__J1na~_ing as "net lending'" by the government (i.e., "a ove the line..:_) 

l _!:he overall~~dg~-~-=-]eficTt-~tflcrbe raised to 8 per cent of 91?~- i _ns_~~?! 
of The target of 7.5 per cent contaTned in the program for 198f782 17. 
This comp~re~- ~ith-Yf per cent in 1980 /81. 

It has been usual practice to adjust credit programs to take account 
of unexpected fluctuations in crop financing needs of a temporary or seasonal 
nature. In some cases adjustable credit ceilings were made part of the 
original program. In other cases, where the possible need for larger crop 
financing was not foreseen (as in this case), a waiver of performancecriteria 

roved by the Board for the excess in the ceilin due to thisdevelop..:-­
ment. In the ~nyan case the overall need for crop finance int e year to-· 
June 1982 ls substantially higher than the amount that is identified . as---­

·oeing of a purely tem_Eorary or seasonal nature. The authorities.intend· . to 
£Ind domestic nonbank financing for the remaining amount (K Sh 900 mi~lio~ 

~f crop financing. _ 

1/ Revised data for GDP would reduce the ratio for 1981/82 to 7.8 per cent 
and 7.4 per cent respectively. 
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It will be necessarr to have a commitment (in . the letter of intent) 
that theK Sh 220 million will be repaid to the Exchequer by end September -

'"""1982, even if chat would mean shifting part of the CSF'C finan~ng from the 
"'Exchequer to private nonbank institutions. This would be takenrritoacco;nt 
eiplicitly when the September ceilings are negotiated. 

Since the program is on track and the review indicates no need for 
further understandings to be reached on fiscal, exchange rate, in~erest rate 
and import policies, we recommend that the indicative target for total credit 
as of June 30, 1982 be raised by K Sh 220 million to take account of the 

. seasonal crop financing. If you agree we would proceed with the letter of 
intent and briefing paper relating to the review and the establishment of 
the credTf" ceilings for June 1982, as performance cri·terla. 

Att. 

cc: Mr. Carter 

- 1 
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Office Memorandum CL ;) ,_,:,_.~~-,/(I 
V LL,. ' L I c_-i . , . , 

TO 

FROM 

Managing Director \\ 
Deputy Manag· !rector ~ 

O.B. Makalof~w.A. Beveridge • · ,· 

sua~a: The Kenya Program and Crop Financing 

DATE: April 16, 19 82 

V 
As indicated in Mr. Karlstroem's back to office report of April 15, 

(copy attached), the Kenya program is on track so far in all respects. 
There are some unforeseen problems which might influence the credit program 
over the next few months. We feel that there should be no adjustment in 
the indicative and credit targets for June 1982 as a result of the expected 
shortfall in external grants and loans. That was not considered as an 
option by the mission, even though the Kenyan officials tried to argue 
that case. Instead, the authorities are embarking on a drastic effort to 
reduce expenditure commitments and are selling additional government paper 
to· the nonbank sector. 

However, it seems to us that there is a~good case for a minor 
modification of credit targets to take account of the temporary part of the 
CSFC crop financing, i.e., that part which will be repaid by end September 
1982. The Kenyan officials calculate that some K Sh 220 million out of a 
total of K Sh 1120 million of CSFC financing in the year to June 1982 is 
of a seasonal nature. Such an adjustment would mean that total credit 
expansion (including use of Eurocurrency loans) would be 21 per cent in 
1981/82. compared with 20 per cent in the program. Since Kenya classifie·s 
this financing as "net lending" by the government (i.e., "above the line") 
the overall budget deficit would be raised to 8 per cent of GDP instead 
of the target of 7.5 per cent contained in the program for 1981/821_/. 
This compares with 11 per cent in 1980/81. 

It has been usual practice to adjust credit programs to tak~ account 
of unexpected fluctuations in crop financing needs of a temporary or seasonal 
nature. In some cases adjustable credit ceilings were made part.of the 
original program. In other cases, where the possible need for larger crop 
financing was not foreseen (as in this case), a waiver of performance criteria 
was approved by the Board for the excess in the ceiling due -to this develop­
ment. In the Kenyan case the overall need for crop finance in the year to 
June 1982 is substantially higher than the amount that is identified as• 
beJng of a purely temporary or seasonal nature. The authorities intend to 
find domestic nonbank financing for the remaining amount (K Sh 900 million) 
of crop financing. 

1/ Revised data for GDP would reduce the ratio for 1981/82 to 7.8 per cent 
and 7.4 per cent respectively. 
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It will be necessary to have a commitment (in the letter of intent) 
that the K Sh 220 million will be repaid to the Exchequer by end September 
1982, even if that would mean shifting part of the CSFC financing from the 
Exchequer to private nonbank institutions. This would be taken into account 
explicitly when the September ~eilings are negotiated. 

Since the program is on track and the · review indicates no need for 
further understandings to be reached on fiscal, exchange rate, interest rate 
and import policies, we recommend that the indicative target for total credit 
as of.June 30, 1982 be raised by K Sh 220 million to take account of the 

._seasonal crop financing. If you agree we would proceed with the letter of 
intent and briefing paper relating to the review and the establishment of 
the credit ceilings for June 1982, as performance criteria. 

Att~ 

cc: Mr. Carter 
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TO DATE:April 15, 1982 

As indicated in my back-to-office report of March 17, 1982 
(attached), a review mission reached understandings with the Kenyan 
authorities on interest rate, exchange rate, and import reform policies. 
The credit ceilings for end-January were met. The program is on track 
as far as the current account adjustment and import policy is concerned; 
and the staff did not, at this time, see strong reasons for further ad­
justments in interest and exchange rates after the adjustments in the 
past year. However, some unforeseen factors relating to a shortfall of 
foreign assistance and the financing of a large cereal crop had put some 
doubts on the fiscal outcome for the FY 1981/82 (June-July). A mission 
from Kenya was supposed to visit Washington early this month to discuss 
the outstanding issues--in connection with discussions on an SAL with 
the World Bank. However, the IBRD was not yet ready for these discus­
sions and cancelled the Washington talks. Instead, the Kenyan author­
ities requested a brief Fund mission to visit Nairobi as soon ~s possible. 
Thus, a mission consist'ing of Messrs. Simpson (AFR), Doe (FAD), and 
myself visited Nairobi from April 5-7 to finalize the review. 

The formal purpose of the discussions was to reach agreement on 
fiscal policies and to agree on the credit ceilings for end-June 1982. 
More specifically, the issues that had to be considered were whether the 
shortfall in foreign aid (both grants and loans) and the financing need 
of the Cereals and Sugar Finance Corporation (CSFC) could be absor~ed 
through cutbacks in exp~nditures, new revenue measures, a speeding up of 
the reimbursement procedures of foreign claims, or in some other way 
way. At the suggestion of the mission, the Kenyan offic.ials had done 
some further work concerning the· shortfall in foreign assistance; they 
have now concluded that, with an extra effort to speed up the claims 
procedures, the shortfalls in grants and loans is likely to be K Sh 376 
million less than expected a month ago (but still K Sh 680 million below 
the program projections). 

The shortfall in foreign aid will be compensated by further 
cuts in development expenditure, larger sales of government debt to the 
nonbank sector (aided by the higher yields on government debt), and 
possibly by higher revenue collections (so far revenue has been running 
above the estimates). 

On the public expenditure side, the basic strategy is not to 
start any new development projects unless financing from external sources 
is firmly secured. Instead, the aim is to support and consolidate only 
those development projects which are of vital importance to the economy. 
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Concerning the financing of the CSFC, the Kenyan authorities ex­
plained that, although the total amount to be lent to CSFC was now slightly 
higher than earlier expected, a large proportion of the total financing 
(some 65 per cent) would be provided from non-Exchequer sources, by the 
sale of promissory notes by the CSFC to financial institutions at interest 
rates significantly higher than those prevailing earlier. 

As a result of these policy efforts, !he authorities believe that 
the indicative fiscal and credit targets for the year as a whole might be 
achieved although at the expense of drastic cuts in development expendi­
ture. They felt that some adjustment in the indicative credit ceilings 
might be justified because of the large and unexpected financing of the 
cereal stocks. 

The staff responded that an economic case might be made to adjust 
for the purely seasonal (bridging financing) element of the CSFC lending 
by the Government, with the proviso that its repayment prior to September 
1982 would be explicitly assumed in setting the ceiling for September 
1982. The Kenyan officials calculated that out of a total financing 
need of K Sh 1,120 million of the CSFC, K Sh 220 million was of a purely 
short-term nature and would be repaid to the Exchequer by fnd-September 
1982. A modification of K Sh 220 million would raise the ·fiscal deficit 
for 1981/82 from K Sh 3,952 million to K Sh 4,172 million. In terms of 
the GDP estimate contained in the stand-by paper this higher deficit 
would be equivalent to 8.0 per cent compared with a target of 7.5 per 
cent. In relation to the new and higher GDP estimates, the ratio would 
be 7.8 per cent. (This compares to a deficit in 1980/81 equivalent ·to 
10.5 per cent of GDP.) ~Total domestic credit would rise by 21 per c€nt 
instead of 20 per cent as in the original program. 

I mentioned to the Kenyan officials that I would raise this 
issue with management and let them know whether an adjustment of K Sh 220 
million for purely seasonal crop financing could be accepted. After 
consulting interested departments we will send you a considered proposal 
by the staff. 

cc: CBD 
ETR 
EXR 
FAD 
INST 
LEG 
RES 
SEC 
TRE 
Mr. Carter 





TO Acting Managing Director DATE: April 1, 1982 

FROM J.B. Zulu II() 9- "' ~ v--rib ;( SUBJECT: Kenya - Review Mission 

As indicated in Mr. Karlstroem's back-to-office report (March 17, 
1982, attached) the review mission reached understandings on exchange rate, 
interest rate, and import policies. The credit ceilings for end-January 
were observed. However,·an apparent significant shortfall in foreign aid 
and an unanticipated lending to the Cereal~ Board (which is rebuilding 
stocks after two year of drought) seemed to jeopardize the fiscal target 
(a reduction in deficit from 10.6 per cent in 1980/81 to 7.5 per cent in 
1981/82), and consequently raise the credit ceilings for June beyond the 
indicative targets set out in the stand-by arrangement paper. These 
matters have to be resolved in order to conclude the review which is also 
a precondition for the second drawing under the stand-by arrangement 
(SDR 30 million) and a drawing (SDR 60 million) under the CFF. 

Kenyan officials were supposed to come to Washing~on on April 2 
for discussions of the outstanding issues and to agree on the ceilings for 
June. The visit to Washington was combined with discussions on a SAL with · 
the World Bank. The Bank now has some internal disagreements about the SAL 
program and they have called off the discussions with the Kenyan officials. 
The Permanent Secretary of the Treasury called yesterday and suggested that­
we settle the outstanding issues under the stand-by review by telephone and 
cable or, alternatively, that a small mission go to Nairobi for a few days. 
In the view of the staff, the first alternative is plainly not feasible 
since the unresolved questions are too complex. 

Thus, I propose a brief staff visit of Messrs. Karlstroem (head­
AFR), Simpson (AFR) and Doe (FAD) to spend two or three working days in 
Nairobi, starting April 5. This staff visit was not anticipated in the 
current schedule. May I have your approval please. 

Attachment . 

cc: ADM 
FAD 
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Of /ice Memorandum 
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B. Y~rlstreom ~ 
DATE: 

Kenya - Review of Stano-By Arrangement 

I} 11 R: /,<'.,_._,_, E S/'I :,H '"'5-<\1 

r.c f:.. :f Hs ~ ··£ 't<-~N 

J,) e.,R ,Ftu..~ ~ 
March 17, 1982 

A mission consisting of Mr. Simpson (AFR), . Mr. Doe (FAD), 
Ms. Eken (ETR), Mrs. Heflin (secretary/AFR), and myself visited Nairobi 
during February 26-March 9, 1982, to review the current stand-by arrange­
ment approved by the Executive Board on Januay 8, 1982,·and to set credit 
ceilings for June 1982. The review was held to reach understandings on 
interest rate, exchange rate, import and fiscal policies. The reaching 
of understandings on these issues was a condition (in addition to the 
observance of the . January 1982 credit ceilings) for the secorid drawing, 
of SDR 30 million, under the stand-by arrangement. 

The mission verified that the credit ceilings for January were 
observed. Total domestic credit by the banking system increased at a 
rate slightly below tha_t projected for the period. While credit to the 
private sector was practically on target (16 per cent increase from July 
1981), the ceiling on credit to central government was met with ample 
margin _to spare. Progress on import policy is being made, and the mis­
sion feels that interest rate and exchange rate policies should not be 
an obstacle to the second drawing. However~ uncertainty regarding the 
financing of cereal stocks and further clarification concerning the amount 
of foreign grants and loan disbursements (there appears to be a substantial 
shortfall in foreign assistance) precluded the completion of the fiscal 
review and the setting of credit ceilings for June. 

Furthermore, prior to the mission's arrival a Cabinet reshuffle 
had replaced, among others, the previous Minister of Finance (also Vice 
president) Mr. Ki baki. The new Minister of Finance will need to be fully 
briefed before final agreement in the fiscal area can be reached. Some 
further work will be done on the Kenyan side and a group headed by the 
Permanent Secretary of the Treasury will be in Washington in the first 

- week of April. 

1. Fiscal policy 

Data for the first seven months of FY 1981/82 indicate that 
both recurrent and development expenditures are running along the lines 
projected in the stand-by arrangement, as the monitoring and control of 
expenditure is significantly improved since last year. In this regard, 
the Fund-sponsored expert who established the fiscal reporting system will 
return to Nairobi for one month, starting April 4, to help maintain and 
improve it. Recurrent revenue has performed better than expected and its 
outlook for the remainder of the fiscal year is in line with our targets. 
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In contrast with trends in recurrent revenue and expenditure, 
disbursem~nJE_ q_f fore~gQ_grants and loans ..are_...s.ub~tantia~ly below pro­
~~Eons a_r:id a shortfall of up to K. Sh. 1.1 billion ( SDR 90 -m.ilI:ion) is 
tentatively projected for the fiscal year (July-June).]:./ As a result 
of the projected shortfall in external grants, the budget deficit would 
increase from K.Sh. 3,952 million to K.Sh. 4,248 million, or from 7.5 per 
cent of GDP to 8.1 per cent of GDP. An adjustment for the shortfall in 
foreign loans (some K.Sh. 780 million), while not affecting the deficit, 
would substantially increase the need for domestic financing. Noninfla­
tionary domestic financi ng of this s ize could hardly be secured. The 
mission asked for a detailed explanation of the shortfalls (by donors, 
major projects, etc.). The mission argued that the indicative credit 

'( ceilings for June 1982 contained in the stand-by arrangement should be 
adhered to. 

A further increase in the fiscal deficit, not foreseen in the 
budget, could come from the need to finance a build-up to normal levels 
o f cereal stocks -by the Cereals and Sugar Finance Corporation (CSFC). 
A good ha rvest after a few years of drought and large imports of maize, 
warrant the financing of these stocks, _which has normally, in the past, 
been obtained from the Treasury. The mission took the view th~t the Kenyan 
authorities should find ways to finance the stock through direct borrowing 
by the CSFC from nonbank financial intermediaries. The Kenyan officials 
promised to look into this possibility; they thought that at least some of 
the financing could be obtained from noninflationar~ sources. 

2. Interest rate policy 

In the past two years, there have been a number of interest rate 
adjustments (the last one in September last year) aimed at keeping lending 
and deposit rates at a positive level in real terms. Recently, however, 
the rate of inflation has accelerated from about 11 per cent to an estimated 
15-16 per cent in the last quarter of 1981--reflecting the two devaluations 
of the Kenyan shilling in February and September last year as well as some 
highly justified increases in administered producer and consumer prices in 
December 1981. In January 1982, the effective yield on Treasury bil~s was 
raised from abouLJ per cent to 13 1/2 per cent. The Governor of the Central 
Bankis c~ncerned about what he considers the current high level of lending 
rates; however, this view is not shared by the Treasury. Although the 
present interest rate structure--especially after the recent increase in 
Treasury bill rates--appears to be ade_qua te, the mission argued that if the 
rate of inflation remains at present levels, a further upward adjustment 
will be justified later in the year. 

p· I./ The estimate for external grants and loans was made after a consulta­
tl' tive group meeting in July 1981 and carefully checked with the IBRD. I am 

presently in contact -with the Bank on this matter. q 
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3. The balance of payments and external policies 

The balance of payments outlook for 1982 has now changed - substan-
tially after taking into account the lower level of inflows of official 

l 
capital. While the current account deficit in 1982 is still estimated at 
below 8 per cent of GDP, or SDR 470 million (compared to a deficit equiva­
lent to 10 per cent of GDP in 1981), a shortfall in net capital inflows of 
over SDR 120 million from the earlier projections is now foreseen. This 

/will result in an overall balance of payments deficit of about SDR 130 mil­
l lion, as opposed to the near equilibrium projected in the program. 

a• Exchange rate policy 

After the two devaluations in 1981, the Kenya shilling has become 
substantially more competitive. However, the higher rate of inflAtion, if 
maintained, may well necessitate a further adjustment later in the year. 
The staff mission took the position that the exchange rate question should 
be discussed in the context of import liberalization and the abolition of 
the export compensation scheme (which the Kenyan authorities were unwilling 
to consider at present). It was agreed that these interrelated questions 
would be discussed at the time of the next review mission in June (which 
will also be an Article IV consultation). 

b. Import policy 

Action so far in the area of import policy can be characterized 
mainly as a rationalization· of a previously arbitrary and inefficient import 
system. The scope for discretionary decisions and personal interference 

\ 

ha~ been significantly reduced as priorites have been clearly spelled out, 
along with the new import schedules published in October last year. Imports 
under Schedule I (no quotas) are processed without delays. The loosening up 
of the support system is presenfiy -const~ained by very low foreign exchange 
reserves. However, the authorities are firmly comitted to move 20 per cent 
of import items from the restricted to the unrestricted list by the end of 

\ 
June (as provided for in the letter of intent). Work has progressed well to 
identify the items to be shifted. As the items are shifted (probably at the 
time of the appraisal of the budget in mid-June) tariffs will be adjusted. 
In this area, therefore, the mission feels that satisfactory progress is 
being made •• 

***** 
The unresolved issues under fiscal policy need to be clarified 

further, both on our part (whether to modify, and by how much, for the 
shortfall in foreign assistance) and on the part of the Kenyan authorities 
who will provide a detailed account of the reasons for the shortfall. 
After this information has been obtained, the relevant Departments will be 
consulted and we will make a proposal to you regarding the future of the 
program. I should, however, stress that the principal features of the 

, program, including the adjustment in the current account, remain intact. 
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I hope, therefore, that we will be able to find a solution by the time a 
group of officials (headed by the Permanent Secretary of the Treasury) 
arrives in Washington in early April and thus finish the review discussions. 
The visit of the Kenyan officials to Washington also entails discussions 
of a second SAL with the IBRD. 

The staff has compiled the data concerning a possible drawing 
under the CFF (a maximum of SDR 60 million which would bring Kenya's use 
under the CFF to 125 per cent of quota). It is planned to proceed with 
the CFF request at the same time as the Board paper on the review mission. 

cc: CBD 
ETR 
EXR 
FAD 
INST 
LEG 
RES 
SEC 
TRE 

Mr. Carter 
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Office Memorandum 
Managing .Director 

TO Dep~ty Managing. D1:,rector .~ DATE: february 17, 1982 

FROM -· J.B •. ·- z~i~ ... --fl~/ -,_-;. -.-: . .· ~:· u ~ -y . 
Iii, • • - " • ~ • • • 

SUBJECT: Kenya 

Attached .for your appr~val is a briefing paper for the • 
Kenya Review of Stand-By Arrangement mission. This paper has been 
cleared. with: 

ETR ..;. Mr. Beveridge 
FAD Ms. Kelly 
LEG· Mr. Silard (by _Mr. Surr) 
TRE - Mr.- Ch~d~va;t'kai;:1 

,, 

Mr. Carter:· 

...... 

I 
. l 

.. 
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CONFIDENT I AL_ 

INTERNATION~ _MONETARY FUND 

K<ENYA ·-

Briefing Paper - Review of Stand-By Arrangement 

Prepared by the A:frican Department 

(In consultation with the Exchange_ and Trade Relations, 
Fiscal Affalrs, Legal, and Treasurer's Departmentsn 

. Co· ~<!) · 
- Approved by J::::j}Zulu and W.A. Beveridge l~ , 

, · February 1_7, 1982 ~{/ 

I. Introduction .}/t .y ,,;; ',) :: ' 
On Janua~y 8,. ~982. t .he ~ecutive-. Board approved Kenya's _request' for = 

. .·.;' 

a one-year stand-by arrangement; the amount .was SDR 151.5 million or 146~4 

per cent of qu.ota:, including SDR 96.8 million, 93.6 per cent of _quota, 

from supplementary financing. Full use of drawings available under the 
... 

stand-by arrangement would bring Fund holdings· of· Kenya's currency .~ 

(excluding those under the oil and compensatory facilities) to -JS1.9·· per . 

cent of quota at the end o.f the program period (November 30, 1982) after 

taking into account scheduled repurchases. Fo+lowing the Executive Board's 

approval of the program, Kenya drew SOR 60 million on January 4~ 1982. At 

the end of January 1982-, Fund holdings.-of Kenya's currency. stood at 252 ~8 · 

per cent of quota. 

In compliance with a performance·clause in the stand-by arrangement, 

a review, with the purpose of reaching understandings on fiscal~ import, 

exchange rate, and interest rate policies, is to be held before April 1~ 

1982. At that time credit ceilings for June 1982 are to be established • .­

Accordingly, a mission. comprising Mr. Karl_stroem (head-AfR); Mr. Simpson 

(AFR), Mr. Doe (FAD), Ms. Eken (ETR), and Ms. Heflin (secretary-AFR) will -
• • :.- • ... • ... • ' ~. ~\. ,'.. l ... ~ ,• • ·: ,. . : ~ • [ • , i:. • • =: • ~' • 

.• ....... .. 
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visit Nairobi beginning, February 26, 1982 (or ·· ·a_ period~~£ abc;,u~· 1q _ _days ·-~0~·1;-.·/·;.. 
• • • • • • • • • '. ... ;.. • : ' • ~: •••• • .- 1-· ... • 

.. ·'"" . -- · .. -: . 

hold the review discussi~ns.- - The· next purchas~~ ( SDR'.
1 

30 ~iii1~~)- is;· ~ontirigen'i :· 
• ,,.- '. ~ • , ... ' • • !. ; . • .:. . • • ,. . - t 

on the completion of this review and · the observance of the monetary perfor-· 

mance criteria for J .anuary 1982 .. • . 

II. Recent Economic Developments 

.:._, .. :: 
.. !- -: ~- . 
~"?-.7 

In. line with. the objectives of the medium-term development: progr~, _·. 

the. Government has taken: a . series of . measures . to stimulate:~ ·production · a~d~'.- -;/ .::_tt ~ ·. :_ .:(::_ 
: . ,._ .. , . . '· .. ,-~>: .·. ;.',.'.; ' , . · ... .7-/ :;, ':~f. t:·_~:J\~:,:•·::~<, :-·~:,/~ ··-;,\·:·~~~ -. 

to improve the domestic allocation of resources. _. To promote.. ex1>9rt-0.~ .::.;•·: . ·. ~-;: ·. ;, · :·, -
·:-/_;r-.'.<·. /j·-?_..:: :_\ __ ·:: · . ·· · .. : . -. .. -::'_:: ... ·- -.·:- -~- -.. bt.~~iJl:~\--:i--·/:>_ .::_~·_/\-._~:-
~-,,.~--.:~i/:\--·: ._r~·~ . . odentecl: output and c·~mp~~itiveness in the- domestic manufactu_t _fng?sector/ .:· . . ,·: •. ·_ .. :,.. 

. -::;'::; ., E!xport prices arid imported input costs. in domesUc cui-r~n~r ~ ~t\; ~~~a~~~ ~ • . · . 

,· 

to mo.re realistic levels -through two successive d_evaluation_s: of-~ th~-Keny~ · .-
- . ' ... 

shilling4
• in February and September- 1981,.: amounting. to .. abo_uf 20 . per cent· in 

. . . . ' . ~ - ' - - ' : 

· terms{ ~f the. SDR •. ~. Furthermo:re, the. graduai_ elimina_;i~n of :~~~~~-~~~e.:,pro-··. 

tection ~njoyed _ by large- sectors of the economy· was initiated br __ the · intro- _ 

du·ction of new and more rational import tariff schedules in November· 1981~­

and will continue until quantitative restrictions are eventually replaced 

by tariffs. 

· Increases in producer prices for cereals and dairy products · in Decem-

her 1981 were matched by corresponding increases in consumer prices for a • 

number of _foodstuffs. In the energy field, the Government has taken . 

measures to .increase domestic energy production and to reduce consumption, 

particularly of imported fuel. To this end, the domest.ic price of petro­

leum products was raised by l?- per cent last December, follo~ng a previous 

upwarl. adjustment in _July. Finally, interest rates quoted b~ commercial 

. . . .... ·,, . 
-. ~ ... . . ~ 

.. • .. 
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banks were increased in September -1981 (for the second time in 18 months) · 

by l percentage poin~ on . lending opera~ions ~nd 2 percentage loints on 

deposit liabilities-. · The new maximum deposit rates (11 per cent) and 

· iending rate (i4 per cent) are in line with that of other financial 

intermediaries at home and · close to those in competing capital marke·ts 

abroad. 

· The program's fiscal policy. aimed at reducing the overal1 deficit - to 

7. S p~r cent· ~-f · G~P i~ Fi 1981/82 (July-June), relies mainly on ~~endi"".". ._ .. 
• • · >,. · •' 

ture:::,res:t"raint"s; -· th~ objective is to reduce total public expenditure - to - ; • r 

39 per ~ent _of . GDP from· 43 per· ceO:t of GDP in FY 1980/81. . To . cu~,t the/. ~· 

growth in recurrent expenditure, - strict government orders ·11mit.~-- ~~cr~tmeri 

into_ the civil .servlce and abstain from granting general salary increases, 

while other outlays-, mainly in defense and education. are substa_~_tially 

reduced. In_ the d~velopment budget; a list of projects ·with a.-- ~igh'. _,_ 

domestic cost component has been drawn up; these projects are either· 

being cut ftom the 1981/82 budget or postponed to the next fiscal year. 

Moreover, issues against "token provisions" ];/ are disallowed. To prevent·· 

deviations from targets during the implementation of the program, and 

to control the rat_e of spending, ·specific amounts for quarter).y allotments 

are set for both. recurrent a·nd developme,nt expenditure. Finally and very 

importantly, a reporting system, devised with the help of Fund technical 

assistanc,e, enables the Kenyan officials and Fund staff to follow the 

pace of revenue and expenditure on a monthly basis. 

1/ These provisions have no budgetary appropriation other than a token 
K Sh 200, but they enable the spending ministry to incur an unspecified. 
amount of expenditure which correspondingly increases the initial -. 
budgetary appropriations. • · 
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III. Scope of the Review 

1. Fiscal policy 

Preli~inary: data for the period July 1981-January 1982 indicate that 

actual overall cash deficit of the Ce~tral Government was substantia~ly · 

lower than the amount projected in the program. The outcorqe was mainly · 

based on a succ~ssf"ul constraint of total expenditure which was about JO 

.· __ ·. · per cent below the program. target. for the period; recurrent revenue was-;···=~.::/:· -~--,·,_; ·-:- / .--
• :: ;:--.:.... . :· • : •. ': .· , •.... • ,- . . ~ .. . . ·. . - .... ; . , - . . i_, ·. t:·. :~ ... ~---~)~:\:·~·:':":\.::\;;_;~:._-.,-- ·. 

-, · .•. ·.:·:> · • slightly higher than anticipated • . Although placement . of government debt< .. :~·:.:_>/:->~: · ·-

.. ,. :· wil:h ti~tibank fin~ncial ~ni:enit~jiar~es a~d d;_.awings 0£ forei&ri ~~ ;,;.~e;::\\J.}: 
-- ·. · running some· K Sh ·100 million ~.hor~ of. pianned, the better than a_nticipated-:•. ~-.? ~ "~----. 

performance of total expenditure appears· t~ have kept bank financing of 
the deficit some K S~ 700 million. (12· per. cent) below- the ceiling, on· net < 

.. 
bank credit eo Government for. the. end:. of J'.anU:ary • .... 

Monetary data for the · 12-month period- ended. January 1982 show that 
. . . .., 

total ~omestic credi~ .by th~ ba.nking· ~ystem incre"fed -~y 21 per cent, a .. , . r ~ 
rate below that projected for the pe~iod (24 per cent). The outturn was 

·due to the moderate growth in credit to Government; credit to the private 

sector (19 per cent) · was- on target • . ·. 

At · the time· of . the f_orthcoming review,; the mlssion will be able to 

assess the accuracy . of the preliminary data for July-January. It will also 

be in a position to assess the -likely fiscal developments in the remai_nder. 

of the fiscal year. · Specifically, the mission will look into the overall 

expen,dit~re performa~~e, a~d will assess t _he effectiveness o_f constraints 

~-on. employme.nt in the civi·l ·service. an_d public. wage and salary increases; 
~~,~~t-·~·;: /.·) _'.'. ::_•'t;'.,l:,.::~:~":.:: '.~ .·:. ·: ·_ , . · • 
.. targ~ted . reducfloris ·_in . defense and educa.tio1' outlays. will also be- discussed. 

'" , • I 
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.· 

If the reyiew-:_disc~s~ions· indi_cate:-:-contrary_ ~o developments so far-_--

.· that ~he ffsca;l .target·s for -~~e year ; ;is · a whole may not be reached . the 

·m{ssion will advocate f~rther measures to be taken as a condition for 

further drawings under the stand-by. The mission will argue for an early ·. 

removal of the export compensation scheme. After the recent devaluation 
f'-------------:----

of the Kenya shilling,. the retention of this scheme is not economically 

jti~tified as it iepresents no appreciable _incentive to exporters. whil~ it: 
~ ~. - - ~ -- :-- ;;,r:. t. )- - . - • 

t~ draini· :·~n-- . estimated z_,· per cent of ·totai budget. revenue • . · The . continues· 
. ; .. 

,: , 

. mission wiir ·also . -f ~vi~w othei revenue· measures· discussed in . so~:. detail 
- - .. --~~ '• _·:::-;.•'·- ··- ,..,..;'··~· .. :•>:-:-··•:"/ .. ~";:.;~:~--· :;..:-.·~·'.. .. . • -. . . ,_, ::~ .. <~<:; . :·.­
. during the ne·go~_iation· of the· stand-by and measures to ensure- that · the-_.:· •· 

- . -
. . 

expenditure targets are r~alized.e: · .... 

·-
Monetary polky ·· · 

Maximum i~teresc· ·rates . quoted by · commercial banks have been increased 

=-~_/.. ··:· twice during the last ; year ·and· a half~ However,. due to the increase in 

certain- controlled consumer foodstuff prices in December 1981 and anticipated 

further increases in the near future related to higher official prices for 

farm products, the rate of inflation may well accelerate. The mission will 
~ 

assess, as part of the review of economic policies, if a· further adjustment ·--- ------------
in interest rates is necessary at this time or in the near future. A 

conclusion on interest rate policy will depend not only on the rate of 

inflation, but also on the .pace of sales of government debt to the nonbank 

sector, the demand for private sector credit, and the movement of private 

capital in. the balance of payments. 
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3. External policies 

The mission will review Kenya's .external position and make an up-to­

date projection. of_ the balance o·f payments for 1982 and determine whether 

the projected· current account deficit is viable in light of revised. 

estimates of export receipts and capital inflows. 

The envisaged import liberalization will be discussed in detail and 

. . 
the progress will be assessed. During the period_ June-October 1981 the :·.. .:-.·.~.. _· /::{,'.: · ·:.' I 

Central Bank has taken a rather liberal. approach to import policy., aa _ i :J~'j;~i'.f];f:.I 
the value· of licenses approved during this period · was over· 45- p_er:• cen~.:\>" ,,~. ~'_/::"L·-; _.-,,··· .. ·-;·::· 

~::. • · . . . · •. • • ·. • · r • • · · · - ; :l/~ ~\-~.- ~--~-;-··'..:'.· .:~<:(::, ·.\\~itf\ _f./~~f 
higher than that for the corresponding period_ of 1980 • . In cont~a~t,. for ··. 0 ·,~~~---".~-,(·:·\~~-:->·:·,?:l 

. . . . · ... _-_,.:-_ ··:···•.·.( .. ~·. ·.::-_.·::JI :::- ~·,·:,1 

the six months preceding ~he program p~riod (Ja~uary-June 1981) approvafs :;/· 

by the Bank were running 9 per cent below those of the _corresponding ·_· ": 

period of 1980_.. The import ~ystem is· presently being monitored _t~rough:· -~--: :-·· 

monthly reports on the· value of approval of· licenses by t .he Mirt1'~-try·•. of_;,:<._ 

Commerce and the Central .Bank. 

The new import schedules put into effect on November 10~ 1981, rep­

resent a first important step toward the gradu~l replacement of quantita­

tive restrictions with· higher tariffs. Further progress is envisaged later 

in the fiscal year when 20 per cent of items, the importation of· which :- ~ -· 

is now restricted, will be allowed to be freely ·impot.ted. 1/ .· The · pace· of 
. . ·-

II For items in- import Schedule ·I, licenses are- automatically provided 
and foreign exchange readily supplied; under Schedule IIA importers need 
to be authorized; under Schedule IIB quotas are specific to each item • 

• t ... 
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. -.- .. · ~: ... 

import liberalization depends _ t~ --a great_ extent on the a;aiiabil:i.'ty··o·f.' ~~~-: -
. .. - ' ...... ~,- - : 

foreign exchange. Thus ·the mission will discuss with the !Kenyan : ~~tb~ri~-

the fiscal year, with a view to · expediting the transfer. and easing itg 

supervision. In addition, as part of the import policy review; the mission 

will ascertain that there are no delays in providing_ licenses. o~-- __ foreigtf : :: _-- -__ )~-- -'.-_ ·' 

::::::::Y f::d::::: in Sch~~t . r:.: a:d t7 quQtas. for · s~~:~;~;,;~ :;J~iit!f ;lj{:}t\~ 
.. Following the- two successive devaluations, of- the: Kenya .~_shi~I~ng~ in~--~:-.:f·.:,=:·:t;:;-;,;.f< ~ ·; 

198; •. i~ is estimated that in real terr:s. its trade-weighte~•;~i:~-a; Jt I~?}·'.~) 
the end; of Nove-mber 1981 was about· one-third lower than two years-- earlie·r :~:·. - <­

The mission will review with the authorities the impact or· the · exchange'. -

rate depreciation on export volume an~ the demand for impor~-~-•-·. In light. 
4. •'" • r l •• 

'.' ' . ! - - -~. . . 

of this review and· the progress in the import } iberalization process, the ·_·. 

mission will assess the adequacy of the vaiue :of the exchange:: rat"e. " 

At the time of the program negotiations balance of payments -projections 

were worked out on the assumption that US$65 million would be available under 

the IBRD structural adjustment loan (SAL) within FY 1981/82 and that the Gov-­

ernment would raise loans abroad .up to US$160 million on_ commercial terms. 

According to information obtained from the World Bank, disbursements from the . 

SAL will take plac~ as envisaged in the program. The mission will review the 

<......., -------------
likelihood of r_ealizing the projected level of foreign loan disbursements. 

In the event of a shortfall the impact on the balance of payments and the 

'~ budget will be assessed. 

. • 
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. ; ·. 4 .. ,. Performance criteria 

Present indications are that the January performance criteria were 

observed. If further examinat.ion indicates that this is not the case, 

the mission will inform. the authorities that a waiver woul 

poss.ible for other than pure~y technical reasons of a type that would be· 

readily accepted by Management and the Executive Board. If the mission 

can conffrm that the performance criteria have been observed, it will 
~.: 

remind the authorities. that this is not a . sufficient_ C(?ndition- for pro:- ·_:: .. _. • . .-\· ;
0
,-_.

1
:·_·•·;· 

: . - .. , ~ ·- . . : : ~ ' . . .. 
. . 

ceeding· with the next purc_hase-. The · mission will review the adequacy of· 
• r 

fisc~l, import~ exchange· rate, and interest rate policies and ·:1~dicate, .-~ 
• • • • ~. 4 • -

on an ad referendum basis, what additional measures, if any, would need _ 

to be implemented in: order · to comply with the original program-. These· -

measures will need to be .taken before the ·review paper is submitted to 

the Executive Board and thus before the next purchase can take' 'place • . 

As to the establishm.ent of performance criteria for June 1982~ the 

mission may vary the present indicative ceiling of credit to Government· 

if foreign or _domestic ~onbank financing appear to be less than originally 

programmed. In the · 1atter case the mission will insist that th·e author!..: 

ties raise interest· rates on government paper to maximize d~mestic nonbank 

financing or that the export compensation scheme be abolished immediately . 

thus reducing _ the budget deficit and ·the need for bank borrowing. The 

mission will in any case establish the ceiling on total credit as a 

performance criterion at a level consistent with the present indicative 

target. 
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5. Possible. use ·of compensatory financing facility __ 

The Kenyan authorities have . expr·essed their -intention to request a _-

_ ~purchase under the compensa~ory financing facility. At the end· of 
.. ! "' 

January the maximum amount ·available to Kenya under the facility was 

SOR 60.4 million. The Commodities Division is at present trying to 

determine Kenya's actual entitlement on the basis of both an export 

shortfall and an excess ~f cereal imports in 1981. The mission will: 
. . .. -~- - . .. . . .. .. .._ .... .,. -... '-'.,. 

· collect': l~test- ·Ja·ta needed for the calculations •. · The- compens~tory·· :-;: · · 

. _financing·· facility _paper w~uld be pr-esen~ed· tr th~ Bo - .· -:· .. >-.'·· . 
. .. .• 

as the review paper~ 

. ' 
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TO 

FROM 

SUBJECT : 

Office Memorandum 
Managing Director/ 
Deputy Managing Director 

J.B. Zulu~ ()r · 

DATE: 

Kenya--Modification of Stand-By Arrangement 

December 8, 1981 

t1 
The attached Board paper on the Kenyan program has been revised 

following the staff visit last week .to Nairobi. ·The changes are relatively 
minor. As explained in Mr. Karlstroem's memorandum (attached), the modi­
fications to the program that you suggested were successfully _agreed upon. 

Please note that the combination of resources from ordinary and 
supplementary resources (second sentence on page 1) may be changed pending 
discussions later today with LEG and TRE Departments. 

May I please have your approval of the Board paper? If possible, 
we will try to issue the paper tomorrow so as to be able to have a Board 
meeting on December 21 or 23. 

The paper has been cleared by:. FAD (Mr. Yandle) 
ETR (Mr. Beveridge) 
LEG (Mr. Surr) 
TRE (Mr. Chandavarkar) 

Attachment 

cc: Mr. Carter 
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INTERNATIONAL MONETARY FUND 

December 7, 1981 

TO THE MANAGING DI RECTOR 
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TO 

FROM 

SUBJECT : 

Office Me11iorandum 
Managing Director ✓ 
Deputy Managing Director 

B. Karlstroem ~ 
DATE: December 7, 1981 

Kenya--Modification of Stand-By Arrangement 

1. As agreed in a meeting on November 25, I went to Nairobi, together 
with Mr. Simpson (desk economist for Kenya), for three days in order to 
change the arrangement from a second year of a two-year stand-by into a 
new one-year stand-by arrangement. I explained the context in which this 
change would take place (comparability with other countries, etc.) and the 
Kenyan officials accepted the proposal after some hesitation. The staff 
visit was clearly justified: first, to dispel any misunderstandings con­
cerning the change in the format of the arrangement; second to stress to 
Vice President Kibaki your concern about the fiscal performance; third, 
to agree on the modifications mentioned below; fourth, to check on the 
implementation of the fiscal monitoring system; and fifth, to collect 
remaining data for a possible CFF transaction. 

2. Apart from the change in the format of the arrangement, we have 
agreed on two minor changes of substance: 

a. In our preliminary earlier agreement, the first ·checkpoint 
for which credit ceilings would be determined was December 31, 1981. In 
view of the delay in processing the program, the Board discussion is now 
likely to take place just before the Christmas recess, i.e., only a week 
before the first checkpoint. In view of this awkward timing, we agreed 
to shift the first credit ceilings to end-January 1982. The second 
drawing under the new program will thus be contingent on performance 
at end-January and the reaching of understandings on exchange rate, 
interest r~tes, fiscal and import policy (the last two most importantly). 
The review to discuss these issues will be held in late February/early 
March with Board discussion before April 1. Thus, the second purchase 
will take place toward the end of March 1982. 

b. We agreed to phase the purchases over a longer period. 
Instead of having the last purchase (SDR 61.5 million) based on June 1982 
performance criteria plus a review of import policy, that purchase will 
now be SDR 30 million, with the remaining SDR 31.5 million to be purchased 
on observance of September 1982 credit ceilings (to be determined in the 
June/July review mission). 

3. Fiscal developments in the period July-October are on track. 
Total expenditure is marginally below the targ~ts we have worked out with 
the officials; similarly, revenue is slightly below targets; thus the 
deficit is under control. The monitoring of fiscal data has improved 
significantly as a result of the monthly reporting system set up with 
Fund technical assistance; and, as far as the mission could judge, the 
expenditure cont~ol mechanisms have been substantially improved. 



Kenya--Modification of 
Stand-By Arrangement - 2 - December 7, 1981 

4. In a discussion with Vice President Kibaki, I stressed your 
concern about the fiscal situation in view of the poor performance last 
year. I also used this opportunity to stress the need for further fiscal 
measures in order to ensure that fiscal developments remain on track. In 
this connection, I argued specifically for the early abolition of the 
export compensation scheme. 

5. The Kenyan officials felt strongly that since the economic 
policy underlying the program is focused on fiscal year 1981/82 (June/ 
July), the policy period which underlies the program should be June 1981-
Septernber 1982, rather than a 12-month period starting September or 
December 1981; they felt that such a starting point would be artificial 
(as it would differ from the fiscal year); moreover, in some areas data 
would not be available. However, the stand-by arrangement will, of 
course, be for 12 months beginning the date of Board approval (tenta­
tively set for December 21, 1981). The last purchase, based on September 
1982 performance criteria, will become available in November 1982. 

6. The mission also collected further information concerning 
a possible CFF purchase. Although eligibility has still to be deter­
mined by the Commodities Division of the Research Department, it seems 
possible that Kenya might qualify for a CFF drawing but it is not pos­
sible to get a CFF paper out in time for consideration by the Board on 
December 21. The Kenyan authorities are anxious to have the Board 
meeting on the stand-by arrangement as early ·as possible. 

7. The revised paper will be sent to you shortly. 

cc: ETR (Mr. Beveridge) 
FAD (Mr. Tanzi) 
LEG (Mr. Surr) 
TRE (Mr. Chandavarkar) 
Mr~ Carter 
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INTERNATIONAL MONET ARY FUND 

December 8, 1981 

TO THE MANAGING DIRECTOR 
FROM: l·IILLIAfl B. DALEJ{'i/.i/} ~ 

. I 

SUUJECT: Kenya - Modification of Stand-by 

INTERNATIONAL MONETARY FUND 

[ Dec. 9-/81 

Yes 

a few additions (p.8 & 25) 

And give EDs 4 weeks to look at this 
very contentious program which 
comes after a catastrophic 1st year 

.I?..& 
. In view of the poor performance under 

the 1st year of the program it was 
essential that effective measures 

before the Board considered any 
further assistance to Kenya. 

p. 25 

It is clear that Fund assistance will 
depend on the effective continuous 
adherence to these policies. 
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however, the last purchase under the stand-by will be dependent on obser-

vance of performance criteria in September 1982, i.e., a quari:er into the 

next fiscal year • . The program aims at redressing the fiscal imbalance and 

at containing the balance of payments deficit through appropriate financial 

p~licies. Over the medium term the goal is to increase industrial compe-

•titian through a more open import . system and to eliminate the anti-expc;,rt 

bias which is now hampering economic growth. 

b .. ~ 
... r ~- Several measures to ·achieve the 

kr,c-- C'--- t'l.,,_ 

policy goals have now beep taken. ~~J~l. _ ... i 
~ y -F 

of the program are summarized below: ._.,.. .,,-
' c ·'-. l<"...,._-'~ ..,_.,.-

•1-~"' ~y- se meas·ures and the main elements 

·v v-' ... .__!. J. / · , .,~ · . (a) On September 21, 1981 the Kenya shilling was depreciated 

t~ •l\.._. 

t"> y<.-

by 15 per 

cent in terms of the SDR, to which it· is pegged; this followed a deprecia-

tion of 5 per cent in February 1981. 

(b) The primary measure in the field of import policy is the publica-

tion and implementation of new import schedules. This follows major adjust- · 

fflents in import tariffs inVolving 1,700 items (60 per cent of total) which 

were introduced in the last two budgets. Within the ·new schedule system, 

20 per cent of all items in the restricted categories will be shifted to 

the categOry of free impo~ts prior to June 30, 1982, and this will be a 

performance crite~ion. In the following two years the transfer of items 

will take place at a more rapid pace. 

(c) A significant reduction in the fiscal deficit is programed from 

the equivalent of 10.6 per cent ~f GDP in 1980/81 to 7.5 per cent in 1981/82 

through a sharp reduction in the volume of public expenditure. The narrow-

ing of the fiscal deficit will result in a slowdown in the growth of net 

bank credit to Government. For credit ceiling purposes, growth in total 
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in reaching the targets contained in the financial program for that year, 

and as a result bank credit to t~e Government exce~ded the program ceilings 

in June 1981. The main reason for the unexpectedly large budge.t deficit 

in 1980/81 was substantial expenditure overruns; pa:tly due to inefficient 

expenditure controls. A significant general salary increase in the civil 

service was also a contributing factor. The authorities are very much 

aware of the need to tighten the fiscal policy stance and, specifically, 

to improve th~ system of expenditure controls. Although a reduction in 

the expenditure/GDP ratio of the size implied in the program will be dif­

ficult to achieve, data for . the first four months of 1981/82 indicate that 

total public expenditure has developed as planned. The staff welcomes the ...._______ __ __ _ 

assurance that, if these policies are not adequate to contain the fiscal 

deficit within the target limit, further fiscal measures will be intro­

duced. The nature of these measures has been discussed with the authori­

ties. Provision has also been made for a review, before ~pril 1, 1982, 

for the purpose of reaching understandings, inter alia, on fiscal policies. 

The staff feels that these arrangements should help to ensure that the 

planned reduction in the deficit will be achieved. It also notes the 

intention of the ~uthorities to reduce further the overall deficit in 

t f GDP i h fi 1 i · J l 1 1982 "'i"1r '' c..t._~ C'--'-"' 1r4c._ --;· , . • +-r erms o n t e sea year start ng u y • - ·"C,'-- - -v--, . f (__J ........ ·,, .~, - .,--f 
. .... C.'--- .: f'--~ . .,. . ,..--o:--= 

The planned reduction in domestic credit expansion during 1981/82 is ~,.. . .,.,..,•J ~ . 
4 

u..J ~ • 
· C""'LJL \,-•\. 

entirely the result of the projected· smaller demand for bank credit by the 

Government. Private sector credit is expected to rise somewhat more rapidly 

than during 1980/81. To encourage financial savings and improve the alloca­

tion of financial resources, the maximui interest rates quoted by commercial 





Office Memorandum 

TO Mr. Beveridge DATE: November 27, 1981 

FROM 

. ,,, 
S. Kanesa-ThasanC---·y-" 

SUBJECT : Kenya - Financial Program 

I am surprised that . the memo to the Managing Director of 
November 25 cont~ins the following statement "As noted in our 
previous memo of November 23, prior action (not explicit ly required 
in the briefing papers) has been taken on the exchange ra te .on interest 
rates and on import policies." The reference to previous briefs is 
not correct, because such actions were called for explicitly in the 
brief to the last mission dated August 28, 1981. 

cc:~. Finch 
Mr. Zulu 
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INTERNATIONAL MONETARY FUND 

Mr. Zulu 
Mr. Beveridge 

This paper is _perfectly clear. 
(I think that we should use the same 
methods in similar cases.) I 
still have a doubt on the "front 
loading" aspect. We said in the 
last Board meeting that when imple­
mentation was faulty we had to 
resort to: 

preconditions (done in this case) 

- and to backloading. Here we 
have done a heavy frontloading. 

JdeL 11/25/81 
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Of /ice Memorandum 
.,---

~ ;:_ 
. \ _ \. ~, .. 

Managing Director I 

TO 

FRO:vl 

Deputy'--Man~ing Director . I\ 
J.B. zQa~ W.A. Beveridge~ 

DATE : November ·2s, 198,l ; - : 
1 ~ e· 

r v-"'' j \' .... -"' 

' .... : 

L3JECT . Kenya--Financial Program __ 

. ' .. ·' 
1. This is in response to your comments on our note of November 23. ~ , 

.y} 

Attached is a table and a chart showing the fiscal and current account ~ 

deficits as percentages of GDP (as you reques ted). The deviation on the 
fiscal side was quite substantial in 1980/81 , while the external adjustmen~" 
is largely on track. · > 

2. Your question as to what the credit ceilings for -1981/82 would " \ ~-· · 
be if fiscal policy in 1980/81 had been on track is somewhat difficult 
to answer. A two-year projection of the· credit ceilings was not made 
in the original design of the program because of a large number of 
uncertainties relating, inter alia, to the flow of external assistance 
(IBRD loans, etc.). However, in the discussions with the Kenyan authori- -~ 
ties, it was indicated that the fiscal deficit for 1981/82 should be of 
the order of 6 per cent of GDP, i.e., about the same as originally 
intended for 1980/81 and well below the average for the three years 
preceding the program (8.3 per cent}. 

3. It is clearly appropriate to focus on the fiscal performance in 
1980/81; it ' was inadequate even after allowing for exogenous factors. 
The fiscal weakness has been highlighted in several briefing papers. 
The position taken in the briefs and in the negotiations has been that /· 
if the Kenyan authorities were prepared to take action riot only to reduce 
substantially the fiscal imbalance but also to act on exchange rates and 
interest rates, a s well as on import policies, we would have a defensible 
program for the second year of the stand-by arrangement. As noted in 
our previous memorandum of November 23, prior action (not explicitly 
required in the briefing papers) has been taken on the exchange rate, 
on interest rates, and on import policies. In addition, we have set 
up a monitoring system to help the authoriti~s ensure that the fis cal 
deficit will be reduced to 7.5 per ~ent of GDP. 

4. Regarding attaching performance clauses to government expenditure, 
we feel that the necessary data to fulfill the requirements of accuracy 
and verifiability would not be forthcoming. Experience in the two other 
cases (Chile and Zaire) where a similar approach was attempted, indicates 
that the information on expenditures simply "disappeared" in the course 
of the program year. The fiscal monitoring system in Kenya was established 
to aid officials in implementing budget policies and the attachment of a 
performance clause to government expenditure as derived through this 
system would, in our judgment, place too great a strain on a newly 
functioning system, possibly resulting in its "disappearance" while 
involving the Fund in unproductive arguments regarding the classification 
and timing of government transactions. Performance ceilings on expendi­
tures could easily be met by the accumulation of payments arrears. While 
the same argument can be made with regard to credit ceilings, it has more 
force in the case of expenditure ceilings in that the policy options 

i;. 
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available to the authorities to meet expenditure ceilings are more 
limited than in the case of credit ceilings. Imposition of an 
expenditure ceiling might well result in an accumulation of 
arrears. 

We are greatly concerned about implementation of expenditure 
policies. We will impress your concerns again on the authorities and 
will monitor the data, to be received monthly from Nairobi, with grea t 
care. Expenditure trends and policies will be a focal point of the 
February review mission. 

We would therefore advise against the use of binding ceilings 
on government expenditure. 

5. We feel that in view of the significant actions already taken, 
the program is viable and should be supported by SDR 151 million (146 per 
cent of quota). You raised a question about the SDR 60 million to be 
drawn upon Board approval. Such an amount representing 40 per cent of 
the total purchases would be in line with the guidelines on phasing. 
~oreover, this amount is also )~stiffed so as to provide t~e authorities 
with foreign exchange in the context of the import liberalization they 
have now announced. 

6. If your concerns about this program are not resolved, a possible 
alternative might be to cancel the present two-year arrangement and ·have 
the program, as now negotiated, support a one-year stand-by arrangement. 
This one-year arrangement would go beyond the present fisca l year (July l-
198l~June 30, 1982) and the amount would be the same as now proposed 
with SDR 60 million available upon Board approval . The letter - of intent 
has been signed, on the assumption that we were going into the second 
year of the program. The letter, as well as the paper fo r the Board, 
will need some changes and modifications in case you decide in favor 
of cancellation. If you consider this alternative approach preferable, 
we would plan for Mr. Karlstroem and Mr. Simpson (both AFR Dept.) to go 
to Nairobi for a few days on an urgent basis. 

7. This memorandum has been cleared with FAD. 

Attachments 

cc: Mr. Finch 
LEG 
TRE 
FAD 
Mr. Carter 

** This guideline is not a prescription. 
The advantage of backloading in the case 
of a bad performing country is to keep 
it under firmer control. 



Table 1. Kenya: Overall Fiscal Deficit 
(In per cent of GDP) 

Fiscal year 1980/81 Fiscal year 1981/82 
Original Actual Original 

program program 

Overall fiscal deficit 5.9 10.6 (6~0) ]) 

Table 2. Kenya: Current Account Deficit of the Balance of Payments 
(In per cent of GDP) 

1980 1981 

Program for 
2nd. year 

7.5 

1982 
Original 
program Actual 

Original 
. program 

Revised 
pro.i ection • 

Original 2nd year 
program program 

Current account 
deficit of the 
balance of payments 11.2 13.0 9.7 

Sources: EBS/80/215; Economic Survey 1980; and staff estimates. 

10.0 8.0 

1_/ This figure was not explicitly contained in the Board paper, but a defic;;i.t of this order 
of magnitude was mentioned in our discussions with Kenyan officials. ~ 
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Office Memorandum 
Managing Director . 

TO Deputi Managing Director 
. . i 

1A._J 

FROM J.B. Zulu and W.A. Beveridge · 

SUBJECT : Kenya--Financial Program 

You have raised substantive matters in 
and we are replying in some detail. 

1. Fiscal policy 
'< 

·thi.s program 

We have been deeply concerned thro_ughout the negotiation for the 
second year of the program, which have been going . on since June, about 
the shortcomings of fiscal policy, specifically expenditure policy. There 
have been serious efforts to curb government expenditures while negotiations 
proceeded to complement a sizable ~xchange rate change (20 per cent in 1981), 
a liberalization of the import system and a significant increase in interest 
rates (which are now positive in real terms). · The Government presented its 
budget in June 1981 indicating a reduction in the overall deficit for 1981/82, . 
as a percentage of GDP to 5.5 per cent compared with the outcome of 10.6 per 
cent in 1980/81. In our judgment this was not a realistic projection and 
after considerable further discussion and additional measures, we concluded 
that the deficit could reasonably be held to 7.5 per cent of GDP, including 
allowance for supplementary expenditures~ · :We do not r_egard the fiscal 
position as unsustainable but we do expect a further reduction in the size 
of the deficit in 1982/83; the authorities have committed themselves to do 
this in the letter of intent. Balance of payments projections indicate 
reductions in the current account from 13 per cent of GDP in 1980 to 10 per 
cent in 1981 and 8 per cent in 1982. The projections ~uggest a small overall 
external surplus in 19 82. . ....... , _ . ,, _ .. , ... ~ .. ~ -··· . 

A major problem is to have the necessary implementation of policies 
so as to restrain the budget deficit in 1981/82 to 7.5 per c~nt of GDP. We 
did not opt for the attachment of performance criteria to government expen­
ditures for two reasons. First, fiscal data are not sufficiently precise 
for their unambiguous use in connection with binding ceilings. Second, use 
of such criteria on government expenditure would be quite exceptional in 
Fund practice and in our opinion, could not be regarded as a macro variable 
in the sense used in the Guidelines on Conditionality. 

Rather, we embarked on another course. With Fund technical assistance, 
the authorities have established a system whereby they monitor fiscal devel­
opments each month. These data are reported to us promptly, and by this 
means we know that fiscal trends are on track in the July-September period 
and specifically that expenditures are running below estimates. Further, 
a specific list of expenditure projects has been identified which provides 
the basis for cutbacks in outlays or for postponements into 1982/83. The 
authorities have undertaken to introduce· further fiscal action by the end 
of 1981, if budgetary developments are not satisfactory. 
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To support this monitoring and control, a review as a performance 
clause will take place in late January 1982 to focus on economic policies 
and specifically on fiscal policy. The purchase from the Fund, scheduled 
after the initial one, will be governed not only by the December 1981 
performance criteria but also by the satisfactory completion of the 
February review. If fiscal, or other developments are not proceeding as 
programmed, we will insist on further substantive measures, including 
termin~tion of the export compensation scheme. 

In· our judgment, this procedure provides adequate assurances to 
the Fund and does ... :not carry with it the disadvantages of applying per­
formance clauses to specific aspects of government operations. 

2. Amount of arrangement 

Regarding the amounts to be purchased, the total amount of the 
arrangement (over two years) is SDR 241.5 million (233.3 per cent of quota), 
of which SDR 90 million has been purchased. The last purchase under the 
first year's program (SDR 30 million) was not effected since the credit 
ceilings were exceeded in June 1981. In the briefing paper of August 28 
and back-to-office report of September 22, it was stated that if we could 
reach agreement on a viable program for 1981/82, the backlog of SDR 30 million 
would be included in the second year's purchases. This is in line with 
current policy and it has been the basis underlying our negotiations with 
the Kenyan authorities. 

You will notice from the attached table (which will be incorporated 
into the paper) that the phasing for the second year has been backloaded 
to a degree, as compared with the original phasing. SDR 30 million has 
been held back until after June 1982 and the last purchase of SDR 61.5 million 
could only be purchased after observation of the June 1982 performance 
criteria which will be set in the February 1982. review and after the transfe~ 
of 20 per cent of import items to the "free" list. 

Since the time the briefing paper was approved, ETR has been hav~ng 
discussions with area departments on these phasing matters as .well as a 
range of current conditionality problems • . ·An internal paper is at present 
under discussion with area departments and Mr. Finch has indicated that he 
hopes sufficient consensus could be reached within the staff for this paper 
to be sent to you by early December. 

There are strong grounds for going ahead on the Kenyan case without 
prejudice to the outcome of the internal review·. These are: 

a. in our judgment, the second year program is viable 
and incorporates adequate safeguards for the Fund. 
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b. our negotiations wi~h the Kenyans have been based 
on the availability of the SDR 30 million of interrupted 
purchases. 

c. the Kenyan decision to go ahead with import 
liberalization in the face of deteriorating tems of ·· trade 
and internal bureaucratic disputes over import policy was 
predicated on the availability of foreign exch~nge from the 

~Fund; and 

d. the present phasing for the .second .year of the 
program in~olves stretching out of an additional SDR 30 million 
of purchases until the end of the second .year of the p~ogram. 

Attachment 

cc: Mr. Finch 
LEG 
TRE 
FAD 
Mr. Carter 
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Table 1. Kenya: Schedule of Purchases under Stand-By Program 

(In millions of SDRs) 

Original Phasing Actual Drawings Proposed Phasing Total Draw-
for First-Year During First- for Second- ings Under 

By end of period Pr~gram ];_/ Year Program Year Program]:_/ Program 

1980 October 30 30 30 
November 30 
December 30 30 

1981 January 
February 30 
March 30 30 
April 
May 
June 
July 
August 30 
September 
october 
November (30) Jj 
December 60 11· 60 

1982 January 
February (30) 30 
March 30 
April 
May (30) J_/ 
June 
July 
August (31.5) J_/ 61.5 61._. 5 

Total 241.5 90 151.5 241.5 

Sources: Phasing in the stand-by arrangement; and data provided by the Treasurer's 
Department. 

1/ Assuming a lag of around six weeks for reporting observance of quarterly 
ceilings. Phasing of purchases for the second year of the stand-by arrangement 
bad not been legally specified in the stand-by arrangement. 

2/ Indicative. 
}/ Upon approval of second-year p~ogram. 





Office Memorandum 

TO 
Mr. Karlstroem DATE: September 24, 1981 

FROM 

SUBJECT : 
Kenya - Second Year Program 

My principal reactions to your debrief on the Kenya mission 
are as follows: 

(a) The action taken on the exchange and interest rates 
is an important step forward. I would suggest that we 
urge the Kenyan delegation to eliminate the export 
subsidy and to increase somewhat the export tax on traditional 
exports. Both measures were proposed by the staff on · 
earlier occasions. I think that there is substantial 
justification for such measures, not l~ast given the large 
remaining fiscal gap (see below). 

(b) Although you mention that the budget deficit will 
be contained within 7 per cent of GDP in 1981/82, I 
seriously doubt this being attainable without immediate 
additional measures of the kind referred to in (a) above. 
Since the Kenyans themselves intend to contain the deficit 
within the proposed level, the staff should point out to 
them that unless appropriate measures are taken now we would 
soon have a problem with performance criteria not being 
observed. 

(c) As for import policy, you state that the mission has 
"moved toward a workable compromise." In view of the 
importance attached in the program to this area and the 
very specific instructions from the management (memorandum 
to Managing Director of August 28) I would like to know how 
you plan to formulate the action to be taken in this area. 
As mentioned to you prior to your departure to Kenya, we may 
have problems if we focus exclusively on the number of 
items to be shifted to the less restricted classification. 

(d) I understand from Mr. Silard that a formal waiver of 
June performance criteria can be avoided, when we reach 
agreement on the second year program. 

cc: Mr. Zulu 
Mr. Beveridge 
Mr. Zervoudakis 
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. FROM: WILLIAM B. DALE ·;te,~ 
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·•, Of /ice Memorandum 

TO 

FROM 

Managing Director 
Deputy Managin~~rector 

Bo Karlstroe~ 

DATE: September 22, 1981 

SUBJECT: Kenya--Program Negotiations 

A mission comprising of Mr. J. Jimenez (AFR), Ms. M. Kelly (FAD), 
Messrs. J. Simpson (AFR), E. Zervoudakis (ETR), Mrs. B. Livsey-Coates (AFR­
Secretary), and myself visited Nairobi from September 4 to 15, 1981, to 
negotiate a financial program for the second year of the current stand-by. 
The total arrange~ent is for SDR 241.5 million (233.3 per cent of Kenya's 
quota). Of this amount, SDR 90 million has been purc~ased. 

The discussions took place against the background of a weak 
performance--particularly on the fiscal front--d~ring the first year of the 
p~, and a critical Board discussion at the end of August of the 
A~tic1e:=-iv..-consul..t§:!i.on discussion~ith Kenya. The Board ctiscussion 

- suppc;;ted the major points of the mis~sorief, in particular the need 
-for strong fiscal adjustment, a depreciation of the Kenya Shilling (prefer-
ably as a pr"°Ior action), a need'ror a further rise in interest rates, and a 
move toward a more market-oriented import policy. 

The ~iscussions in_Nai_robi were constructive and w~ made substantial 
progress, especially on two of the most sensitive issues, the exchange rate 
and interest rates. The authorities requested additional time to review the 
fiscal and monetary data, but basic ~r:.~_ement has be~_~_ Fea_~peq __ qJ;1_ tJ1_~ fiscal 
target for 1981/82 (June-July)~most protracted discussions related to 
tne exchange rate question~ _After several meetings with the Vice-President, 
who is also the Minisferof Finance, the Governor of the Cent~a Bank and---., 
senior ~ffic~~ls__,_ a_~~-e~~e~t __ w_~_s __ reac~ed an~ a -,fep:eciation of/15 . er _ CE:__n_~ _· 

r-\inroreign currency terms) was announced last Friday. A fur two 
pffientag-e- point -increase -in. -depo-siE--interest:· rates and an i'ifcrease-of- one 
percentage poinf in other rates was also annouricect at the same time. Interest 
rates have now been raised by five percentag__e_p_oints in the past year and a 
half. pespite the scarcity of foreign exc~ange lat_K_Sh 2:-4 biliio~, ·reserve? 
are well below what t~ al!_~ori~ie~~eide~f-~~inimu~~- b~_~i-E:ve we_ -
have moved towards a workable compromi~ in im~policy. · 

The main issue that is still not entirely settled is that of fiscal 
policy. My strong impression is that the authorities have accepted, in 
principal, the ,,mission's ro osal t_2._reduce the budget _deficit from the -- - -· · . . . - \ 
equivalent of_(U:_ _ er _ cent _9_f GD:p __ i~ _1-~~Q/ ?J _ fo _~r~und· 7..,•P~_r _ -~~1i(Jn 19"81/82. 

· However, to ac ieve this adjustment may well require further fiscal action> 
not only through improved expenditure controls (where progress is being made, 
in part with IMF technical~ssistance) but pc;~sibly also through furt~~r:._ 
revenue measures; a list of possible m·easures was prepared by themissio~ 
an:~·ienyan officials. Tneytelt that -rev~nue measures i-;-the 
course oftfie fiscal year were pdlitically very difficult to take, but they 
would study the mission's proposals. The mission also prepared and discussed ---.... 

••• I .•• 
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with the Kenyan officials a mem~ral!_dum on fisq._l __ po_licy, _ listing_ wh~ t kind 
of budgetary informa_t;;i_Q~_Wjl_~~l)- ~!_i~ s_taf f _would need __ ! _O _mon~tor ~!1~--P~~ra~. 
The issues .in this memorandum were agreed with the Kenyan officials. _______ ._ _ _ ------ - - --· - -· - ---- - - -- -. -- ---- -----

The proposed fiscal adjustment and the credit ceilings for 
December 1981 are presently being studied by the Kenyan authorities 
(credit ceilings for June 1982 will be set at the time of the review 
mission in February 1982). In view of the measures alrea4y ta~en, I feel 
that we might ._sho~-- so_me fl~xibility in setting the December 1981 c.eilings 
bya1Iowing -a slight "marginof- error" - inforecasting -bud-gefana - cr edit -
developments during the firs_t _ h_alf of the fiscal year~ --- - ------- -

- - - - - - --- - --- -- ----· 

To bolster gross reserves in the short run, _and thus permit a 
gradual, albeit slow, movement to a more rational import policy, the Kenya 
Government is raising a $100 million Eurodollar loan (which would justify 
being accomodated under the external debt ceiling); it will also rely 
heavily on the remaining IMF drawings (totalling SDR 151.5 million over 
the next 12 months) .and a second .structural adjustment loan from the IBRD, 

··-which is now being negotiated. In the medium term, the exchange rate 
measure, together with the other parts of the financial program described 
above, should strengthen the underlying balance of payments position, ease 
the foreign exchange reserve constraint, and permit further improvements in 
the import system. 

The discussions will resume at the t i me of the Annual Meetings. The 
outstanding issues relate to the possible need for further fiscal measures-,-­
the December creai.T c:eTlings·,- a nd the·-.treatment-- o·f the export compensation 
scheme (the mission a r gued for its abolitiona_t_ t lie -time of the -depreciation 
but we have not ha~ news on thisfron t )~h-ereis ,- in myopinion, a -­
good likelihood that these remaining . issues ·will .b~ settled and that a 
letter of intent will be signed. On the basis of the financial program for 
1981/82 we would then request a wa iver for the June 1981. credit ceilings 
w~exceedea:------- -· --- . --------- . · - - - - --- -- -

- - ---------------

cc: CBD 
ETR 
FAD 
INST 
LEG 
EXR 
RES 
SEC 
TRE 
Mr. Watson 
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Of /ice Me nora ndum 

TO Acting Managing Director DATE- August 28, 1981 

FROM J.~. Zulu ~ - ... f 
SUBJECT · Kenya--Negotiations of Second Year Program 

As indicated in Mr. Karlstroem's back-to-office report (July 27, 
1981) the discussions held with the Kenyan authorities between June 18 to 
26 were inconclusive, as there was uncertainty on the final outturn of the 
1980/81 budget and, therefore, agreement on budgetary policies for 1981/82 
could not be concluded. Moreover, the authorities were not prepared at 
that time to commit themselves on the import and exchange rate policies 
which were proposed by the mission. The authorities requested that discus­
sions continue in early September. Following Governor ~degwa's recent 
visit to the nd,... the timing of the start of the missi0n (already aIJJrioved) 
for September 4, 1981 was confirmed. The Governor expressed the view 
during his visit that the ~enyan authorities -were not ~~at.....e.x.change rate_ 
action~ but were concerned with the timing and magnitude of any recommenda­
£ion in this field. The Acting Managing Director responded that action in 
this area was urgently needed~,especially as the export compensation scheme 
was not functionlng as intended. He stressed that the agreed measures should 
begin to be implemented prior to the consideration of the program by the 
Executive Board. 

< ~~\ .,.,- The mission will continue to be guided by the briefing paper dated 
. J • .. .. s· J~~-QJ.-12_81/which set the guidelines for the last m1.ss10n.~ow~ver;~ ·1,:-~--

f • ~ certain areas developments have been somewhat different than anticipated in 
I t_ ~ ,\•~ that brief and, therefore, certain adjustments are proposed with respect to 

~\ the program. The principal issues requiring adjustment are the ·following: 

1. Financial developments and policies 

According to recently received information, the ceilings on both 
total domestic credit and net credit to the Government were exceeded at the 
end of June (earlier ceilings had been observed). The principal source of 
the rapid credit expansion was an unexpect~Aly large budgetary deficit. At 
the time of the June mission, fiscal dat~ for 1980/8-1 were · inc.oinpiete and 
there was not full appreciation of the extent of the deterioration of the 
budgetary situation. The mission had estimated the overall deficit for the 
12 months to June 1981 at K Sh 3.5 billion, equivalent to 7.5 per cent of 
GDP compared to a program target of 5.0 per cent. The June brief authorized 
the mission to accept a budgetary deficit for 1981/82 no larger than 5.0 per 
cent of GDP. 

However, the ov rall--f~deficit in 1980/81 widened further to 
K Sh 5.1 billion or about 1 to l~~er c~Il.t of ~DP ma:i:nlr~- a- ~e~u3:_t_ of 
~~nditure o~rruns. ven allowing for the impact, most:y.through 
revenue loss;7'.ff deve opments o ' de----the control of the author1.t1.es, the 
figures reveal that there has been a serious deterioration in the_ unde_f!}ring ~--------- ---
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budget situation, which the authorities readily admit. According to the 
budget or -931/B-2 -presenfeat o- th~ -Governme;t in Ju~e, the deficit will 
be limited t-0 about 5 to 6 per cent of GDP. However , the staff is 
convinced t~at the budget estim~- a~re;listic in that expenditures 
are considera erestimarea. The mission will urge that the Govern-
~s pecific measures o ·· make the- budget estimate o the deficit 
~n:ch.n e. iven b e size-Or-the budget gap in 1980/81-; it~uld indeed 
oe unIT ely thac the -aufnorifies wi 1 be able to lower the deficitr~io 

- to their de~larectreve- 0 -57:oo·per cent, unless there were sclIBtantial 
expeh itures of a non recurring nature . incurrecr-in 7.980-/8"1-.--The mission -
\fill examine-the 98-07"81 -buaget results closely and -provide, in any event, 

/ for a. minimum redu~t~on. of 4 per c~n~ _in th~ def~ ratio i ~~9~/_8~ 
<Y"') \,..,...... _~mpr:te defic1t in- 1981-L87-...ci:Ctio...J11Q r~/{-,to S- ~r_ ce~t _ q_f_ 9J?P. 

1~, -( ~ . ✓ or is purpose, it would be necessary to take E-ther -measures restricting 
.;_.,,..,..,.. { ,

1
• ;·.,..,r expenditure growth and tax/price increases (for example in the petroleum 

1 t t- -r- f~ I /area). For such an adjustment to be effected, clearly actions have to be 
1;;;<' u taken as early as possible in the current fiscal year; in any case, they 
l rr would have to be in place before the Executive Board discusses the program. 

( 

Also, as indicated in the previous brief, the mission will seek assurances 
on additional s~cific measures to be implemented in the course of the 
financiaryear, iF it were to become apparent that the overall deficit is 
likely to exceed the program target. These measures will be agreed in an 
appropriate form. Given the authorities' expectations in foreign borrowing 
(including Eurocurrency and the effect of the proposed depreciation) and 
nonbank financing, which the staff considers reasonable, the bank financing 
required for the proposed deficit could be accommodated witliin th~J?~ojec~ed 
DJpet--c-ent-:tne...rease-- i Ehe ankingsyst"em s net omestic-assets, without-

--crowding out the private sector. Eurocurrency -orrowi n --bejoncf the- level 
·assumea:ilr-the -program willne~d to e C vered within the cre~l t _ ceilin_g~. 

The mission will also press for further action in regard to 
interest rates e§pe~ro. ~o_s.2:_ ~ be in place prior- to B~a~d- discus-
sion of the program. - -- --- ---

2. Exchange rate 

In the 12 months to May 1981, the real effective exchange rate 
depreciated by 7 per cent, mostly as a result of the 5 per cent change in 
February, but also as a result of the strengthening of the dollar which has 
continued in recent months. In its previous brief, the mission __ had been 
authorized to request, as a pre erre so uti~depr~iation of 10-20 per 

--aent in conJ unc ion- with ffieabolition- of the export -compensation sche~e at 
.. <f~!ch±s/rifue-:--G±veifthe previousry mentioned- trends n t e real errectiveex--v . ✓ .. 

ffJJ ~ . ,Ahange rate and the strong political resistance to abolish the export 
..,.. t.,-r .. d\ <c1ompensation scheme at this time, if necessar the mission will accept th~ 
J., v t _., .-------"'--------- -- -· 

1 
~ : f s lr--"' _ continuation of the export coml:e~on :>cheme~n?-_ a ~e_~recia~ion in _!:he 

t':' ~ .;,w ., ,- Tow-er- half of the- previous y _au!:_horized range. The mission will require 
.t~V ~,.t. ~ 1: atexchange ra e -actiotlhe take!lprio r to tne- Exe-cuc iveBoarcf s considera-
1...;>U"'~ / tion f--thep"rogram:--- -
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3. Import system 

Sufficien t technical progress has been made by the authorities 
to start the.implementation of the new import system involving a shift 
from quantitative restrictions to import tariffs. The mission will 

) 

insist thaL a _ substantial__part of the program be in place prior t o the 
xecutive Board's consi<lerat ion ___Q_f_ t l!__e_ program __ ~nd that there be _prior 

~greement on a schedule for t ~ ull __!~p!_eme~tation of 1:!i~ import pr<:._grc!_m~ 
The~ implementation o the new import system will also -ooost- revenue 
colle ns. 

4. Review of the program 

The June briefing paper called for a review of the program prior 
to the end of December at which time progress in implementing external and 
budgetary policies would be assessed and the credit ceilings for the 
remainder of the program set. It is no~proposed-that a._re.view-he_~arr_t~d 

j>Ut in February, when full data t.Q.r calendar_ e~r 1981 will be available. 
,under tis procedure, the last two drawings under the stand-by arrang~e~t 
totaling SDR 61. million) would be urchased only after the review was 
un ertaken a he-eredi for t~ remainder of the program (March 

~c1Jhne) agree . ---- - - - -- -- --- ---------
This note has been cleared with Messrs. Beveridge (FAD), Kanesa­

Thasan (ETR), and Surr (LEG). 

cc: Managing Director (on return) 
Mr. Beveridge 
Mr. Kanesa-Thasan 
Mr. Surr 
Mr. Watson 
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1 
_ A mission consisting of Mr. Jimenez (AFR), Ms. Kelly (FAD), 

Mr. Zervadoukis (ETR), ~nd myself visited Nairobi, June 18-26, 1981 to 
· negotiate a program for the second year (beginning July 1) of our 
standby arrangement with Kenya. Under the first year of the program 
SDR 90 million (out of a total SDR 241.5 million) has been purchased. 
The last purchase under t}le first · year program _(on the basis of June 
1981 performan.se_. criteria) would . be available in mid-August. 

' The mission had very useful discussion with all the relevant 
officials. I saw the Governor of the Central Bank, Mr. Ndegwa, on 
several occasions, discussing in particular the exchange rate·question 
with him • . I also had a ·long meeting with the Vice President, the 
Hon. M. Kibaki who took time out from the OAU ·conference which coin­
cided with our stay in Nairobi. 

Financial policies in 1980/81-(year ending June 30) . have not 
been stabilizing and have deviated substantially from the program; 
moreover, the implementation of the m~dium-term adjustment policies is 
lagging. According to the mission's calculations, the budget is 
likely to be at least twice as large as assumed in the program (equiva­
lent to some 10-12 per cent of GDP instead of 5-6 per cent), and as 
a result, the ceiling on credit to the Government is likely to be 
broken by a significant riiargi~ It is possible that the ceiling on 
overall domestic credit will also be exceeded due to the estimated 
sharp increase in government credit. However, the Kenyan officials 

. were optimistic about the outc.ome of the 1980/81 budget (for which 
data are not yet available) hoping for large revenue gains towards the 
end of the fiscal year (offsetting some of the substantial arrears on 
the expenditure side) and thus a smaller fiscal deficit. In the mean­
time, the budget £or 1981/82 has been published, showing total expendi­
ture 4-5 per cent lower than that estimated by the staff for 1980/81; 
this together with some taxation measures would bring the deficit back 
to about 5-6 per cent of GDP. Although this would seem to be an 
acceptable basis for a financial program, the mission felt that in 
view of the large discrepancy between the staff's and the Kenyan officials' 
estimates of the outcome. of the 1980/81 bud get, particularly relating 
to the expenditure level, it could not, at this stage, judge whether 
the new budget proposals are realistic; it would therefore be unwise to 
negotiate a financial program based on such uncertain. premises. We 
would again run the risk of presenting a program to the Board which, 
although attractive on paper, would not be implemented. 
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Moreover, there is a review provision in the letter of intent 
co~cerning Kenya's import policy; this calls _for · reaching understanding before 
entering into the second year program. This review clause was included - to 
ensure that the gradual move from the highly restrictive import license system 
towards a tariff protection would finally get started. -It is doubtful, in 
the mission's judgment, that any progress has been made in this field--apart 
from the technical preparations of new and more rational import schedules. The 
political consensus seems to be lacking when it comes to implementing the new 
system; this is partly, but not entirely, a reflection of continued low levels 
of reserves which does not permit too much experimen_tation with the import system 
at this point. 

Thus, on the basis of the uncertainty concerning .fiscal and import 
policy, · ! decided that the best course of action would be to wait with further 
discussions until the monetary and fiscal ·sit.uation in 1980/81 is clearly 
documented, while indicating totb~ Kenyan ·authorities · what actions would be 
expected (in fiscal, credit, import and exchange rate areas) for a convincing 
program for the·· second year. A draft letter of intent was left with Kenyan 
officials as a basis for further discussions. ·They suggested ·that discussions 
be resumed in early September. 

The medium-term program of adjustmen~ published last year and to 
a large extent underlying the standby program has not been implemented as 
intended. A few measures have been taken: the exchange rate .~as depreciated 
by 5 per cent in February this year, interest rates were raised by 2 per­
centage points in June, and the budget i"ntroduced a number of tariff . increases-­
the latter as part of the switch towards tariff production but not significant 
enough to allow a relaxation of quant;1tative restrictions. 

The economic situation in Kenya, although not · ac·utely serious as 
yet, will deteriorate rapidly if further adjustment measures including a 
further depreciation are not taken soon. The balance of payments situation is 
very weak; terms of trade•' have declined substantially and are not likely -to 
improve over the fores .... eeable f.hture; the growth in export volumes is fairly , 
slow, foreign exchange reserves are low (about two ·months of imports) and 
declining, and the Governor mentioned that a large portion of the reserves 
are already "tagged" for imports that have already entered Kenya (no formal 
payments arrears have yet developed). There is a definite risk that the 
gradual movement towards a more open and efficient import system (which the 
Kenyan authorities·· have publicly endorsed at the Cabinet level) will be 
delayed for fear of further loss of reserves. In this situation, we didnot 
discourage suggestions that the Government go ahead with a proposed Euro­
currency loan; however, some officials were hesitant to borrow abroad at present 
high interest rates. The debt service ratio is presently about 12 per cent and 
is likely to rise over the next few years as a previous Euro-currency loan 
begins to fall due; however, there is no risk at present, of an unmanageable 
foreign debt burden. 

The external current account deficit may decline slightly from 12 
per cent of GDP in 1980 to about 10 per cent in 1982. However, the need for 
balance of payments export remains large, and the Kenyan authorities are 
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counting on Fund resources as a major source of - this financing. Moreover, 
the IBRD~is presently negotiating a second structural adjustment loan. The 
Vice President stressed that if these sources of finance are not .available 
in time, the intended shift in the import system can not take place, and 
economic growth will have · to be curtailed. 

\ 
A consultative group meeting is planned . for July 28-29 in Paris. 

In our statement for that meeting we will ·stress that discussions for a 
1981/82 program have started and that we expect to conclude an agreement soon. 
It is important--both to Kenya and the Fund--to ensure that confidence is 
not negatively effected by the interrupted negotiations. 

cc. Mr. Watson ~ 
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I. Introduction 

As indicated in the briefing paper for the 1981 Article . IV consultation 

with Kenya held in April, a mission was to return to Nairobi in June to nego­

tiate the financial program for t_he second year of the current stand-by arrange­

ment. Accordingly, a mission comprising Messrs. Karlstroem {head-AFR), 

J. Jimenez (AFR), Ms. M. Kelly {FAD}, Mr. E. Zervoudakis (ETR}, and Miss 

O. Kanchanadul (secretary-AFR) will visit Nairobi beginning June 18, 1981 for a 

period of about ten.days. Mr. Kanesa-Thasan (ETR) will participate in some of 

the discussions. 

On October 15, 1980 the Executive Board approved Kenya's request for a two 

year stand-by arrangement for an amount equivalent to SDR 241.5 (233.3 per cent 

of present quota), including SOR 184.4 million (178.4 per cent of present 

quota) from the supplementary facility. Full use of the drawings available 

under the stand-by arrangement would bring Fund holdings of Kenya currency to 

409.3 per cent of quota by August 30, 1982, after taking account of scheduled 

repurchases. Kenya has drawn SDR 90 million under the arrangement; SDR 151.5 

million remain to be utilized. The mission will discuss with the authorities 
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the possibility of reapportioning the resources under the arrangement in -order to 

reflect Kenya's new quota. 

A summary of relations with the Fund is attached. 

II. Recent Economic Developments 

·Since 1978 Kenya has faced difficult economic and financial problems. Rising 

prices for imported ·energy coincided with a major reduction in export prices, 

particularly for coffee. Economic growth has stagnated, while domestic price 

increases have accelerated. As a result of the intensification of import and pay­

ment restrictions and an increased inflow of short term capital, following the 

requirement that certain imports be financed by mandatory 90-100 day suppliers' 

credit, the balance of payments was temporarily in surplus in 1979. However, the 

underlying balance of ~payments situation remains weak and the heavy reliance on 

import restrictions is hindering the efficient allocation of domestic resources. 

Moreover, fiscal policy has tended to be generally lax and to undermine the 

Government's demand management policies. Although some progress was made in fiscal 

year 1979/80 (July/June) in reducing the central government's overall deficit, 

particularly the domestically financed portion, it remained high at about 5 per 

cent of GDP. 

In 1980 Kenya's economic and financial situation worsened partly as a result 

of drought conditions and also reflecting the world recession. The Kenyan 

authorities recognized that the unfavorable situation required wide-ranging reforms, 

designed to improve the economic performance in the medium term. Consequently, in 

1980 the Government launched an economic program aimed at correcting long-term 
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structural problems while, at the same time, limiting the impact of the expected 

short-term economic disturbances. The Government proposed a program in mid-1980 

to establish an export-oriented policy, which would raise export earnings, reduce 

non-essential imports, while promoting the efficiency of domestic industries 

through a reduction in external protection. The Government also proposed to 

utilize monetary and fiscal policies to limit domestic demand and the foreseen 

medium-term balance of payments deficits. To this end, the Government set targets 

for the balance of payments and budgetary deficits and domestic bank credit ex­

pansion. The Fund supported these objectives through a two-year stand-by arrange-

ment. 

Of major importance to Kenya's medium-term development strategy was the 

governmental decision to replace quantitative restrictions and related import 

licensing by tariffs. The Government sought in this process to reduce the excessive 

protection which had been given to industry in the first decade of independence 

and to rationalize the protective system. Apart from reducing quantitative restric­

tions, the Government would aim at establishing a coherent tariff structure which 

would promote these objectives in the industrial sector while, through the use of 

an import surcharge in conjunction with an export compensation scheme, provide the 

equivalent of an estimated 10-15 per cent depreciation of the exchange rate. The 

new policy would attempt to make Kenyan industry outward-looking and competitive 

in order to aid in the improvement of the balance of payments and to generate ad­

ditional economic development. 

The proposed package was only partially implemented i~ 1980. Initially 

required for the introduction of the new policy stance was a thorough review of 
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the import system and the establishment of new and comprehensive import schedules. 

The work on these elements was delayed and only recently have the new import sched­

ules been finalized. •Pending their introduction, the import system was managed on 

an ad hoc basis, !n order to limit speculation by importers. and minimize the loss 

of foreign exchange. Administrative interferences created a shortage of raw 

materials and spare parts, further negatively affecting the productive sectors. 

Moreover, from the experience so far, it appears that the export compensation 

scheme is not working satisfactorily. The volume of exports has not responded 

despite an increase in the premium from 10 to 20 per cent, and the range of 

goods being processed under the scheme has hardly been extended, even though 

that was an important part of the new ·policy. This lack of response is partly 

due to payment delays to exporters and other bureaucratic inefficiencies. The 

balance of payments came under increasing pressure in 1980, the current account 

deficit is estimated to have risen to the equivalent of 12 per cent of GDP in 

calendar 1980 against 8 per cent in 1979. Despite SDR 132 million of longer-term 

balance of payment support obtained during the year, including the final disburse­

ment of SOR 76 million of a Eurocurrency loan and SOR 56 million from a structural 

adjustment loan from the World Bank, the overall balance of payments deficit in 

1980 reached SOR 143 million, or 3 per cent of GDP. At the end of the year, gross 

foreign assets of the Central Bank had fallen to SDR 376 million, equivalent to 

about 10 weeks of 1980 estimated imports. A further decline was recorded in the 

first quarter of 1981. Debt service on external public debt, which was 7.8 per 

~ent of export earnings in 1980, has grown rapidly but remains manageable and is 

expected to reach 11.5 per cent in 1981. 
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The overall expansion of the banking system's net domestic assets rose by 

13 per cent in 1980, compared to 8 per cent in calendar year 1979. During 1980 

credit to the private -sector recorded a growth of 20 per cent, compared to less 

than 10 per cent in 1979. The bulk of the credit expansion.occurred in the fi ~st 

half of the year with the annual growth in the second half falling to about 14 per 

cent, as commercial banks increasingly faced liquidity problems, with many failing 

to meet the liquidity ratio at the end of the year. In 1980 money and quasi-money 

increased by less than 3 per cent, compared to almost 14 per cent in 1979. Although 

banks have improved their liquidity in 1981, -private sector credit has stagnated, 

while net credit to the Government has grown rapidly. 

The improvement which was recorded in the budget in FY 1979/80 was reversed · 

in FY 1980/81. Revised estimates for the 1980/81 fiscal year now indicate that 

the overall deficit grew markedly and could .reach the equivalent of 7.5 per cent 

of GDP, with central bank financing equivalent to 5.2 per cent of the stock of 

money and quasi-money at the beginning of the fiscal year. The worsening fiscal 

situation resulted mainly from smaller revenue collections than earlier estimated, 

in part reflecting the greater than expected reliance on import restrictions and 

the unanticipated slowdown of the economy; more importantly, total expenditures, 

chiefly on the recurrent budget have exceeded the fiscal projections. The higher 

growth of recurrent expenditures reflects substantial salary increases ranging 

from 23 per cent to 30 per cent, approv~d in November 1980, larger imports of food 

grains, and an increase in defense spending. All of these increases were on a 

greater scale than had been programmed. 

On February 3, 1981 the Kenyan authorities notified ~he Fund that effective on 

that date the rate for the Kenyan shilling was changed to SDR 1 = K Sh 10.15, 
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representing a depreciation of about 5 per cent from the previous rate which had 

been in effect since October 27, 1975. Excluding .the effects of the import surcharge 

and export compensati~n scheme, the real effective exchange rate of the .K~nya 

shilling depreciated by 4.4 per cent in the 12 months ending February 1981. The 

recent strengthening of the U.S. dollar has resulted in a further small deprecia­

tion. 

III. Performance Under the First Year Program 

The ceilings on net domestic bank credit and net bank credit to the Government 

were specified as bands in the first year program, with the lower limits constituting 

reference points for consultation with the Managing Director and the upper limits 

the performance criteria. All performance criteria have been observed and Kenya has 

made purchases under the stand-by arrangement totaling SDR 90 million. However, the 

lower limit on net credit to the Government was exceeded in September and December 

and the lower limit on net domestic credit was also exceeded in December. Budgetary­

trends indicate that it is unlikely that the authorities will be able to meet the 

performance criteria for the ·end of June on net credit to the Government. Because 

of the expected larger expansion of Government credit it is possible that the ceiling 

on net domestic credit will also be exceeded in June. Although it is recognized 

that certain unexpected factors, such as food imports, played a role in this outturn, 

it appears that the main cause has been inadequate expenditure controls which 

have swollen overall government expenditures. 

The authorities faced important delays in implementing the medium term strat­

egy. In part this apparent inaction is explained by the Government's need to 

build the consensus required in ·Kenya's democratic political system prior to 

embarking on a changed policy course. Not only have some government departments 



- 7 -

provided dissenting views, -but Parliament exerts a strong voice, where varyirig 

opinions must be contended with, some of which are rallying to defend the many 

interests which will suffer by the import and industrial reform. Consequently, 

there have been delays in the implementation of the new import regime and tariff 

structure. The increasing short-term financial disequilibrium and the lost time 

in implementing the medium-term strategy point to the need for the firm action 

in order to reverse the trends of the past few years. 

IV. Proposed Program for Seco~d Year of Stand-By Arrangement 

Continued balance of payments and budgetary pressures are expected in the 

medium-term. In 1981 the current account is expected to narrow slightly to about 

10 per cent of GDP. Export growth is estimated to fall somewhat, and a large 

deceleration in the growth of imports is projected, partly as a result of a smaller 

increase in the price of energy imports. The overall balance of payments financing 

need for 1981 is now estimated at SOR 257 million, slightly less than the SOR 282 

million for 1980. Longer term balance of payments financing of between SOR 62 

million to SOR 133 million is being negotiated in a structural adjustment loan 

from the World Bank, the EEC STABEX facility, and Eurocurrency borrowing, leaving 

an unfinanced gap of between SOR 125 million -to SOR 200 million. During the year 

purchases from the Fund under the current stand-by arrangement could provide 

SOR 90 million. The mission will investigate a -possible drawing by Kenya under 

the CFF/Food Facility. 

In light of the continued balance of payments problems of Kenya, the limited 

progress made so far in implementing relevant measures under the stand-by 

arrangement and the fact that an amount equal to almost 150 per cent of Kenya's 
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quota will be available to Kenya -during the balance period of the stand-by 

arrangement, the second year program will need to include specific measures 

to be in place in regard to the budget, imix>rt policy and other external sector 

poUcies, before the Board discussion of the program. The mission will impress 

on the authorities that it would be necessary for the management in recommending 

for Board approval such a program to say that sufficient steps have been taken 

to bring the program broadly back on track. 

The financia~ program for 1980/81 was based on policies which implied a 

reduction in the overall fiscal deficit to about 5.0 per cent of GDP while the 

upper limit of the ceiling on bank credit to Goverrnnent contained in the program 

was consistent with an overall deficit of 6 per cent of GDP. As already outlined, 

fiscal performance in 1980/81 has been considerably ~rse than programmed and the 

overall deficit is likely to amo~nt to 7.5 per cent of GDP. For 1981/82, the 

mission will reiterate the recommendation, made during the consultation mission 

in April 1981, that the budgetary deficit should be no more than 5 per cent of 

GDP. If the mission's forecasts indicate a weaker fiscal outlook, agreement 

will need to be reached on rephasing of expenditures in 1981/82, since the 

authorities are unlikely to be willing to contemplate further revenue measures 

immediately after the budget (the budget will be presented in mid-June). TI1e 

mission will seek assurances on specific measures to be implemented by the end of 

1981, if it were to become apparent in the next few 100nths, that the overall defi­

cit is likely to ecceed the program limits. These measures will be agreed in an 

appropriate form. 

Because the ·resulting bank financing required will still be large, the mi ·ssion 

will emphasize the need to coordinate roonetary and fiscal policies roore closely, 
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giving a mre prominent role to interest rates. In this regard, the mission will 

press for a significant increase in interest rates. Such a policy lvOuld reduce 

the present negative real rates on bank deposits and promote financial savings. 

It will also help to reverse the present disintermediation toward nonbank financial 

intermediaries. Higher lending rates would also foster the authorities' goal of . 

making enterprises use available capital more efficiently, while making government 

debt instruments· mre competitive in the nonbank sector. 

The problem of t.he appropriate set of export incentives remains of crucial 

importance. The actions taken so · far--the expansion of the export compensation 

scheme and the 5 per cent depreciation in February 1981--do not appear to be 

sufficient in terms of generating higher export growth. The Treasury, at the time 

of the recent depreciation, was arguing for an exchange rate change of 15-20 per 

cent. They also feel that the export compensation scheme has proved to be an 

ineffective tool. The mission will support the views held by the Treasury. 

The mission will assess the opera ti?n of the system of ex port subsidy and import 

surcharge that was adopted in late 1980 as a substitute for ecchange rate action, 

and in light o~ its conclusions and other criteria, propose that adequate adjust­

ments be made. A preferred solution would be to depreciate further--either 

gradually, or in one step--by some 10-20 per cent and to abolish the export 

compensation scheme. A more - flexible ecchange rate policy should be accepted 

with less resistance than in the past, in view of the fact that the recent 

depreciation was carried out smoothly and with no adverse political effects. 

The mission will suggest that the windfall profits arising from the devaluation 

should be shared between the producers of traditional ec ports and the Government 

by the use of ecport taxes. Because of budgetary considerations., the mission 
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will suggest that the tariff surcharge should only be reduced gradually, pending 

the introduction of . a new tariff structure. 

As part of the review, in June 1981 Kenya is required to reach understand­

ings with the Fund on its import policy. The program will need to include 

progress in replacing quantitative import restrictions with .tariff adjustments. 

In this context, the mission will assess the significance of the revised import 

schedules which had been prepared by the authorities. As performance criteria 

the mission will also set quarterly ceilings on net government credit and 
. 

total domestic credit, taking into account the use by the Government of the 

counterpart of foreign loans and Fund drawings. If the Kenyan authorities 

feel strongly that the pro_gram should continue to be formulated in terms of a 

band (with the upper limit being the performance criteria) the second-year 

program will follo·w the same format. The ceiling on net government credit 

will . be consistent with a significant reduction in the ratio of the overall 

deficit to GDP, while the net domestic credit will take into account the expec­

ted overall balance of payments deficit and the growth in liquidity. A ceiling 

on foreign borrowing with maturities of up to 12 years will be ~egotiated. 

Credit ceilings will be set only for September and December 1981. A review 

clause will be included in the program and a mission will return prior to the 

end of December to revi,ew the progress ·made in implementing the import system 

and to set credit ceilings for the remainder of the program period. 



ATTACHMENT I 

Relations with the Fund 1/ 

Status: 
Date of membership: 
Quota: r 

Fund holdings of currency 
at end-May (as per cent 
of quota): 

Of which: oil facility 

compensatory facility 

extended facility 

supplementary financing 
facility 

Holdings of SDRs at end-May: 

Trust Fund Loan Disbursements 
(First and second periods): 

Direct distribution of profits 
from gold sales (July 1, 1976-
July 31, 1980): 

Gold distribution: 

Exchange arrangement: 

Intervention currency and rate 
for the U.S. dollar: 

Last consultation (Article IV): 

1./ As of April 30, 1981. 

Article XIV 
February 3, 1964 
SDR 103.5 million 

SDR 282.53 million--(272.97 per cent of 
quota) 

SDR 11.06 million {10.68 per cent of 
quota) 

SDR 69.0 million (66.67 per cent of 
quota) 

SDR 5.33 million (5.14 per cent of 
quota) 

SDR 50.10 million (48.41 per cent of 
quota) 

SDR 20.6 million, or 55.7 per cent of 
nei cumulative allocation (SDR 36.99 

·million) 

SDR 46.91 million 

US$7.61 million 

41,079.961 fine ounces 

Pegged to the SDR at K Sh 10.15 = 
SDR 1 (February 3, 1981) 

U.S. dollar; K Sh 8.47 = US$1 

April 1981. Papers to be issued. 
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Kenya - Economic and Financial Ratios 

1979 

Current account deficit 7.9 

Fixed investment 23.5 

Domestic savings 15.5 

Central Government deficit JJ 7.0 

External debt 23.2 

External debt service 1.7 
(including debt to Fund) (2.5) 

Oil imports/total imports 
cc.i.f.) J:.l 23.8 

External debt service/exports 
of goods and services ]_I 6.4 
(including Fund) (9.1) 

Use of resources under 
program/ Quot a 

1/ Fiscal y~ar 1978/79 through 1981/82. 
2/ Customs data. 
3/ Based on debt outstanding in 1979. 

1980 

(In per cent 

11.6 

18.2 

7.4 

5.1 

26.4 

2.3 
(2.6) 

(In .per 

25.4 

7.8 
(8.6) 

57.1 

ATTACHMENT II 

1981 1982 

of GDP) 

10.5 10.1 

20.0 21.0 

9.4 8.9 

7.5 6.0 

29.6 30.9 

3.2 3.6 
(3.6) (4.1) 

cent) 

27.5 28.6 

10.3 11.s 
(11.7) (13.4) 

85.7 87.1 





TO DATE: June 8, 1981 

FROM 

SUBJECT : Kenya - Brief 

The two year stand-by arrangement approved last year was for an 
amount that was nearly the maximum then available under Fund policy--350 
per cent of their quota. It was justified on the ground that the Government 
would implement measures to effect structural change in the economy (as 
indeed outlined in the Government's Sessional Paper 4 of 1980), as well as 
measures to reduce the short-term imbalances. 

It is clear from the briefing paper that Kenya has fallen far short 
of the stand-by program in implementing the relevant policies. This failure 
was largely responsible for the continued pressures on the balance of payments 
although exogeno·us developments did also contribute. 

Given this experience, a c_redible program for the second year would 
need to provide for specific measures to be taken as part of the budget for 
1981/82 before Board discussion. I would suggest that the last section of the 
brief be reformulated to reflect this need. 

The areas for action were already identified by your last mission. 
Obviously, budgetary revenue and expenditure measures will be needed to reduce 
the deficit. The last program aimed at lowerfng the deficit/GDP ratio to 5 per 
cent in 1980/81 and your last mission had discussed the same target ratio 
for 1981/82. I would suggest that this target ratio be maintained. 

As for the import system, understandings in regard to which are to 
be arrived at by the review mission, there are two aspects to be considered: 
(a) changes in the system of industrial protection to eliminate the anti-export 
bias in the economy; (b) changes in the system, of import control to make it 
more responsive to and consistent with (a) and other objectives. In regard to 
(a) it would seem reasonable to require some specific action to replace quanti­
tative restrictions on imports by tariffs, along with a restructuring of import 
tariffs; your April mission had already pressed for it. As for (b), the recent 
reclassification of import licensing categories leaves some questions as to 
whether it_ is a step in the direction of import liberalization and how · its 
application could serve the objective (a). The mission will need to assess the 
significance of the new import system in this context, and also verify whether 
it will still involve exchange quotas. 

It is apparent that the "proxy approach" of export subsidies and 
import surcharges has not worked as intended. Given this experience it would 
seem that direct exchange rate action is required, as indeed your last mission 
had pressed for, and as is apparently also already the judgment of the Finance 
Ministry. It would be necessary for the mission to assess what de facto effect 
the proxy approach has had on the exchange rate in comparison with the 
equivalence of "a 10 per cent depreciation plus a tax on traditional exports" as 
described in the program. Based on such an evaluation and other relevant criteria, 
action on the exchange rate would need to be determined. 1./ 

!/ It is possible that the exchange reform in , Uganda, if successful, will also 
prod the Kenyan authorities in the direction of an exchange depreciation. 
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It would be important to verify with the World Bank their current 
views on increasing incentives to exports, including traditional exports, 
and on rationalization of industrial protection, especially since they are 
working on a new structural adjustment loan for Kenya. Th:fst..could also be 
reflected in the brief. 

Interest rates 

Your last mission had already urged a significant increase in 
interest rates. 

Balance of payments outlook 

The brief indicates target current account deficit/GDP ratios of 
10.5 per cent and 10.1 per cent for 1981 and 1982. It would be necessary for 
the mission to review Kenya's medium-term balance of payments to determine 
an appropriate economic strategy. Is an external current account deficit 
ratio to GDP of 10 per cent sustainable for long? 

Further purchases from Fund 

It is likely that June performance criteria will be exceeded, 
especially on credit to government. In that event, for Kenya to make the 
next purchase it wouM_ be necessary not only to agree on the second year's 
program but also to~iaive~!he June criteria, on the basis of specific actions 

.being taken which would bring the program back on track. 

I am not in favor of augmenting _the stand-by because the amount 
available during the second year is already near 150 per cent of Kenya's quota. 

cc: Mr. Beveridge 
Mr. Zervoudakis 
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• Keny a - - Arti cle IV Consultation 

t...TE Apr il 21, 1981 

and Review of Stand-By Arrangement 

A miss i on consisting of Mr. J.M. Jimenez (AFR), Ms. M.R. Kelly (FAD), 
Mr . E.J . Zervoudaki s (ETR), Ms . M. Duane ( secretary-AFR), an d myse lf spen t two 
weeks, starting Apr il 2, in .Tairobi to conduct th e Article IV consultation and 
to review perfo rmance under the . cur ren t two-year stand-by program with Kenya 
(a total of SDR 241.5 million or 178.4 per cent of Kenya's q uot a, of wh ich 
SDR 90 million has b een drawn). Mr. S.A. Silard (LEG) joined the mission for 
the second week . Mr. Kiingi, Executive Director for Kenya, participated in 
some of the meetings. 

The discussion s wen t smoothly; talks were held with the Mtnistries of 
Finance , Planning, ComQerce, Industry and Agriculture, and with the Cent ral 
Bank . The mission ha d severa l discussion s wi t h the Governor of the Central 
Eank, Hr. Ndegwa, an d at the end of the mission I ha d a long and very useful 
discussion with the Vice President an d Ministe r of Finance, the Honorable M~ai 
Kibaki. 

The Kenyan economy is going through a difficult period with slow eco­
nomic growth (about 2 per cen t in 198 0 and not much more ex ected f or 1981), 
a large fiscal i mbalance, and a structurally ~eak balanc e of payment s where 
prices for traditional exports are weak and the growth in nontraditional exports 
has stagnated . Unless policies (especially on import protection, export 
orientation and in the fiscal area) are changed soon, the me dium-term outlook is 
serious , particularly in view of th e rapi d increase in population ( near ly 4 per 
cent a year ). It has been calculated that a growth rat e of 6 per cent pe r an num 
will be necessary over the next year to absorb the growth i~ the pot en tial labor 
force. 

The balance of payment s situat_ion is weak an d will require substant ial 
support for the next f ew years. The reasons for the weaknes s are partly thos e 
mentioned above (weak export 'prices and a slow growth in nontradit ional export s) 
but the situation has been aggravated by emergency food imports an d the increase 
in oil prices (t h e latter factor being less i mportant than in many other devel­
oping countries). Th e defic it in the curren t accoun t of the balance of payments 
was equi al e nt to 12 per cent of GDP in 1980, an d a similar defici t is expected 
in 1981 . This deficit has b een restraine d by fairly tight i mp ort licensing. 
The overall external deficit (before balance of payments financing) in 1980 wa s 
SDR 290 million, of wh ich the Fund provided SDR 56 million (net), an d a further 
SDR 56 million ~as provided from a structural a djustmen t loan from the IBRD . In 
addition, Kenya d rew the rema ining US$10 0 million ( SDR 77 million) under a Euro­
currency loan. Gr os s official reserve s droppe d by SDR 107 million in 1980, and 
at end March they stood at SDR 365 million , equivalent t o less than 10 week s of 
imports. The outlook for 1981 is for a continue d large current accoun t de.licit, 
and further subst ant ial balance of pay Q2nt s assistanc e (in addi tion to that from 
the Fund) will be needed in order to mainta{n the present level of gross 
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res~r e s. Co nsiderat ion is eing gi e n to another Eurocurrency loan, and a 
secon d structural adjustmen t loan wil l be negotiated. 

Th e Kenyan authorities are conscious of the constraint on gro-wth 
i mplied i"n the weak balance of payment s position and are att empting t o reorient 
tbeir policy toward a more export-oriented growth. The mission discuss e d at 
lengt h these policies which have so far no t been i mple~ented with any forceful­
nes s. An e xtension of the eY-port compensat ion sch eme an d th e i mposition of an 
i mport sure arge last year, and a devaluation of 5 per cent in Feb rua ry thi s 
yea r were st ep s in that direction. Howe e r, these fileasure s are unlikely to solve 
the probl em s at hand. The mis sion argued for the replac eme nt of the export com­
pensation scheu1e ( which Kenyan officials admi t does not operate well) by a 
further and larger devaluation, possibly combine d with incre ased taxation of the 
major traditional e xport crops, and a s th e fiscal situation permits, the i mport 
surcharge should be r e duced an d ultimat ely be eliminated. Both the Vice- President 
and the Governor se eme d positive to the suggestion (without making any commi t­
ments) and there was general agreeme nt that the exchange instrument would be used 
more flexibly in the future. 

An i mportant reason for the anti-export bias of th e Kenyan economy is 
the c omplex and highly protective i mpo rt system tha t has developed out of the 
infant industry protection in the 1960s. Thi s has led to a cost permissive, in­
efficient industrial sector primari ly oriented towards the domestic market. A 
ma jor r e form is now being undertaken t o improve the i ~port system by gradually 
moving away from quotas t o tariff s. It has taken a l ong time to reach some con­
sensus on how to i~plement the policy and wi ll probably t ake further time b efore 
substantial changes can be seen. Howeve r, the Ministries of Finance and Planning 
are optimistic that some progress will be ma de soon. 

Perfo rmanc e under the stan d- by program went fairly wel l up unt il th e 
early part of 1981. Howeve r, fisca l policy ba s weakened in the course of th e 
year, and the move towards a more open i mport policy ha s b e en seriou sly dela;ed. 
The overall budget deficit for 1980/81 estimated at the equiva lent of 5.9 per 
cent of GDP in the program ( negotiated in August 1980), is now estimated at 8.6 
per cent. Tbe princi pal reason for the deviation is an excess of expenditures, 
which ma inly reflects salary increases, larger food i mports, and _ a gene ral l a ck 
of expenditure control. The Treasury has now issued a strongly worded i nst ruc­
tion to Ministries to keep thei r expenditures within the appropriated amount s. 
In addition, FAD is providing assistance on the monitoring and control of 
expenditure, but this assistan ce is unlikely to have much impac t in th e current 
fiscal year. It s eem s likely that the go erlli~e nt borro- ing ceiling for June 
1981 will be exceeded ; howeve r, a t pre~ent , ther e wa s n o reques t from Kenyan 
officials to con sider a waive r. Total credi t, howeve r, is more likely t o be 
below the ceiling. 

At the request of the Kenyan officials, the mi ss ion provided several 
tentative alternative sc enarios to lowe r the 1981/82 fisca l deficit t o abou t 5 
per c en t of GDP and to reduce its domes tic financi ng. The mission also recom­
men ded that the fis ca l ~easures be comp l e men ted with a furthe r d e preciation of 
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the shilling , the rapid i mp l ementat i on of a n i mport r eg i me base d on ta ri f fs a nd 
not quantitative r e s t ricti ons , a n d a si gn ific a nt i nc r eas e in interest r a t e s . 
Th e se issues were discus sed with the Per:r..anent Secreta ry of th e T reasu ry an d 
also with the Vice-President . 

The negotiations for the s e cond year of the stan d-by ar rangeme nt wil l 
be held in late J une . A Co nsultative Group Meeting is planne d for the latte r 
part of July, by which time the I BRD d o c uille ntation will be r ea dy; the Fund ha s 
been asked t o report on the status of the sta n d-by ar rang ement . 

cc: CBD j 
ETR 
FAD 
INST 
LEG 
OER 
RES 

SEC 
TRE 
Mr. Watson 
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· I. Introducton 

A mission compri~in~ Messrs. B. Karlstroem (head-AFR), J. Jimenez 

(AFR), Ms. M. Kelly (FAD), Mr. E. Zervoudakis (ETR), and Miss M. Duane -----· 

(secretary-AFR) will visit Nairobi beginning April 2, 1981 for about two 

weeks to conduct the Article IV Consultation discussions and to review 

progress under the stand-by~ rrangement currently i~ effect for Kenya. 

Mr. Silard (LEG) will join the mission for the las t week. The mission 

will also discuss with the authorities the general outline of the program 

for the second year of the stand-by arrangement (July 1, 1981-J~ne 30, 

1982), but will not at this time negotiate it, in order to provide the 

Kenyan authorities with the necessary time to incorporate the mission's 

suggestions into the 1981/82 budget (July/June). A mission is expected 

to return to Nairobi in June for the actual negotiations. 

A summary of relations with the Fund is attached. 

II. Performance Under Stand-by Arrangement 

On October 15, 1980 the Executive Board approved Kenya's request for 

a two-year stand-by arrangeme nt for an amoun t equivalent to SDR 241.5 

million (233.3 per cent of quota), including SDR 184.4 million (178.4 per 

cent of quota) from the supplementary financing facility. Full use of 
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=Lhe drawings available under the stand-by arrangement would bring Fund 

h ,oldings of Kenya's currency after taking account of repurchases, to 

4L04.l per cent of quota by August 30, 1982. Kenya's last drawing under 

~~ne stand-by arrangement was made on March 11, 1981. 

The ceilings on net domestic credit and net credit to the government 

were specified as bands, with the lower limits constituting reference 

po:,ints for consultation with the Managing Director and the upper limits 

tl:ne performance criteria. All the performance criteria have been ob-

served, but the lower limit on llet credit to the government was exceeded 

in: September and December, arid the -lower limit on net domestic credit was 

aLso exceeded in De-cember. 

In letters to the Managing Director dated November 20, 1980 and 

Fe ruary 23, 1981, and during the visit of Mr. B. Karlstroem to Nairobi 

(F~Druary 4-6, 1981) the Kenyan authorities explained the exceeding of 

the lower limit on net credit to the government in September and December 

as caused by a larger than expected carry-over of excess expenditures 

from the 1979/80 fiscal year, a shortfall from projected revenues, and 

higher than budgeted expenditures in certain areas, such as for wage ad-

justments and food imports. The large increase of net credit to the 

government was in turn the reason why the lower band on the net domestic 

assets had been exceeded. 

III. Recent Economic Developments 

Over the last several years the rising prices for imported energy 

have become a heavy charge on Kenya's balance of payments. On occasions 

the burden has been offset by temporary higher prices for major exports, 

particularly coffee, although since 1978 the prices of major exports have 
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also tended to be weak. The welcome relief provided on these occasions 

has tended to remove the urgency in adjusting the balance of payments to 

the higher and rising energy costs . A generally lax fiscal policy has 

tended to undermine the Government's demand management policies, while a 

heavy reliance on import restrictions has hindered the efficient alloca­

tion of domestic resources. More recently the world recession has had a 

major negative impact on the economy. 

In 1979 Kenya's real growth rate fell to about 3 per cent, while in­

flation decelerated and the balance of payments was temporarily in sur- -

plus. The latter resulted from the intensification of import and payments 

restrictions, which led to a reduction in imports and also resulted in an 

increased inflow of short-term capital, following the requirement that 

certain imports be financed by mandatory 90-180-day suppliers' credit. 

This temporary improvement diverted the authorities' attention from find­

ing more permanent solutions to the balance of payments problem. However, 

during 1979/80 (July/June) some progress was made in reducing the Central 

Government's overall deficit, particularly the domestically financed por­

tion, and the overall credit expansion was kept at o_nly 8 per cent, with 

private sector credit rising by nearly 10 per cent. Nevertheless, ~he 

Central Government's overall deficit in fiscal year 1979/80 was still 

equivalent to about 6 per cent of GDP. 

The favorable 1979 balance of payments outturn led to the early dis­

mantling of some aspects of the restrictive system. In November 1979 the 

term and amount of the import deposits were significantly reduced and 

Letters of No Objection (LNOs) were abolished in July 1980, making goods 

competing with domestic production easier to import. At the same time, 
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the export subsidy was increased from 10 per cent to 20 per cent and was 

further extended to include all nontraditional exports. The authorities 

originally planned to transfer the rebate payment mechanism from customs 

to the Central Bank, which would have involved a multiple currency prac-

tice; however, this intention was never effected--mainly it seems, because 

of resistance from the Central Bank. 

The temporary nature of Kenya's favorable balance of payments posi­

tion became increasingly obvious as 1980 progressed. For the year as a 

whole an overall balance of payments deficit of about SDR 300 million, or 

about 6.6 per cent of GDP, is estimated. The authorities reacted by sus-
. - ·-

pending virtually all import licenses for about two and a half months at 

the end of the year. Nevertheless, even though exports are projected to 

have risen by about 15 per cent in 1980, the growth of imports is esti­

mated at over twice that rate. In line with the Fund programs the current 

account deficit in 1980 is estimated at the equivalent of 15 per cent of 

GDP compared to 11 per cent in 1979, while the net capital inflow was 

substantially reduced. At the end of 1980, gross official reserves of 

the Central Bank were equivalent to SDR 385 million, or about two and a 

half months of 1980 estimated imports. 

The weakening of the balance of payments came at a time when income 

growth slowed furthe·r and inflation accelerated. Present estimates in­

dicate a real GDP expansion in 1980 of about 2 per cent (compared to 

3 per cent in 1979) and an inflation rate of about 15 per cent (10 per 

cent in 1979). 

In the second half of CY 1980 the government's financial position 

deteriorated, with further weakening expected in the remainder of the 

fiscal year, reversing the progress made in 1979. Revised estimates for 
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the 1980/81 fiscal year now indicate that the overall deficit could reach 

the equivalent of 7.5 per cent of GDP, compared to a target in the present 

stand-by arrangement of about 5.2 per cent. The deviation from the pro­

gram results from smaller revenue collections than earlier estimated and 

larger total expenditures, chiefly recurrent expenditures, as development 

outlays will be below ·earlier estimates. The higher growth of recurrent 

expenditure reflects substantial salary increases ranging bet~een 23 per 

cent to 30 per cent, approved in November, and larger-than-expected im-

ports of food grains. 

In 1980 money -and quasi-money increased .by less than 3___p~r cent, com­

pared to almost 14 per cent in 1979. The overall expansion of the banking 

system's net domestic assets rose from about 8 per cent in 1979 to 13 per 

cent in 1980, roughly in line with the Fund program. During 1980 credit 

to the private sector accelerated substantially, recording a growth of 

over 20 per cent for the year as a whole compared to less than 10 per 

cent in 1979. The bulk of the credit expansion ocurred in the first half 

of the year, with the annual growth in the second half falling to about 

14 per cent, as commercial banks increasingly faced liquidity problems, 

with many failing to meet the liquidity ratio at the end of the year. 

Reflecting the government's deteriorating financial position, net credit 

to the government grew by twice as much in the second half of 1980 as 

in the second half of 1979. 

Early in 1981, the government reclassified and restructured the im­

port schedules, reducing the number from five to three. The exact method 

of allocating foreign exchange to the more restricted schedules is not clear. 
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On October 27, 1975 the Kenya shilling was pegged to the SDR at a 

of SDR 1 = K Sh 9.66. On February 3, 1981 the Kenyan authorities 

-::no=ified the Fund that effective on that date the rate was changed to 

- 0 1 = K Sh 10.15. 

IV. Topics for Discussion 

The mission will review economic and financial trends in 1980 and 

-;:.,-1rospects, for 1981 with particular emphasis on their implications to the 

c;:urrent stand-by arrangement. In this regard, the mission will review 

-=tl.th the authorities the factors bebind the exceeding of - the lower limit 

om net credit to the government and -net domestic assets of the banking 

s-ystem in December 1980, and discuss the prospects for the observance of 

6e ceilings for June 30, 1981. Special attention will be given to fis­

cal developments, particularly expenditure policies. A recent FAD mission 

reported a lack of control of government expenditures and a breakdown in 

tbe accounting system, which makes the monitoring of expenditures extremely 

difficult. At the request of the Kenyan authorities, the FAD member of the 

mission will stay for about ten days after the end of the mission to pro-

vide technical assistance on public expenditure forecasting. The mission 

will discuss with the authorities the measures they intend to take in fis­

cal year 1981/82 to reduce the overall deficit to a more manageable level. 

In this regard, the Government's ability to increase its nonbank financing 

will be reviewed, s the Government's large recourse to bank credit in the 

second half of 1980 has reduced the credit available to the private sector. 

At the present time, without measures to reduce net government credit, a 

1 sening of private sector credit could lead to the nonobservance of the 

the overall credit ceiling; therefore the mission will stress the need for 
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a better coordination of fiscal and monetary policies and will discuss 

the authorities' plans in this area. The mission will also argue the 

case for higher interest rates to reflect the shortage of liquidity 

presently facing the banks and the private sector. 

The mission will review developments in the real economy in 1980. 

The drought and continued border difficulties with neighboring countries 

will be assessed in terms of their impact on economic growth and on the 

balance of payments. The mission discuss with the authorities the supply-

oriented measure~ which they intend to impl~m~nt in 1981 ~~ promot~_ a _~ _ ~ 

more efficient uti}ization of dqmestic resources, specifically with re-

gard to agricultural expansion, industrial rationalization, and the growth 

of nontraditional exports. For this purpose the mission will seek the 

authorities' views on the role of exchange rate policy within the overall 

policy thrust. Great~~ flexibility in the exchange rate than in the past 

seem justified_ in view of the large current account deficits projected for 

the next few years. 

The mission will assess the balance of payments prospects for 1981 

and 1982 giving speci_al emphasis to the authorities' policies to con­

strain the deficit within their financing capability for the period until 

the supply-oriented measures to be implemented take hold. In this regard, 

the authorities' energy policies will be discussed, particularly their 

plans to increase the use of indigeneous energy sources. 

The mission will review the progress which has been made in revising 

the regime of import restrictions in view of the authorities' commitment 

to replace, over time, existing quantitative restrictions. In this con­

nection, the mission will examine closely the recently implemented import 
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reclassification measures. The mission will obtain the authorities' time-

table for meeting the program's objective and will press for the replace-

ment of quantitative restrictions with tariff increases as rec ommen ded by 

FAD missions. 

The mission will also examine the possibility of Kenya making an addi­

tional purchase under the CFF. 

V. Tentative Framework for the Second Year Program 

The mission will discuss, on a tentative basis, the program for the 

second year of the present stand-by arrangement (beginning Ju~y 1, 1981).~·. 
- · 

These discussions will form the basis - for the negotiatio~s in June, by 

which time the budget will have been presented. At this stage the mis- . 

sion will advise, particularly, on the overall stance of fiscal policy in 

1981/82; the aim should be to reduce the government's overall deficit and 

its borrowing from the banking system primarily through more realistic ex-

penditure forecasting and a more effective control of outlays. The mis­

sion will also suggest speedier progress in reforming the import system, 

with a view to reaching the understanding, which is a performance criteria 

for the second year. The mission will investigate the adequacy of producer 

prices and argue for a more flexible role for interest rates and the 

exchange· rate. 

The format of the program will be similar to that of the first year, 

with ceilings on the net domestic assets of the banking system, net credit 

to the government, and on new foreign borrowing. 

Attachments 
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Relations with the Fund 1/ 

Status: 
Date of membership: 
Quota: 

Fund holdings of currency 
(as per cent of quota): 

Of which: oil facility 

compensatory facility 

extended facility 

supplementary financing 
facility 

Holdings of SDRs: 

Trust Fund Loan Disbursements 
(First and second periods) 

Direct distribution of profits 
from gold sales: (July 1, 1976-
July 31, 1980) 

Gold distribution 
(four distributions) 

Exchange arrangement: 

Intervention currency and rate 
for the U.S. dollar (January 30, 
1981) : 

Last consultation (Article IV): 

1/ As of February 28, 1981. 

Articl e XIV 
February 3, 19 64 
SDR 1 0 3.5 million 

SDR 254. 0 8 mil l i on (245.49 per cent 
of quo t a) 

SDR 12.61 mill ion (12.18 per cent of 
quota) 

SDR 69.0 million (66.67 per cent of 
quota) 

SDR 5.33 million (5.14 per cent of 
quota) 

SDR 33.74 million (32.60 per cent of 
quota) 

SDR 23.44 million, or 68.16 per cent 
of net cumu l a t ive allocation 
(SDR 36.99 mi llion) 

SDR 46.73 million 

US$7.61 million 

41,079.961 fine ounces 

Pegged to the SDR at K Sh 10.15 
SDR 1 (February 3, 1981) 

U.S. dollar; K Sh 7.73 = US$1 

May 8-23 and June 19-30, 1980 
discu s sed by the Board October 15, 

· 1980 
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Kenya - Economic and Financial Ratios 

1979 1980 1981 1982 

(In per cent of GDP) 

Current account deficit 10.6 14.8 14.0 13.3 

Fixed investment 23.5 24.0 24.0 24.0 

Domestic savings 15.5 13.0 14.0 14.7 

Central Government deficit 1/ 7.9 6.4 7.1 5.2 

External debt 25.4 29.5 34.1 36.5 

External debt service 3.0 3.4 3.7 3.9 

(In per cent) 

Oil imports/total 
imports (c.i.f.) 22.1 24.2 26.2 25.9 

External debt service/exports 
of goods and services}:_/ 10.0 10.9 13.0 15.0 

Use of resources under program/ 
Quota 57.1 85.7 87.l 

1/ Fiscal year 1978/79 through 1981/82. 

2/ Based on debt outstanding in 1979. 
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//ice 1 · t:J .or,,.11 

Mr. Karlstroem ~, 

S. Kanesa-Thasan~ 

Kenya - Connnents on Letter of Intent 

lf I l l 

DATE Se ptember 4, 1980 

(a) Credit ceilings. I have no difficulty with the band approach. However, 
one may argue that the differences between the lower and upper limits appear 
to be rather large---especially in terms of increments. 

Also, there is an asymmetry in the formulation of the credit ceilings. 
They seem to apply throughout the first half year, but only for the terminal · 
date in the second half. 

(b) Multiple currency practice. The export compensation scheme and the 
import surcharge are described as temporary measures in the consultation 
report (Page 12). This was the basis on which the multiple currency practice 
is being approved. The letter of intent should also refer to the temporary 
nature of the schemes. 

(c) The credit ceilings are specified on a half yearly basis. How are 
purchases from the Fund phased? 





TO Managing Director 4. 
Deputy Manag~n Director ~ 

September 3, 1980 ) 

FROM B. Karlstroe fJ 
SUBJ ECT Kenya--Negot ations on Use of Fund Resources 

A mission consisting of Mr. R. Stillson (AFR), Ms. M. Kelly (FAD), 
Miss . S. Symons (secretary-ETR), and myself visited Nairobi from August 19 to 27 to 
conclude discussions of a two-year stand-by arrangement to begin July 1, 1980. 
The arrangement covers all four credit tranches and the total amount involved is 
SDR 241.50 million (350 per cent of Kenya's quota) of which SDR 189.75 million 
(275 per cent of quota) is provided from SFF resources. A draft Letter of Intent 
was agreed with the Kenyan authorities; as soon as I have received comments from 
the departments concerned I will send the Letter for your approval • 

. 
The discussions, which followed those in May and June, were very thorough 

and characterized by a great degree of seriousness on the part of the Kenyan author­
ities. Most of the negotiations were held with the new Permanent Secretary to 
the Treasury, Mr. Mule (who for many years was Permanent Secretary in the Ministry 
of Planning) and other staff in the Treasury. The mission also had discussions 
with the Vice-President and Minister of Finance, Mr. Mwai Kibaki, and the Governor 
of the central bank, Mr. Duncan Ndegwa. 

The substance of the program is essentially the same as what was previ­
ously discussed (see back to office report dated July 7, 1980), i.'e., the arrange­
ment supports a medium-term program of import reform (moving away :from quantitative 
controls) and growth of the nontraditional export sector, together with a short­
term financial policy program designed to limit the balance of payments deficits 
in the next few years. The stand-by is designed to assist Kenya in its external 
financing until the medium term measures begin to strengthen the balance of payments. 

The performance criteria relate to total domestic credit and, as a sub­
ceiling, bank credit to the central government. The magnitude of the fiscal , . 

deficit (5 per cent of GNP in 1980/81 compared to 6.8 per cent in 1979/80) and the 
pace of total credit expansion (19.5 per cent during fiscal year 1980/81) as 
discussed in June still remain the policy targets. However, the Kenyan authorities 
felt that some more flexibility was needed in setting the ceilings. In particular, 
they argued that it was extremely difficult to predict the fiscal impact of the 
import surcharge and of the broadening of the export compensation scheme. These 
measures will raise both revenue and expenditure by large amounts, and a relatively 
small margin of error in forecasting the fiscal outturn could easily jeopardize 
the ceiling on government bank borrowing. 

It was therefore agreed, subject to your approval, that we would use the 
concept of a "band", where the lower point would be the policy target and the 
upper point would be the ceiling in the traditional sense. The Government will 
undertake to consult with the Managing Director of the Fund if and when the lower 
point of the band is exceeded, with a view to determining what measures will be 
necessary to avoid reaching or exceeding the upper ceiling constituting the perfor­
mance criteria. In this way we have preserved the policy ta~gets which were earlier 

,I 
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discussed, while providing for some flexibility which the Kenyan authorities 
wanted. These arrangements are specified in the Letter of Intent. 

19.5 per cent during fiscal year 1980/81 (the rise in nominal GDP is estimated / 
For total domestic credit, the policy aim is to limit credit growth to ( 

·• around 18-20 per cent); the ceiling (upper point of the band) is 23 per cent. 
Credit to government in 1980/81 is expected to be no higher than K Sh 678 million 
as a policy target, but the ceiling is set at K Sh 1,000 million. There are always 
extremely sharp seasonal fluctuations in the cash flow of the central government 
budget, and the program provides for a higher borrowing limit in the course of the 
year than at the end. Due to the expected balance of payments deficit, the growth // 
in money supply in the course of 1980/81 is only 4 per cent. 

Apart from the financial program which should help limit the external 
deficit in the short run, the stand-by arrangement is based on, and is in support 
of, a medium term policy designed to gradually liberalize imports, increase compe­
tition from abroad and spur the growth of nontraditional exports. The change in 
import policy--away from quantitative restrictions--is likely to r?ise imports and 
thus widen the external deficit over the next few years. A deficit (after taking 
into account bilateral aid flows) of some K Sh 2 billion (SDR. 220 million) is 
expected for 1980, and forecasts show a similar deficit for 1J81. Official forecasts 
show a reduction of the deficit in 1982 and the aim is to reach ~quilibri·um in 1983. 
The proposed standby arrangement, will finance approximately half ~f these deficits. 

~ ~Further assistance is provided by the IBRD through a structural adjust~ent loan of 
US$70 million; a second such loan is tentatively planned for 1981. Even then, 
Kenya will need to reduce its reserves, which are presently equivalent to about 3 
months' imports, and perhaps also draw the remainder ($100 million, of a Eurocur­
rency loan contracted a year ago. 

I 

In our discussions on the budget, especially on the seas~nality of the 
central government's bank borrowing, it became clear that there is a need for 
improved forecasting, monitoring and cash management of the budget. The Permanent 
Secretary of the Treasury expressed a wish to use some technical assistance from 
the Fund in this area. A written request will be sent to the FAD in the near 
future. 

cc: CBD ✓ 
ETR 
FAD 
INST 
LEG 
RES 
SEC 
TRE 
Mr. Mohammed 
Mr. Watson 
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Office Me 
Managing Director / . ~-. 
Deputy Managing Direct_9X 

Rattan J. Bhatia\_.,~ 

SUBJECT : Kenya--Stand-By 

DATE: July 21 1 1980 

I 

As indicated in Mr. Karlstroem' s vba c - a-office report (July 7) a draft 
letter of intent for a two-year stand-by arrangement was left with. the Kenyan 
authorities in late June. The arrangement is for a total of SDR 2.4.LSO million 
(~percent of Kenya's quota) of which SDR 189.75 million is provided from 
SFF resources. The Kenyan authorities indicatea that they wanted Home further 
time to consider the proposed program. In particular, the new Permanent Se­
cretary in the Treasury, Mr. Mule, who had taken office only one day before 
the mission started, wanted some time to study the proposed letter of intent. 
We have now received a cable from the authorities proposing substantive chan­
ges in the letter which had already reflected the 1980/81 budge.t proposals 
announced in mid-June. Their main concern now appears to be that the b.l!,_dge~ 
p~j ections are ve.,;r.~rt~~~- and that t~e cre~~~~ e~l j.!]-_g~·-·~h_q_l}ld_contain 
larger'sarety margins thannave been provided for in the draft letter of 
intent:--- ~---· - · ~~- . 

The proposed changes are too complex to be resolved by phone or cable .• 
I would, therefore·, propose that a staff team consis.ting of Messrs. Karlst:rn .. ~m, 
Stillson, Ms. Kelly and a secretary return to Nairobi for about one week, be­
ginning August 20 to finalize the letter of intent. The principal issues which 
would need to be discussed and the s_ugges ted lines to be taken by the mission 
are as follows: 

1. Financial policies 

To provide for margins of error in forecasting, the Kenyan authorities 
now propose that the full year ceiling for net credit to the Central Govern­
ment be raised by 9 per cent from K.· Sh. 2,970 million to K. Sh". 3,245 million. 
The authorities are also proposing that private sector credit be allowed to 
rise more rapidly during the year than assumed in the program. Net total do­
mestic credit would rise by 23 per cent instead of 18 per cent. In-·additioti, 
they°a·resiigges"fi_nga·i •ffererrt- seasonal patterns for the ceilings. 

If we assume that the extra credit to the government were to materialize 
('1-S'~ result of a larger budget deficit, that deficit would be equivalent to 
~?-per cent of GNP, compared to a deficit of Ll_per cent in the preliminary 
program. For 1979/80 (year ending June 30) we estimate the deficit to have 
been about 6 per cent of GNP; the figure for the preceding year was about 9 
per cent. Thus·, the significant adjustment which took place last year in the 
public sector accounts would be at least maintained, even allow~ng for the 
extra margin. 

However, the Kenya proposals for private sector credit and total credit 
seem more problematic. The program controls total credit th.rough a ceili_ng 
on the net domestic assets of Central Bank and a constraint on reductions in the 
liquidity and cash ratios of commercial banks. Total domestic credit in 
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fiscal year 1979/80 is estimated to have increased by ahout 16 .pei;- cent... The 
Kenya proposal is for_ an increase in the ceiling on Central Bank net domestic 
assets which implies an acceleration to 2.:1..,p..er cent in the. fiscal .year 1980/81; 
this accelerated credit expansion would ~ cerbate a weakening in the balance 
of payments which has resulted from the increase in oil prices and is expected 
to worsen due to an expected decline in coffee prices. Even the ceiling _agreed 

., to in the letter of intent implies some acceleration in total credit but that 
'/ seemed justified by the need to rebuild stocks and to finance a 6 gg~,.cm,,able 

_\.. r,,.,..• - 1 growth in economic activity. The mission will argue that 18 per cent increase 
in private sector credit (which also i ): the current Central Ba.nk guideline f9r 
the commercial banks) be maintained. tJ c--. l, . v 1 "'· t .,~f L y if. ~- ,,._+.,,,,. · 1 1) r· '-· r-__s.......1 "1' ,._ 

I ~-- 1 -. .. ~,"''! l('~., n .. e. 111i . r .. . 

2. External debt 

The new Kenya proposals contain a modification in the paragraph on ext.er-­
nal debt which indicates that the authorities ~ight plan some. further borrow-­
ing abroad to finance military purchases. The mission would try to agree on 
a figure for the intended borrowing in the light of its repercussions on Kenya~s 
debt profile. Although we do not have the latest comprehensive figures on 
Kenya's external debt (we will get these data from the IBRD before the mission 
leaves), there is reason to believe that already contracted debt is likely to 
have raised the debt/service ratio from 9 per cent in 1978 to some 12 per cent 
in 1980; assuming no further commercial borrowing abroad, the debt service. 
ratio is likely to rise substantially in 1981 when repayments of a Eurodollar 
loan will begin. Depending on our analysis of the debt situation after we have 
received the IBRD data, the staff mission might argue for more forceful adjust­
ment in financial policies. 

3. Export compensation scheme 

As explained in the back-to-office report, an existi_ng export compensation 
scheme is being extended and administered in such a way as to make. it a multi­
ple currency practice. The new· administration of the system is most likely an 
improvement over the earlier one in the sense that it may invite. less corruption 
and is likely to result in fewer and s horter payments de.lays. We would not 
argue that the introduction of a multiple currency practice should be an obs­
tacle to reaching agreement on the program. The letter of intent will call for 
a review of the application of the· export compensation scheme after the first 
year, but not a requirement to reach understandings. 

In the past, we have normally asked that the letters include a phrase 
showing the intention on the part of the authorities to run a multiple currency 
scheme only as a temporary measure. The Kenyan authorities do not see. their 
new· system as temporary and would not be prepared to say so . However, since 
the Kenyan authorities will not devalue, we regard the scheme. as a beneficial 
measure to increase exports and an important part of their medium--term measures. 
Th.erefore, we would accept the multiple currency practice .. 

cc: ETR 
LEG 
Mr. Wats·on 
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TO DATE: June 2, 1980 

FROM 

SUBJECT : ;I 
A mission consisting of Mr. Stillson (AFR), Ms. Kelly (FAD), Messrs. 

Eglin (AFR) and Gylfason (ETR), Miss Simpson (secretary-AFR), and myself visited 
Nairobi during the period May 8-23 to conduct Article IV consultation discussions, 
to review the existing stand-by arrangement, and to negotiate, ad referendum, a 
program that would be supported by Fund resources during the second year of the 
existing stand-by arrangement (beginning July 1, 1979). Kenya did not draw under 
the arrangement .in 1979 when the balance of payments was showing an unexpected 
surplus. The ceiling on government borrowing was substantially exceeded in late 

(v/ 

1979 and early 1980. However, there was no need to renegotiate this ceiling as 
foreign exchange reserves continued to increase. The Kenyan authorities expect the 
balance of payments to weaken sharply during the remainder of 1980 and in 1981, and 
they expressed the desire to_ have a program with the Fund for the fiscal year 1980/81. 
The mission started discussions on a program but discussions were hampered by lateness 
in the preparation of the 1980/81 budget. The Kenyan authorities requested that 
discussions be continued and hopefully completed in the latter part of June by which 
time the new budget will have been presented. 

The mission. was well received. Discussions were held with officials in 
the Treasury, the Ministry of Planning, and other government departments, as well as ? 
with the Central Bank. 

The balance of payments showed an unexpected surplus in 1979, and foreign 
exchange reserves have continued to rise in the first four months of 1980 to a level 
corresponding to 4 1/2 months' imports. The surplus has been largely due to temporary 
factors, including restrictions on trade credit and an import deposit scheme (both 
of which were substantially eased in November 1979), and sluggish demand for imports 
as growth has been lagging. However, forecasts show a sharp deterioration in the 
external accounts during the remainder of 1980 and in 1981. This expected weakening 
in the balance of payments will be the result of a rapid rise in imports from the 
depressed levels during the past year and a reversal of short term capital flows after 
the relaxation of trade credit restrictions. Looking beyond the immediate future to 
a situation where rapid growth is resumed, . there is a fundamental inconsistency 
between rapid. growth and high employment on the one hand, and external equilibrium on 
the other. This dilemma was clearly analyzed in the latest Development Plan. In 
particular, the Kenyan authorities are concerned about the stagnation over the past 
several years in nontraditional exports and the constraint that this will exert on 
future growth. A recently published policy paper (Sessional Paper No. 4, 1980), 
approved by the Cabinet in early May, discusses various ways to strengthen export 
competition and efficiency in the manufacturing and nontraditional agricultural sectors 
of the economy. A policy of switching from quantitative restrictions towards tariffs 
will be initiated in the forthcoming budget. Moreover, the mission was informally 
told that the existing export compensation scheme will be broadened to cover all 
nontraditional goods, and that the subsidy will be raised from 10 to 20 per cent 
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(also that the system may be administered through the exchange system); at the same 
time an import surcharge will be introduced. The economic effects of these measures 
will be similar to a devaluation with a tax on traditional exports. It appears that 
a devaluation is not regarded as politically acceptable. The budgetary effect of 
the export compensation scheme and the import surcharge is likely to be positive, 
i.e., revenue will rise more than expenditure. 

The central government budget has been a source of concern over the past 
few years. Large increases in certain expenditures, such as military and education, 
together with a relatively slow growth in revenue, raised the overall budget deficit 
from 4.7 per cent of GDP in 1976/77 to 8.5 per ceµt in 1978/79. This caused some 
strains, particularly in 1978/79, on the banking system which had to absorb an un­
usually large amount of government debt. The 1979/80 budget, as far as can be judged 
from preliminary estimates, is showing a smaller overall deficit than in the preceding 
year (some 5 1/2 to 6 1/2 per cent of GDP) and there may not be a need for the 
Government to borrow from the banking system over the fiscal year as a whole. This 
somewhat surprising outcome is the result of higher than expected revenue, low expendi­
ture on the development budget, and exceptionally large financing from external sources 
other than traditional project aid (which is apparently less than expected). 

The mission discussed some of the basic weaknesses in the fiscal area, 
including the need for more effective expenditure control, for tax measures to raise 
the elasticity of the tax system and to improve development project implementation. 
The Kenyan authorities are working on revenue measures, largely on the basis of a 
recent report by a FAD team. 

The growth in credit and money supply over the past year has been fairly 
moderate. Total domestic credit grew at a rate of 10 1/2 per cent in the 12 months 
to March 1980, and money supply grew at a rate of close to 14 per cent over the same 
period. This is well in line with the growth in economic activity (including price 
increases). The commercial banks are very liquid at present, and normal interest 
rates have hardly been raised over the past five years. Thus, the moderate growth in 
credit to the private sector over the past year reflects solely a slow growth in 
demand for credit. 

As mentioned above, the Kenyan authorities expressed the wish to agree with 
the Fund on a financial program for 1980/81 so as to enable Kenya to draw on Fund 
resources when the balance of payments need arises. Negotiations on a program will 
be held in June after the budget has been presented. The Kenyan representatives said 
they would prefer a new two-year arrangement, starting July 1, 1980 and to suspend 
the present arrangement. The rationale for this would be that the policies discussed 
in the Sessional Paper will be implemented over the next few years. Since the policy 
perspective, as well as the adjustment period is likely to be longer than one year, 
a new two year arrangement might be more appropriate. 

At the request of the Kenyan authorities the mission prepared a tentative 
financial program for 1980/81 which might serve as a starting point for the discus­
sion in late June. 

cc: Managing Director (on return) 
CBS, ETR, FAD, INST, LEG, RES, S,EC, TRE, Mr;. Matson 
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I. Introduction 

A mission comprising Messrs. B. Karlstroem (head-AFR) and R. Stillson 

(AFR), Ms. M. Kelly fFAD t , Messrs. T. Gylfason ETR and R. Eglin (AFR), and 

Miss. M. Simpson secretary-AFR will visit Nairobi beginning May 8, 1980 for 

about two weeks to conduct Article IV consultation discussions and to review 

progress under the stand-by arrangement currently in effect with Kenya. As 

part of the review, the mission will negotiate a financial pro~ram for the 

second year of the stand-by arrangement (July 1, 1980-June 30, 1981). 

A summary of relations with the Fund i ·s attached. 

On August 20, 1979, the Executive Board approved Kenya's request for a 

two-year stand-by arrangement through the fourth credit tranche for an amount 

equivalent to SDR 122.475 million including SDR 70.73 million of supple-

mentary financing. Full use of the drawings available under the sta~d-by 

arrangement would bring Fund holdings of Kenyan currency to 364 per cent 

of quota by June 30, 1981, of which 127 per cent is under special facilities. 

·Kenya has not yet requested any drawings under the stand-by arrangement, 
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which called for reviews before December 31, 1979 and June 30, 1980, of 

the progress made in implementing the stabilization program. 

II. Recent Economic Developments and Performance Under the Financial 
Program 

The balance of payments.in Kenya has exhibited several sharp reversals 

in the past six years. After a large deficit in 1974/75, the balance of 

payments improved to a surplus in 1976/77, stimulated by ~he sharp increase 

in coffee prices; in 1978, the balance of payments again deteriorated to a 

large deficit caused by the reversal in coffee prices and an overly 

expansionary demand management policy; in 1979 the balance of · payments 

moved into surplus, primarily because of a temporary increase in restric-

tions on imports and a large short-term capital inflow. 

Concealed by these cyclical swings is a tendency toward a weaker 

balance of payments position in the medium term. Thus, there has been 

an increase in the level of protection, an increasing export dependence 

on coffee and tea, and a decrease in the real exports of the ~anufacturing 

sector (primarily due to the loss of the Tanzanian market). The increasing 

export dependence on coffee and tea, combined with a continued terms of 

trade deterioration (declining coffee prices and rising oil prices), 

indicates that the balance of payments may become a constraint on Kenya's 

medium-term growth. Apart from the balance of payments constraint, the 

prospects for growth in the medium-term appear good; the investment ~ate 

has been maintained at over 20 per cent of GDP over the last seven years 

s 
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and the incremental capital output ratio has dropped slightly as investment 

has emphasized agriculture in this time period more than in the period before 

1973. 

The external accounts in 1979 were unexpectedly favorable due to a 

number of temporary factors,.mainly the introduction in December 1978 of 

an import de osit scheme and of new regulations regarding trade credit. 
' 

At that time inventories were high due to the surge in imports in the last 

half of 1978; the combination of the high level of inventories and the 

expectation that the restrictions would be eased within the year resulted 

in a sharp drop in imports. In 1979, imports were K Sh 1.9 billion less 

than in 1978, a drop of about 13 per cent in nominal terms and of almost 

30 per cent in real terms. This occurred despite price rises of about 

25 per cent for oil imports (resulting in a 20 per cent increase in oil 

payments). The change in regulations regarding trade credit required longer 

terms for trade credit and resulted in a net inflow of short-term capital 

of about K Sh 1.0 billion. Thus, although exports stagnated due to ·a 
I 

relatively poor coffee crop, the overall balance of payments turned around 

from a deficit of K Sh 1.6 billion in 1978 to a surplus of K Sh 1.4 billion 

in 1979. Gross official international reserves increased from the equivalent 

of about 2.2 months' imports to about 4.5 months' imports at the end of 1979. 

The growth of the economy slowed in 1979 to about 2~3 per cent in real 

terms, partly due to the relatively poor coffee and maize crops. Increases 

in the prices of energy and other imports, as well as the imposition of the 

import restrictions, may have contributed to the slowdown; also, the 
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relatively slow pace of economic growth reduced the demand for imports. 

Inflation accelerated slightly in 1979 with the overall average Nairobi 

consumer price index (CPI) increasing by 12.1 per cent during the year, in 

large part due to the 23 per cent increase in the fuel component of the 

index. 

The fiscal position presents some problems. Revenue buoyancy is low, 

there has been a lack of control over public expenditure, and budgetary 

outturns in the past few years have been much more expansionary than 

planned in the annual budgets. In the fiscal year 1978/79 (July-June), 

the overall government deficit increased to K Sh 2.3 billion (about 6 per 

cent of GDP) with a very high level of domestic bank financing of this 

deficit (of K Sh 1.3 billion). The 1979/80 budget was designed to cut 

the bank financing of the deficit very sharply, to less than K Sh 400 

million, through large incre_ases in external and domestic non bank financing. 

However, the 1979/80 fiscal outturn appears to be substantially more 

expansionary than budgeted, in part because of the subsidies 
1
0n increased 

food imports which are expected to result from the relatively bad agri­

cultural year, cost increases in defense imports, and shortfalls in both 

foreign concessionary financing and domestic nonbank financing of the 

budget. As a result, at end-December 1979, bank financing of the govern­

ment deficit . was well in excess of the ceiling on bank finance of the 

government deficit for end-December 1979 contained in the program of.the 

stand-by arrangement. 

I ! 

I I 
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Monetary developments in 1979 reflected the large balance of payments 

surplus and the relatively large bank financing of the budget. Overall 

net domestic credit during 1979 increased by 12.7 per cent, with private 

sector credit increasing by 14.4 per cent. From June-December, 1979, 

credit to the government from the banking system increased by 15.6 per 

cent whereas private sector credit increased by 10.1 per cent. Money 

plus quasi-money increased by 14.6 per cent, or about the same as the 

increase in nominal GDP. By December 31, 1979, the net domestic assets 

of the Central Bank were slightly under the ceiling amount contained in 

the program of the stand-by arrangement for that date. 

In 1980 the staff and the Kenyan authorities expect another reversal 

in the balance of payments. This is due in part to the increase in oil 

payments and in part to increases in food jmports necessitated by the 

failure of the short rains in November-December 1979. Also, other imports 

are expected to rise in 1980 because of restocking. Finally, there is 

likely to be a substantial short-term capital outflow as trad~ credit 

terms are shortened after the lifting of restrictions on the terms of 

these credits. Export perfoTI!lance will depend mostly on the weather and 

coffee and tea prices. Current projections are for a slight rise in 

world prices for coffee and tea; if the rains are normal, exports would 

increase by about 12 per cent, or substantially less than the expected 

increase in imports. 

On March 25, 1980, the Executive Board of the World Bank agreed to a 

US$70 million Structural Adjustment Credit to Kenya. This was the first of 
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such credits granted by the World Bank and will be disbursed in two 

installments during the current fiscal year. In a Letter of Intent to the 

World Bank the Kenya Government outlined various policy measures designed 

to (a) revise the Government's investment program, (b) improve external debt 

management, (c) rationalize jndustrial protection, (d) promote exports, and 

(e) review interest rate policy. The Letter also specifies certain specific 

policy actions to be taken during the next fiscal year, including (a) a limit 

on the utilization of external loans through the fiscal year 1980/81, and 

the contracting of such loans through July, 1980, (b) a prohibition against 

issuing new Letters of No Objection privileges, (an administrative devise 

to restrict imports), and (c) the issuing of guidelines by September 1980 to 

replace quantitative import restrictions with tariffs (the rationalization 

of the protective system is to be completed by December 1983). It is expected 

that the Kenyan autho_rities will request a second structural adjustment loan 

in 1981, and the implementation of these measures will have a bearing on 

negotiations for the second loan. 

The Fund stand-by arrangement approved by the Executive Board in August 

1979 called for a review of progress under the stabilization program before 

December 31, 1979, and, as part of that review, a review of exchange rate 

policy. The Kenyan authorities indicated that they would not need to draw 

on the stand-by arrangement in the first half of 1980, and that there was 

uncertainty concerning the likely outturn of the budget in the second half 

of FY 1979/80; therefore, they decided that ceilings in the program of the 

stand-by arrangement should not be adjusted at that time. In preparation 

for the exchange rate policy review, a paper was prepared on medium-term 
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external policy measures and sent to the Kenyan authorities in November 

1979. The paper argued for a devaluation of the shilling of at least 15 

per cent; however, the Kenyan authorities did not feel that such a measure 

was needed at that time. They expressed interest in the possibility of 

changing their exchange arrangement from a peg to the SDR to a "managed 

float", using as a guideline a peg to a currency basket more representative 

of Kenya's trade mix. They requested a paper from the staff on the technical 

aspects of devising and managing such a basket. The paper was prepared and 

sent to the authorities in March 1980. 

III. Topics for Discussion 

The mission will review economic and financial developments and prospects 

for 1980, particularly in the context of the stand-by program. The discussions 

will focus on: (1) fiscal policy, including measures to better control the 

growth of bank credit to the Government; (2) the outlook for the balance of 

payments, in particular the likely effect in 1980 and 1981 of the relaxation 
I 

of restrictions on imports and trade credit; (3) the exchange and trade 

system, in particular the possible establishment and management of a currency 

basket, and the planned reform of Kenya's system of industrial protection; 

and (4) monetary policy and interest rate policy. The mission will negotiate, 

ad referendum, performance criteria for FY 1980/81 with respect to bank credit 

~ to the Government, net domestic assets of the Central Bank of Kenya, and new 

external borrowing on nonconcessional terms. 

: J 
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Fiscal policy 

The fiscal deficit has been a major contributor to economic imbalance 

in recent years. The overall deficit has steadily increased in real terms 

and as a per cent of GDP, from 4.7 per cent in 1976/77 to an estimated 7.3 

per cent in 1979/80. In the. current fiscal year the deficit is expected to 

increase by K Sh 829 million over the deficit in FY 1978/79. The mission 

will review in detail the reasons for the expansionary fiscal outcome, 

including the impact of the drought and of cost escalations in defense 

expenditure. 

A technical assistance mission from the Fiscal Affairs Department visited 

Kenya in March 1980 to assist the authorities in devising tax policies which 

would improve the low buoyancy of the tax system • . A list of measures was 

suggested which could have a short-term impact of as much as K Sh 400 

million and a much greater long-term impact. The mission will discuss with 

the authorities implementation of these measures, including the operations 

of parastatal enterprises. A special commission was established in 1978 for 

a review of - these enterprises. In this connection the mission will review 

producer price policy and the effects of this policy ·on agricultural produc­

tion, consumption and the budget . 

Difficulties in obtaining domestic nonbank financing and delays in 

obtaining reimbursements on externally aided projects were important reasons 

for the sharp increase in bank financing of the Government in FY 197~/80 . The 

mission will discuss the reasons for these problems and measures to over-

come them. The mission will also discuss the overall external debt policy of 
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the Kenyan authorities, particularly in regard to the accumulation of 

guaranteed suppliers' credits by the parastatal corporations. The debt 

service ratio has increased from 5 per cent in 1977 to an estimated 

11.2 per cent in 1979, and is expected to increase to about 16 per cent 

in the mid-1980s. 

2. Exchange and trade system 

The mission will discuss with the Kenyan authorities their plan for 

reform of the exchange and trade system, particularly the planned reduction 

in industrial protection, and any changes in the exchange arrangement or level 

of the exchange rate. A flexible exchange rate policy would be a useful 

complement to the fiscal adjustment and to the changes in import policy. 

As one mechanism to facilitate exchange rate flexibility, the mission will 

encourage the authorities to consider pegging the shilling to a currency 

basket representing Kenya's trade mix. However, if the authorities 

continue to be opposed to a devaluation the mission will not require 

a change in the exchange rate, or a change in the exchange arrangement, 

as a condition for agreeing on a financial program for 1980/81. 

In November 1979, the Kenyan authorities reduced the time period for the 

required advance import deposits from six months to three months and reduced 

the amount of the deposit for most commodities from 100 per cent to 50 per 

cent of the c.i.f. value. Automobiles and textiles retained the prior level 

and term of required deposit, and thus still represent a multiple currency 

practice. Kenya has maintained restrictions on remittances of dividends 
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(to 10 per cent of capital and reserves) and of rental income. The mission 

will argue for elimination of the remainder of the advance import deposit 

scheme during the second year of the stand-by arrangement and will urge 

the authorities to eliminate the remaining exchange restrictions during this 

period. However, given the relatively limited impact of the remaining parts 

of this scheme, the mission will not require action as a condition of the 

program. 

3. Interest rate policy 

Interest rates in Kenya have been fixed by regulation at substantially 

negative real rates since 1976. This has caused a large diversion of deposits 

and credit to nonbank financial institutions, the interest rates of which are 

not controlled. The Kenyan authorities are reviewing interest rate policy 

and two studies have been made, one commissioned by the UNDP and another pre­

pared by an advisor in the Ministry of Finance. Both studies recommended 

increasing interest rates, extending the jurisdiction of central bank control 

I 

of interest rates to nonbank financial institutions, implementing a more 

flexible . and market-oriented interest rate policy, and specific measures to 

enforce a larger flow of finance to agriculture. These are policies which 

previous Fund missions have recommended to the authorities; the mission 

will urge that quick action be taken to increase the level of interest 

rates on private sector loans and on government -obligations. 

4. Elements of the financial program for FY 1980/81 

The program will target for an overall deficit of less than the potential 

drawings under the stand-by arrangement (K Sh 1,183 million) such that gross 
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reserves in June 1981 would not be reduced below the level of December 

1979. The drawings under the stand-by arrangement will be phased so as 

to match the likely need for balance of payments assistance over FY 1980/81. 

A major part of the adjustment effort will have to be in the budget. 

The fiscal target for the program will provide for a substantial reduction 

in the overall deficit in real terms and to about 6 per cent of GDP. This 

will require a tight control of expenditures, which should be budgeted not 

to increase in real terms, as well as increases in revenues through dis­

cretionary tax increases and measur~s to increase the efficiency of tax admin­

istration. Also, measures must be taken to ensure that the relatively large 

shortfall in nonbank domestic financing does not reoccur in FY 1980/81. 

The program ·will set a ceiling on the level of domestic bank financing 

of government fiscal operations consistent with the target for the overall 

government deficit in FY 1980/81. The ceiling will take into account the 

fact that the Government obtains banking system resources indirectly from 

I 

deposits of the CSFC with the Treasury, that use by the Government of the 

counterpart of the Eurodollar loan has a similar domestic monetary impact 

to that of bank financing of the government deficit, and that there is 

usually a large float of uncashed government checks at the end of the 

fiscal year. The mission will agree with the authorities on ways in 

which these considerations can be taken into account in the definition 

or the magnitude of the ceiling. 

The program will set a ceiling on the expansion of net domestic assets 

of the Central Bank consistent with the ceiling on bank finance of the 
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Government, the targeted change in net foreign assets and a moderate 

expansion, of about 15 per cent, in private commercial bank credit. In 

1979 the inflow of net fo reign assets has helped commercial banks maintain 

excess liquid assets and cash equal to 4-5 per cent of deposits throughout 

the year. The release of advance import deposits in the first half of 1980 

(estimated at about K Sh 300 million or about 2.5 per cent of deposits) 

will further increase commercial bank liquidity. Therefore, in order to 

help implement the credit policy, the mission will argue that there should 

be an increase in minimum cash and liquidity ratios of commercial banks. 

The program will include a commitment by the Government that no new 

external commercial bank loans will be contracted by the Government during 

FY 1980/81 and a commitment to improve the reporting and control of external 

debt guaranteed by the Government. 

The stabilization program will contain the following quantitative 

performance criteria: (1) quarterly phased ceilings on the expansion 

from July 1, 1980 of net domestic assets of the Central Bank of Kenya; (2) 

quarterly phased ceilings on the expansion_ from July 1, 1980 of net credit 

to the Government from the banking system and (3) a ceiling on the contracting 

of nonconcessionary borrowing by the Government. The letter of intent will 

provide for a review before December 31, 1980 of progress in implementing 

the stabilization program; the review will include understandings with the 

Fund on exchange rate policies and exchange restrictions. 

The mission will also inquire as to when Kenya expects to be able and 

willing to consent to the increase in its quota under the Seventh General 

Review; what steps have been taken so far by the authorities; and what steps 

will still be necessary before such a consent might be forthcoming. 
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Status: 
Date of membership: 

Relations with the Fund l_/ 

Article XIV 
February 3, 1964 

Quota: 

Fund holdings of currency as. 
per cent of quota: 

Of which: oil facility 

compensatory facility 

gold distribution 

extended facility 

Holdings _of SDRs: 

Loan disbursement under the Trust 
Fund (first period): 

Interim disbursement under the 
Trust Fund (second period): 

Direct distribution of profits 
from gold sales: 

Gold distribution (four sales): 

Exchange arrangement: 

Intervention currency and rate for 
the U.S. dollar (December 31, 
1979): 

Last consultation (Article IV): 

l./ As of April 28, 1980. 

SDR 69 million (Proposed maximum 
quota under the Seventh General 
Review is SDR 103.5 million) 

SDR 174.00 million (252.17 per cent 
of quota) 

SDR 18.04 million (26.14 per cent of 
quota) 

SDR 69.00 million (100 per cent of 
quota) 

SDR 0.72 million (1.0 per cent of 
quota) 

SDR 5.36 million (7.8 per cent of 
quota) 

SDR 84.5 million, or 282.1 per cent 
of net cumulative allocation 
(SDR 30.0 million) 

SDR 19.89 million 

SDR 24.528 million (including interim 
~isbursement April 30, 1980) 

US$4.48 million 

· 41,079.961 ounces 

Pegged to the SDR at K Sh 9.66 = 
SDR 1 

U.S. dollar; K Sh 7.58 = US$! 

March 1979, discussed by the 
Board August 20, 1979 
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DATE: February 5, 1980 7 

A mission consisting of Messrs. R. Stillson (AFR), H. De Zoysa (FAD), 
T. Gylfason (ETR), Mrs. D. Heflin (secretary-AFR) and myself visited Nairobi during 
the period January 17-29, 1980 to review progress under a stand-by arrangement cur­
rently in effect with Kenya. Mr. Bornemann joined the mission on January 23. Dis­
cussions were held with officials in the ministries of Finance and Planning, in the 
Central Bank and other agencies. Mr. Bornemann and I had a meeting with the Vice­
President and Minister of Finance, Mr. Kibaki. 

On August 20, 1979, the Executive Board approved Kenya's request for a two­
year stand-by arrangement in the fourth credit tranche for an amount equivalent to 
SDR 122.475 million, including use of supplementary financing, and granted Kenya's 
request for a purchase under the c0mpensatory financing facility equivalent to 
SDR 69 million. The program called for a review before December 31, 1979 (the mis­
sion was postponed at the request of the Kenyan authorities) of the progress made in 
implementing the stabilization _program and, as. a perf0rmance criterion, for the 
Government of Kenya to reach understandings with the Fund on exchange rate policy 
and on the early elimination of advance import deposits~ At the request of the 
Kenyan authorities, a staff study 0n exchange rate policy was carried out and pre­
sented ·to the Kenyan officials in November. 

The advance import deposit scheme has been substantially liberalized. The 
only items still covered at the original rate are cars and textiles (covering some 
10 per cent of total imports); the effective cost of the scheme on other imports 
has been reduced by three-quarters. Discussions on the exchange rate were more 
open and fruitful this time than on previous occasions but action has not yet been 
taken. The Kenyan authorities see an exchange rate change very much in the context 
of a liberalization of the import regime (a move from quantitative restrictions to . 
tariffs). A considerable amount of preparatory technical work has been done on 
this issue. ? 

/ 

The ceiling on bank credit· to the Government/ wa exceeded in September and 
the excess widened in December to K Sh 950 million (73 per cent above the December 
ceiling). Kenya is therefore not eligible to draw n er the stand-by arrangement 
(neither did they draw before the c~iling was broken). Although part of this ex­
cess is likely to be removed over the nex t few months as a result of expected non­
bank borrowing (essentially from the National Social Security system) the existing 
ceilings for March and June, 1980 are unlikely to be observed. The Kenyan officials 
argued that an increase in the ceilings was warranted mainly because the level of 
government credit at the base period (June 1979) had been underestimated, reflecting 
an unusually large "float" of uncashed checks at the turn of the fiscal year. Al­
though this argument and some other points concerning the defirition of the credit 
ceiling might have some merit, the staff mission felt that changes of the kind pro­
posed by the Kenyan authorities would weaken the program and reflect negatively on 
Kenya's credibility. (The credit ·ceilings in a preceeding, first credit tranche 
program were exceeded by large amounts). It was therefore agreed between the staff 
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mission and the Kenyan officials not to attempt any modification of the program 
at this point but instead to aim for new discussions in a few months time with 
the purpose of designing a financial program for the second year of the current 
stand-by. That program would be based largely on the 1980/81 budget, due to be 
released in early June. By that time, it is also likely that some measures will 
be taken concerning the import regime and hopefully also on the exchange rate. 

At the request of Kenyan officials, the mission held a number of technical 
meetings on possible modifications of the exchange rate regime (alternative bas­
kets,· methods of introducing more flexibility into the use of exchange rate policy). 
Both the Governor of the Central Bank and the Permanent Secretary of Finance indi­
cated strong support for changing the exchange arrangement to a managed peg and 
it appears likely that they will do this before the next budget. We _agreed to 
send a paper on the technical issues involved in managing such an exchange system. 
The mission was also asked to conduct a few seminars on the exchange rate study 
prepared in November by Messrs. Artus and Stillson. The study was widely appre­
ciated. 

The external position remains fundamentally weak. However, this was tem­
porarily concealed in 19 79 when exceptionally low impor·t demand and large rever­
sible short-term capital inflows (the result mainly of the advance import deposit 
scheme and a requirement for a minimum term for import financing) led to an un­
expected overall balance of payments surplus of some SDR 150 million . (the current 
account was in deficit by about SDR 340 million or about 8 per cent of GDP). The 
surplus in 197~ has eased the foreign exchange reserve position. In view of this 
and a prospective program loan from the IBRD, the Kenyan authorities were not 
overly concerned about being ineligible for the next several months under the 
stand-by program •with the Fund. 

However, the officials agreed that the balance of payments outlook is worri­
some (a deficit of some SDR 200 million is forecast for 1980) and said that Kenya 
will need Fund resources later in the year. A strict budget and,hopefullY, measures 
now ~nder consideration to liberalize the import system and to depreciate the 
exchange rate could form the basis of a program for 1980/81, the second year of the 
stand-by arrangement. 
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I. Introduction 

A mission comprising Messrs. B. Karlstroem (head-AFR), R. Stillson 

(AFR), H. De Zoysa (FAD), T. Gylfason (ETR) and Ms. Heflin (secretary-AFR), 

will visit Nairobi beginning January 21, 1980 for about a week, to review 

progress under the stand-by arrangement currently in effect w~th Kenya. 

Messrs. Stillson, De Zoysa, and Gylfason will arrive in Nairobi on Jan­

uary 15 to undertake technical work prior to the mission. Mr. Bornemann 

will join the mission on January 23. 

A summary of relations with the Fund• is attached. 

On August 20, 1979, the Executive Board approved Kenya's request for a 

two-year stand-by arrangement in the fourth credit tranche for an amount 

equivalent to SDR 122.475 million, including use of supplementary financing, 

and granted Kenya's request for a purchase under . the compensatory financing 

facility equivalent to SDR 69 million. Kenya has not yet requested any 

drawings under the stand-by arrangement, which calls for a review before 

December 31, 1979 of the progress made in implementing t~e stabilization 

JI 



/ 
I 

- 2 -

program, and, as a performance criterion, for the Government of Kenya to 

reach understandings with the Fund on exchange rate policy and on the early 

elimination of advance import deposits; reviews of the stabilization and 

exchange rate policies were postponed one month at the request of the 

Kenyan authorities. Mr. Stillson (AFR) and Mr. Artus (RES) visited 

Nairobi in September to gather information for a study on exchange rate 

p·olicy which had been requested by the Kenyan authorities. The study 

was completed and sent to the Kenyan authorities in November and will form 

the basis for the exchange rate review. 

II. Background and Performance under the Stand-by Arrangement 

In 1978, the current account of the balance of payments recorded a 

deficit of K Sh 5.1 billion (SDR 531 million) primarily due to; decline 

in coffee and tea prices and a decline in volume of coffee e~ports, the 
~ ' 

latter in part due to unfavorable weather. The overall ba1~nce of payments 

deficit was K Sh 1.6 billion (SDR 161 million). Net international reserves 

by the end of 1978 stood at a level of K Sh 2.1 billion (SDR 217.4 million) 

or about 1.7 months' imports, compared with a level of aboub 5.5 months' 

imports a year previously. In the first half of 1979 econ?mic growth was 

adversely affected by the declining earnings from coffee exports and by 

the introduction in December 1978 of an advance import deposit scheme. 

The main effect of the advance import deposit scheme was to reduce imports 

and absorb liquidity, thus accentuating the overall economic slowdown which 

began in the last quarter of 1978. 

In 1979, the overall balance of payments appears to have substantially 

improved, with net foreign assets increasing by K Sh 1.5 billion (SDR 155 



- 3 -

million) to K Sh 3.6 billion (SDR 372.7 million) through October, and with 

indications of a further increase in November. The main reasons for this 

improvement are substantially lower imports (nominal imports ·in 1979 may 

be K Sh 3.0 billion, or 20 per cent, below the level in 1978) partly due 

to the effect of the import deposit scheme implemented in December 1978, 

a short-term capital inflow, which may be about K Sh 1 billion~ due to a 

temporary requirement that import financing of a minimum of 180 days be 

obtained for most imports, delayed foreign payments of as much as K Sh 500 

million for oil imports, and a drawing of K Sh 740 million (US$100 million) 

on a Eurocurrency loan. If adjustment is made for these temporary factors, 

there would have been a substantial balance of payments deficit. In Novem­

ber 1979 the import deposit scheme was relaxed, and the requirement for 

180-day import credit was abolished. Payment .for oil imports gad Been 

delayed because of the refusal of the oil companies to pay the advance im­

port deposit; this problem has now been resolved. Therefore, it is likely 

that the balance of payments would show a substantial deficit in 1980 which 

will be increased further due to the large rise in oil prices during 1979. 

Key elements of the financial program discussed by the Board on 

August 20, 1979 were a reduction in the budget deficit and a greater re­

duction in bank financing of the deficit. The main emphasis was on in-

creasing revenue through various tax measures, including an increase in the 

general rate of sales tax and additional increases in specific sales taxes, 

excise duties, and various fees. Budgetary expenditure was planned to de­

crease in real terms primarily due to a planned decrease in military 
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expenditure. These measures were expected to enable the authorities to 

reduce the overall budget deficit to K Sh 3.3 billion in 1979/80 (July­

June) (7.5 per cent of GDP compared to 9.0 per cent of GDP in 1978/79). 

Ceilings on bank credit to the Government were set consistent with the 

budget and the expected levels of nonbank financing; for the purpose of 

the program, the ceiling was defined to include use of the Eurodollar 

loan. The actual level of bank credit to the Government has, however, 

substantially exceeded the September ceiling and indications are that 

the December ceiling will also be exceeded. The main reasons for the 

ceiling being exceeded are: (1) lower-than-expected revenue growth 

primarily reflecting the drop in imports and the slower-than-expected rate 

of economic growth; (2) higher-than-expected expenditures, probably due 

to the general election held in November 1979; (3) greater use by .the 

budget than envisaged in the financial program of a Eurodollar ,loa~ signed 

in July 1979; and (4) an unusually large float of uncashed gov~rnment checks 

at the end of the last fiscal year (ending June 30, 1979). 

During the first quarter of the program period total credit increased by 

4.4 per cent, which was slightly more tha~ the 3.8 per cent increase envis­

aged in the financial program. However, the net domestic assets of the 

Central Bank were within the ceiling set for September. The stock of 

money plus quasi-money grew by only one per cent in these three months in 

spite of the more rapid increase in total credit and the rise in net foreign 

assets; it was held down by the accumulation of blocked import deposits in 

the Central Bank. Partial data for October indicate that the rate of in-

crease of the June-September quarter was maintained at the same rate 

as in the previous quarter. 
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Kenya signed a US$200 million Eurocurrency loan in July 1979 and drew 

US$100 million of this amount in August. In addition- to the remaining 

US$100 million which can be drawn, there are indications that Kenya's 

cr~dit standing in the international banking markets is still good and 

other Eurocurrency loans would be available if Kenya wished to negotiate 

them. However, the Kenyan authorities are reluctant to utilize banking· 

credits to a greater extent than they have. The stand-by program included 

a maximum of US$67.5 million of the Eurocurrency loan to be used as budget 

finance in 1979/80, and a commitment not to enter into other new nonconces-

sional external loans during the 1979/80 fiscal year. 

Kenya is currently negotiating a program loan with the IBR-IJ, th~ request 

for which is scheduled to go to the IBRD Executive Board after t~e return of 

the Fund review mission. The policy program in the loan request· emphasizes 

a reduction in industrial protection through elimination of quantitative re­

strictions on imports and reduction of tariffs on final goods. The indus­

trial proteotion system in Kenya has been built up since the mid: 1960s, when 
. 

it successfully fostered the establishment and early growth of the manufac-

turing sector. It is now causing substantial distortions in the manufacturing 

sector and biasing investment decisions of manufacturing firms against ex­

ports. The IBRD policy program also emphasizes a review of the interest 

_rate structure as real interest rates in Kenya have been substantially 

negative for several years. The Fund and Bank staff concerned have consulted 

closely during the negotiations for the stand-by arrangement and the pro­

gram loan. 
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III. Topics for Discussion 

1. Exchange rate policy 

The staff has not had any reaction so far from the Kenyan authorities 

to its study on exchange rate policy. We do know, however, that in the past 

the Kenyan authorities have been reluctant to take e~change rate action, 

partly because of its political sensitivity. During the last mission's 

visit, they took the position that they would be prepared to move the rate, 

if there was a clear-cut and compelling case for it. In the staff's judg-

ment, given the seriousness of the underlying balance of payments situation 

in Kenya and the need for early action to meet the medium-term problem, 

such a case exists. The mission will discuss the findings of t~e staff 

study with the authorities and seek to persuade them to effect, a devalua­

tion of at least 15 per cent before a staff paper reviewing ~~e program is 

presented for consideration by the Board. However, given the sensitiveness 

of the authorities on the question, and the possibility that they may wish 

to have furtper time to conside r the question following discussions with the 

mission, and also in order to avoid an incerruption of the first year's 

program in midstream, the mission will be prepared to agree, if necessary, 

that action may be taken later, although no later than June 30, 1980, before 

which date discussions on the second year's program will need to take place. 

However, such a deferment would be acceptable only if the mission is satis­

fied that measures are being taken to contain the overall credit expansion 

in the year to June 1980 within the agreed ceilings. Moreover, the mission 

will urge that further progress be made in the meantime toward the rational­

ization of the present system of industrial protection. 
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In order to make exchange rate flexibility more acceptable, the mission 

will discuss with the Kenyan authorities possible exchange arrangements which 

would permit movements in the effective exchange ra~e withou~ substantial 

public notification, e.g., by changing the peg from the SDR to an unannounced 

and more appropriate basket, perhaps with the peg being changed periodically 

by small amounts. 

2. Stabilization policies 

The mission will review the most recent monetary and credit data and will 

ascertain whether any modifications to the ceilings are justified. Unless 

the Kenyan authorities can present a convincing case, the mission will argue 

that the overall credit ceiling for June 1980 should not be raised. Depend­

ing on the factors leading to the larger-than-expected budget deficit and 

thus the excess of credit to the Government, a reallocation of creqit 

between the public and private sectors may be negotiated. Modification~ to 

the credit program may also have to take account of the release of the 

advance import deposits and of an exchange rate change, if agreed. The 

exchange rat~ study included estimates of the effects of an exc?ange rate 

change on the budget, consumer prices, an~ wages. These estimates can be 

used to derive a credit policy consistent with financing the initial in­

crease in import prices (thus avoiding large-scale disruptions in produc­

tion in the short term) while still forcing the relative price change 

between traded and nontraded goods which is the pricing objective of the 

the devaluation. 
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3. Policies with regard to restrictions 

The import deposit scheme instituted in December 1978 was substantially 

relaxed in November 1979. For most imports still covered under the scheme, 

_ the required term of the import deposit was cut in half, to three months, 

and the amount of the deposit was cut in half, to 50 per cent of the c.i.f. 

import value; many products previously covered by the scheme are now 

totally exempt. Only passenger motor cars and textile imports still require 

the full 100 per cent deposit for six months. The relaxation of the scheme 

will release about K Sh 300 million into the private banking system, or 

about 2 per cent of the money stock. 

The Government has publicly maintained that the scheme was temporary 

and would be removed as soon as balance of payments conditions permit. The ' 
I 

mission will gather the information necessary to ascertain whether the 

scheme constitutes a multiple currency practice and will discuss with the 

authorities when the rest of the scheme can be eliminated. Given that the 

remaining parts of the scheme have a limited impact, the mission, while 

l 

pressing for its elimination, will not require immediate action on this 

point. However, the mission will urge the authorities to eliminate the 

scheme as soon as possible. 

4. Interest rates 

Interest rates on time and savings deposits, most of which are fixed 

by the Central Bank, have been maintained between 5.0 per cent and 5.88 

per cent since 1975 while the rate of inflation has averaged about 14 per 
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cent since that year with the lowest annual rate being 9 per cent. These 

persistent negative real rates have been a disincentive to ftnancial saving 

and have caused the growth of deposits in the banking system to be signifi­

cantly less than the growth of deposits in nonbank financial institutions. 

The growth of these institutions, which are not subject to the same interest 

rate or reserve requirement controls as commercial banks, reduce the effec-

tiveness of the monetary control by the Central Bank. The Kenyan authorities 

agreed as part of the stand-by arrangement to undertake a study to determine 

the effect of interest rate adjustments; the IBRD has also instituted a 

study on Kenyan interest rate policy as part of the preparation for the 

program loan, and has required a thorough review of interest rate policy- by . 
the Kenyan authorities as part of the requirements for the program foan. 

The study is not yet completed. This mission will convey to the authorities 

the Fund's independent judgment that an adjustment in the interest structure 

is urgently needed. 

5. Quota increase 

The mission will also inquire as to ~hen Kenya expects to be able and 

willing to consent to the Seventh Quota increase; what steps have been taken 

so far by the authorities; and what steps will still be necessary before 

such a consent might be forthcoming. 
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Relations with the Fund 1/ 

Status 
Date of membership 
Quota 

Fund holdings of currency as per 
cent of quota 

Of which: oil facility 

compensatory facility 

gold distribution 

extended facility 

Holdings of SDRs 

Loan disbursement under the Trust 
Fund (first period) 

Interim disbursement under the Trust 
Fund (second period) 

Direct distribution of profits from 
gold sales 

Gold distribution (four sales) 
Exchange arrangement 

Intervention currency and rate for 
the U.S. dollar (December 31, 1979) 

Last consultation (Article IV) 

1/ As of January 9, 1980. 

Article XIV 
February 3, 1964 
SDR 69 million (Proposed maximum 

quota under the Seventh General 
Review is SDR 103.5 million) 

SDR 177.30 million (256.95 per cent 
of quota) 

SDR 21.34 million (31. 5 per cent 
of quota) 

SDR 69.0 million (100 per cent 
of quo·ta) 

SDR 0.72 million (1.0 per cent 
of quota) 

SDR 5. 32· million (7.7 per cent 
of quota) 

SDR 89. 2 million.,· or~ 298. 0 per 
cent of net c~mulative allo­
cation (SDR 30.0 million) 

SDR 19.89 million 

SDR 14.54 million 

US$4.48 million 
41,079.961 ounces 
~egged to the SDR at K Sh 9.66 = 

SDR 1 

U.S. dollar; K Sh 7.3256 = US$1 

March 1979, discussed by the Board 
August 20, 1979. 
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Of /ice Memorandum 

TO Mr. Karlstroem DATE: January 11, 1980 

FROM S. Kanesa-Thasan~ 

·-suBJECT: Kenya - Briefing Paper j .) 
The paragraph on page 6 of the draft brief may be understood by the Kenyan 

authorities as being akin to an ultimatum. I would suggest the following substitute 
~aragraph for your consideration. I have a few other comments which I will give 
verbally. 

·-' The staff has not had any reaction so far from the Kenyan 
authorities to its study on exchange-rate policy. We do know, 
however, that in the past the Kenyan authorities have been reluctant 
to take exchange rate action, partly because of its political . 
sensitivity. During the last mission's visit, they took the position 
that they would be prepared- to move the rate, if there was a clear-cut 
and compelling case for it. In the staff's judgment, given the serious­
ness of · the underlying balance of payments situation in Kenya and the 
need for early action to meet the ·medium-term problem, such a case exists. 
The mission will disrm::.c: the findings of the staff study with the authori­
ties and urge them to ··effect a devaluation of at least 15 per 
cent befo-re a staff p_aper reviewing the program is presented for considera-
tion by the Board. However, given the sensitiveness of the authorities 
on the question, and the possibility that they may wish to have further 
time to consider ·the question following discussions with the mission, and 
also in order to avoid an interruption of the first year's program in 
mid stream, the mission will be prepared to agree, if necessary, to a 
deferment of the reaching .of understandings with the Fund on the question, 
to June 30, I°980)before which date discussions on the second year's 
program will need to take place. It is possible that the Kenyan authori­
ties may be willing to take exchange rate action following similar action 
by Uganda. The Ugandan authorities have declared their inten-
tion to take appropriate exchange rate action before mid-1980 in their 
stand-by program with the Fund. Before agreeing to such a deferment, 
however, the mission will satisfy itself that the implementation of the 
current program will not be adversely affected to a material degree by a 
delay in exchan e rate action • In order to make exchange rate flexibility 
more feasible to implement, the .mission will discuss with the Kenyan authori­
ties possible exchange arrangements which would permit movements in the 
effective exchange rate without substantial public notification, 
e.g., by changing the peg from the SDR to an unannounced and more appro­
priate basket, perhaps with the peg being changed periodically- by small 
amounts. 

libreover, they would urge that further progress ·be made in the meantime 
toward the rationalization of the present system of excessive industrial 

protection. 
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