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Office Memorandum

TO: Mr. Mohammed November 30, 1989

FROM: Ahmed M. Almsha@'

SUBJECT: Information Mission to Kenya, Zambia and Zimbabwe

During November 6-14, 1989, Paul Falcone and I visited Nairobi
(Nov. 6-7), Lusaka (Nov. 9-11) and Harare (Nov. 13-14), for contacts
with the economic press and NGOs' interested in the work of the Fund.
Ahead of this African tour, we conducted background press briefings in
Paris and London with Mr. Calamitsis, and in Frankfurt with
Mr. Bornemann on our way back. Messrs. Calamitsis and Bornemann have
reported separately on these briefings, which proved highly effective
due to the participation of senior staff from the African Department
with operational experience in many of the countries concerned. The
briefings in Europe and Africa offered an opportunity to introduce
Mr. Falcone and explain his assignment to the participants.

In all the African countries visited, we met with the economic
and financial press, academics, economists' associations, bankers, trade
unionists and private businessmen. We were warmly received particularly
in Zambia, where the private groups went out of their way to underline
the importance they attach to the Fund's role in helping Zambia, and in
guiding its policy makers. The press in the three countries was
receptive to Fund views, and reported quite fairly on the discussions.

In all three countries, we pointed to the extent of Fund
involvement in Africa, as evidenced by the large number of programs
supported by various Fund facilities. We highlighted their concessional
nature, the amounts still available in the SAF/ESAF purse and the
deadline for use of ESAF resources. We stressed that the Fund stands
ready with appropriate resources to support programs designed to achieve
real per capita growth. Most of those we met with, both in the media
and elsewhere, seemed unware of the terms and extent of SAF and ESAF
funds, which invariably led them to question the countries' reluctance
to benefit from the facility.

In Kenya, our first stop, we met with members of the East
African Foreign Correspondents Association, the largest such group in
Sub-Saharan Africa. The London Financial Times correspondent was
strongly critical of Fund missions refusing to speak to the press.
While he understood the need for prudence, a policy of not talking to
the press altogether leaves him and his colleagues open to being fed
incorrect information planted by interested parties. He recalled an
instance earlier this year when an unnamed official gave him wrong
information about the alleged failure of Kenya's negotiations with the
Fund, which upset Vice President Saitoti as well as Fund staff. He
argued both during the briefing, and at a meeting afterwards, for a
degree of openness that would assure the Fund as well as the authorities
that only the correct information will get published.
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SUBJECT: Kenya--Comments on Draft Staff Report

We have the following comments for your consideration.

1. Balance of payments projections

As already commented on the occasion of the review of the
letter of intent, the staff report should focus on balance of payments
data for 1989 and 1990 only in order not to prejudge the discussion for
the medium-term ad justment path under the second annual ESAF
arrangement. Perhaps one could point out the key factors that suggest a
weak or external outlook for 1991-92, without going into detailed
figures.

How do the projected coffee prices for 1990 compare with the
price today? The projected increase in coffee prices in 1990 over the
average of 1989 (p. 21, line 3 from bottom) must imply a sharp rebound
from the present low level, given that coffee prices were still high in
the first half of 1989. A footnote indicating the impact of unchanged
coffee prices as of today for 1990 would be useful.

2. External unguaranteed borrowing by public enterprises

In Mr. Touré's memorandum to management (September 21, 1989),
it 1s indicated that "several public enterprises are able to borrow on
commercial terms without a government guarantee or letter of awareness"”
(e.g., the borrowing by the Coffee Board in March 1989). 1If this were
the case, some reference should be made in the staff report, consistent
with the authorities assurance referred to in Mr. Touré&'s memorandum,
that there are no plans for public enterprises to engage in such
borrowing for the rest of this year.

"1989" should be changed to "1990" (page 14, second line from
the bottom).

3. Wage bill

The wage bill for 1988/89 is now projected to grow by —
16 percent, compared with the program target of 10 percent (page 8 and
Table 4). An explanation should be given for this discrepancy as
containment of the wage bill was an important element of the program.
The report (page 27) and the letter of intent (paragraph 12) both state
that the system for the monthly monitoring of the wage bill and
operating expenses will be implemented during 1989 (emphasis added).



Does this mean that the system is yet to begin implementation? If so,
we are concerned whether the containment of the increase in the 1989/90
wage bill to within the benchmark figure (7.5 percent) is realistic. If
the system is already in effect, the sentence should read "the
system...is in effect and will continue throughout 1989/90." More
generally, the staff should evaluate whether measures that are now in
place are adequate to prevent the wage bill to be exceeded as in
1988/89.

4. Capital expenditure

The report should be more specific on the timing of the
preparation of the public sector project list (page 27). Unless the

list is prepared very soon, it may not be useful in planning the 1989/90
expenditure.

5. Public enterprise reform

Public enterprises within the development finance
institutions' portfolios were originally programmed to be restructured
or rehabilitated, with the streamlining of those to be retained and
action plans for the remainder, by June 1989 (EBS/89/84, page 18). In
the revised program, the decision to privatize, restructure or liquidate
these institutions will be taken only by June 1990 (page 30). The staff

report should explain the delay and the progress so far in this
reform.

6. Private savings

The report refers to the projected decline in private savings
in 1989 (page 19). The report should discuss the reasons for such a
decline, whether it is expected to be only temporary, and whether any
measures are being taken to correct the situation. The adequacy of the
interest rate policy should also be discussed in this context.

7. Exchange rate developments

On page 23, there is a reference to a real effective
depreciation of the exchange rate by 4.7 percent in the first seven
months of 1989. According to the latest INS run of September 25, 1989,
‘the rate of depreciation is only 2.9 percent over that period including
the July exchange rate action.

8. Staff appraisal

The last paragraph dealing with the areas where further
progress with structural reform will be necessary appears to miss out a
few points. We should point out that further progress should be
achieved with reforms of the public enterprise sector, the tax system,
the financial sector, and the remaining price controls.

cc: Mr. Heller
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CC: MD
Ref. No DMD Date...Sept. 26, 1989
and date
MR. EL KOGALI
ETR "
Mr. Michel Camdessus
Managing Director FAD
International Monetary Fund LEG
Washington, D.C. 20431
U.S.A. RES
SEC
TRE

Dear Mr. Camdessus: MR.H.SIMPSON

1. The Memorandum on Economic and Financial Policies, which accompanied our
letter of April 18, 1989, outlined the structural adjustment program that the
Kenyan Government intended to pursue during the three year period January
1989-December 1991, and presented in detail the objectives, policies, and
measures for the first year of this program. In support of this program, on
May 15, 1989 the Fund approved a three-year structural adjustment arrangement
under the enhanced structural adjustment facility (ESAF) in an amount
equivalent to SDR 241.4 million, 170 percent of Kenya's quota, and the first
annual arrangement thereunder.

2., During the first half of 1989, considerable progress was made in program
policy implementation and the program remains essentially on track. The
program's fiscal target for 1988/89 (July-June) was achieved, restraint in
overall credit policy was maintained, flexible exchange and interest rate
policies were continued, and significant reforms were introduced under the
financial sector restructuring and industrial sector adjustment programs. The
program's quantitative benchmarks for end-June 1989 were observed and the
structural benchmarks are being implemented as scheduled.

3. The overall economic growth target for 1989 has been reduced slightly

from 5.2 percent to 4.9 percent. This reduction mainly reflects less

favorable weather conditions at the beginning of 1989, lower than anticipated
coffee production, and higher oil prices. The inflation rate during the first
half of 1989 has remained relatively highj at the end of June 1989, the

weighted month-on-month rate of inflation was 10.3 percent (viz., end-June

1989 relative to end-June, 1988). This development may be attributed to
increases in producer and consumer prices in February and April, increased
excise and sales tax rates brought forward from the 1989/90 budget to Aprxl i
1989, and a somewhat greater-chan-antxczpated growth in broad money. While, ?;:-
the inflation rate has begun to abate since the peak of 11.5 percent'ln,Ha§5to = oL
8.9 percent in August, the weighted month-on-month rate of inflation ln 1989 f:f'"

-



is still estimated to be about 9 percent instead of the targeted 8 percent.

In the external sector, net official reserves, excluding the external
borrowing by the Coffee Board of Kenya, increased by SDR 30 million during the
first half of 1989, compared with the target of SDR 42 million, despite
preliminary customs data which indicate strong import growth in the first five
months of this year. The Coffee Board, which operates on a commercial basis,
borrowed SDR 50 million in April 1989 to finance large inventories of coffee
that had built up when export quotas were in effect and to facilitate payment
to producers. This loan, which will be repaid in less than one year, was not
guaranteed by the government, and was backed by collateral in the form of the
Coffee Board's coffee stocks.

4. Based upon preliminary actual data, the 1988/89 fiscal program target of
an overall cash deficit of 4.5 percent of GDP (6.9 percent excluding grants),
was attained, with a cash deficit of 3.9 percent of GDP (6.1 percent excluding
grants). Government revenues were K Sh 88 million below the program target,
while total expenditure was K Sh 1.2 billion (0.7 percent of revised GDP) less
than originally anticipated. External financing of the budget amounted to

K Sh 4.6 billion (2.8 percent of GDP), compared with K Sh 3.9 billion in the
program. The bulk of the K Sh 1.8 billion of domestic financing, in contrast
to the program, was from nonbank sources. As a result, net bank credit to the
Government at end-June 1989 was about K Sh 2.0 billion below the program
benchmark. However, the stock of unpresented cheques increased from

K Sh 1.1 billion at the end of June 1988 to K Sh 2.95 billion at the end of
June 1989.

5. Overall domestic credit developments through the first half of 1989 were
more contractionary than programmed. Net domestic credit grew by 8.3 percent
in 1988/89 (July-June), compared with 13.7 percent in the program. Credit to
the Government increased by only 2.3 percent during this period, in contrast
to the targeted 12.8 percent, while credit to the nongovernment sector rose by
11.6 percent, compared with the programmed 14.2 percent. Broad money,
however, expanded by 17.8 percent in 1988/89, in contrast to a growth of 17.0
percent in the program, while net foreign assets were higher than projected.
Positive real interest rates continued to be maintained.

6. External sector policies during the first half of 1989 were in line with
the program. The exchange rate was flexibly managed, depreciating by 2.7
percent in real effective terms during this period. At the same time,
official external borrowing on nonconcessional terms was confined to US$56.4
million for loans in the 1-12 year maturity range at the end of June, 1989.

7. Progress was also made during the first half of 1989 in implementing the
program's structural policy measures. Producer prices were raised in February
for beans and in July for maize and wheat to improve the incentives for
agricultural producers to expand production. In the area of parastatals, the
financial and organizational restructuring of the National Cereals and Produce
Board (NCPB) has proceeded essentially as scheduled. The Government also
began to charge market rates of interest on direct loans to public
enterprises, completed the study of development finance institutions, and
began to allow Kenya Railways to operate on commercial principles. Fiscal




structural reforms introduced in mid-1989 included the elimination of the
export tax on coffee and tea, the lowering of the effective corporate tax rate
and the top rate of personal income tax, an increase in income tax allowances,
and, to widen the income tax net, the introduction of a tax on the value of
gross sales of agricultural produce.

8. Within the context of the Government's financial sector adjustment
program, a number of policy actions have been taken. To ensure positive real
interest rates, the minimum savings deposit rate for commercial banks was
raised 2 percentage points to 12 percent in April. At the same time, with a
view to encouraging commercial banks to make longer term loans, the maximum
lending rate for loans with maturities greater than four years was raised from
15 percent to 18 percent. In mid-1989, a revised Banking Bill was passed by
Parliament and is awaiting Presidential assent. It should strengthen the
supervisory role of the Central Bank vis—-a-vis the commercial banks, limit
advances to insiders, and redefine exposure and capital adequacy

requirements. At the same time, legislation was tabled to establish a Capital
Markets Authority, a semipublic institution to promote, develop, and regulate
the securities market. In support of these reforms, in June 1989 the World
Bank approved for Kenya a US$125 million financial sector adjustment credit
and financial sector technical credit.

9. The implementation of the industrial sector adjustment program, which
came into effect in mid-1988 and is being supported by the IDA and other
multilateral and bilateral donors, continued in 1989. In line with the
program's aims of encouraging investment and nontraditional exports, the
quantitative restrictions on import items in Schedule IIIB were removed in
mid-1989, and replaced by tariffs as the sole form of protection. At the same
time, the number of tariff categories for all import schedules was
rationalized and reduced from 17 to 12. 1In the process, the weighted average
of tariffs for items in Schedules I, II, and IIIA combined were reduced.

While average tariffs were raised for the items in Schedule IIIB, the actual
increases in these tariffs were, with only three exceptions out of a thousand,
smaller than those proposed by the recent consultants' study on tariff
equivalents. Moreover, the import licensing system has been streamlined; the
weekly data provided by the new monitoring system indicate that the time it
takes from applying for an import license to acquiring the corresponding
foreign exchange has been reduced considerably and there has been an
improvement in confidence in the system. As a result of these measures, the
program's structural performance criterion relating to import liberalization
has been met before the targeted end-September 1989 date. With an eye toward
further enhancing export prospects, a study was completed on export incentives
for Kenyan industry. The Government has taken several measures to strengthen
the functioning of the investment approval process, which can also play an
important role in enhancing export prospects through foreign participation in,
for example, manufacturing-in-bond and export processing zones. A Cabinet
Sub-Committee on Investment, headed by the Vice President, has been
established to remove some of the bottlenecks in the investment project
approval process. At the same time, the management of the Investment
Promotion Centre has been strengthened. It is expected that project approval
delays will be significantly reduced. With respect to the restructuring of




development finance institutions (DFIs), a study on this topic was completed
in June 1989. Cabinet approval was obtained on the principles and guidelines
to guide the restructuring program, and a detailed DFI action plan has been
prepared and approved.

Policies for 1989/90

10. In line with the program's objectives, the program fiscal target for
1989/90 is to be confined to an overall cash deficit of K Sh 7.65 billion, or
4.2 percent of CDP (6.8 percent excluding grants). Net external financing of
the program cash deficit will amount to K Sh 5.6 billion or 3.1 percent of GDP
(K Sh 204 million, net of Appropriations-in-Aid (A in A) financing), while
domestic financing will be about K Sh 2 billion or 1.1 percent of GDP (with

K Sh 1.1 billion or 0.6 percent of GDP from the banking system). In the event
that the net external financing (excluding A in A financing) or domestic
nonbank financing of the budget deficit exceeds that programmed, the target
for net bank credit to the Government during 1989/90 as measured at the end of
June 1990 will be adjusted downward by the amount of the excess. Consistent
with the Government's intention to limit the size of the float, the level of
unpresented cheques at the end of June 1990 will be no larger than their
end-June 1989 level. In formulating the 1990 annual program, the fiscal
targets will be reviewed in the light of macroeconomic considerations, fiscal
and balance of payments prospects, and the availability of additional external
concessional assistance.

11. Total revenue will be raised by 0.9 percent of GDP to 24.1 percent of GDP
in 1989/90; or about 0.4 percent of GDP is expected to be raised from newly
introduced user charges in health, education, and other public services, while
the remainder is projected to come primarily from additional tax receipts from
import duties and sales tax on imports. As in the previous fiscal year, about
0.6 percent of GDP is projected to come from new discretionary tax measures,
with about 40 percent of the increase in revenue from these measures from the
increase in the sales tax on beer in April 1989 together with the reform of
sales taxation, while the remainder is to be derived from tariffs, excises,
and miscellaneous other measures. The introduction of a presumptive tax of

5 percent levied on the value of gross sales of agricultural goods is expected
to yield revenue of about K Sh 812 million, and this tax will more than offset
the projected loss in receipts of about K Sh 510 million from the elimination
of the export tax on coffee and tea. A bill to replace the sales tax by a
multiple tax rate value added tax (VAT) on manufactured goods and a 17 percent
tax on business services was tabled in mid-1989, and the VAT will be
implemented on January 1, 1990. The introduction of the VAT is projected to
yield K Sh 180 million (0.1 percent of GDP) in net additional revenue in
1989/90. It is intended that the VAT will be extended to the retail level.
Moreover, during 1989/90, K Sh 860 million will be raised from newly
introduced user charges for health, education, and other public services. In
particular, K Sh 228 million will be raised from the introduction of
additional charges for hospital services in district and provincial hospitals
as well at the Kenyatta National Hospital. In the education sector, higher
fees for tuition and boarding at the universities, reduced allowances at the
teacher training colleges, and the netting out of existing charges on parents




from budgetary grants to some secondary schools, will yield about K Sh 564
million to the budget.

12. In terms of expenditure policy, the Government will continue with its
budget rationalization program. In line with the fiscal program's aims to
restrain expenditure growth and to begin to correct the prevailing imbalance
between wage and nonwage operating and maintenance expenditure in recurrent
outlays, the increase in the wage bill (personnel emoluments in all
Ministries, including subventions to Teachers Service Commission) will be
limited to 7.5 percent in 1989/90, compared with the preliminary estimate of
16 percent in 1988/89. This will require a deceleration in the growth of
government employment to about 3.5 percent and a containment of average wage
increases to the 4 percent normally arising from within-grade salary
movements. The following measures have been introduced to help achieve this
target: (1) the freezing of all posts which have been vacant for more than
six months as of April 26, 1989; (2) a ban on further upgrading or creating of
posts during 1989/90, except with specific authority from the Treasury;

(3) control over recruitment of non-technical and lower grade job groups; (4)
the withdrawal of guaranteed employment in Government for trainees from
Government training institutions; and (5) a reduction in the number of
untrained teachers. The Covernment will also provide for a real increase in
outlays for operating expenses in priority sectors, including education,
health, road maintenance, water supply, and agricultural services. A system
for the monthly monitoring of the wage bill and operating expenses will be
implemented during 1989.

13. With regard to public enterprise reform, the financial restructuring of
the NCPB has been completed with a write-off of K Sh 5.3 billion in the
1988/89 budget. The ongoing organizational restructuring of the NCPB
(including cereal sector reform) is expected to be completed in 1991. The
financial restructuring of the Kenya Railways and the South Nyanza Sugar
Company are expected to be completed by 1991/92. During 1989, the Government
began to monitor the financial performance and flow of funds of 10 sample
nonfinancial public enterprises with the intention of extending the coverage
so as to facilitate measurement of the consolidated public sector deficit by
1990/91. The Covernment has also initiated work to formulate a policy
framework for public enterprises with technical assistance support from the
UNDP. A draft of the proposed policy paper is expected to be completed in
December 1989. An action plan for restructuring (or divesting) two
development finance institutions and their portfolios--the Industrial
Development Bank (IDB) and the Industrial and Commercial Development
Corporation (ICDC)--has been prepared. By June 1990, a decision will be taken
as to the subsidiaries of these institutions that will be privatized,
restructured or liquidated. Finally, the Government is concerned about the
operating situation of Kenya Airways and believes that a substantial infusion
of equity capital will be required in the next three years to upgrade
equipment, strengthen management, and improve maintenance capacity.
Additional borrowing to address these problems will be consistent with the
overall program targets to be negotiated, and will be the subject of close
consultation with the Fund and the World Bank in view of the heavy capital
borrowing requirements.



14, During the remainder of 1989 the Government will continue with its reform
of the financial system, with a view to improving the efficiency of resource
mobilization and allocation and to broadening the range of financial
instruments available to savers and investors. In particular, with technical
assistance from the Fund, reserve money management will be introduced
gradually and active use of available monetary policy instruments through the
Monetary Policy Committee will be initiated. The available monetary policy
instruments will be refined. Interest rates will be maintained positive in
real terms. In pursuit of the program's target of market determination of
interest rates by June 1991, and in view of the recent inflationary pressures,
the minimum savings deposit rate for commercial banks will be raised by one
half percentage point to 12.5 percent by October 15, 1989. Simultaneously,
the commercial banks' maximum lending rate for maturities of three years or
less will be raised to 15.5 percent and the maximum lending rate for
maturities in excess of three years will be 18 percent. This latter

ad justment raises the interest rate on loans of maturities between three and
four years from 15 percent to 18 percent. If at the end of November, the
annual weighted average inflation rate is above 10 percent, the Government
will further raise the interest rate ceiling on loans of three years or less
to 16 percent by the middle of January. Interest rate policies will be
reviewed further at the time of the discussions for the second annual
arrangement under the ESAF. Finally, an effort will be made to remove some of
the inefficiencies in the financial system by strengthening the capacity of
the Central Bank's staff to supervise banking institutions. Restructuring
programs have been prepared for weaker financial institutions. To encourage
the development of a capital market, the Capital Market Authority will be
established by early 1990 and the Capital Issues Committee's jurisdiction over
the pricing of domestic equity issues will be removed shortly thereafter.

15. Monetary policy will continue to be geared toward reducing inflationary
pressures and with a view toward achieving a manageable external account
position. For the first half of 1990, the credit targets will be as indicated
in attached Table 1. These indicative targets, which will be reviewed at the
time of the elaboration of the annual program to be supported by the second
annual arrangement under the ESAF in early 1990, are projected to be
consistent with a 8.2 percent increase in broad money in 1989/90.

16. In the external sector, the current account deficit in 1989 is expected
to be wider than originally programmed; it is now expected to widen slightly
from 5.3 percent of GDP in 1988 (revised) to 5.5 percent in 1989 (rather than
falling to 4.0 percent of GDP from 4.5 percent as envisaged in the program).
Exports receipts are now projected to be less than originally envisaged,
reflecting lower coffee exports in the light of recent trends in coffee prices
in July and August following the collapse of the International Coffee
Agreement, as well as lower net services receipts. It appears that import
growth for the year as a whole will be higher than originally projected, in
part reflecting the import liberalization measures discussed earlier but also
that government imports, while falling, are higher than originally foreseen.
Receipts from tourism are anticipated to be only slightly lower than
programmed since recent developments appear not to have much of an adverse
effect on the tourism industry. The programmed build-up in net official



reserves of SDR 58 million, however, is expected to be achieved, since
external capital inflows are likely to be substantially higher than originally
projected. The exchange rate will continue to be flexibly managed; by the end
of July it had depreciated by 4.7 percent in real terms from its end-1988
level, based on provisional estimates.

17. Within the context of the industrial sector adjustment program, the study
commissioned to calculate equivalent tariffs also contained a section
examining the impact on domestic industry of unrestricted import licensing.
More detailed work in this latter area has started and will be ultimately
directed toward the preparation of an action program for restructuring viable
public enterprises adversely affected by liberalization. A proposal to study
and recommend policies for restructuring the textile industry in particular
has already been approved by IDA for funding through its Project Preparation
Facility. As regards the export compensation scheme, the Government clearly
recognizes the need to improve administrative arrangements to ensure prompt
payment of export compensation. The aim is to reduce delays in receiving
compensation, targeting one month as the maximum time for receiving
reimbursement. Further work contributing to a comprehensive medium—-term
export promotion program is currently in the pipeline. In this connection, an
initial study to evaluate the enabling environment for an export processing
zone near Mombasa has been commissioned and should be completed before the end
of the year; another study financed through a World Bank Special Project
Preparation Facility and a Project Preparation Facility to evaluate and design
another export processing zone near Nairobi will be commissioned by the end of
1989 and completed by mid-1990. The Government expects to formulate a program
for export processing zones by June 1990. With regard to price controls, in
September, the price of animal feed was decontrolled, reducing the number of
controlled items to 19 under the General Order.

18. Finally, we would like to assure you that the Government of Kenya is
firmly committed to achieve the objectives set out in our structural

ad justment program and will take any further measures that are necessary in
this regard.

Sincerely yours,

Professor

rge paitoti e Eric C. Kotut
Vice President

d Minister for-Finance Covernor

l”””’#’f”’f’,«— Central Bank of Kenya
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ATTACHMENT

Table L. Kenya: Quantitative Performunce Criteria and Benchmarks Under the First Aonual
Artingenent Under the Enhanced Structursl Adjmtment Facility 1989

Performance 1988 1989 1990

eriteria and June September December March Jhune

benchemrics Benchmark  Pert B i Indicative  Indicative
criteria target target

(In millions of Kenya shillings)

e 55,004 56,897 58,080 57,371 57,7112
Actual 52,666 52,412 wer vee vee
Net credit to the
Govermment 2/
Ceiling wes 15,620 7,520 uv,270 15,631 14,772 5/
Baricing system e (19,321) (21,891) (21,741) (20,241) (19,382)
CSFC .es (-3,70L) (-3,701) (=3,701) (-3,840) (-3,840)
Debc assumed of
parastatals ves .ss (-770) (=770) (~770) (-T70)
Actual u-m 13,670 e T wes .
Banking systes (18,512) (17,510) e
GSFC (-3,701) (-3,840) e aes vou .
(In millions of U.S. dollars)
Hew nooconcessional external
loams contracted or

Cetling 100.0 100.0 100.0
Actual 72.8 6.4

Cetling - - -
Actual - -
Benchoark 1988 1989
Decamber June September _ Decamber
Outstanding Benctmarks

In millions of SRa
Minimm cumularive increase
in net official inter
national reserves from
end-Decenber 1988 4/
Benchemrk "o Lrs 7 58
Actual =113 [ +] waw

Sources: Central Baok of Xenys; and staff estimates.

L Total domestic credit of the banking system is the mm of net credit to the Govermment, other public
sector credic, and private sector credit. It includes bank credit utilized by the Cereals and Sugar
Pinance Corporacion (CSFC).

2/ Het credit to the Goverment is net credit to the Covernment from the barkirg sector.

The celling exclides the operations of the CSFC and excludes the amount of public enterprise debc assumed
by the Goverrment, and reclassified from outstanding private sector credit, which as of September 30, should
amoant to K Sh 770 million (relating to the assuwed debt of the following corporations: (1) Kenya Chemical
and Food Corporation (K Sh 512 willion), Kenya Purfural (K Sh 54 million), The Wheat Board (X Sh 38 million),
Florspar (K Sh 136 million) and East African Alrways (K Sh 30 million).

3/ In conformity with existing regularions, no public enterprise will borrow on nooconcessional

terma without government parancee. For purposes of converting new nonconcessional external loans into
U.S. dollars, the U.S. dollar exchange rates cabled to the Cenral Bark of Kenya from the Federal

Reserve Bank of New York for January 3, 1989 will be used.

y Net official international reserves are defined as Central Bark's holdirgs of net foreign assecs
(excliding use of Fund credit), the Govermment's holding of net foreign assecs (excluding reserve

position in che Pund), use of Fund credit, amd reserve position in the Fund. The information for the

last two item {s obtained directly from the Fund.

5/ This targec vill be adjusted dowrsards to the extent that netr excernal financing of the defictr
during the July 1989 - June 1990 period, exluding A in A financing, exceeds K Sh 204 million, or

£o the extent that domestic nonbank financing excesds K Sh 0.9 billion.
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TO: Mr. Heller . September 19, 1989

FROM: A. Basu l& . . 7
i OF ) /

SUBJECT: Kenya--Letter of Intent for ESAF Review

We have the following comments and suggestions for your
consideration:

1. External borrowing by the Coffee Marketing Board 1

The end-September 1989 performance criterion on short-term
borrowing (less than 1 year's maturity) stipulates that "in conformity
with existing regulations, no public enterprise will borrow on
nonconcessional terms without government guarantee,” and that such
borrowing (other than related to imports) should be nil (see EBS/89/84,
ESAF arrangements, policy memorandum and accompanying Table 1 in
Appendix II). The letter of intent for the review states that the
"Coffee Board . . . borrowed SDR 50 million in April 1989," and that the
“loan which will be repaid in less than one year, was not guaranteed by
the government, and was backed by collateral in the form of the Coffee
Board's coffee stocks.” Moreover, the borrowing was used "to finance
large inventories of coffee . . . and to facilitate payment to _
producers,” and hence was not related to financing imports.

Given these facts, if the loan remains outstanding at end-September
1989, there will be breach of the relevant borrowing performance
criterion. The letter of intent and the eventual staff report should
set out the justification for a waiver, if the loan is not expected to
be fully repaid by September 1989.

2. Credit benchmarks and performance criteria : J ’ i -

The observance of the June 1989 credit benchmarks was made possible
in part by anticipated foreign borrowing and an increased fiscal
float. Between end-December 1988 and end-June 1989, net claims on
Government declined by K Sh 1 billion as compared with a programmed
increase of K Sh 0.8 billion. Without the increase in the fiscal float
alone (of K Sh 1.85 billion), the benchmark on net credit to Government
would have been breached. We are concerned that this might turn out to
be the case with regard to the observance of the end-September 1989
performance criterion for net credit to Government.

The draft letter of intent for the review stipulates that the
target for net bank credit to the Government at end-June 1990 will be
ad justed downwards should net external financing or domestic nonbank
financing of the budget deficit exceed the programmed amounts
(paragraph 10 and footnote 5 of Table 1). Our first suggestion is that
the adjustment based on higher-than-programmed domestic nonbank




financing should include the hidden financing provided through increases
in the fiscal float. Second, we would suggest that the adjustment
clause should apply not only to June 1990 but also to December 1989 and
March 1990, and furthermore, that it should apply to both overall bank
credit as well as credit to Governoment (as mentioned in the briefing
paper).

Table 1 (accompanying the letter of intent for the review) should
provide more detail about the adjusted performance criteria and
benchmarks and actual data on performance. This should be done for both
quantitative as well as structural policy benchmarks and performance
criteria (along the lines of Table 12, Appendix I in EBS/89/84).

Both the fiscal table and the monetary survey table show that the
banking system's net credit to Government rose by K Sh 389 million in

1988/89. This reconciliation between the two tables is not evident for
1989/90.

We are puzzled by the monetary projections for 1989/90. Other net
liabilities are expected to rise by 4.5 percent of beginning period
broad money by end-June 1990--thus allowing a larger-than-otherwise
expansion in total credit. For the first half of 1989/90, net foreign
assets are maintained unchanged relative to the original program, though
the external sector projections have been revised so as to incorporate a
deterioration. Finally, the composition of credit between the private
and the public sector has been revised for the first half of 1989/90 in
favor of the latter, despite its overperfoiuance in June (technically at
least). The staff report should explain the logic of these changes.

35 Fiscal developments

We are concerned with the continued slippages in the fiscal deficit
relative to the program. In 1988/89 the overall cash deficit, inclusive
of the increase in the float, was 5.1 percent of GDP against a
programmed 4.4 percent. For 1989/90 the program target has been further
weakened by 0.2 percentage points of GDP (page 2). In this regard, the
draft letter of intent and the staff report should state that total
expenditure during 1988/89 was K Sh 0.65 billion more than programmed,
rather than K Sh 1.2 billion less than programmed, the float having
increased by K Sh 1.85 billion during this period. The staff report

should also explain the programmed deterioration in the overall budget
deficit for 1989/90.

The letter of intent should provide a reason, if possible, for the
sharp increase in the stock of unpresented checks of the Government
(paragraph 4). What is the mechanism for controlling these unpresented
checks to a level that is no larger than the end-June 1989 level
* (paragraph 10)?
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T
SAF AND ESAF LOANS I
WE REFER TO SAF LOAN OF SDR 28,400,000 EQUIVALENT TO N
SHS 597,242,171.20 AT 0.0475519 OF FEBRUARY 4, 1988 AND
ESAF LOAN OF SDR 40,233,334 EQUIVALENT TO SHS 1,022,692,434.80 G
AT 0.0393406 OF MAY 31, 1989. IN THE PAST, WHENEVER WE HAVE
BORROWED FROM THE VARIOUS FACILITIES ,, THE PRACTICE HAS BEEN
TO CREDIT THE FUND'S IMF NO. 1 ACCOUNTWITH THE SHILLING
EQUIVALENT OF THE LOAN.
THEREFORE, WHEN WE BORROWED UNDER SAF AND ESAF, WE CREDITED M
THE SHILLING EQUIVALENTS TO THE NO. 1 ACCOUNT WITH THE SHILLING
EQUIVALENT. HOWEVER, ON EXAMINING YOUR FEBRUARY, 1988 AND E
MAY 1989 STATEMENTS, THE AMOUNTS ARE NOT REFLECTED.
IN THE REPURCHASES DUE BY KENYA, REPAYMENTS OF THE LOANS DO NOT S
APPEAR.
AS A RESULT, CURRENCY VALUATION ADJUSTMENTS DO NOT AGREE
DUE TO THE INCLUSION OF THE TWO LOANS IN THE IMF NO. 1 ACCOUNT. S
WE WOULD BE GRATEFUL IF YOU COULD PROVIDE US WITH THE FOLLOWING !l
INFORMATION: -
_A. WHICH ACCOUNT WAS CREDITED REFLECTING KENYA'S INDEBTEDNESS (}
TO THE FUND IN RESPECT OF SAF AND ESAF?

E

B. REPAYMENT PROCEDURE
C. INTEREST RATE ON THE LOANS

PLEASE REPLY AS SOON AS POSSIBLE SO THAT WE CAN FINALISE THIS
MATTER ONCE AND FOR ALL.

CENTRAL BANK OF KENYA
NAIROBI
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Office Memorandum

. Cleurk
—7 £,
TO: Mr. Bornemann V49 April 11, 1989
&
FROM: A. Basu A;f’r / _
SUBJECT: Kenya--PFP and ESAF Policy Memorandum V

We have only a few comments on the above well-written
documents.

| 3 Table I (Policy memorandum)

Shows that the benchmarks for net credit to Government are
sub ject to downward adjustment for higher than programmed inflows of net
foreign financing. This adjuster is shown for June and December of
1989, but not for the September 1989 performance criterion; an
appropriate correction should be made.

We would also like you to consider whether this adjuster
should apply also to total domestic credit. If it is decided that it
should not be applied to total credit, then the staff report should
explain why it was so decided.

The downward ad justment of the credit ceilings in the event of
higher than programmed net external financing excludes "A in A
financing.” This term should be defined. Furthermore, the exclusion of
this item (presumably on the expenditure side, as well as the finanicng
side) appears out of line with the effort to consolidate the fiscal
accounts.

With regard to the "minimum increase in net official
international reserves from end-December 1988," we would suggest
inserting the word “cumulative" after "minimum."”

The reference to CSFC in the table could be clarified in a
‘ootnote to give the full name.

2. Paragraph 19 (Policy tiemorandum)

In the third line from the bottom, could one include an
estimate of the amount of debt cancelled?

3. Paragraph 23 (Policy Memorandum)

Please replace "Government” by “public sector” in lines 5 and
6 of the paragraph.

4. Paragraph 24 (Policy memorandum)

Under 24(i), before the opening words "the position...,”
please insert "the implementation of the import liberalization program
deseribed in paragraph 20 above, and..."




In line 2 of page 17, please consider changing the completion
date for the review from “"end-September 1989" to "end-November 1989."
This will allow end-September data to become available by the time of
the Board discussion of the review paper.

In the last four lines of the paragraph one should refer to
assessing performance up to end-September 1989 and setting quantitative
benchmarks for all the aggregates specified in paragraph 23 for March
and June of 1990.

5. PFP (paragraphs 16 and 49).

One should indicate the denominator of the debt service ratio
as exports or an alternative broader aggregate.

Reserves should be indicated in relation to total imports
rather than nongovernment imports.

In the penultimate line of paragraph 49, please insert "by the
public sector" after the words "nonconcessional loans..."

6. PFP (paragraph 50)

The external financing requirement (US$2.9 billion), the
existing loan and grant commitments (US$1.2 billion), the expected new
commitments (USS2.l1 billion) and the financing gap (US$0.2 billion) do
not add up (page 37). The size of the financial sector adjustment loan,
the main source for the gap filling throughout the program period,
should be specified.

The standard external financing requirements table is missing
and should be added to the PFP.

y % PFP (Table 2)

The current account is presumably in millions of U.S.
dollars. “Inflation rate” should indicate whether consumer prices or
GDP deflator. Some indication of reserves and the growth of money and

credit would be useful.

6. Policy matrix

It should be made clear that the study on the impact of
unrestrictive licensing (2.b) will be completed by May 1989 (page 15 of
the letter of intent).
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INTERNATIONAL MONETARY FUND
WASHINGTON DC
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YOUR SPO (EDIS) NO. 35 OF MAY 8, 1989 REFERS.
QUOTE

PRIMO: AS FISCAL AGENCY FOR KENYA, WE REQUEST DISBURSEMENT

OF THE FIRST LOAN IN A TOTAL AMOUNT EQUIVALENT TO

SDR 40,233,334 UPON FUND APPROVAL OF THE FIRST ANNUAL ARRANGEMENT
FOR KENYA UNDER THE ENHANCED STRUCTURAL FACILITY (ESAF).

SECONDO:

1. WE UNDERSTAND THAT THE EQUIVALENT OF SDR 21,300,000 OF THE
AMOUNT INDICATED IN PRIMO ABOVE SHALL BE DISBURSED FROM THE
STRUCTURAL ADJUSTMENT FACILITY (SAF) WITHIN THE SPECIAL
DISBURSEMENT ACCOUNT, FOR WHICH THE TERMS AND CONDITIONS SET
FORTH IN THE REGULATIONS FOR THE ADMINISTRATION OF THE SAF
(DECISION NO. 8238-(86/56) SAF, ADOPTED MARCH 26 1986, AS
AMENDED) SHALL APPLY.

2. WE UNDERSTAND THAT THE EQUIVALENT OF SDR 18,933,334 OF THE
AMOUNT INDICATED IN PRIMO ABOVE SHALL BE DISBURSED FORM THE
ENHANCED STRUCTURAL ADJUSTMENT FACILITY TRUST (ESAF TRUST).,
FOR WHICH THE TERMS AND CONDITIONS SET FORTH IN THE INSTRUMENT
TO ESTABLISH THE ESAF TRUST (DECISION NO. 8759-87/176), ESAF,
ADOPTED DECEMBER 18, 1987) SHALL APPLY.

3. PLEASE ARRANGE TO CREDIT ACCOUNT OF CENTRAL BANK OF KENYA WITH
FEDERAL RESERVE BANK OF NEW YORK, NEW YORK WITH

U.S. DOLLARS EQUIVALENT TO SDR 40,233,334 FOR VALUEON

DATE OF LOAN DISBURSEMENT.

UNQUOTE
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Gii)
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the Llimit on net credit to the Government
described in paragraph 12 and Table 1 of

the letter of September 9, 1988,

any external borrowing on nonconcessional
terms in the 1-12 years maturity range in
excess of an aggregate Llimit of

US375 million through Decenmber 31, 1934,
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October 7, 1988

MEMORANDUM FOR FILES

SUBJECT: Kenya--CF Request (Under the Transitional Provisions
the CCFF)

A meeting was held in Mr. Erb's office this morning with
Messrs. Gondwe, Crockett, Artus, Ballali, Pownall, and myself.

Background

In Berlin the Kenyan authorities had met with the Managing
Director to discuss the possibility of Fund support for covering a net
export shortfall of SDR 94.2 million. The Managing Director at first
encouraged the Kenyans to go the ESAF route with an appropriately
strengthened policy package. However, after the Kenyans pressed their
request for CF resources, the Managing Director asked the staff to
explore this option. At that point, the staff mentioned that while
exploring this option, one should consider limiting the purchase to
about SDR 33.1 million, so that the outstanding amount of CF purchases
does not exceed 50 percent of Kenya's quota. Kenya's CF request would
be discussed at the Board along with a staff report on the review of the
current (upper credit tranche) stand-by program; and performance under
the program has been satisfactory. Given the large shortfall
(SDR 94.2 million), the issues considered were the reasons for limiting

the purchase to a smaller amount and the basis for arriving at the

amount itself.

Staff Views

Mr. Gondwe stated that the Kenyans should be responding to the
shortfall by strengthening budgetary policies, and that the African
Department had hoped that they would not persist with a request for a
larger CF purchase (than SDR 33.1 million). Mr. Artus also felt that
the Kenyans should be encouraged to adopt stronger policies (to move
eventually to an ESAF), and should be discouraged from viewing the
present problem as one of simply financing a shortfall (instead of
ad justment).

Mr. Crockett suggested two grounds for limiting the
purchase: the first related to safeguarding use of Fund resources and
the second concerned the BOP financing need. He also mentioned a few
cases (Cameroon and Zaire) where the size of the CF purchase was limited
(as in the present case of Kenya).




On the first of these points, while agreeing that it was an
important consideration, I indicated that we could face an awkward
position at the time of the Board discussion. While asking the Board to
complete a SBA review, we should not be arguing that the underlying
program would have needed further strengthening to merit a CF purchase
equal to the full CF shortfall. We should instead present the case on
the basis of BOP need.

The discussion basically focused on BOP need. Mr. Gondwe
indicated that of the current year's financing gap of SDR 50 million,
Kenya has strong prospects of mobilizing about SDR 17 million in the
form of concessional external assistance. This argued for limiting the
CF purchase (and thus avoid crowding out concessional donor
assistance). Mr. Erb asked about Kenya's foreign reserves in relation
to import cover, and whether this needed some strengthening.

Mr. Ballali said that the present reserve position in relation to
imports (about two months' of imports) was relatively weak. Mr. Erb
indicated that we could provide some support for strengthening Kenya's
reserve position by increasing the proposed CF purchase slightly (up to
a point that raises outstanding CF purchases to 55 percent of quota).
Mr. Erb concluded the meeting by noting that he would be explaining this
position to Mr. Abdallah in an afternoon meeting.

&15
A. Basu
Advisor
Exchange and Trade Relations Department

cc: ETR Immediate Office
Mr. mnﬂ
Mr. Pujol
Mr. Stuart
Mr. Feldman
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S. Staff Appraisal. This section should include a sentence
noting the temporary and reversible character of the net shortfall.

More importantly, it should include an explanation as to why
Xenya would request a purchase that would take them only to 50 percent
of quota. Kenya has an upper credit tranche SBA in place and a review
of that SBA is to take place at the same time as Kenya's request for the
CF purchase is considered; on that basis, and given the estimated size
of the shortfall, Kenya would qualify for a much larger purchase. This
comment is not meant to suggest that Kenya should be advised to request
a larger purchase, but only to note the need to set out the reasons why
the authorities decided to limit their access to the CF.

6. 1988 and 1989 financing gaps. Considering the additional
financing requirements in 1988 (SDR 49 million) and in 1989

(SDR 58 million), and the proposed size of the CF drawing, one needs to
check that there are sufficient financial assurances for filling the
financing gaps before the papers on the review of the SBA and the CF
request are discussed by the qurd.

7. Annex I. In the third sentence of the first page, one needs
to insert the word "trend” after the words "medium term" appear for the
first time. The fact that each bag is 60-kilograms should be stated
earlier in page 2 than is done at present (page 3, second paragraph).

In page 7, three lines from the bottom, insert "year” after the word
“shortfall.”

cc: Mr. Crockett
Mr. Ballali
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FROM: Eduard BrauéL)
SUBJECT: Kenya--Staff Report !

The comments at this stage are mainly presentational. In
general, the paper has a somewhat complacent flavor concerning the
substantial domestic arrears incurred by the Government in late 1987/88
(described in the paper as delayed payments) and the weakening of the
external accounts. At the same time, the paper needs to be more
specific concerning the feasibility of closing the financing gaps in

1988, especially the portion not related to a possible CFF purchase, and
in 1989.

I would ask that the fact that the central government target
deficit was achieved through delayed payments be brought upfront in the
description of fiscal developmepts, both in the text (pages 4/5) and in
the staff appraisal. As presented now, the text may be regarded by some
as trying to submerge this point too much. Related to this, is it
correct that the K Sh 2 billion of arrears incurred in 1987/88 are not
paid in full in 1988/897 In addition, what answer will the staff give
to predictable questions by Directors on program design, i.e., how can
such substantial domestic arrears be incurred without triggering
performance criteria? Moreover, and of more immediate concern, both the
letter of intent and the staff report are silent on a future policy of
the authorities in regard to domestic arrears. What is being done to
prevent a recurrence?

Given the deterioration of the medium-term outlook, including
very large financing gaps in 1989-91, a greater emphasis on the need for
additional adjustment--rather than on financing as done in the paper--
would seem appropriate. Accordingly, the last sentence of page 24 ndeds
substantial strengthening urging the authorities to adopt a stronger
policy stance, including a reduction in non-interest recurrent
expenditure which is programmed to grow by 4 percent in real terms.

This could be done by developing further the middle paragraph of
page 23.

I do not think it is quite appropriate to mention the
possibility of replacing the current arrangement with an ESAF. In the
letter of intent, the impression is given that Kenya has an entitlement
to ESAF resources. I would suggest redrafting the sentence (page 10) as
follows: "Moreover, the authorities have expressed a strong interest in
entering into an arrangement under the ESAF." The same language could
be used on page 21 of the paper. If you wish to mention the ESAF in the
staff appraisal, I think it is essential also to say that a
strengthening of policies would be necessary.

Could a table on scheduled purchases and related conditions
please be included.

cc: Mrs. Junz (o/r)
Mr. Basu (o/r)
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TO: The Managing Director 4 August 23, 1988
' ‘qv~_JQhJ\5Q\_
FROM: E.L. Bornemann g b ) O e
SUBJECT: Kenya - Review of Stand-By Arrangement and Negotiation 7
of Arrangements Under the ESAF /

The staff mission 1/ that visited Nairobi during the period
August 1-17, 1988 was unable to conclude the discussions for possible
arrangements under an ESAF to replace the current 18-month stand-by
arrangement and arrangements under the SAF. The mission found that
Kenya's overall financial situation was worse than foreseen earlier, and
the authorities were neither prepared at this time to take new revenue
measures to cover additional expenditure outlays not provided for in the
original budget for 1988/89, nor were ready to undertake the necessary
restructuring of expenditure. Moreover, policies regarding the reform
of public enterprises and the financial sector could not be formulated
because the related studies have not yet been finalized.

In the circumstances, and as envisaged in its brief, the
mission conducted the discussions related to the first review under the
stand-by arrangement, and discussed the progress being made in imple-
menting structural measures related to the SAF. The mission found that
all the performance criteria for end-June 1988 had been observed, and
most of the benchmarks established under the first annual arrangement
under the SAF have been met. The mission negotiated, ad referendum, a
letter of intent for the completion of the review. After clearance by
the interested departments, it will be sent to you for approval.

Recent economic developments

On the basis of developments during the first half of 1988, it
appears that the broad objectives of the program are being met. Real
GDP growth in 1988 is estimated to be about 5 percent, slightly above
the target, owing to favorable weather conditions and the impact of
structural measures introduced in the agricultural sector since 1986.
The inflation rate (about 9 percent) is likely to be somewhat higher
than targeted, partly as a result of the Government's decision to move
faster than programmed toward removing price controls. Kenya has
continued its flexible exchange rate policy, and the exchange rate was
depreciated by 9.1 percent in real effective terms during the 12-month
period ending in June 1988.

1/ Comprising Mr. Ballali (AFR), Ms. Calika (AFR), Mr. Feldman (ETR),
Mr. Schiller (FAD), Ms. Jacob (secretary-OMD), and myself. Mr. Faria,
Adviser in the Executive Director's office, and Messrs. Mills and Rouis
from the World Bank Office in Nairobi participated in some of the dis-
cussions.




Despite strong pressures on government expenditures, the over-
all budget deficit on a cash basis in 1987/88 (July-June) was limited to
4.2 percent of GDP as programmed. This outturn was achieved through
better-than-programmed revenue performance and expenditure cuts in
various areas, but also by the postponement of cash expenditure toward
the end of the fiscal year. In an effort to ensure that the performance
criteria for end~June 1988 were respected, the authorities carried over
a considerable amount of cash expenditure into the fiscal year 1988/89.
Without this action, the overall cash deficit for 1987/88 would probably
have been about 5.5 percent of GDP, as expected in the brief. There was
practically no expansion in net bank credit to the Government in
1987/88. Net bank credit to the Government at the end of June was
K Sh 1.6 billion (1.2 percent of GDP) below the program ceiling, while
credit to the rest of the economy was slightly higher than programmed.
Overall, the rate of credit and monetary expansion remained below the
level envisaged in the program.

The balance of payments situation in 1988 is more difficult
than previously anticipated, owing mainly to lower world coffee prices
and large payments for dividends held back from earlier years, which
were only partially offset by lower oil prices and higher external
grants. As a result, Kenya now requires additional financing for 1988
of about SDR 50 million, taking into account the programmed reserve
build-up of SDR 35 million. To cover this gap, the Government intends
to press for the acceleration of disbursements under existing program
loans and to seek Fund resources under the compensatory financing facil-
ity. It also appears that the financing gap for 1989 will be larger
than envisaged earlier. In this context, the Kenyan authorities empha-
sized the vulnerability of the program to delays in the disbursement of
promised external assistance. They noted, in particular, the long
delays experienced in receiving assistance from Japan in the context of
cofinancing under the World Bank's agricultural program lending.
According to the Kenyan authorities, these delays are in part due to the
inexperience of the Japanese authorities with program lending in Africa.
They requested the staff's assistance in accelerating disbursements.

The 1988/89 program

The mission found that the projected fiscal situation for
1988/89 was more difficult than envisaged in its brief, mainly because
of additional expenditure not provided for in the budget presented to
Parliament in mid-June, and the authorities' actions to postpone cash
expenditure toward the end of 1987/88. Given the authorities' diffi-
culties in implementing immediate additional revenue measures as pro-
posed by the mission, the staff team pressed for substantial expenditure
cuts to bring down the overall deficit for 1988/89 to 4.5 percent of GDP
as provided for in the brief. As the deficit will be financed mainly
through external resources, net bank credit will be limited to
K Sh 2.2 billion (1.4 percent of GDP). The deficit target takes into
account some of the expenditures not provided for in the original
budget, including the acceleration of the implementation of high



priority development projects financed by concessional external
resources, increased expenditure necessitated by the doubling of the
university intake, and additional defense expenditures, as well as the
cash expenditure postponed toward the end of 1987/88. Most of these
delayed outlays in fact took place in July-August 1988 and explain the
sharp increase in net bank credit to the Government during these
months.

Given the strong pressures for increased government expendi-
ture in the face of a rapidly growing population (of some 4 percent per
year), there is an emerging political consensus that cost sharing will
have to be introduced. The authorities agreed, therefore, to take
additional revenue measures in the form of user charges in the areas of
health and education during the second half of 1988/89. Although only a
relatively small amount of revenue will be raised in 1988/89, the
introduction of user charges in the area of health and education
represents a major change in government policy (with the potential of
raising revenue by over 2 percent of GDP), since health and education
services have been provided essentially free of charge since 1965.

The authorities indicated that later in the year they will be
in a position to quantify and provide specifics regarding user charges
and implementation would begin in early 1989. They also expected that
the formulation of policy programs, based on the studies being
undertaken on the reform of public enterprises and the financial sector,
as well as the preparation of their proposals on restructuring govern-
ment expenditure, would be completed by the end of the year. 1In the
circumstances, the authorities requested that discussions on an ESAF be
resumed in early 1989.

The Kenyan authorities requested the use of Fund resources
under the compensatory financing facility. On the advice of their
Executive Director, they asked that their request be handled under the
old system, and expressed the hope that Board consideration could take
place before the end of October. The mission collected the available
statistical data on exports and cereal imports, and stated that the data
would be turned over to the Research Department for a determination of a
possible export shortfall.

cc: The Deputy Managing Director (o/r)
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: Office Memorandum

August 11, 1988

MEMORANDUM FOR FILES REVISED (see page 2)

SUBJECT: Forward Exchange Rates in Kenya

I met on two occasions with representatives from the Foreign
Department of the Central Bank of Kenya. On August 3, I met with
Mr. Kambo, a dealer at the Bank, and on August 11 with Mr. Mumelo,
manager of the Foreign Department. The details that follow were
provided by these individuals during the two meetings.

1. Forward buying and selling rates for the U.S. dollar against
the Kenya shilling were fixed, apparently arbitrarily, by the Governor
of the Central Bank more than six years ago, and have remained unchanged
since then. The buying and selling rates are:

Selling Dollars Buying Dollars
(premium in Sh)

1 month .3000 par

2 months .6000 par

3 months .9000 par

4 months 1.2000 par

5 months 1.5000 par

6 months 1.8000 par

The commercial banks call on the telephone and the Central Bank takes
all deals, with confirmation by contract letter the next day. There are
no fees or commissions.

2. Forward exchange rates are also set by the Central Bank for the
pound sterling and the deutsche mark (DM). Similar to those for the
dollar, forward buying rates are set at par. Forward selling rates for
sterling and DM against the shilling change every day according to
forward rates in New York between the dollar and DM, and the dollar and
sterling. An example best illustrates how forward premiums are set for
the non-dollar currencies. Mr. Kambo explained that the premium for
forward sales of sterling has been calculated by:

(i) taking a market quote out of New York for the forward premium on
sterling against the dollar (.0036 at the one-month maturity on

(ii) then multiplying this by the spot rate for selling dollars
against the shilling (Sh 18.2900 on August 3);




%k

(iii) and finally adding to this product what the representatives
called a "load factor"” of double the premium on forward sales of
dollars (2 x 0.3000, or 0.6000 for the one-month maturity).

The premium on one-month forward sales of sterling on August 3 was
therefore .6658. A similar procedure, including adding the "load
factor™ in step (iii) above, has been followed for the DM.

3. Commercial banks are authorized to enter into forward exchange
contracts with their customers for up to six months at the premiums set
by the Central Bank. For dollars, for example, they would add the
respective premiums given in point "1" above to their spot selling rate
to derive the forward selling rates at the various maturities. Their
forward buying rates are set at par and therefore are the same as their
spot buying rate. The Central Bank reports each day to the commercial
banks central spot exchange rates, for dollars equal to Sh 18.2626 on
August 3. From the central rates, the commercial banks set their spot
buying and selling rates; the only constraint is that the spread be no
more than 0.7 percent. On August 3, spot rates for buying and selling
dollars might have been set by a commercial bank at Sh 18.2626 plus or
minus .35 percent, or Sh 18.1987 and Sh 18.3265, respectively. At the
one-month maturity, the forward buying rate would have been Sh 18.1987,
and the forward selling rate would have been Sh 18.6265 (Sh 18.3265 +
0.3000). An analagous procedure is followed for determining forward
rates for sterling and DM, with the premiums for forward sales set in
the manner described in point "2" above.

4. The Central Bank sets its forward rates for transactions with
the commercial banks in a similar fashion, but bases them on spot buying
and selling rates that reflect a narrower spread. The Central Bank's
spot rates are equal to the central spot exchange rate plus or minus
0.15 percent. Thus on August 3, its spot buying and selling rates were
Sh 18.2352 and Sh 18.2900, respectively. The forward buying rate, at
par, was Sh 18.2352 and the forward selling rate, at the one-month
maturity, was Sh 18.5900 (Sh 18.2900 + .3000).

5. The Central Bank essentially provides at no cost a hedge for
the forward foreign currency purchases made by commercial banks from
their customers. The following example illustrates this point. On
August 3, 1988 the one-month forward exchange rate for dollar purchases
by the Central Bank from the commercial banks was Sh 18.2352, while the
commercial banks forward rate for dollar purchases from their customers
was Sh 18.1987. Thus a commercial bank would buy dollars forward at Sh
18.1987 and simultaneously sell dollars forward to the Central Bank at
Sh 18.2352, for a riskless profit.
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Office Memorandum

August 11, 1988

MEMORANDUM FOR FILES

SUBJECT: Forward Exchange Rates in Kenya

I met on two occasions with representatives from the Foreign
Department of the Central Bank of Kenya. On August 3, I met with
Mr. Kambo, a dealer at the Bank, and on August 11 with Mr. Mumelo,
manager of the Foreign Department. The details that follow were
provided by these individuals during the two meetings.

1. Forward buying and selling rates for the U.S. dollar against
the Kenya shilling were fixed, apparently arbitrarily, by the Governor
of the Central Bank more than six years ago, and have remained unchanged
since then. The buying and selling rates are:

Selling Dollars Buying Dollars
(premium in Sh)

1 month .3000 par

2 months .6000 par

3 months .9000 par

4 months 1.2000 par

5 months 1.5000 par

6 months 1.8000 par

The commercial banks call on the telephone and the Central Bank takes
all deals, with confirmation by contract letter the next day. There are
no fees or commissions.

2. Forward exchange rates are also set by the Central Bank for the
pound sterling and the deutsche mark (DM). Similar to those for the
dollar, forward buying rates are set at par. Forward selling rates for
sterling and DM against the shilling change every day according to
forward rates in New York between the dollar and DM, and the dollar and
sterling. An example best illustrates how forward premiums are set for
the non-dollar currencies. Mr. Kambo explained that the premium for
forward sales of sterling has been calculated by:

(i) taking a market quote out of New York for the forward premium on
sterling against the dollar (.0036 at the one-month maturity on
August 3, 1988);

(ii) then multiplying this by the spot rate for selling dollars
against the shilling (Sh 18.2900 on August 3);




(iii) and finally adding to this product what the representatives
called a "load factor™ of double the premium on forward sales of
dollars (2 x 0.3000, or 0.6000 for the one-month maturity).

The premium on one-month forward sales of sterling on August 3 was
therefore .6658. A similar procedure, including adding the "load
factor" in step (iii) above, has been followed for the DM.

3. Commercial banks are authorized to enter into forward exchange
contracts with their customers for up to six months at the premiums set
by the Central Bank. For dollars, for example, they would add the
respective premiums given in point "1" above to their spot selling rate
to derive the forward selling rates at the various maturities. Their
forward buying rates are set at par and therefore are the same as their
spot buying rate. The Central Bank reports each day to the commercial
banks central spot exchange rates, for dollars equal to Sh 18.2626 on
August 3. From the central rates, the commercial banks set their spot
buying and selling rates; the only constraint is that the spread be no
more than 0.7 percent. On August 3, spot rates for buying and selling
dollars might have been set by a commercial bank at Sh 18.2626 plus or
minus .035 percent, or Sh 18.1987 and Sh 18.3265, respectively. At the
one-month maturity, the forward buying rate would have been Sh 18.1987,
and the forward selling rate would have been Sh 18.6265 (Sh 18.3265 +
0.3000). An analagous procedure is followed for determining forward
rates for sterling and DM, with the premiums for forward sales set in
the manner described in point "“2" above.

4. The Central Bank sets its forward rates for transactions with
the commercial banks in a similar fashion, but bases them on spot buying
and selling rates that reflect a narrower spread. The Central Bank's
spot rates are equal to the central spot exchange rate plus or minus
0.15 percent. Thus on August 3, its spot buying and selling rates were
Sh 18.2352 and Sh 18.2900, respectively. The forward buying rate, at
par, was Sh 18.2352 and the forward selling rate, at the one-month
maturity, was Sh 18.5900 (Sh 18.2900 + .3000).

5. The Central Bank essentially provides at no cost a hedge for
the forward foreign currency purchases made by commercial banks from
their customers. The following example illustrates this point. On
August 3, 1988 the one-month forward exchange rate for dollar purchases
by the Central Bank from the commercial banks was Sh 18.2352, while the
commercial banks forward rate for dollar purchases from their customers
was Sh 18.1987. Thus a commercial bank would buy dollars forward at Sh
18.1987 and simultaneously sell dollars forward to the Central Bank at
Sh 18,2352, for a riskless profit.
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3@2 Offzce Memorandum

August 1, 1988

MEMORANDUM FOR FILES

SUBJECT: Kenyan Trade Policy 1/

1. The sales tax department is not considered to be a
prestige department. It tends to be understaffed. It is not yet
computerized. It is not very administratively efficient. This
situation feeds on itself.

2. It is administratively more efficient to impose, in
effect, a sales tax on tradable goods by instead imposing an excise tax
on domestically produced goods and a tariff on imported goods. Tariffs
and excise taxes are administered by the Customs and Excise Department,
a department considered to be many times more efficient and prestigious,
thus attracting more qualified workers.

3. The import management committee (IMC) is the first body
that screens import licenses, and tentatively rejects or approves
them. The reason that the IMC's decision is considered a tentative one
is that there is then a higher level committee at the Ministerial level
called the Foreign Exchange Allocation Committee (FEAC). 1In effect,
what this committee says goes; it can overrule the IMC, issue licenses
that the IMC has not seen, etc. After the FEAC, import licenses go to
the central bank (CBK) for issuance of a foreign exchange allocation
license (FEAL). There is a time lag, perhaps between one and five
weeks, before the FEAL is granted. Such delays can be taken to be a
discretionary instrument of trade policy designed to slow imports for
reasons of BOP considerations.

It may be noted that there can be an earlier stage in the
process, as various supervisory agencies may be involved, either to
check technical details as called for under the import schedules or
sometimes “less formally". This can also lead to delays.

4. Under the liberalized system, import license approvals
(Ministry of Commerce data) should, in principle, roughly match foreign
exchange allocations (CBK data). Three of the possible reasons why they
may not are: (1) that Ministry of Defense imports do not necessarily
show up in the approvals data although foreign exchange is allocated;
(ii) that imports for projects like Turkwell may not get into the

&! The points below reflect the informal views expressed by an
individual with whom the mission had a discussion. While these views
were of sufficient interest to be recorded, it should be stressed that
the individual spoke off the record.
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Office Memorandum '~

’Q/g’ July 29, 1988

SUBJECT: Kenya—--Briefing Paper for ESAF

MEMORANDUM FOR FILES

Mr. Erb asked about the structural content of the proposed
program——whether it was sufficiently well specified, the extent of Fund
staff involvement in developing it, and the timetable for completing
various reforms.

I explained that in almost all the key areas of structural
reform (namely, price decontrol, import liberalization, and public
expenditure restructuring), the World Bank had taken the lead in
formulating the reforms and the timetable for their implementation. I
said that we were unhappy that the final phases of price decontrol and
import liberalization were now expected to be delayed by one year, and
that plans for reforms in the financial sector were not as yet
formulated. Mr. Nashashibi also pointed out the need to include
structural tax measures from the first year. Mr. Bornemann confirmed
that the World Bank had taken the lead in formulating and supporting the
structural reforms with special sectoral loans and technical assistance.

Mr. Erb asked why a frontloading of ESAF access (60, 50, 50,
with 160 percent of quota) was being proposed. I explained that the
first two phases of import liberalization were being accelerated, and
that as a result, import volume was expected to increase more than the
modest growth rates earlier envisaged (under the existing SBA/SAF
arrangements). Moreover, the proposed program provides for a larger
early build-up of foreign reserves than earlier envisaged. I, of
course, underlined the importance of seeking from the authorities a
commitment that the remaining phases of price and import liberalization
would not be delayed (even if the World Bank were to accept such a
delay).

Mr. Bornemann stated that he expected the authorities to
request a larger access (near 200 percent of quota). Mr. Erb raised the
question as to what was the justification for the Fund to provide ESAF
resources, when the Bank was formulating and financing all the
structural reforms. Mr. Bornemann suggested that the Fund's role was
mainly limited to advising on a framework of macroeconomic policies.

The mission was authorized to proceed on the basis of the
present brief, with the need to progress in the following areas:

(a) a program of structural tax measures (conversion of
specific to ad valorem taxes, etc.) would need to be implemented early;
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TO: Mr. Boorman A" July 13, 1988
FROM: A. Basu hv3

SUBJECT: Country Matters Briefing for Executive Directors

The following are a few brief country notes in response to
your memorandum of July 11, 1988.

1. Malawi

The request for ESAF (150 percent of quota) will be discussed
by the Board on Friday, July 15. The staff papers present two balance
of payments scenarios, both of which indicate external viability by the
end of the ESAF period (1991), and for the first year, the two scenarios
are identical. The first scenario, on which the program is based, has
more conservative assumptions regarding concessional aid inflows. If
additional amounts of the latter are available, then the second scenario
suggests that there would be better prospects for growth of real GDP and
exports, and for achieving a larger reduction in debt service ratios.
Both scenarios envisage a strong buildup of gross official foreign
reserves. The staff prefers not to make an opening statement to the
Board on this issue, but to respond appropriately later if the issue is
raised by EDs.

2. Sierra Leone

The recent (early June) staff visit was not able to establish
a comprehensive shadow program to enable Sierra Leone to clear its
arrears to the Fund. In the key areas of exchange rate and pricing
policies, the authorities were unwilling to consider taking ma jor
actions, largely due to the powerful role of various special interest
groups (e.g., the army, the trading community, and other local special
interest groups). Would pressure from a group of major donors help?

3. Liberia

With technical assistance from the U.S. (OPEX team), progress
is being made in restoring discipline to the budgetary expenditure
process. However, the recently issued staff report for the 1988
Article IV consultation stresses the pressing need to implement a
comprehensive shadow program that focuses on a reform of the exchange
system, a reorientation of pricing and interest rate incentives,
improved public sector management, and a restructuring of the public
enterprises and the banking system. One has to find a way to get the
authorities to implement such a program so that Liberia could benefit
from external support and take steps to settle its arrears to the Fund;
a stronger effort by donors may help.
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yworsening of the underlying budgetary position and since it fell within

Office Memorandum

TO: Mr. Ouattara DATE: April 15, 1988

FROM: Daudi Ballali )

)
SUBJECT: Kenya

Yesterday afternoon you pointed out the possibility that the
Minister of Finance for Kenya could raise with the Managing Director
today the issue of allowing an adjustment of the overall deficit targets
in the current program in order to accomodate the utilization of
concessional financing secured for development projects. This issue
emerged earlier this year with respect to European Investment Bank's co—
financing of the Third Nairobi Water Supply project, which is being
financed by IDA and 1s expected to affect the 1989/90 budget. When the
current program for Kenya, which is being supported by the stand-by
arrangement and the structural ad justment facility, was formulated, it
was expected that the project would be managed directly by the Nairobi
Water Supply Commission. Subsequently, however, because of legal
requirements, it was discovered that the resources for the Nairobi Water
Commission had to flow through the central government budget, thereby
raising the overall budget deficit. The Kenyan authorities requested an
increase in the program's medium—-term overall budget deficit targets for
this project. The staff felt that since the loan did not result in a

capital inflow and debt service projections of the program, there was a
case for adjusting the budget targets by the amount of the loan inflow.

However, in the meeting between the Minister of Finance and
Mr. Jimenez om April 13, 1988, the Minister widened the scope of this
request by including other concessional financing for projects. We
understand also from the World Bank staff that the Minister indicated
his intention to raise this issue again; in fact, prior to his meeting
with Mr. Qureshi on April 14, 1988, it was suggested that IDA resources
for projects in the budget be treated as grants above the line.

On our part, we could take the position that as far as the
disbursements for the Third Nairobi Water Supply project are concerned,
we are inclined to exclude them from the overall budget target.

However, as far as IDA resources generally or other concessional
financing, we will have to take them on a case by case basis because any
changes in the fiscal program would have to be considered in terms of
their impact not only on recurrent expenditures but also on the external
sector and inflation, and that the forthcoming mission to Kenya will
review any proposed projects involving concessional resources and assess

thelr macroeconomic implications before determining the appropriate
treatment in the fiscal program.

cc: Mr. Gondwe
Mr. Bornemann (on return)
Mr. Artus
Mr. Jiménez (on return)

o el



TO: _Mr. Cuattara DAT®: April 13, 1948
FROM: Julio M. Jiménez

SUBJECT: Kenz!

This morning I had a loug meeting with Professor Saitoti and
other members of the Fenyan delegation. They informed me that they
believe that they had met the end-March performance criteria. They have
achieved this by placing a large amount of Treasury bills with the
nonbank sector at the closing weeks of March. The implication {s that
expenditures and the overall deficit are in excess of the program
targets. He pointed out that the elections and the slow reimbursement
of the resources being given to the National Cereals Produce Marketing
Board (NCPB-Crain Marketing Board) from the European Community has
resulted in a higher level of expenditures. He fears that he would be
unable to meet the end-June performance criteria. T advised the
Hinister that although the overall budgetary deficit target is not a
performance criteria as such, that the Fund places a great deal of
importance in 1its observance, and that they should take whatever
measures are still available to them in the remaining weeks of the
fiscal year to cut down expenditures and try to observe these targets.

The Minister also raised the issue that they are finding the
nediun-ternm overall deficit targets in the current program difficult to
observe. UYe pointed out that he has been very fortunate in obtaining a
substantial incresse in concessional financing for priority development
projects which were putting pressure on the overall deficit figure. 1In
his view, without the implementation of these projects the program's
rate of growth would be difficult to attain. I reminded the Minister
that the overall deficit targets in the program were consistent with an
{improvement in the external position and the maintenance of a low
inflation rate in Kenya. A key aim of the program was a significant
reduction in the level of domestic financing of the budget over the
nedium term because from balance of payments requirements, the level of
domestic credit over the next two years would have to be much smaller
than 1o the recent past. Within this reduced level, a larger proportion
was to be apportioned to the private sector which was expected to be an
important engine of growth during the medium term. While the Fund was
concerned in maintaining an adequate rate of growth over the medium
term, it was also important to bring about the necessary adjustment in
the balance of payments and in maintaining a low inflation rate. Any
proposal by the Kenyan authorities to alter the fiscal program would
alvays be tested on the impact it would have on the external sector and
{inflation.

The Minister {s likely to raise this issue with you, or with
the Managing Director during his meeting.
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ez (o/r) March 25, 1988

. Feldman to reflect upon how the
current SAF program could be prioritized
‘to warrant support under the ESAF.
t at recasting the policy matrix
1 the attached table. I would be happy
convenience, including the related
nced” policy matrix would warrant

In any event, I feel it is important
ork in mind and to launch discussions
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Table

Kenya:

Summary of Possible Strengthened Policy
Measures Under an ESAF Arrangement, 1988-90 1/

Measures

Timing

Remarks

Pricing Policy

a.

b.

Exchange rate

Domestic prices

(i) Price confrols

(ii) Subsidies

Flexible exchange rafe policy.
Commitment to depreciate
annually in real terms in anti-
cipation of balance of payments
developments.

Adjust exchange rate with the
aim of increasing the compet-
itiveness of the fradeable goods
sector and in keeping with the
ma jor import |iberalization
steps scheduled in 1988 and

1989 (see 2 below).

Decontrol all prices under the
General Order as follows:

Decontrol 15 prices.

Decontrol additional 15 prices,
Decontrol prices of remaining
items,

Work out and commit to specific
timetable for the elimination of
subvention to public enterprises,
See 3b below for more details.

June 1988

Dec. 1988,
Dec. 1989

June 1988
Dec. 1988
June 1989

June 1988

Present commitment to
depreciate by a
specified percentage
in real terms during
July 1987-December
1988 may have to be
accelerated or made
larger.

Accelerates timing
compared with SAF.

PFP under SAF seems
to exclude decon-
trolling prices on
about 10 of the
items under the
Special Order, mainly
food and beverage
items for which the
Government wants to
protect the pur-
chasing power of
low-income groups.
Price controls on
these items should
also be removed.



Table

(continued) .

Kenya:

Summary of Possible Strengthened Policy
Measures Under an ESAF Arrangement, 1988-90 1/

Measures Timing Remarks
¢. |Interest rates Allow financial institutions Dec. 1988 Accelerates what was

to negotiate the level of = called for under SAF,

interest rates on long-term Abolish or adjust

loans and deposits in line with maximum lending rates

free market forces. as appropriate, so
that rates can
reflect risk and
other market con-
ditions.

Maintain minimum savings June 1988

interest rate at a specified

level (say 2 percentage points)

above inflation rate.

2, Trade Policy Lift controls on items for which Prior
quantitative restrictions not action
binding.
a. Import liberalization Abolish all quantitative res-

trictions for BOP reasons and

establish an open general |icense

policy. These measures to be com-

pleted by end=1990 and accomplished

in three stages.

(i) Implement the new import Dec. 1988 Quotas may be

licensing system. Eliminate converted to

quantitative restrictions on tariffs that

one-third of the import items are roughly

sub ject to quantitative res- equivalent or

frictions less restrictive,
The new Iimport
licensing system
refers to the one
negotiated under the
ISAC with the
World Bank.

(ii) Eliminate quantitative Dec. 1989

restrictions on most (three-

fourths?) of the restricted

import items that remain.

(iii) Eliminate any remaining Dec. 1990 Except those for

quantitative restrictions.

well-defined items
for health, public
safety, social
reasons.



Table

(continued) .

Kenya:

Summary of Possible Strengthened Policy
Measures Under an ESAF Arrangement, 1988-90 1/

Measures

Timing

Remarks

3s

b. Tariffs

c. Export incentives

Fiscal Policy

a, Tax Reform

Protection to be provided solely
by tariffs. Reduce the number

of tariff levels substantially as
outlined below, mainly at the top
of the range, taking into account
2a above, as well as the goal of
moving toward a uniform tariff
structure.

Commitment to reduce the number of
tariff levels from 26 to 5.

Reduce the number of tariff levels
to 10, by eliminating tariffs
at the high end.

Reduce the number of tariff levels
to 5, reducing further the
average height of tariffs.

Dismantle export compensation
scheme and begin to replace it
with a simplified duty drawback/
duty exemption scheme.

Expand manufacturing-in-bond
or establish free trade zones.

Undertake a comprehensive study
of tax system aimed at raising
revenue, including increasing
user charges.

Formulate revenue/GDP targets and
implement recommendations

of study, consistent with achiev-
ing these targets and the fiscal
deficit targets.

June 1988

June 1989

June 1990

June 1988

Dec. 1988

Comp lete
ongoing
study by
April
1988

Begin in
FY 1988/89
budget and
complete in
FY 1989/90
budget.

Any quantitative
restrictions on
individual items tfo
be removed before
tariffs on those
items are reduced.

Specific targets for
the average level of
tariffs should be
established with a
preannounced time-
table as to their
implementation,

Instead of streng-
thening the admin-
istration of the
compensation scheme
as called for under
the SAF.

Targets to be
formulated along
the lines suggested
in the Government's
"Memorandum of
Economic and Fin-
ancial Policies."




. Table (concluded) . Kenya: Summary of Possible Strengthened Policy
Measures Under an ESAF Arrangement, 1988-90 1/

Measures Timing Remarks

b. Public enterprises Put together (publish?) a list of June
enterprises to be restructured and 1988
divested, and define procedures =
for restructuring and divesture.

Indicate timetable for Sept. 1988 Desirable to
restructuring and divesture, complete by
and begin process. Dec. 1989
For industrial enterprises June

remaining in public sector, 1988

formulate procedures for stream-
lining the monitoring of per-
formance. List which public
enterprises should operate with-
out subvention, and which may
need subvention for social
reasons.

Establ ish annual targets for the Sept. 1988
reduction of subvention paid to

public enterprises, consistent

with eliminating such subvention

in the (after?) FY 1989/90

budget.

1/ To be read in conjunction with "Summary and Timeframe for Macroeconomic and Structural Adjustment
licies, 1987-90" in Kenya-Policy Framework Paper, EBD/88/5 (1/7/88), pp. 17-22. This present table
mmarizes some "additional" policy measures which could form part of an ESAF program, either in terms of
a shortened timeframe or being more specific in policy actions to be undertaken. Certain studies or
reviews called for under the SAF arrangement (e.g., on the tax system, sugar industry, civil service
staffing requirements) may need to be |inked to more specific actions to be undertaken under an ESAF
arrangement, pending the outcome of such undertakings.
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: Office Memorandum

TO: Mr. Anjaria March 14, 1988

FROM: J. Pujol

SUBJECT: Kenya——ES

You asked what might constitute a "more ambitious"™ structural
ad justment program for Kenya under the ESAF. 1In our view, two areas in
particular would merit additional attention under an ESAF-—import
liberalization and interest rate policy.

On import liberalization it would seem that there is scope for
significantly strengthening the commitment under the SAF, and we are in
agreement with Mr. Feldman's proposal on abolishing all quantitative
restrictions for balance of payments purposes and establishing an OGL
system. Specific targets for the average level of tariffs should be
established with a preannounced timetable as to their implementation.
The exchange rate, of course, would need to be adjusted in tandem with
the import liberalization effort.

Regarding interest rate policy, it would appear that the
prompt introduction of a market-oriented mechanism for the determination
of interest rates is called for. The current commitment to "move toward
greater reliance on market forces in allocating financial resources™ and
to "begin freeing long-term rates" is vague and clearly needs to be
recast in stronger and more precise terms.

As pointed out in the matrix prepared by Mr. Feldman, there is
also scope for accelerating the timing of the decontrol of prices and in
strengthening the policy measures in the area of tariffs, export
incentives, tax reform and public enterprises. We do have some doubts,
however, as to how realistic is the proposed target date of December
1989 for a “complete restructuring and divesture” of public enterprises.
As a general point, wherever the SAF calls for a study (e.g., of the tax
system and of the sugar industry) or a review (e.g., of civil service
staffing requirements), the ESAF should indicate the specific actions to
be undertaken.
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TO: Mr. Boorman March 9, 1988

FROM: S.J. Anjaria S’\'t
o

SUBJECT: Kenya and Ghana—--ESAF

Attached please find a table prepared by Messrs. Feldman and
Leeahtam on the evolution of Fund exposure in Kenya and Ghana under
alternative assumptions. This exercise may be of some use in deciding
whether the two countries should switch to an ESAF-only arrangement.

The two cases are not strictly comparable, in part because
Ghana has already obtained a three-year EFF, whereas Kenya's use of GRA
resources is limited to a stand-by arrangement which expires on
August 1, 1989. In addition, Fund credit outstanding in Ghana is
substantially higher than that in Kenya.

Even under the present option--i.e., SBA plus SAF for Kenya,
and SBA plus EFF for Ghana--there is a relatively sharp decline in Fund
credit outstanding under tranche policies over the next three to four
years in the case of Kenya, and a more moderate decline in Ghana. If
the present SBA and EFF were continued in the two countries but the SAF
was replaced with an ESAF of 100 percent of quota--Option l--the
evolution of Fund credit outstanding under tranche policies would, of
course, remain unchanged. Under Option 2, however, substituting an ESAF
of 150 percent of quota for all use of GRA resources would produce a
dramatic decline in Fund credit outstanding under tranche policies (to
20 percent and 74 percent of quota for Kenya and Ghana, respectively, in
1991). One issue in examining the options is, therefore, whether such a
sharp reduction in outstanding use of regular Fund resources is
desirable for its own sake in the two countries.

Under either the present option or Option 1, the Fund would be
withdrawing net from both countries over the medium term (however, in
Ghana under Option 1 total Fund credit outstanding increases by
15 percent of quota in 1990, before resuming its downward trend). 1In
contrast, under Option 2, the Fund would not be making a significant net
withdrawal over at least some of the next few years—-1989-91 in Kenya,
1990-91 in Ghana. A second question is, therefore, the extent to which
net use of Fund resources in the medium term should have a bearing on
the option chosen.

Attachment

cc: Mr. Hino
Mr. Pujol
Mr. Feldman

Mr. Leeahtam




Kenya and Ghana:

Fund Credit Outstanding

(end of period; as perceant of quota)

Option 1 Option 2

(ESAF 100%Z of quota

Present Option

(ESAF 150% of quota

with SBA/EFF) no SBA/EFF)

Kenya 1/ Ghana 2/ Kenya Ghana Kenya Ghana 3/

Total Fund

financing

(SDR million) 175 375 255 449 272 405

(% _of quota) (123) (183) (180) (220) (192) (198)
Total FCO

1988 206 271 222 281 209 271

1989 182 253 202 280 190 253

1990 142 238 182 295 186 243

1991 120 210 177 266 190 244

1992 88 191 145 248 174 225

1993 64 175 121 231 168 209
Under tranche

policies

1988 159 207 159 207 137 195

1989 119 190 119 190 81 143

1990 79 175 79 175 41 103

1991 57 146 57 146 20 74

1992 25 128 25 128 4 55

1993 3 115 3 115 — 43
Under special

facilities

1988 27 14 27 14 27 14

1989 13 - 13 - 13 -

1990 == = =S o= s —
Under SAF/ESAF

1988 20 50 37 60 45 62

1989 50 64 70 90 95 110

1990 64 64 103 120 145 140

1991 64 64 120 120 170 170

1992 64 64 120 120 170 170

1993 62 60 118 116 168 166

1/ Kenya: 18-month SBA from February 1, 1988 for 60 percent of quota

(40 percent annual access), plus three-year SAF arrangement from same date.

2/ Ghana: three-year EFF for 120 percent of quota (40 percent annual access)
plus three-year SAF arrangement from November 6, 1987.

3/ Ghana: EFF terminates as of August 15, 1988.







i@" Office Memorandum
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TO: Mr. Boorman March 8, 1988
FROM: S.J. Anjarias Y/

SUBJECT: Kenya--ESAF

We did not discuss the issue of access under ESAF for Kenya on
the last occasion--please see my earlier memorandum, attached.

Apart from access, I would like to discuss with you the
tactics for encouraging further discussion and reflection within the
Fund and with the World Bank on what "more ambitious”™ structural reform
really means in the case of Kenya. A revised policy matrix (also
attached) prepared by Mr. Feldman is being reviewed by Messrs. Hino and
Pujol.

Finally, you will be interested in the attached memorandum for
files on a recent meeting of AFR staff with the Governor of the Central
Bank of Kenya. It would be helpful to signal to our colleagues in the
African Department that countries should not be discouraged from being
among the first ESAF cases.

Attachments

cc: Mr. Hino
Mr. Pujol
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g Office Memorandum
TO: Mr. Bo n February 25, 1988

(% [

FROM: .’:S.J. Anjaria j -

7 .
SUBJECT:/’Ehaua, Kenya, Pakistan: Access Under ESAF
o

-

-

b Following our discussion, the attached table puts together

some indicators against which the question of "blending"” ESAF and GRA
resources to these three countries might be examined. Needless to say,
the indicators themselves are somewhat arbitrary and duplicative, and
the absolute value of the ratios may not be comparable across
countries. However, they do seem to provide an interesting rough and
ready basis for further discussion. -

Under each indicator in the attached table the three countries
are ranked in descending order of the case for reliance on concessional,
as opposed to nonconcessional financing, (e.g., a low GDP per capita or
a high debt to GDP ratio is considered to strengthen a country's case
for concessional assistance). Ghana seems to have the "strongest" case
for ESAF only: in seven out of nine indicators it is ranked number
one. Kenya is second, and Pakistan the weakest.

Ranked Number 1

Ghana 7 out of 9
Kenya 2 out of 9
Ranked Number 2

Kenya 6 out of 9
Pakistan 3 out of 9
Ranked Number 3

Pakistan 6 out of 9
Ghana 2 out of 9

I might add that the above also confirms two of my preconcep-
tions. First, Pakistan is in a somewhat different category than the
other two countries in terms of the justification for concessional
assistance: in terms of the indicators selected, it is ranked low more
consistently than the other two countries. Second, and linked to this,
it would probably be sensible “"objectively” to treat Ghana and Kenya in
roughly the same way, i.e., to go for ESAF-only in both, if we so decide
for one of them. May we discuss please?

At tachment

cc: Mrs. Junz

Mr. Kanesa-Thasan ( ’ 28 "
Mr. Pujol s <
Mr. Sheehy
Mr. Feldman : ¥
Mr. Leeahtam (:;; _!'
. gl



Rank 1 =

Ghana, Kenya, and Pakistan:

ESAF

most favorable to higher ESAF access

Rank 3 = least favorable to higher ESAF access

I-

II.

III.

1v.

V.

VII

GDP per capita

(1) Ghana $318
(2) Kenya §328
(3) Pakistan $350

GDP real growth rate

(1) Ghana 5.0 %
(2) Kenya Ly
(3) Pakistan 6.6%

Manufactured output/GDP

(1) Ghana 9.4%
(2) Kenya 11.4%
(3) Pakistan 18.1%

Share of IDA in World Bank group loans

(figures not strictly comparable)

(1) Ghana 100.07%

(2) Pakistan 60.0%

(3) Kenya 52.0%

Reserves to imports (latest year)
(1) Kenya 14%

(2) Pakistan 15%

(3) Ghana 25%

Debt/GDP (latest year)

(1) Ghana 637%

(2) Kenya 51%

(3) Pakistan 41% O

(1) Ghana 288.3%
(2) Kenya 189.1%
(3) Pakistan 129.5%

VIII.

IX.

Fund quota to imports

(1) Kenya 9.9%4

(2) Pakistan 11.6%

(3) Ghana 36.27%

Debt service ratio (including Fund)
(1) Ghana 62.67

(2) Kenya 32.8%

(3) Pakistan

28.3%

J‘[_,\ ) =
r \ i al
J par ¥ \ A /
C (:l_/
.
A

VII:”/;E;:ha ﬁetEeﬁtage of quota
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Office Memorandum

TO: Mr. Boorman February 25, 1988
FROM: S. Kanesa-Thasan S

SUBJECT: Ghana, Kenya, and Pakistan - Access under ESAF

I have difficulty with Mr, Anjaria's attempt at “fine tuning"
of some "indicators” to determine the blend of Fund support between
SAF/ESAF and GRA resources.

The criteria which should apply are simply:
(1) Whether the member is eligible to use SAF/ESAF.

(2) Members capacity to make timely repayments of Fund
resources (and the expected time horizon for reaching balance of
payments viability).

(3) Balance of payments need based on a "reasonable growth
target” and "equitable” sharing of the financing burden between the Fund
and other sources.

I There would be a clear presumption that every SAF-eligible
|country would first use SAF/ESAF resources within the norms specified
for access limits, if there is a satisfactory program which would ensure
timely repayments. If after taking into account concessional financing

| f‘: from other sources, there is still an unfinanced gap, use of GRA
'&LJ/’ resources could be considered, if the member is judged to be capable of
g //ﬁ} meeting the relevant repayment requirements.

On this basis, with the right programs, I would have no
difficulty with a proposal to use only SAF/ESAF in Ghana and Kenya,
P subject to prescribed access limits. However, balance of payments needs

/ ~“and a better medlum term balance Of payments outlook may warrant
{ 7 supplementary use of GRA resources, in the case of Kenya, but probably
b et not Ghana given the latters heavy debt service burden and larger
P
A outstanding debt to the Fund.
‘_:A“..-- _
' The Pakistan case should be treated as unique because of its L”//
i - - large potential share of SAF/ESAF resources, if normal access limits
— were applied and its status vis-3-vis China and India in the SAF.

cc: Ms. Junz
Mr. Pujol
Mr. Sheehy




Office Memorandum

TO: Mr. Hino March 8, 1988
Mr. Pujol
FROM: Seds AnjariaS; i

SUBJECT: Kenya—-—ESAF

At my request, Mr. Feldman has prepared the attached policy
matrix for Kenya, which attempts to set forth the areas in which
structural reforms could be made more ambitious or accelerated in order
to provide a basis for support under an ESAF program. I would like to
get together with you later this week, or early next week, to discuss
whether this is what we have in mind when we seek a "more ambitious"”
structural adjustment program under ESAF. Please let me know when you
are ready to discuss this.

Attachment

cc: Mr. Boorman
Mr. Feldman




(CGK/KEN) tbIkenO1
DRAFT/R. Feldman/3/4/88

Table

Kenya:

Summary of Possible Strengthened Policy
Measures Under an ESAF Arrangement, 1988-90 1/

Measures

Timing

Remarks

1. Pricing Policy

a. Exchange rate

b. Domestic prices

(i) Price controls

(ii) Subsidies

Flexible exchange rate policy.
Commitment to depreciate
annually in real terms in anti=-
cipation of balance of payments
developments.

Adjust exchange rate with the
aim of increasing the compet-
itiveness of the fradeable goods
sector and in keeping with the
major import and other |iberal-
ization steps scheduled in

1988 and 1989 (see 2 below).

Decontrol all prices under the
General Order as follows:

Decontrol 15 prices.

Decontrol additional 15 prices.
Decontrol prices of remaining
items.

Work out and commit to specific
timetable for the elimination of
subvention to public enterprises.
See 3b below for more details.

June 1988

Dec. 1988,
Dec. 1989

June 1988
Dec. 1988
June 1989

June 1988

Present commitment to
depreciate by a
specified percentage
in real terms during
July 1987-December
1988 may have to be
accelerated or made
larger.

Accelerates timing comparesl

with SAF.

PFP under SAF seems
to exclude decon-
trolling prices on
about 10 of the
items under the
Special Order, mainly
food and beverage
items for which the
Government wants to
protect the pur-
chasing power of
low-income groups.
Price controls on
these items should
also be removed.




(continued) . Kenya: Summary of Possible Strengthened Policy
Measures Under an ESAF Arrangement, 1988-90

Measures Timing

Remarks

Interest rates

Trade Policy

Import |iberalization

Begin freeing long-term rates and Dec. 1988
allow them to be determined by
borrowers and l|enders.

Maintain minimum savings
interest rate at a specified
level (say 2 percentage points)
above inflation rate.

June 1988

Lift confrols on items for which Prior
quantitative restrictions not action
binding.

Abolish all quantitative res-
tfrictions for BOP reasons and
establish an open general |icense
policy. These measures to be com-
pleted by end-1990 and accompl ished
in three stages.

(i) Implement the new import Dec. 1988
licensing system, significantly

expanding the automatic licensing

list. Eliminate quantitative

restrictions on one-third of the

import items subject to quanti-

tative restrictions.

(ii) Eliminate gquantitative Dec. 1989
restrictions on most (three-

fourths?) of the restricted

import items that remain.

(iii) Eliminate any remaining Dec. 1990
quantitative restrictions.

Accelerates what was
called for under SAF,
Abolish or adjust
maximum lending rates
as appropriate, so
that rates can
reflect risk and
other market con-
ditions.

Continue work on rtp;vdﬂﬁé
"equivalent" tariffs.etin <
Convert quotas to /™ '7%7
tariffs that are

equivalent or less

restrictive.

Except those for
well-defined items
for heaith, public
safety, social
reasons.




(continued) .

Kenya:

Summary of Possible Strengthened Policy
Measures Under an ESAF Arrangement, 1988-90

Measures

Timing

Remarks

Export incentives

Fiscal Policy

Tax Reform

Public enterprises

Protection to be provided solely
by tariffs. Reduce the number

of tariff levels substantially as
outlined below, mainly at the top
of the range, taking into account
2a above, as well as the goal of
moving toward a uniform tariff
structure.

Commitment to reduce the number of
tariff levels from 26 to 5.

Reduce the number of tariff levels
to 10, by eliminating tariffs
at the high end.

Reduce the number of tariff levels
to 5, reducing further the
average height of tariffs.

Dismantle export compensation
scheme and begin fo replace it
with a simplified duty drawback/
duty exemption scheme.

Expand manufacturing=in-bond
or establish free trade zones.

Undertake a comprehensive study
of tax system aimed at raising
revenue, including increasing
user charges.

Formulate revenue/GDP targets and
implement recommendations

of study, consistent with achiev-
ing these targets and the fiscal
deficit targets.

Determine enterprises to be
restructured and divested, and

define procedures for restructuring

and divesture.

June 1988

June 1989

June 1990

June 1988

1988

Comp lete
ongoing
study by
April
1988

Begin in

FY 1988/89
budget and
complete in
FY 1989/90
budget.

June
1988

Any quantitative
restrictions on
individual items to
be removed before
tariffs on those
items are reduced.

We could indicate a
target for the
average tariff.

Instead of streng-
thening the admin-
istration of the
compensation scheme
as called for under
the SAF.

Targets to be
formulated along
the lines suggested
in the Government's
"Memorandum of
Economic and Fin-
ancial Policies."




Table (concluded) . Kenya: Summary of Possible Strengthened Policy
Measures Under an ESAF Arrangement, 1988-90

Measures Timing Remarks

Complete process of restructuring Begin Sept.

and divesture. 1988 and
complete by
Dec. 1989

For industrial enterprises June

remaining in public sector, 1988

formulate procedures for stream-
lining the monitoring of per-
formance. Decide which public
enterprises should operate with-
out subvention, and which may
need subvention for social
reasons.

Establish annual targets for the Sept. 1988
reduction of subvention paid to

public enterprises, consistent

with eliminating such subvention

in the (after?) FY 1989/90

budget.

1/ To be read in conjunction with "Summary and Timeframe for Macroeconomic and Structural Adjustment
Policies, 1987-90" in Kenya-Policy Framework Paper, EBD/88/5 (1/7/88), pp. 17-22.







f Office Memorandum

MEMORANDUM FOR FILES February 12, 1988

SUBJECT: Kenya - Mr. E. Kotut, Governor, Central Bank
of Kenya—-Meeting with Mr. Ouattara

At their request, Mr. E. Kotut met with Mr. Ouattara on Tuesday,
February 9, 1988 at 2:30 p.m. The Governor was accompanied by
Mr. W. Kinyua of the Central Bank of Kenya and Mr. A. Faria, Advisor to
the Executive Director for Kenya. The discussion centered on the timing
of the next mission to Kenya, the authorities' enquiry into the
possibility of converting the current SAF arrangement into an ESAF, and
technical assistance for a proposed reorganization of the finaneial
sector.

Mr. Kotut expressed the Kenyan authorities' interest in advancing
the timetable of the review mission to Kenya so that it takes place as
soon after the March performance as possible, preferably beginning the
first week of April 1988. He stated that the Kenyan authorities were
interested in converting the current SAF arrangement into an ESAF and
wanted to learn more about the new facility. He wondered whether it
would be possible for the April mission to look into the matter and, if
so, whether they could be informed of the nature of conditionality and
other requirements related to the ESAF before the mission arrives in
Nairobi to enable the authorities to lay the necessary groundwork.

Mr. Ouattara indicated that the review mission had been envisaged
for late April, but no firm date had been set. He said that the
Department would be in touch with the authorities to agree on a mutually
convenient date. With regard to the ESAF, Mr. Quattara responded that
the possibility of an ESAF for Kenya had been examined closely before
the Managing Director's visit in November, 1987. However, given the
fact that Kenya was in need of an arrangement quickly to help ease a
tight liquidity situation, it was decided to proceed with an arrangement
under the SAF. Mr. Ouattara pointed out that the staff would not be in
a position to provide in detail the requirements under an ESAF because
the modalities of the new arrangement were still being worked out and
Executive Board final consideration was not expected until sometime in
late February. By expressing interest so early, Kenya risked becoming a
first ESAF case. Mr. Quattara wondered whether the authorities would
really be interested in being a first case, with all the scrutiny and
thoroughness in programming that a first test case would elicit.

Mr. Ouattara also briefed the Governor on some of the main
highlights of the Executive Board discussion of Kenya's current stand-by
and SAF arrangements on February 1, 1988. He said that Directors were
generally complimentary of Kenya's adjustment efforts, which were
undertaken under difficult circumstances, but were emphatic in pointing
out that much more needed to be done on the budget and made a strong
plea to the authorities to take measures to tighten the budgetary
gituation in the course of the program. The Governor stated that there
were already indications of improvements in the budgetary posture as the




buildup in expenditure on education and health levels off and that he
expected that some measures would be taken once the elections were out
of the way.

Mr. Kotut reported that a World Bank financial sector mission was
currently in Kenya to discuss the first draft report on the proposal to
reorganize the financial sector. Implementation of the final
recommendation could involve a financial sector loan from the Bank.
However, the Governor expressed uneasiness because the Fund was not
involved, especially in areas which, in his view, appeared to be within
the competence of the Fund. Mr. Ouattara responded that many 4f the
proposals in the reorganization appeared sectoral and procedural in
nature and within the sphere of the Bank's competence. Moreover, the
Bank planned to provide substantial financial and technical
assistance. However, Mr. Ouattara cautioned against the extensive use
of outside consultants because of the need for subsequent follow-up and
the specialized knowledge of local conditions generally available to the
Bank staff. Mr. Ouattara indicated that the Fund should not be involved
except in providing limited technical assistance through the CBD,
perhaps in the form of a coordinator who would have an overall view of
the impact of the suggested changes. In this regard, Mr. Kotut
indicated that he would raise the matter with Mr. Zulu.

db

D.T.S. Ballali
Assistant Division Chief
East African Division

cc: Mr. OQuattara
Mr. Gondwe
Mr. Artus
Mr. Jiménez (on return)







INTERNATIONAL MONETARY FUND

February 25, 1988

Mr. Anjaria:

Attached is a draft note for
discussion on an ESAF for Kenya.
I would note that I have not yet
been able to talk to the African
department or World Bank people
about their views on which reforms
would be viewed more favorably.
Any comments?

Robert Feldman

Attachment



SAF-Related Measures That Might Be Strengthened
Under an ESAF Arrangement

Export Incentives

1. Abolish export compensation scheme. It is ineffective
(payments for import duties represent less than 10 percent of the value
of eligible exports; approximately one third of these payments go to two
firms). There are considerable delays in payment. Low priority seems
to be afforded to the scheme within the bureaucracy.

2. If the scheme were administered as intended it would seem to
cover duties at maximum import intensity. Assuming average ad valorem
tariffs of 25 percent on imported inputs and the maximum import
intensity allowed of 70 percent would imply duties of 18 percent of the
export price while the scheme compensates for duties at a rate of
20 percent. Improving the scheme may lead Kenya's exports at some stage
to face countervailing duties since export compensation could exceed
actual duty payments.

3. Instead of strengthening the administration of the compensation
scheme (which is called for under the SAF arrangement), begin to replace
it with a simplified duty drawback/duty exemption scheme. Such a scheme
could possibly be administered by making imported inputs duty free in
proportion to a firm's exports over total production. Remove domestic
content requirement.

4. Alternatively, or in addition, begin establishing
manufacturing-in-bond schemes or free trade zones.

Import Liberalization

1. Announcement of new import licensing schedules (results of
World Bank mission?). Should result in an expansion of import items
subject to automatic licensing as a prior action to an ESAF
arrangement.

2. Abolish all quantitative restrictions for balance of payments
reasons and establish an open general license policy. The easing of
quantitative restrictions might proceed in three annual stages with all
restrictions eliminated in the last year of the ESAF arrangement. To be
more ambitious, the first stage could be accelerated and begin before
the first year of the ESAF arrangement.

In stage 1: The list of items on schedule 1B (667 in 1987) should
be shortened substantially. Hopefully, this may not be too difficult as
the quantitative controls according to some reports have not appeared to
be binding in recent years. [Outcome of World Bank negotiations
important]. Base granting of import licenses under Schedule 1B (or its
new equivalent) on annual foreign exchange allotments for this schedule




instead of on decisions made for this purpose at the weekly Import
Management Committee meeting. Possibly begin work associated with
liberalizing imports on Schedule 2B (e.g., equivalent tariffs, exchange
rate adjustment).

In stage 2: Eliminate all quantitative restrictions on items on
schedule 1B. Begin liberalizing Schedule 2B imports (or its new
equivalent), cutting the list of 863 restricted items (in 1987) by half
say. Eliminate non-binding quotas. Perhaps convert quotas for items
cut to tariffs that are equivalent or less restrictive, or use temporary
surcharges. [Check status of work on equivalent tariffs that was
initiated in 1984, according to the World Bank report on Policies and
Prospects for Restoring Growth and Per Capita Income in Kenya].

In stage 3: Eliminate all remaining quantitative restrictions for
balance of payments reasons. Protection to be provided solely by
tariffs.

3. Reduce the number of tariff classifications and move toward a
uniform tariff.

Exchange Rate Policy

1. Commit to depreciate in real terms in anticipation of balance
of payments performance. If authorities believe that import
liberalization will result in rising imports then exchange rate should
be depreciated in advance of such liberalization. If authorities do not
believe that rising imports will result then opposition to
liberalization is weakened.

2. Front load real depreciation.

Pricing Policy

1. Abolish all controls on prices and interest rates, eliminating
subsidies to public enterprises. Tariffs of public enterprises should
be set at levels for enterprises to be self-sufficient.






Office Memorandum

TO: Mr. Boorman February 12, 1988

FROM: 8.J. Anjaria%ﬁ/

SUBJECT: Kenya--ESAF

In the course of discussions with Mr. Hino on Kenya's access
to ESAF, the question arose whether we should expect Kenya to use a
"blend" of SBA and ESAF resources, rather than ESAF resources alone.
The main arguments in favor of blending are that Kenya's external debt
profile seems manageable (1987 debt to GDP, 51 percent; debt service
ratio, 33 percent), and that Kenya will be able to service the
relatively expensive debt to the Fund without significant difficulty.
Also, Kenya is an "IDA blend” country, for which the draft ESAF
guidelines envisage blending ESAF and regular Fund resources.
Accordingly, Mr. Hino would propose maintenance of the SBA, and
substitution of SAF by an ESAF program with access under the latter of
about 100 percent of quota. This would provide Kenya with additional
access of about 60 percent of quota over the period of the ESAF
arrangement, during which Kenya would be expected to undertake
substantial reforms in the area of exchange rate and pricing policies,
import liberalization, and tax reform.

I agree, of course, that Kenya must give priority to the above
policy reforms under an ESAF arrangement. However, I would suggest, as
an alternative, cancellation of the current SBA and replacement of both
SBA and SAF with an ESAF of about 150 or 200 percent of quota. This
would provide Kenya additional access of almost 70 or 120 percent of
quota over the life of the ESAF arrangement.

I prefer an ESAF-only option for a variety of reasons:

1. Although Fund credit outstanding to Kenya 1s relatively low

(189 percent of quota, or 4.5 percent of GDP), the authorities will need
to be confident over the three-year period of a strong structural

ad justment effort that they have adequate access to regular Fund
resources, as a necessary second line of reserves. Therefore, if a bold
ESAF prqgréE‘TE“TEEEEEE%XEBET"?E;?:_hould be good reason to "save" SBA
resources for later use, if needed to back up a further macroad justment
effort.

2. The authorities have pressed for an ESAF arrangement mainly because
it is a cheaper source of finance than an SBA (Mr. Abdallah's request
for an ESAF was based on estimated savings in charges of $26 million).

I feel that it will be tactically difficult to convince Kenya both to
beef up its structural adjustment effort and to accept higher cost SBA
regsources. If we were to insist on retaining the SBA while providing an
ESAF arrangement of 100 percent of quota, I question if we are likely to



get the ambitious structural adjustment we want. (Of course we have to
ensure that cancellation of the SBA does not lead to relaxation of the
macroeffort.)

3. Given the relative size of Kenya's quota, raising the level of L////
gross reserves by 2 weeks' imports would be equivalent to about

40 percent of quota. If substantial trade liberalization is to be
undertaken, a more comfortable cushion of reserves than the current

2.2 months' imports might be considered desirable. On these grounds,

even access under ESAF of, say, 200 percent of quota would not, a

priori, seem "excessive."

4. For the integrity of the ESAF as a whole, particularly in the early
stages of its operation, we should be bringing forward strong cases to L/’
the Board. An ESAF arrangement of 100 percent of quota could well be

seen as a "weak" program almost by definition. In contrast, an ESAF of,
say, 150 or 200 percent of quota with strong structural reform is more
likely to be perceived as a "model” ESAF arrangement. In this

connection, at the recent Board meeting on Kenya, at least one Director

(Mr. de Groote) expressed the view that the 60 percent access under the
current 18-month SBA is on the low side: upon reflecting I feel that

Mr. de Groote may have a point, and that the strength of Kenya's

existing ad justment effort (assuming the program remains on track) could

be recognized in the context of a not-too-"frugal™ (Mr. de Groote's

word) access under the ESAF.

B I see no good reason to attach ourselves irrevocably to the IDA
blend criterion. With management's recent decision with regard to
Pakistan, this "category” of only two remaining countries (Sri Lanka and
Kenya) seems hardly meaningful as such.

In brief, I feel we should avoid putting ourselves in the position
of having to convince the authorities that the Board's decision to grant
access of up to 250 percent of quota under the ESAF did not really apply
to Kenya. Of course, this limit is not an entitlement, but the fact
remains that the main criteria for access under the ESAF--strength of
ad justment and balance of payments need--would indicate that Kenya
should qualify for higher access than that suggested by Mr. Hino.
Assuming that the structural reforms are reinforced, the program should
be rather strong by any standard (balance of payments viability is
envisaged by the end of the program period!). With regard to balance of
payments need as well, a larger ESAF access seems justified,
particularly if in addition to ESAF, we are prepared to grant access
under an SBA.

Could we please discuss?

cc: Mr. Pujol, Mr. Hino, Mr. Sheehy, Mr. Feldman, Mr. Huh






To: Mr. Anjaria
From: L. Van Houtve

Subject: Kenya - Summing U
\

I refer to your m€morandum of February 5. In the Board
discussion there was clearly widespread support for the conversion of
the present arrangements into an enhanced structural adjustment facility
arrangement. However, of the 18 speakers, only a few expressed the view
that structural adjustment should be stronger and more timely if Kenya
is to qualify for an enhanced structural ad justment facility arrangement.
Although these few included some of the major countries, the thrust of
the discussion did not espouse that position. Consequently, the summing
up accurately reflects the sense of the meeting.

ce: Mr. Boorman







TO: Mr. OQuattara February 8, 1988
FROM: Julio M. Jiménez

SUBJECT: FKENYA

I met with the Governor of the Central Bank of Kenya,
Mr. Eric Kotut, on Sunday afternoon. FHe has requested a meeting with
you for Wednesday morning (2.10.88) following the conference on the PFP.

The Governor informed me that he had discussed with
Mr. Abdallah the results of the recent Board meeting on Kenya. He had
been impressed by the large number of Directors that participated and
the strong support which Kenya had received. 1 mentioned to the
Governor that one needed to be very careful in interpreting the
support. In my view, Directors welcomed Kenya's recognition of its
current problems and had voiced approval at the wide ranging program of
action which had been initiated. Continued support will, of course, be
largely based on how well Kenya performs under the program. In this
regard, it must be highlighted that several Directors felt that not
enough commitments had been made with respect to structural policy
reform and that the Kenyan Government would'be well advised to
strengthen the program at the time of the review, if it wanted to
convert the arrangements into an enhanced SAF. In this regard,
Directors were critical of the staff because the program did not include
sufficient backup policy options to be utilized in case the program
falls off track for exogenous or other factors.

The Governor explained that parliamentary elections are now
scheduled for March 21. Although it was important to get this event out
of the way as quickly as possible, he felt that it would have a negative
impact on the end of March performance criteria. 1In addition, he
highlighted that the reform of the National Cereals Produce Board (NCPB)
to be financed by the EEC, is also likely to have a negative impact on
the evolution of the program in the first part of the year, because the
EFEC will not be transferring resources directly to the NCPB, but will
only reimburse the Government after it has made the transfers. In his
view, this is likely to influence the end of March ceiling, although by
the end of June it will have been corrected.

* 1 mentioned to the Governor that I was quite heartened that
the authorities were following developments of the program closely and
were becoming aware before the fact of the difficulties which were
emerging. This would of course allow them to take some offsetting
actions in order that the program does not go very much off track. The
Governor said that the amount of time left before the end of March
performance criteria was limited and would probably not allow for many
meaningful measures to be taken.

CHRONOLOGICAL CORY




The Governor may want to raise with you the feasibility of a
short mission to evaluate recent developments and their impact on the
ceilings and to investigate a possible waiver.

In contrast to previous agreements with the World Bank that
the financial sector should be an area of primary responsibility for the
Fund, the Bank has began negotiating a financial sector loan which could
touch on institutional and legal issues and on monetary policy imple-
mentation. %Yhile the authorities recognize the need for reform, they
are somewhat hesitant to agree that the preliminary studies be funded by
the World Bank. The Governor would like to raise with Mr. Zulu the
possibility that the Fund provide technical assistance in bank
supervision. An appointment with Mr. Zulu 1s scheduled at 10:00 a.m.
Wednesday, February 10.

cc: Mr. Bormemann (o/r)
Mr. Artus

 CERONOLOGIGAL CORY






e Office Memorandum

To: Mr. Anjaria February 8, 1988

Pr

From: J. Fajgenbaum and P. M. Thomsen

Subject: Kenya——Access under stand-by arrangemeut

The following are some comments on the third paragraph of
Mr. de Groote's statement at the Board.

The level of access under the stand-by arrangement (43 percent
of quota) compares with an average of 43 percent in 1986, and 40 percent
in 1987. It could also be noted that 65 percent of the stand—by
programs approved in 1986 and 69 percent of those approved in 1987
contemplated access levels equal to or lower than that of Kenya.
However, the strength of the program and the likelihood that Kenya would
not be a prolonged user would appear to have justified a larger access
under the stand-by arrangement. This, in turn, could have allowed for
higher imports or reserve accumulation. On this basis, if agreement on
an ESAF were reached, a larger access than the mere substitution of the
SBA/SAF could be envisaged.

As noted by Mr. de Groote, the catalytic role of the program
is expected to facilitate the mobilization of financial resources
necessary to close any ex ante gaps. Although the Fund and World Bank
staffs are assisting the Kenyan authorities in the formulation of a
medium—term structural adjustment program that could be supported by
ESAF resources, the stand-by program, and the level of access
thereunder, is presumably not linked to such possibility. Furthermore,
if this were the case, it would have been tantamount to committing the
Fund prior to Board approval of such structural adjustment program and
to creating the expectation that Kenya is "entitled” to ESAF resources
independently of the quality of such a program.

With respect to the comparisons with other countries, it
should be noted that the fact that other countries have made higher and
prolonged use of Fund credit does not necessarily entitle other
countries to attain the same level of Fund credit.
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Office Memorandum

o

TO: Ei;,ntﬁsli

FROM: S.J. Anjaria\ yit

February 4, 1988

SUBJ + Kenya--ESAF

As you know, the Kenyan authorities have expressed interest in
an ESAF arrangement. If we believe that it would be desirable to have
an early ESAF program with Kenya, it will be necessary to resolve a
number of issues. The issues, and the attitude we might take, are
summarized below. Could we discuss at an early opportunity?

2 Timing

I presume there is no difficulty with starting an ESAF program with
the new budget year from July 1, as mentioned in the recent memorandum
to Mr. Abdallah. The SAF arrangement will need to be canceled at the
same time, but of course the 20 percent of quota will have been drawn.

2. Access

Last Monday the Board authorized an 18-month SBA equivalent to
60 percent of quota, and a SAF equivalent to 63.5 percent of quota.
Assuming that in the 3-year period another SBA of roughly the same
magnitude would have been authorized, an "equivalent" ESAF arrangement
would be of the order of 180 percent of quota.

Given the torically good track record, we might think in terms
of an ESAF of 200 percent of quota.
“

3.  Conditiomality

As a first approximation, we might take the position that the
macroeconomic framework on which the SBA and the SAF arrangement are
based is broadly appropriate. If so, the main result of the switch from
SBA/SAF to ESAF should be a more ambitious approach on the structural
side.

At my request, Mr. Huh has prepared the attached summary of
"additional" structural measures which might form the basis of an ESAF
arrangement. I would appreciate your advice on the content of the
structural policies--is this enough?--as well as on the best way of
encouraging AFR to think along these lines. How should we approach the
IBRD with these additional measures? \

{
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Table . Kenya: Summary of Possible Additional Structural Policy
Elements for ESAF, 1988-90 lf

DRAFT
K. M. Huh
February 4, 1988

Timing
Measures (Target Dates) Remarks
1. Exchange rate policy Flexible exchange rate policy Present commitment to depreciate by a
specified percentage in real terms
(1) Commitment to depreciate discretely in December 1988 during July 1987-December 1988 may
real terms by specified magnitude have to be accelerated if BOP/import
annually. liberalization objectives are not

(2) Magnitude of real depreciation be assessed 1989-90
with reference to balance of payments
performance, e.g., rate of expansion of
nontraditional exports, pace of import
liberalization.

2. Import policy

a. Import liberalization Announcement of new licensing system under April 1988
negotiation in the context of the World
Bank's Industrial Sector Credit.

(1) MNew import licensing system which is June 1988
more liberal than existing system to be
established by expanding automatic
licensing list. Specific commitments
regarding number of items/value of im-
ports to be subject to automatic
licensing.

(2) Commitment to Further expand automatic June 1989
licensing list in terms of total imports
(by item or by import value).

realized.

A firm target date for introduction
of new licensing system; clearly de-
fined timetable for full liberaliza-
tlon of gquantitative restrictions;
understanding regarding annual pro-
gress toward this objective.
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Table

DRAFT
K. M. Huh
February 4, 1988

(continued). Kenya: Summary of Possible Additional Structural Policy

.

Elements for ESAF, 1988-90 1/

Measures

Timing
(Target Dates)

Remarks

b.

Tariffs

Export incentives

(3)

(4)

Commitment to abolish quantitative
restrictions for balance of payments
reasons; quantitative restrictions to be
retained only for well-defined items for
health, public safety, social reasons.

Protection of domestic industries to be
provided soley by tariffs.

Define more precisely the number of tariff
classifications to be reduced and specify the
rate for each classification in the new system;
establish annual objectives for tariff rate
dispersion, harmonization.

(1)

(2)

(3)

(%)

Formulate comprehensive export promotion
program, with no subsidy elements.

Begin implementing program
Complete implementation of program

Begin simplifying export compensation
scheme

Replace export compensation scheme hy
a simplified duty drawback/duty
exemption system.

June 1990

June 1990

May 1988

May 1988
June 1988
June 1989

June 1988

December 1988

To keep classification initially to
minimum (e.g., not more than 10 duty
rate levels); ultimate objective to
reduce classifications to 5 levels,
depending on degree of protection
required, with specified maximum rate
level.

To estimate extent of overcompensa-
tion under present export compensa—
tlon scheme; ultimate objective, to
abolish export compensation scheme,
and replace It with general scheme

having neutral production cost of f-
setting impact.
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Table

%L (e

DRAFT
K. M. Huh
February 4, 19B8

(continued). Kenya: Summary of Possible Additional Structural Policy

Elements for ESAF, 1988-90 1/

Measures

Timing

(Target Dates)

Remarks

3. Fiscal policy (1)

(2)

(3

4. Public enterprises (1)

(2)

(3)
(4)

Undertake a comprehensive study of
tax system aimed at raising revenue,
including increase of user charges.

Begin to implement recommendations of
study, with a view to achieving revenue/
GDP targets.

Observe annual budgetary/deficit targets
specified under SAF program.

Determine enterprises to be restructured
and divested, and define procedures for
restructuring and divesture.

Begin process of restructuring and
divesture.

Complete above process.

Formulate procedures for streamlining the
monitoring of performance of industrial
enterprises remaining in public sector.

Complete ongoing
study by

April 1988

Begin in

FY 1988/89 budget
and complete in
FY 1989/90 budget
FY 1988/89

FY 1989/90
FY 1990/91

June 1988

September 1988

December 1989

June 1988

Consider temporary import surcharges,
if implementation of recommendations
of study not feasible to achieve
targets and tariff reform delayed.

Depending on progress on revenue
raising, expenditure cutting, and
availability of external aid, ratios
of domestically financed deficit/GDP
to be reduced further.

Establish annual targets in the re-
duction of subvention paid to public
enterprises; decide which public
enterprises should operate without
subvention, and which may necd sub-
vention for soclal reasons.
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DRAFT
K. M. Huh
Februavy 4, 1988

Table (continued). Kenya: Summary of Possible Additional Structural Policy
Elements for ESAF, 1988-90 1/
Timing
Measures (Target Dates) Remarks
Monetary policy (1) Increase the band between maximum lending April 1988 Specify desirable band; define
rate and minimum savings rate, and allow extent of Central Bank's inter-
interest rates to be determined by market vention role in determination
forces; allow spread between short-, of particular rates; specify types
medium- and long-term interest rates to of new financial instruments banks
reflect market conditions. and nonbanks are allowed to issue;
specify frequency and minimum
(2) Begin freeing long-term rates and allow December 1988 amount of treasury bill auctions and
them to be set between lenders and modality for secondary market for
borrowers. treasury bills.
(3) Maintain minimum savings interest rate at April 1988
a specified level (say 2 percentage points)
above inflation rate.
(4) Implement all the provisions of amendments December 1988
to the Banking Law.
(5) Amend regulations that differentiate between December 1988
banks and nonbank financial institutions
toward more even treatment.
(6) Amend existing leglslation to permit banks December 1988
and nonbanks to issue new financial instru-
ments.
Pricing policy (1) Abolish all price controls. December 1988
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Table (concluded). Kenya: Summary of Possible Additional Structural Policy
Elements for ESAF, 1988-90 1/

DRAFT
K. M. Huh
February 4, 1988

Timing
Measures (Target Dates) Remarks
7. FEmployment policy (1) Formulate employment policy consistent with  June 1988
high population growth
(2) Begin implementing policy. December 1988

1/ To be read in conjunction with "Summary and Timeframe for Macroeconomic and Structural Ad justment Policies,

1987-90" in "Kenya-Policy

Framework Paper,” EBD/88/5, 1/7/88, pp. 17-22. This table summarizes “"additional™ policy measures which could form part of ESAF program,

either in terms of shortened timeframe or being more specific in policy actions te be undertaken.

'
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&y Office Memorandum

February 2, 1988

MEMORANDUM FOR FILES

SUBJECT: Executive Board Meeting on Kenya

The Executive Board met on February 1, 1988 at 10 a.m. to
conclude the 1987 Article IV consultation with Kenya and its requests
for use of resources under Stand-by and SAF arrangements. This
memorandum briefly summarizes Directors' views on a potential ESAF
program for Kenya.

Most Directors indicated that Kenya would be a good candidate
for an arrangement under the ESAF. Some of these Directors, in
commenting on the SAF program, expressed the view that more specific
details on the structural adjustment measures to be implemented and/or
their timing would have been desirable. At least one of these
Directors, the U.S. Director, seemed to link such specificity to
supporting an ESAF request for Kenya. Some of these Directors,e.g.,
those representing the United States, Germany, and Canada, also
indicated that they would, broadly speaking, be willing to favorably
consider an ESAF request once the operational modalities are worked out,
but that the strength of the structural adjustment effort under the
proposed SAF should at least be sustained in the interim; the U.S.
Director mentioned the possibility of strengthening the structural
adjustment effort when appropriate.

I do not recall any Director at the meeting directly calling
for a requirement of stronger adjustment under the ESAF than the SAF,
although it was my impression that a number of them would like to see an
ESAF program package that is stronger than the current SAF program
package. The Japanese Director seemed to come the closest in at least
raising the issue of whether conditionality under the ESAF would be

higher.
@49&4&«

R. Feldman, Economist
Exchange and Trade Relations Department

ce: Mr. Anjaria
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~ . OFFICE MEMORANDUM ( A\

. TO: Mr. Michel Camdessus, Managing Director, IMF / i,
FROM: Barber B. Conable

EXTENSION: 736635

SUBJECT: KENYA - Policy Framework Paper, 1988-90

The Committee of the Whole of the Executive Directors of the Bank
and IDA discussed the paper entitled "Kenya: Policy Framework Paper,
1988-1990" on January 26, 1988. Attached, for your information, is a

summary of the main points. - —
= - /
P 3, bl

. Attachment

cc: Members of the Committee of the Whole
Mr. Erb



KENYA - Policy Frlmeuo:k Paper, 1988-90

Summary of Discussions by Committee of the Whole

The Executive Directors commended the Kenya Government for its
good past performance and generally sound economic management within a
difficult global environment, but noted the decline in the rate of growth
since 1980 and the scope for further strengthening of economic performance.
They concluded therefore that the Policy Framework Paper under review
provided an appropriate basis for further adjustment efforts, based on the
formulation and implementation of specific policy measures aimed at
improved growth performance and development of the Kenya economy.

The Executive Directors suggested that, in carrying out this
program of adjustment, the Government should pay particular attention to
the following:

A strong private sector will be necessary to achieve good
economic performance and to provide an adequate increase in
employment opportunities for Kenya's growing population;
therefore, steps should be taken to reduce constraints on the
private sector, including relaxation of import and price
controls, reduced direct state intervention in the
agricultural sector, and reduction in the Government budget
deficit.

Measures should be taken to strengthen programs of family
planning to encourage reduced population growth.

Improvements in the effectiveness of Government operations
will need to be made through civil service reform, in order
that essential public sector services will be available as
required. A review of the functioning of parastatals, and
implementation of the existing plans for their restructuring
and divestiture, should be given priority.

An appropriate exchange rate policy should be maintained, and
greater interest rate flexibility should be allowed.

Attention should be given to export diversification.

Measures should be adopted which mitigate the adverse effects
of adjustment on the more vulnerable segments of the
population.

Concrete measures should be prepared to address environmental
issues.

The need for land reform, and revisions of land taxes with the

objective of discouraging underutilization of land, should be
considered.



- In view of the increase in the external debt burden, the
Government's intention to minimize nonconcessional borrowing
was welcome.

- Finally, determined implementation of a specific program to
implement these policies would be critical to the success of
the overall adjustment effort and to the achievement of an
adequate rate of economic growth.

The Executive Directors noted the substantial external financing
requirements that were projected for the period 1988-90. It will require
concerted donor action to meet these requirements, and the hope was
expressed that the PFP might be used to strengthen donor coordination in
the implementation of the program.

1/28/88
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INTERNATIONAL MONETARY FUND

KENYA

Real Effective Exchange Rate — Information Notice

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

(In consultation with the Legal Department and
the Research Department)

Approved by A. D. Ouattara and S. J. Anjaria

January 5 1988

The recent evolution of Kenya's real effective exchange rate, as
measured by the standard index developed in connection with the
information notice system, is set out in the attached table and chart.
Based on this index, as'of November 1987, the Kenya shilling had
depreciated in real effective terms by more than 10 percent since the
last occasiou on which developments in Kenya's exchange rate were
brought to the attention of the Executive Board. 1/ The depreciation is
estimated to have amounted to 11.9 percent;

Exchange rate developments and policy in Kenya during the past few
years are described in the recently issued staff report for the 1987
Article IV consultation and request for stand-by arrangement and for
arrangements under the Structural Adjustment Facility (EBS/88/2, 1/7/88)
and the report on recent economic developments (SM/88/24, 1!%0/88). The
Kenya shilling is pegged to a basket of currencies. The staff report |

notes that the Kenyan authorities have been pursuing a flexible exchange

1/ The 1986 Article IV consultation on January 16, 1987. The Acting
Chairman's Summing Up was circulated as SUR/87/5 (1/21/87).




rate policy for a number of years by broadly maintaining the real
effective exchange rate, and that the flexibility has increased since
the end of 1985. During January 1986-November 1987, the real effective
exchange rate declined by 20.6 séicent. The staff has encouraged the
authorities to continue with this policy, and to keep the exchange rate
under review in light of changing circumstances and of the need to

further liberalize imports and to strengthen the export performance over

the medium term. their memorandum of econqmic*dﬁd financial policies

(EBS/88/2, Appendix II), “setting out th€ policies and objectives that

the Government will implement he first year of a three-year

ad justment program ba on a policy

mework paper (PFP) discussed
with the World Bank and the Fund, the author(&ifzistate that the
Governm has targeted a depreciation of the redl effective exchange

during the program to support their import lizz:zliqation program. |

S

The Executive Board is scheduled to conclude the 1987 Article IV
consultation and consider the request for stand-by arrangement and for
arrangements under the Structural Ad justment Facility on February 1,

1988.
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Table L. FKenya: Real Effective Exchange Rate and Related Series
(Indices: 1980 = 100)
Real Nominal Relative Exchang C Consumer
Effective Ef fective Consumer Rate in Price Price
Exchange Exchange Prices Terms of Index Index (Mot
Rate 1/ 2/ Rate 1/ (Local U.s. (Seasonally Seasonally
Currencies) Dollars 1/ Ad justed) Ad justed)
Quarterly 2l
t 1982
- 1 96.5 91.3 105.7 70.9 127.5 127.9
- 11 99.9 92.8 107.6 69.6 132.6 133.1
II1 103.3 94.4 109.4 67.6 137.6 137.3
w 102.6 93.3 109.9 64.9 140.8 140.3
1983
4 93.0 83.8 110.9 57.8 144.4 144.8
11 95.0 85.3 111.3 57.1 147.8 148.3
11 95.9 B5.5 112.1 54.6 152.7 152.3
w 97.4 87.2 111.7 54.4 155.7 155.2
1984
4 100.5 89.8 111.8 S54.7 158.9 159.3
II 100.0 88.8 112.6 53.0 163.1 163.6
111 102.8 %0.9 113.1 50.5 167.5 167.1
™ 105.3 92.7 113.6 48.9 172.3 171.8
1985
I 107.6 92.8 116.0 45.7 179.9 180.3
I1 105.8 90.3 117.2 46.2 186.4 187.0
I 96.6 82.5 117.2 44.2 189.8 189.5
w 93.8 80.8 116.2 45.2 191.9 191.4
1986
I 91.0 79.9 113.8 45.9 192.0 192.2
11 B7.0 76.8 113.3 45.5 192.4 193.0
II1 B6.1 75.9 113.3 46.3 194.4 194.1
w 86.0 75.6 113.7 45.8 198.8 198.4
1987 =
I 8.9 72.6 112.8 46.1 200.8 201.0
II . 80.0 72.4 110.5 46.0 202.4 203.0
111 ; B0.0 7.1 109.4 44.9 205.5 205.0
i
)
Monthly t
i
1987 ;
Jan. 3/ i 83.2 73.6 113.0 46.5 199.9 199.3
Feb. ' 8l.6 72.2 113.0 45.8 201.1 200.8
March 8l.0 72.1 112.4 46.0 201.3 202.8
April !" 79.4 71.5 111.1 46.3 201.2 202.4
May 80.0 72.5 110.3 46.2 202.4 202.6
June . Bo.6 73.2 110.1 45.6 203.7 204.0
July ; 80.8 73.5 110.0 45.0 204.9 204.3
Aug. S B0.6 73.6 109.5 44.8 205.4 204.4
Sep. z 78.6 72.2 108.9 44.8 206.1 206.4
Oct. ¢ 18.8 70.6 108.7 43.9 207.2 207.5
Nov. ' 73.3 67.6 108.4 43.8 208.3
Percentage I
change
Jan. 1987 -
Nov. 1987 -11.9 -8.2 4.1 -5.6 4.2
Source: Information Notice System.

1/ Incresses mean appreciation.
2/ Using seasonally adjusted price indices.

I.f Date °.‘ latest consideration by Executive Board.

R
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Janvary 12, 1988 7 ) \

TO: Mr. Abdallah

FROM: The Managing Director M M"’Z

SUBJECT: Kenya e

Following your recent discussions with Mr. Erb, the staff
report on Kenya was issued on January 7, 1988. As you know, we are in
the process of developing the operational guidelines for the use of
resources under the ESAF and finalizing our discussions with contribu-
tors so as to make the facility operational at an early date. As
Mr. Erb explained to you, if we had waited for these elements to be
fully in place, disbursements to Kenya under an ESAF would probably not
have been possible until late March or early April. With the issuance
of these papers, I expect Board discussion of the Kenya program to take
place on February 1, with the initial disbursement being made three
business days following the Board meeting.

In the weeks ahead, we will of course be looking closely at
the question of whether SAF programs such as Kenya's could be effective~
ly converted to ESAF programs and under what circumstances such conver-
sion would be appropriate. I have asked the staff to do everything
possible to expedite consideration of the ESAF for Kenya. My view is
that a convenient time to move from the current arrangements to an ESAF
might be at the time of the mid-term review, which would allow the ESAF
program to coincide with the beginnning of Kenya's new fiscal year on
July 1. Also, in a substantive sense this timing would provide the
authorities with the opportunity to implement the several structural
policy measures which are currently in the development stage. This will
be an important factor in considering the access of Kenya to ESAF
resources. Needless to say, successful performance under the current
program and formulation of the new budget consistent with program
objectives would only strengthen the case for moving Kenya into an ESAF
at that time.

-' I'KU. L
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To The Managing Director Date: December 10, 1987

From : A. Abdallah W‘V(L, \ No. 5738

Subject : Kenya

| would |ike to acknowledge your kind personal note of December 7, 1987
and to express once again my personal gratitude for the interest you have
taken in my counfry and its problems.

The recent conelusion of program negotiations on a three-year SAF program
and an 18-month stand-by program, has been warmly welcomed by everybody in the .
country. My tentative understanding is that the resources that will be o
committed under the program after Board approval before end January 1988 are "
Iikely tfo be as follows:

. Percent
1988 1989 1990 Total of quota
(In millions of SDRs)

SBA 62.6 22.4 - 85.0 (59.86) d
SAF 28.4  42.6 . 19.2 90.2  (63.50)
Total 91.0 65.0 19.2 175.2 (123.36)

(as percent of quota) - (64.08) (45.77) (13.52) (123.37)
Prospective repayments 67.4  98.0 76.2 241.6
Net flows 23.6 =33.0 -57.0 -66.4

-0~
These data clearly show that, with Kenya's ol fandlng obligations to the
General Department amounting to SDR 287.3 mill (202.32 percent of quota) at
end October, 1987, there will already be a suﬁg} ial net repayment to the
Fund by early in fhe second half of 1989.

Against this background, | would appreciate any clarification that can be «i%
provided on the fol lowing matters: e

(a) would it be possible to have simultaneous drawings under the
existing SAF (SAF) and enhanced SAF (ESAF) on the basis of present
understandings?

i q_Qf S




(b) Iif such is the case, could the more expensive SBA resources be
substituted by at least an equivalent amount of concessional ESAF
resources, based on the agreed condition and a formal request by the
Kenyan authorities, in the program presented for Board approval?

3 -..-l
Bk

(c) As the amount of conditional SBA resources proposed to be al located ; :
to Kenya constitutes only about 60 percent of quota compared with

the maximum access |imit under the proposed ESAF of 250 percent of ‘%ﬁﬁag
quota, and given the serious net repayment situation with the Fund *§§
that Is likely to develop after 1988, could an understanding be

established at this stage that additional resources under the ESAF
would be made availablewp fo this ITmi®? in the second and third
years of the program, depending on The evolution of balance of

payments need?

(d) could an assurance be given that the possible substitution of SBA
resources by ESAF resources would not in principle deny Kenya
prospective access to SBA resources, again if this was warranted by
balance of payments need?

In conclusion, l..would note that the case of Kenya raises a number of
substantive issues about the relationship between SAF and ESAF, between them
and the SBA, as well as matters of transitional importance. These have been
raised in a preliminary fashion in my buff and will no doubt be more fully
explored by other Executive Directors during foday's meeting. Inasmuch as my
own country's case appears to illustrate some questions needing answers and to
facilitate further reflection on them by Fund Management, | have decided to “ 5
send you this personal memorandum. | hope it will not cause you unnecessary A
inconvenience. :

ces 3
Hr. A'Da Ol.lamra ___- . -
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Mr. dwe -
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« D Erb ﬁi@}ﬁl,

I explained to Mr. Abdallah that in order to
proceed with the Kenya program, we preferred to
begin with the SAF and stand-by. I indicated that we
are in the process of developing our approach to
the ESAF and that we are not automatically converting
existing SAFs (and/or stand-by's) into ESAFs. I held
open the possibility of a conversion later in the
winter or spring, following policy discussions
with the authorities.

We should also respond in writing, and
I have made a suggestion on the draft note for
the MD to send to Mr. Abdallah.
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TO:

FROM:

SUBJECT:

The Managing Director December 22, 1987 L////
The Deputy Managing Director Ll '
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Mr. Abdallah's Note of December 10, 1987 7

In response to Mr. Abdallah's note of December 10, on the

relationship of the SAF, the enhanced SAF, and stand-by arréngements, we s

have prepared the attached draft reply, which has been reviewed by the i

African Department. A copy of Mr. Abdallah's December 10 note also is _

attached.

Attachments : f Bt

cc: Mr. Ouattara
Mr. H. Simpson
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Office Memorandum

TO: The Managing Director December 22, 1987
The Deputy Managing Director

FROM: L.A. Whittome _/M'

SUBJECT: Mr. Abdallah's Note of December 10, 1987

In response to Mr. Abdallah's note of December 10, on the
relationship of the SAF, the enhanced SAF, and stand-by arre.mge.ments, we
have prepared the attached draft reply, which has been reviewed by the

African Department. A copy of Mr. Abdallah's December 10 note also is

' attached. .

Attachments
cc: Mr. OQuattara
( Mr. H. Simpson
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TO: Mr. Abdallah December 18, 1987
FROM: The Managing Director

SUBJECT: Kenya - Use of Fund Resources

Thank you very much for your note of December 10; 1987. It
raises a number of substantive issues about the relationship of the SAF,
the enhan;ed SAF, and stand-by arrangements. Specific policies in these
areas understandably are still evolving, but I would like to give you my
preliminary responses to your questions. In these responses, I am
guided by the interesting discussions we have had in the Executive Board
over the past several months.

As regards the possibility of simultaneous drawings under the
existing and enhanced Structural Adjustment Facilities (point (a) of
your note), I would note that the enhanced SAF will incorporate SAF
funding. Countries will have the option of uQ;ng one or the other of
the facilities, but not both at the same time.

Your point (b) raises the question of whether a program that
could be supported by a regular SAF arrangement and a stand-by
arrangement might instead qualify for the enhanced SAF. This issue
would need to be addressed on a case-by-case basis; however, I believe
it would not be appropriate to presume that, as a matter of course,
resources provided under a stand-by arrangement could be readily
substituted by those available under the enhanced SAF even if, as in the

case of Kenya, structural adjustment policies were being implemented as

part of an existing SAF. Programs to be supported by the enhanced SAF



are to be guided by the same general objectives as those supported by
the existing SAF. However, given the considerably larger resources
available under the enhanced SAF, Executive Directors have, as you know,
endorsed the idea that it would be advisable for programs supported by
the enhanced SAF to embody a more ambitious approach in both the
magnitude of the structural adjustment and the timing of its adoption,
than would be the case under the regular SAF.

As reggrds your point (c), the system that is being developed
would in no way preclude a country from entering into a regular SAF
arrangement and canceling that arrangement at the end of the first or
second annual arrangements (or earlier under certain exceptional
circumstances) and requesting a full three-year enhanced SAF
arrangement. The decision as to whether the member's program would
qualify for the enhanced SAF, and in what amount would need to be made
at the time of the request on the basis of an ;asessment of the strength
of the program and the balance of payments need. No assurances could be
given at this time that additional resources up to the limits
established under the enhanced SAF would be made available.

Similarly, on your point (d), a decision not to request a
stand-by arrangement at a particular point in time does not preclude a
member from seeking access to General Resources at some future date,
Consideration of such a request would be examined on a case-by-case
basis in accordance with existing guidelines.

Generally speaking, countries should be encouraged to adopt as

soon as it is practical policies that would qualify for support under

i ."‘-5;:‘
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the enhanced SAF. In the specific case of Kenya, negotiations recently
have been completed on a structural reform program that could be
supported by the regular SAF. As a general point, a program under the
enhanced SAF would be expected to include more ambitious measures on the
structural side that would ensure that any additional resources are used
to encourage longer run adjustment and development. If the authorities
were to dﬁcide to proceed with a request under the enhanced SAF, the
program would ngfd to be reevaluated to determine if it meets this
requirement. As indicated above, use of the regular SAF at this time
would not prevent Kenya from shifting to a three-year enhanced SAF

arrangement in early 1989.

cc: The-Deputy Managing-Director - -
Mr. Ouattara
Mr. Whittome
Mr. Simpson
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January 4, 1988

Mr. Anjaria
Mr. Stuart

Kenya

Attached is a list indicating the
deviations of policies in the PFP which
was negotiated with the Kenyan authorities
from the draft which was approved by
management prior to the mission.

KF

K. Flug

Attachment
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Kenya—--Policy Framework Paper-—Comments

In several policy areas, particularly with respect to structural
reforms, the PFP which was negotiated with the authorities reflects a
slower schedule of policy implementation than was included in the draft
PFP which was approved by management. This in the case with respect to
the following:

1. Import liberalization (para 19). The current draft ties the
liberalization schedule to the determination that the financing gap is
filled, while the previous draft suggested complete schedule.

2. Tariff reform (para 19). The earlier draft envisaged the

reform in the June 1988 budget, while the revised draft expects the

reform in the 1988-89 - 1990-91 budgets

3. Revision of the export compensation and duty drawback schemes
(para 20) was to take place no later than April 1988 according to the
previous draft, and no later than June 1988 according to the revised

draft.

4. A design of a comprehensive medium-term export promotion scheme
was to be ready for implementation by June 1988 according to the
previous draft, and by June 1989 according to the revised PFP.

5. Banks and nonbanks that meet certain criteria were to be
permitted to issue bearer negotiable certificates of deposit beginning
in 1988 according to the previous draft (para 28). This reform was
modified in the revised PFP to say that "regulations that presently
differentiate banks and nonbank financial institutions will be amended

toward a more even treatment by December 1989.






