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X. KENYA - ENHANCED STRUCTURAL ADJUSTMENT FACILITY - REVIEW 

UNDER SECOND ANNUAL ARRANGEMENT 

The Executive Directors considered the staff paper for the midterm 

review of Kenya's second annual arrangement under the enhanced structural 

adjustment facility (EBS/90/194, 11/15/90). 

The staff representative from the African Department made the following 

statement: 

The Consultative Group for Kenya met on November 19-20, 

1990 in Paris and was attended by representatives of 13 donor 

countries and 8 multilateral organizations. Aid commitments 

will continue at last year's level, but new commitments of bal- 

ance of payments support presently appear insufficient to meet 

the estimated remaining external financing requirements for 

1991. Donors agreed that it might be necessary to meet again 

in March 1991 to review aid commitments to Kenya since aid deci- 

sions for 1991 have not been finalized in a nuiBber of countries 

and multilateral institutions. The new details on the financing 

of the remaining financing requirements will be available at the 

time of the third annual arrangement under the ESAF. As indicated 

in the staff report, in the event that the remaining financing 

requirements- -which are virtually equal to the additional oil 

bill- -are not met in full, additional adjustment measures would 

be required, and a possible modification of the reserve target 

may be unavoidable. 

I will now comment briefly on recent economic developments. 

The month -on -month inflation at end -October 1990 was 13.0 percent, 

up from 10.6 percent at end -September 1990, largely reflecting the 

full impact of higher domestic oil prices and new indirect tax 

measures. 

The actual monetary survey data for end -September which 

have recently become available are consistent with the esti- 

mates indicated in the staff report (p. 9). Net domestic assets 

exceeded the program benchmark by K Sh 3.5 billion or 7 percent 

of the stock of broad money at end -September 1989. While credit 

to the private sector was well below the implied ceiling (by 

K Sh 3.5 billion) credit to the Government exceeded the subceiling 

by K Sh 4.3 billion. 

The auction system of treasury bills has been freed and is 

functioning. During the first three weekly auctions, the discount 

on the highest accepted bids were 17-18 percent compared with 

about 15 percent before the freeing of the auction. 
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The first export processing zone was inaugurated in late 
November, ahead of schedule. The export processing zone is 
privately owned and operated. 

Kenya has arrears equal to an amount of $3.5 million, which 
are owed to the World Bank since November 15, 1990. 

As to external nonconcessional borrowing, in the last week we 
have been informed of two recently signed loans, totaling together 
£57.6 million, which may have brought Kenya's nonconcessional bor- 
rowing at end -December above the quantitative benchmark for 1990. 
One loan is for the repair of the runway at Jomo Kenyatta Inter- 
national Airport; the other is a management services contract for 
Kenya Power and Lighting. The staff is in the process of verify- 
ing whether the two loans fall within the 15 -year maturity period 
covered under the benchmark. The staff has also been informed 
that another large nonconcessional loan for the import of military 
aircraft is under discussion. The staff has indicated to the 
Kenyan authorities that it is extremely concerned about these 
developments. In discussions with the Kenyan authorities in 
relation to the third year annual arrangement under the ESAF, the 
staff will seek to ensure that policies are in place to contain 
the debt -service ratio over the medium term. 

Extending his remarks, the staff representative from the African 
Department said that the Kenyan authorities' failure to make the payment 
to the World Bank on the due date had been unintentional. The Bank's 
office in Nairobi had not drawn the authorities' attention to the payment. 
Now that the authorities were aware of the arrears, they planned to settle 
immediately. 

The authorities had assured the Fund that the two nonconcessional loans 
referred to in the statement had maturity dates that exceeded the 15 -year 
maturity period covered under the benchmark, the staff representative from 
the African Department commented. They were forwarding documentation 
concerning the agreements. The President had also firmly reiterated his 
commitment to proceed with the military aircraft loan, despite intense 
pressures to delay from a number of sources. 

Mr. Mwananshiku made the following statement: 

In the post -independence history of Africa, Kenya has earned 
the reputation of having one of the best performing and most 
stable economies. There has been substantial development. Price 
rises have not gone above 21 percent. The balance of payments 
difficulties that have occurred have never completely halted the 



- 5 - EBM/90/173 - 12/14/90 

growth of the economy. In fact, Kenya is one of the very few 

African countries where per capita incomes have been steadily 
rising in real terms in the second half of the 1980s. 

Although the economy has been performing moderately well, it 

has not been desirably free of financial and economic difficul- 
ties. Although these difficulties can be partly associated with 

domestic policies that the authorities were forced to carry out in 

order to cope with the prevailing economic and social conditions, 

they are mostly the result of exogenous shocks or large unfore- 

seen changes in key economic variables which are beyond the direct 
control of Kenyan policymakers, because the economy remains very 

open; the combined value of imports and exports was equivalent to 

over 50 percent of GDP in 1989. There is a continuing dependence 

on coffee and tea as the principal exports, which are subject to 

highly unstable world prices. Kenya's agro-based industrial sec- 

tor is also subject to the vagaries of the weather. Moreover, the 

country is wholly dependent on imports of oil. In recent years, 

there has been a welcome diversification of exports, and tourism 

has become a large earner of foreign exchange. 

The external current account position worsened more than 

originally expected for the first six months of 1990, owing mainly 

to exogenous shocks. The overall balance of payments in the same 

period is estimated to have been in deficit. As a result, net 

official reserves declined by SDR 86 million, compared with a tar- 

geted increase of SDR 14 million, and gross reserves fell to less 

than one month of nongoverninent imports. The weak payments posi- 

tion can be traced to the deterioration in the terms of trade, the 

impact of the import liberalization program, and the lower -than - 

anticipated amount of cash assistance and import financing. 

The rapid monetary expansion that led to strong domestic 

demand, particularly by the public and parastatal sectors, also 

partly contributed to the weak external payments position. How- 

ever, during the second quarter of 1990, steps were taken to 

tighten monetary policy, including raising interest rates, remov- 

ing caps on fees and charges, and imposing penalties on commercial 

banks that exceeded their credit ceilings. In spite of these 

monetary policy measures, the recent change in the ceiling for 

credit expansion from domestic credit to net domestic assets 

created monitoring difficulties for a number of large commercial 

banks, as a result of which the net domestic asset ceiling for 

end -June 1990 was exceeded. 

Despite slippages with respect to the performance criterion 

on net domestic assets and the quantitative benchmark on net off i- 

cial reserves, Kenyan authorities were successful in implementing 

many of the key elements of the program. In particular, progress 
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was made in containing government borrowing from the banking sec- 
tor, the performance criteria was observed for nonconcessional 
borrowing, and the structural performance criteria on export pro- 
motion and import liberalization were met, as were the structural 
benchmarks on freeing prices and on interest rates. Fiscal per- 
formance was broadly on target, with the overall budget deficit 
for 1989/90 being lower than the target. The revenue to GDP ratio 
was higher than the programmed level. The Government showed 
increased reliance on nonbank sources, and there was a modest 
net repayment by the Government to the banking system. 

The Kenyan authorities expect a sharp deterioration in the 
balance of payments and a substantially weaker external reserve 
position during 1990/91. Accordingly, they have recently approved 
a package of far-reaching and difficult policy measures which will 
have significant short-term costs to the economy, particularly 
given the urgent need to improve vigorously the employment situa- 
tion. The package of measures is also designed to contain the 
rate of inflation, which has risen recently as a result of the 
domestic oil price increases of 31 percent to 49 percent in 
September 1990 and to keep new tax measures within the revised 
target of 12 percent for end -l990. 

Fiscal policy will aim at reducing the 1990/91 budget deficit 
from the original target of 3.8 percent of GDP to 2.5 percent of 
GDP, and further to 2 percent of GDP in 1991/92. Already, a num- 
ber of discretionary revenue measures which will broaden the tax 
base and enhance the elasticity and equity of the tax system have 
been implemented, along with numerous nontax measures. The Gov- 
ernment has also moved swiftly to put in place the new value-added 
tax law. The role of user charges in financing recurrent expend- 
itures will continue to be strengthened, with due protection pro- 
vided for vulnerable groups. The overall share of recurrent 
expenditure as a ratio of GDP is projected to decline, mainly 
with a reduction in the wage bill and nonwage expenditures on pub- 
lic administration and defense. To limit the rate of employment 
growth in the civil service, the authorities intend to reduce the 
number of authorized posts in the 1990/91 fiscal year, severely 
limit the increase in posts in 1991/92, and restrict the intake 
of new university students. The authorities have committed them- 
selves to a midyear and third-quarter review of the budget, in 
order to enforce firm control over expenditure. 

Monetary policy will seek to maintain the growth of domestic 
credit and liquidity, consistent with the target for inflation and 
the buildup of external reserves. As a gradual move by the Cen- 
tral Bank toward the use of indirect instruments of monetary con- 
trol, treasury bill rates have been fully liberalized, and new 
bearer treasury bonds introduced. My authorities fully recognize 
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that a more flexible, market -oriented interest rate policy will 

contribute to enhancing financial intermediation, improving 

resource mobilization, and increasing the efficiency of credit 

allocation. To this end, interest rates will be further 

liberalized, in line with the target set for June 1991. 

In the external area, the authorities intend to rely on the 

flexible management of the exchange rate, insofar as the effi- 

ciency gains from other policies, including fiscal and monetary 

measures, are not adequate. As reflected in the 1990/91 budget, 

and also expressed in the staff report, the Goverrunent is strongly 

committed to trade liberalization and reducing existing biases 

against the production of exportables, particularly of nontradi- 

tional industrial goods. The authorities intend that nonconces- 

sional borrowing by the public sector, including leases, stay 

within a reasonable limit, in order to ensure that the debt - 

service burden remains manageable. 

My authorities regard structural reforms as essential to 

strengthen the growth potential of Kenya's economy. As mentioned 

above, significant measures have already been implemented in the 

area of the tax system, the financial sector, and trade. In addi- 

tion, the first export processing zone was inaugurated in late 

November, ahead of schedule. 

With respect to the reform of state corporations, the author- 

ities are working on a draft policy framework paper, which, among 

other things, will facilitate designation of state corporations as 

either strategic or nonstrategic, and will identify candidates for 

privatization in 1991. A reform program that begins with both a 

clear statement of objectives and is well planned and sustainable 

is an effective way of demonstrating the authorities' commitment 

to reform, and phasing in the implementation of changes helps to 

make adjustment costs less onerous. Such a program justifies the 

case -by -case approach in the context of Kenya's effort to reform 

the public enterprise sector. 

The Kenyan authorities are fully aware of the difficult task 

ahead in achieving durable economic growth, free from many distor- 

tions. At the same time, however, they are hopeful that they will 

succeed in overcoming their difficulties in a coherent fashion. I 

have no doubt that their full awareness of the present situation 

and their broad agreement with the thrust of the staff report will 

facilitate their task in rectifying the present imbalances in the 

economy --particularly, those relating to demand pressures. 

I would like to take this opportunity to express the author- 

ities' wish to thank official creditors and the multilateral 

financial institutions, including the Fund, for their continued 
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support of Kenya's adjustment efforts. Such support will continue 
to be required to meet the needs of the economy in 1991 and 
beyond. The substantially strengthened policy package should 
receive the support of the Fund through the approval of the 
authorities' request for a waiver of the performance criterion 
on net domestic assets for end -June 1990 and an increase in the 
amount of the second disbursement under the ESAF by the equivalent 
of SDR 20 million, in view of substantially rising oil import 
bills. We believe that the seriousness of Kenya's balance of 
payments need and the strength of its adjustment program merit 
the Board's approval of the requested acceleration of disburse- 
ment. It is to be noted that the Fund is now prepared to augment 
oil importing countries' access to ESAF resources, within the 
framework of its recent decision to assist countries affected by 
developments in the Middle East. 

In conclusion, I would like to express my authorities' wish 
to commend the staff for the spirit of cooperation it showed 
during the review of the program in Nairobi. In my authorities' 
view, the staff has presented a well-balanced review of the Kenyan 
economic situation and offered a faithful account of the discus- 
sions with them. 

Mr. Wright made the following statement: 

In previous discussions of Kenya's arrangement under the 
ESAF, Directors have increasingly expressed concerns about the 
modest ambitions of the authorities' programs and the long-term 
dependence on concessional external assistance. These concerns 
were reinforced by doubts as to whether compliance with program 
criteria and benchmarks concealed rather less favorable underly- 
ing developments. 

Unhappily these worries have proved to be justified. The 
modest achievements so far have left the economy more vulnerable 
to the shock of higher oil prices than it might have been, and 
these difficulties have been compounded by a shortfall in official 
capital inflows. Underlying developments have become more evi- 
dent, showing through in the breach of the net domestic assets 
performance criterion and in the fiscal deficit. The net result 
has been lower growth, higher inflation, and a precipitous fall 
in reserves. 

I am not suggesting that the authorities' difficulties are 
entirely of their own making; clearly, Kenya has been hit very 
hard by a series of adverse external developments, of which 
higher oil prices and shortfalls in official inflows are only 
the most recent. And the authorities' response to these latest 
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difficulties has been swift and appropriate. But it is unfortu- 

nate that the much -needed fiscal tightening now planned had to be 

forced on the authorities by such a turn of events, rather than 

being adopted earlier. 

Turning now to the specifics of the proposed adjustment to 

new circumstances, it is clear that the fiscal position holds the 

key. The scale of the envisaged adjustment is impressive, but 

achieving it will no doubt be difficult. In the longer run 

improved revenue administration must play an important role, 

but for the remainder of this fiscal year one-off receipts also 

make a significant contribution, just as they did last year. If 

adjustment is to be sustained, the authorities will have to stand 

prepared to find other sources of revenue, should the buoyancy of 

the tax -take continue to fall short of expectations. 

On the expenditure side, the authorities' plans will require 

significant further improvements in monitoring and control, as 

identified by the recent Fiscal Affairs Department mission. Once 

again, development spending will bear some of the brunt, and I 

would have been happier to have seen even greater emphasis on 

curtailing recurrent expenditure. In particular, the scale of 

civil service growth, even after the latest revision, is stag- 

gering and makes a firm grip on wage growth essential. I would 

appreciate more information on what share of this wage growth is 

accounted for by new teaching posts and whether the other new post 

are essential. 

As the staff notes, fiscal adjustment will make a significant 

contribution to reducing net domestic asset growth, while allowing 

headroom for private sector borrowing. In this context it was 

disappointing to learn that despite restrained growth in private 

sector credit, the performance criterion on net domestic assets 

has been exceeded. Yet I could find nothing in the paper to give 

reassurance that the monitoring problems in banks --blamed for this 

excess- -have been satisfactorily resolved; perhaps the staff could 

clarify the position. More generally, I recognize the need for 

the temporary expedient of the penalty deposit scheme, but very 

much welcome the progress made by the authorities in liberalizing 

interest rates and fostering conditions for indirect means of 

monetary control. I urge them to take the necessary steps to 

allow an early end to the penalty deposits. 

Performance on structural measures as specified in the 

program has not posed problems, and I applaud the authorities' 

determination to persist in trade liberalization in the face of 

unhelpful external developments. However, the plans for reforming 

and privatizing the parastatal sector remain inadequate in scale 

and in timing. Recent adjustments to some parastatal budgets and 
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progress in the legal and monitoring areas are essential steps, 
but do not go far enough. Any third -year program brought to the 

Board must have as a central element a tight timetable for reform 

and divestiture of the parastatals, if the arrangement under the 

ESAF is to be considered as having achieved its objectives. 

Still with structural measures, the various export -related 

measures seem sensible. But I wonder if the authorities may not 

be expecting too much, too quickly of Export Processing Zones. 

If the intention is at least in the part to attract inward invest- 

ment for export capacity, there is no substitute for an environ- 

ment which is generally conducive to investors. Such an environ- 

ment entails a sound macroeconomic framework, not least to give 

investors confidence in being able to make dividend payments as 

desired, and a minimum of bureaucratic obstacles. 

Turning now to the external position, I welcome the staff's 

clear presentation of the net cost impact of the increase in oil 

prices. But even without higher oil prices, the prospects for 

the external position would look bleak. Despite considerable 

projected import compression and growth in nontraditional exports, 

rebuilding reserves is almost entirely dependent on additional 

financing through 1994. This reliance on additional financing 

heightens concerns previously expressed by the Board about the 

long-term dependance of Kenya on official inflows. Such concerns 

were being expressed when inflows had apparently been identified; 

yet in the short term, even these inflows seem not to be forth- 

coming. Notwithstanding the problems of timing noted by the staff 

and taking into account related government import compression, the 

net inflow of official capital in 1990 and 1991 taken together is 

now expected to be considerably smaller than previously envisaged. 

The reference in the staff's statement to a possible need to mod- 

ify the reserves target in the light of shortfalls is of particu- 

lar concern, and I agree with the staff's overall judgement that 

no relaxation of policy can be contemplated unless a significant 

and- - it must be said, unexpected- - improvement in the external pos- 

ition were to materialize. Indeed, the staff is right to identify 

the possibility that further adjustment measures will be needed if 

there is an overall shortfall in financing next year. 

There are several issues arising out of the deterioration in 

the external position on which I wish to focus. First, as I just 

noted, import compression will have to be considerable, which 

makes achievement of the authorities' fiscal targets essential, 

and the public sector's new foreign exchange budget process must 

be made to subordinate spending to the needs of the reserves 

target. At the same time, there must be careful prioritization, 

to minimize as far as possible the impact of growth. 
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Second, nontraditional export growth will have to recover 

from its disappointing showing so far this year. As I have 

already noted, the authorities seem to be placing great emphasis 

on various structural and tax measures; could some revision to 

land -use laws also be helpful in this connection? With respect 

to the price of tradable goods, there are several references in 

the staff report and the authorities' letter to exchange rate 

policy which- -taken together- -are somewhat ambiguous. The staff 

appraisal and Mr. Mwananshiku's statement suggest that exchange 

rate action will be taken only if other policies raise exports are 

unsuccessful. I have no difficulty with this approach. The last 

paragraph of the authorities' statement, however, suggests that it 

may take a more prominent place. I would welcome some clarifica- 

tion from the staff. Exchange rate action will be a subject of 

central importance in negotiations for a third -year program, and 

we will be better informed when the long-term study commissioned 

by the Deputy Managing Director in the last Board discussion of 

Kenya is completed. 

Third, strict control of debt -servicing obligations has 

become even more important, if Kenya is to maintain its admir- 

able record of debt service. The information from the staff this 

morning that nonconcessional borrowing remains within limits is 

encouraging, but it is essential not only that the new limits are 

strictly kept to, but that accounting and reporting procedures are 

sufficiently rigorous that the staff can have confidence that 

these limits are, indeed, being observed. 

My concern about debt -servicing capacity is especially great, 

because the deterioration in external prospects has important 

implications for Kenya's ability to repay the Fund. Scenario B 

in Table 9 of the staff report brings out very clearly the conse- 

quences for the Fund's exposure if there are further adverse 

developments. The staff also notes the serious implications for 

growth and investment. The authorities should take careful note 

of this fragile position, and recognize what it means in respect 

of the absolute necessity of successfully implementing their 

strengthened adjustment policies, with further adjustment should 

it prove necessary. 

The Kenyan authorities have taken prompt action in response 

to both adverse exogenous developments and evidence of emerging 

domestic policy inadequacies. I commend them for this action and 

fully support the decision concluding this review. As for the 

rephasing of disbursements, the parlous state of Kenya's reserves 

and the proper pass -through of oil price rises make this rephasing 

appropriate and acceptable. But the authorities must recognize 
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that the rephasing leaves them more exposed to adverse develop- 

ments next year, and therefore requires strict adherence to the 

planned adjustment this year. 

This adherence is also required if donors and creditors are 

to have the necessary confidence to allow them to continue to sup- 

port Kenya and, indeed, provide the support that the new external 

projections suggest will be required. I urge the authorities to 

show that such confidence will be justified by following through 

on the bold and admirable steps they have now taken to help them- 

selves. 

Mr. Spencer made the following statement: I 
Kenya's overall performance under the ESAF has been rather 

mixed, and this mixed performance remains true of the most recent 

period under review. A significant deterioration in economic 

performance over the past year has resulted both from a worsening 

external environment and a degree of policy slippage, particularly 

on the fiscal front. The balance of payments has suffered from 

the recent oil shock, the downturn in commodity prices, and poor 

export supply conditions. But it has also been adversely affected 

by excessive fiscal and domestic demand pressures which have been 

reflected in strong domestic credit growth and inflationary pres- 

sures. The staff has told us that growth in net domestic assets 

has exceeded both the September 1990 benchmark and the June 1990 

ceiling and that credit to the Government also exceeded its ceil- 

ing in September. 

More importantly, however, Government expenditure exceeded 

its target by one-half percent of GDP and, despite the offsetting 

effect of increased taxation and seIgnorage from the Central Bank, 

the staff is suggesting on page 6 of its report that the 1989/90 

budget deficit will exceed the 4 percent target by 0.5 percent to 

1 percent of GDP. More recently, we have seen strong actions by 

the Kenyan authorities to improve the fiscal situation and facil- 

itate economic adjustment to the worsening external environment. 

We particularly welcome the efforts being made to contain the 

recent rapid increases in the public sector wage bill and exert 

greater control over parastatal expenditures. 

However the underlying concern I have is whether the overall 

policy response will be sufficient to put Kenya in a sustainable 

financial position in the medium term. A financing gap- -some 

SDR 107 million- -remains for 1991. Clearly, if donors maintain 

their present positions, then, as the staff has told us in its 

statement, additional adjustment measures will be required in 

the near future. 
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More importantly, the medium -term balance of payments 

projections in Table 5 point to a very slow improvement in the 

external balance, with the current account deficit remaining 

around 6 percent of CDP through 1991-93, despite export volume 

growth of 10 percent to 12 percent per annum projected in both 

1992 and 1993. From a savings -investment perspective, this pro- 

spective outcome is perhaps surprising, given that the government 

cash deficit is assumed to fall to 2 percent to 2.5 percent of 

GDP, and firm monetary and fiscal policies are intended to pro- 

mote private savings at the expense of domestic demand. Perhaps 

staff could comment on this matter. In particular, are there 

constraints to the development of the traded goods sector that 

require additional expenditure and resource switching policies, 

as opposed to the expenditure reduction measures included in the 

recent package? 

Despite the significant real depreciations shown in Table 2 

of the staff report, the staff still seem to be suggesting that 

further improvements in the profitability of the traded goods sec- 

tor will be required. I would be interested to hear the staff's 

views on whether this improvement will require significant further 

nominal depreciations, or whether structural policies are the key 

to achieving a competitive traded goods sector. In other words, 

will depreciations be futile in the absence of other actions? 

My concerns in this area would suggest that, if anything, 

faster adjustment may be required. Certainly I would see no 

scope for the slower adjustment path that would be preferred by 

the authorities should external conditions become more favorable. 

I agree with the staff that a very substantial improvement would 

have to be seen before any relaxation could be considered. 

Finally, in considering the proposed decision, I am in 

agreement with the staff that the renewed commitment of the 

authorities- -as evidenced by the recent policy package- -and 

the very clear financing need warrant continued support for 

this program. Furthermore, the demonstrated impact of the 

oil shock on Kenya's balance of payments provides good grounds 

for the remaining disbursements to be rephased in the manner 

requested. We therefore support the proposed decision. 

Mr. Fernando made the following statement: 

The present review questions whether the underlying trends 

carry sufficient conviction that the Kenyan economy is on a path 

of durable adjustment. Nearly at the end of its second arrange- 

ment under the ESAF, and preceded by an extended Fund facility and 
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successive stand-by arrangements, it comes as an unpleasant shock 

that the balance of payments and external reserves position are 

precarious. 

Today's review is a stark contrast to that of the first 

arrangement when some Directors were favorably disposed to com- 

plete that review on a lapse -of -time basis. Yet, within the short 

space of a year, and before the effects of the Middle East crisis 

can sink in, the external sector is in bad shape. The vulnera- 

bility of the economy to external shocks is obvious enough, but 

the shortcomings in monitoring a deteriorating situation and the 

inadequacy of the policy response to deal with it call into ques- 

tion how well the adjustment momentum is anchored. Shortfalls 

and processing delays in external financing are highlighted as 

contributory factors. But, to what extent do these reflect the 

authorities' difficulties in satisfying the policy conditional- 

ity demanded by the lending institutions? The experience to 

date suggests that, in drawing up the financing scenario, a 

larger safety margin should be built in to absorb timing lags in 

policy -based borrowing. Even if the recent corrective measures 

are successful, the prospects are that at the end of the second 

arrangement under the ESAF, external reserves would be no higher 

than at the outset of the and, therefore, in an 

important respect would fail to strengthen the balance of 

payments. 

Even though certain performance criteria and many benchmarks 

were observed, clearly the slippages have undermined the macro- 

economic targets. The shortfalls in the application of macro- 

economic policy tools have not been compensated by performance 

or even overperformance in the structural area, simply because 

the deterioration from previous macroeconomic failures had set 

in far sooner than the benefits of structural reforms, which 

show up only with considerable lags. 

Even with respect to fiscal adjustment- - seemingly a 

success- -we have concerns about the quality of that adjustment. 

First, the lack of control over wages and the wage bill has con- 

tributed to an erosion of competitiveness through a worsening of 

inflation. Even at the outset of the arrangement under the ESAF, 

Directors emphasized the need to exercise restraint over the wage 

bill. But, under both the first and now the second year arrange- 

ments, the benchmark has been broken. The regularity of wage 

increases has derived legitimacy at times from the recommendations 

of government -appointed commissions. The authorities, however, 

are solely responsible for financially prudent policies. 

Second, pressures for current consumption have been met at 

the expense of expenditure on maintenance of capital assets. This 
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policy undermines the contribution of total factor productivity 

to production. The lowering of potential GDP as a result could 

hardly be made good when the other variables- -namely, capital 

and labor- -are costly. 

Third, the large outlay on universities can potentially 

contribute to greater efficiency of production. But, can the 

staff give us an assurance that this investment in training 

matches the skills requirements of Kenya? 

Fourth, the operations of state corporations have offset 

budgetary corrections. A true assessment of public finance con- 

ditions and the surveillance of the fiscal adjustment path is 

possible only on the basis of broader statistical measures that 

include state corporations. The policy response here has been 

long on intentions and short on implementation. The first policy 

framework paper for the ESAF targeted industrial parastatals for 

comprehensive reform in 1989. According to the latest documenta- 

tion, even by 1991 only the identification of candidates for pri- 

vatization is possible. For an ESAF program that is entering the 

final stages, emphasis on further studies and further layers of 

administration of a diagnostic nature --for instance, the inquiry 

into reasons for default on foreign debt obligations- -are indeed 

worrisome. We wonder what incentives there are for the author- 

ities to pursue enterprise reform and indeed the lengthy unf in- 

ished agenda in other areas after the arrangement under the ESAF 

runs out. 

In the external sector, the critical issue is the compet- . itiveness of Kenyan exports. The worsening terms of trade and 

insufficient domestic efforts at cost control would have contri- 

buted to a decline in the ratio of relative prices between trad- 

ables and nontradables. How much of the burden of adjustment 

should be borne by exchange rate action is rightly dependent on 

the efficiency gains from other policies. But clearly, the staff 

paper recognizes that the effects of financial tightening on the 

external sector involve a time horizon in excess of the margin 

allowed by the low level of reserves. The direct restraints over 

specific imports of the Government and state corporations and the 

inevitability of lengthening the schedule of trade liberalization 

is evidence of the need for early results. The latter, though a 

further setback to the arrangement's objectives, is unavoidable. 

The pace of action on the exchange rate, and, indeed, its timing 

should be more fully articulated. Is a step adjustment preferable 

to a gradual exercise in Kenya's present circumstances? In build- 

ing up policy credibility, consideration should also be given to 

expectations on the part of economic agencies of a market -clearing 

exchange rate. If, however, past performance argues against this 

approach, then assurances of external financing would have to look 
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much stronger, in order to provide a safety margin when placing 

primary reliance on domestic policies. The staff update is not 

helpful in this respect. Rapid action is vital to restore export 

growth to service external debt, including heavy repayments to the 

Fund, and to support import liberalization. 

Further, on import liberalization, we would underline the 

importance of more pervasive financial sector reform to establish 

a proper incentives framework. It is of interest that the recent 

monetary tightening has given an impetus to the development of a 

more market -oriented monetary policy. Although welcome, these 

steps- -to the extent their scope and timing is determined by the 

imperatives of the present need for stabilization- -will likely 

have costly side effects, which could undermine the momentum of 

structural reform in this area. We hope the authorities stand 

resolute here. 

Finally, on page 30 of the staff report, it is said that 

Kenya would like a slower adjustment path in the event of an 

improvement in external prospects- -namely, a budget deficit of 

2.5 percent to be achieved only by the end of the century. Kenya 

must be the best judge here, although we would remind the author- 

ities that, in the presence of loosely -managed state corporations, 

a broader concept of a public sector fiscal balance would be a 

more meaningful indicator of public finance conditions than the 

budget deficit per Se. The Fund can only give advice. But as 

between 1986 --when the target was set --and now, important devel- 

opments in the world economy have occurred. Energy prices are 

likely to be higher in real terms; there are larger claims on 

world savings. Kenya will have to compete basically on the 

strength of its policies and results. Current population pres- 

sures require a high growth rate to achieve per capita income 

growth. Capital inputs will be constrained by its high real 

cost, and the production function would be increasingly deter- 

mined by labor input and total factor productivity. Thus, empha- 

sis on making more efficient use of existing capital stock and 

proper pricing of labor to preserve incentives is essential. 

Mr. Hogeweg made the following statement: 

Apart from the monetary expansion, above and beyond the lim- 

its set by the program, two other, rather disturbing developments 

have taken place in the relatively short period which is under 

review: inflation which should not have exceeded 7.5 percent is 

now estimated at 13 percent and foreign exchange reserves are now 

estimated to have dwindled to the equivalent of only two weeks' 

worth of imports. No doubt, the increase in the price of petro- 

leum imports accounts for much of this deterioration, but the 
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vulnerability of the economy to a shock of this kind leads me 
to conclude that the Fund program has not been rigorous enough in 
the first place. The preference expressed by the authorities to 

return to a slower adjustment path once the external prospects 
improve, bears this conclusion out. In deciding on these matters, 
I would advise the authorities to keep in mind their dependency on 
aid financing. All these factors provide all the more reason to 
insist that performance criteria are fully met and the waiver 
which we are requested to approve today should be accompanied by 
the strongest cautionary wording. 

Of course I welcome the recent strengthening of Kenya's pol- 
icy stance to counter their difficult external situation. In 

particular, I welcome the authorities' decision to reduce the 
1990/91 fiscal deficit to 2.5 percent of GDP --a level previously 
thought to be attainable only in the late l990s. Again, the 

importance of attaining this target can not be overemphasized. 
The situation whereby credit to the Government exceeds its sub - 
ceiling while private sector credit falls short needs urgent 
repair. 

On the monetary side, the transition from targeting total 
domestic bank credit to net domestic assets should enable better 
monitoring and control. Another positive step is the introduc- 

tion of the auction system of treasury bills. I note with satis- 

faction that, as a result, the discount rate has increased by some 

3 percentage points. I also note that as a result of the removal 

of fees and charges from the definition of interest rates subject 
to ceilings, effective interest rates are now market determined. 

When Kenya was discussed by the Board earlier this year, 
a number of Directors questioned the sensibility of a flexible 

exchange rate strategy. The evidence before us indicated that, 

in spite of repeated nominal devaluations, no real effective 
depreciation had, in fact, taken place. It was shown to us 

then that, in terms of labor costs, the exchange rate had even 
appreciated somewhat since 1987, and yet the cumulative nominal 

depreciation over that period had reached 38 percent. We are now 

told that during 1990, the Kenya shilling has been devalued in 
nominal terms by a further 14 percent, and no mention at all is 

made of the developments of labor costs, which may have risen at 

a similar rate. I noted with interest Mr. Spencer's question on 

the futility of nominal exchange rate adjustments without tackling 

underlying structural impediments. The report says that the aim 

of exchange rate policy will be to help in reversing the continu- 

ing decline in domestic relative price incentives for production 

of tradables; another objective cited is the importance of stimu- 

lating exports, given the tight reserve situation and the need to 

continue import liberalization. However, in practice this policy 
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seems to amount to a form of real exchange rate targeting, taking 
efficiency gains into account. In this way, I fear we are getting 
into a situation of a dog running after its tail. In the recent 
Board seminar on exchange rate policies, most Directors agreed 
that the targeting of real exchange rates tended to accelerate 
inflation, while rarely achieving any real devaluation. I would 
like to express, once again, my reservations concerning the 
exchange rate strategy which is advocated by the staff in this 
program. 

In reading the report, I felt assured that the staff have 
taken every necessary precaution to ensure the full implementation 
of the program. They made certain that all the necessary adminis- 
trative and legislative measures were introduced so that the tar- 
gets set by the program could be attained. I would like to commend 
them on their excellent work.In closing, I would like to impress 
upon the Kenyan authorities the urgency of Kenya's economic situ- 
ation. It seems to me that the success of this program is now 
hanging in the balance, which only a full adherence to the targets 
will tilt in the right direction. 

Mr. Santos made the following statement: 

The staff report for this midterm review reveals that, 
despite the commitment to economic adjustment and structural 
reform demonstrated by the Kenyan authorities in the past and 
during the first annual arrangement under the ESAF, a number of 
difficulties- -such as the deterioration in the external terms of 
trade- -have prevented the second annual program from being kept 
firmly on track. 

While we commend the authorities for implementing many of the 
measures under the 1990 program, we are concerned that the results 
for the first six months have been somewhat mixed. We note that 
the policy slippages that occurred included a greater than pro- 
jected monetary expansion that contributed to the failure to meet 
the performance criterion on net domestic assets of the banking 
system for end -June 1990. Also as a result of these slippages, 
the quantitative benchmark on net official international reserves 
for end -June and end -September 1990 could not be met. 

Against this background, it is reassuring to note that in 
response to the unforeseen difficulties encountered in the imple- 
mentation of the program and the weakening of Kenya's external 
position, the authorities tightened their policy stance and have 
now adopted a comprehensive policy package to deal with the major 
structural and financial problems facing them. 
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I welcome and endorse the general thrust and policy objec- 
tives of the revised program for the second and third years of the 

arrangements under the ESAF, as outlined in the staff report, and 

I share the staff's assessment that the current policy package 
should be fully and firmly implemented as scheduled, in order to 

achieve these objectives, and, in particular, facilitate the pro- 

gress toward a viable external payments position in the medium 

term. 

In the area of domestic financial policies, the authorities 

have recognized the clear need to tighten and to exercise consid- 

erable expenditure restraint in the operations of the public sec- 

tor. Toward attaining the overall fiscal deficit reduction objec- 

tive, it is encouraging to note that bold revenue -raising and 
expenditure -reducing measures were put in place in September 1990 
and more recently in November 1990, in the context of the 1990/91 

budget. On the revenue side, we note the substantial adjustment 

of domestic retail prices of petroleum products, as well as the 

adjustments of excise duties and the elimination of import duty 

exemptions on certain mass -consumed items. Additional revenue 

would be generated by public corporations and state enterprises 

through loan and dividend payments. 

On the expenditure side, the authorities have focused on 

cutbacks in wages and salaries and outlays on plant and equip- 

ment, as well as low -priority, locally -funded investment projects. 

It is also significant that the authorities have reviewed the 

structure of recurrent expenditure with a view to reducing the 

size of the civil service- -a help in containing the growth in 

wages and salaries and in reducing their burden on the budget. 

To ensure the success of the strong fiscal adjustment envisaged 

under the program, it is our expectation that the authorities 

would continue to strengthen expenditure control and closely 

monitor fiscal developments. In this connection, I am pleased 

to note that a high-level committee is to conduct quarterly 

reviews of the budget. 

With respect to state corporations, we welcome the steps 

that are being taken to effect cutbacks in the budget of speci- 

fic entities and to institute a regular review of their budgets. 

Also welcome are the structural measures being put in place to 

strengthen and accelerate their restructuring, as well as to 

identify candidates for privatization. 

I would like to raise a few questions on the state corpor- 

ation sector. First, as part of the process to increase the 

accountability of state corporations, it is the intention to 

require them by law to prepare and submit their annual budgets 

to the Ministry of Finance for scrutiny. On this issue, we shall 
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appreciate the staff's comments on the status of the proposed 
amendments to The State Corporations Act which will give legal 
effect to this requirement. Second, we shall be grateful for 
some information on the completion date for the preparation of 
the comprehensive policy paper on state corporations. Third, 

what are the latest developments in securing the services of 
technical experts for the restructuring of development finance 
institutions? 

Turning now to monetary policy, it is indeed in order that 
the authorities are taking firm steps to deal with the problem 
of excess liquidity, in line with the program's objective for 
inflation and external reserve accumulation. The measures being 
taken to broaden and enhance the instruments available for market - 
oriented monetary control are steps in the right direction, and 
they should contribute significantly to the efficiency of the 
financial system. 

In the external sector, the staff's elaborate analysis of 

Kenya's balance of payments outlook and external policies leaves 
no doubt that Kenya's external prospects have worsened. Moreover, 
despite determined efforts at import liberalization and measures 
to strengthen the export sectors, through specific export incen- 

tives, the outlook is still uncertain, especially given the weak 
world market demand for coffee and tea, the deteriorating terms 
of trade, and the prospects for less external financing. In light 

of these uncertainties, we would urge the authorities to continue 
their efforts to promote nontraditional exports through feasible 
measures to increase the economy's responsiveness to export market 
opportunities. 

Finally, we feel encouraged by the authorities' commitment 

to their program objectives for 1990/91. But given the challenges 
ahead, it is essential that the international community continues 
to provide the necessary financial assistance to help the Kenyan 
authorities in their determined adjustment efforts. In this 

connection we note the rephasing of Kenya's purchases under the 
three-year arrangement, and in line with Mr. Mwananshiku's state- 

ment I wonder whether the staff is considering an increase in 
Kenya's access to resources under the ESAF, given the countries 

substantial rising import bill. I support the proposed decision. 

Mr. Hammoudi made the following statement: 

After having successfully implemented the economic program 

in 1989, the authorities are encountering difficulties in reach- 

ing the objectives set for the 1990 program. As indicated in 

Mr. Mwananshiku's opening statement, these difficulties are mainly 
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due to exogenous factors, largely beyond the control of the 

authorities. Indeed, the adverse external environment has ham- 

pered the authorities' efforts to attain the targets planned for 

the external sector. Therefore, the deterioration in the terms 

of trade and the impact of import liberalization, in addition to 

the shortfall in capital inflows, appear to be major factors in 

Kenya's economic performance for 1990. 

We are, nevertheless, encouraged by the authorities' commit- 

ment to pursue their adjustment efforts, in order to address eco- 

nomic and financial imbalances. In this context, we support the 

requests for a waiver of the performance criterion on net domestic 

assets for the end of June 1990, and for an increase in the amount 

of the second disbursement under the ESAF, as indicated by the 

staff. 

We are in general agreement with the content of the authori- 

ties' letter of intent and the staff's conclusions and would like 

to make a few general observations. Generally speaking, we wel- 

come the authorities' intention to implement tight policies with 

respect to the budget and money and credit and support the reform 

proceedings, which we believe to be headed in the right direction. 

Concerning the budget, we agree with authorities and the staff 

that measures are needed to augment the revenues and to reduce 

only the nonessential outlays in order to lower the deficit 

further. One has to proceed cautiously if the economy is to be 

strengthened. Indeed, Kenya needs to rehabilitate its social 

infrastructures, and in rationalizing capital expenditures, new 

and substantial changes in taxes would be costly to enterprises. 

In this respect, the measures taken by the authorities on the 

revenue side in order to avoid increasing taxes on corporations 

and businesses in this delicate period of economic recovery are 

the right steps. 

With respect to money and credit, the increase in monetary 

aggregates and the expansion of credit have fueled inflation 

in 1990 to an estimated 12 percent, compared with an estimated 

10.1 percent in 1989, while the targets were 8 percent and 

7.5 percent respectively. This result suggests that some measures 

are needed in those areas to correct the effects of expansionary 

policies. On the other hand, to encourage the private sector and 

improve the functioning of public enterprises, it would be advis- 

able to moderate the reduction planned for the allocation of 

credit in order to avoid any counterproductive developments for 

economic growth. We agree that bonds and treasury securities 

should be developed for providing nonbudgetary financing to the 

Government and additional resources to the Central Bank, in order 

to reduce the excess liquidity in circulation. 
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With respect to reforms, the authorities are to be commended 
for their efforts to improve the rentability of the tax system and 
to enlarge and diversify the tax base, as well as to modernize the 
management of the budget. Reforms are also under way to improve 

the accountability of public enterprises and transform their 
management, so that the enterprises can operate on a commercial 
basis. These reforms should open new opportunities for these 

enterprises and strengthen their financial situation. Further- 

more, we welcome the opening of free trade zones in order to pro- 

mote exports of nontraditional products and the continuation of 
the trade liberalization policy which, although it constitutes a 

levy on the Kenyan economy, may- -along with other measures- -help 
Kenya to improve its external position. 

With respect to the external sector, the authorities have 

continuously depreciated their currency in nominal and real terms 

in order to improve export performance, but export volumes have 

not improved as expected, despite the improvement in quality and 

packaging. And worse, the terms of trade have been eroding since 
the implementation of the program. This outcome raises the ques- 

tion of whether the depreciation of the currency is the only way 

to improve export performance. The case of Kenya seems to cast 

some doubts. We wonder if the staff would have any comments on 

this issue. 

Before concluding, given Kenya's need for financing on con- 

cessional terms, it is vital that the international financial 

community, especially the multilateral institutions, assist the 

authorities in their efforts to mobilize resources in order to 

finance their economic program adequately. 

Finally, we can go along with the proposed decision. 

Mr. Yamazaki made the following statement: 

Since the onset of the current arrangement for Kenya under 

the ESAF, concerns have been expressed about the economic pros- 

pects during the program period, particularly the vulnerability 

of the external position. This chair was one of those that 

expressed serious concern about the program and strongly urged 

the authorities to strengthen their adjustment measures. 

Very regrettably, the overall performance during the first 

half of the second annual arrangement was not satisfactory, owing 

not only to adverse external factors, but also to inadequate poi - 

icy implementation. The balance of payments position was partic- 

ularly critical. The external current account deficit, which 

worsened in 1989, could not be reduced to the program target 
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level. With the substantially lower capital inflows, the gross 

international official reserves declined to less than one month 

of nongovernment imports and are not expected to improve by year 

end. On the domestic side, the overall fiscal performance appears 

to be broadly on target. But, in fact, the overall deficit- - 

excluding grants- -was marginally higher than in the previous 

year. The inflation rate at year-end has been estimated at around 

12 percent- - larger than both the 10 percent figure for 1989 and 

the original targeted rate of 7.5 percent. 

The inunediate cause of these developments was the adverse 

external conditions, including the recent oil price increase and 

the deterioration in the terms of trade. This being said, the 

macroeconomic framework was not sufficiently strong, despite more 

than a decade of Fund -supported programs. In addition, there were 

some shortcomings in policy implementation. While we welcome the 

Government's intention to engage in stronger adjustment efforts, 

in spite of the sizable economic setback, we nevertheless have a 

number of concerns about program implementation in the remaining 

period and the external imbalance in the medium term. With these 

concerns in mind, let me briefly touch upon a few points. 

With respect to fiscal policies, the authorities decided to 

reduce the 1990/91 fiscal deficit to 2.5 percent of GDP --a more 

ambitious target than the original one of 3.8 percent. In view 

of the present critical external situation, it is imperative that 

this target be achieved. Despite the progress made so far in 

reducing the budget deficit, it is essential to strengthen the 

revenue base further and restrain expenditure. On the revenue 

side, we welcome the Government's measures, including the intro- 

duction of a value-added tax and several user charges. These 

reforms should be accompanied by necessary administrative reforms 

to ensure that the estimated revenue is achieved. On the expend- 

iture side, there is a clear need to strengthen restraint, partic- 

ularly with respect to the government wage bill and outlays for 

university education, as the authorities planned in the revised 

budgetary allocations in 1990/91. To support the fiscal adjust- 

ment, the authorities should pursue the reform of state corpo- 

rations without delay. These fiscal measures should be managed 

with a policy that would identify and cut low priority expend- 

itures with relatively high import content, in order to improve 

the balance of payments. 

On the monetary front, it is disappointing that the perfor- 

mance criterion on net domestic assets for end -June 1990 was not 

met. Needless to say, a tighter monetary stance is essential. 

Every effort should be made to contain inflationary pressure 
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through a reduction in domestic credit. In this connection, the 

recourse of the Government to the banking system should be reduced 

with the sharp cut in the budget deficit. 

With respect to exchange rate policy, I share the staff's 

opinion that further exchange rate action should be considered as 

a supplementary measure at a time when tighter financial policies 

would not have a sufficient effect on external competitiveness. 

Much concern remains about the external viability of Kenya's 

balance of payments position. First, we are concerned about the 

weakness of the medium -term financing assurance, including the 

period under the ESAF. Furthermore, the staff's long-term balance 

of payments scenarios show a continued substantial current account 

deficit throughout the l990s. The scenarios also suggest that 

Kenya will continue to rely heavily on external concessional 

financing after the current period under the ESAF. At this stage, 

we cannot help having some serious concerns about the final 

effectiveness of this program under the ESAF, which had originally 

aimed at restoring Kenya's external viability through the 

adjustment process. 

With respect to the rephasing of disbursements for this 

arrangement under the ESAF, I would appreciate if the staff could 

comment in more detail about the need to augment the amount of the 

second disbursement. The staff paper shows that Kenya's balance 

of payments situation this year is critical. On the other hand, 

the staff's statement suggests that significant nonconcessional 

borrowing will be put in place shortly. The authorities' external 

borrowing policy does not seem sufficiently strict, and I wonder 

whether they have not too easily requested an augmentation of the 

Fund disbursement. In addition, Kenya's outstanding debt and debt 

service to the Fund will be substantially larger in the coming 

years. If the external position does not recover according to the 

program, there would be concern about the assurance of repayment 

of the ESAF to the Fund. 

In conclusion, we recognize the adverse factors surrounding 

Kenya's economy and the Government's comprehensive efforts to cope 

with them. However, in view of the performance so far, we have 

serious concern about the achievement of the original objectives 

of the arrangement under the ESAF. In order to redress past 

slippages and to recover a viable external payments position, the 

authorities need to implement on schedule the ambitious and strong 

package of policy measures which has been settled on. I would 

like to emphasize the strong hope of my authorities that the 

corrective measures will be put into practice in a timely manner. 

At the time of the next review, we should assess the performance 
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and effectiveness of this arrangement under the ESAF, prior to 

the third annual arrangement. We can go along with the proposed 

decision. 

Mr. Fernando asked whether there would be a further review before 

the third arrangement. 

The staff representative from the Exchange and Trade Relations 

Department replied that there would be no further review before the 

third arrangement under the ESAF. 

Mr. Fernando continued that he had gotten the impression from 

Mr. Yamazaki that he thought there was a further review before the 

third arrangement. 

Mr. Yamazaki responded that he had wanted to emphasize that at the 

time of the third review, disbursement should not be an automatic process; 

instead, at the time of the third review, Directors should assess Kenya's 

performance carefully. 

The staff representative from the African Department said that the 

staff essentially with the Board on the need for Kenya to implement 

its adjustment program with dispatch and with vigilance; the authorities 

had a very difficult road ahead which would require sustained and tough 

monitoring of their program. 

Any increase in access would be considered at the time of the third 

annual arrangement, the staff representative remarked. It would have to 

be associated with a sufficiently strong package of adjustment measures 

and would have to take account of the medium -term balance of payments 

position and the country's repayment capacity, particularly to the Fund. 

Kenya's exposure to the Fund was quite high. 

Kenya had indeed tightened its monitoring of credit to the private 

sector by commercial banks- -a move clearly in evidence in the September 

data, which showed that bank credit to the private sector was well below 

the targets that had been set, the staff representative observed. The 

penalty deposit scheme that had been implemented, largely on the basis 

of Fund technical assistance through the Central Banking Department, was 

starting to have an effect and would be reinforced by the freer auction 

on treasury bill rates which should also serve to contain credit. 

The staff agreed with Directors that reform of the parastatal sector 

would be an essential component of the next arrangement, the staff repre- 

sentative commented. A number of actions had been taken, and the author- 

ities had assured the staff that a policy framework paper would be com- 

pleted before year-end. It was his understanding that the amendments to 

the State Corporations Act had been passed by Parliament; as a result, 
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state corporations would be required to submit their annual budgets to the 

Treasury for approval. The authorities had drawn up a list of the technical 
assistance experts who were candidates for positions to monitor the assets 
and liabilities of the development finance institutions; they had secured 
financing for those experts, and that project was likely to get underway 
shortly. 

The pressures for the growth of the wage bill had come from two 
sources, the education sector and political influences, the staff repre- 
sentative explained. As to education sector pressures, a number of fac- 
tors were at work leading to the large growth in employment. First, the 
demographic pressures associated with a high population growth rate had 
been reflected in the demand for education at the primary school level. 
Second, the structural reform of the education system that had taken place 
a number of years ago had generated demand for one additional year's worth 
of teachers --particularly increasing the need for secondary school teachers. 
Third, in 1989 the university freshman intake had almost tripled on a one- 
time only basis. The other source of growth in public sector employment had 
been politically motivated, with pressures coming from the military and from 
the Office of the President. That type of growth pressure was difficult to 

control. At the time of the midterm review, the authorities had agreed to 

freeze 10,000 positions- -out of a total increase of 50,000 that had been 
authorized in the budget. It was a fairly substantial freeze, because a 
number of those positions had already been filled. In the education sector, 
20,000 positions had been added, and all those positions had effectively 
been filled. Therefore, there was very little room to freeze remaining 
vacancies. 

A number of conditions had been added relating to the third year of the 
program, the staff representative noted. Those conditions included a severe 
limitation on university intake, which had been reduced from 20,600 in 1990 

to 8,000 in 1991; curtailment of the use of government training institutions 
as vehicles for additional employment; a reduction in the number of univer- 
sity graduates hired by the public service in an effort to lessen the under- 
lying demand for university enrollments; and the use of in-service training 
for untrained primary and secondary school teachers, who would increasingly 
fill new teaching posts at those educational levels. 

The authorities were concerned about whether the investment in train- 
ing matched the skill requirements of the economy, the staff representative 
said. There was a major commission on unemployment, and one of the issues 

it was focusing on was the composition and structure of university educa- 
tion. The correlation between education and employment was a complicated 
but important issue and was one of the structural areas which had given rise 
to the growth in the public sector wage bill. The Government would be try- 
ing to deal with that correlation in the third year arrangement under the 

ESAF. 
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As to the rephasing of the second -year arrangement, it was a rephas- 

ing, not an augmentation, of the amounts in the total arrangement, the staff 

representative remarked. It had been necessary in the context of the oil 

shock. The augmentation was expected to cover about a third of additional 

oil costs. The staff representative also expressed concern about the amount 

of nonconcessional borrowing. The staff had made it clear to the Kenyan 

authorities that the level of nonconcessional borrowing needed to be reduced 

in 1991. 

In the staff report for the 1990 Article IV consultation with Kenya, 

the staff had indicated that from 1985 to 1989, the incentives in the trad- 

able goods sector had deteriorated, with real returns to export production 

falling and prices of domestic import substitutes rising faster than prices 

for competing imports, the staff representative observed. The staff was 

currently completing a study on the role of exchange rate policy in Kenya, 

which suggested that Kenya's tradable goods production had only begun to 

benefit from the incipient efficiency gains resulting from more restrained 

financial policies and trade liberalization. In the past year, Kenya's 

external position had weakened sharply- - owing to a terms of trade decline 

and a sharp decrease in foreign financing inflows- -and as reflected in the 

extremely weak foreign reserve position. The staff had worked with the 

Kenyan authorities to develop a program which relied primarily on monetary 

and fiscal policy instruments- -particularly fiscal policy- - in both the 
central government and public enterprises to achieve financial adjustment. 

Over the past year and a half, Kenya --with the help of the World Bank -- 

had been actively implementing structural measures to strengthen exports, 

including the implementation of a duty exemption drawback scheme, a finance 

facility for exports, specific steps to facilitate the removal of con- 

straints on such nontraditional exports as horticulture, and the creation 

of Export Processing Zones. 

In the past, when the authorities had been confronted with an external 

reserve problem similar to the current one, they had relied on quantitative 

restrictions to buy time, the staff representative recalled. They had not 

done so currecitly. They were moving ahead with the trade liberalization 

process, and there was no evidence that they intended to bring that process 

to a halt. Under the circumstances- -given the structural measures affecting 

exports, the continuation of import liberalization, and the strongest pos- 

sible tightening of fiscal and monetary policies --the recent exchange rate 

actions that had been implemented had been necessary. 

The authorities would likely continue their flexible exchange rate 

policy in the coming year, the staff representative from the African 
Department remarked. Such a policy stance largely meant keeping their real 

exchange rate at the current level. The staff did not anticipate very much 

in the way of additional real exchange rate action, although it was felt 

that exchange rate action did have a role to play in such circumstances. 
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Although primary reliance was not being placed on the exchange rate, but 
on fiscal and monetary policy, it nevertheless remained an important policy 

instrument, given the very difficult situation in Kenya. 

Mr. Fernando asked for clarification of actions taken to curtail 

budgetary expenditure. It had been mentioned that, from the original 

budgetary authorization to create some 50,000 new civil service posts, 

some 10,000 positions had been cut as the result of budgetary pressures. 

He wondered whether the original intent to add 50,000 positions had been 

consistent with understandings under the program and with the budgetary 
projections. 

The Executive Directors were being asked to decide on an extra 

SDR 20 million in access, Mr. Fernando remarked. Kenya had access of 

170 percent of quota under the ESAF. He wondered whether the extra 

SDR 20 million came out of resources that would otherwise be available 

from the third year; in other words, was it an acceleration? 

The staff representative from the African Department replied that the 

increase in posts that had been contained in the formal budget for 1990/91 

had certainly been higher than the staff would have liked to see and had 

probably been inconsistent with the growth in the wage and salary bill that 

the staff had been projecting, although authorities had made other 

adjustments in the budget to try and stay within the overall budget deficit 

ceilings. The Kenyans had made it very clear in February 1990 that although 

they were fully committed to the program goals, they faced difficulties in 

pursuing them, owing to strong pressures coming from the education sector 

and the political side of the Government. 

With the cutbacks in the growth of civil service employment currently 

envisaged, the authorities would probably be within the targets set for 

the second annual arrangement, the staff representative from the African 

Department continued. More important, the budget deficit was dramatically 

smaller- -and budget cuts were the key to reducing the number of posts. The 

staff was concerned about the growth in employment, but felt that the focus 

should be on dealing with the underlying structural determinants which 

caused the pressures that the authorities had to accommodate; otherwise, 

the authorities would have almost no choice but to allow a higher growth in 

employment than was desirable. Therefore, some of the program's longer -term 

measures were probably more important than the initial actions that had been 

taken. 

Mr. Wright asked whether the staff could confirm that in the Monetary 

Survey- -Table 5 of the staff paper- -parastatals were included with the Gov- 

ernment in the credit aggregates. He also asked for the staff's views on 

the relative importance of controlling credit to nongovernment financial 

institutions; he wondered whether improved monitoring would be preferable 

to the penalty deposit scheme. Ideally, it was hoped that the penalty 

deposit scheme would be temporary, whereas the need for adequate monitoring 
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would be ongoing. He would also be interested to have the staff's comments 

on the role of "Other Items (net)" in the Monetary Survey, because those 

items seemed to gyrate substantially; indeed, in the June benchmark, there 

had been a large difference between the credit aggregates and the outcome 

from net domestic assets. 

The staff representative from the African Department responded that 

improved monitoring was important, but had clearly not been sufficient on 

its own to contain the growth in credit; therefore, the penalty deposit 

scheme had been relied on. A strengthening of the monitoring by the Central 

Bank would be preferable to the penalty deposit scheme. In that context, 

moral suasion pressures on the commercial banks- -exerted informally through 

guidelines- -could help. Monetary statistics for parastatals were included 

in private sector credit. The authorities needed to collect more data on 

parastatal operations through the commercial banks. The normal commercial 

bank reporting system could be used to obtain more detail on parastatal 

activities. 

"Other Items (net)" had, indeed, gyrated substantially, the staff 

representative continued. If the monthly numbers were examined, the 

gyrations were even more apparent. In terms of the Central Bank, "Other 

Items (net)" consisted of the reserve of the Central Bank and the liabil- 

ities and assets of that had not yet cleared. For the commer- 

cial banks, the liabilities balance in "Other Items (net)" was composed of 

liabilities due to bank branches, provisions for bad debt, other liabili- 

ties, and, on the asset side, balances due to bank branches, items in 

transit, and interest accrued. 

However, some of the gyrations in the past had reflected the Govern- 

ment's attempts to meet the performance criteria by a number of actions 

that would influence "Other Items (net)," the staff representative from the 

African Department said. Wages and salaries and bills to suppliers were 

paid on the last day due or the day before the benchmark period, which meant 

that uncleared checks showed up in "Other Items (net)," rather than as a 

drawdown in the Government's deposits and an increase in government credit. 

Many governments that were trying to meet performance criteria used such 

techniques. The staff's concern about that practice had been the princi- 

pal motivation for shifting to a net domestic assets performance crite- 

rion, rather than focusing on domestic credit. Kenya's failure to meet the 

June 1990 net domestic assets target had reflected the fact that that tech- 

nique of increasing Other Items (net) was no longer effectively available, 

although it had been used to meet the benchmark on credit to the Government. 

The staff had stressed to the authorities the urgency of keeping within the 

overall net domestic assets target. 

Mr. Spencer asked how serious the breach of that June target on net 

domestic assets had been, given that the components of domestic credit and 

Government credit had been within target, so that the slippage was attrib- 

utable to "Other Items (net)". 
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The staff representative from the African Department said that the 
staff was extremely concerned about the breach. The fact that "Other Items 
(net)" might have contributed to the breach was somewhat irrelevant. The 
Government had been certainly as much responsible for the breach as the 

private or parastatal sectors had been. Strong action by the Government 
had been needed to reduce substantially the fiscal deficit in 1990/91. For 
that reason, a Treasury Circular implementing very specific budgetary cuts 
on a line -item basis had been issued and approved by the Cabinet. Those 
cuts were about the most that the staff could urge the Government to adopt 
and were necessary if there was to be a reasonable chance of staying within 
program limits. 

Mr. Spencer responded that he had not wanted to give the impression 
that there might not have been a clear need for actions on the fiscal front. 
However, in 1989/90 an improved revenue picture had compensated for the 
excess of actual over planned expenditure. The fiscal deficit, the public 
sector borrowing requirement, and the impact on monetary growth of govern- 
ment policies had not seemed to be major problems. The fiscal problem was 
real, but he wondered what the monetary implications of the Government's 
actions were. 

The staff representative from the African Department explained that 
if the data for June 30, 1990 were excluded, an examination of the monetary 
profile in July and August showed that the government's operations had had 
significant monetary implications. In part, that situation stemmed from the 
fact that the amount of external assistance that Kenya had received in the 
first three months of the year was less than Kenya had anticipated, for a 

variety of reasons not wholly the Kenyans' fault. There had been signifi- 
cant delays in the disbursement of funds under World Bank credits. Some 

program assistance had been delayed as a consequence of the Middle East 
crisis. Therefore, from a cash management point of view, the authorities 

had needed recourse to bank financing in the short term. 

Mr. Towe commented that a component of the 1989/90 fiscal outturn noted 
in the staff paper was the very substantial transfer from the Central Bank 
to the Government. He wondered whether the staff could provide a few 

details on that transaction and place it in the context of the Government's 
ability to meet its target for 1989/90- -for the fiscal deficit, as well as 

for bank credit to the government at end -June 1990. In particular, he won- 

dered if the authorities had accelerated the transfer of profits to avoid 

a breach of that performance criterion, and minimize the fiscal slippages. 
Therefore, he would appreciate some background information on the breach of 
the benchmark for end -September credit to the government, and an assessment 
of the prospects for the end -December benchmark and the year as whole. 

The staff representative from the African Department said that the 
profits accrued during the year by the Central Bank normally went to the 

government, which had simply requested that the Central Bank disburse those 
profits before the end of June, rather than in July and August, when they 



- 31 - EBM/90/173 - 12/14/90 

would normally have been transferred. That early disbursement was one fac- 

tor that contributed to the strength of the fiscal position at the end of 

June. The breach of the end -September target had not been unexpected, nor 

would the failure to meet the December benchmark for net credit to the gov- 

ernment, because it would take some time before the effects of the cuts 

specified in the Treasury Circular became evident. However, failure to meet 

either of those benchmarks did not mean that the program was not on track 

vis--vis the fiscal targets for 1990/91. The authorities were certainly 

trying to implement the cuts in the budget and to mobilize additional 

revenue. 

The Acting Chairman said that "Other Items (net)" was a subject that 

the Board would look at in some depth and across a number of countries in 

its next review of conditionality. Many countries evidenced a good deal 

of volatility in that category. 

Mr. Iqbal made the following statement: 

After substantial progress toward structural adjustment over 

the past two years, Kenya is presently encountering worsened eco- 

nomic and financial prospects. Expansionary domestic policies, 

combined with exogenous developments, have caused the external 

disequilibrium to worsen dramatically in 1990, while economic 

growth has slowed down and inflation has picked up. The author- 

ities have had difficulties in adhering to a tighter financial 

stance. In 1989/90 expenditure overruns were registered, and 

certain new tax measures introduced under the ESAF had to be 

rescinded. 

The inability in 1990 to meet performance criteria and quan- 

titative benchmarks applying to net domestic assets and external 

reserves are but symptoms of underlying economic vulnerabilities. 

At the equivalent of less than half a month's imports, the low 

level of gross official reserves very aptly demonstrates the 

extremely delicate position of the Kenyan economy. The recent 

emergence of arrears to the World Bank is a very serious devel- 

opment which further highlights deteriorating conditions. 

It is noteworthy that the authorities have attempted to 

restore the pace of adjustment by taking a series of important 

corrective steps in the second half of 1990. Measures to reduce 

the budget deficit, cutbacks in parastatal expenditures, liberal- 

ization of interest rates, and an upward adjustment in energy 

prices are steps in the right direction to address the emerging 

difficulties in 1990/91. 

However, these measures may not be enough. For example, the 

major turnaround projected for external reserves in 1991 is pred- 

icated on a very large inflow of additional donor funding. Civen 
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the usual pace of donor disbursements to other countries, it would 

be risky to link the external reserves target primarily to such 

a source. Moreover, the staff statement casts doubts on the ade- 

quacy of aid commitments for 1991 to meet external financing 

requirements. If the requisite funding fails to materialize, 

imports would have to be curtailed further, with the attendant 

contractionary effects on growth. However, the authorities must 

not increase their external indebtedness on nonconcessional terms 

and should roll it back if it has been undertaken. As a minimum, 

I would urge a speedy disbursement of donor commitments. I agree 

with the staff that a possible modification of the reserve target 

may become unavoidable. 

The program seems to call for a continued real effective 

depreciation of the exchange rate to sustain and strengthen 

external competitiveness, so that import liberalization can be 

continued. Given the low level of reserves, the staff has also 

implied that further exchange rate action may be necessary. 

Therefore, the active exchange rate policy would continue the 

present trend of a real effective depreciation. Such an approach 

would be of concern because of an inherent inflationary bias and 

its implications for competing countries. But, more importantly, 

we should have a clear notion of an equilibrium rate toward which 

this policy is supposed to lead. Therefore, a continued real 

effective depreciation would be distortionary, to say the least. 

I would like to know whether there is such a rate. If so, how 

was it derived, and what indicators would be used to approach it? 

The exchange rate should not be viewed as a panacea for all 

ills. What is needed is a dramatically strengthened budget, com- 

bined with a truly autonomous parastatal sector. Accelerated 

privatization should be pursued. It surely will not be easy and 

will be time-consuming. However, decisive initiatives should be 

taken, and I believe that the recent strengthening of budgetary 

measures can be viewed as a reasonable beginning. In this con- 

text, I fully endorse the staff's recommendations for intensify- 

ing the monitoring of expenditures by both the Government and 

parastatals. I wonder what the Fund can do in this respect. 

Moreover, steps should be taken to reallocate expenditures to 

nonwage categories in conjunction with a strengthened incomes 

policy. I support the approval of the proposed decision. 

Extending his remarks, Mr. Iqbal said that a real effective deprecia- 

tion of the exchange rate might not have the necessary effect on import 

liberalization, especially if liberalization were intended to replace 

quantitative restrictions by price -related measures, like tariffs. He 

looked forward to a full discussion of the issues in the staff paper under 

preparation on exchange rate policy in Kenya. 



- 33 - EBM/90/173 - 12/14/90 

A substantial buildup of reserves must remain a core objective of the 

program in the short run, Mr. Iqbal remarked. Therefore, a stronger adjust- 

ment effort would be needed. He asked the staff to comment on whether it 

had revised its medium -term forecast and had identified specific measures 

to put Kenya on a new adjustment path. 

Mr. Towe said that most of the questions and comments that he had 

intended to raise had already been addressed by previous speakers, par- 

ticularly Mr. Yamazaki and Mr. Fernando. Hence, he would decline to make 

a statement. 

Mr. Ismael remarked that he was in general agreement with the staff 

assessment and recommendations. Taking into consideration Kenya's good 

track record, he was confident that the authorities would do their utmost 

to adhere closely to the revised program for the remainder of the second 

annual arrangement. He supported the proposed decision. 

It was encouraging to note that the authorities recognized the seri- 

ousness of the external position, Mr. Ismael said. He fully endorsed the 

steps taken to curtail imports through cancellation, postponement, and 

reduction of government and parastatal imports. 

A more fundamental step was the policy to reduce demand for imported 

goods through tight fiscal and monetary policies, without resorting to the 

quantitative measures employed in the past, Mr. Ismael continued. Because 

the authorities intended to continue their import liberalization efforts, 

it was therefore imperative that exports grow. Tight monetary and fiscal 

policies should then be supplemented with a policy of active exchange rate 

depreciation to restore profitability of exports and make imports more 

expensive. The authorities should not wait until efficiency gains from 

other policies were shown to be inadequate. Better still, import liberal- 

ization should be temporarily discontinued. He supported the efforts to 

continue with trade liberalization as part of the overall structural reform. 

However, the continuation of import liberalization would make sense only if 

the imports could generate greater export productive capacity and exports in 

the medium term. 

He shared the staff's concern about the external nonconcessional 

borrowings, Mr. Isrnael commented. With the recent signing of the last two 

loan agreements, total loans had reached about $180 million and, therefore, 

had exceeded the $155 million benchmark for 1990. He was pleased to hear 

from the staff that the authorities had decided not to proceed with the 

importation of military aircraft to be financed by further nonconcessional 

borrowing. He asked the staff to comment on how external borrowings were 

monitored and coordinated and how their effectiveness could be improved. 
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Mr. Prader made the following statement: 

I broadly agree with the staff appraisal and would like to 

limit myself to a few points. As in 1989, the Kenyan authorities 
have again demonstrated the seriousness of their development 
strategy and their resolute commitment to a modernization of their 
economy toward a market -oriented production and trading system. 
They certainly deserve to be commended for the structural change 
that they have achieved. In order to succeed fully and to yield, 
over time, the results expected in terms of growth and a viable 
balance of payments, these structural changes have to take place 
in the context of macroeconomic stability. We have to acknowledge 
that the external environment Kenya faces has deteriorated over 
the past couple of years. Therefore, the terms of trade 
deterioration is a further justification for strong implementation 
of structural change, in order to diversify the economy and foster 
exports in nontraditional sectors. 

At the same time, the deterioration of the external envi- 
ronment reinforces the need for monetary and fiscal policy to 

follow a restrictive path. From this point of view, one cannot 
but regret the new slippages that have happened in the monetary 
field. Excessive monetary expansion had already occurred during 
the previous annual arrangement, but that expansion does not seem 
to have served as the serious warning it probably should have 
been. Excessive monetary expansion holds the potential to under- 
mine the whole strategy to diversify and broaden the export base 
of the economy toward nontraditional export products, because it 

tends to weaken the competitive position of the export sector. 

When the Board discussed the approval of this second annual 
arrangement under the ESAF, much attention was paid to the staff's 
analysis of the position and evolution of Kenya's competitiveness 
in export markets. Therefore, reading the report now leaves an 
impression of dj vu. Kenya has consistently applied the Fund's 
advice with respect to her exchange rate, which has depreciated 
by more than 50 percent in nominal effective terms over the past 
several years. Still, the report confronts us again with the 

necessity to implement further exchange rate corrections, inso- 

far as the efficiency gains from other policies are not adequate. 
I wonder what exactly the report means in that respect, as it 

seems to me quite obvious that as long as the inflationary 
process erodes the competitive edge gained from exchange rate 
depreciations, the process can only hold further exchange rate 
depreciations in store. 

Such a finding can only reinforce the need for strong f is - 

cal and monetary policies, and I welcome in that respect the pro- 

gress embodied in the reformulated program in front of us. Such 
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a tightening of policies is particularly in order, as the country 

again faces declines in its terms of trade. Exchange rate correc- 

tions cannot make up the loss of resources accompanying a terms - 

of -trade loss- -and there should be no illusion that they can. In 

the event of exchange rate depreciation and a deterioration in the 

terms of trade, the internal adjustment mechanisms have to play a 

decisive role- -particularly when the country faces both of these 

developments at the same time. In such circumstances, a case can 

easily be made for an incomes policy, which should take care of 

the loss of resources and would support tight fiscal and monetary 

policies. Other speakers have also referred to the need to con- 

trol the wage bill and labor costs. 

The slippages that have occurred in past months in monetary 

and fiscal policy are, as I see it, in part related to the intro- 

duction of new policy instruments. With respect to monetary pol- 

icy, the excessive credit expansion is now explained by monitoring 

difficulties in a number of commercial banks- -difficulties created 

by the change in the ceiling for credit expansion from total 

domestic credit to net domestic assets. It is rather interesting 

to note here that this shift was justified at the time in order to 

close a loophole --identified as "Other Items (net)"- -responsible 

for overshooting the credit target during last year's arrangement. 

So by trying to solve one problem, we have, in fact, created 

another one. 

In the case of fiscal policy, the authorities were encouraged 

to transform the existing sales tax into a value -added -tax (VAT). 

However, we learn now that there was a revenue shortfall due to 

weak administration of the newly introduced VAT. In addition, we 

are now told that a comprehensive rationalization of VAT rates has 

already become necessary. I would not like to give the impression 

that the changes in policy instruments were unjustified. But the 

examples I have cited raise serious doubts about whether those 

changes were adequately prepared and hence, lead to the question 

of whether more attention should not be paid to the better prepa- 

ration of the administration, which, after all, has to handle and 

live with these changes. These points are, in my view, quite 

important, because the resulting slippages have created their own 

problems which have to be corrected and because they tend to shed 

a dubious light on the reform process itself. 

As I said before, I agree with the proposed decision, includ- 

ing the increase in drawings on the Fund. The strengthening of 

the program is justified in the face of a degradation in Kenya's 

environment. This strengthening of the program also allows for 

increased access, which results in a higher exposure for the Fund. 

The medium term balance of payments scenarios and the repayment 

schedule to the Fund are quite striking in that respect. Despite 
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reassurances from the staff today, I am still extremely concerned 
about the latest developments concerning external nonconcessional 
borrowings. Such borrowings have the direct effect of further 
worsening the debt and debt -service ratios and can only lead to 
a softening of the resolve multilateral organizations have shown 
up to now in support of Kenya's development strategy. I would be 
interested in hearing any further comments the staff has on that 
issue. 

Continuing his remarks, Mr. Prader noted that one reason given for the 
overshooting of wage costs was the military situation. He wondered whether 
incomes policy could actually work in such circumstances. 

Mr. Filosa made the following statement: 

This midterm review of the arrangement under the ESAF with 
Kenya comes at a very important juncture, as the authorities -- 
after some serious slippages in the implementation of the 
program- -have agreed with the staff on a number of important 
measures to bring the program back on track. Of course, I welcome 
such measures, which indicate the authorities' renewed intention 
to achieve a lasting economic adjustment, and I share the positive 
assessment made by the staff. Nevertheless, I believe that some 
important issues which I would need to have clarified before giv- 

ing my wholehearted support to the proposed decision are not fully 
addressed in the report prepared by the staff. 

I would like to raise three main issues. The first issue 

concerns the country's request for a waiver of the nonobservance 

of the bank's net domestic assets limit set for June 1990. In 

supporting .such a request, the staff attributes the nonobservance 
of this important performance criterion to a recent shift in the 

focus of the performance criterion from total domestic bank credit 
to net domestic assets of the banking system --a change that has 
apparently created monitoring difficulties for commercial banks. 

The staff, however, does not clarify the nature of such mon- 

itoring difficulties, nor does it illustrate what measures, if 

any, have been taken to rectify the situation. The need for such 

measures are clearly indicated by the fact that in September the 

limit to the net domestic assets of banks, as a quantitative 
benchmark, was once again not observed. Like Mr. Wright, I would 
therefore be grateful if the staff could elaborate on the contin- 

uing inability of the banks to obey the credit limits set by the 

program, as well as on the measures agreed with the country to 

prevent the recurrence of such problems. 
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The second issue I would like to raise concerns Kenya's 

request for a sizable augmentation of the second disbursement as 

a result of the recent increase in the cost of oil. I understand 
that this augmentation is supported by the staff on the grounds 

that important fiscal measures have recently been undertaken by 

the authorities, and domestic prices of petroleum products have 

recently been adjusted. 

Nevertheless, I have difficulties in accepting Kenya's 

request for two main reasons. First, the authorities- -in spite of 

the recent increase in the domestic price of petroleum products- - 

do not seem to have adopted a comprehensive approach to the prob- 

lem of the deteriorating oil trade balance. In fact, the staff 

indicates that continued inefficiencies at the local refinery can 

be held responsible for the low level of exports of oil products, 

which in 1990 have reached an estimated value of SDR 39 million, 

compared with a planned value of almost SDR 60 million. In 

passing, I would like to note that the expected shortfall in 

oil -product exports is equal to the augmentation --or, according 

to the staff representative from the African Department, the 

rephasing- -of the second disbursement now requested from the Fund. 

In addition, exports of oil products in the medium -term are 

expected to remain at their present depressed level, probably on 

the grounds that such inefficiencies will not be removed- -not even 

in a rather distant future. I would, therefore, be grateful if 

the staff could describe the nature of the inefficiencies at the 

local refinery and indicate the measures which are under 

consideration to improve its management. 

I think that the importance of this point- -considering the 

modest share petroleum products have in total exports- -goes beyond 

the case under discussion today. In fact, the augmentation of 

resources on which we have recently deliberated for countries 

undertaking ESAF programs should not be seen as an entitlement; 

rather, augmentation should be justified in terms of the policies 

which aim at improving the deteriorating oil -trade balance. Such 

policies should not be confined to the adjustment of domestic 

prices of oil products, but should also include all other possible 

structural measures in the field of energy. This approach is 

fully justified by the ultimate goal of ESAF programs, which is 

the implementation of deep structural reforms. 

The second reason that I have difficulties in accepting 

the request for an augmentation of resources is linked to the 

diminished willingness of donor countries to assist Kenya. As 

a matter of fact, I am reluctant to accept an increase in the 

exposure of the Fund while donor countries are reducing their 
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involvement in the country, given the country's sizable medium - 
term financing requirement and the already high level of Fund 
exposure. 

This problem leads me to discuss the third issue which, I 

believe, needs a more thorough discussion, namely the ability 
of the country to repay the Fund. In fact, the staff recognizes 
that, under a rather favorable scenario, debt service to the Fund 
remains high as a percentage of nonreschedulable debt service 
through the end of the decade. The staff also indicates that 
obviously under a less favorable scenario the ratios of debt 
service to the Fund would substantially deteriorate in the near 
term which, of course, would aggravate the risks for the Fund. 

However, the staff does not clearly express its opinion on 
whether such risks are acceptable in either case and whether the 
country can be expected to be able to discharge its obligations to 

the Fund. I would, therefore, be glad if the staff would take this 
opportunity to indicate more clearly whether Kenya is expected to 
be able to repay the Fund in due time. 

Ms. Creane made the following statement: 

We agree with comments made by several other speakers, par- 
ticularly on fiscal policies. Kenya's performance during the 
first six months of its second arrangement under the ESAF has 
been mixed. Kenya successfully met the program targets on non- 
concessional borrowing and the amount of bank credit provided 
to the Government and has made progress on export promotion and 
import liberalization. But several other performance targets were 
missed, including failure to cut the public wage bill by the tar- 
geted level. The new policy actions outlined for the remainder of 
1990 and for 1991 are tough, and full implementation is essential 
if Kenya is to return to a viable external payments position. 

Kenya's external reserve position is extremely weak and 
leaves no room for further policy slippages on reforms. There- 
fore, we also are very concerned about the underlying meaning of 
the Kenyan authorities' request for a slower pace of adjustment 
should their external position improve. As we have stressed in 
the past, rather than contemplating slowing the pace of future 
reforms and therefore endangering the progress already accom- 
plished, Kenya should be poised under any circumstances to move 
forward decisively and quickly to strengthen the economy and meet 
its potential. We observed at the last Board discussion that 

Kenya starts from a point of greater economic efficiency and 
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structural balance than many of its neighboring developing coun- 
tries. Kenya should, therefore, be able to hold itself to a 

higher standard and set much more ambitious development goals. 

The authorities' revised budget targets are tough but essen- 
tial. We would like to join others in expressing our strong hope 
that these targets will be met. As a matter of deciding priori- 
ties, rather than focus on cutting development spending or spend- 
ing on nonwage operating and maintenance categories of the budget 
which will affect already low levels of efficiency, more drastic 
action might be taken on the wage bill- -at least, in part, by more 
serious curtailing of the increase in civil service posts. We 
note with satisfaction that the budgets of 65 state corporations 
have been reviewed, but wonder about the timetable for reviewing 
the remaining 100 or more state enterprises. While recognizing 
that the parastatal austerity measures will be tough to implement, 
it is critical that the Kenyan Government follow through com- 
pletely. Therefore, we look forward with much anticipation to 
the policy framework paper promised by year-end and the eventual 
overhaul- - including the likely privatization- -of a large part of 

this sector. 

In the financial and monetary sector, we are pleased with the 
effective lifting of ceilings on interest rates and look forward 
to their complete liberalization by next summer. The steps being 
taken to improve the treasury security market by introducing a 

true auction, extending maturities, and encouraging a secondary 
market will go far, both in enabling the introduction of more 
indirect methods of monetary policy control and phasing out the 
penalty deposit scheme, as well as allowing greater domestic 
financing of the public sector deficit and reducing dependency 
on foreign sources. 

We would like to echo other speakers in being pleased with 
the news today that the limits on external nonconcessionary bor- 

rowing will be met, and we agree with Mr. Wright on the need for 
transparent reporting requirements on new contracts. 

We believe that the flexible approach on exchange rate policy 
is appropriate, particularly given the concurrent tightening of 
financial policy. 

On one final point, we are pleased to report that, pending 
some final internal clearances, the United States is moving ahead 
on providing about $58 million in debt forgiveness to Kenya in 
1991. 

Overall, we believe that the Kenyan authorities have made 
an important start in addressing the critical fiscal and monetary 
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policy issues. Therefore, we can support the proposed decision, 
including the rephasing of ESAF funds. We are pleased that the 
Fund is able to assist in providing some specific relief in 
response to the effects of the Middle East crisis. 

Mr. Scheid remarked that he broadly endorsed the thrust of the staff 
appraisal and supported the proposed decision. He shared the many concerns 
expressed by previous speakers and Mr. Hogeweg's reservations about the 
staff's advice on exchange rate policy- -a point his chair had already raised 
during previous discussions on Kenya. Given the positive level of real 
interest rates and the continued strengthening of external competitiveness 
that had been reflected in the downward trend in the real effective exchange 
rate in recent years, the key ingredients to an improvement in the external 
current account and the overall balance of payments position could have 
been expected to be in place. Nonetheless, the country had slipped into 
an extremely difficult external situation- -virtually a balance of payments 
crisis. As the staff appraisal said, a much tighter policy stance from 
the outset of the program would have been more appropriate. 

One possible explanation was that the policy of continued depreciations 
in both nominal and real terms had destabilized expectations, with adverse 
consequences for private capital flows and domestic savings, Mr. Scheid 
continued. He was concerned about the staff's pessimism reflected in the 
revised targets for gross domestic savings. Therefore, the authorities 

would be well advised to aim at a more stable exchange rate- - a goal that 

would require that financial policies be flexibly adjusted to any weakening 
in the external value of the currency. In that event, fiscal policy would 
be of key importance. The substantial deficit reduction in the 1990/91 

budget was most welcome. It marked a significant acceleration of the 
adjustment effort, because the deficit target of 2.5 percent of GDP had 
initially been expected to be achieved only by the end of the decade. 

Right from the outset of the program, there had been substantial 

doubts about the appropriateness of the initial adjustment path, Mr. Scheid 

recalled. Against that background, he had noted with concern in the staff 

appraisal the authorities' intention to slow down fiscal consolidation as 

soon as the external situation improved. Although he took some comfort in 

the staff's view that any relaxation would require a significant improve- 

ment, he warned against an on -off approach. Given the substantial risks for 

Fund resources over the medium term --detailed in the staff paper --sustaining 

the momentum of adjustment was particularly important. 

Mr. Zhang said that for the first half of 1990, Kenya's economic per- 

formance under the ESAF program had been mixed. Performance criteria on 

net bank credit to the government and on nonconcessional borrowing had been 

observed, as well as the two structural performance criteria on progress in 

development of an export promotion program and continued import liberali- 

zation. Structural benchmarks on price decontrol and on interest rates had 
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also been met. However, credit expansion had proved excessive and targets 

for external reserve accumulation had not been realized. The June 1990 

performance criterion on net domestic assets had not been observed. The 

benchmarks on net official international reserves for June and September 

1990 had gone off track by a substantial margin. 

The economic difficulties encountered by the authorities were primar- 

ily due to exogenous shocks or large unforeseen changes in key economic 
variables, which were beyond the control of the country's policymakers, 
Mr. Zhang commented. However, in the face of a sharp deterioration in 

the balance of payments and the substantially weaker external reserve 

position during 1990, the authorities had already introduced a package of 

far-reaching and difficult policy measures- -financial and structural- -which 

would lead to the re-establishment of a more sustainable external position. 

His chair was in broad agreement with the staff's analysis and recommenda- 

tions and supported the proposed decision. 

The staff representative from the African Department said that, as part 

of the staff's preparation for the third -year arrangement, it would study 

whether a tightening of the investment path would be necessary in light of 

recent developments. At the Consultative Group meeting in Paris, aid flows 

were maintained roughly at 1989 levels; the additional amount that the staff 

had hoped would be forthcoming to fill the remaining gap had not been fully 

provided. Part of the reason had been that a number of the agencies were 

still in the process of firming up their aid flow decisions. In addition, 

a number of donors were waiting for more information from the Government 

on political reform. Recent electoral reforms might meet the World Bank's 

views of the minimum reform required and, it was hoped, would make donors 

more receptive to providing Kenya with the additional resources needed to 

fill the financing gap. Other factors needed to be considered in revising 

the medium -term forecasts. Oil prices had increased compared with the 

staff's original, estimates. 

Wages in Kenya were not indexed, the staff representative remarked. 

The formal labor market was small relative to the entire labor force. The 

authorities had been conservative in adjusting government wages for infla- 

tion. A formal adjustment for inflation had not been made for a number of 

years. The next adjustment- -likely to be decided by the Salary Review 

Commission- -would be phased in during a two- or three-year period beginning 

in July 1991. 

Two factors underlay the difficulties with the refinery that had con- 

tributed to a decline in oil re-exports, the staff representative explained. 

The existing plant was old and inefficient, with resultant high costs; 

therefore, oil re-exports were not competitive vis--vis direct transship- 
ments of refined products. There had also been a diversion of re-exports 

to Uganda, which was importing more refined products, through the port of 

Dar es Salaam. Political factors as much as economic factors motivated 
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those re -exports --with Kenya actively trying to improve its political 
relations with its neighbors. The World Bank and the Kenyan authorities 
were discussing whether to invest in overhauling the refinery. 

The decision before the Board was a rephasing of purchases, not an 
augmentation, the staff representative from the African Department noted. 
Currently, the amount of access under the third -year arrangement would be 
reduced to SDR 60 million. The higher access had been proposed as a 

response to the authorities' policies and the need for Fund support to deal 
with the short-term crisis reflecting the higher oil prices. Short-term 
assistance from other donors was expected. The Bank was accelerating its 
loan disbursements, as well on some of its program grants. If the staff 
were to come to the Board to seek an augmentation in the third year, Kenya's 
capacity to repay the Fund would be looked at very carefully. 

The staff representative from the Exchange and Trade Relations Depart- 
ment recalled that in proposing the rephasing, perhaps the most significant 
point had been how best to minimize the risks inherent in a forward -looking 
medium -term balance of payments scenario- -scenario B in the staff report- - 
by encouraging the authorities to tighten and improve the quality of the 
adjustment effort. Therefore, there were forward -looking commitments in 
the trend of the budget deficit, rather than just a review of the past six 

The Chairman's summing up on the recent discussion on the response 
of the Fund in the wake of the recent developments in the Middle East men- 
tioned that decisions on individual access would be taken in light of 
strengthened adjustment measures. 

In the same summing up, the prospects for financing from other sources 
to complete the financing plan had been alluded to, the staff representative 
continued. To garner financing from those other sources, Kenya had to show 
that it had a strengthened adjustment effort that the financing would be 
used to implement. Both the authorities and the Fund had approached donors. 
The best that Kenya could currently promise if there was a shortage in 
financing was that further tightening and strengthening of the policy 
package would be taken. 

The same summing up referred to a member's capacity to repay the Fund, 
the staff representative remarked; in that connection, the staff had set 
out a scenario in which the risks were clearly stated. Some components, 
such as the composition of the outstanding stock of debt, could not be 
changed. He agreed with Mr. Filosa that the Fund's indicators showed that 
among the international financial institutions, the Fund's share of the debt 
was quite high. In fact, Fund indicators showed that debt service to the 
Fund exceeded Kenya's quota. The medium -term scenario which the authorities 
were expected to aim at and abide by allowed for a certain reserve buildup- - 
and an improvement in the form of a decline in ratio of debt service falling 
due to foreign reserves. Table 8 on page 23 of the staff paper showed a 

downward trend not only in the ratio of debt service to exports of goods and 
services, but also in debt service to the reserves. If the adjustment path 
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were strictly adhered to, then Kenya's repayment capacity would be assured, 

simply because the authorities would be able to strengthen the reserve posi- 

tion to the extent required, even though a large share of their payments 

were to international financial institutions. 

There would be no immediate augmentation of the whole three-year 

arrangement, the staff representative from the Exchange and Trade Relations 

Department said. Any such augmentation would have to be considered later 

and, obviously, with due caution and with due consideration being given to 

all the reservations raised by Executive Directors. 

As to whether exchange rate policy had been ineffective, Table 25 

of the background paper published on April 16, 1990 (SM/90/64) showed 

that non -oil exports had grown between 1984 and 1989: the volume index 

had increased from 100 to 134; in 1988 it had risen to 124. The indicators 

in the table on page 4 of the staff paper showed that growth of GDP at 

constant prices (factor costs) for 1986 through 1990 was 5 percent or more 

in real terms. Therefore, the growth scenario in Kenya had not been as 
depressed as other indicators might give the impression it was. The data 

for the past four or five years showed that economic growth had occurred 

despite an expansionary and weak financial policy stance. Importantly, 

after a downturn in the terms of trade in 1978 and 1979, Kenya had entered 

the l980s with tremendous shocks- -namely, a dissolution of the East African 
market, which had led to lost export markets in neighboring countries, and a 

huge oil shock- -which had weakened the whole export sector. With substan- 
tial increases in export volume, the real exchange rate depreciation which 
had occurred had not been useless. Although it was difficult to come to a 

clear judgment on the exchange rate issue, it clearly had been relevant. 

The issue of import liberalization was very important, the staff rep- 

resentative commented. During past foreign exchange crises- -for example, 

in 1982-83 and 1987- -the authorities had imposed exchange restrictions and 

held back on the liberalization program. Currently, they had rejected that 

strategy, even in the face of lower -than -expected capital inflows. In the 

staff scenarios, long-term projections for the balance of payments called 

for export volume to increase 6 percent per year- -a considerable amount. If 

the exchange rate instrument were prejudged as completely futile, it would 

be extremely difficult to reach that export target. 

Inflation in Kenya had been about 5 percent higher than inflation in 

the five industrial countries, the currencies of which formed the composite 

basket to which Kenya's currency was pegged, the staff representative 

observed. But that record of inflation was much better than the record of 

some of the neighboring countries. The staff's concern to see inflation 
lowered was indicated by the proposal in the staff paper to reduce the 

fiscal deficit. 

For the previous review, the staff had provided information on real 

effective exchange rates, as well as an updated study of sectoral price 
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indices and tradable goods, the staff representative from the Exchange and 

Trade Relations Department said. That study had shown that there had, in 

fact, been a weakening of the relative price incentives for the productive 

sectors, Currently, with capital flows below the level earlier expected, 

reserves at low levels, and GDP growth aimed at 6 percent- -and a history of 

export growth because of real exchange rate changes in the right direction- - 

exchange rate behavior would be important in the future. The staff would 

thoroughly review the exchange rate issue, but it was an open issue. 

Mr. Filosa remarked that he wondered whether the Kenyan authorities 

fully understood the consequences of the fiscal package. They seemed to be 

looking at the more optimistic results that would be obtained from a strong 

adjustment effort but, at the same time, looked forward to a slow pace of 

adjustment in the future. Given that there was political support for a slow 

pace of adjustment rather than for the staff's recommendation to maintain 

strong adjustment for some time in the future, there was a major inconsis- 

tency, in his view, between the staff's position and the authorities'. 

Therefore, it seemed to him that the rephasing of the purchase under the 

ESAF, although a good decision, was actually substituting for other exter- 

nal financing which was not coming for many reasons, including the politi- 

cal ones he had referred to. The rephasing was a marginal addition, but 

it was difficult to imagine a large addition to the stock, when the stock 

was already large. The rephasing was a transitory solution to 

a problem which needed to be addressed more forcefully. Mr. Fernando had 

given many examples of the slow pace of structural reform in the program- - a 

program which had been expected to produce positive results by the time of 

the current review. 

Mr. Hogeweg said that he acknowledged the force of the arguments by the 

staff representative with respect to the exchange rate. He looked forward 

to the staff paper currently being prepared on the exchange rate situation 

in Kenya. He had not meant to say that a nominal exchange rate change 

should be ruled out, or that some of the exchange rate measures might not 

have been appropriate in the past. His point was that a nominal exchange 

rate change was not always the best way to achieve a real depreciation. In 

addition, by stating so clearly that in the future exchange rate policy 

would continue to be used to strengthen export performance insofar as other 

policy measures failed, the authorities would open the door to giving in to 

pressures which might then --as self-fulfilling prophecies --continue to 

arise. 

Mr. Mwananshiku commented that Kenya, with support under the Fund's 

different arrangements, had made significant gains, although there had been 

slippages in policy implementation. The authorities were conscious of the 

seriousness of the problems facing the country and were keenly aware that 

policy deficiencies and slippages in implementation could only worsen the 

situation. They equally realized that there was no easy route to growth 

and development. 
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The deviation from the performance criteria on net domestic assets was 
a temporary phenomenon, Mr. Mwananshiku remarked. In particular, the strong 
determination of the authorities to contain government borrowing from the 
banking system and steps being taken to improve the monitoring mechanism of 
the commercial banks would greatly contribute toward avoiding further slip- 
pages. 

The continued external vulnerability of the economy, to which 
many Directors had referred, underlined the need for diversification, 
Mr. Mwananshiku said. There was no doubt that a stable macroeconomic 
environment to complement the various incentives being put in place would 
be crucial for meeting the diversification and other external sector 
objectives. 

Kenya's external borrowing policy would continue to be one of caution, 
Mr. Mwananshiku noted. Sound financial and debt management had enabled 
Kenya to maintain its excellent record of debt servicing. The tight fiscal 
and monetary stance, coupled with the planned export promotion measures, 
would definitely enable Kenya to meet promptly its financial obligations 
to both the Fund and other creditors. 

It was important that the strengthened adjustment measures be supported 
with timely and adequate amounts of external assistance, Mr. Mwananshiku 
said. In that respect, he stressed that the Board's approval of the pro- 
posed decision would be of considerable support to the efforts of the Kenyan 
authorities. 

The Executive Board then took the following decision: 

1. Paragraph 1(b) of the second annual arrangement for 
Kenya under the enhanced structural adjustment facility 
(EBS/90/64,Sup. 2, 5/3/90) is amended by increasing the amount of 
the second loan to the equivalent of SDR 60,233,333. 

2. The Fund determines that the midterm review specified in 
paragraph 2(c) of the second annual arrangement for Kenya under 
the enhanced structural adjustment facility has been completed, 
and that, notwithstanding paragraph 2(a)(i), Kenya may proceed to 
request the disbursement of the second loan under the arrangement. 

Decision No. 9607-(90/173), adopted 
December 14, 1990 
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2. VENEZ1ELA - 1990 ARTICLE IV CONSULTATION; AND EXTENDED 

ARRANG1ENT - REVIEW, AND REQUEST FOR WAIVER, MODIFICATION 

The Executve Directors considered the staff report for the 1990 
Article IV consutation with Venezuela and the review under the second year 
of the extended arangement with Venezuela approved June 23, 1989, together 
with a request for\ waiver and modification of performance criteria under 
the extended arrangeent and an extension of the period of the arrangement 
(EBS/9O/2O4, l2/4/9O\Cor. 1, 12/11/90; and Sup. 1, 12/10/90). They also 
had before them a bac1èround paper on recent economic developments in 
Venezuela (SM/9O/182, 'i3/9O). 

The staff representa\ive 
that the Executive Board o t 
an interest support loan of\ 
member's financing package wi 
of set asides amounting up to 
had been in accord with those 
the Board. 

from the Western Hemisphere Division said 
e World Bank had approved the previous day 
50 million for Venezuela in support of that 
h the banks. At the same time, the release 

285 million had been authorized. The amounts 
esented in the staff report currently before 

Mr. Torres made the following\statement: 

The Venezuelan Government f especially grateful to the 
Fund's Management and Staff for teir assistance, cooperation, 
and support during the discussions\on the second year of the pro- 
gram. In the authorities' belief, he constructive relationship 
developed with the Fund and the cont1puous interchange of views in 
relation to the evolution of the econdnic program and the negotia- 
tions with the international community,\have made possible the 
finalization of the economic program's s\cond year and the debt - 
financing package with commercial banks. \My authorities would 
also like to express their satisfaction fo the technical assis- 
tance received from the Fiscal and Central nking Departments on 
fiscal and financial reforms. 

Just before the last Article IV consultatin concluded by the 
Executive Board on March 29, 1989, the new Goverhpent initiated 
the most important and comprehensive transformati of the economy 
in Venezuela's history, through the implementationof a growth and 
market -oriented program and structural reforms, suprted by an 
extended arrangement with the Fund, and structural an' sectoral 
loans from the World Bank and the Inter -American DeveThpment Bank. 

The main objectives of the program have been to cor\ect 
external and internal disequilibria, re-establish sustainle 
economic growth with price stability, make the economy les, 
dependent on oil, reduce the scope of the public sector in the 
economy by promoting a more active participation of the privaçe 
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1. We have recently held discussions with the 
Fund staff on the mid-term review of Kenya's programme 
of structural and financial adjustment for 1990, 

which is supported by the second annual arrangement 

. , under the enhanced structural adjustment facility 
(ESAF) that was approved by the Executive Board of 

the Fund on April 30, 1990. The discussions focused 
on the progress made under the programme for 1990, 

as well as on the objectives and policies to be 

pursued for the remainder of the period. All 

performance criteria for end -June 1990 were met 
except for the one, on net domestic assets for which 
the Government of Kenya hereby requests a waiver. In 

view of the worsening external environment and the sharp 
deterioration in Kenya's external position, important 

and difficult policy actions have been taken which 
will have significant short-term costs to the Kenyan 



economy. Against this backdrop, we have formulated the 
indicative quantitative targets for end -March and end -June 1991 
as specified in the annex. In this context, we wish to request 
an increase of the amount to be made available for the second 
disbursement under the current arrangement to the equivalent of 
SDR 60.2 million. 

2. The economic growth target for 1990, which had been set 
at 5.2 per cent, has now been scaled down to 5.0 per cent. 
Favorable weather for major crops combined with a strengthening 
in international tea prices as well as the enhancement of 
production incentives in the early part of the year have played 
an important role in mitigating the impact of the new "oil 
shock." The inflation rate of 10.6 per cent at end -September, 
however, was higher than the end -1989 level, reflecting the rapid 
monetary expansion of the second half of 1989 and early 1990, and 
the initial impact of the 31 to 49 per cent increase in domestic 
oil prices of early September 1990. Notwithstanding the tighter 
financial policies currently in place, the inflation rate, which 
was expected to decelerate to 7.5 per cent by year-end, is now 
projected at 12 per cent, largely as a result of the oil price 
increases and new tax measures. The overall balance of payments 
for the first six months of 1990 is estimated to have been in 
deficit. As a result, net official reserves declined by SDR 86 
million compared with a targeted increase of SDR 14 million, and 
gross reserves fell to less than one month of nongovernment 
imports. 

3. While the programme had anticipated a surplus similar to 
that in 1989, the balance of payments for 1990 is now expected to 
lead to a reserve loss of some SDR 191 million. The current 
account deficit is projected at 5.8 per cent of GDP compared with 
4.4 per cent in the programme (This deficit excludes the planned 
leases of two planes by Kenya Airways, which the Government has 
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postponed pending the restructuring of the company). This 
deterioration follows a weaker trade position than estimated in 

1989, which contributed to a current account deficit of 7.4 per 
cent of GDP, 1.5 percentage points higher than estimated. 
Net capital inflows are forecast at 3.8 per cent of GDP, compared 
with 9.5 per cent in 1989. 

Part of the weak payments position in 1990 can be explained 
by the worsening trade account from continued adverse movements 
in the terms of trade. After a deterioration (in SDR terms) of 
some 9 per cent in 1989, the terms of trade are estimated to 
decline by a further 8 per cent during 1990, with falling coffee 
and tea prices and a sharp dip after August as oil prices rose. 
Other problems continued to affect exports. The volume of 

nontraditional exports fell substantially in 1989, in large part 
due to a 30 per cent drop in horticultural export volume as a 

result of heavy rains at the turn of the year, problems with air 
freight capacity, difficulties in importing packaging material, 
and the nonrenewal of one large trial order for pineapples. 
Recovery from this low base has been slow, although the 
Government has begun to address the removal of some institutional 
constraints on horticultural exports. The aftermath of vigorous 
import growth in 1989 also undermined the trade account during 
the early part of this year. Trade liberalization contributed to 
a structural increase in the demand for imports in the second 
half of 1989, including a buildup of inventories with continuing 
effects in 1990. An equally important source of the higher 
deficit was strong domestic demand, particularly by the public 
and parastatal sectors. Finally, the reserve loss in 1990 also 
reflects lower -than -expected inflows of cash assistance and 
import financing. 

4. The overall budget deficit for 1989/90 of 4.0 per cent of 
GDP was lower than the target of 4.2 per cent despite a 
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significant shortfall in some components of revenue. However, 
the overall deficit, excluding grants, at 6.5 per cent of GDP was 
marginally higher than in the programme reflecting larger -than - 
projected external grants in the first half of the fiscal year. 
Revenues from two new taxes --the presumptive tax on agricultural 
produce and the value-added tax-- were lower by Kshs 1.7 billion 
(0.9 per cent of GDP). However, this was offset chiefly by 
better than envisaged nontax receipts, including an interim 
dividend from 1990/91 of Kshs 1.3 billion in Central Bank 
profits. Notwithstanding, the revenue to GDP ratio was higher at 
24.1 per cent against the programme target of 23.7 per cent. 
User charges relating to agriculture, livestock, roads, health, 
and education services, which are intended to increasingly 
finance recurrent expenditures in the future, amounted to 1 per 
cent of GDP. 

Recurrent expenditure in relation to GDP was somewhat 
higher than in the programme, partly because of supplementary 
appropriations in April for the financing of higher salaries for 
the defence forces, increased enrollment in the universities, 
higher expenditures on national security, and greater than 
envisaged outlays on domestic interest. Because of strong 
pressures for employment growth, primarily to meet the demand for 
additional trained teachers with the implementation of the new 8- 
4-4 education system, as well as the decision of the Government 
to grant wage increases to the defence forces in April 1990, the 
structural benchmark to limit the wage and salary bill growth to 
7.5 per cent is estimated to have been exceeded. Mirroring 
partly the larger than programmed inflow of external grants, 
development expenditures also rose to 7.3 per cent of GDP in 
contrast with the programme target of 7.1 per cent. Dependence 
on domestic sources for financing the deficit was lower than 
envisaged in the programme, with net repayment to the banking 
system of 0.2 per cent of GDP. Reflecting continuing 
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difficulties in controlling and monitoring expenditures, the 
value of unpresented cheques at the end of 1989/90 exceeded the 
programme target of Kshs 1.1 billion by Kshs 0.2 billion. 

5. Overall domestic credit developments through the first 
half of 1990 were more expansionary than envisaged in the 
progranune. During the second quarter of 1990, steps were taken 
to tighten the stance of monetary policy. Accordingly, the 
ceilings on interest rates on deposits and on short- and long- 
term commercial banks loans were raised by one percentage point, 
effective April 1, 1990, to 13.5 per cent, 16.5 per cent and 19.0 
per cent, respectively; the ceiling on short term loan rates was 
raised by a further 0.5 percentage points to 17.0 per cent before 
end -August, 1990. Furthermore, the legal requirement that loan 
interest rates subject to ceilings be inclusive of all lending - 
related fees and charges was removed, thus allowing effective 
interest rates to exceed significantly the formal ceilings and, 

in effect, to be market -determined. Also, in order to control 
better money and credit aggregates, and to ensure compliance by 
the commercial banks with credit ceilings, the Central Bank of 

Kenya in May introduced an additional cash deposit scheme for 
commercial banks that exceed their credit ceilings. This deposit 
scheme should encourage the banks to place excess funds in 

government securities, and pave the way for the full 

implementation of open market operations. 

These measures notwithstanding, the recent change in the 
ceiling from domestic credit to net domestic assets (NDA) created 
monitoring difficulties for a number of large commercial banks; 
as a result, the NDA ceiling for end -June 1990 was exceeded by 
Kshs 1.6 billion, equivalent to 3.3 per cent of the stock of 
broad money at end -June 1989. Net domestic assets of the banking 
system grew by 13 per cent in 1989/90 (July -June) compared with 
11.2 per cent in the programme. Net credit to the Government 



increased by 5.7 per cent during this period, in contrast to the 
targeted 9.7 per cent. Net foreign assets were substantially 
lower than targeted; as a result, broad money expanded by 8.7 per 
cent in 1989/90, in contrast to the 10.4 per cent growth expected 
under the programme. 

6. External sector policies during the first half of 1990 
were in line with the original programme, although the worse 
outturn for 1989, once it was identified, has now required 
stronger measures for the last quarter of the year. The exchange 
rate was managed flexibly, depreciating by 11.8 per cent in real 
effective terms between end -December 1989 and end -September 1990, 
broadly in line with the terms of trade. Nonconcessional 
external borrowing contracted by the public sector in the 1-15 
year maturity range (as defined in Table 1) was US$150 million by 
mid -October, consistent with the programme limit of US$155 
million for the year. This included three 13 -year maturity 
loans, of a combined amount of Us$124 million, which had been 
mostly negotiated in the previous year when the maturity limit, 
for the purpose of the programme ceiling, was 12 years. 

7. The structural measures in the programme were also 
implemented as anticipated and the structural performance 
criteria relating to export promotion and import liberalization 
were both met. The 1990/91 budget, which was presented to 
Parliament in June, represents a strong commitment for the 
promotion of exports, particularly of nontraditional industrial 
goods. One element of the strategy is to open the trading system 
to promote competition. In line with the performance criterion 
under the second annual arrangement under the ESAF, quantitative 
restrictions on 35.4 per cent of eligible imports still subject 
to controls (according to the new classification system) were 
shifted to the liberalised category, and are now protected only 
by tariffs. The number of exports eligible for the Export 



Compensation Scheme was increased by nine new items, and 
improvements in the administration of the scheme have been 
announced to expedite payments. An exemption scheme for 
refunding duty paid on imported inputs to eligible exporters 
(targeting exporters of horticultural goods and agro-based 
products) has been gazetted and is backdated to be effective from 
September 1, 1990. 

Rules relating to the duty/VAT exemption scheme have 
recently been gazetted. A bill establishing the legal and 
administrative framework for Export Processing Zones has been 
tabled and is expected to be enacted by the end of 1990. Two of 
these zones have been identified as well as the general area of 
the third; the private zone in Nairobi is ready for occupancy 
and is expected to be in production by early 1991. 
Infrastructure work on the government zone in Nairobi, at Athi 
River, is to commence shortly and this zone is expected to be in 
production by mid -1992. 

Two measures are planned in an effort to alleviate the 
capacity constraint on airfreight for horticultural exports. 
First, the handling of air cargo at Jomo Kenyatta International 
Airport will be deinonopolized by mid -December 1990, thus allowing 
the cost of handling horticultural shipments to decline. Second, 
the base for the calculation of the import duty rate on imports 
delivered by air will be reduced, effective in the first half of 
1991, from 50 per cent of the air freight cost to 10 per cent. 
The latter measure will put air and sea freight costs on a more 
equal footing, thus providing a greater incentive for the 
chartering of cargo flights for horticultural exports. 

The IDA-f inanced study of the textile sector has been 
submitted and discussed with the Government, which is to adopt an 
action plan for the restructuring of the sector by no later than 
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end -January, 1991. This strategy should address the main 
constraints identified by the report --the inefficiency of 
publicly owned firms and cotton availability and quality --prior 
to removing constraints on textile imports. The budget has 
already announced measures to overcome bottlenecks to the 
availability of cotton; an auction system is to be introduced, 
ginneries are to be restructured and private ownership will be 
encouraged. Further progress was made in the removal of price 
controls, as 74 items under the General Price Control Order were 
decontrolled in mid -March 1990, and 6 additional items under the 
General Price Control Order and 9 items under the Specific Order 
were decontrolled in mid -June, 1990. 

8. The Government has continued its financial sector reform 
supported by a credit from IDA, that aims to increase the role of 
market forces in allocating financial resources and implementing 
monetary policy. Real interest rates continued to be positive 
during the first half of 1990. As part of the effort to 
strengthen the financial system, ten financial institutions were 
merged into the Consolidated Bank of Kenya in May, with financial 
backing by the Deposit Protection Fund. Stronger regulations on 
capital adequacy for banks and nonbank financial institutions 
have been issued by the Central Bank which would go into effect 
in early 1991. To encourage the expansion of equity markets, the 
Capital Market Authority was established in January to review the 
activities of the Stock Exchange and to establish rules to 
encourage more active trading. A Unit Trust (Amendment) Bill was 
tabled in June to encourage share trading by improving the tax 
treatment of purchases of unit trusts. 

9. In line with its policy to improve the efficiency of the 
agricultural sector, producer prices for coffee and tea will 
continue to be based on auctions, and committees established to 
expedite payments to farmers after delivery have led to 



elimination of payment delays. It is the policy of the 
Government to ensure that payment delays to farmers will not 
occur in the future. The Coffee Board has developed a strategy 
for handling and financing its stocks. 

Policies for 1990/91 

10. In the face of a sharp deterioration in the balance of 
payments and the substantially weaker external reserve position 
during 1990, the Kenyan Government has recently introduced a 
package of far-reaching and difficult policy measures, financial 
and structural, which should lead to the re-establishment of a 
more sustainable external position. In addition to a large 
increase in domestic petroleum prices in early September 1990 -- 
ranging from 31 to 49 per cent --the measures include a very 
sizable reduction in the budget deficit for 1990/91, sharp cuts 
in parastatal imports, a freeing of the treasury bill rate in 
order to enhance the Central Bank's capacity to conduct open - 
market operations, actions to strengthen tax administration, and 
measures to increase accountability of public enterprises. The 
Government will maintain this restrictive policy stance 
throughout the following fiscal year if the external situation 
continues to remain weak and the reserve position tight. 

In the external area, the Government is committed to continue 
the pace of trade liberalization, despite the very difficult 
external circumstances. Priorities will be established to reduce 
the level of government and parastatal imports for the remainder 
of 1990 and for 1991 in the context of a foreign exchange budget 
with indicative quarterly ceilings. The options on the leases 
for planes due to be delivered to Kenya Airways in 1990 and 1991 
will be postponed pending the restructuring of the company. The 
Government has also decided to limit the contracting of public 
borrowing on nonconcessional terms in 1991 to US$77.5 million 



(half the limit for 1990). With these policies and the more 
restrictive fiscal and monetary measures, the current account 
deficit should fall to some 5.8 per cent in 1990, and 4.3 per 
cent in 1991. While the reserve position will remain very 
difficult through the end of 1990 (at two weeks of nongovernment 
imports), reserves are targeted to rise to two months of 
nongovernment imports by the end of 1991. 

Fiscal policy 

11. In view of Kenya's unusually adverse external position, 
fiscal policy will aim at reducing the 1990/91 budget deficit 
from the original program target of 3.8 per cent of GDP (5.6 per 
cent, excluding grants) to 2.5 per cent of GDP (5.1 per cent 
excluding grants), and further to 2 per cent of GDP in 199 1/92 
(3.8 per cent, excluding grants), relative to 3.4 per cent in the 
original 1990 programme. In 1990/91, revenue as a share of GDP 
is projected at 23.3 per cent, while total expenditure and net 
lending is now expected to decline to 28.4 per cent, (relative to 
30.6 per cent of GDP in 1989/90), reflecting a significant 
cutback from the approved budget estimates for both recurrent 
spending and locally financed development expenditures. The 
budget deficit is to be financed from domestic nonbank and 
foreign concessional sources, with a repayment by the Government 
to the banking system of Kshs 2.5 billion (1.2 per cent of GDP). 
The level of unpresented cheques at the end of 1990/91 will 
remain unchanged at the end -June 1990 estimate of Kshs 1.3 
billion. 

12. As part of the 1990/91 budget (presented in June 1990), 
a number of discretionary revenue measures, with a net yield of K 
shs 1,068 million (0.5 per cent of GDP), have already been 
implemented to broaden the tax base and enhance the elasticity 
and equity of the tax system. The bulk of the revenue from new 
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measures was anticipated from higher excise duties on cigarettes, 
tobacco, and beer, some adjustments in the value-added tax, 
(including raising the general rate from 17 per cent to 18 per 
cent, and a higher tax rate on beer), and changes in income and 
profits tax bases. The revenue gain from these measures will be 
partially offset by the lowering and rationalization of import 
duty rates, as part of the ongoing reform of the tariff 
structure. 

Some major changes were also introduced in the area of taxes 
on income and profits; a current payment system from business 
income is to be phased in over five years, eventually requiring 
businesses to pay 75 per cent of the estimated annual tax at the 
end of the third quarter or end of the ninth month of a firm's 
financial year; the corporate income tax rate has been lowered 
further from 42.5 per cent to 40 per cent; tax holidays for ten 
years are being offered to attract foreign investment in the 
Export Processing Zones; and the tax on dividends has been 
lowered to promote the development of the capital market, in 

particular Unit Trusts. 

More recently, to achieve the revised budget deficit target, 
numerous nontax measures have been implemented that would yield 
an additional Kshs 650 million (0.3 per cent of GDP). The 
revenue from nontax sources will increase with higher -than - 
budgeted loan repayments and dividends by certain public 
corporations (Kshs 217 million), the partial recovery of tax 
arrears pertaining to teleconununication revenue (Kshs 250 
million), and previously unbudgeted repayments of past loans by 
some public enterprises (Kshs 184 million). In addition, 
certain discretionary tax measures, to be implemented by mid - 
November, will generate net revenue of about Kshs 900 million 
(0.4 per cent of GDP). 
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In line with the recent development in the international oil 
market, the Government was prompt in adjusting the prices of 
petroleum products by 31 to 49 per cent in early September. In 
order to continue the efforts to conserve energy, the Government 
is committed to not reduce retail petroleum prices and to capture 
any fiscal benefits accruing from a reduction in international 
oil prices in 1991. Should oil prices rise above the levels 
foreseen for the remainder of 1990 and for 1991, the Government 
intends to pass them rapidly through to the consumers. The 
Government has limited the revenue loss from import duty 
exemptions by canceling those in existence for more than five 
years, with the exemption of some granted on a case -by -case basis 
to diplomats, aid agencies (with respect to projects), charitable 
institutions, religious bodies, and handicapped persons. Most 
exemptions granted to parastatals will be eliminated immediately. 

13. The Government has moved rapidly to implement the new 
Value Added Tax (VAT) law. Despite the achievements to date, 
there is a need to address some remaining difficulties so as to 
further enhance VAT revenue generation. During the next two 
months, it intends to fill outstanding vacancies in middle 
management, and provide adequate accommodations and training 
facilities and the full complement of equipment and vehicles. 
With respect to computerization, the Government intends to 
finalize contractual arrangements for further computerization of 
the VAT Department by December 15. With respect to VAT 
enforcement, the Government will move in the next two weeks to 
establish an operating VAT tribunal. By end -December, it will 
begin to prosecute VAT defaulters (including parastatal 
enterprises) and those that have failed to register under the VAT 
Act and will take the enforcement actions required under the law. 
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14. In order to ease the pressure on the external current 
account, the Government, following a careful review of the 
budgetary allocations of the different ministries, has decided to 
cut both recurrent and locally funded development allocations by 
KShs 766 million and Kshs 1,135 million, respectively. These 
expenditure savings measures are expected to reduce demand for 
foreign exchange by about SDR 32 million in 1990/91, either 
directly or indirectly through their impact on private sector 
imports. A Treasury Circular has been issued to each affected 
Ministry to give effect to these budgetary cutbacks prior to the 
submission of the Supplementary Budget in February 1991. The 
Government is committed to staying within the agreed programme 
limits and will not approve any supplementary expenditures in 
1990/91, particularly of an ongoing nature, without a fully 
offsetting increase in tax effort, user charges, and/or cuts on 
other expenditure items. 

The overall share of recurrent expenditures is targeted to 
decline to 21.4 per cent of GDP, compared to 23.3 per cent in 
1989/90. In part, this reflects the Government's efforts to 
reduce the provision for transportation expenses, and the 
purchases of vehicles, plant and equipment included in the 
recurrent budget. A part of these cutbacks have been directed at 
public administration and defence expenditure and some effort has 
been made to insulate outlays directed at the more vulnerable 
groups (e.g., no cutbacks in the Ministry of Health's budget for 
transportation expenses). 

To limit the rate of growth of central government 
employment, the Government has recently issued a Treasury 
Circular to limit the unauthorized creation of new posts as well 
as the upgrading of positions and to freeze all vacancies 
unfilled for more than six months. The Government has also 
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recently reduced the number of authorized posts included in the 
1990/91 budget by 10,400 positions, which should result in 
budgetary savings of about Kshs 314 million. In its 1991/92 
budget, the Government intends to provide no further increase in 
the number of posts, other than those relating to the expansion 
of primary school teachers. Consistent with the Government's 
commitment to stabilize the level of civil service and teaching 
employment within the next few years, the Government will hire no 
more than 1,500 new graduates from the 1990 graduating class of 
the university system, and training institutions run by 
ministries will begin to limit their activities to in-service 
training. In order to ensure that the personnel expenditure 
targets are being adhered to, cash limits on the wage bill will 
be set and enforced for each ministry and the Teacher's Service 
Commission by end -l990. The recommendations of the Salary Review 
Commission appointed in July 1990 are expected in December 1990. 
The salary revision emanating from the Commission's 
recommendations will be made effective from July 1, 1991, and 
phased in over a three-year period. 

As a result of cutbacks in budgeted locally financed 
development outlays of about 16 per cent, total development 
outlays will decline to 7.0 per cent of GDP, relative to 7.3 per 
cent in 1989/90. Considerable efforts are also under way to 
strengthen the budgeting and implementation of development 
outlays. A detailed ministry -by -ministry project list is being 
prepared for the first time for 1990/91 and will be ready by 
December 1990. A similar exercise will be carried out for the 
1991/92 budget. A forward budget for the outlays for the period 
1990/91-1991/92 will be prepared, which will improve the quality 
of selection of development projects. A comparable project list 
is being prepared for the major nonfinancial state corporations 
for 1991/92. In the preparation of the 1991/92 budget, the 
Government will seek external assistance in reviewing and 
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assessing the relative economic merits of the major projects to 
be included in the public investment programme. In this 
connection, the Government will prepare, with the assistance of 
IDA, a public investment programme consisting of the capital 
expenditures of the Central Government and gradually increasing 
its coverage to a larger number of major nonfinancial state 
corporations. 

15. University education has claimed an increasing share of 
budgetary resources and is crowding out funds for both other 
levels of education as well as for the implementation of the 
Government's development strategy. To limit this growth in 
coming years, the Government intends to move from the present 
open-ended system of direct budgetary allocations to individual 
universities to a system whereby a flat grant is provided to an 
autonomous university commission fiscally responsible for the 
planning, management, and financing of the university system. In 
the interim, to limit the cost of university education to the 
budget, the intake to the university system will be restricted to 
8,000 in 1991. The Government intends to strengthen its existing 
in-service programmes in primary and secondary education, so as 
to ensure that as teaching posts at these educational levels are 
primarily filled with untrained teachers, the quality of 
education continues to be maintained at a high level. No 
teacher's training colleges will be established beyond those 
agreed with the World Bank. 

16. In the course of 1990, some changes were made to the 
plans for increasing user charges for health and education 
services. In the health sector, maternity fees were reduced in 
January and civil servants were exempted from paying outpatient 
charges in April. In August, outpatient charges were abolished. 
However, the Government remains committed to the progressive 
strengthening of the role of user charges, consistent with an 
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improved quality of medical care. With regard to education, in 
1991 fees will be levied so as to cover a significant portion of 
the tuition of university students, and a policy will be 
implemented to strengthen substantially the collection of loans 
from university graduates. 

17. In order to strengthen the expenditure control and 
monitoring system, and as recommended by a recent technical 
assistance mission of the Fund, the Budget Department of the 
Office of Vice -President and Ministry of Finance, effective from 
January 1991, will start monitoring non -wage, non -pension, and 
non -interest commitments of the major ministries. The coverage 
will encompass recurrent local and foreign purchase orders and 
development expenditures. The Department will also ensure that 
the different ministries adhere to the number of authorized posts 
agreed with the Fund. In addition, midyear and third-quarter 
reviews of the budget will be conducted to facilitate the 
introduction of corrective measures by a review committee. 

State corporations 

18. In August 1990, a major effort was initiated to 
establish an information system and database for all state 
corporations, that is, to provide regularly quarterly and annual 
indicators of economic and financial performance. On the basis 
of the information collected, the Government will extend the 
number of monitored state corporations from 10 to 20 by December 
1990. In order to improve the financial control and discipline 
of state corporations, the Government has further announced that 
it is no longer prepared to assume the defaulted foreign debt 
obligations of public enterprises without an investigation of the 
circumstances behind the payment default. For any state 
corporations that defaults in its foreign debt obligation, the 
Government will take appropriate action with respect to 
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addressing the payments difficulties of this corporation. 
Furthermore, financial data from commercial banks with 

respect to an initial sample of 15 state corporations (as agreed 
with the Fund staff) will be collected by the Office of the Vice 
President and Ministry of Finance with a copy sent to the Central 
Bank, beginning December 1. Each commercial bank will report on 
outstanding credit and loan payments due to it, loan payments 
received each month, deposit balance, overdraft position, and 
level of outstanding nonperforming debt. In addition, a UNDP 
-funded expert has been appointed to quantify, on a quarterly 
basis, the level of commitments and payments of debt owed by 
state corporations to the Government and to categorize loans that 
are performing and nonperforming. 

A draft policy framework paper for state corporations is 
under consideration and will be finalized by December 1990. This 
policy paper, besides setting forth the Government's policy, will 
facilitate designation of state corporations as either strategic 
or nonstrategic, and will identify candidates for privatization 
in 1991. Progress in the restructuring of the DFIs will be 
accelerated and the contracts with the six technical assistance 
experts on the management of assets and liabilities will be 
signed by December 1, 1990. Some amendments to the State 
Corporations Act have been proposed and will be submitted to 
Parliament by mid -November 1990 for ratification. Under the 
amended Act, the state corporations will be required to prepare 
and submit to the Office of the Vice President and Ministry of 
Finance annual budgets and exemption from the Act will be granted 
only on a case -by -case basis. 

19. As a part of the commitment to reduce imports and to 
correct external imbalances, the Office of the Vice President and 
Ministry of Finance has issued a Circular instructing all state 
corporations to cut back on self -financed imports, such as motor 
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vehicles, acquired directly from abroad and from local sources 
during the remaining part of 1990 and in 1991. It will enforce 
the implementation of this measure through a Treasury circular 
identifying the reductions, through a review by the Government 
Investment Division of the draft budgets of state corporations, 
and by the Treasury's participation on the boards of all state 
corporations. In this respect, the Foreign Exchange Allocation 
Committee, responsible for clearing foreign exchange requirements 
will not allow any low priority imports of state corporations. 
It is estimated that these steps will reduce imports by about SDR 
29 million during 1990/91 and the policy will be maintained 
during the remainder of 1991 to prevent a resurgence of imports 
by state corporations. 

20. During 1989/90, the Government had taken several steps 
to strengthen the financial position of Kenya Airways. Towards 
this end, in December 1989 Kenya Airways purchased/leased two new 
aircrafts and laid off 1,000 permanent employees in early 1990. 
An assessment of the financial and management operations of the 
airline was completed by an internationally reputable accounting 
firm in early 1990. Since then, a government -appointed committee 
has also studied the issue pertaining to the restructuring of the 
airline. An IDA-funded consultant has been asked to prepare an 
action plan for the restructuring of the airline by March 1991, 
to be implemented in April 1991. Purchases of aircraft in 1992 
will take account of the consultant's recommendations and will be 
subject to prior consultations with the Fund staff. Some 
additional measures have been initiated to strengthen the 
functioning of the company. Two experts on finance have been 
recruited internationally, some organizational changes have been 
effected, a UNDP-funded project is providing training to the 
staff, and some routes have been rationalized. 



Monetary policy 

21. During the remainder of 1990, the Government will 
continue 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. Interest rate liberalization will be 
furthered by active steps to develop a market for treasury 
securities. Accordingly, yields on treasury bills have been 
fully liberalized, effective November 15, 1990, allowing price to 
be set by a true and proper auction, thereby making these 
instruments attractive to investors. The amounts to be offered 
will be set in consultation with the Central Bank and take 
account of monetary policy considerations. The results of each 
treasury bill auction will be published in Reuters, indicating 
the amounts to be issued and redeemed, the range of rates 
accepted, and the weighted average rate. 

As regards treasury bonds, immediate efforts will be 
undertaken to establish an effective marketing and distribution 
system capable of broadening this market. Thus, the Central Bank 
will begin the floatation of bearer treasury bonds with 
maturities of one, two and five years through the Post Office 
Savings Bank before end -November, 1990, and will also begin to 
issue bearer bonds denominated in foreign exchange. With the 
liberalization of treasury bill and bond markets, the Central 
Bank intends to gradually move away from quantitative credit 
ceilings towards open -market operations as a more efficient means 
of controlling monetary aggregates. To facilitate the 
development of short-term money markets, secondary trading in 
treasury securities will be encouraged. In order to enhance the 
effectiveness of monetary policy, nonbank financial institutions 
(NBFI5) will be required to reduce the current three-month lag in 

19 



submitting their financial returns to the Central Bank of Kenya 
to no more than two months. 

22. Monetary policy in the period ahead will seek to 
maintain growth of domestic credit and liquidity, consistent with 
reducing inflationary pressures, and building up of reserves. In 
order to ensure compliance with the limits on the expansion of 
credit, the additional cash deposit ratio on the amount by which 
banks exceed their ceiling on NDA will be maintained at 20 per 
cent. Credit targets for the first half of 1991 will be as 
indicated in attached Table 1. These indicative targets, which 
will be reviewed at the time of the elaboration of the third 
annual arrangement under the ESAF in early 1991, are projected to 
be consistent with a stock of broad money at end -June 1991 
virtually unchanged from the end -June 1990 level. 

External and industrial policies 

23. The weak reserve position, coupled with no expected 
improvement in the terms of trade, has led the Government to take 
strong actions to improve the payments position through the end 
of 1991. Most of the burden of the higher current deficit and 
weaker capital account in 1990 is expected to result in a 
drawdown of reserves. The current account deficit is estimated 
at 5.8 per cent of GDP, compared with 7.4 per cent in 1989 --an 
improvement of 1.5 per cent of GDP similar to that originally 
programmed --and at 4.3 per cent in 1991. 

The main impetus for improvement is expected to come from 
lower imports both from strong restraint of direct and indirect 
imports by the public sector and from tight credit policies 
limiting private sector expenditures. Exports are expected to 
remain sluggish after the setback in 1989. Some improvement in 
the domestic competitiveness of nontraditional export production 
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is to be achieved during 1991 from efforts to reduce domestic 
costs, from the continued flexible management of exchange rate, 
and from the specific export incentives noted in paragraph 7. In 
particular, duty exemption on imported packaging, participation 
in the Export Processing Zone, and the removal of such 
institutional constraints such as limited air freight capacity, 
are expected to reverse the decline in horticulture export 
volumes and to lead to a 10 per cent growth in 1991. But the 
overall growth of the export sector will be dominated by weak 
international demand for coffee and tea, which is expected to 
contribute to a slackening in the volume of exports by domestic 
producers. 

As domestic currency prices for imports are likely to 
continue to be high and monetary and fiscal policies constrain 
demand, import volumes are expected to be significantly lower 
than earlier anticipated. First, as a result of the increase in 
domestic prices of petroleum products in early September, and 
significant demand contraction, zero growth of oil import volumes 
is expected for 1990, with a 2 per cent decline in the following 
year. Zero growth for 1990 would represent a considerable 
achievement given that the value of oil import approvals in the 
first half of the year was 24 per cent higher than that for the 
first six months of 1989, when annual imports grew by 3.1 per 
cent. 

Second, in order to increase the efficiency of public 
investment as well as to reduce pressure on the payments 
position, the Government has taken a number of steps to ensure 
that expenditures by the Central Government and state 
corporations are consistent with the foreign exchange constraint, 
given long-term investment needs (as also discussed in paragraph 
14); the measures being implemented should result in total 
savings of some SDR 116 million for 1990 and 1991. 
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Third, the planned leases of aircraft by Kenya Airways will 
not be made in 1990 and 1991, and future leases will be 
reconsidered in the light of the restructuring report which is 
due in early 1991. Fourth, while the liberalization of private 
imports will be maintained, some restraint on still -restricted 
items will be exercised until full liberalization in June 1991. 

With tourism continuing to grow strongly --rates of 10 to 11 
per cent in travel receipts (in SDR terms) are expected this 
year --the improved current account position will be largely 
financed by concessional official capital inflows. To reduce 
debt servicing costs, commercial borrowing will be reduced, while 
imports contingent on some already contracted loans will be 
delayed where related investments do not receive priority. 

To monitor the impact of these steps, and signal the need for 
further actions when necessary, a foreign exchange budget has 
be'en prepared with indicative quarterly ceilings on foreign 
exchange spending by the Central Government and state 
corporations, consistent with a reserve accumulation target of 
some SDR 200 million during 1991. Achievement of this target 
will bring gross foreign exchange reserves to two months of 
nongovernment imports by the end of the year. The Government 
will monitor the movement in gross official reserves closely and 
in the event that the reserve position deteriorates significantly 
from the reserve accumulation path targeted under the programme, 
the Government will promptly consult with the Fund staff. 

24. Most of the improvement in the payments position is 
expected to come from restraint on demand, particularly by the 
public sector. However, exchange rate policy will be combined 
with supportive fiscal and monetary policies to strengthen the 
domestic incentives for export production in conjunction with the 
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measures taken to reduce anti -export bias. As noted above, given 
the current foreign exchange constraint and the need to reduce 
future debt -servicing costs, the Government has decided to limit 
the contracting of public borrowing on nonconcessional terms in 
1991 to US $77.5 million (of which US $55 million is earmarked 
for the Nzoia Sugar Project). In the event of a serious 
deterioration in the external security situation, the Government 
intends to consult with the Fund staff to review the 
nonconcessional debt ceiling. 

Professor Georg a1 

Vice -President an 

Minister jor Finance 

"¼ 
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Eric C. Kotut 
Governor 
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APPENDIX I 

ATTACHMENT 

Table 1. Kenya: Performance Criteria and Benchmarks of the 
Second Annual Arrangement Under the Enhanced 
Structural Adjustment Facility 

1989 1990 1991 

December June Sept1' Dec" March June 
actual actual revised indica indica 

tive tive 
target target 

Quantitative performance (In millions of Kenya Shillings) 

Net domestic assets 2/3/54,428 58,150 58,610 62,300 60,700 61,300 Net bank crçcji to the 
government i/ 4/ 12,671 15,143 17,110 21,729 17,729 13,229 

Memorandum Items: 
Net bank credit to the 
government in 
monetary survey 17,481 

Less: CSFC 4,040 
Less: Debt assumed 
from parastatals 770 

New nonconcessional ext- 
ernal loans or leases 
contracted 2ç guaranteed 

the Govt1 (Cumulative 
r calendar year) 

a. 1-15 years maturity 167.0 
b. Short-term credits 

of less than on 
year's maturity°/ - 

20,414 21,920 27,000 
3,847 4,040 3,847 

1,424 770 1,424 

23,000 18,500 
3,847 3,847 

1,424 1,424 

(In millions of US dollars) 

71.0 155.0 150.2 77.5 77.5 

Quantitative benchmark (In millions of SDRs) 
Minimum stock of net 
official i7nternational 
reserves7' -60.3 -146.6 -55.3 -240.0 -215.0 -205.0 

Source: Memorandum attached to the letter of request of Kenyan authorities of March 28, 1990. 
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1/ Quantitative benchmarks 

2/ Net domestic assets of the banking system is broad money minus net foreign assets of the banking system. 
3/ This target will be adjusted downwards to the extent that net external financing of the deficit during the July 1990 -June 1991 period, excluding A -in -A financing, exceeds Kshs 3,900 million, or to the extent that domestic nonbank financing exceeds Kshs 1,300 million. Such net external financing is defined to include all cash loans received by the Paymaster General's Account during this period. 
4/ Net credit to the Government is net credit to the Government from the Snking sector. The ceiling excludes the operations of the Cereals and gar Finance Corporation (CSFC) (Kshs 3,847 million), and the amount of public enterprise debt (Kshs 1,424 million) assumed by the Government by June 1990 and reclassified from outstanding private sector credit. For the purpose of the calculations of this ceiling, these amounts of Kshs 3847 million and Kshs 1,424 million will be assumed as constant through the programme period ending June 1991. 

5/ In addition to nonconcessional borrowing contracted or guaranteed by the Government, this ceiling also applies to the borrowing of all state corporations (including cases where their borrowing is associated with a "letter of awareness" from the Government), as well as leases. For the purposes of this definition, a loan or lease is noncocessional if it has a grant equivalent of less than 25 per cent. Grant equivalence shall be determined by reference to published DAC tables and is a function of the interest rate, grace period, and maturity. "Maturity" is defined as the sum of the grace period and the terms of payment. For purposes of ,verting new nonconcessional external loans into U.S. dollars, the U.S. lar exchange rates cabled to the Central Bank of Kenya from the Federal Reserve Bank of New York for January 2, 1990 will be used. For 1991, this ceiling assumes that US$ 55 million is earmarked for the Nzoia Sugar Project. 

6/ Other than normal import -related credits, this limit also excludes nonguaranteed borrowing by the Coffee Board of Kenya associated with short- term trade financing. 

7/ Net official international reserves are defined as the Central Bank of Kenya's foreign reserve assets (SDRs, gold, and foreign exchange holdings) plus government foreign exchange holdings with Crown Agents; plus Kenya's reserve position with IMF; less CBK liabilities to external banks; less net use of Fund resources. 
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DOCUMENT OF INTERNATIONAL MONETARY FUND AND NOT FOR PUBLIC USE 

EBS/90/64 
Supplement 2 

CONFIDENTIAL 

May 3, 1990 

To: Members of the Executive Board 

From: The Secretary 

Subject: Kenya - Enhanced Structural Adjustment Facility - 
Second Annual Arrangement 

Attached for the records of the Executive Directors is the text 
of the second annual arrangement for Kenya under the enhanced structural 
adjustment facility as agreed at Executive Board Meeting 90/68, April 30, 
1990. 

Att: (1) 



Kenya --Second Annual Arrangement Under 
the Enhanced Structural Adjustment Facilit 

Attached hereto is a letter dated March 28, 1990, with an attached 
memorandum on the economic and financial policies of the Government of 
Kenya from the Minister for Finance and the Governor of the Central Bank 
of Kenya, requesting from the International Monetary Fund the second 
annual arrangement under the three-year arrangement and setting forth 
the objectives and policies of the program to be supported by the second 
annual arrangement. 

To support these objectives and policies, the Fund grants the 
requested arrangement in accordance with the following provisions, and 
subject to the Regulations for the Administration of the Structural 
Adjustment Facility and the Instrument to Establish the Enhanced 
Structural Adjustment Facility Trust: 

1. Under the second annual arrangement: 

(a) the first loan, in an amount equivalent to SDR 40,233,334, 
will be available on May 15, 1990 at the request of Kenya; and 

(b) the second loan, in an amount equivalent to SDR 40,233,333, 
will be available on November 15, 1990 at the request of Kenya 
subject to paragraph 2 below. 

2. Kenya will not request disbursement of the second loan specified in 

paragraph 1(b) above: 

(a) if the Managing Director finds that at the end of June 1990 

(i) the limit on net domestic assets of the banking 
system referred to in paragraph 31 of the memorandum and specified in 
Table 1 attached to it was not observed, or 

(ii) the limit on net credit to the Central Government by 
the banking system referred to in paragraph 31 of the memorandum and 
specified in Table 1 attached to it was not observed, or 

(iii) the limit on contracted or nonconcessional external 
loans guaranteed by the Government referred to in paragraph 31 of the 

memorandum and specified in Table 1 attached to it was not observed, or 

(iv) the limit on short-term loans contracted or 
guaranteed by the Government referred to in paragraph 31 of the 
memorandum and specified in Table 1 attached to it is not observed 

(v) the implementation of the import liberalization 
program described in paragraphs 27 and 32 of the memorandum was not 
carried out; or 
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(vi) the implementation of export measures described in 
paragraphs 27 and 28 of the memorandum was not carried out; or 

(b) if Kenya 

(i) imposes or intensifies restrictions on payments and 
transfers for current international transactions, or 

(ii) introduces or modifies multiple currency practices, 
or 

(iii) concludes bilateral payments agreements which are 
inconsistent with Article VIII, or 

(iv) imposes or intensifies import restrictions for 
balance of payments reasons; or 

(c) until the Fund has determined that the midterm review of 
Kenya's program referred to in paragraph 33 of the memorandum has been 
completed. 

If the Managing Director finds that any of the performance cLauses 
that have been established in or under this paragraph 2 have not been 
met, the second loan specified in paragraph 1 above may be made avail- 
able only after consultation has taken place between the Fund and Kenya, 
and understandings have been reached regarding the circumstances in 
which Kenya may request that second loan. 

3. Before approving the third annual arrangement, the Fund will 
appraise the progress of Kenya in implementing the policies and reaching 
the objectives of the program supported by the second annual arrange- 
ment, taking into account primarily: 

(a) the indicators referred to in paragraphs 7 and 11 of the 
attached memorandum; 

(b) imposition or intensification of restrictions on payments and 
transfers for current international transactions; 

(c) introduction or modification of muLtiple currency practices; 

Cd) conclusion of bilateral payments agreements which are incon- 
sistent with Article VIII; and 

(e) imposition or intensification of import restrictions for 
balance of payments reasons. 

V 
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4. In accordance with paragraph 3 of the attached letter, Kenya will 
provide the Fund with such information as the Fund requests in connec- 
tion with the progress of Kenya in implementing the policies and reach- 
ing the objectives supported by these arrangements. 

5. In accordance with paragraph 4 of the attached letter, during the 
period of the second annual arrangement, Kenya will consult with the 
Managing Director on the adoption of any measures that may be appro- 
priate at the initiative of the Government of whenever the Managing 
Director requests such a consultation. Moreover, after the period of 
the second annual arrangement and while Kenya has outstanding financial 
obligations to the Fund arising from loans under that arrangement, Kenya 
will consult with the Fund from time to time, at the initiative of the . Government or whenever the Managing Director requests consultation on 
Kenya's economic financial policies. These consultations may include 
correspondence and visits of officials of the Fund to Kenya or of 
representatives of Kenya to the Fund. 
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Nairobi, March 28, 1990 

Mr. Michel Camdessus 
Managing Director 
International Monetary Fund 
Washington, D.C. 20431 
U.S.A. 

Dear Mr. Camdessus, 

1. The objectives of a three-year programme of economic and financial 
adjustment are set out in the policy framework paper (PFP) for the 
period January 1990 -December 1992, which was prepared in collaboration 
with the staffs of the Fund and the World Bank and which is being 
transmitted to you herewith. 

2. The attached Memorandum on Economic and Financial Policies of the 
Government of Kenya, based on the PFP referred to above, sets out the 
objectives and policies that the Government intends to pursue in the 
three-year period beginning January 1, 1990, and the objectives and 
policies for the second annual programme thereunder. In support of 
these objectives and policies, the Government of Kenya hereby requests, 
the second annual arrangement under the three-year arrangement under the 
enhanced structural adjustment facility (ESAF), in an amount equivalent 
to SDR 80.5 million (56.7 percent of quota). 

3. Kenya will provide the Fund with such information as the Fund 
requests in connection with Kenya's progress in implementing the 
economic and financial policies and achieving the objectives of the 
programme. 

4. The Government beLieves that the policies and measures set forth in 
the attached Memorandum on Economic and Financial Policies are adequate 
to achieve the objectives of its programme, but will take any further 
measures that may become appropriate for this purpose. During the 
period of the second annual arrangement, Kenya will consult with the 
Managing Director on the adoption of any measures that may be appro- 
priate, at the initiative of Kenya or whenever the Managing Director 
requests such a consultation. Moreover, after the period of the second 
annual arrangement and while Kenya has outstanding financial obligations 
to the Fund arising from Loans under that arrangement, Kenya will con - 
suit with the Fund from time to time, at the initiative of the Govern- 
ment or whenever the Managing Director requests consultation on Kenya's 
economic and financial policies. 

V 



- 5 - ATTACHMENT I 

5. In addition, Kenya will conduct with the Fund a midterm review of 

its second annual programme. The review, expected to be completed by 

the end of November 1990, will assess the budget for 1990/91 and the 

implementation of the program and agree on targets for net domestic 

assets and net credit to the Government for the second half of fiscal 

year 1990/91. 

Sincerely yours, 

Professor George Saitoti 
Vice President and 

Minister for Finance 

Eric C. Kotut 
Governor 

Central Bank of Kenya 

Attachment: Memorandum on Economic and Financial Policies 
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Memorandum on the Economic and Financial 
Policies of the Government of Kenya 

1. In the face of deteriorating financial and economic conditions, in 
late 1987 Kenya adopted a major stabilization and structural adjustment 
programme supported by an 18 -month stand-by arrangement and arrangements 
under the structural adjustment facility. The major elements of the 
adjustment programme were successfully implemented during 1988, and its 
objectives with respect to growth, financial stability, and the external 
sector were to a large extent achieved. Concurrently, the Government 
began introducing important structural reforms in agriculture, industry, 
and international trade, the financial sector, government expenditure, 
and public enterprises. In early 1989 the Government requested that the 
programme for 1989-91, which would broaden and reinforce the adjustment 
process, be supported by arrangements under the enhanced structural 
adjustment facility (ESAF). On May 15, 1989, arrangements under the ESAF 
were approved by the Fund, with a total access of SDR 241.4 million. 

Programme implementation during 1989 

2. During 1989, the first year of the Fund -supported programme under 
the ESAF, elements of the adjustment programme were implemented and all 
end -September 1989 performance criteria were met, as were most of the 
benchmarks for the year. Preliminary data for 1989 indicate that the 
real GDP growth rate was on target at about 5 percent --despite less 
favorable weather conditions at the beginning of 1989, and lower - 
than -anticipated coffee production. The end -period inflation rate of 
10.1 percent, while representing a slight deceleration from 10.4 percent 
in 1988, was higher than the 8 percent programmed, largey because of 
greater -than -targeted growth in broad money. Gross domestic expendi- 
ture is estimated to have increased from 105.1 percent of GDP in 1988 to 
105.9 percent of GDP in 1989, refLecting an increase of 1.7 percentage 
points in gross domestic investment, to 25.3 percent of CDP in 1989, 
largely on account of the leasing of aircraft by Kenya Airways, and 
higher private sector gross fixed capital formation. Consumption 
declined by 0.9 percentage point to 80.6 percent of CDP on account of 
lower private and public consumption. Accordingly, national saving is 
estimated to have risen from 15.4 percent of GDP in 1988 to about 
16.5 percent in 1989. 

3. The overall budget deficit on a commitment basis in 1988/89 (JuLy- 
June), at 4.6 percent of GDP, was slightly above the programme target of 
4.5 percent. Excluding grants, the deficit was 6.9 percent of GDP, 
equal to the programme target. In relation to GDP, both revenue and 
expenditure were lower than estimated in the revised programme. At 
22.9 percent of CDP, revenue fell short of earlier estimates, reflecting 
lower -than -expected collection of import duties and sales tax, and to 
some extent user charges. Expenditure was lower than programmed in both 
the recurrent and capital categories. For recurrent expenditure, the 
larger -than -budgeted wage bill was more than offset by lower spending on 
operations and maintenance; and the lower -than -projected capital expen- 
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diture was associated with a somewhat lower rate of project implementa- 

tion. The cash deficit, at 3.5 percent of CDP, was substantially below 

the commitment deficit, almost wholly reflecting a buildup in the stock 

of unpresented cheques by about K Sh 1.8 billion (about 1.1 percent of 

GDP) which was monetized in early July 1989. Adjusting for the liquida- 

tiori of these cheques results in a cash deficit of 4.6 percent of CDP. 

External sources accounted for about half of the financing while recourse 

to the domestic banking system (incLusive of the liquidation of the 

K Sh 1.8 bilLion unpresented cheques) was about 1.3 percent of GDP; the 

nonbank sector financed the remainder of 0.9 percent of CDP). 

4. Broad money grew by 17.8 percent in calendar year 1989 compared 

with the programme target of 11.6 percent. This rate of expansion of 

liquidity was largely a result of a 14.1 percent increase in net 

domestic assets, accounting for a 15.2 percent rise in relation to the 

stock of broad money at end -1988. Net credit to the Covernment declined 

by 5.6 percent (unadjusted for the sale of over K Sh 2.7 billion (net) 

of Treasury bills at end -December), far below the 17.4 percent growth 

expected in the programme. "Other items net" were considerably higher 

than in the programme. Credit to the nongovernment sector grew by 

17.9 percent (6.4 percent in the programme) with private sector credit 

rising by 22.1 percent. In an attempt to tighten monetary policy, the 

minimum commercial banks' saving deposit rate and the maximum lending 

rate for loans of three years or less were raised in November 1989 by 

0.5 percentage point to 12.5 percent and 15.5 percent, respectively, 

following substantial increases in lending and deposit rates in April. 

The maximum Lending rate of 18 percent was applied to loans of more than 

three years. 

5. Performance in the external sector was weaker than programmed 

during 1989, particularly during the final quarter of the year. The 

overaLl balance of payments surplus was some SDR 6 million below the 

target of SDR 58 million and as a consequence, the increase of 

SDR 33 million in gross reserves was short of the SDR 40 million 

target. This still represented a reversal of the overall deficits of 

the previous two years. The stronger -than -anticipated capitaL account 

included larger disbursements by multilateral organisations of balance 

of payments financing and the counterpart for leases by Kenya Airways 

for two aircraft in December 1989. These inflows virtually offset the 

weaker current account position and contributed the major share of 

budget financing in calendar year 1989. The current deficit, including 

official transfers and excluding the aircraft leases, was 4.5 percent 

of GDP ---0.8 percentage point below the 1988 ratio, and 0.5 percentage 

points higher than originally anticipated. Including the leases, the 

deficit-to-CDP ratio was 5.9 percent. The larger current deficit in 

SDR terms reflected weaker trade performance. Lower export revenues 

were mainly due to the 30 percent fall in coffee prices and sluggish 

volumes of oil exports to neighbouring countries. The impact of these 

two effects was partially offset by tea exports, which grew by about 

17 percent in volume terms, while other export volumes, notably horti- 

culture, also continued to exhibit strong real growth. Import growth 
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rose by 3 percent in real. terms, and an average price increase of over 
18 percent in shilling terms led to both public and private import 
values that were above target levels. Public sector imports rose in 
volume terms by about 24 percent, partly reflecting the leases of the 
airplanes by Kenya Airways. Private non -oil imports remained unchanged 
in volume terms, despite the continued liberalization of import 
controls. Oil import values rose slightly as the lower prices of 1988 
were reversed and voLumes stagnated. Official transfers were some 
SDR 36 million lower than predicted, as disbursements under foreign 
financed projects were slower than had been anticipated. Kenya con- 
tinued to pursue the flexible exchange rate policy agreed under the 
programme during 1989 to maintain external competitiveness while the 
second phase of the import liberalization programme was completed. 
Between December 1988 and December 1989, the Kenya shilling depreciated 
by 7.2 percent in real effective terms. 

6. Progress continued to be made in 1989 in implementing the 
structural policy measures of the programme. In the agricultural 
sector, the annual review of producer prices was undertaken and producer 
prices for grain were raised; a cotton pricing system based on auction- 
ing is being implemented; progress was made in developing a food 
security plan; and the financial restructuring of the National Cereals 
and Produce Board (NCPB) was virtually completed. Initial steps were 
also taken to restructure other public enterprises. A number of 
important measures were adopted in 1989/90 in the fiscal area. These 
included the elimination of the export tax on coffee and tea, the 
adoption of a presumptive tax on the value of gross sales of agricul- 
tural produce, the Lowering of the effective corporate tax rate as well 
as the top rate of the personal income tax, the introduction of user 
charges in the health sector, adoption of a bank loan scheme for 
university students, and passage of legislation substituting a value- 
added tax (VAT) for the manufacturing sales tax at the beginning of 
1990. Specific incentives to promote the efficiency of the industrial 
sector concentrated on consolidating the reform of the trade system by 
completing the second phase of the import Liberalization programme. In 
mid -1989, quantitative restrictions were lifted on items in Sched- 
ule IIIB for imports, which consists of about 11 percent of all import 
items and about 5 percent of import values (in 1986/87 terms). Since 
Schedules I, II, and lilA had been Liberalized in 1988, aLmost 70 per- 
cent of all items and 93 percent of import values are now unrestricted 
and carry tariffs as the sole form of protection. The import licensing 
system was made more transparent in February 1989. As a result, the 
time between the application for a license and the approval of the 
foreign exchange allocation has been considerably shortened, from over 
six months to about three weeks. The combined import -weighted average 
tariff for goods in Schedules I and II has been reduced and the number 
of tariff categories cut from 17 to 12. Consequently, the structural 
performance criterion relating to the implementation of the import 
liberalization programme and the development of an effective system for 
monthly monitoring of its operations was met before end -September. In 
the area of price controls, with the decontrol of prices for fertilizer, 
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animal feed, and soft drinks, the number of categories under the Price 
Control (General) Order was reduced from 20 to 18. In the financial 
sector, an action plan has been prepared with IDA assistance and 
approved for restructuring development finance institutions; a revised 
Banking Act was passed by Parliament, and in late 1989 the Capital 
Markets Authority (CMA) was established. 

II. Obiectives and Policies for 1990-92 

7. As indicated in the updated policy framework paper (PFP), the 
Government's overall objectives over the medium term are to achieve a 
sustained noninflationary real GDP growth rate that is higher than the 
population growth rate and to provide productive employment for the 
country's rapidly growing labor force. The Government's strategy 
stresses the important roLe of the private sector in revitalizing the 
economy and the need for the Government to establish market -based 
incentives to promote private sector activity. To achieve these 
objectives, the programme for 1990-92, supported by ESAF arrangements 
from the Fund, will emphasize increased productivity in agriculture, and 
the restructuring of industrial incentives to reduce the existing 
antiexport bias and to improve export competitiveness. 

8. The key macroeconomic objectives for the 1990-92 programme are 
(a) to achieve an annual rate of growth of real GDP of over 5 

(b) to reduce the rate of inflation, on an end -period basis, from 
10.1 percent in 1989 to about 5 percent by 1992, which would correspond 
to the level expected of Kenya's major trading partners in 1992; (c) in 
order to maintain a viable balance of payments, to reduce the external 
current account deficit from 5.9 percent of GDP in 1989 (4.5 percent of 
GDP excluding aircraft leases, and 8.6 percent of GDP excluding grants) 
to about 3.6 percent of GDP in 1992 (5.2 percent of GDP, excluding 
grants); (d) to lower debt service as a ratio of exports of goods, 
nonfactor services, and private transfers from 31 percent in 1989 to 
below 25 percent in 1992; and (e) to build up gross reserves from the 
equivalent of 2.2 months of nongovernment imports in 1989 to 3.0 months 
of nongovernment imports in 1992. 

9. Accordingly, the investment -saving gap would be narrowed. During 
1990-92 gross domestic investment would stabilize at about 25 percent of 

GDP but its composition would change, with an increasing share of 
private sector investment, and a higher efficiency of investment as 
distortions are removed. National saving would rise from about 
16.5 percent of GDP in 1989 o about 19 percent of GDP in 1992 with 
about equal increases in both private sector saving and government 
saving. To achieve these objectives, the mix of financial policies will 
emphasize financial restraint and increasing productivity in the public 
sector, strengthen returns to domestic saving, ensure that the stance of 
monetary policy is consistent with the inflation and the external 
targets, and pursue an exchange rate policy that maintains competitive- 
ness. In particuLar, the central government overaLL cash deficit will 
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be steadily reduced from 4.2 percent of GDP in 1989/90 (6.4 percent of 

GDP, excluding grants) to 3.8 percent of GDP in 1990/91 (5.6 percent of 

GDP, excluding grants) and to 3.4 percent of GDP by 1991/92 (4.9 per- 

cent, excluding grants). 

10. Consistent with these financial policies, structural reforms will 

continue to be carried Out Ifl key areas. These reforms will emphasize 
new initiatives in the promotion of exports, and the reduction of anti - 

export bias in the continued liberalization of imports; the restruc- 

turing of government expenditure by restraining the rate of growth of 

overall personnel expenditure and, in the priority economic and social 

sectors, by increasing the share of outlays on nonwage operations and 

maintenance; the extension of the VAT to additional services and the 

strengthening of the tax administration system; the restructuring and 

revitalision of financial and nonfinancial public enterprises; continued 

financial sector reform; and price decontrol. 

III. Programme for 1990 

11. The Covernment's programme for 1990 seeks to achieve a real GDP 

growth rate of 5.2 percent, lower the rate of inflation to 7.5 percent 

in 1990, and narrow the external current account deficit (excluding the 

leases) to 4.4 percent of GDP. To achieve these objectives, the 

programme provides for a reduction in the overall budget deficit and a 

tightening of the monetary stance, supported by an appropriate exchange 

rate policy. To encourage a restructuring of the economy over the 

medium term and a broadened basis for growth, the programme aims to 

diversify export production and to reduce distortions in the external 

and industrial sectors. 

a. Fiscal policy 

12. The overall budget deficit for 1989/90 is programmed at 4.2 percent 

of GDP (6.4 percent, excluding grants), which represents a further 

tightening of the fiscal stance relative to the budget deficit on a 

commitment basis at the end of 1988/89 (4.6 percent of GDP). Revenues 

will rise as a share of GDP, from 22.9 percent in 1988/89 to 23.7 per- 

cent of revised GDP, just short of the initially -programmed target of 

24.1 percent of CDP. This reflects some delays in the introduction of 

the presumptive tax on agricultural products, some transitional costs in 

moving from a sales tax to the VAT, and the ambitious original programme 

targets for collection of import duties under import Liberalization. 

User charges play a greater role in financing recurrent outlays, rising 

from about 0.6 percent of CDP in 1988/89 to 1.3 percent, with increased 

tariffs in agriculture, livestock, roads, health, and education. The 

overall expenditure share in revised GDP is projected at 30.1 percent, 

compared with the original programme target of 30.9 percent of CDP, 

largely owing to a reduced pace of absorption of deveLopment 

expenditures. Foreign financing of the deficit will be higher than 

originally projected, reflecting higher programme loan assistance. A 
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strong effort will be made to mobilize nonbank resources through the 
sale of Treasury bonds and bills. In addition to increasing the 
attractiveness of the yields of these instruments, greater publicity 
will be given in the media to the effective yields offered in recent 
Treasury auctions. Bank financing of the deficit will be heLd to 

0.5 percent of GDP in 1989/90, less than originally anticipated in the 
programme. The Government recognizes that meeting quantitative fiscal 
targets by an increased float or delays in the preparation of vouchers 
is inconsistent with the objectives of the programme. Therefore, the 
Level of unpresented cheques at the end of 1989/90 will not exceed 
K Sh 1.1 billion, the Level at end -1987/88. 

13. Recurrent expenditures are likely to fall somewhat below the 
programme target of 23.1 percent of GDP. Difficult measures have been 
implemented relating to the structural benchmark calling for limiting 
wage and salary bill growth to 7.5 percent, including a freeze on 
vacancies exceeding six months as well as in the number of lower level 
posts, and a decision not to grant a salary revision, despite a cumula- 
tive inflation of almost 30 percent over the last three years and 
67 percent since the last salary review in 1983. Nevertheless, the 
pressures for employment growth are strong, primarily as a result of the 
implementation of the new 8-4-4 education system, and the attendant 
demand for additional trained teachers. Regrettably, the overall wage 
and salary bill will grow by about 11 percent in 1989/90. In order to 

increase productivity in the priority economic and social sectors 
(livestock, agriculture, water supply, health, and roads), efforts were 
made to redress the imbalance between wages and nonwage operation and 
maintenance (O&M) expenditure in the budget. To facilitate analysis of 
expenditure, an economic classification of the budget has been prepared 
and a monthly system for the monitoring of wages and operating expenses 
is being developed. To control expenditure, a Parliamentary Committee 
is reviewing possible sanctions to apply in cases where ministerial 
outlays rise above authorized budget limits. With respect to develop- 
ment expenditure, the Government intends to take advantage of the avail- 
ability of additional concessional external financing for meritorious 
projects, as long as such investments are compatible with the overall 
macroeconomic framework and the need to finance the future costs of O&M. 
In this context, the Government has postponed a number of lower priority 
projects and slowed the rate of project absorption so as to restrain 
development spending to well below the programme target of 7.6 percent 
of GDP. 

14. Consistent with the medium -term policy framework and the need to 
tighten the stance of fiscal policy, the 1990/91 budget deficit will be 
reduced to 3.8 percent of GOP (5.6 percent of GDP, excluding grants). 
Revenue as a share of GDP is expected to rise to 24.1 percent. Total 
expenditure and net lending is budgeted to decline to about 29.7 percent 
of GDP, wholly reflecting sLower growth in recurrent spending. Develop- 
ment outlays are targeted to rise to 7.2 percent of GDP. The deficit 

will be financed largely from domestic nonbank and foreign concessional 
sources. Bank financing of the deficit will be limited to about 
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K Sh 650 million, or 0.3 percent of GDP. The nonbank financial sector 

is expected to finance about two thirds of the domestically financed 
deficit. 

15. Tax policy will focus on broadening the tax base and enhancing the 

elasticity, efficiency, and equity of the tax system. In particular, 

the Government will continue replacing the sales tax with a VAT. The 

institutional capacity for tax policy analysis will be strengthened, and 

computerization and other administrative improvements will be introduced 

in the Income Tax, Sales Tax, and Customs and Excise Departments, under 

the Tax Modernization Project supported by UNDP and other donors. Cost - 

sharing will be broadened and extended to other services. 

16. In formulating the 1990/91 budget, the Government recognizes the 

need to decrease the overall share of recurrent expenditures in order to 

reduce the overall budget deficit, while maintaining the important role 

of the government development budget in promoting overall economic 

growth. To contain the growth of wages and salaries, a significant 

effort will be made to reduce further the rate of growth of government 

employment; civil service employment growth in the published 1990/91 

estimates will be limited to 2 percent above the number of posts 

authorized in the 1989/90 budget, and the increase in the number of 

teachers employed by the Teachers Service Commission will not exceed 

8 percent of the level outstanding on February 1, 1990. Together with 

the normal salary increments of 4 percent, the combined wage and salary 

bill of the Central Government will rise by no more than 9 percent in 

1990/91. In the event of a salary revision award, the Government will 

undertake to begin the disbursement of such awards only in 1991/92. To 

ensure that the personnel expenditure targets are adhered to, cash 

limits on the wage bill will be set and enforced for each Ministry and 

the Teachers Service Commission. External assistance is increasingly 

being sought for the funding of operating expenses in the deveLopment 

budget (notably in the areas of agriculture, livestock, and water 

supply). Sectoral norms are being developed for defining appropriate 

staffing and nonwage inputs for different types of public services in 

key priority areas. By the end of 1990, the monthly monitoring and 

reporting system for the wage bill and operating expenses should be 

operational. Considerable efforts are also under way to strengthen the 

budgeting and implementation of development outlays. Progress in 

improving the project appraisal and investment budgeting process and in 

the preparation of a public sector project list wiLl be key elements in 

ensuring a high productivity programme. A detailed ministry -by -ministry 

project list has been prepared for the first time for 1990/91, with a 

forward budget for proposed outlays for the period 1990/91-1992/93, 

permitting a more rational selection of development projects and a focus 

on more rapid implementation of ongoing projects. A comparable project 

list has begun to be prepared for the major nonfinancial parastatals in 

1990/91. In preparing for the 1991/92 budget, the Government will seek 

externaL assistance in reviewing and assessing the relative economic 

merits of the major projects included in the public investment 

programme. 

I 
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b. Public enterprises 

17. In recent years, the Government has taken steps to clarify both the 

financial situation of parastatals and the Government's relationship 
with them. In 1989/90, with assistance from the Fund, a major effort 
has been initiated to establish an information system and database for 
an initial core group of enterprises, which will provide quarterly and 
annual indicators of economic and financial performance. Monitoring of 
the budgetary impact of enterprises has already been undertaken for ten 
large enterprises, and such monitoring will be extended in 1990 to 

another ten enterprises. The Government will also clarify its position 
as a creditor of state corporations by quantifying, on a quarterly 
basis, both their commitments and actual payments of debt service. In 

1990, a policy framework paper for state corporations will be developed 
and the Government will formulate criteria on the basis of which some . state corporations will be designated as strategic and others as poten- 
tial candidates for restructuring. An active plan for restructuring the 
major development finance institutions in the industrial sector (the 
Industrial Development Bank (1DB) and the Industrial and Commercial 
Development Corporation (ICDC)) has been developed in consultation with 
IDA, for implementation beginning in 1990. Finally, the Government 
intends to undertake a reform of the present categorization of state 
corporations' salary scales in the commercially oriented enterprises 
with a view toward reducing rigidities and strengthening management. 

18. Kenya Airways has experienced financiaL and organizational diffi- 
culties in recent years, reflecting deficiencies in its management, 
maintenance capacity, and excess staffing. A major part of its fleet is 

in need of upgrading. In 1989/90 the Government has taken several steps 
to strengthen its operations. It has recently purchased a Fokker jet, 

and has undertaken to lease an Airbus and four new Boeing jets. The 
Airbus and one Boeing were delivered in late 1989, and two more Boeings 
are due in late 1990. An initial assessment of the financial and 
management operations of the airline has been completed by an inter- 

nationally reputable accounting firm, and the World Bank will shortly 
provide technical assistance in the formulation of a restructuring plan, 
which is to be completed by September 1990. Efforts are also under way 
to obtain management assistance from a major foreign airline. By late 

1990, the Government is fully committed to implement a restructuring 
plan and to undertake the steps required to rationalize staffing. 

c. Monetary and financial sector policies 

19. Key objectives of monetary policy are to improve the efficiency of 
resource mobilization and allocation, reduce reliance of the Government 
on domestic bank financing, and broaden the range of financial instru- 
ments available to savers and investors. The Government adopted a major 
financial sector adjustment programme in 1989 supported by a financial 
sector operation from IDA, and technical assistance from the Fund. In 

1990, the programme will seek increased reliance on market mechanisms 
for allocating financial resources and implementing monetary policy. 
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With technical assistance from the Fund, reserve money management will 

be introduced and active use of available monetary policy instruments 

through the Monetary Policy Committee initiated. Cash reserve ratios 

will continue to be an important instrument of monetary policy. Strong 

efforts will be made to publicize auctions of Treasury instruments in 

order to increase the volume of sales. At the same time, the Central 

Bank will gradually move away from quantitative credit ceilings toward 

open market operations as a more efficient means of controlling monetary 

aggregates. 

20. Interest rates will be maintained positive in real terms. During 

1990, the experience with a broader set of monetary policy instruments 

will be reviewed. Further progress will be made toward the establish- 

ment of a more market -determined rate structure through raising the 

ceilings on deposit and lending rates. Additional flexibility in 

adjusting interest rates will arise from the elimination of the legal 

requirement that the loan interest rates subject to ceilings must be 

inclusive of all lending -related fees and charges. This change in 

regulations will allow effective interest rates on loans (inclusive of 

such charges) to rise above the formal ceilings; developments in this 

regard will be monitored by the Central Bank. By June 1991, formal 

interest rate ceilings will be removed. To facilitate the development 

of short-term money markets, secondary trading in treasury securities 

will be encouraged. Nonbank financial institutions (NBFIs) will be 

required to shorten the current three-month lag in submitting their 

financial returns to the Central Bank of Kenya to one month. Commercial 

banks that meet prescribed criteria will be allowed to issue bearer - 

negotiable certificates of deposit. To strengthen the banking system, a 

revised Banking Act was passed by Parliament in 1989. By June 1990, 

regulations will be issued which link capital adequacy requirements to 

assets and require banks and NEFIs to maintain prescribed capital/assets 

ratios. 

21. The financial sector programme also aims to promote capital market 

activity. To this end, in late 1989 the Capital Markets Authority (cMA) 

was established. The CHA will promote public issues and demand for 

securities as well as financial intermediation. Accordingly, by June 

1990 the CMA and the Government will propose measures to reduce disin- 

centives to holding and issuing securities, encourage greater partici- 

pation of insurance companies and other institutional investors in 

private securities markets, and enhance investor protection. When the 

CHA becomes operational, the role of the Capital Issues Committee in 

setting share prices in respect of domestic companies will be 

discontinued. 

22. Monetary policy in 1990-91 will seek to maintain the growth of 

domestic credit and liquidity consistent with reducing inflationary 

pressures, improving efficiency in the allocation of resources, 

supporting external adjustment through a slowing of the pace of import 

demand, and building up reserves. This requires a cautious credit 

policy that limits government recourse to the banking system, while 

S 
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providing adequate credit to the private sector. In view of the 
observed wide swings of "other items net" in the monetary accounts, 
steps will be taken to minimize these swings so that "net domestic 
assets" move in tandem with domestic credit. The authorities are 
committed to observing benchmarks and performance criteria through 
end -December 1990 (Table 1 attached), which will be consistent with a 

projected expansion in broad money of 11 percent in 1990. 

23. The current consumer price index is calculated utilizing a 
commodity basket and income groups based on 1975 weights. Recognizing 
that there may have been fundamental changes in the relative price and 
income structure in the Kenya economy, and given the importance of 
price -controlled items in the basket, the Government is preparing a new 
consumer price index, which will be chained back into the 1980s, and 
which is expected to be completed by the end of 1990. 

d. External and industrial Dolicies 

24. With the implementation of the policies under the second -year 
ESAF arrangement, an overall surplus in the balance of payments of 
SDR 46 miLlion is projected for 1990, with a targeted reserve accumula- 
tion of SDR 50 million. The current account deficit (with two more 
leases of airplanes by Kenya Airways) is expected to contract to 
5.4 percent of GDP (including official transfers). Without the leases, 
the ratio of 4.4 percent of GDP should be close to the revised programme 
level of 4.1 percent. With continued declines expected in coffee 
prices, and the limited potential of the rest of the export sector to 
respond significantly to new price and other incentives in the short 
run, the main contribution to improved current account performance is 

expected to come from imports. In volume terms, real aggregate imports 
are expected to rise by about 3 percent in 1990. Within this total, 
nongovernment non -oil imports are forecast to rise by some 5 percent --a 
growth that allows for some adjustment by the private sector to the 
liberalized system for imports and Less stockbuildirig of foreign 
goods. Government imports are expected to decline by some 2 percent in 
real terms from the high level of 1989, partly as the Government further 
slows the rate of project absorption. With continued management of the 
exchange rate to achieve external balance, given the pressure on 
domestic resources and the need to improve competitiveness, total export 
volumes are expected to grow by about 10 percent in 1990. Coffee 
earnings are expected to remain sluggish, with a further 13 percent 
decline in prices (in SDR terms) projected on the assumption that the 
International Coffee Organization is not likely to establish a new 
agreement on quotas during the year. Despite lower prices, coffee 
volumes are estimated to rise by about 13.5 percent, in light of the 
high level of stocks held by the Coffee Board and the historical demand 
for good quality Kenyan coffee on international markets. Tea earnings 
are likely to remain buoyant. Higher earnings in local currency terms 
are expected to elicit some short -run supply response while continued 
strong demand and lower supplies of tea to international markets by 
producers such as Sri Lanka are expected to maintain firm international 
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prices. Nontraditional exports such as horticulture, manufactures, and 

pyrethrum are predicted to continue to grow strongly in real terms as 

competitiveness is improved and markets expand outside the region. Net 

service earnings are expected to grow steadily. During 1990, tourism 

earnings are expected to recover from the decline in receipts from the 

United States in the last quarter of 1989, partly from more tourist 

arrivals from Europe and partly as the impact of media reports on 

U.S. arrivals eases. 

25. The capital account in 1990 is expected to weaken somewhat relative 

to 1989, but the lower current account deficit will be offset by net 

inflows of long-term capital, as it was in 1989. Official inflows from 

existing and new loan commitments are predicted to fall to about 

SDR 540 million and principal repayments are expected to be only 

somewhat less than half that level. Additional financing needs are 

expected to be met by cofinancing of the Financial Sector Adjustment 

Credit, new World Bank disbursements for the export development 

programme and the agricultural sector credit due in the last half of the 

year, and bilateral sources of balance of payments funds. Cross reserve 

accumulation would be SDR 50 million --bringing reserves to 2.5 months of 

nongovernment imports. In 1990 the debt service ratio should fall from 

30.8 percent in 1989 to 27.5 percent. With respect to all external 

nonconcessional borrowing for development projects, the Government will 

ensure that such borrowing meets rigorous and acceptable tests of 

economic and financial viability. 

26. During 1990 the authorities intend to maintain their policies aimed 

at broadening the growth base in the external sector. Diversification, 

in terms of both products and markets, has assumed critical importance 

in the light of the recent decline in coffee prices on international 

markets and Kenya's historical dependence on coffee for more than one 

fourth of its export earnings. Both exchange rate management and 

specific trade initiatives will be used to improve the overall competi- 

tiveness of production, move toward more uniform rates of protection, 

and reduce obstacles to efficient performance. To maintain the momentum 

of trade reform to a liberalized system, the Government intends to 

remove, over 1990 and 1991, quantitative restrictions on all nonexempt 

imports still subject to control (except textiles). These goods, 

currently in Schedule IIIC, will be shifted to the now unrestricted 

Schedule IIIB. The items to be shifted, which account for about 46 per- 

cent of import items in Schedule IIIC (on a SITC basis) and 5 percent of 

1986/87 import values, will be liberalized in two installments in July 

1990 and July 1991 and replaced by equivalent tariffs. Controls on at 

least 55 percent of the number of import items which are currently 

controlled and nonexempt in Schedule Ilic will be removed in July 

1990. These represent a third of the 1986/87 import values of the goods 

to be liberalized. The remaining items, including five that account for 

47 percent of the value of the goods to be Liberalized, will be liberal- 

ized in 1991. A timetable for unrestricted licensing of textile imports 

in Schedule IIIC, which account for 51 percent of items in Schedule IIIC 

on a SITC basis, will be formulated when the IDA study of the sector is 
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completed in July 1990. With regard to price decontroL, a substantial 
number of the commodities in the 18 categories under the General Order 
will be removed in 1990 as well as several items from the Specific 
Order. In 1991, further significant reductions will be made in the 

number of commodities under both the General and Specific Orders. 

27. The Government intends to act on a number of specific initiatives 
in 1990 to reduce Kenya's reliance on coffee and tea exports. Based on 
its discussions with IDA, the Government will decide before April 15 on 
measures to be implemented before July 1990 that would substantially 
improve access by exporters to raw materials and intermediate inputs at 

international prices. Such an initiative may include the formulation in 

1990 of a duty drawback/exemption scheme for reimbursing exporters of 
manufactured goods for duties on imported inputs which would to be fully 
functioning in early 1991, as well as measures to facilitate exporters' 
access to credit. Meanwhile, current export incentive schemes will be 

made more effective. As an interim measure until an IDA-supported 
programme is in place, the Government will, before July 1990, broaden 
and publish the list of items eligible under the export compensation 
scheme and publish the criteria for eligibility for the scheme. The 
lags in disbursing payments by the Customs Office and Central Bank were 
considerably shortened from an average of 20 weeks in 1985/86 to 6 weeks 
in 1988/89. To reduce further the delays in the receipt of export 
compensation, by end -April 1990 the Government will begin to implement a 

system by which commercial banks pay compensation to exporters within 
90 days, upon evidence of shipment of goods through customs. The 
Government will also formulate a programme for export processing zones; 
the requisite legislation will be prepared and submitted by January 
1991. 

28. During 1990, the Government is committed to adjusting the exchange 
rate to ensure external competitiveness and the achievement of a 

sustainable external position, and intends to support this level with 
appropriate monetary and fiscal poLicies. This rate would be consistent 
with other incentives being taken to diversify export production beyond 
coffee and tea as well as to support the import liberalization 
programme. 

e. Impact of adjustment on poverty and the environment 

29. Since the magnitude of Kenya's economic distortions and structural 
imbalances is less than in other adjusting countries, the structural 

reforms required and their potential social impact are correspondingly 
smaller. Nevertheless, the Government aims to minimize any adverse 
effects on disadvantaged groups. Specifically, there is a need to 

ensure that the recent introduction of user charges in health and 
increased cost -sharing in education does not limit access by low income 
groups to these services. In the health sector, the Government has 

exempted those who cannot afford to pay and the types of services that 

must be encouraged for social reasons. In the education sector, a 

bursary scheme has been introduced to assist poor and deserving students 
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to meet the high costs of secondary education. At the tertiary level, 

present policies exempting low-income students from the new university 

loan scheme will be maintained. A serious constraint on the Govern- 

ment's ability to design and implement targeted interventions to miti- 

gate the social costs of adjustment has been the lack of an appropriate 

data base and welfare monitoring system. The Government has recently 

requested to join the Social Dimensions of Adjustment programme being 

implemented in sub-Saharan Africa with the assistance of IDA and other 

donors. 

30. Kenya's environmental problems arise mainly from population 

pressures on limited land resources. These include: forest and 

woodland depletion, soil erosion and land degradation, and increasing 

conflicts with wildlife. Environmental problems are particularly severe 

in arid and semiarid lands (ASALs), which account for four fifths of 

Kenya's land area. Over the medium term, the Government's environmental 

priorities will focus on the forestry sector, wildlife resources, and 

ASAL areas. With the assistance of IDA and other donors, steps are 

being taken to strengthen forestry policies and institutional support 

for a reforestation programme. Recently, the Government has also begun 

to address the critical situation in the wildlife sector. In addition 

to strengthening antipoaching measures and banning the export of ivory, 

the Wildlife Department has been reconstituted as a separate agency to 

increase its effectiveness in policy formulation and the management and 

protection of wildlife. With the assistance of IDA, an ASAL 

Environmental Action Plan is being prepared, which will identify 

policies and investment priorities for the rehabilitation and 

environmentally sound development of these areas. 

IV. Benchmarks and Performance Criteria 

31. For the second annual arrangement under the ESAF, it is proposed 

that the quantitative benchmarks, as set forth in the attached Table 1, 

comprise quarterly limits on: (i) net domestic assets; (ii) net bank 

credit to the Central Government; (iii) new nonconcessional loans, 

leases or letters of awareness contracted or guaranteed by the public 

sector within the 1 -to 15 -year maturity range; (iv) short-term loans 

contracted or guaranteed by the Government (other than import -related 

credits); and (v) targeted minimum cumulative increases in net official 

international reserves. 

32. The performance criteria and benchmarks for monitoring structural 

policy implementation under the second annual arrangement under the ESAF 

will relate to: (i) the implementation of the import liberalization 

programme; (ii) the streamlining of export promotion measures to reduce 

the cost to exporters of imported inputs; (iii) further reductions in 

the number of price controlled items; (iv) measures to contain the rise 

in personnel expenditures at 9.0 percent in 1990/91; and (v) increases 

in existing ceilings on commercial bank deposit and lending rates. 
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33. Under the second annual ESAF arrangement, the performance criteria 
for end -June 1990, as set forth in Table 1, will include the quantita- 
tive limits described in (i), (ii), (iii), and (iv) in paragraph 31 
above, and the structural benchmarks (i) and (ii) included in paragraph 
32 above. The standard clause regarding the exchange and payments 
system shall also constitute a performance criterion under the second 
annual arrangement. The disbursement of the second loan under the 
second annual arrangement will also be subject to a midterm review with 
the Fund, to be completed by end -November 1990. The midterm review will 
assess the budget for 1990/91 and implementation of the program and will 
set targets for net domestic assets and net credit to the Government for 
the second half of fiscal year 1990/91. 
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Table 1. Kerg.a: Perfornonce Criteria sod 9encjms,iu of the Second A,mai Arrangerrent Under the Eni-ninced Stnetrrr1 Adjuntrnnt Pciltty 

1989 1990 

Decasbec June V Septonirer 2/ Decnsier 2/ 

quantitative perfonnu crlteria/benclnrnrk (inmilitorm of Kerva shlllinga) 

Net doerstic assets 3/ 4/ 54,428 56,513 58,610 55,450 

Net bark credit to the Coverrnasnt 4/ 5/ 12,671 16,570 17,lin 17,511 

ldrms,rsnr4js itess: 

Net bnrk credit to the Coverreent to ssrrtaiy survey 12,181 21,18) 21,320 22,1.23 

less: (FC 4,040 4,060 6,050 6.040 

Less: Debt assured fran parastatals 770 770 170 770 

(in millions of 11.4. dollars) 

Ne,. no,rconr.e,sinaal e,ternrsi barns or teases contracted or 
guaranteed by the Governnent 6/ (o..ruLntive per calender 

year) 

a. 1-15 years' rasturtty 161 155 155 155 

b. rert-tern credits of less than one year's noturity 1/ - 8/ - - - 
Quantitative ilirerk (In millions of SiRs) 

liinirrun asn.rlative increase irs net off tc.ial international 
reserves fran end-Dece,sber 1.988 9/ -405 8/ 13.0 5.0 45.0 

Nonjuantitative perfotmence criteria 

Review: A midterm review will he ctsrVleted by end-Novaiber 1990 to assess the 1990/91 budget, and the t,lnrentattrsi of tire progran, 

and to Set quantitative benchrmriw and indicative target. for the second ball of 1990/SI. 

Trade ansi paysents restrictions: The Coverrirent of Kenya wilt contirue to rs.intain ru liberal erelvange and trade systel ann will n-ri Intral,.,' 
any new, or intensify existing, restrictioni. 

Structural perfornonce crIterIa Target Uric 

Iriplorent the inqnnrt libetal.ication ogrsn, by resoving controLs on at least 55 percent of the 
rnerber of bqoct itens (enchsltng textiles) chat are arrmnsatly controlled and rnxennrt (In Sclrie IIIC). -July 1990, 

To tnyrove access by exporters to car nuterinis and inter,nerliate inpets at internatinnai 1sites, ml stre.rntmon aol srke nrc,. 

effective tire erort carensationv sdroru; the Coven-nt will begin to tnylnmnt a syntan by rdiith cns,urciai barks pay 

coxprerosation to exporters within 90 days upen submission of evidence of shiponat of gaods thra.r oustomns. try 1991. 

Structural benchorks 

Reserve price controls on a subatantiat member of iteas wider the General Order of price controls, as veil as several 

liens f ran tIre Specific Order. leyteredmer 1950. 

Raise existing ceiling on commercial hock lending rates eintent with neseving ceilings on Interest rates by Jmme 1951; 

rssim-rtain pnstttve real interest rates. flmrflo!rn5It 190). 

Confine time groath of the Covenment's personnel rage bill (including teachers nn1oyed I the Tnad,crs' Service 

Commission) to 9.0 percent in fiscal year 1990/91, reflecting a limit of 2 percart In tia, gcouth of 

of civil service pests relative to the 1989/90 budget u.S 8 pernelt grmrth in the rusher of te.adneru relative to 

the nuther eoployed on l'hbruary 1, 1990. July 1990. 

Source: ile.,randmva attached to the letter of request of Kenysn antlurities of Nerch 28, 1990. 

1/ Perfonrence criteria. 
2/ Quantitative lasrchrn its. 
3/ Net &aresttc assets of the barking systos is urn -in nacey simm net for.ign assets of the backing system. A ore -line stock nd)ntnmrnnt will is' 

.rsrla ,lssl tine new Onsmqolint.ted Jlnmk, ndmtr-h nieniganstes nine laillng ,sxnimrk flnmncLal imtltnrtions, with total assets tentatively estina-iteni st 

it Sin I billion, manicures operating us a crssmerv.ial bark. 
4/ This target will be adinted doemarsrml to the extent that ret external financing of the deficit rbaing the July i989Jnsne 1990 period, excluding 

k -in --A financing, exceeds K Sb 816 million, or to the extent tin dcnestic mnnbsmdt financing exceeds K Sb 6(1) million. Sxth met edermost financing I, 
delimsed to include aU cash loans received by the Psyrester (emrerat's Accosast dorieg thIs period. 

5/ Net credit to the Covermnrrt is net credit to the Government fran the bsridng sector. lime ceiling emnilvuies the operations of the Cereal, amid 

Sugar Finance Corperation (CSPC), mad the asaint of public enterprise debt (K Sb 170 .11ilon) asareed by the Conereneat after Jane 1989 ansI 

reclassified fran nrtstanling private sector credit. 
6/ In addition to nonconcessiorrat lnrrru.tng contracted or gjarsnrteenl by the Government, this ceiling aLso applies to the lsnrrtvring of all state 

corporatiomns (including cases where their borco.rtng is associated with a Lettn'r of ewarerses.' fran the Government), as veil as lea,eq. The ceiling 

emtcl,adea tire leaae of Kenya Aitvsys aircraft expected in October 1990 that rans signed in 1989, emenlitionsl on the foruistion if s rentern-turing plea 

by An89mst 90, 1990. For the purpeses of thi, definition, a loan or lease is mom ncesslcnnal if it ha, a geant emynieslent of inns, than 25 percent. 

Grant equivalence shall be detenutned by reference to pubUshed L$C tables sod is a inaction of tire interest rate, geace period, and mrtaturity. 

ldsturity' is defined as the van of the grace period and the tern of peynont. Foc jinropises of converting ne mncouressinnnil external loans into 11.4. 

dollar., the U.S. dollar emtcha, rates cablnid to the Central Bark of Kenya fran tIre Federal Reserve Bark of New Tout for Jamimary 2, 1990, will be 

used. 
7/ Other than noromni import -related credita, this limit also excludes ru,uaranteed b,rro.ieg by the Coffee Snarl of Kenya assotinteni with shari- 

tern trade financing. 
8/ Actual outstanding asount at ena}-i)ecoabar 1989. 

9/ Net official international reserves are defined as the Central Bark of itemss net foreIgn renerve ansets (S'Rs, paid, rest foreimr errcivmnrys' 

iraldlngs) minis its nhart-tecmn depesit liabilttles to forei.nnrrn; plus tIme Central Govermoa'nt's met foreign reserve r,mnvmts (exhalIng tlr.,qe r.'L-rteI 

to Fund transactions); plus Kenya's reserve panition in the Fund; minis Kenya's ret use of Farad credit. 
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April 30, 1990 

The International Monetary Fund has approved a loan equivalent to 

SDR 80.5 million (US$104.5 million) for the Government of Kenya in 

support of the second annual arrangement under the enhanced structural 

adjustment facility (ESAF)i/. Of this amount, the first of two semi- 

annual installments of SDR 40.25 million (US$52.2 million) will be 

available immediately. Kenya has already received two disbursements of 

SDR 40.23 million each under the first annual arrangement of the three- 

year arrangement approved in May 1989 for a total amount of SEJR 241.4 

million (US$313.3 million). Kenya's quota in the Fund is SDR 142.0 

million, and its outstanding financial obligations to the Fund's General 

Resources Account resulting from past operations and transactions 

currently total the equivalent of SDR 124.6 million (US$161.7 million). 

Kenya's economic performance under the 1989 program was generally 

encouraging with economic growth estimated at 5.0 percent, despite 

unfavorable weather conditions and lower than anticipated coffee 

production. Inflation decelerated slightly to 10 percent. The overall 

budget deficit on a commitment basis was broadly on target at 4.6 

percent of GDP, while the external current account deficit, including 

grants, decreased to 4.5 percent of GDP from 5.3 percent in 1988. 

Substantial progress was made in implementing structural reform measures 

in particular, in relation to agricultural producer prices, import 

liberalization, tax reform, and user changes. 

The economic program for 1990, supported by the second annual 

arrangement under the ESAF, aims at a real CDP growth rate of 5.2 

percent, a lowering of the rate of inflation to 7.5 percent, and further 

narrowing of the external current account deficit. To achieve these 

objectives, the program provides for a reduction in the overall budget 

deficit and a tightening of monetary policy, as well as pursuit of a 

flexible exchange policy consistent with the external aims of the 

program. In the course of 1990 progress will continue to be made in 

implementing the program's structural measures. 

1/ The ESAF (enhanced structural adjustment facility) is a Fund lending 

facility under which loans are made available to low income members at 

current rate of interest of one half of one percent. These loans are 

repayable over ten years with a five and a half year grace period. 

Sixty-two members are presently eligible to apply for loans under this 

f a ci ii t y. 

External Relations Department Washington, D.C. 20431 Telephone 202-623-7100 
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1. KENYA - 1990 ARTICLE IV CONSULTATION; AND ENHANCED STRUCTURAL 
ADJUSTMENT FACILITY - SECOND ANNUAL ARRANGEMENT 

The Executive Directors considered the staff report for the 1990 
Article IV consultation with Kenya and Kenya's request for the second annual 
arrangement under the enhanced structural adjustment arrangement approved on 
May 15, 1989 (EBS/90/64, 3/30/90). They also had before them a background 
paper on recent economic developments in Kenya (SM/90/64, 4/16/90; and 
Cor. 1, 4/18/90), and a policy framework paper for the period 1990-92 
(EBD/90/104, 4/4/90). 

The Managing Director made the following statement: 

There follows for the information of Executive Directors the 
text of a memorandum that I have received from the President of 
the World Bank to serve as the basis for my statement on the mat- 
ter to the Board. This text summarizes the main points covered by 
the Committee of the Whole of the Executive Directors of the Bank 
and IDA in their meeting on April 26, 1990: 

The Executive Directors concluded that the policy framework 
paper under review provides an appropriate basis for continuing 
Kenya's adjustment efforts. Directors noted progress in a number 
of areas despite adverse exogenous factors, especially in sustain- 
ing the recent economic recovery, implementing structural adjust- 
ment measures in key sectors, maintaining a flexible exchange rate 
policy, import liberalization, interest rate policy and other 
reforms in the financial sector, price decontrol, especially of 
fertilizers, improving the effectiveness of the Government's popu- . lation program, and government measures to strengthen management 
of its wildlife resources. Several Directors also noted Kenya's 
continued good record in meeting its external debt obligations. 
Despite this good progress, it was felt that the Kenyan authori- 
ties should be aiming for quicker adjustment. 

The Executive Directors offered the following more specific 
observations regarding implementation of the program of adjust- 
ment. Improving fiscal discipline and meeting agreed macroeco- 
nomic targets are clearly conditions for the effective implementa- 
tion of adjustment efforts in the financial, agricultural, and 

export sectors. Reducing inflationary pressures and containing 
the size of the budget deficit are critical. 

The level of public expenditures remains high, and efforts 

to reduce spending need to be strengthened. Several Directors 

expressed concern over the slow progress in containing the growth 

in the civil service and employment of teachers. More rapid prog- 

ress was urged in the imbalance between wage and nonwage expendi- 

tures. 
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Speakers noted government efforts to improve the efficiency 
of public investment and its intention to seek the assistance of 
IDA to prepare the public investment program. It was important 
that only those projects that are economically viable should be 
undertaken. 

Several Directors pointed to the lack of progress in dealing 
with the parastatal issue, which was a major impediment to realiz- 
ing Kenya's full potential. Measures to improve their efficiency, 
including possible divestiture, should not be delayed. 

Directors stressed the importance of financial sector reforms 
in achieving inflation and private savings targets. 

The Government should further reduce constraints affecting 
the private sector and the environment for private and foreign 
investment. Greater emphasis should be placed on eliminating 
regulations on private sector activity, reducing price controls, 
encouraging capital markets, and opening up agricultural marketing 
to private traders. Directors also emphasized the need to move 
beyond import liberalization toward a reduction in effective pro- 
tection and to correct the antiexport bias. 

Progress in reducing the monopoly role of the National 
Cereals and Produce Board (NCPB) should be sustained and acceler- 
ated. Grain pricing policy needs to be reviewed in this context. 
Similar measures should be taken for other agricultural para- 
statals. 

There is a need to ensure that the poor are protected from 
the adverse effects of adjustment measures. Although noting 
Government efforts to protect lower -income groups from increases 
in user charges in the social sectors, greater emphasis should be 
placed on ensuring that these mechanisms work effectively and to 
develop a system for monitoring and evaluating the impact of eco- 
nomic reforms on the welfare of disadvantaged groups. 

Although government efforts to begin addressing environmental 
issues in such areas as wildlife, forestry, and arid and semiarid 
lands are welcome, these steps must be broadened into a comprehen- 
sive, national environmental action program. 

Directors urged greater attention than is implied in the 
policy framework paper to the role of women, population issues, 
and land reform. 

Although Directors looked forward to the forthcoming export 
development program, this should not be a substitute for a compre- 
hensive trade liberalization effort. 
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Mr. El Kogali made the following statement: 

The performance of the Kenyan economy in 1989 was generally 
satisfactory, despite the impact of the unfavorable weather condi- 
tions on the agricultural sector and the deterioration in the 
external terms of trade, attributable largely to the fall in 
international coffee prices. Estimated real growth of GDP was 
5 percent; inflation was contained at about 10 percent; the cur- 
rent account deficit narrowed to 4.5 percent of GDP from 5.3 per- 
cent in 1988; and gross external official reserves rose by some 
SDR 33 million. It should also be noted that all the quantitative 
performance criteria and structural benchmarks for 1989 were fully 
met except for the SDR 6 million shortfall in net official exter- 
nal reserves and the excess growth in net domestic assets of the 
banking system. These positive developments are the result of 
Kenya's continued strong commitment to the implementation of sound 
policies under its adjustment program. 

Fiscal policy was characterized by measures implemented to 
broaden the tax base and improve tax administration. Steps were 
also taken, in the wake of shortfalls in revenue receipts for 
1988/89, to contain the growth of expenditure. Thus, the authori- 
ties were able to keep the budget deficit, on a commitment basis, 
at about the level of the program target. The deficit was 
financed largely from external and domestic nonbank sources, 
thereby limiting domestic bank financing to less than 1 percent 
of CDP. 

Monetary policy remained generally restrictive in 1989, 
although a substantial growth in broad money was recorded during 
the second half of the year. Credit targets were observed in the 
aggregate, as the excess growth in private sector credit was more 
than offset by the decline in the banking system's claims on 
government. Interest rate levels remained high and flexible to 
encourage increased financial savings and discourage consumption 
spending by the private sector. 

Further progress was made in the area of structural reforms, 
in terms of further trade liberalization, financial restructuring 
of public sector enterprises, and streamlining of marketing 
arrangements and pricing procedures of major agricultural commodi- 
ties. Tax reforms, involving the introduction of user charges in 
the health sector and cost sharing in education financing, were 
also instituted. 

In 1990, the stance of macroeconomic policies has continued 
to be supportive of the medium -term objectives of achieving sus- 
tained growth and a viable external position in a stable macro- 
economic environment. In order to achieve the policy targets 
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outlined for 1990, and given the liquidity overhang in the economy 
during the second half of 1989, fiscal and monetary policies have 
been further tightened. The overall budget deficit is programmed 
to decline from 4.6 percent to its medium -term target of 4.2 per- 
cent of GDP. In this regard, tax efforts will be strengthened 
while capital expenditure will be adjusted downward. The newly 
introduced user charges have been assigned a vital role in reduc- 
ing recurrent expenditure growth, and concerted efforts will 
continue to be made to limit the growth of the wage bill to only 
11 percent during the year. A modest increase in total expen- 
diture to 30.1 percent of GDP from 29.9 percent is therefore 
envisaged. 

Adjustments will be made to development spending that are 
consistent with the program's overall macroeconomic framework, in 
order to offset any increase in recurrent expenditure above the 
program target. Since the banking system's financing of the f is - 

cal deficit will be limited to a maximum of 0.5 percent of GDP, a 
greater role will be assigned to financing from external and non - 
bank sources. Further tightening of fiscal policy is envisaged 
during the next fiscal year, embracing a stronger revenue drive 
and further reductions in expenditure growth. Financing from the 
banking system will be limited to 0.3 percent of CDP. 

Monetary policy will focus on a strict control of net domes- 
tic assets in the banking system as a strategy for curbing infla- 
tion and reducing pressure on the balance of payments. Accord- 
ingly, the growth of net domestic assets is programmed to decline 
from 14.1 percent in 1989 to 11.2 percent by mid -1990, and to 
9.2 percent by the end of the year. 

Interest rate policy will continue to be used actively as an 
instrument of monetary policy, with the objective of maintaining 
positive real rates. The legal ceilings on lending -related fees 
and charges have already been removed as a step toward total 
liberalization of interest rates by June 1991. The system of 
auctioning treasury bills and bonds will continue as part of the 
financial sector adjustment program introduced in 1989 and sup- 
ported by IDA with technical assistance from the Fund. Steps are 
also being taken to put appropriate machinery in place, including 
expanding the financial market, to facilitate the phasing out of 
direct credit control and the adoption of market -oriented, 
indirect instruments of monetary management. 

Flexible management of the exchange rate will be continued 
to ensure Kenya's external competitiveness and facilitate the 
achievement of the country's export diversification objective. 
It is important to point out, however, that the benefits of 
this policy would be fully realized only if complemented by an 
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improvement in the terms of trade and 
markets. The Government will continue 
incentives to attract private foreign 
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increased access to external 
to provide the necessary 

investment. 

In the area of public enterprise reforms, efforts of the 
Government to establish a quarterly and annual reporting system 
for monitoring the financial operations of these enterprises will 
be intensified. Restructuring plans for the Industrial Develop- 
ment Bank (1DB) and the Industrial and Commercial Development 
Corporation (ICDC) are scheduled for implementation this year. 
Steps taken in 1989 to strengthen the operations of Kenya Airways 
will continue in 1990. Meanwhile, additional enterprises are 
being identified for restructuring. 

The introduction of user charges in health services and 
increased cost sharing in education has imposed an increased bur- 
den on the vulnerable groups in the society, and the authorities 
are taking steps to protect those least able to pay by monitoring 
the situation to ensure that the effect of the relief reaches the 
targeted group. The Government has recently approved an increase 
of 8-10 percent in the wages of teachers and low -paid civil ser- 
vants effective July 1, 1990. In addition, the private sector has 
been enjoined to effect the same revision in order to improve the 
welfare of this group. 

Kenya's environmental problems are receiving the attention of 
the authorities with the assistance of IDA and other donors. In 
the medium term, priorities will focus on the forestry sector, 
wildlife resources, and the arid and semiarid lands. 

The Kenyan authorities appreciate the external assistance 
received from multilateral and bilateral sources in the form of 
concessional loans and debt cancellation. However, the economy 
remains vulnerable to adverse weather conditions and to the insta- 
bility of the world prices of coffee and tea. It is against this 
background that my authorities appeal to multilateral institutions 
and bilateral donors to continue to support Kenya's adjustment 
efforts by providing needed assistance in the form of grants and 
concessional loans. The authorities would like to assure the 
international community of their continuing strong commitment to 
the adjustment efforts. They have also indicated their willing- 
ness to strengthen the existing measures, if need be, in order to 
keep the program on track. 

Mr. Enoch made the following statement: 

Despite a number of adverse external developments during the 
year, the Kenyan authorities have complied with the performance 
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criteria for the first year of their enhanced structural adjust- 
ment facility, and the program's objectives for 1990 are little 
changed from those originally envisaged. The authorities are to 
be commended for this. 

However, I fear that concerns expressed by Directors in pre- 
vious discussions of the enhanced structural adjustment arrange- 
ment for Kenya have not been fully allayed. Underlying these 
concerns was a general feeling that the objectives of the program 
were not very ambitious, and that it was within the grasp of the 
authorities to do more, especially in view of their proven ability 
over the longer term. In particular, both higher growth and 
reduced dependence on official assistance should be achievable. 
The sense of unease is compounded by the observation that arises 
from reading the staff paper that, while performance criteria have 
been met, underlying developments are less reassuring. 

For example, the overall fiscal deficit reduction is not far 
out of line with the program's objectives, but the balance between 
categories of expenditure has been shifted because of the inabil- 
ity of the authorities to cap the wage bill. Moreover, revenue 
performance has been less buoyant than hoped for. More generally, 
Table 10 of the background paper shows that the role of government 
in the economy has expanded. This development runs counter to the 
need to increase the efficient use of resources and to foster a 
dynamic private sector. In this context, delays to the reform and 
divestiture of the parastatals continue to be of special concern. 

On the monetary side, the financing of the deficit is satis- 

factory, but the scale of the government check float continues to 

suggest that there has been some expediency in meeting targets. 
With respect to the performance criteria, compliance with the 
domestic credit targets has not had the desired effect on broad 
monetary growth, with adverse consequences for inflation. There 
seems here to be a phenomenon of squeezing at one point only to 
see a compensating expansion at another. However, the authorities 
have been assiduous in adjusting interest rates as seemed appro- 
priate, and I welcome the progress made toward effectively free 

rates. 

In the external sector, admirable progress has been made in 

import liberalization. Even here, however, there are disappoint- 

ments: tariff protection remains high; the overall external 
position has been distorted by large aircraft leases; and the 

real level of the exchange rate is clouded by weaknesses in the 

data base. Overall, the performance in Kenya over the past year 
would seem to have been satisfactory, but short of the country's 
potential. 
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Looking at the program for 1990/91, it appears that the poli- 
cies envisaged over the next year go only a limited way toward 
meeting this concern. The objectives for deficit reduction remain 
modest, as revenues are expected to recover as a proportion of GDP 
from the slippage in 1988/89, but will still only be in 1990/91 at 
the level originally programmed for the previous year. Expendi- 
ture is projected to remain within the program's limits, but the 
balance of recurrent expenditure retains its shift toward wages. 
In this connection, the intention to control further growth in the 
wage bill is welcome, but the recent developments reported in 
Mr. El Kogali's statement are cause for concern. The authorities 
must recognize that this is a key aspect of the program. A more 
encouraging development is the authorities' greater sense of real- 
ism about capital expenditure, as reflected in their change of 
heart over the proposed KTMT building. I urge them to place great 
weight on the economic viability of any planned spending. 

If inflation is to be brought back in line with the original 
program targets, a much firmer grip on broad money growth is 
required. I am reassured by the staff's closing of an apparent 
loophole in changing the relevant performance criterion, and by 
the authorities' commitment to positive real interest rates. An 
important further step will be the introduction of market -oriented 
monetary control. 

The parastatal sector is central to structural reform, 
because of its impact on the fiscal balance and because of the 
importance of increasing the efficient use of resources. However, 

progress still seems to lie very much in the future. Until now, 
action has been largely preparatory, even to developing a plan of 
action for rationalization or divestiture. I urge the authorities 
to achieve fully the intentions expressed at some length in the 

policy framework paper, with a view to accelerating the envisaged 
timetable. 

Other structural measures have been more encouraging, partic- 
ularly in the area of trade liberalization. These measures could 
be usefully followed up by action to reduce the high level of 
protection, but there is a marked contrast in the approach to 

trade liberalization between the 1989 policy framework paper and 
the one prepared for the Board today. The earlier policy frame- 
work paper talked about a timetable for reducing tariff protec- 
tion, with an action program for restructuring domestic industries 
that were adversely affected. This year's paper, however, refers 

only to continuing efforts for lower and more even protection. 
Some reassurance that the authorities are not shying away from the 
efficiency implications of lower tariffs would be welcome. 
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Although developments in the real exchange rate are obscured 
by data problems, there seems to have been some depreciation; 
however, the projections of export growth, the developments in the 
terms of trade, the need for further trade liberalization, the 
deterioration in producer incentives, and the level of the paral- 
lel rate all suggest that there may need to be more. The inter- 
esting appendix to the staff report, which outlines the important 
role played by rising labor costs in the decline in producer 
incentives, should serve to remind the authorities of their 
responsibilities, both at the microeconomic level as an employer 
and at the macroeconomic level in maintaining an appropriately 
nonacconimodative stance. Indeed, exchange rate flexibility is an 
adjunct to- -not a substitute for --a sound policy framework. 

With respect to the outlook for the external position, a 
comparison of Tables 6 and 9 in the current staff report with the 
equivalent tables from the 1989 staff report suggests an improved 
prospect for the current account over the next few years. How- 
ever, this improvement is based on expected increases in official 
capital inflows, as there is no evident improvement in the pros- 
pects for private inflows. This increased dependence on official 
inflows persists in the long-term outlook and is indeed disap- 
pointing. This demonstrates clearly, as the staff report empha- 
sizes, that there is an urgent need for Kenya to expand its non- 
traditional exports. Kenya's natural advantages and the past 
track record of its authorities, together with a well -implemented 
adjustment program, should give it a sound basis to increase its 
economic independence. Unfortunately, achieving this objective 
still seems some way off. 

In conclusion, I commend the authorities for complying with 
the enhanced structural adjustment arrangement and I support the 
proposed decision, including the temporary approval of exchange 
restrictions under the Fund's Article VIII 2(a). However, I urge 
the authorities to raise their sights and recognize that they are 
capable of fulfilling more ambitious goals. 

Mr. Coos made the following statement: 

I broadly agree with the thrust of the staff's analysis and 
policy recommendations and therefore can support the proposed 
decisions. I will touch on only a few issues, namely, fiscal 
policy, the balance of payments, and exchange rate policy. 

First of all, I agree with previous speakers that the Kenyan 
authorities deserve to be commended for the continuation of their 
reform policies and the progress achieved on several fronts of 
adjustment in 1989. I found the strengthening of the national 
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savings performance particularly encouraging. Nonetheless, I 

share the concerns about the slippages that occurred in control- 
ling the government wage bill, the external current account 
deficit, and, above all, the rate of inflation. 

While it appears that much of the ground lost in those areas 
will be recovered under the program envisaged for this year, I 

have considerable sympathy for the view of our World Bank col- 
leagues, as reported in the Managing Director's opening statement, 
that the Kenyan authorities should aim at a more rapid pace of 
adjustment. This admonition applies in particular to the area of 
fiscal consolidation- - a topic on which I had expressed reserva- 
tions at the most recent Board consideration of Kenya's adjustment 
program. It is clear that fiscal consolidation holds the key to 
a sustainable and lasting improvement in overall economic perfor- 
mance, most notably in the containment of domestic price and cost 
pressures. 

In passing, I note the thorough and detailed analysis and 
recommendations made by the World Bank Executive Directors in 
regard to Kenya's economic situation. In many respects, I found 
that their analysis seems to surpass that in the papers before us, 
especially in the emphasis placed on financial sector reform, the 
elimination of regulations on private sector activity, and the 
dismantling of existing monopolies. 

Recent press reports about substantial increases in civil 
service wages are quite worrisome, as is the rather high rate of 
growth for government employment- - rightly deplored by the staff- - 
that the program envisages. The comprehensive cutback in low- 
priority expenditures recommended by the staff could, of course, 
compensate for further slippages in the wage bill; however, such 
cutbacks should perhaps be pursued in their own right, regardless 
of the wage bill, which, in turn, should not be allowed to escape 
tight control. Moreover, the high rate of population growth 
offers little justification for de-emphasizing the need to contain 
government personnel expenditures; rather, that growth serves to 
highlight the urgency of adopting forceful population control 
policies, as we and other speakers have stressed repeatedly. 

The importance of continued wage and cost discipline is also 
underlined by the desirability of securing a stable exchange rate 
and achieving the balance of payments targets. As to the latter 
goal, I wonder whether it would not be advisable to aim for a 
more ambitious reduction in the current account deficit than the 
0.5 percentage point projected for the medium term. In this con- 
text, it must be realized that the projections for the overall 
balance of payments position depend to a considerable extent on 
substantial official capital inflows and quite ambitious export 
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targets that remain to be achieved. The uncertainties surrounding 
these projections and expectations, as well as the continued vul- 
nerability of Kenya's external position, make it advisable to 
strictly limit nonconcessional foreign borrowing and to closely 
monitor the balance of payments impact of lower -priority develop- 
ment projects. 

I especially welcome the attention and thorough analysis 
devoted in the staff report to exchange rate policy- - an encourag- 
ing departure from the often cursory approach followed by the 
staff in this important policy area. 

Based on the evidence presented in the paper, Kenya's exter- 
nal competitiveness seems to have weakened over the recent years, 
although it is difficult to understand why, contrary to the gen- 
eral trend, imported input prices were found to have risen rela- 
tive to final domestic goods prices. More important, however, the 
staff's analysis does not address the critical issue of why the 
substantial decline in the nominal effective exchange rate of 
almost 50 percent since 1985 has failed to improve external com- 
petitiveness. This state of affairs is all the more remarkable 
considering that the domestic economy is still being protected by 
an average import tariff rate of some 20 percent. The answer, of 
course, is that the impact of the exchange rate corrections has 

up price and cost pressures in excess of 
those in Kenya's main trading partner countries. Unless it could 
be shown that Kenya has consistently pursued more expansionary 
financial policies than its trading partners- -which would be sur- 
prising, given the Fund's close involvement in Kenya's adjustment 
effort over recent years- - there is a rather strong presumption 
that the task of stabilizing domestic cost and price performance 
has been complicated by the policy of continuous currency depre- 
ciation. I would therefore reiterate my view- -and in so doing, I 

side with a number of previous speakers- -that the authorities 
should place more emphasis on exchange rate stability and try to 
correct problems of external competitiveness, if necessary by a 
one-time exchange rate correction rather than by so-called flex- 
ible exchange rate policies. 

On a related topic, I am not quite sure whether I understood 
the formulation on page 29 of the staff report of the authorities' 
intention to reach an exchange rate level that can be sustained by 
the fiscal and monetary policies controlling domestic demand pres- 
sures and inflation. Does the staff mean that, if financial 
policy is unable to maintain a tight stance, nothing will be done 
on the exchange rate front and vice versa? It would be helpful if 
the staff or Mr. El Kogali could elaborate on that point. 
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Finally, I would like to urge the authorities to realize 
without delay their intention to construct a new and more meaning- 
ful price index. 

Mr. Iqbal made the following statement: 

Kenya has continued to pursue determined adjustment policies 
over the past two years. It is good to note that the performance 
criteria and quantitative benchmarks for 1989 have been generally 
met. In particular, targets with respect to the overall budget 
deficit have been generally adhered to, as reforms have been 
introduced in the tax area, and a rationalization of expenditures 
has been initiated. Furthermore, relative prices, including 
interest rates and the exchange rate, have been duly adjusted, 
which should help greatly in improving resource allocation; the 
import regime has been liberalized, and domestic price controls 
relaxed; and the economic restructuring has started to bear fruit, 
as the growth of consumption has been contained while the savings - 
investment gap has started to shrink. 

However, despite the progress that has been made so far, 
Kenya's medium -term outlook remains uncertain. The inflation rate 
remains high, and socioeconomic factors continue to hamper a 

speedy correction of the public sector deficit. The instability 
of world commodity markets and the difficulties in penetrating 
markets in nontraditional exports, along with a moderation of 
growth in industrial countries, would hamper an early and viable 
economic resurgence. In this context, an evaluation of the 
1990-92 policy framework paper and the adjustment program under- 
lying the 1990 enhanced structural adjustment arrangement indi- 
cates that the process of fundamental economic restructuring will 
need to continue over a much longer period. The Fund's role in 
this process should increasingly focus on enhanced technical 
support to ensure the existence of an appropriate macroeconomic 
environment that, combined with concessional financing, would 
facilitate rapid economic growth with internal and external 
stability. 

Since I generally agree with the thrust of the staff 
appraisal and support the proposed decisions, I will focus my 
comments on a few specific issues. First, the fiscal retrenchment 
will need to be strengthened, and a shift in the composition of 
expenditure toward nonwage expenditures should be vigorously pur- 
sued. In this respect, the recently announced increase in wages 
for the government sector may not be helpful. The process of 
privatization and reform of state enterprises also needs to be 
strengthened. 



EBM/90/68 - 4/30/90 - 14 - 

Second, the performance criterion applying to total domestic 
credit for 1989 was met in numerical terms, but not necessarily in 
spirit. By using other net items to finance a much larger expan- 
sion in demand, the authorities allowed the growth of broad money 
to exceed the programmed level, which led to a higher rate of 
inflation than targeted. In those circumstances, and to ensure an 
effective control over growth of liquidity, the change in the 
definition of the performance criterion from total domestic credit 
to a ceiling on net domestic assets, broadly defined, is appropri- 
ate. However, this change alone may not be enough since, for 
example, an expanded use of credit transactions between enter- 
prises in the public sector could weaken the effectiveness of the 
ceiling on net domestic assets. I would suggest that the Fund's 
technical assistance, which has already been called upon to initi- 
ate a system of reserve money management, should also be used to 
plug all potential loopholes. 

Third, it is difficult to discern from the staff report the 
substance of the exchange rate policy. While the need to ensure 
the confidentiality of the specific mechanism followed in imple- 
menting exchange rate adjustments is understandable, the staff 
report should at least have indicated the thrust of the policy. 
This omission is particularly significant because the staff has 
attempted to prove the existence of a fundamental disequilibrium 
that may not be amenable to a solution based solely on restrictive 
financial policies. In this context, the authorities should not 
mechanically target a real effective exchange rate based on the 
consumer price index, not only because the available consumer 
price index is inappropriate, but also because the act of target- 
ing the real effective exchange rate could, in itself, produce an 
inflationary bias. To remedy the situation, the staff should 
estimate precisely the extent of overvaluation, which the authori- 
ties should then correct through a discrete change in the rate. 
Appendix VI to the staff report, dealing with indicators of com- 
petitiveness, provides a good starting point for such an exercise. 

Finally, the program calls for export promotion initiatives 
as a complement to appropriate exchange rate management. I fully 
endorse the staff's stress on export promotion and on diversifica- 
tion through a more rational structure of domestic protection. 
Given the active role proposed for the World Bank in promoting 
exports, it would be helpful if either the Fund staff representa- 
tive or the World Bank representative could describe these initia- 
tives in some detail and assess their implications not only for 
Kenya, but also for its competitors. It would also be useful if 
the role of direct foreign investment in this process could be 
explained. 
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Mr. Ismael made the following statement: 

The Kenyan authorities are to be commended for having imple- 
mented various adjustment and structural measures since the previ- 
ous year's consultation. I note with satisfaction that all the 
performance criteria and most of the benchmarks under the first 
annual arrangement of the enhanced structural adjustment facility 
have been observed. These achievements have undoubtedly contrib- 
uted to Kenya's broadly satisfactory economic performance during 
the past year, despite bad weather conditions and the sharp dete- 
rioration in Kenya's terms of trade. 

Since I generally concur with the staff's assessment that 
Kenya's adjustment program has been broadly on track, I can 
endorse the program's objectives and policies for 1990-92 as out- 
lined in the new policy framework paper. I therefore support the 
authorities' request for the second annual arrangement under the 
enhanced structural adjustment facility, as well as the proposed 
decision with regard to the exchange restrictions. 

Given the lack of progress in reducing inflation during the 
past year and the continued fragility of the external position, I 

fully agree with the authorities that monetary policy needs to be 
substantially tightened this year. In light of the excessive 
growth in broad money during 1989, I can support the authorities' 
intention to place a limit on net domestic assets rather than on 
the previous year's target of total domestic credits. In this 
connection, I am encouraged by the authorities' commitment to 
reducing and eventually removing all legal restrictions imposed on 
interest rates. Finally, I welcome their intention to improve the 
allocation of financial resources and the functioning of monetary 
policy, including through an increased reliance on indirect mone- 
tary instruments. 

With respect to public finance, I welcome the authorities' 
intention to complement their recent tax reforms with efforts to 
extend the coverage of user charges, with a view to financing 
recurrent expenditures and improving the quality of government 
services. In light of the relatively high ratio of revenue to 
GDP, however, greater effort needs to be directed toward contain- 
ing recurrent expenditures, especially with regard to wages and 
salaries. In this connection, the authorities' efforts to improve 
the analysis of expenditures, especially through the development 
of a monthly monitoring system of wages and operating expenses, 
are welcome. Also welcome are their efforts to strengthen budget- 
ary procedures for the purpose of improving the efficiency of 
development expenditures. 
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In the external area, I applaud the recent initiatives taken 
by a number of industrial countries to cancel their loans to 
Kenya. These initiatives have helped considerably to alleviate 
the burden of Kenya's external and fiscal positions; however, the 
staff has correctly pointed out that Kenya, like many other low- 
income countries, will still need new concessional assistance, in 

addition to substantial debt cancellation. Meanwhile, I join the 
staff in urging the authorities to develop and firmly adhere to a 

prudent nonconcessional borrowing policy. 

In order to sustain economic adjustment and progress over the 
medium term, it is important that the present program also lay the 
groundwork for promoting nontraditional exports. Crucial for this 
purpose is the continuance of the authorities' flexible exchange 
rate policy in the context of a comprehensive policy to improve 
economic competitiveness. In this connection, I commend the 
authorities' ongoing efforts --predicated on a desire to prevent a 
deterioration in competitiveness arising from an underestimation 
of inflation- -to develop a new consumer price index. 

The authorities are also to be commended for their continued 
efforts to liberalize Kenya's international trade, especially 
through the import liberalization program. The reduction of non - 
tariff restrictions through this program to about 7 percent of the 
value of total imports, together with the continued efforts under 
the enhanced structural adjustment arrangement to improve the 

pricing system and the efficiency of the parastatals, will 
undoubtedly contribute to further diversification of the economy, 
and particularly the promotion of nontraditional exports. 

Mr. Serre made the following statement: 

The Kenyan authorities are to be commended for the progress 
achieved during the first annual arrangement under the enhanced 
structural adjustment facility. Considering the difficult eco- 
nomic and financial situation that prevailed three years ago, one 

can appreciate the ground that has been covered. This is undeni- 

ably a good example of adjustment with growth. The unfavorable 
developments during the second half of 1989 clearly demonstrate, 
however, that there is little room for maneuver in keeping up the 
momentum of the program. Therefore, we are pleased to note the 

tightening of financial policies that is envisaged in the 1990 
program, since this is consistent with the need to devote more 
attention to both the containment of inflationary pressures and 

the pursuit of the diversification process within the economy. 

In this context, I would like to discuss some issues that 

deserve very close attention for the success of this program, 
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dealing successively with macroeconomic policies, structural 
reforms, and the medium -term outlook of the economy. Above all, 
it cannot be overemphasized that, at this stage, macroeconomic 
policies remain essential for keeping the program on track. With 
specific reference to the management of public finances, the 
slippage that has been observed on the wage bill vis--vis other 
current outlays is regrettable; that trend should therefore be 
adequately reversed. It is a further cause for regret that the 
savings arising from debt forgiveness should be absorbed by higher 
than expected interest rates on domestic debt. In contrast, the 
progress already achieved in monitoring revenue measures has been 
encouraging; the targets set up under the program are realistic 
and consistent with the actual trends. However, further delays 
should be avoided in implementing the new value-added tax. 

On the expenditure side, the ongoing streamlining of the 
structure of outlays and the authorities' commitment to recover 
user charges when affordable are welcome. We urge the authorities 
to take full advantage of the higher than projected external 
assistance to expand resolutely the fiscal scheme as a whole. It 
is indeed clear that reducing the budget deficit for 1990/91 to 
3.8 percent of CDP will depend critically on a strict adherence to 
the program. 

Concerning monetary policy, there is an urgent need to ensure 
further reduction in the growth of the money supply. As in other 
parts of the program, we welcome the change that has been made in 
establishing a more adequate money supply performance criterion 
for 1990. In addition, we are pleased with the streamlining of 
lending interest rates; that measure, as the staff has under- 
scored, constitutes an important step toward the goal of liber- 
alizing interest rate policy. Another positive aspect of the 
program is the willingness of the authorities to increase the 
reliance on market mechanisms for improving the allocation of 
financial resources and monitoring reserves within the framework 
of the reform supported by the World Bank. 

Turning now to structural reforms, we fully concur with the 
staff on the need to accelerate the rate of restructuring in the 
public sector. In this respect, the policy framework paper should 
have indicated a more precise timetable for the ongoing process. 
Furthermore, the authorities would have been well advised to 
extend the conclusion of performance contracts, as had success- 
fully been done in the case of the Kenya railroad. 

In the face of an increase in population growth, the authori- 
ties must place greater emphasis on both diversifying the economy 
and promoting private sector activity, in order to absorb the 
labor force. This overall objective could be reached by the 
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rigorous and timely implementation of the set of measures, 
described in the policy framework paper, that have been supported 
by World Bank operations. 

The medium -term outlook for Kenya's economy, compared with 
other countries in sub-Saharan Africa, indicates that there is a 

strong economic potential to be developed. In this context, we 

agree with the staff that the balance of payments position can 
improve steadily. Moreover, it is true that, despite the signifi- 
cant progress that has already been made, strong demand management 
policies and further diversification of the economy under the 
enhanced structural adjustment arrangement are essential to pave 
the way for sustainable and balanced growth. The present situa- 
tion --characterized by debt forgiveness measures, such as debt 
cancellation by France of F 1.3 billion, as well as by strong 
support from the international financial community- - constitutes 
an opportunity that should not be missed. 

The effects of the ongoing external policies are, unfortu- 
nately, a cause for concern. Since an important part of the 

authorities' strategy relies on flexible exchange rate management, 
it is striking to see the uncertainties that still surround the 
indicators used to assess the precise impact of such a policy. 
The staff has candidly raised this important question on page 28 

of the report as well as in Appendix VI. It should be useful, in 

this respect, to devote special attention to this matter during 
the midterm review. 

To conclude, we share the generally hopeful tone of the staff 
report. We concur, however, with the conclusion of the Committee 
of the Whole of the World Bank that the Kenyan authorities should 
be aiming for quicker adjustment. We support the proposed deci- 
sions. 

Mr. Fogelholm made the following statement: 

The growth performance of the Kenyan economy has continued 
to be satisfactory. However, the past year's price increases were 

clearly higher than desirable, and the external accounts were 

weaker than programmed, owing largely to the costs associated with 
the leasing of airplanes, but also to the deterioration in the 
terms of trade. Overall, however, the program under the first 

year of the enhanced structural adjustment facility is essentially 

on track, and the policy framework paper and staff report give the 

impression that the Government is determined to continue its 
adjustment policies. I therefore support the proposed decisions. 
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In the November 1989 review, I expressed some concerns about 
Kenya's external position and the adequacy of its fiscal stance. 
As regards fiscal policy, I am pleased to note that this year's 
budget deficit seems to be on target, despite a substantially- -and 
disappointingly --higher than expected wage bill. In this context, 
I acknowledge the increasing demand for such public services as 

education, but, that being the case, stronger efforts should be 
made to reduce other expenditures commensurately; the growth of 
civil service employment in general should be contained, and 
restraint should be exercised on the salary front, in order to 

check the growth in the wage bill. While welcoming the overall 
direction that fiscal policy has taken, I regard the program's 
deficit target for the coming year to be the absolute minimum for 
sustaining the adjustment process. Therefore, I fully agree with 
the staff that the authorities should, if anything, err on the 
conservative side in implementing the budget. With respect to 
the budget, I would like to support the authorities' emphasis on 
social and environmental aspects, although I note from the World 
Bank discussion on Kenya that a national environmental program 
still needs to be developed. 

The maintenance of positive real interest rates is most wel- 
come, as are the steps that have been taken to remove the ceilings 
on fees and charges, while allowing for flexibility in setting 
interest rates. However, this greater flexibility should also be 
used in practice to fight the inflationary pressures that have 

resulted from, inter alia, the strong monetary expansion of the 
past year. 

With regard to the state corporations, I note the staff's 
assessment that these enterprises are rather inefficient. The 
Government should therefore be urged to strengthen and accelerate 
the restructuring of these corporations, including, where neces- 
sary, the initiation of a process of privatization. Furthermore, 
regulations that restrict private sector activity should be abol- 
ished, agricultural marketing should be opened up to private 
traders, and price controls should be reduced. 

The external current account is expected to improve gradually 
in the years ahead, but, as the staff notes, the deficits are 
still expected to be higher than in the mid -1980s. Although the 
staff's projections through the 1990s show a small reduction in 
the current account deficit and in the debt -service ratio, this 

reduction will not significantly change Kenya's dependency on 
concessional financing in the foreseeable future. Efforts to 

diversify the economy and to strengthen the export sectors should 
therefore be the top priority of the authorities, both in the 

short and medium term. 
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To achieve such development, every effort must be made to 

increase the economy's responsiveness to export market opportuni- 
ties. Structural rigidities must be reduced, prices further lib- 
eralized, and domestic cost pressures contained through prudent 
demand policies and wage moderation. It is highly questionable, 
given the existing degree of trade liberalization, whether it is 

still necessary to maintain the complex system of import restric- 
tions and tariffs that are described in paragraphs 33-36 of the 
policy framework paper. More generalized import liberalization 
would be preferable, supported by appropriately tight fiscal and 

monetary policies and a stable macroeconomic framework. 

Finally, with respect to exchange rate policy, Kenya, like 

other countries, should, of course, have an exchange rate consis- 
tent with positive developments in the external accounts. In view 
of the experience in recent years, however, it would seem that 
external competitiveness should be achieved through internal 
means --by removing structural rigidities, freeing prices and 

imports, and keeping domestic price pressures in check --rather 

than through a further depreciation of the currency. I refer here 

to the results of the study on "Exchange Rate Policy and Adjust- 

ment in Africa" by Pierre Jacquemot and Elsa Assidon, which 

reviews the experiences of 16 sub-Saharan and Indian Ocean coun- 

tries. One of the conclusions of this study is that, owing to the 

specific elasticities of Kenyan exports, the country's nontradi- 

tional industrial sector was almost destroyed by the reduction in 

imports and the increase in raw material prices that followed the 
depreciations in the currency. Staff comment on this point would 

be appreciated 

Mr. Noonan made the following statement: 

The program of economic stabilization in Kenya, which reaped 

such high dividends under the stand-by and structural adjustment 

arrangements, appears to have been no less successful during the 

first year under the enhanced structural adjustment arrangement. 

In 1989, the country continued to make satisfactory progress, as 

evidenced by another sizable increase in real GDP, improved public 

sector finances, higher national savings, and some accumulation of 

reserves. We believe that, despite adverse external developments, 

this outcome is indicative of the authorities' strong commitment 

to keeping Kenya on the path of sustained economic growth and 

development. However, there are a number of concerns that must be 

addressed if this goal is to become a reality. 

During the most recent Board discussion on Kenya in May 1989, 

some Directors were disturbed by the realization that the steady 

GDP growth in recent years had not been accompanied by gains in 
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per capita income. Little had changed in this regard by end -1989, 
as per capita GDP --at SDR 280 --was roughly the same as in 1986, 
despite average real GDP increases of over 5 percent a year during 
that period. This situation can be attributed in part to the 
steadily increasing dependency ratio in Kenya, which puts tremen- 
dous strains on the country's resources. We therefore welcome the 
higher priority that the authorities, aided by the World Bank, are 
giving to this problem and are encouraged by the progress noted in 
the policy framework paper. 

However, the realization that demographic and other cultural 
changes may come about only in the long run should not lead the 
authorities to assume that more ambitious growth targets are unat- 
tamable. Indeed, the authorities' stated desire for a greater 
private sector role must be seen as consistent with efforts to 
remove constraints on more rapid economic expansion. Some impor- 
tant planks of such a strategy are already in place. Positive 
real interest rates, for example, have the potential to stimulate 
saving and thereby remove some of the inflationary pressure. The 
removal of the taxes on exports, which was accomplished late in 
1989, will allow domestic goods to compete on a more level playing 
field. Other measures that have not yet been implemented include 
wide-ranging structural reforms in taxation, the tariff system, 
and finance, which will serve as incentives for the production of 
nontraditional goods. In this regard, we would suggest that mea- 
sures should be introduced in a timely fashion to deal with those 
distortions in the pricing system that provide an incentive for 
imported goods at the expense of domestically produced import 
substitutes. 

Although the authorities have succeeded in reducing the 
fiscal deficit to a more manageable level, there is no room for 
relaxation of effort on this front. At this stage, the emphasis 
should be on consolidating the gains that have been made so far by 
attending to the more qualitative aspects of fiscal management. 
In that vein, the intention to restructure the pattern of expendi- 
tures is welcome; a higher share of government outlays is already 
being channeled into badly needed infrastructural development. 
However, pockets of weakness could be seen during the past year in 
the tendency toward extrabudgetary expenditures and delays in the 
introduction of tax measures. We hope that the timely implementa- 
tion of the system to monitor expenditures on a monthly basis, as 
well as the overall improvements in budgeting and management, will 
prevent a recurrence of these shortcomings. 

The staff has characterized the state enterprise sector as a 
major source of inefficiency in government operations, indicating 
that transfers to these entities are putting undue strain on 
expenditures. In that context, it is somewhat surprising that, 



EBM/90/68 - 4/30/90 - 22 - 

apart from the broad statements of intent attributed to the 

authorities, there is no comprehensive plan of action for dealing 
with these entities. 

The advances that were achieved on the domestic front in 
1989 were not matched by any substantial progress in the external 
sector- - and especially not with respect to the current account 
balance. This unhappy outcome was partly the result of exogenous 
factors, such as the 30 percent decline in coffee prices that 
facilitated a 9 percent fall in the terms of trade. However, 
another contributing factor was the authorities' insufficient 
appreciation of the fact that there is little room for maneuver in 
the external sector, given the extreme dependence of the program 
in the medium term on the viability of that area. The unpro- 
grammed leasing of aircraft in the face of adverse external devel- 
opments, as well as the absence of a strategy to deal with the 
uncompetitive price structure of the petroleum sector, as mani- 
fested in the rapid decline in petroleum exports, can be cited as 
two examples of that lack of comprehension. 

The above comments notwithstanding, Kenya has made tremendous 
strides toward becoming a viable economy in the foreseeable future 
and deserves our encouragement. We therefore support the proposed 
decisions. 

Mr. Yoshikuni said that, since the beginning of the current enhanced 
structural adjustment arrangement for Kenya, his chair had expressed a 
number of concerns about the implementation of the program, particularly 
with respect to the vulnerability of Kenya's balance of payments position in 
the medium term. The staff report reviewing the first annual arrangement 
indicated that generally satisfactory results had been attained with respect 
to program targets. However, the continued weakness of the external sector 
was a source of disappointment. Particularly worrisome was the unexpectedly 
large current account deficit in 1989--5.9 percent of GDP --as compared to 
the target of 4 percent. Furthermore, the inflation rate in 1989 exceeded 

the target, owing to the unexpected rise in broad money. 

As one of the major creditors to the ESAF Trust Account, his chair was 

concerned about those developments, Mr. Yoshikuni continued. In his view, 

they must point either to the weak monitoring ability of the authorities or 

to the weakness of the original program itself. As the staff paper rightly 

put it, the increase in broad money had occurred despite the fact that the 

performance criterion for total domestic credit had been met; that develop- 

ment therefore indicated the need for more specific program design at the 

outset. More important, however, the lease contract of Kenya Airways- -not 

envisaged under the program- -had been primarily responsible for the deterio- 

ration in the external current account balance. Since the airline was a 

state-owned company, and since the contract had resulted in an increase in 
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government imports, that action constituted a substantial deviation from the 
program goal of containing nonconcessional borrowing by the public sector. 
It was therefore regrettable that the contract had not been discussed by the 
staff and the authorities at the midterm review in November 1989, just one 
month before the lease contract had been signed. Conunents from the staff 
and the Kenyan authorities' views on that transaction would be helpful. 

With respect to the 1990 program, Mr. Yoshikuni commented, there was a 
clear need to strengthen fiscal restraint on the expenditure side, despite 
the progress that had already been made in reducing the budget deficit. The 
continued large growth in the number of government employees envisaged by 
the authorities was particularly worrisome. A 2 percent increase in overall 
employment and an 8 percent increase in the number of teachers did not 
constitute a convincing demonstration of a significant effort to contain 
public employment. In his view, a more ambitious attempt to limit employ- 
ment in the coming fiscal year- - and preferably to effect a reduction from 
the previous year's level- -was warranted. 

In the area of monetary policy, every effort should be made to contain 
inflationary pressure through a reduction in domestic credit, Mr. Yoshikuni 
stated. In that connection, he supported the 11 percent growth target for 
broad money, as well as the new performance criteria on net domestic assets. 
In view of the large slippage that had occurred in that area during the 
previous year, the room for maneuver was quite limited. 

Much work remained to be done in restructuring the state corporations, 
Mr. Yoshikuni said. The large leasing contract of Kenya Airways was a 
particular cause for concern. A comprehensive review of the airline's 
operation, including, inter alia, an analysis of the profitability of the 
lease contract in the medium term, should be presented by the time of the 
midterm review. 

His chair continued to harbor reservations concerning the external 
viability of Kenya's balance of payments position, Mr. Yoshikuni confirmed. 
As the staff's medium- and long-term scenarios clearly showed, Kenya would 
continue to run a substantial current account deficit of about 4 percent of 
GDP throughout the l990s. That implied that, even after the conclusion of 
the enhanced structural adjustment arrangement, the country would still be 
heavily dependent upon the continued flow of concessional funds from exter- 
nal creditors; that realization, in turn, raised doubts about the effective- 
ness of the facility in strengthening the adjustment process and restoring 
external viability. He strongly hoped that those points would be addressed 
by the time of the midterm review. 

Ms. Hansen remarked that she broadly agreed with the thrust of the 
staff's analysis. On balance, Kenya's performance under its adjustment 
program had been satisfactory: growth was about on target; most benchmarks 
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had been met; and a number of structural problems were gradually being 

addressed. Nevertheless, the staff report highlighted some important con- 

cerns, which she shared. 

The stronger than targeted monetary expansion in the second half of 

1989 and accompanying inflationary pressures- -which might have been greater 

than the measured price index showed --were regrettable, Ms. Hansen com- 

mented. It would therefore be important that the authorities adhere to the 

tightened financial policies agreed for 1990, in order to keep the program 

on track. In that connection, the most recent step toward interest rate 

liberalization and the commitment to remove interest rate ceilings by June 

1991 were welcome. 

With respect to fiscal policy, she shared the staff's concern about the 

rapid increase in the government wage bill, Ms. Hansen said, particularly in 

light of the need to alter the composition of recurrent expenditure over the 

medium term. Although there were undoubtedly strong reasons for increasing 

the number of teachers, perhaps there might be room for economizing in other 

parts of the wage bill by reducing staff levels in less critical areas. 

The staff's concern over indications that incentives for Kenyan pro- 

ducers of tradable goods had deteriorated was valid, Ms. Hansen remarked. 

The authorities were therefore urged to redouble their efforts to contain 

domestic demand pressures and inflation, and to adjust the exchange rate as 

appropriate. 

More fundamentally, however, Ms. Hansen said, the staff documents 

confirmed the view that, given Kenya's physical and human resource base, the 

gradual pace of adjustment that it was currently following fell short of its 

potential. As the staff report pointed out, the magnitude of Kenya's eco- 

nomic distortions and structural imbalances were smaller than in many other 

developing countries, requiring a correspondingly less demanding schedule of 

structural reforms and lower potential costs of adjustment. That situation 

would seem to suggest that Kenya should be able to set more ambitious devel- 

opment goals than many other developing countries. In particular, the 

authorities should move more aggressively to eliminate the present anti - 

export bias and improve export competitiveness, to revive foreign investment 

through improvements in the investment climate, and to rationalize and 

restructure the broad array of state corporations. By giving priority 

attention to those areas, Kenya could significantly improve its medium- and 

long-term prospects: it could accelerate its growth rate, strengthen its 

external position, and lessen its dependence on foreign borrowing. 

The Kenyan authorities should be commended for the number of construc- 

tive actions that they had already taken in the course of their adjustment 

program, Ms. Hansen stated. She hoped that they would redouble their 

efforts so as to make the most of their country's considerable potential. 
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Mr. Hogew id that he appreciated the analysis in the staff paper of 
exchange rate developments and the competitiveness of the Kenyan economy. 
That analysis had probably been triggered by the interesting Board discus- 
sion on those matters in November 1989, during which he, along with other 
Directors, had expressed doubts about the emphasis that the staff had placed 
on "exchange rate flexibility." It was their concern that that phrase was 
being used as a euphemism for the practice of accelerating the pace of real 
effective depreciation, in order to strengthen a country's competitive 
position. On that occasion, he had characterized that advice as tantamount 
to advocating competitive devaluations, a procedure which was not only 
counter to the spirit of the Fund but also destabilizing for Kenya domesti- 
cally. 

In the staff report, Mr. Hogeweg observed, the argument was made that, 
because the consumer price index had underestimated the actual inflation 
rate- -as shown by shortages in price -controlled commodities- - the measured 
real effective depreciation had not actually taken place. In fact, in terms 
of labor costs, the exchange rate had effectively appreciated somewhat since 
1987. The parallel market rate had depreciated 30 percent more than the 
official rate. Similarly, the need to maintain high import tariffs indi- 
cated that the present nominal exchange rate was not compatible with a 
viable current account position. The obvious question, therefore, was what 
policy advice should be offered to the authorities in those circumstances. 
Apparently, the staff saw those developments as confirmation of the sound- 
ness of its advice that the depreciations should continue until competitive- 
ness was attained; however, the new findings could be seen as a cause for 
concern, since they essentially indicated that Kenya's inflation problem had 
worsened, and that the authorities would need to be more ambitious in their 
stabilization efforts. 

In that connection, the significant tightening of monetary policy in 
early 1990 had been welcome, Mr. Hogeweg continued. However, that action 
had been in response to the completely unwarranted acceleration of monetary 
expansion in late 1989, which made Kenya's very gradual programmed slowdown 
in inflation in itself a more ambitious target. In addition, he welcomed 
the substitution of the more broadly defined performance criterion of net 
domestic assets for total domestic credit; that change might indeed facili- 
tate attainment of the final objective of monetary policy, namely, reducing 
the rate of inflation. However, all those efforts were predicated on 
achieving the programmed pace of gradual reduction of measured inflation. 

The new findings on Kenya's competitiveness only increased the impor- 
tance of domestic stabilization as the primary emphasis of the efforts at 
strengthening competitiveness, Mr. Hogeweg commented. Moreover, the anti - 
export bias in the economy would have to be removed. After all, competi- 
tiveness involved more than prices alone. In that context, the exchange 
rate could be a useful additional instrument; however, a continuing slide 
in the nominal exchange rate, with seemingly no end in sight, was not 
appropriate. 
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As to state enterprises, Mr. Hogeweg said, no mention was made by the 

staff of possible privatization as a way to improve their continuing weak 

performance. He wondered whether there was any reason why that approach was 

not possible in Kenya. 

With respect to the long-term balance of payments scenario, Mr. Hogeweg 

concluded, nominal GDP as expressed in SDRs was assumed to increase at an 

annual rate of 8 1/2 percent- -a higher rate than any of the other variables 

in the relevant table. It was not clear what would lead to that growth and 

whether it could be achieved without at least a similar rate of growth in 

imports. He supported the proposed decisions. 

Mr. Zhang made the following statement: 

I am pleased to join other speakers in commending the Kenyan 

authorities for the satisfactory results achieved under the 

enhanced structural adjustment arrangement. The basic macroeco- 

nomic objectives of the 1989 program were realized, despite the 

negative impact of exogenous factors, and all end -September 1989 

performance criteria were met, as were most of the benchmarks for 

the year. I am in broad agreement with the staff's appraisal and 

recommendations, and I have no difficulty in supporting the pro- 

posed decisions. 

With regard to fiscal policy, I concur with the staff's anal- 

ysis that realization of the fiscal targets is critical to the 

success of the adjustment effort. The overall budget deficit for 

1989/90 is programmed at 4.2 percent of GDP. Revenue for 1989/90 

is projected to rise to 23.7 percent of GDP from 22.9 percent in 

1988/89, while the share of expenditure and net lending to GDP 

will increase from 29.7 percent in 1988/89 to 30.1 percent in 

1989/90. According to these projections, fiscal measures need to 

be strengthened through raising revenue and reducing expenditures. 

We welcome the authorities' commitment to continue replacing the 

sales tax with a uniform value-added tax and to implement a tax 

policy reform for broadening the tax base and enhancing the elas- 

ticity, efficiency, and equity of the tax system. The measures 

that the authorities plan to implement in order to reduce the 

overall share of recurrent expenditure- -as outlined in the Govern- 

ment's Memorandum on the Economic and Financial Policies- -are 

crucial, given that the level of public expenditure remains high. 

Regarding state corporations, it is encouraging to note 

that the authorities have already taken measures to monitor the 

budgetary impact of enterprises, and that the number of large 

enterprises to be monitored will increase from 10 to 20. It is 

important to clarify both the financial situations of state 

corporations and their relationship with the Government, since 

this sector of the economy remains a source of considerable 
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inefficiency. The policy framework paper for state corporations, 
which will be developed this year, will greatly contribute to the 
overall structural adjustment effort. 

The authorities should be encouraged to continue their poli- 
cies to broaden the growth base in the external sector. Diversi- 
fication, in terms of both products and markets, has gained 
critical importance in light of the recent decline in coffee 
prices on international markets, especially given the country's 
historical dependence on coffee for more than one fourth of Its 
export earnings. Because Kenya's potential for developing its 
nontraditional export commodities is good, we welcome the authori- 
ties' initiatives in exchange rate management and export promotion 
to improve Kenya's competitiveness and achieve a sustainable 
external position. 

Kenya has an excellent record in meeting its external debt 
obligations on time. In addition, the authorities have shown 
their strong determination to adhere to a prudent foreign borrow- 
ing policy, and in particular to limit nonconcessional loans. 
However, in support of the objectives and policies in the program 
of economic and financial adjustment, the authorities will still 
need to rely on concessional assistance from the Fund and the 
international financial institutions at large. The country 
deserves such assistance. 

Mr. Shaffrey said that, although Kenya's performance under the enhanced 
structural adjustment arrangement in 1989 was not quite as good as it had 
been under the structural adjustment arrangement in 1988, the program was 
basically on track, and he had no difficulty in supporting the proposed 
decisions. 

He fully agreed with the staff on the crucial need to meet the budget- 
ary targets under the program, and thus he shared the staff's disappointment 
over the continued rapid growth of government employment, Mr. Shaffrey 
continued. Like Mr. Fogeihoim, he felt that the rapidly expanding popula- 
tion placed heavy demands on government services, particularly education. 
However, the authorities needed to ensure that public service employment 
remained strictly constrained, with possible reductions in employment levels 
and in other areas, and that the wage bill stayed within reasonable bounds. 
Hence, it was disappointing to note that the increase in the wage bill was 
expected to exceed the program targets by a substantial margin in the cur- 
rent financial year; the recently announced increases effective July 1, 1990 
would not help the authorities in their quest to increase the share of 
expenditure devoted to nonwage and operating items. 

Like Mr. Enoch, he was somewhat disappointed that actions to restruc- 
ture parastatals had largely been of a preparatory nature, Mr. Shaffrey 
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remarked. He hoped that that particular part of the program could be accel- 
erated somewhat over the coming fiscal year. 

With respect to exchange rate policy, he welcomed the attention that 

the staff had given to the inadequacy of the real depreciation of the Kenya 
shilling, Mr. Shaffrey said. Given the discussion that that topic had 
produced at the midterm review in November 1989, he looked forward to a 

report on the staff's discussions during the next midterm review. It was 

somewhat disappointing that the Board could not have had a full discussion 
at the present meeting of some of the points raised by Directors in November 

1989. 

He greatly welcomed the authorities' indication that interest rate 

controls would be removed in 1991, and the recent removal of the cap on fees 

and charges was a substantial move in that direction, Mr. Shaffrey con- 

tinued. 

Finally, progress on Kenya's adjustment program remained broadly satis- 

factory, but reflected what the staff had referred to during the previous 

discussion on the country as Kenya's preference for consensus and incre- 

mental progress, Mr. Shaffrey commented. While one might wish for more 

emphatic action in some areas, one could be satisfied at least that Kenya 

was addressing its problems and making some headway, although viability 

remained 

Mr. Hammoudi made the following statement: 

In coping with the deteriorating economic and financial 

situation in late 1987, the authorities in Kenya embarked on a 

far-reaching adjustment program, which was supported by financial 

arrangements with the Fund. This adjustment program was further 

reinforced by the adoption of a three-year arrangement in early 

1989 under the enhanced structural adjustment facility. 

On the whole, the available information indicates that the 

performance of the economy during 1989 was satisfactory, and we 

broadly agree with the staff appraisal and support the proposed 

decisions. On the fiscal front, it is rather discouraging to note 

that much of the burden of the cut in total expenditure fell on 

development outlays in 1989, while wage increases were much higher 

than originally programmed. In this regard, we wonder whether the 

recent announcement of civil service wage increases, effective 

July 1, 1990, are within the objectives of the 1990 program. In 

these circumstances, the authorities' intention to begin a monthly 

monitoring and reporting of wages and operating charges and to 

increase continuously real nonwage operating and maintenance 

expenditure in infrastructure is encouraging. The Government's 

plan to reduce borrowing from the banking system from the equiva- 

lent of 1.3 percent of GDP in 1989/90 to only 0.3 percent in 
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1990/91 is clearly also a step in the right direction, since this 
policy will enhance the role of the private sector in the economy 
by making more financial resources available to it. 

With respect to structural reforms, we welcome the under- 
taking of a detailed review of the public investment program in 
1991/92. Furthermore, the authorities have envisaged an increase 
in revenues in the 1990/91 budget through a further replacement of 
the sales tax by a value-added tax and through the extension of 
user charges to more services. In this respect, while we support 
the importance of broadening the tax base and enhancing the effi- 
ciency and equity of the tax system, it is also important to give 
further consideration to the adverse impact that the increase in 
user charges will have on the poor segments of the population. 

The authorities' program to reduce monetary growth from 
nearly 18 percent at the end of 1989 to lower than 11 percent by 
the middle of 1990 is an appropriate step to combat inflationary 
pressures and must be conscientiously implemented. To this end, 
replacing total domestic credit in the 1990 program as a perfor- 
mance criterion by a ceiling on net domestic assets, in order to 
minimize fluctuations in the "other items, net" category, is a 

positive step toward the realization of this year's monetary 
targets. 

As to external sector policies, it should be noted that in 
1989 official concessional borrowing exceeded the program target 
while official grants showed a 7 percent decline. The country's 
debt -service ratio also increased from 29.4 percent in 1988 to 
30.8 percent in 1989. Under these conditions, and given the 
projection of further increases in Kenya's external financing 
requirement for 1990-91, the authorities should be encouraged to 
refrain from borrowing financial resources on a nonconcessional 
basis. The official donor community, and particularly the multi- 
lateral financial institutions, would obviously be expected to 
contribute to the country's financial needs. 

Mr. Schoder made the following statement: 

In 1989, the Kenyan authorities again demonstrated the seri- 
ousness of their development strategy and their unflagging commit- 
ment to the requirements of adjustment. They deserve to be highly 
commended for the implementation of the first annual arrangement 
under the enhanced structural adjustment facility, and they 
deserve to receive approval of the second annual arrangement. 
Because the Board comes in contact all too rarely with a member 
country that adheres so strikingly to the policy advice provided 
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by this institution, it is not only in Kenya's but also the Fund's 
best interest that Kenya's structural adjustment effort yield the 
targeted results. 

With this background, it should come as no surprise that the 

staff report on Kenya reads like a textbook case of structural 
adjustment in a low-income African country. I therefore basically 
agree with the overall thrust of the policy framework paper and 
with the program for 1990. 

The only notable slippage in 1989 happened in the field of 
monetary policy, which was substantially more expansionary than 
programmed. That slippage certainly was not the result of exces- 
sive borrowing by the government sector, which was below target, 
but was due to a very rapid expansion in credit to the private 

sector. The slippage subsequently fed through the economic system 
by weakening its capability to combat inflation. The size and the 

implications of the overshooting of the private sector credit 
target justified a thorough investigation of the likely causes of 
the phenomenon. In that context, the attribution in the staff 
paper of the expansion in liquidity principally to developments in 
"other items, net" is rather mystifying, and it would be helpful 
if the staff could elaborate on the driving forces behind that 
upswing. Against this background, I welcome the shift in the 
related performance criteria from total domestic credit to net 

domestic assets, since that shift should close the loophole 
responsible for the overshooting of the liquidity supply. 

Excessive monetary expansion, through its impact on the 

domestic price level, threatens the competitive position of the 

export sector and thus undermines the strategy of broadening and 

diversifying the export base of the economy by including nontradi- 

tional products. That strategy is indeed very critical if Kenya 

is to reduce its dependence on some commodities, and in particular 

its vulnerability to the world market price fluctuations of those 

commodities. In that context, it is quite unfortunate that 

serious doubts have now arisen as to the competitive position of 

Kenya's economy and, specifically, the evolution of its external 

competitiveness. On the basis of a wide range of empirical indi- 

cators, the staff has concluded that Kenya's external competitive- 

ness has worsened over the past several years. This outcome to 

the authorities' prolonged adjustment efforts is most disappoint- 

ing, because it cannot be realistically expected that the process 

of diversifying the economy, stabilizing the financial sector, and 

improving the viability of the balance of payments can be achieved 

under these conditions. The statement on page 17 of the staff 

report that "merchandise exports are projected to grow faster than 

expected at the outset of the ESAF program, with the main thrust 

coming from nontraditional exports" was already somewhat suspect, 
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because the rationale for such an optimistic projection was not 
readily apparent. Naturally, the fact that Kenya's traditional 
export sectors have been negatively affected by external develop- 
ments increases the need for increased exports in other, nontradi- 
tional fields; however, the link between recognizing that neces- 
sity and forecasting its achievement is not clear. Furthermore, 
the negative developments in competitiveness make me wonder 
whether the balance of payments forecasts for 1990 and beyond are 
not overly optimistic. 

In these circumstances, one cannot avoid questioning the 
traditional "flexible exchange rate policy" recommendation offered 
by the staff. Kenya has consistently applied the Fund's advice 
with regard to its exchange rate, and it has depreciated in nomi- 
nal effective terms by some 50 percent over the past several 
years. Despite this massive adjustment, the very interesting 
analyses provided in Appendix VI of the staff report point to a 

worsening in the competitive position. Should Kenya therefore 
increase the dosage of the treatment in terms of exchange rate 
depreciation, or should alternative policy instruments be uti- 
lized? If the competitive position proves to be inadequate, as 
current information suggests, exchange rate corrections will prob- 
ably be unavoidable. However, even if more of the same medicine 
is called for, action cannot be limited to that field alone. The 
discovery of a weakening in the external competitive position 
increases the necessity of implementing tight fiscal and monetary 
policies so that nominal exchange rate corrections can be main- 
tained in real terms over time. On that point, I agree fully with 
the comments made by Mr. Fogelholm, Mr. Goos, and Mr. Hogeweg in 
favor of a larger contribution by internal adjustment to the res- 
toration of external competitiveness. These observations and 
questions only underscore the necessity of undertaking, at the 
midyear review of the program, a thorough investigation and 
assessment of exchange rate developments and the evolution of 
external competitiveness. The goal should be to develop detailed 
policy advice on the basis of an historical analysis of the price 
transmission mechanisms as they operate in the Kenyan economy, in 
order to detect and correct the negative movements that have 
appeared over time. 

The staff representative from the African Department noted that, with 
respect to budgetary pressures, the staff shared the concern of a number of 
Directors about the slippages in realizing the target on wage bill growth in 
1989/90. In particular, the growth in civil service employment was a cause 
for concern. That growth had been affected significantly by the increase in 
the number of teachers following the introduction of the 8-4-4 System and 
could not be expected to subside until the system was fully in place. 
However, since the staff felt that the increase in wages was a structural 
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problem, it had pressed the authorities on that subject, and the growth of 
the civil service was expected to be reduced to 2 percent in 1990/91. 

The authorities had given assurances that the recent wage increases 
reported in the Nairobi press were consistent with the program targets, the 

staff representative continued. The press had not made clear that those 
increases affected primarily civil servants and teachers in the lowest seven 

salary groups, who received increases of 8-10 percent, depending on their 
grade. Therefore, because of its exclusion of most professional workers, 
the wage hike would still remain within the guidelines of the program. 

In assessing other types of expenditure, one should remember that Kenya 

had experienced a number of border incidents during the past year, the staff 

representative remarked. The expenditures arising from those incidents, 

combined with the troops that the authorities had been maintaining in 

Namibia as part of an international peacekeeping effort, had made it diffi- 

cult for them to realize the reductions hoped for in those nonpriority areas 

of expenditure. 

With respect to monetary policy, the growth of net domestic assets in 

1989 was undoubtedly attributable to the growth of domestic credit, the 

staff representative stated. That development reflected the expediency on 

the part of the authorities that Mr. Enoch had referred to and was precisely 

the reason why steps had been taken to tighten the performance criteria 

through the introduction of the net domestic assets measure. The use of 

that measure as a performance criterion, along with other steps that the 

authorities were committed to implementing in 1990, should help to produce 

a tight monetary policy. 

The tightening of monetary policy was reflected in the increase in 

interest rates that took place in March 1990, the staff representative 

continued. Deposit rates and lending rates were raised by 1 percentage 

point at that time, with the new minimum deposit rate at 13 1/2 percent, the 

short-term lending rate at 16 1/2 percent, and the long-term lending rate at 

19 1/2 percent. Furthermore, the elimination of restrictions on fees and 

charges represented a fairly important policy change insofar as it effec- 

tively liberalized interest rates, giving commercial banks the freedom to 

charge rates above the ceilings. 

The staff, including members of the Central Banking Department, was 

focusing on the institutional rigidities in the monetary sector that had 

limited the ability of the Government to market treasury bills, the staff 

representative observed. Breakthroughs in that area would play an important 

part in strengthening Kenya's monetary policy. 

In the external sector, the staff representative noted, Kenya was on 

the verge of an agreement with IDA on export promotion. It was expected 

that an appraisal mission would take place in the first week of June 1990, 

and that a sectoral credit agreement with the World Bank would effectively 
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introduce a duty exemption system parallel to the present import compensa- 

tion system by the beginning of July 1990. Within 18 months, both of those 

systems would be replaced by a duty drawback scheme, which should signifi- 

cantly enhance the competitiveness of those exporters experiencing difficul- 

ties in getting rebates on tariffs on import inputs. 

By working with the Government on reducing and simplifying government 

regulations and controls, permits, licenses, and policies for the repatria- 

tion of profits and dividends, the World Bank was also helping to enhance 

the role of direct foreign investment in relation to export promotion, the 

staff representative continued. Moreover, the program for export promotion 

would attempt to focus on specific sectoral markets, using World Bank exper- 

tise and technical assistance to help exporters penetrate European and 

regional markets for textiles, leather and leather products, processed 

foods, and basic middle manufactures. 

With respect to the Kenya Airways' lease contract, the staff represen- 

tative stated, discussions had been held in Nairobi in September 1989 with 

the authorities on management problems and the need for an overhaul of the 

fleet. At that time, the urgency of the need to upgrade the quality of the 

fleet had not been made clear, as the discussions had focused primarily on 

the size of the work force and the quality of the airline's management. 

However, the staff had emphasized to the authorities that any action to 

refurbish the fleet by engaging in lease contracts or borrowing to buy new 

planes should be accompanied by a serious investigation into the organiza- 

tion of Kenya Airways. The authorities had subsequently sought technical 

assistance from the World Bank and hired management consultants on their 

own, with the result that a management restructuring plan, including cut- 

backs in staffing, was expected to be introduced later in 1990. The leasing 

of the airplanes had taken place after those discussions and was therefore 

consistent with the authorities' overall efforts to deal with the management 

problems of the airline. 

Following the completion of a relevant IDA study, a restructuring plan 

for the textile industry would also be formulated in the summer of 1990, the 

staff representative commented. Because textiles constituted an important 

part of the items contained in Schedule IIIC, it was expected that the 

completion of the study would lead to the further liberalization of many 

items in that category. 

With respect to exchange rate policy, the thrust of the staff's efforts 

had been to tighten fiscal and monetary policies and, secondarily, to elimi- 

nate the factors that had been inhibiting exports and in general creating 

inefficiencies in the export sector, the staff representative from the 

African Department said. In addition to implementing fiscal and monetary 

policies consistent with the program, it was expected that the authorities 

would eliminate any overvaluation that developed in the exchange rate during 

the course of the year. The staff had also focused on the measure of infla- 

tion that the authorities had been using, and which, as most international 
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donors had observed, was inadequate. The Government was hoping to produce 
a new consumer price index by the end of the year that would give a better 
sense of the extent to which an erosion of competitiveness had taken place. 
Meanwhile, its own studies led the staff to believe that further exchange 
rate action might be necessary. From end -1989 to end -March 1990, there had 
been a real effective depreciation of approximately 4 percent, and it was 
felt that the authorities would take the appropriate measures needed to 
restore competitiveness during the year. It was also expected that a nar- 
rowing of the differential between the official and the parallel market 
exchange rates would occur during the year. 

The staff representative from the Exchange and Trade Relations Depart- 
ment suggested that the exchange rate policy in the staff report could have 
usefully emphasized that an exchange rate level consistent with external 
viability "would be sustained" by tight fiscal and monetary policies, rather 
than "can be sustained" by those policies. In other words, domestic infla- 
tionary pressures should be avoided by pursuing as tight a fiscal and mone- 
tary policy stance as possible. Furthermore, once the equilibrium exchange 
rate was approached, fiscal and monetary policies should be used to limit 
those inflationary pressures that might undermine it. 

Evaluating the effects of exchange rate devaluations on African coun- 
tries- -and particularly their effects on inflation- -could sometimes present 
a dilemma, the staff representative continued. While large amounts of 
domestic expenditure on projects could generate future payoffs, they could 
also cause domestic absorption and inflation to rise in the short run. In 
that context, a country's capability of reducing quickly its inflation rate 
relative to partner countries might be constrained. Furthermore, the gains 
from cutbacks in projected expenditures should be viewed in light of the 
fact that inflation was not that severe a problem for Kenya: the projected 
rate for the current year was 7 1/2 percent, but even the 1989 rate of 
10 percent was lower than the rates of Kenya's partner countries- -and much 
lower than the inflation rate in other Fund -supported countries. 

In the case of Kenya, the staff representative remarked, the objective 
was to tighten demand -management policies so as to eliminate any domestic 
feedback operating through the cost side of the inflationary process that 
could undermine exchange rate stability. To the extent that inflationary 
pressures were already in the pipeline, and that overvaluation had already 
developed via the cost structure, the authorities' preference --for political 
and other reasons- -was to make a gradual adjustment over a period of six or 
eight months, rather than a one-time adjustment. 

To reduce the inflation rate and correct exchange rate overvaluations 
already in the system through demand -management measures alone was a very 
delicate task, the staff representative from the Exchange and Trade Rela- 
tions Department observed. Adding to the difficulty were the political 
complications that frequently surrounded the process and the impossibility 

of determining precisely the equilibrium exchange rate. The Fund staff did 
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not advocate that the authorities should depreciate immediately to correct 

every instance of overvaluation or small misaligrunents; in the real world, 

it was much more realistic to ask whether a sizable overvaluation existed 

and could be adjusted in three or six months. 

Mr. Enoch said that the determination of an appropriate exchange rate 

policy was partially an empirical question that depended upon various link- 

ages, including the one that Mr. Fogelholm had identified between export- 

import performance and the real exchange rate. Mr. Fogelholm had referred 

to a study demonstrating that export performance in Kenya had not responded 

to changes in the exchange rate, but the staff had made clear that, in fact, 

there had been no depreciation of the real exchange rate; if anything, the 

movement had been in the opposite direction. On the other hand, a recent 

World Bank study had pointed to the very strong, positive effects of 

improvements in the real exchange rate on export performance in many 

countries. 

The relationship between the exchange rate and domestic prices and 

costs that Mr. Coos had referred to was another empirical question, 

Mr. Enoch continued. To the extent that an exchange rate change could 

quickly have a substantial effect on domestic prices and costs, it was less 

useful as a policy tool. One could argue, however, that domestic cost 

restraint went hand in hand with an appropriate exchange rate policy. In 

the case of a country using a domestic nominal anchor, for example, nominal 

wage price restraints could be set at a certain percentage. Actions of that 

type would help to reduce concern about the inflationary effects of exchange 

rate policies. 

A very important distinction had been drawn by the staff representative 

from the Exchange and Trade Relations Department between a flexible exchange 

rate policy, which implied depreciations over time- -perhaps following the 

movements of a parallel rate- -and a one-time devaluation, Mr. Enoch noted. 

In that respect, there might well be common ground between the advocates of 

stable rates and those believing in the strength of exchange rate effects, 

who would prefer a single, one-step devaluation to a rate that was flexible 

over the long term. A comparison of the economic effects of the two 

approaches to devaluation would indicate that the expectational impact on 

domestic prices and costs could be quite different. Expectations of con- 

tinued further depreciation could perhaps be managed more easily if the 

authorities made clear that, having enacted a one-time devaluation to cor- 

rect the initial disequilibrium, they were now pledged to maintain a stable 

rate, than if they were to announce that only a part of the devaluation had 

been completed. 

A detailed analysis of the differing impacts of those two approaches to 

devaluation could be useful and interesting, Mr. Enoch concluded. Although, 

as the staff representative from the Exchange and Trade Relations Department 
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had remarked, a once -and -for -all devaluation might be more difficult politi- 
cally, that consideration should not enter into the staff's assessment of 
the relative merits of the two strategies. 

The staff representative from the African Department remarked that the 
competitiveness of exports had been affected not only by the exchange rate, 
but also by restrictions and institutional rigidities in the market. The 
inadequacy of the export compensation scheme had made it difficult for 
exporters to recoup the cost of tariffs on their intermediate inputs and raw 
materials, and infrastructure -related problems had affected exports in a 

number of sectors, particularly horticulture. Moreover, restrictions with 
respect to foreign direct investment had had a negative impact on exports. 

Mr. Hogeweg commented that the relaxed attitude that the staff repre- 
sentative from the Exchange and Trade Relations Department had seemed to 
take to Kenya's inflation rate was somewhat surprising. Since the current 
inflation rate of 10 percent and the projected rate of 7 1/2 percent had 
been measured using the old, inadequate index, the underlying problem- -as 
reflected in recent effective exchange rate movements- -was actually much 
worse. Those developments were worrisome and served to underscore the 
concern that the continued slide of the nominal exchange rate might undo its 
own intended effect by destabilizing the domestic economy. 

The staff representative from the Exchange and Trade Relations Depart- 
ment said that, rather than advocating a more relaxed attitude to inflation, 
the staff had urged the implementation of the tightest possible financial 
and fiscal policies in Kenya. Furthermore, the staff agreed that further 
progress should be achieved in that direction, suggesting that Kenya should 
aim for an inflation rate comparable to those of its most successful nonin- 
flationary partners. It was fully expected, therefore, that the current 
expenditures arising from aid flows would generate positive returns in the 

medium term. 

The staff representative from the African Department added that the 
financial program for 1990 had been tightly formulated on the assumption 
that the inflation rate would actually be held to 7 1/2 percent during the 
year. 

Mr. El Kogali said that he had noted with interest the comments by 
Mr. Hogeweg, Mr. Fogelholm, and Mr. Coos on exchange rate policy. The staff 

should devote more attention to that area, since many of the countries in 

his constituency had questions about the implementation of exchange rate 
policy and its efficacy in correcting distortions in their countries. In 

Malawi, for example, there was considerable discussion on the relative 
merits of a one -time -only devaluation versus a flexible exchange rate 

policy. 

Competitiveness in many African countries was not merely a function of 

the exchange rate, Mr. El Kogali continued. Problems in the field had to be 
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contended with, including the availability of workers and the seasonality of 
work, and the cost --as opposed to the rate --of exchange. Exchange rate 
devaluations and the provision of stronger incentives to farmers would not 
be sufficient to overcome those structural rigidities. In Sudan, for 
example, the preparation of the cotton crop required the migration of 
laborers from the western part of the country to the central regions during 
the summer months. Labor shortages or unusually rainy weather could there- 
fore easily sabotage that sector of the economy. In those circumstances, 
therefore, a study of the structural rigidities endemic to that part of 
Africa- - in conjunction with an analysis of exchange rate policy options- - 
would be useful. 

It was important to emphasize the connection between an export diversi- 

S fication program and the terms of trade, Mr. El Kogali stated. The downturn 
in coffee prices, for example, did not mean that a discovery of copper in 
Uganda would automatically lead to a large investment in an indigenous 
copper industry. In deciding whether to invest in copper, the investors 
would be guided by movements in the price of copper vis--vis other commodi- 
ties. In that sense, therefore, the success of a country's diversification 
process was closely related to its terms of trade. 

With respect to Kenya Airways, the immediate objective was to rational- 
ize its structure and establish sound management techniques, Mr. El Kogali 
said. Beyond that relatively limited consideration, however, there was a 
need to work toward the integration of all the various national airlines in 
Africa; at present, air travel from West Africa to East Africa was quicker 
and more convenient via Europe than directly across the continent. The 
improvement of air travel in Africa should therefore be considered in the 
context of the cultural, as well as the economic, integration of the region. 
Profitability should not be the sole criterion of a successful airline. 

The Acting Chairman remarked that exchange rate policy had always been 
a difficult aspect of adjustment efforts in Kenya. In the mid-l980s, in 

particular, the staff had come under great criticism from the Executive 
Board for not having pressed aggressively enough for exchange rate adjust- 
ment. At that time, Kenya's case had been cited as an example of the lack 
of cooperation between the World Bank and the Fund, as the World Bank had 
balked at approving export and import loans to the Government because of a 

perceived exchange rate misalignment. That debate had led to the inaugura- 
tion of exchange rate adjustments in 1985 and 1986 to achieve competitive- 
ness. Nonetheless, the continued existence of import rigidities and anti - 
export biases created the impression that the question of the exchange rate 
and its relation to domestic policies had somehow not been dealt with ade- 
quately. Therefore, a case study of the Fund's involvement in the Kenyan 
economy from the late 1970s to the present could be useful. 
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The Acting Chairman made the following susuning up: 

Directors commended the authorities for continuing to demon- 
strate a commitment to economic adjustment and structural reform. 
They noted that, under the 1989 program supported by the first 
annual arrangement under the enhanced structural adjustment facil- 
ity, the end -September performance criteria and most of the bench- 
marks for the year had been met. More specifically, Directors 
observed that fiscal policy on the whole was on target as were 
interest rate and exchange rate policies. They welcomed the prog- 
ress made in implementing the program's structural measures. They 
regretted, however, the larger than programmed increase in the 
Government's 1989/90 wage bill, the higher than targeted monetary 
expansion in the second half of 1989 that had contributed to 
inflationary pressures, and the slower than expected progress on 
some structural reforms, particularly with respect to state enter- 
prises. 

While Directors felt that Kenya's performance had been satis- 
factory, the view was forcefully conveyed that Kenya should adopt 
more ambitious objectives and adjustment policies, in order to 
bring down the rate of inflation and achieve a higher rate of 
sustained growth. There was a clear need for broader action to 
strengthen the competitive position of the economy, improve indus- 
trial efficiency, reduce the structure of domestic protection, and 
lower Kenya's reliance on foreign assistance while permitting an 
increase in foreign investment. 

Directors observed that stronger monetary restraint and con- 
tinued fiscal adjustment were called for. Directors, therefore, 
endorsed the tightening of the stance of financial policies. They 
welcomed the programmed tightening of monetary policy, including 
the recent increase in interest rates and the removal of the cap 
on fees and charges, deeming them important steps toward the 
interest rate liberalization scheduled for June 1991. 

Directors noted that the programmed reduction in the fiscal 
deficit was critical to the success of the adjustment effort. The 
continuing high rate of growth in government employment in 1989/90 
and the rate expected for 1990/91 were disappointing. They 
stressed that, in the event of further slippages in the wage bill, 
the authorities needed to make comprehensive cutbacks in low - 

priority expenditures. Directors welcomed the recent introduction 
of a value-added tax and cost sharing in health and education, and 
encouraged the authorities to continue efforts to broaden the tax 
base and to enhance its efficiency and equity. 

Directors expressed concern about the slow progress made in 
restructuring several major state corporations, which remained a 
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source of considerable inefficiency in the economy. They urged 
the authorities to make public enterprise reform initiatives, 
including privatization, a more central part of the structural 
adjustment effort over the medium term. 

Directors regarded the growth of nontraditional exports as 
key to sustained economic expansion. Diversification had become 
critical in light of the recent decline in international coffee 
prices and Kenya's historical dependence on coffee; indeed, the 
continued external vulnerability of the economy underscored the 
need for diversification. To that end, both exchange rate poii- 
cies and specific initiatives to reduce the antiexport bias of the 
economy and open it further to imports, including an appropriate 
reform of the protective tariff structure and removal of adminis- 
trative obstacles to efficient performance, should be used in a 
stable macroeconomic environment to improve the overall competi- 
tiveness of production. 

Directors stressed that Kenya would have to adhere firmly to 
a prudent foreign borrowing policy, so that the projected decline 
in the debt -service ratio was attained. They welcomed the recent 
debt cancellation initiatives by several bilateral creditors, but 
observed that Kenya remained highly dependent on concessional 
assistance, and that this dependency needed to be reduced over 
time. 

It is expected that the next Article IV consultation will be 
held on the standard 12 -month cycle. 

The Executive Board then took the following decisions: 

Decision Concluding Article XIV Consultation 

1. The Fund takes this decision relating to Kenya's 
exchange measures subject to Article VIII, Section 2(a), and in 
concluding the 1990 Article XIV consultation with Kenya, in the 

light of the 1990 Article IV consultation with Kenya conducted 
under Decision No. 5392-(77/63), adopted April 29, 1977, as 

amended (Surveillance over Exchange Rate Policies). 

2. Kenya maintains the restrictions on payments and 
transfers for current international transactions as described 
in SM/90/64 in accordance with Article XIV, Section 2, except 
that there are restrictions subject to Fund approval under 
Article VIII, Section 2(a), in the form of limits for the remit- 

tances of rental income of nonresidents and of a foreign exchange 
budget on the basis of which import licenses for nonliberalized 
import items are issued. In the circumstances of Kenya, the Fund 
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grants approval for their retention until June 30, 1991, or the 
conclusion of the next Article IV consultation with Kenya, which- 
ever is earlier. 

Decision No. 9421-(90/68), adopted 
April 30, 1990 

Enhanced Structural Adjustment Facility - Second Annual Arrangement 

1. The Government of Kenya has requested the second annual 
arrangement under the enhanced structural adjustment facility. 

2. The Fund has appraised the progress of Kenya in imple- 
menting economic policies and achieving the objectives under the 
program supported by the first annual arrangement, and notes the 
updated policy framework paper (EBD/90/l04). 

3. The Fund approves the arrangement set forth in 

EBS/90/64, Supplement 2. 

Decision No. 9422-(90/68), adopted 
April 30, 1990 

2. BAHMIN - 

The Execubre Directors considered the staff report for the 1990 
Article IV consuttaion with Bahrain (SM/90/58, 4/5/90). They also had 
before them a backgibwid paper on recent economic developments in Bahrain 
(SM/90/63, 4/16/90). N 

Mr. Finaish made the foflqwing statement: 

Since the most recent Artçle IV consultation in 1988, the 

Bahrain authorities have continu&o implement policies aimed at 
diversifying the domestic economy toNteduce its dependence on the 
oil sector. In this task, they have madeconsiderable progress. 
The authorities have encouraged the growtfi-f a regional service 
and financial sector and the establishment manufacturing 
sector. The availability of natural gas has fa.tated the 
development of energy -intensive basic industries, t'1uding 
aluminum and petrochemicals, while steps have also betitaken to 
broaden the industrial base so as to utilize the output o&these 
industries in downstream activities. The diversification eq,rt 
has been supported by a well -established infrastructure, skille'& 

manpower, and an exchange and trade system that is almost 
completely open. 
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with the staffs of the IMF and the World Bank 

April 2, 1990 

. 
I. Introduction 

1. In 1987 there was a significant deterioration in Kenya's terms of 

trade compared with 1986. The current account deficit widened to 

6.0 percent of CDP, and the overall balance of payments reverted to a 

deficit. There was a major loss of foreign exchange reserves, and the 

import regime was tightened. The inflation rate accelerated and real 

GDP growth declined, reflecting in part less favorable weather condi- 

tions. In view of the deterioration in financial and economic 

conditions, and in line with the objectives set out in the Government's 

1986 Sessional Paper on Economic Management for Renewed Growth, the 

Government in late 1987 adopted a major stabilization and structural 

adjustment programme. The overall objectives of the programme were to 

revive prospects for accelerated growth and to provide productive 

employment for the rapidly growing labor force. The programme was 

supported by an 18 -month stand-by arrangement from the IMF, and a three- 

year arrangement under the Fund's structural adjustment facility, both 

of were approved on February 1, 1988. The programme was also supported 

by IDA sectoral adjustment lending for the agricultural and industrial 

sectors, with cofinancing from other donors. Under the structural 

adjustment programme, the Government set out to improve the economy's 

growth performance, reduce the rate of inflation, and progressively 

narrow the current account deficit to a sustainable leveL through 

financial stabilization policies and a phased introduction of structural 

reforms over the programme period in agriculture, industry, government 

expenditure, the financial sector, and state corporations. 

2. Performance under the 1988 programme was on the whole positive. 

The major elements of the adjustment programme were successfully 
implemented and, as a consequence, the objectives of the programme with 

regard to growth, financial stability, and the external sector were to a 

1/ This paper updates and extends the policy framework paper of 

April 26, 1989, (EBD/89/123) and has been prepared in conjunction with 

the second year of the Enhanced Structural Adjustment Facility (ESAF). 
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large extent achieved. In early 1989 the Government requested support 
under a three-year arrangement under the ESAF for its 1989-91 programme, 
which was designed to broaden and reinforce the adjustment process and 
set the stage for a sustained export -led growth. The programme aims to 

achieve a reaL GDP growth higher than the population growth rate, to 

reduce the rate of inflation to the average of Kenya's main trading 
partners, to curtail substantially the external current account deficit, 
and to build up Kenya's net official international reserves. To attain 
these objectives, the programme for 1990-92 stresses the further tight- 
ening of the fiscal stance; tackling structural issues related to the 

budget and state corporations; implementing structural reforms in the 
financial, trade and industrial sectors, and pursuing flexible exchange 
and interest rate policies; as well as other market -oriented domestic 
policies. The reforms in the financial and industrial sectors are also 
being supported by IDA through sector adjustment credits and cofinancing 
by other donors. 

II. Performance Under the 1989 Adjustment Programme 

3. For 1989 --the first annual programme supported under the ESAF 

arrangement-- the rate of real GDP growth was targeted at 5.1 percent, 
CPI inflation was set to decelerate to 8.0 percent (from 10.4 percent in 

1988), and the external current account deficit (including official 
transfers) to be reduced from the equivalent of 5.3 percent of GDP in 

1989 (8.3 percent excluding official transfers) to 4.0 percent in 1989 

(7.0 percent excluding official transfers). To support the stabiliza- 
tion effort, the programme provided for a tightening of the fiscal 

stance, with the 1988/89 budget deficit to be contained at 4.5 percent 
of GDP (6.9 percent excluding grants). A tight monetary stance was to 

be maintained, supported by a flexible exchange rate policy to achieve 
competitiveness. In the context of overall medium -term objectives, the 
programme also addressed key structural areas in the budget, state 
corporations, the industrial sector and external trade, and the 

financial system. 

4. With the implementation of these policies, performance under the 
1989 programme was on the whole encouraging. The real CDP growth rate 
is estimated at 5.0 percent --virtually on target, despite less favorable 

weather conditions at the beginning of 1989, and lower -than -anticipated 
coffee production. The inflation rate of 10.1 percent, while repre- 

senting a slight deceleration from the 10.4 percent rate of 1988, was 

higher than the 8.0 percent programmed, largely reflecting greater -than - 
targeted growth in broad money. The overaLl budget deficit on a commit- 

ment basis in 1988/89 was 4.6 percent of GDP (6.9 percent excluding 

grants), only slightly above the programme target of 4.5 percent of 

GDP. This fiscal outcome reflected both Lower expenditure and revenue 
in relation to the budget targets. The financing of the 1988/89 deficit 

was largely from ecternal and domestic nonbank sources, with bank 

financing confined to 0.1 percent of GDP, compared with the programmed 
1.4 percent of GDP (1.3 percent of revised GDP), owing to a substantial 
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increase in unpresented cheques; adjusting for the liquidation of these 

cheques in early July 1989 results in a cash deficit of about 4.6 per- 

cent of GDP and domestic bank financing equivalent to about 1.3 percent 

of GDP. During the second half of 1989, the Government pursued a fiscal 

policy that was broadly in line with the targeted fiscal deficit of 

4.2 percent of CDP (6.8 percent excluding grants) for 1989/90. During 

the same period the Government utilized domestic bank resources as 

programmed to finance the deficit, and interest rates on deposits and 

lending were raised so as to tighten the stance of monetary policy. The 

increase of broad money was 17.8 percent compared with the 11.6 percent 

target, following an expansion of 8.3 percent in 1988. 

5. External sector developments during 1989 were consistent with the 

programme. The current account deficit decreased to 4.5 percent of GDP 

(including official transfers and excluding leases) compared with a 

programmed share of 4.0 percent, and 5.3 percent in 1988. A higher 

trade deficit --which was mainly to lower international coffee prices -- 

was virtually offset by a larger capital account surplus than antici- 

pated. The overall balance of payments surplus at SDR 52 million 

($67 million), was some SDR 6 miLlion ($8 million) below the programmed 

level. Consequently, gross foreign reserves rose by SDR 33 million 

($42 million), compared with the programme target of SDR 40 million 

($51 million). External policies were pursued as programmed. The 

exchange rate continued to be flexibly managed, depreciating by 7.2 per- 

cent in real effective terms compared with 2.2 percent during 1988 to 

restore competitiveness, while the liberalization of imports pro- 

ceeded. The limits on the contracting or guaranteeing of government 

external borrowing on nonconcessional terms were observed and external 

debt service obligations were met on time. 

6. Progress continued to be made in 1989 in implementing the struc- 

tural policy measures of the programme. In the agricultural sector, the 

annual review of producer prices was undertaken and producer prices for 

beans, maize, and wheat were raised to improve production incentives; 

the monopoly procurement of cotton by the Cotton Board was removed; and 

a study of the sugar industry was completed. With a view to improving 

agricultural input supply, a fertilizer policy paper was approved and 

steps were taken to implement its recommendations. The financial 

restructuring of the National Cereals and Produce Board (NCPB) was 

virtually completed and progress was made in its organizational 

restructuring. laize trade was opened up to cooperatives and private 

traders. 

7. Other initial steps were also taken to restructure state corpora- 

tions and to monitor and define their financial relations with the 

Central Government. These included allowing Kenya Railways to begin to 

operate on commercial principles, financial restructuring of Kenya 

Railways and South Nyanza Company (SONY), monitoring the financial 

performance and flow of funds of ten nonfinancial state corporations, 

charging market rates of interest on direct government loans to public 

enterprises, categorizing the government portfolio of state corpora- 
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tions' loans to clarify the Government's net creditor position, and 
adopting guidelines and initiating the financial and organizational 
restructuring of two development finance institutions (DFIs)--the 
Industrial Development Bank (1DB) and the Industrial and Commercial 
Development Corporation (ICDC). 

8. As part of an effort to enhance the effectiveness of fiscal policy, 
fiscal structural reforms involving discretionary tax measures, user 
charges, and expenditure rationalization, were introduced in the context 
of the 1989/90 budget. In particular, on the revenue side, the export 
tax on coffee and tea was eliminated, the effective corporate tax rate 
and the top rate of the personal income tax were lowered, personal 
income tax brackets were widened, income tax personal exemptions were 
increased, a presumptive tax on the value of gross sales of agricultural 
produce was adopted, a bill to replace the manufacturing sales tax with 
a value-added tax (VAT) and to extend it to business services was 
presented, and cost -sharing in health and education was introduced and 
extended in other public services. On the recurrent expenditure side, a 

number of measures were adopted to curtail the growth of civil service 
employment and thereby to help contain the growth of the wage bill in 
1989/90 at 11 percent. Moreover, capital expenditures were restricted 
to a smaller number of high priority projects and provisions were made 
for real increases in operations and maintenance expenditures in such 
priority sectors as agriculture, livestock, health, roads, and water 
supply. 

9. As part of the financial sector adjustment programme, various 
structural reforms were introduced. Thus, with a view to maintaining 
positive real interest rates and eventually attaining market -determined 
interest rates, in April 1989 the minimum savings deposit rate for 
commercial banks was raised 2 percentage points to 12 percent and the 
maximum commercial bank lending rate for loans with maturities greater 
than four years was raised by 3 percentage points to 18 percent. Subse- 
quently in November 1989, the commercial banks' minimum savings deposit 
rate was raised further to 12.5 percent and their maximum lending rate 
for maturities of three years or less was raised to 15.5 percent from 
15.0 percent. The maximum Lending rate of 18 percent was made appli- 
cable for loans of more than three years. Moreover, during the year a 
new Banking Act was adopted, the supervisory capability of the Central 
Bank was enhanced, a restructuring programme for eight financial insti- 
tutions and two building societies was prepared, and an act to establish 
the Capital Markets Authority was passed. 

10. In the industrial sector, the implementation of the industrial 
sector adjustment programme, geared toward, expanding exports and 
investment, proceeded as scheduled. Quantitative restrictions were 
removed on additional import items (thereby raising the value of imports 
Licensed without restrictions to about 93 percent of the value of total 
1986/87 imports) and replaced by tariffs. For items that compete with 
domestic production the import licensing system was streamlined, a 

system to monitor import licensing was introduced, and the number of 
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tariff categories was cut from 17 to 12. Moreover, four additional 

manufacturing -in -bond facilities were approved. In order to foster 

foreign investment, a high level Cabinet Sub -Committee on Investment was 

established and investment guidelines were published. Also, with the 

decontrol of prices for fertilizer, animal feed, and soft drinks the 

number of items under the Price Control (General) Order was reduced to 18. 

III. Objectives and Policies for 1990-92 

11. As indicated in the policy framework paper covering the period 

1989-91, Kenya's development strategy for the remainder of this century 

is contained in the Government's 1986 Sessional Paper on Economic 

Management for Renewed Growth. The paper stresses the dominant role of 

the private sector in revitalizing the economy and the need for the 

Government to establish market -based incentives to promote private 

sector activity. Emphasis is being placed on increased productivity in 

agriculture and in rural nonfarm activity, a dynamic informal sector, 

and the restructuring of industrial incentives to eliminate the existing 

anti -export bias and to improve export competitiveness. 

12. During the period 1990-92, in line with the Sessional Paper, the 

Government's overall objective will be to provide a favorable and 

balanced macroeconomic environment while addressing the structural 

problems constraining growth. Despite the higher -than -anticipated 

inflation, the Government aims at reducing the rate of inflation from 

10.1 percent in 1989 to the level expected for Kenya's trading partners 

by 1992 (about 5.0 percent), strengthening the balance of payments, and 

progressively reducing the current account deficit excluding official 

transfers to a sustainable level (5.2 percent of GDP by 1992). In 

addition, the Government intends to implement sector -specific measures 

to ensure the attainment of a more ambitious real GDP growth, above 

5 percent per annum. Agricultural value added, which grew by an annual 

average of 4.3 percent in 1987 and 1988 is expected to maintain the high 

growth achieved, owing to increased yields primarily on smaliholdings. 

Manufacturing value added, which expanded by 5.9 percent annually during 

1987 and 1988, is anticipated to grow by an annual average of 6.4 per- 

cent over 1989-92, reflecting the processing of agricultural products, a 

gradual recovery in manufacturing exports, and a revival of manufactur- 

ing investment. High economic growth is expected to come mainly from 

improvement in the efficiency of investment, particularly in the agri- 

culturaL and industrial sectors, while the savings rate is expected to 

rise during the programme period, mainly reflecting the improved perfor- 

mance of state corporations, the reform of the financial sector, as well 

as a gradual reduction in the budget deficit. The behavior of exports 

will be strongly influenced by the prospects for coffee and tea as well 

as tourism, and evolution of nontraditional exports. Merchandise export 

volume is expected to increase on average by about 6 percent annually in 

the 1990-92 period, with manufactured exports increasing by about 

7 percent annually in real terms. 



13. In order to achieve these objectives, the Government intends to 
take action in a number of areas, including: 

(a) Structural reduction of the budget deficit, to levels that 
can be sustained by foreign and noninflationary domestic 
financing, and that will not crowd out the private sector; 

(b) Budget rationalization through: containment of public sector 
employment to enhance the quality of government services and 
of maintenance, in an environment of expenditure restraint; 
and a better prioritization of public investment to ensure a 

focused implementation of high -quality projects consistent 
with the capacity to operate and maintain the stock of 
projects; 

Cc) Limited use of new nonconcessional sources of external 
finance, together with increased mobilization of concessional 
finance from official sources, consistent with the 
macroeconomic framework; 

(d) Greater reliance on market forces to allocate financial 
resources and the development of money and capital markets 
under the programe supported by IDA and technical assistance 
from the IMF; 

Ce) Reorientation of trade and other industrial incentives to 
eliminate the anti -export bias, encourage efficiency, promote 
the growth of nontraditional exports, and encourage domestic 
and foreign industrial investment; 

Cf) Maintenance of an appropriate exchange rate policy, to 
support liberalization in the trade regime, allow the timely 
and competitive supply of imports, and promote sustained 
export -led growth; 

Cg) Further improvement in farmer incentives, agricultural input 
supply, and agricultural services, particularly for 
smallholders; and 

(h) Restructuring and revitalizing financial and nonfinancial 
state corporations, including better loan recovery by the 
Government from these corporations and changes in the mandates 
and modes of operation of DFIs. 

Budgetary policies 

14. The Government's objective of having the private sector play the 
dominant role in revitalizing Kenya's economy has implications for the 
share of available resources claimed by government expenditure. Whereas 
the 1986 Sessional Paper envisaged maintaining government expenditure at 
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about 28 percent of GD? (the ratio achieved in 1984/85), total central 

government expenditure has steadily increased to more than 30 percent of 

GD? in recent years. 

15. The Central Government's overall cash deficit will be steadily 

reduced from 4.2 percent of GDP in 1989/90 (6.5 percent excluding 

grants) to 3.8 percent of GD? in 1990/91 (5.6 percent excluding grants) 

and to a more sustainable level, presently estimated at about 3.4 per- 

cent of GD?, by 1991/92 (5.1 percent excluding grants). The Government 

aims at sharply reducing domestic bank financing of the deficit by 

1991/92, with almost all additional domestic bank credit being chan- 

nelled to the private sector. In addition, the Government intends to 

monitor a broader consolidated public sector deficit and ensure that the 

trend of lower central government deficits is mirrored in the overall 

public sector financial position (see paragraph 26 below). 

16. To accomplish the central government deficit reduction objective, 

revenue collection will be increased from 22.9 percent of GD? in 1988/89 

to 24.0 percent of GD? by 1991/92. In 1989/90, tax revenue will 

increase, owing to the introduction and revision of existing regulations 

on sales tax and excise duties, tariffs, and miscellaneous other 

measures. Revenue from the introduction of a presumptive tax of 5 per- 

cent on the value of gross sales of agricultural produce is expected to 

offset the projected loss in receipts from the elimination of the export 

tax on coffee and tea. These measures are anticipated to raise revenue 

by 0.4 percent of GD?. Additional structural revenue measures involving 

user charges, fees, and taxation are being implemented. Regarding user 

charges, substantial progress has already been made in agriculture, 

livestock, and transport (roads). During 1989, the Government also 

introduced new user charges in health and cost -sharing in education that 

are anticipated to raise revenue equivalent to about 0.4 percent of 

GD?. The Government envisages that a rising share of recurrent expendi- 

tures will be financed through user charges for health, education, and 

other public services and that user charges will help to finance 

improved quality of government services. Structural reforms in taxation 

policy will also continue to be implemented to broaden the tax base and 

increase the elasticity of the tax system. In particular, the Govern- 

ment replaced the sales tax with a VAT, which retains the multiple rate 

structure and introduces a uniform 17 percent VAT on business services 

on January 1, 1990. The institutional capacity for tax policy analysis 

in the Treasury will also be strengthened, and computerization and other 

administrative improvements will be introduced beginning in 1990. These 

programmes are supported by IJNDP, IDA, and ODA. 

17. On the expenditure side, the Government will reduce the share of 

available resources cLaimed by government expenditure to 29.1 percent of 

GD? by 1991/92, restructure the composition of expenditure to make it 

more efficient, and contain the size of unprocessed payment orders and 

unpresented cheques and eliminate excess votes. In order to enhance the 

expenditure rationalization effort, the Government has started a system 

of economic classification of expenditure (personnel expenditure; non- 



wage operating and maintenance expenditure; interest payments; expendi- 
ture on central government capital formation; and transfers to state 
corporations, local authorities, and nongovernmental organizations) in 
the 1990/91 Annual Estimates and 1990/91-1992/93 Forward Budget pro- 
cesses, for programmes (sub -votes), ministries, and the Central 
Government as a whole. 

18. In order to help correct the prevailing imbalance between wage and 
nonwage current expenditure, the Government aims over the medium term 
(1990-92) to limit the average wage increases in the Central Government 
and the Teachers' Service Commission (TSC) combined to about 4 percent 
annually (taking into account normaL annual increments, promotions, and 
retirements, but excluding salary revisions for particular jobs where 
necessary to restore or maintain competitiveness with the private 
sector). Furthermore, the Government will decelerate the growth of 
central government employment to 2 percent and the growth of TSC employ- 
ment to 8 percent, in 1990/91. For the remainder of the three-year 
period, the growth of central government employment will continue to be 
contained at no more than 2 percent annuaLly, while the growth of TSC 
employment will be decelerated further. During 1989 the Government has 
already undertaken measures to restrain government employment, including 
the freezing of posts that have been vacant for more than six months, a 
ban on further upgrading or creation of posts during 1989/90 except with 
specific authority from the Treasury, control over recruitment at lower 
grades (A -F), the withdrawal of guaranteed government employment for 
trainees from government training institutions, and a reduction in the 
number of untrained teachers. In the period ahead, the Government 
intends to review pre -service training allowances, reorient training 
gradually toward in-service training, and rationalize housing bene- 
fits. AdditionaLly, over the next three years, the Government will 
steadily increase, in real terms, nonwage operating and maintenance 
expenditures in priority sectors, incLuding health, agricultural 
services, road maintenance, and water supply, and develop sectoraL norms 
for defining appropriate staffing and nonwage inputs for different types 
of public services in priority areas. These policies will gradually 
reduce the share of the budget going to personnel expenditure while 
improving the efficiency of the public service. Monthly monitoring 
systems of wage bill developments and operations and maintenance outlays 
will also be implemented and operational in 1990. 

19. Recent experience has demonstrated that the ranking and selection 
of donor -assisted activities --whether their economic nature is capital, 
current, or mixed --and also the ranking and selection of purely Locally 
funded capital expenditures, has considerably improved the quality of 
expenditure allocation. The Government will strengthen its activity in 
this area. The Government is concerned that donor -assisted activities 
should be consistent with overall government priorities, and that the 
pace of government capital formation should be consistent with the 
Government's financial capacity to subsequently operate and maintain the 
capital stock. With these concerns in mind, the Government will shift 
emphasis toward a shorter, Less extensive project list with focus on 
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completing unfinished projects. Thus, ministries will be required 

to prepare lists of ongoing and proposed projects (donor -assisted 
activities plus purely locally funded capital expenditures), with the 

projects corresponding to identifiable heads or subheads in the budget, 

costed Out Ofl the assumption that they will be implemented expedi- 

tiously, and ranked into groups on the basis of sectoral priorities. 

Priorities will be considered in consultation with the Ministry of 
Planning and Development. In the Annual Estimates and Forward Budget 

processes, financial ceilings are currently being applied, enabling the 

Government to include only the number of projects that it can afford at 

any point in time to implement expeditiously. Those projects selected 

for implementation in the Annual Estimates and Forward Budget will be 

documented as a public sector project list. In addition, the Government 
will prepare, with the assistance of IDA, a public investment programme 

consisting of the capital expenditures of the Central Government and 

gradually increasing its coverage to a larger number of major 
nonfinancial state corporations. 

20. Most of Kenya's external capital comes from multilateral and 

bilateral sources in the form of highly concessional loans. Kenya's 

debt service ratio has been about 30 percent during the last five 

years. Between 1990 and 1992, the Government will continue to limit 
nonconcessional borrowing that is contracted or guaranteed by the public 
sector in order to reduce the ratio of debt service payments (inclusive 
of lease payments) to exports of goods, nonfactor services and private 
transfers, to below 25 percent in 1992, contributing to a stronger 
medium -term external payments position. 

State coroorat ions 

21. In recent years, the Government has begun to take steps to clarify 
the financial situation of state corporations and the Government's 
relationships with them. The particular measures have included: 
formalizing the terms of past government loans to state corporations, 
enactment of the State Corporations Act, inclusion of 42 enterprises in 

the State Corporations Forward Budget exercise, implementation of 

restructuring plans for various state corporations, and requiring state 
corporations to pay market -equivalent interest rates to the Government, 
making any subsidies explicit. 

22. Over the next three years, the Government will accelerate its 
efforts to strengthen the economic efficiency and financial performance 
of state corporations. Building upon the Largely case -by -case approach 
that has been applied thus far to state corporation reform in Kenya, as 

well as the experience of other developing countries that have initiated 
comprehensive public enterprise reform programmes, the Government will 
develop criteria on the basis of which it will designate some state 
corporations as strategic and others as potential candidates for 

restructuring. On the basis of this designation, the Government will 
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review the application of the State Corporations Act with the aim of 
reducing the level of administrative and other controls over the 
operations of commercially oriented state corporations. 

23. As part of its overall strategy, the Government will assess the 
scope for developing an overall model of performance agreements with 
state corporations based upon the experience of Kenya Railways as well 
as review present policies relating to salary scales, debt restruc- 
turing, and debt management. The Government intends to undertake a 

reform of the present categorization of state corporations' salary 
scales in commercially oriented enterprises with a view towards reducing 
the degree of rigidity in the present system and increasing management 
autonomy. Policies relating to capital and debt restructuring will be 
formulated, especially for those strategic state corporations that are 
identified as undercapitalized and faced with excessive debt levels. 

24. The Government intends to implement an information system and 
develop a data bank with technical assistance from UNDP as a basis for 
assessing policies relating to restructuring and monitoring of budgetary 
and monetary flows. Beginning in mid -1990, a set of quarterly and 
annual indicators will be developed for about 20 selected state corpora- 
tions that are considered to be of strategic budgetary importance. 
Financial and physical indicators will be used to address the issue of 
capital restructuring as well as to monitor the overall performance of 

selected state corporations. Over the programme period, the indicators 
and data base will be further refined and extended to allow a more 
comprehensive coverage of the state corporation sector, to enable 
measurement of the consolidated public sector deficit and an assessment 
of overall performance in the sector. 

25. To further its efforts toward developing an information system, the 

Government intends to strengthen the existing institutional framework 
for data collection on state corporations. The Government Investments 
Division (GID) will devise ways in which this information can be col- 
lected on a regular basis and consoLidated. It will establish channels 
of information -sharing with other relevant data centers, including the 

parent ministries, state corporations, and the Central Bank, and also 
strengthen coordination efforts with other monitoring agencies, includ- 
ing the Auditor -General Corporations and the Inspectorate of State 
Corporations. The Ministry of Finance will review the present staffing, 
training and computerization needs of GID in order to strengthen its 

analytical and data collection capacity. 

26. In order to achieve a better appreciation of the impact of state 
corporation financing operations on the economy, the Government will 
begin in 1990 to record the aggregated flow of funds for certain non- 
financial state corporations, with a view toward developing a Limited 
consolidation of the public sector deficit. The Government will also 
clarify its position as a creditor of state corporations by completing 
the process of defining loan terms for past undefined Lending, by 

strictly enforcing collection, and by systematicaLly monitoring its 



portfolio of loans to state corporations, including classifying these 

Loans as performing or nonperforming. 

27. Kenya Airways has experienced some financial and organizational 

difficulties in recent years, including deficiencies in management and 

operations and excess staffing. Based on a forthcoming study financed 

by IDA, the Government wilL formulate and implement an action plan for 

its restructuring. 

Monetary and financial sector policies 

28. With the aim of reinforcing its overall adjustment efforts, the 

Government adopted a financial sector adjustment programme in 1989, 

supported by a financial sector adjustment credit from IDA, and tech- 

nical assistance from the IMF. In order to further enhance the mobili- 

zation of domestic resources and to improve the allocation of such 

resources, while increasing the flexibility and effectiveness of mone- 

tary management, the Government is continuing its efforts to implement 

the financial sector adjustment programme. The principal objective is 

increased reliance on market mechanisms to allocate financial resources 

and implement monetary policy. In particular, indirect monetary policy 

instruments, such as open market operations, will be used to control 

liquidity. To enhance the soundness and stability of Kenya's financial 

system, the regulatory framework and the supervisory capacity of the 

Central Bank are being strengthened, and weak financial institutions 

will be restructured. Steps will also be taken to help stimulate 

capital market activity. 

29. In the period ahead, monetary programming and, in particular, 

reserve money management will be adopted to make daily Liquidity manage- 

ment consistent with longer -run monetary policy objectives. At the same 

time, the Government will broaden the spectrum of available monetary 

policy instruments and wiLl increase their use, while gradually phasing 

out the use of direct credit controls to attain monetary policy targets. 

A Monetary Policy Committee established in 1988 wilL be responsible for 

selecting the appropriate instruments and interventions to achieve mone- 

tary poLicy objectives. In tandem with these developments, interest 

rates will be maintained positive in real terms. During 1990, the 

Government will review the experience with a broader set of monetary 

policy instruments and agree with IDA and the IMF on appropriate steps 

to establish a more market -driven interest rate structure. By June 1991 

interest rate ceilings will be removed. 

30. To heLp remove inefficiencies in the financial system, a revised 

Banking Act was passed by Parliament in 1989, which among other things 

enables the Central Bank to intervene in institutions prior to insol- 

vency, to restructure, effect mergers, or liquidate as appropriate. The 

Act also limits advances to insiders and defines exposure and capital 

adequacy requirements. By June 1990, regulations will be issued, which 

Link capital adequacy requirements to assets and require banks and Near - 

Bank Financial Institutions (NBFIs) to maintain a prescribed capital!- 
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assets ratio. The Central Bank will continue to strengthen its capacity 
to supervise the large number of depository institutions and to inter- 
vene and restructure troubled institutions. 

31. To facilitate financial reforms, steps will be taken to encourage 
the development of both short-term money markets, and long-term debt and 
equity markets. In short-term money markets, secondary trading in 
Treasury securities will be encouraged through the removal of inappro- 
priate interest rate differentials that are due largely to remaining 
administrative controls. To complement the market in Treasury Bills, 
consideration will be given to the creation of private money instru- 
ments. Therefore, during 1990 the Government will allow commercial 
banks that meet prescribed criteria to issue bearer -negotiable certifi- 
cates of deposit as a first step in introducing private instruments. 
Other private sector instruments, such as bankers' acceptances and 
commercial paper, will be introduced more gradually. To stimulate the 
development of long-term debt and equity markets, the Capital Markets 
Authority (CMA) has been established in 1990 to promote, develop, and 
regulate the corporate securities market. CMA will promote capital 
markets by encouraging public issues and demand for securities as well 
as encouraging financial intermediaries to develop and participate in 
underwriting, securities brokerage, and related activities. It will 
help identify and remove impediments to the supply of securities, 
demand, and intermediation. CMA will also propose a regulatory system 
to maintain investor confidence. In line with these objectives, by July 
1990 CMA arid the Government will propose measures to reduce disincen- 
tives to holding and issuing securities, encourage greater participation 
of insurance companies and other institutional investors in private 
securities markets, and enhance investor protection. At the time that 
CMA becomes fully operational, the role of the Capital Issues Committee 
in setting share prices in respect of domestic companies will be 
discontinued. 

Medium- and long-term development objectives 

32. Because of its high rate of population growth, Kenya must pursue a 

strategy of rapid economic growth. In order to sustain high economic 
growth, medium -term development priorities will be to: expand and 
diversify the export base, while improving the enabling environment for 
the private sector; intensify agricultural production and increase the 
efficiency of marketing arrangements; and, rehabilitate and improve 
maintenance of infrastructure. Over the longer term, emphasis will be 
placed on: reducing population growth; improving the access and equity 
of social services, especially education and health; and, strengthening 
environmental management, especially in arid arid semi -arid areas and in 
the wildlife sector. 
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External trade and industrial policies 

33. Medium -term policies in the external sector are conceived as part 

of a broad strategy to eliminate anti -export bias in the economy and to 

revitalize the productive sectors. Macroeconomic policies, such as 

flexible exchange rate management (see paragraph 39), and specific 

sectoral reforms are to be pursued to establish a diversified basis for 

growth and to reduce the country's dependence on coffee and tea as its 

major exports. The thrust of these initiatives is consistent with the 

Government's recent efforts to promote industrial sector growth, which 

have aimed at increasing its outward orientation, efficiency, and the 

share of private investment in the sector. 

34. Specific incentives on the external side to promote the efficiency 

of the industrial sector mainly concentrate on consolidating the reform 

of the trade system by completing the second phase of the import 

liberalization programme. In mid -1989, quantitative restrictions were 

lifted on items in import Schedule IIIB, which consists of about 10 per- 

cent of all, items and almost 5 percent of 1986/87 import values. Since 

Schedules I, II, and lilA were liberalized in 1988, almost 70 percent of 

all items and 93 percent of 1986/87 import vaLues are now unrestricted. 

The liberalized imports are mainly raw materials and intermediate and 

capital goods, including bulk items such as fertilizer and petroleum, 

priority goods not available in the domestic market, and some goods that 

compete with domestic production. The import licensing system, which 

was modified in February 1989 in order to streamline the granting of 

licenses and to monitor the efficiency of the process, is functioning 

effectively and the monitoring system shows that the time between the 

application for a license and the approval of the foreign exchange 

allocation has been considerably shortened, from over six months to 

about three weeks. 

35. To maintain the momentum of trade reform, the Government intends 

to liberalize most of the goods that are still subject to quantitative 

restrictions --those in Schedule IIIC, which are mainly items that 

compete with domestic production and luxury goods --over the next two 

years by shifting items from IIIC to IIIB. Schedule IIIC contains 

827 items accounting for about 7 percent of the value of imports in 

1986/87. A few goods will continue to be restricted for health or 

national security reasons. There are 25 of these goods and they are 

estimated to represent 24 percent of the value of goods in Schedule 

IIIC. They include such items as ivory, game skins, and some military 

equipment. Unrestricted licensing will be introduced for nonexempt 

items in Schedule IIIC (except textiles) in two stages in July 1990 and 

July 1991, with quantitative restrictions being replaced by tariffs in 

providing protection. Accordingly, 210 items constituting 55 percent of 

import items in Schedule IIIC will be Liberalized by June 1990. These 

represent a third of the 1986/87 import values of the goods to be 

liberalized. Another 173 items accounting for 70 percent of the value 

of eligible imports will be liberaLized by June 1991. In addition, 

unrestricted Licensing of textile imports in Schedule IIIC will be 
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introduced once the comprehensive textile restructuring programme, to 

be formulated with the assistance of IDA in 1990, has been implemented. 

36. An important part of the reorientation of the productive sectors 
toward more efficient activities has been the replacement of quantita- 

tive import restrictions with equivalent tariffs. Tariffs are both more 

transparent, allowing firms to anticipate the effective costs of import- 

ing, and more uniform across goods, resulting in a more even effective 

protection of domestic activities and leading to more efficient alloca- 

tion of resources. The quantitative restrictions that were removed on 

imports in Schedule IIIB in 1989 were replaced by tariffs, as were the 

import restrictions that were lifted in 1988. At the same time, the 

combined import -weighted average tariff for goods in Schedules I, II, 

and lilA was reduced slightly. Efforts to establish a more even and 

lower rate of protection will continue. 

37. An increasing share of Kenya's future industrial growth and export 

receipts will have to come from nontraditional exports. The Government 

intends to complete and submit legislation for the establishment of port 

processing zones for new manufacturing production by January 1991. The 

zones will allow firms with a minimum of 50 percent of production going 

to identified export markets to import inputs free of duty and to 

operate under streamlined administrative arrangements. In order to 

reduce anti -export bias for existing export activities, the Government 

plans to establish a duty drawback/exemption scheme so that exporters of 

nontraditional goods will pay international prices for their imported 

inputs. The scheme will be set up in 1990, with assistance from IDA, 

and the Government intends to have it fully functioning by mid -1991. 

Access to credit for working capital will also be facilitated by 

implementing a preshipment export -financing scheme. The Government also 

plans more decisive action on specific initiatives already taken to 

increase exports to countries outside the region. Until the duty 

drawback/exemption system is fully operational the Government is 

committed to making the export compensation scheme more readily avail- 

able to more exporting firms. During 1989 the Government reduced its 

processing time for application for compensation by one third to 22 days 

and intends to take additional steps during 1990 to further reduce this 

time, by implementing legislation to enable commercial banks to pay 

compensation to exporters within 90 days, upon evidence of shipment of 

goods through customs. Procedures for the manufacturing -in -bond scheme, 

which has begun operations with 19 facilities licensed and 3 operating 

in 1989, will be streamlined to encourage more exporters to make use of 

this facility. 

38. To encourage foreign investment, 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 Invest- 

ment, chaired by the Vice -President and Minister for Finance, has been 

established to remove some of the bottlenecks in the investment project 
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approval process. It is expected that project approval delays will be 

significantly reduced. With regard to price controls, during August - 

December 1989 the prices of animal feed, soft drinks and fertilizer were 

decontrolled, reducing the number of controlled items to 18 under the 

General Order. Further progress will be made in this direction. 

39. The Government's aim for industrial state corporations and DFIs is 

to improve their efficiency through restructuring and improved monitor- 

ing and supervision. With the assistance of IDA, the Government has 

initiated studies to redefine the role of the development banks and has 

developed a plan for their financial and organizational restructuring. 

In October 1989, the Government agreed with IDA on an action programme 

for the rationalization of major DFIs in the industrial sector, 1DB and 

S ICDC. The objectives of the programme are to: emphasize profitability 

and financial sustainability; enhance their role as providers of venture 

capital and financial advisory services; and ensure that their lending 

activities are fully integrated within the financial system. Changes in 

mandates, operating practices, portfolio composition, internal organi- 

zation, and relationships with official agencies will be required to 

achieve these objectives. The Government intends to restructure 1DB and 

ICDC over a period of 18-24 months. The Development Finance Corporation 

of Kenya, which is 70 percent foreign -owned, will be encouraged to 

undertake a similar set of reforms. The restructuring programme will be 

implemented beginning in 1990. In addition to improving liability 

management, adopting new organizational structures, and establishing 

appropriate information, control, and reporting systems, the programme 

will develop a mechanism to isolate noncommercial government -directed 

projects from their portfolios, and design and initiate implementation 

of a detailed divestiture plan for equity holdings in the DFI port- 

folios. With respect to the Latter, as Kenya's capital market is 

relatively underdeveloped, a phased combination of public and private 

placements of loans and equity will be required for the orderly 

divestiture of DFI assets. 

Exchange rate colic 

40. To ensure Kenya's external competitiveness, support the import 

liberalization programme, and strengthen the overall macroeconomic policy 

framework, the Government is determined to continue pursuing an appro- 

priate exchange rate policy. The Kenya shilling, which is pegged to a 

basket of currencies, depreciated in real effective terms by 7.2 percent 

between end -December 1988 and end -December 1989. This fLexible approach 

to exchange rate policy will be continued during the period 1990-92. 

Agricultural policies 

41. Agriculture accounts for about 32 percent of wage employment, and 

within that, modern agriculture accounts for some 20 percent of employ- 

ment. Coffee and tea are responsible for roughly 27 percent and 21 per- 

cent, respectively, of merchandise exports. Considerable emphasis is 

therefore being placed on maintaining strong support for agriculture, 
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and exploiting linkages with tourism, industry, food security, and 
poverty alleviation. During 1986-88 Kenya implemented an agricultural 
sector adjustment programme that had the twin objectives of stimulating 
agricultural growth through intensification and contributing to fiscal 
stabilization. Steps were taken toward improving the timeliness, avail- 
ability, and application of key inputs (fertilizers and seed); increas- 
ing the access of smallholders to credit; maintaining price incentives 
for agricultural producers; deregulating some commodity markets; 
rationalizing budgetary allocations and expenditures; restructuring 
designated agricultural state corporations; and raising user charges 
for livestock services, notably dipping and artificial insemination. 
As a result of these measures, earlier policy reforms, and favorable 
weather, agricultural value added increased by about 4 percent a year 
during 1986-88. 

42. The Government remains committed to creating an enabling environ- 
ment for accelerated agricultural growth and for increasing employment, 
exports, and food security. As in the recent past, these goals will be 

pursued through more selective public sector expenditures and inter- 

ventions, and increased private sector involvement, particularly in 
output marketing and input supply. Improved extension services also 
wiLl increasingly take into account the special needs of women farmers. 
A more comprehensive food security study (in draft since 1988) will be 

completed following review at the inter -ministerial level. During 
1990-92, private sector participation and competition in input supply, 

pricing, and marketing will be deepened. Farmers will also receive more 
timely payments from marketing boards, which are undergoing restruc- 
turing. The following specific actions will be taken with respect to 

individual commodities: 

(a) Floor producer prices for grains (maize, wheat, and rice), 
which take into account import and export parity prices and 
domestic costs of production, will continue to be set and 
announced by the Government in a timely manner. With respect 
to maize marketing, two thirds of NCPB's buying centers were 
closed in 1987/88 while licenses to purchase maize were 
granted to buying agents, small traders, cooperatives, and 
millers in 1988/89 and 1989/90. NCPB will continue to reduce 
its participation in the maize market and move toward a new 
role as buyer and seller of last resort. Concurrently, the 

Government will seek to eliminate constraints that have 
stifled private sector response to the emerging opportunities 
to market grains. They include a fixed pricing system, which 
suppresses the efficient functioning of markets; restrictions 
in issuing licenses to buying agents; delays in developing 
mechanisms for monitoring the impact of market reform and 
ensuring orderly deregulation of marketing arrangements; and 
uncertainty over the Government's cereal sector reform 
programme. The Government is reviewing the results of a grain 
pricing study, which aims to provide an improved and more 
flexible pricing system. Also, a comprehensive transport and 
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storage study was initiated in 1989. The study, which is 

scheduled for completion in March 1990, will form the basis 
for the rationalization of stores, the construction of bulk 
facilities and increased deregulation of grain transportation 
across districts. 

(b) Producer prices of Kenya's major export crops, coffee and tea, 
will continue to be based on export auctions. The subsidy on 
domestically consumed coffee was eliminated when domestic 
prices were raised on January 12, 1990. In early 1990, the 

Government will begin implementing an improved system that 
ensures that farmers are paid a significant proportion of the 
total price for coffee cherry within one month after delivery. 
The Government wiLl obtain financial assistance for implement- 
ing this system under the IDA-supported Coffee II Project. 
Meanwhile, by June 1990, the Coffee Board will be enabled 
through the recruitment of specialized personnel and acquisi- 
tion of information services to develop a strategy for stor- 

age, international marketing, and financing of coffee stocks. 

(c) Implementation of the financial restructuring plan for SONY is 

ongoing and includes conversion of about K Sh 1.0 billion in 

loans to equity through provisions in the Government's 1988/89 
budget; revaluation of assets and strengthening of capital 
reserves; and offsetting accumulated losses against capital 
reserve and equity. This financial restructuring will enable 
SONY to borrow commercially (and independently of the Central 
Government) starting in 1990 for the full rehabilitation of 
plant and equipment. Further, an ongoing ODA-financed study 
is looking into ways of encouraging self-sufficiency in sugar 
while reducing subsidies on production. 

Cd) The Cotton Lint and Seed Marketing Board has lost its legal 
monopoly on purchasing seed cotton and initial steps are being 
taken to divest its ginneries. In support of these reforms, 
the Government has approved the adoption of a new cotton 
pricing system which is based on auctions and which reflects 
differentials in quality and variety. 

(e) The Government is developing a master pLan for the milk 
industry, which will redefine the role of Kenya Cooperative 
Creameries (KCC) and outline a strategy and policies for 
increased competition in milk processing and retaiLing, 
supported by reforms in milk pricing and marketing. Mean- 
while, more timely payments will be made to farmers. 

43. Fertilizer prices were decontrolled in December 1990. A fertilizer 
import plan will continue to be drafted by June each year. Deregulation 
will be complemented by further increases in the number of distributors, 
measures to simplify licensing procedures for private importers, and 
dialogues with donors about monetizing and untying fertilizer aid. User 
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charges for livestock dipping and artificial insemination have been 

increased substantially since late 1987, and by 1992 the subsidies on 

these services will be completely eliminated. The Government will also 

clarify the future role of the Tractor Hire Service and adjust its 

service charges to market rates by June 1990. 

44. In concert with budget rationalization, overall allocation to the 

agricultural sector has continued to increase for nonwage expenditure, 

especially for adaptive research, animal health services, and exten- 

sion. Several agriculturaL state corporations are also being restruc- 

tured into more viable operations that are less dependent on government 

resources. They include NCPB, Kenya Meat Commission, the Agricultural 

Finance Corporation, the Cotton Board, and KCC. 

Infrastructure 

45. Kenya has relatively well -developed infrastructure. During the 

next three years, increased expenditure will be directed at maintenance 

and at generally meeting the growing demand from economic and population 

growth. Particular emphasis will be placed on improving infrastructure 

in secondary towns, planned as centers of rapid growth in employment, 

and on upgrading infrastructure for exports. An important thrust of 

energy policy is to identify and exploit alternative domestic energy 

sources for both urban and rural consumption. At present, the power 

sector is meeting urban residential and commercial demand. Nationally, 

however, only about 6 percent of the population has access to elec- 

tricity, mainly in Central, Coast, Eastern, Western, and Rift Valley 

Provinces. A study of rural electrification will be carried out to 

supplement the 1987 National Power Development Plan, which concentrated 

mainly on generation. The rural electrification study will focus on 

long-term rural and urban power requirements; potential supply from 

hydroelectric, geothermal, and nonconventional sources; linkages between 

various sources of energy, agriculture, and the environment; and issues 

pertaining to the economic and financial viability of future urban and 

rural power investments. A separate study of the related issue of 

energy pricing will be completed in parallel so that its results can be 

fed into the rural electrification study. Power projects under way 

include Turkwel Gorge (106 MW), which will be completed in 1991, 

increasing the grid generating capacity to 775 MW. Kenya is also 

developing geothermal energy, which is expected to add 280 MW to the 

national grid by 2005. In the water supply sector, the Government has a 

target to provide water near every home by 2000. Currently, the Govern- 

ment is working on a Nairobi Water Supply Ill Project, construction of 

which began in 1989, and is continuing to impLement the Rural Water 

Supply Programme with the support of a number of donors. 

46. Transport services have not been provided at the lowest possible 

cost to the economy because of inadequate maintenance and suboptimal 

rail/road distribution. Necessary resealing of existing bitumen roads, 

regraveling of existing gravel roads, and upgrading of farm -to -market 

rural access roads will be given priority nationaLly over investments in 
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new roads. An urban transport rehabilitation and expansion programme 
will be developed, with emphasis on improved maintenance capacity, 
traffic management, travel conditions for public transport passengers, 
and parking control and revenues. In January 1990, road -user charges 
were doubled to reflect the costs of maintenance. Kenya Railways will 
continue to benefit from a recovery programme that has included 
additional training and institutional restructuring. 

Population and human resource development 

47. Although Kenya's fertility and population growth rates remain high, 
there are encouraging signs of progress in the effectiveness of the 
Government's population programme. Data from the 1989 Kenya Demographic 
and Health Survey suggest that there has recently been a significant 
decline in the desired family size and an increase in the proportion of 
married women who wish to have fewer children. Moreover, the total 
fertility rate fell from 7.7 in 1984 to 6.7. Contraceptive use increased 
from 17 to 27 percent over the same period. Demand for contraceptives, 
especially modern methods, has been rising much faster than the Govern- 
ment and donors expected. In order to prevent the emergence of 
contraceptive shortages and to further strengthen recent progress, the 
Government has requested IDA and cofinancing donors to accelerate 
processing of the Population IV Project. 

48. In line with the Sessional Paper No. 6 of 1988 on Education and 
Manpower Training for the Next Decade and Beyond, the Government has 
identified a number of steps toward greater cost -sharing and ratio- 
nalization of expenditures in the education sector. With effect from 
the academic year 1989/90, all university students are required to pay 
for a large part of the cost of their food, accommodation, and tui- 
tion. To assist them in these payments, the Government has made changes 
to the student loans scheme, which is administered through commercial 
banks. Although loans are not contingent on coLlateral, parents are 
required to co-sign the loan application. Over the coming years the 
Government plans to evaluate implementation of the system, especially 
its recovery rate, which hitherto has been low (28 percent). In 

accordance with the policies articulated in the SessionaL Paper, the 
Government is making efforts to consolidate secondary schools and to 

reduce the number of uneconomic schools. In several districts small 
schools have been closed and students have been absorbed in neighboring 
schools. A national census of primary school teachers has recently been 
completed to verify the number of teachers and eliminate payroLl 
anomalies. Government -assisted secondary schools that have boarding 
facilities receive a per capita grant from the Ministry of Education to 

help meet the cost of student accommodation and food. These grants have 
been decreasing over the years and parents are being asked to make up 
the difference. Further establishment of boarding schools is being 
discouraged by the Government in favor of day schools. The Government 
has also discontinued student allowances at teachers' colleges. 
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49. With effect from December 1, 1989 the 4inistry of Health has 

adopted a system of user charges in the public health system. The fee 

structure has been designed so as to avoid a negative impact on low- 

income groups and to encourage the more efficient provision of health 

services in government facilities. Dispensaries and various types of 

patients are exempt from these charges (e.g., children under five years 

of age, pre- and post -natal care, family planning, and AIDS patients). 

Revenues generated through user charges will be used to improve 

services. Of this revenue, 75 percent will be spent to improve services 

in the generating institution, and the remaining 25 percent wiLl be used 

to finance preventive/primary health care services in the district. 

During 1990, the National Hospital Insurance Fund will also be revised 

to make contributions more progressive and benefits more realistic. 

Over the coming years, the Government will monitor the system to ensure 

effective implementation, taking into account its impact on low-income 

groups, and introduce changes as appropriate. 

;'.n,j rcnmc'nt 

50. Kenya's environmental problems stem largely from population 

pressures on its limited land resources. These environmental pressures 

are imposing severe -onstraints on production in the country's agricul- 

tural and livestock sectors and contributing to the destruction of wild- 

life and natural habitats. Environmental problems affecting agriculture 

include degradation of arable land through reduced fertility and water - 

holding capacity, coupled with a reduction of dry -season water 

resources. Soil erosion is the main cause of arable land degradation. 

Increased upstream offtake of water and reduced replenishment of ground 

water are the direct consequence of changes in forestry cover. Kenya's 

forest lands, in both the highlands and the lower semi -arid areas, are 

being reduced through encroachment by farmers and pastoralists, and 

indiscriminate harvesting. Despite widespread tree planting, the stand- 

ing stock of wood is being depleted by about one percent annually. In 

view of these developments, the Government has renewed its efforts to 

strengthen its forestry and reforestation programme. The programme aims 

to strengthen forest legislation, conduct an inventory of natural and 

plantation forests, increased resources for forest protection, and 

promote farm and social forestry as well as pen -urban fuelwood planta- 

tions. With the support of IDA and FINNIDA, the Government will formu- 

late a comprehensive, long-term master plan for forestry that defines 

the development and investment programme to 2010. The master plan and 

related projects will be completed by 1994. The Government is fully 

committed to policies and strategies of sound environmental management 

and human settlements. There is now a need to translate broad environ- 

mental. concerns into specific action plans, which can better define 

concrete policy measures and investment priorities, to support the 

rehabilitation and preservation of Kenya's fragile environment. To this 

end, the Government intends to prepare a National Environmental Action 

Programme, to be completed over the next two years. While this work 

gets under way, however, in addition to the forestry sector there are 

two environmental priority areas where policy and investment needs are 
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particularly urgent and should not be delayed: arid and semi -arid lands 

(ASALs) and the wildlife sector. 

51. In recent years considerable work has been undertaken by the 

Government and donors to identify environmental issues and problems of 

sustainable development in Kenya's ASAL areas --which constitute more 

than four fifths of the country's total land surface, and carry over 

25 percent of total human population and slightly more than one half 

of the livestock. Rapid population growth and migration from high - 

potential lands are undermining the fragile ecology of these areas. 

Population pressure is leading to economic activities that are not only 

unsustainable over time, and hence have a high social cost, but also 

threaten to cause rapid environmental degradation. Past efforts to 

develop ASAL areas failed in part because they did not focus suffi- 

ciently on the need to reestablish and sustain the environmental base of 

economic activity. There is therefore an urgent need to put in place a 

set of policies and investments that can both halt the environmental 

deterioration and assure the means for sustainable livelihoods. With 

the assistance of IDA, the Government will prepare during 1990 an ASAL 

Environmental Action Plan to: formulate a strategy for the rehabilita- 

tion of ASAL ecosystems; assess the infrastructure needs for environ- 

mental rehabilitation and environmentally sound economic development; 

and define an action plan showing investment and policy reform 

priorities. The Government has recently taken major steps to address 

the critical situation of Kenya's wildlife sector. In addition to 

strengthening anti -poaching efforts and banning the export of ivory, 

the Government has reconstituted the Wildlife Department as a separate 

agency, Kenya Wildlife Services (KWS), to increase its effectiveness in 

policy formulation and the management and protection of Kenya's valuable 

wildlife resources. With the assistance of IDA and other donors, KWS 

has begun to prepare a long-term strategy and action plan for the 

development of the wildlife sector in Kenya. In addition to developing 

a set of investment priorities, the strategy will address a number of 

key policy issues, including: revenue generation to make KWS self- 

financing; measures to expand the role of the private sector and local 

communities in the conservation and management of wildlife; greater 

sharing of wildlife -generated income with local communities to give them 

a stake in wildlife conservation; improved land -use policies in 

dispersal areas; and measures to improve training and extension. 

IV. Social Impact 

52. Since the magnitude of economic distortions and structural 

imbalance is less in Kenya than in most other adjusting African coun- 

tries, the structural reforms required and their potential social impact 

are correspondingly smaller. Moreover, many of the reforms being imple- 

mented will directly benefit Lower -income groups such as agricultural 

smallholders. Nevertheless, the Government recognizes that there may be 

adverse effects on some groups. In order to minimize possibLe social 

costs of the adjustment programme, the Government's reform measures are 
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being applied in a gradual manner and are aimed at encouraging supply 
responses, which can reduce the impact of price increases and generate 
additional economic activity and employment. Overall, the programme is 

designed to sustain the economy's recent growth momentum and to permit a 

gradual increase in per capita consumption. 

53. The potential adverse effects arise primarily from four sources: 
exchange rate policy, pricing policy, industrial restructuring, and cost 
recovery. Since low-income urban families spend about 40 percent of 

their income on food, they are Likely to be adversely affected by the 

ongoing reduction in consumer subsidies implicit in the evolution of the 

domestic price structure. For a number of food items, however, the 

margin between producer and consumer prices is partly attributable to 

inefficiencies in the marketing system. To the extent that these 
inefficiencies are reduced, the impact of lower consumer subsidies would 
be mitigated. Moreover, most of Kenya's poor are agricultural producers 
and will therefore reap the benefits of higher producer prices while 
being relatively unaffected by increases in urban food prices. 

54. For a number of reasons, the impact of price decontrol for manu- 
factured products on consumers is expected to be relatively moderate. 
First, supply responses combined with consumer resistance can effec- 
tively limit the extent of price increases, as demonstrated by the 

recent experience with decontrol of meat prices. Second, increased 
availability of competing imports for many of the decontrolled items 
would tend to dampen possible inflationary pressures. Third, over the 

longer term, price decontrol is expected to promote increased capacity 
utilization and encourage new investment, which would further reduce 
pressures for price increases while generating additional employment. 

55. Aided by appropriate restructuring, much of Kenya's import - 
substituting industry is sufficiently efficient to withstand increased 
import competition. Moreover, the envisaged measures in this sector 
would be sequenced in such a way that expansion in newly favored activ- 
ities will take place before or simultaneousLy with contraction of 

activities affected by reduced incentives and protection. In particu- 
lar, measures to increase the level and efficiency of investment (price 
decontrol, import liberalization, export promotion, capital market 
development) are being implemented early in the programme perod, 
whereas the Lowering of tariff protection will, take place in later 

years. 

56. In the area of cost recovery, the introduction of user charges for 

health services includes provisions for the complete exemption of those 
who cannot afford to pay and for those services that must be encouraged 
for social reasons, such as child health, famiLy planning, and AiDS 
treatment. In addition, no charges will be levied for treatment in 

specialized hospitals (e.g., for spinal injury, Leprosy) and mental 
hospitals. Also, accident victims wiLl not be denied treatment in 

government hospitals because of nonpayment of fees. The Government has 
also decided that the entire revenues colLected from health user charges 
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will be automatically used by the health sector for improving and 

expanding services, and that these revenues will not go to the 

Exchequer. Moreover, 25 percent of total user charges collected in a 

district will be used for financing primary health care in that district 

while the balance will be used by the institutions concerned for improv- 

ing the quality of services. In the education sector, increased cost 

recovery is being targeted at the university and the secondary education 

levels, where mostly high- and middle -income groups tend to benefit from 

government -subsidized education. Even at these levels, the Government 

will ensure that children of poor families are not denied access to 

government education facilities and has for this purpose established the 

Presidential National Bursary Scheme, which provides financial assis- 

tance to meritorious students for access to higher educational facil- 
ities. As part of the planned education sector adjustment programme and 

in consultation with IDA, the Government will also review the costs 

already being borne by parents at the secondary and primary education 

Levels and identify appropriate policy measures to ensure greater access 

by the poorer sections of society. A serious constraint on the Govern- 

ment's ability to design and implement targeted interventions to 

mitigate the social costs of adjustment has been the lack of an appro- 

priate data base and monitoring system. As part of the IDA-supported 
Rural Services Design Project, the Ministry of Planning is developing a 

Monitoring and Evaluation System to evaluate the economic and social 

effects of programmes and strategies in rural areas. Although the major 

focus of this pilot effort on agricultural policies and projects, the 

Government is interested in expanding the system to permit a more 

comprehensive and regular evaluation of household welfare and social 
conditions. To this end, discussions have been initiated with IDA and 

other interested donors to support an expanded welfare monitoring 

system. 

V. External Financing Requirements, 1990-92 

57. The adjustment policies to be pursued during the programme period 

are expected to progressively reduce the current account deficit, 

excluding official transfers, from 8.6 percent of CDP in 1989 to 

5.2 percent of GOP by 1992. During the same period, gross international 

reserves are targeted to increase steadily from 2.2 months of non - 

government imports to 3.0 months. Kenya's gross external financial 

requirements during 1990-92, consisting of the current account deficit 

(excLuding official transfers), debt amortization, and necessary 

increases in reserves, are expected to be about $3.3 billion. In 

mobilizing these resources, in order to achieve a progressive decline in 

the debt service ratio (defined in terms of exports of goods, nonfactor 

services, and private transfers) from 31 percent in 1989 to below 

25 percent in 1992, the Government intends to exercise restraint in the 

contracting or guaranteeing of new nonconcessional Loans. 

58. Disbursements from existing grant and loan commitments are expected 

to be $1.0 billion. New grants and loan commitments from official 
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sources are expected to yield disbursements amounting to $2.0 billion 

over the 1990-92 period. The proposed ESAF arrangement contributes 

$211 million of the new commitments. This leaves an additional 

financing need of $268 million over the three-year period. The Govern- 

ment expects to fill this need with cofinancing on the Financial Sector 

Adjustment Credit, disbursements from other quick -disbursing IDA 

credits, and by mobilizing additional balance of payments financing from 

bilateral sources. 

59. For the second year of the programme, 1990, Kenya's gross external 

financing requirement is expected to be about $1.2 billion. Grant and 

loan commitments are expected to yield disbursements amounting to some 

$887 million, of which about one fifth is in the form of grants. Of 

disbursements in the form of loans, about $84 million relates to pro- 

gramme lending, mostly from IDA. Commercial borrowing accounts 

for $45 million, while the remainder is taken up by various project 

loans. With the addition of the proposed ESAF arrangement, and antici- 

pated disbursements from other private sources, total disbursements in 

1990 are projected at $1.0 billion. This leaves an additional financing 

need of $129 million, which the Government expects to fill with the 

first tranches of the Agricultural Sector and Export Promotion Credits 

from IDA, cofinancing for the Financial Sector Adjustment Credit, and 

some balance of payments financing from bilateral sources. 
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Keivjo Senasry and Tijoo Frasi. for 'iacruecouvaolr vrnl tructnur.al Adusoasnt PoUcies, 1990-92 

Obcttves and Targets Strategies and Haaaures Timing of anasures 

I. xternai p,l.tcieu 

a. Ezthange rate Medlou,-term eluterTlal viabiUty. Ad.ist exubange rate to eiqafl.1 production and Contirsasus. 

diversification, and asnune couetitiv.neas Err 

dtic and earernal nailteta. 

b. totts Hake protection ante trmsçslrent and urutfosra. See section SIb belo.. 

c. Exports increase ,,tradittonal. exports. See section Sib belts.. 

d. Enternat debt Isprow infozootton on earernal debt and radece the Limit public sector external berztsit, on Contimjus. 

overaLl external debt service ratio. nrseasional teran. 

Establish o,,utertzed data base for public and .Iwe 1990. 

private eurternal debt. 

LI. Sectoral policies 

e. Agrioulture Haintatn and Improve proóxer incentives. Detetne prices for grains (naize. r*reet, rice) on Aivanroce floor 
basis of import and ert parity and denastic onste prices every 

of production. February. 

Moot oore ticely cof fee paveents vystan. Jurw 1990. 

Recruit speci.alizel peratsiral. and acquire nanageanit Jte 1990. 

Inlorvutlon spates for use in developing a strattgi 
for storage, international enrlteting, and financing 
of coffee ato&s. 

Introduce cotton pricing eysteo th.-it ref lects lone 1990. 

differentials in qusUty anuS variety. 

Ainelsrate paynants to farriers Is. ICC. Contimnaus. 

iadbon vtrater for increaand vauetttion in milk Decer 1990. 

processing and retailing. 

Improve efficiency in anger production and Restructure South Hyarea luger Corpany. 1990/91. 

processing. 

1.sVrove efficiency of grain asriteting. Improve enrketlng arrangorents and efficiency. 199092. 

especially of EPU. Reduce financial burden of 
groin enrketthg operations. 

Limit role of IRPII to todc enrent for market Contirusus. 

stability, food aurlty, and buyer of Last resort. 

Gradually expand the role of private traders, first 199092. 

in primary entirety (I.e., farrers), then in 
secusoisry markets (i.e., miliern). 

Pravate the tionly delivery and efficient allocation Contirn to provide appropriate hadrtary resources 1990-92. 

of agricualtural produce, inputs, and services, for agrioulcunal services rersearci, and escenion. 

Ccmtirs preparation of fertilizer Lnx,rt plan. Contlrurojs. 

Campletv plaIsel reanaral of aubuldv fur lIvestock 1992. 

dipping and artificial instrelnutinru. 

Clarify the role of the Tractor lUre Service and Jreve 1990. 

janave tu1 1 t recovery for services provided. 

Restructure the Agricultreal Pl,we Corporation. 1992. 
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b. ithnatty and trade 

lii. Plocal ia,liciea 

Kenyat 3.inary oral Tiase Fra,r for 'tacroerciesaic u.l Stnetural A4oaOyent Policies, 1990-92 (ro,ntlnied) 

Objecttvee and rarBeta 

Eaqort praa.,tton. 

Ti,ort Uberailzatton. 

adjant ftaCat nsttton. 

tncreue the effectiveneac of eçaiiture in 
adatevtn it, obctivee, dvi1e inrtng the Level 

of caurral vert,en eipendlture In ter of (. 

Stratnglea and 'ta,nea 

$treathen the aetnLotration of the caqaort con- 

prnsatton 'athena to neke 1nyesetts prcngat and sure 
reliable. 

tncreaae cosern and predictability of the elqxart 

caaation sda. 
Patabish .-usd inylosent a duty drabae3a/eenaticn 
athena. 

t)eslgn and lngaieaant a car,rehasnIve f ira-level 
oupfort sdsoase For snail suale erters. 
Cen,lete preteaniblilty study of eaqsort procesaing 
corn.. 

Fuca,bte progras locludin9 preparation wal 
'auhaiaaion of leinlation for eapoot processing 
zn. 
iaaaoue juantitattve rentrictician currently eater 

Schale 111(C) by acting lInac to Scheclate Uhf) 
(enept for Itnac reerlcted for reanan ci health 
and çobUc caletv. and testilec); replacing 
gt(iatien reotrictiona with epaivalent tariff 
rates. 

'tedtor Irt liberaljcatlon by -anintatning svsten 
that c,roytde, accurate and tFacly data sac approvals 
of Inyort Ucacage 3ppUCItlOne nal corraunling 
foreign eoctvanng allocation,. 

I,,Iceascct costrsxturing plan fnt tecelie indastry, 
nsed on ttcaltngn of technicil study to be cregclsstnd 

by Jli' t9). 

ithcte central govemoont helget deficit to levels 
that are va.qlainable be foreign ccvi rnastnflctinsup 
ctorr,tlt ftcaancir. 

kgin to censure public sector csxcaotidscted deficit. 

Lisait anoint of sa,resncted chseues to 1al of end - 
Isaac 1998. 

Conttne to neasure the ecaanoztc coxaaltioac of 
e,,eacdtture Ira the bmaal tattante, and Forsard 

9calt procesaen, for progranaca (s.at,-sutes), 
ninLetrie,, acal the Cssatrcl Cooerrvacnt ao a alacle. 

vQ5,.1tO training, tecruitcant, and sog.loysenct 

poLicie, with tin nbj.ctl of r ocing the growth 

of goverinant a,lsqnent, n -el gtacbiaily rebelng the 

share of the taxJct damned by persocearl 
ecqcenditsire. gedoon lnt.sa lto civil service of 
,resaarvtce tc.aIs said reorient training 
institutisna to cure in-semite tmainhcy review 

resesyice training illoseince. 

Unit growth of porsoaval ccgaendlture In the 1990/91 

hidant to 9 percent. 

iet and enforce cel!1r far saLaries fr -.'ath 

cgaeratlonal Itnistay and le.achr' ecoice 
Caootssion. 

hatnnbco nocathip emitucing system of gnsnrransrit 

nago hill cci saperitinca -cal ulntncacnre In priority 
octor,. 

lining of nnaures 

S 
inn 1990- 
isaac 1991. 

toot toasas. 

1990-41. 

Co*tl,vraeq. 

1990. 

Koch year. 

Contt,um. . 
Starting to 
1990. 

1990/91 
ladget. 

it -art irc'a 

In 199). 



IV. State Corparatione 

Kappa: STruary and Ttt Frase for 'tacroeoimsic and Structural M jusITent PoUcles, 1990-92 (contirusl) 

Objectivee and Tareta Strateqies and quren Timing of ot.yoosiq 

Hay. ministrien plaTt staffing levels as part of Cntlriaons. 
Forrd lh4t prucenses. 

Set tarts for tucressas to real nonenqe operating Contiruxo,. 
and seintenanec eoperelitures in priority sectors, 
including road mintena,, sqrioolturai services, 
health, and veter supply. 

Prepare, utth tfl assistance, the public lnvestnrnt 19911)2. 

otoIa for 1991/92 ludt. 

Knxerd pubUc sector project List to cover capLtal Start by 

e,qereUturee of selected rs,nuinanrlal state 1990/91. 

corporations. 

latntatn and erqaand user chara for edjcation, Ccntt,uxv,. 
health, and roads, and eenend to other direct 
service providing sectors. 

!3t.abUeh govemsent ohctives; t',rove financiaL ConsuLate a pollen frsreraiti paper for state August 1990. 

perforrrunce and isinitorirtq; and reTMce transfers corpprotis. 
fron Central ('.overTsTent. 

Agree to criteria for cLassifying state corpor.-r rcnrdnrr 1990. 

tions. r)estaate tle that ire strategic. 

levine oxi Initiate steps to sudify categorization love 1990. 

of salary scales in conprcivlly oriented state 
Orporat ions. 

levine the State Corporations ict to reci,ce govern- vuguot 1.990. 

Tent controls over cvmserc.ially oriented state 
corporations. 

Ixteral fran Ii) to 20 the rudsr if state corpora- liegin [99), 
ttooa frr vA,ici. lsdgLnry irsTct Is nrevltorvrd; vnd 1991. 
provide a oarx.ue of consoUdated pabltc q&tor 
deficit. 

Clarify the Gov.rroseit's position as a creditor of June 1990. 
state corporations by quantifying on a quarterly 
heats the level of castreasts and payrsents of debt 
service by state corporations; categorizing the 
Goverraseat , portfolio of loans to state 
corporations as perforning or nonperfonuieg isl 
strictly enforcing collection of loans. 

'.st.ablish an infonsution riystnu and data base for iep4o in 
statO cirparation for a core Iroap of 20 enter- hear 199'), 

prisus; levtse a net of quarterly and annasl. end iv June 
indicators of niouic nd flnenrJ.a1. performance. 1991. 

Fonailate an action plan for the restructuring of Septober 194r). 

Kenya Airvriys. 
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V. stacy and Etnanetat 
policies 

Vi. Pricing 1t'Licv 

VU. Social aector, 

a. 1t'aith 

ilsnys: 5anery un Tine Frane for 'tacmeroncnic and Stnnturni M}u.tinent Policies, l9)-92 (centtonrd) 

Qbjecttves aral Targeta 

Gtester nedcst orientation in enbillztr sin 
allocarion of finenelsi resra%ces. 

Reduce inefficiencies in the I tnancLai syst. 

9roaden and deepen capttal and exaey markets; 
rasr the deva1nt of secondary nerketa and 

priti capital tamnes. 

IiIJminate price d(storttore and attiojiate private 
tnnesUnt. 

trategtes and Itming of neonates 

iaintatn positive r,al tiaerest races for ,aeiru Ccmtiwis. 
ne 

a.tane reserve eninep usIng mailable gtsratlzed Contirainu,. 

etary policy tetruneata thren4i the Pkeaetary 

PoUcy Cnettee refine the design of msatory 
polacy imatrajenate; maintain iapcovrats Ira the 
tondering systa, (ot treammy bills un boma. 

*qevj emqaerima with jrrraLtze1 tary oLtcy June 1991). 

in.straswnr$ end ree with i1)t on appropriate atepe 

to rmtablLsh a rp nedret-irinea interest rate 
atructure while 'sitmataining po.icive reil sivtm 

iepmmit rates. 

0J tntere,t races to ,sirter-,4etermir. iw 1991. 

the revined Narktrg set, mic1a a other Cent Lrinais. 

thinap sluuld (t) strengthen the Central &u*', 
obtUty to intervene eiqaedittou,iy to trwbled 
financial iimcttuciena; (it) aet oat appropriate 
pnntutia1 supervision and meting reutrir.s; 
.el (iii) enable the Central Bik to ixme 
penalties en ftmwntai. ir'stitutioiu that 'Jo tnt nest 

time rnguiremaats ef the marking ict. 

wkip and iopint suitable training progrlssne Contionrus. 
for Central Bark egiervision staff. 

ajagine regulat ions that lirk capital aderpsaey isie 1990. 

t'ngutremaat to assets (net of pcovtaions, 
Ia) b,u*a and 

iFta to maintain capital of 7.5 pernait of oqseta 
lncia4ing .,ff-tnUa,-aheec Itmras. 

uarne with L1)A on further ,ctien to restructure or June 1991). 

atiengthvn marginal I bimodal trat Itutiom's. 

gree with 1U. on the appropriate fore of taxation itie 1.991). 

in ?irsira_Ul insrraamait,. 

9egLn iapinting ,neanares to re.be disincentives 
to holding and tadng ,eoarttie,. 

July 1991). 

5i1snent appropriate investoç protectton neonates. iie 1990. 

Itmemuve price tixitrol., on aigniticant uther of 19Q091. 

itenas und.rr the neral mini specific order's. 

teproe cent recovery, ireaae allocations for tvaluate the effectiveness ,f user charge,, tiking Contiruams, 

poiventlee/primary health care, md protect a.mr- into account ippect on the poor, rod inrra4se hegimntng in 

(scams groups. rhan*a as ipproprbte. 1)91). 

Improve tmxmctinning of the National 'loapital 1i!y tUIF to mak* contribut tans rare progressive 1990. 

insurance f'mxni (115fF). and realistic. 

pportvd maJor oruraing 1St Policy Credit (2(Y.9). 



<enya: 3u1r1ry and T1 Fr for Nacroeconoiiic and Structural Adjusciisnt Policies, 1.990-92 (cooc]nd) 

Objectives and Targets Strategies and 14anses TLning of reasures 

b. FAicaticxt Increase cost -sharing; throve operation of the 
student iosn sch and consolidate nunher of 
sudary schonis. 

c. Social )eve lop and tLsnt an appropriate data hess and 
ippact lfare rrnitoring systes to evaluate social Uact 

of policy refon. 

VIII. nvirocnt 

a. ASAL 

b. 4tldlife 

c. rwtrmntal inant 
IX. Infrastructure 

r)evop an envtrornntal strate' for .SAL areas. 

stabUsh Kenya Wildlife Services (4S). 

evlop a long-term strate' for the innagsnt )f 
sildJdfe resoarces. 

1 rove ertviroimnta1. rnnsgterit. 

Strengthen policies and irtvescnt paoning in the 
rg' and urban transport sectors. 

valuate ije,act of cost -sharing rteasures and 
effectivaosss of student loan schsne. Introcke 
changes as appropriate. 

evelpp a surwr-basnd 1-f are ennitoring systen. 

'0repare an ASAL Envirorital Action P1.an. 

nsure that K1 beco,s operational and begins 
tppLnting its nes rimndate. 

o1.ete a strategy and action plan for the wildlife 
sector, including irrestxnt priorities, policy 

reforrim. and resoirce onbili.zation for KWS. 

or,oLate a conprehensive National Env[ronntal 
kctioci ProgramE. 

Prepare a soxly of rural electrification to 
supp1iint the National Pcsr Eveloopent Plan; 
ccxñict parallel study of ener pricing. 

)eveloo urban transport rehabilitation and exrsion 
progran. 

Coutixuajs, 
beginning in 
1990. 

Beg1nnhr 
in 1990 

Juns 1990. 

Juns 1990. 

.Aujst 1990. 

ly 1.992. 

February 1991. 

1991. 

NO 
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Table 1. Kenya: External Financing R&uirents, 1989-92 

(In millions of IJ.S. dollars) 

Total financing reiulrents 
Current account, eccluding net official transfers 
Anrtizatlon 1/ 

Of which: r1d Bank/IDA 
IMF repurchases 
Qan in reserves 

DislxlrselI?nts frau existing comMtnnts 
Grants 
Loans 

Bilateral creditors 2/ 
Multilateral creditors 2/ 

Of which: Wrld Bank7IDA 

Of which: adjusbimnt lending 
Private creditors 

DisixirsenEnts fran expected nei conuiitnnts 
Grants 
thans 

Bilateral creditors 2/ 
Multilateral creditors 2/ 

Of which: Ii 4/ - 
Private creditors 

11F - ESAF 

Other capital (net) 

Total identified financing 

Initial financing p 

1)tqlxirsennts [ran expected IT)". odjustrtnt lending 5/ 

Cofinancing and additional multilateral assistance 

1989 1989 1990 

Program Actual 
1991 1992 

1,081 1,191 1,lf,2 1,095 1,038 

609 727 671 587 537 

282 296 325 348 349 

(97) (88) (96) (101) (102) 

135 126 ico 40 31 

55 42 66 120 70 

393 386 237 

258 228 53 20 8 

790 847 340 366 229 

232 226 90 97 61. 

458 3/ 582 3/ 215 249 143 

(115) (236) (115) (126) (70) 

(157) (182) (41) (41) (-) 
1(0 39 35 20 20 

33 116 - - - 
- - 640 613 758 

- - 125 142 152 - - 369 343 574 - - 98 90 142 - - 261 202 353 - - (43) (47) (55) 
-- - 10 51 79 - - 105 l(Y - - - 41 22 32 

1,081 1,033 

- - 129 96 43 

- - - 55 55 20 

- - 74 '.1 23 

Sources: Data provided i the Kenyan authorities; the rld Rank; and Fund staff estiuntes. 

1/ Public mudtum- and long-term debt. 
2/ including SPA. 

3/ Includes 50K 80 million in dtslxirsennts under IMF/ESAF arrangenrtt. 

4/ New lending less expected disxirsennts noted in footnote 5. 

5/ AgrIcultural sector adjusb1nt credit and export praxitton credits In 1090/1991, and education sector 

credit in 1992. 
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Table 2. Kenya: Key Indicators, 1986-92 

1986 1987 1988 1989 1990 1991 1992 

Actual Est. Projections 

GOP at market prices (growth rate) 7.0 5.8 6.1 5.0 5.2 5.4 5.5 

COY growth rate 1/ 9.4 2.4 6.7 3.3 4.8 5.7 5.6 

COP/per capita growth rate 3.0 1.9 2.2 1.1 1.6 1.8 1.9 

COY/per capita growth rate 1/ 5.3 -1.4 2.8 1.5 1.2 2.1 2.0 

Consumption/par capita growth rate -- 3.1 4.0 -0.3 -0.8 1.7 0.5 

Inflation rate (end period) 2/ 4.3 6.6 10.4 10.1 . .. 

Real effective exchange rate 
depreciation (end period) -4.8 -14.0 -2.2 -7.2 

Total domestic credit (growth rate) 3/ 29.0 20.5 7.2 9.7 14.9 7.9 4.8 

Net credit to Government 
(growth rate) 3/ 53.7 29.7 -6.7 -5.6 0.6 0.8 0.9 

Credit to other Sectors 
(growth rate) 3/ 17.1 14.9 16.7 17.9 9.8 11.3 13.4 

Iroad money (growth rate) 3/ 21.6 12.4 8.3 17.8 10.9 10.7 10.6 

Debt service (in U.S. dollars) 573 608 587 6'.2 650 653 708 

Debt service/Exports 4/ 28.7 33.0 29.3 30.6 21.2 24.1 23.1 

Debt service/GOP 8.0 1.6 6.8 7.6 7.1 6.7 6.8 

Gross investment/GOp 18.8 24.8 23.6 25.3 25.4 25.0 25.0 

Domestic savings/GOP 18.9 19.7 18.5 19.4 20.0 21,0 22.5 

National savings/COP 17.8 11.0 15.6 16.2 17.5 18.2 20.0 

Marginal national savings rate -0.5 -0.2 -0.1 0.4 0.3 0.3 0.3 

Public investment/CDP 5/ 8.1 7.1 8.1 8.4 1.7 7.1 6.3 

Government savings/GOP 3.1 3.9 1.7 0.4 1.2 1.7 1.9 

Private investment/COP 11.6 12.5 11.5 13.9 14.6 14.9 15.7 

Private savings/GOP 14.7 13.2 13.9 16.3 16.3 16.5 18.1 

Public/Private investment ratio 10.2 57.1 70.1 60.3 52.8 47.3 39.9 

Government revenue/GOP 3/ 22.5 23.1 22.9 23.7 24.1 24.0 24.2 

Grants/GOP 3/ 1.0 2.2 2.3 2.3 1.8 1.7 1.6 

Government expenditure/GOP 3/ 
- 

30.2 28.0 29.7 30.1 29.7 29.1 29.0 

Oaf [cit/COP 3/ 6/ 6.5 4.2 4.6 4.2 3.8 3.4 3.2 

Deficit/GOP / / 7/ 7.8 6.4 6.9 6.5 5.6 5.1 4.8 

Export growth rate 8/ 4.1 -19.2 6.2 9.0 11.3 12.1 11.3 

Exports/GOP 8/ - 25.5 21.3 21.8 23.0 24.3 25.9 27.4 

Import growth rate 8/ 1.4 1.3 5.8 9.5 6.8 5.6 8.0 

Imports/GOP 8/ -26.5 -26.8 -27.3 -28.9 -29.3 -29.4 -30.2 

Current account (in millions 
of U.S. dollars) 7/ -183 -643 -116 -727 -671 -587 537 

Current account/COP 7/ -2.5 -8.1 -8.3 -8.6 -1.3 -6.0 -5.2 

Current account (in millions 
of U.S. dollars) 9/ -34 -500 -6") -49') 493 -675 -317 

Current ncount/GDP 9/. -0.5 -6.3 -5.3 -5.9 -5.4 -4.6 -3.6 

Gross official reserves 
(months of nongovernment 

imports) 4.0 2.1 2.1 2.2 2.5 3.0 3.0 

Sources: Data provided by the Kenyan authorities; and staff estimates. 

1/ GOP at constant prices adjusted by gains nd losses from changes in terms of trade. 

2/ Nairobi consumer price index. 

3/ Year beginning July 1. The growth rate of net credit to Government in 1990 was 

adjusted (see paragraph 4 of PFP). 

4/ Ratio of public debt to exports of goods, all services, and private transfer receipts. 

5/ Public includes central government, municipalities, councils, and parastatals. 

6/ Pigures do not add up because of adjustment to cash bata. 

TI Excludes grants. 
8/ Exports and imports defined sa including nonfactor services. C,routh rates in terms of 

SDRs. 
9/ include., grants. 
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I. Introduction 

The 1990 Article IV consultation discussions with Kenya, together 

with discussions on an updated medium -term policy framework paper (PFP) 

and an economic and financial program that could be supported by the 

second annual arrangement under the enhanced structural adjustment 

facility (ESAF), were held in Nairobi between January 26 and Febru- 

ary 15, 1990. The Kenyan representatives included Professor George 

Saitoti, Vice President and Minister of Finance; Mr. Eric C. Kotut, 

Governor of the Central Bank; and other senior officials. The staff 

representatives were Mr. P. S. Heller (head-AFR), Mr. K. Katz (AFR), 

Mrs. J. Landell-Mills (ETR), Mr. 0. Liviatan (FAD), Ms. K. Rose (EP- 

AFR), and Mrs. H. Corbett (Administrative Assistant, TRE). Messrs. I. 

Bannon and C. Bruce from the World Bank's Eastern Africa Department, and 

Mr. T. Allen, from the World Bank's resident mission in Nairobi, 

participated in the discussions on the medium -term PFP. 

Kenya is on the standard 12 -month cycle for Article IV 

consultations, and the last consultation was concluded on May 15, 1989. 

At that time, Executive Directors observed that the authorities' three- 

year program for 1989-91 under the ESAF would broaden and reinforce the 

adjustment process. Directors endorsed the further tightening of 

fiscal stance, the continuation of flexible interest and exchange rate 

policies, and the implementation of structural reforms in the budget, 

the financial sector, and the trade and industrial sectors, and welcomed 

the pursuit of market -oriented pricing policies. Directors emphasized 

the need to limit the growth of the government wage bill, to implement 

the trade liberalization and export promotion measures, to limit non- 

concessional loans, and to ensure timely inflows of external assistance 

for Kenya's adjustment efforts. 

In the attached letter to the Managing Director from the Minister 

of Finance and the Governor of the Central Bank dated March 28, 1990 

(Appendix I), the Government of Kenya requests the second annual 

arrangement under the ESAF 1/; this arrangement is in an amount equiva- 

lent to SDR 80.5 million (56.7 percent of quota) in support of a program 

for the period January -December 1990. The program is described in the 

memorandum on economic and financial policies attached to the 

authorities' letter. 

In developing Kenya's medium -term strategy, the authorities 
have 

prepared, in close collaboration with the staffs of the Fund and the 

World Bank, an updated PF'P setting forth the Government's economic 

objectives for 1990-92 and the macroeconomic and structural adjustment 

1/ The three-year ESAF arrangement for SDR 241.4 million became 

effective on May 15, 1989. Purchases of SDR 40.23 milLion each were 

made on May 31, 1989 and November 30, 1989, respectively. 
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policies designed to achieve these objectives (forthcoming). 1/ The 

document is expected to be considered by the World Bank's Executive 

Directors at a meeting of the Committee of the Whole on April 26, 

1990. Requests for a sectoral adjustment credit for export promotion 

and a second agricultural adjustment credit, in a combined amount 

equivaLent to US$175 million, are expected to be presented to the World 

Bank's Executive Board in August 1990. 

As of February 28, 1990 the total of the Fund's holdings of Kenya 

shillings subject to repurchase and the outstanding Loans to Kenya were 

the equivalent of SDR 326.40 million, or 229.85 percent of quota 

(Table 1). Taking account of scheduled repurchases and four semiannual 

disbursements under the prospective ESAF arrangements, net Fund credit 

would amount to SDR 318.7 million (224.4 percent of quota) at end - 

December 1990, and SDR 370.0 million (260.6 percent of quota) by end - 

December 1991. 

The second annual ESAF arrangement and the Minister's letter to the 

Managing Director, with the accompanying memorandum on economic and 

financial policies, are presented in Appendix I. Summaries of Kenya's 

relations with the Fund and the World Bank Group and outstanding 

statistical issues appear in Appendices II, III, and IV, respectively; 

basic data (including social and demographic indicators) are presented 

in Appendix V; and indicators of competitiveness appear in Appendix VI. 

Kenya continues to avail itself of the transitional arrangements 

under the provisions of Article XIV. 

II. Recent Developments and Performance Under the Program 

The basic macroeconomic objectives of the 1989 program were largely 

realized despite a deterioration in the external terms of trade; and all 

end -September performance criteria were met as were most of the bench- 

marks for the year (Table 2). Preliminary data indicate that the real 

GDP growth rate was on target at about 5 percent --despite Less favorable 

weather conditions at the beginning of 1989 and Lower -than -anticipated 

coffee production. Output growth in agriculture and manufacturing was 

slightly lower than in 1988, whereas activity in construction and trade 

is estimated to have been slightly more buoyant. The end -period infla- 

tion rate of 10.1 percent, whiLe representing a marginal deceleration 

from 10.4 percent in 1988, was higher than the 8 percent programmed, 

largely because of greater -than -targeted growth in broad money 

(Table 3). Gross domestic expenditure is estimated to have increased 

from 105.1 percent in 1988 to 105.9 percent of CDP in 1989, reflecting 

an increase of 1.7 percentage points in gross domestic investment, to 

the equivalent of 25.3 percent of GDP in 1989, largely on account of the 

1/ This paper updates and extends the PFP for January 1989 - 

December 1991 of April 25, 1989 (EBD/89/123).. 



Total transactions (net) 
Trasactions under trarhe 

policies (net) 
Repurchases 

Ordinary resirces 
Borrcd resonrces 

Transactions under special 
facilities (net) 

CFF (net) 

ESAF loans 

Total Fund credit itstanding if 
Under trarhe policies 
Under special facilities 
Under SAF 

Under ESAF 1/ 

Total Fund credit catstanding If 

Under trarthe policies 
Urr special facilities 
Under SAF 

Under ESAF 1/ 

Table 1. !erya: Use of Fund Credit, Decnber 1989-Decsnber 1991 

Outstanding 1990 1991 
Dec. 31, Jan.- April- July- Oct.- Jan.- kpril- July- Oct. - 

1989 March June Sept. Dec. March June Sept. Dec. 

(In millions of StRs) 

-19.25 15.12 28.61 -20.26 35.48 -8.29 31.56 -7.38 

-14.51 -20.38 -6.89 -15.52 -4.76 -8.29 -8.67 -7.38 
14.51 20.38 6.89 15.52 4.76 8.29 8.67 7.38 
(5.33) (3.46) (2.13) (2.13) (-) (1.96) (3.91) (3.91) 
(9.19) (15.91) (4.76) (13.39) (4.76) (6.34) (4.76) (3.46) 

-'4.74 -4.74 -4.74 -4.74 - - - - 
(-4.74) (-4.74) (-4.74) (-4.74) (-) (-) (-) (-) 

- 40.23 40.23 - 40.23 - 40.23 - 
314.48 295.23 310.35 338.96 319.70 354.18 345.89 377.45 

(146.66) (132.15) (111.77) (104.88) (89.36) (84.60) (76.31) (67.64) 
(58.95) (54.21) (49.48) (44.74) (4o.x)) (4o.(x)) (40.00) (40.03) 
(28.40) (28.40) (28.40) (28.40) (28.40) (23.40) (28.40) (28.40) 
(80.47) (80.47) (120.70) (160.93) (160.93) (201.17) (201.17) (241.40) 

(As percent of qunta) 

221.46 207.91 218.56 238.70 224.44 249.42 
(103.28) (93.06) (78.71) (73.86) (62.93) (59.58) 
(41.51) (38.18) (34.85) (31.51) (28.17) (28.17) 
(20.00) (20.03) (20.00) (20.03) (20.03) (20.03) 
(56.67) (56.67) (85.03) (113.33) (113.33) (141.67) 

Scijrces: 124F, Treasurer's Departnnt; and taff estinates. 

L/ Incindes use of ESAF Trust resirces. 

370.07 
(60.27) 
(40.00) 
(28.40) 

(241.40) 

243.58 265.81 260.62 
(53.74) (47.63) (42.44) 
(28.17) (28.17) (28.17) 
(23.00) (20.00) (20.00) 

(141.67) (170.00) (170.00) 
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Table 2. l<enya: Performance Ikirtog the First Annual Arranganart Under the Enhanced Structural Adjusbrnant Facility 

Quantitative performance criteria 

Total dosestic credit 3/ 

Net bark credit to the Covenimint 6/ 
Barking systen 
CStl: 
Debt assazed fran paraatatals 

New nonconcessional external loans contracted or guaranteed by the 
Coverrsnent (niarlative per calendar year) 5/ 

a. 1-12 years' maturity 
b. Short-term credits of less than one year's maturity 6/ 

Quantitative benclanark 

Mtninsan cramilatise increase in net official international 
reserves fran end-Decenber 1988 7/ 

June 1989 

Actual 
Septauber 1989 

Program 1] Actual 
Decenber 1989 

Program 2/ /vt,ial 

(in nil ilium; of Kem'a mmlii lIInii) 

52,422 56,897 55,632 58,o 57,750 

13,670 17,520 14,639 17,270 12,671 

(17,510) (21,891) (20,019) (21,741) (17,581) 
(-3,840) (-3,701) (-4,610) (-3,701) (-4,040) 

(-) (-770) (-770) (-770) (-770) 

(In millions of U.S. dolLars) 

56.5 lm.o 69.5 lcx.o 69.5 

(In mIllions of SORs) 

80 37 27.4 58 52 

Nonluantitat ive performance criteria Status 

A ccsileted end -October 1989. Done. 

Trade and paynnints restrictions: The Covernirmnt of Kenya will contirije 
to maintain a liberal exchange and trade systen and will not introduce 
any new, or intensify existing, restrIctions. Done. 

Structural performance criterion Target Date 

Implmmmnt the 1iignrt liberaliz-ation program arid provide on senthly bests data on thqx)rt license Implemirited ahead of 

applications, approvals, and corresponding foreign exchange allocation by erid-Septenber 1989. schedule. 

Structural benclimirks 

Maintain positive real interest rates thraiioit 1989. On target. 

Confine the growth of the Covernnmnt's personnel wage bill to 7.5 percent by end -June 1990. Likely to be exceeded. 

Adopt fiscal maasures including user charges in health, eclication, and other sectors 
beginning July 1989. Impleixinted. 

Source: Mamnrandun attached to the letter of request of Kenyan mnthorittes of April 18, 1989; and the letter of intent dated Septeither 26, 1989. 

1/ Perforunoce criteria. 
2/ Quantitative benclinarka. 
3/ Total damiatic credit of the baiking systen is the man of net credit to the Goverraxint, other public sector credit, arid private sector credit. 

It tnclrxiea bark credit utilized by the CereaLs and Sugar Finance Corporation ((2FC). Not adted for the nvmnetization of the hilidup on the stock 

of unpresented checks by the Goverrmant during 1988/89 of K Sh 1.8 billion. 
4/ Net credit to the Coverrimmnt is net credit to the C,overrvmnt f ran the barking sector. The ceiling excludes the operations of the C515, and the 

smasint of public enterprise debt asstnimd by the Governnmnt and recLassif ted f ran outstanding private sector credit. Not adjusted for the murpreae'ntod 

checks nmntioned in footnate 3. If adjustments were made for this baildup in impresented checks, the quantitative benclamark on net bank credit to tIme 

Government for end -June arid end-ilucenber and the perfornmnce criterion for mad-Septenlar would still be net. 
5/ In conformity with existing regulations, on public enterprise has borro.jed on noncoiacesstonal terms withcamt govorrment guarantee. For ,irposem 

of converting new noriconcessional external loans into U.S. dollars, the U.S. dollar exclvmnge rates cabled to the Central Bark of Kenya fran the 

Federal Reserve Bark of New York for January 3, 1989, has been used. 
6/ Other than related to imports. 
7/ Net official international reserves are defined as the Central Bark of Kenya's nit foreign reserve assets (Stile, gold, arid foreign exchange 

holdings) stirus its short-term deposit liabilities to foreigners; plus the Central Goverairrit's net foreign reserve assets (emlmiitng those rm'lit'l Fo 

Fund transactions); plus Kenya's reserve position in the Fund; mit-us Kenya's net ,mse of Fund credit. 



Table 3. !tpnya: Selected navic sot FIsIal lwiIr.ators, )994-97 1/ 

1986 1987 19M 1981. I9) 1991 TT. 7i 
pr 

(Anm..al percent ch.araj...., ,nless otl,en.tse apecltl.sI) 

Notional lncteo and prtce 
CDI' at con.qtant prices (factor cost) 5.5 4.8 5.2 5.1 5.') 5.! 5.! 5.'. 5.'. 5.5 
Q)l' defLator 9.3 6.1 9.7 7.2 8.9 6.5 6.5 5.5 5.0 5.') 
onoeur prices '..3 6.6 In.'. 9.0 lOt 7.5 1.5 5.5 9.1 1.') 

F.nternal sector (on the Isiqis of .SlSts) 

Exports, f.o.b. 7.5 -79.7 7.8 8.9 5.1 5.5 11.5 9.7 11.3 13.5 
b,orts. c.i.f. -0.8 1.5 6.9 4.1 9.2 5.7 7.2 5.9 5.5 7.5 
Non -oil inVorts, c.i.f. 18.1 0.9 13.1 2.9 1.6 4.4 1.2 5.8 5.1 8.0 
Export nol.,se 15.2 -3.5 5.5 5.7 9.1 5.5 9.6 5.6 8.6 8.9 
1n,ort valuro 17.4 5.0 12.3 - 2.8 1.8 3.1 2.9 1.7 3.7 
Teron of trade (deterioration-) 12.0 -17.5 3.5 -1.1 -9.9 -1.9 .'. 0.9 0.6 0.6 
Nominal effective exchqo rate 

(depreciation -) 3/ -.6.1 -15.8 -1.3 ... -11.1 ... ... 

Real. effection exchan rate 
(depreciation -) 3/ -4.4 -13.0 -2.2 ... -7.2 ... ... 

Coonrrnmrnt budget 4/ 
Revenje aol grants 15.1 22.9 14.4 13.8 17.4 12.5 11.9 11.2 10.2 14.2 
Total eq.endtture 17.2 6.3 22.1 12.6 15.'. 10.5 10.6 9.6 8.7 Il.'. 

l4aney and credit 
Net dramatic assets 5/ 36.9 18.1 10.7 8.7 14.1 9.') 9.2 9.1 9.2 4.7 

Gonermeot 53.7 29.7 -6.7 13.3 -5.6 -6.4 26.6 6/ 0.1 0.8 0.9 
Other sectors 17.7 14.9 14.7 8.7 17.9 1.2.4 9.8 11.3 11.4 6.5 

Noney and qua.sl-umoey (1-12) 27.6 12.6 8.3 11.6 11.8 8.4 10.9 10.7 10.7 10.6 
Velocity (itS)' relative to 1-12)7/ 3.2 3.2 3.5 3.6 9.5 3.6 3.6 3.6 3.5 3.5 
Interest rate (annual rate) ir 

Santngn depooit (minions) 11.0 11.0 10.0 ... 12.5 ... ... 

Average tlnm deposIt 11.5 9.8 12.4 ... ... ... ... 

Noxi,oas lending rate 14.0 16.0 15.0 ... 19.0 ... ... 

(in percent of (7))') 

Cnvermennt Fartgot 4/ 
Revenue owl grants 23.6 25.3 25.1 26.6 25.9 26.9 25.9 21.') 25.1 25.8 
Total enpendlture 35.2 29.0 29.1 30.8 l'),I 30.6 29.7 i'Ll '1.1 2'L') 
Overall cash deficit 8/ 

Including grants 6.6 4.2 4.6 4.2 4.2 3.7 3.8 3.! 3.'. 3.2 
Eacluding grants 1.8 6.6 6.9 6.1 6.5 6.3 5.6 5.7 5.1 4.8 

Dceustic bark financing 4.1 -0.1 1.3 0.6 0.5 0.6 0.3 - 0.! -0.1 
Nonbark financing 2.5 3.3 0.9 0.5 0.3 0.6 '3.5 1.0 0.5 0.5 
Foreign financing - 1.') 2.4 3.1 9.'. 2.0 2.9 2.2 2.8 2.8 

Cross dcstic inveatnent 18.8 24.8 23.6 24.3 25.3 25.7 25.4 26.1 25.0 75.1) 

Gross d.sxrsttc savjr 18.9 1.9.7 18.5 20.1 19.'. 21.4 20.') 2.9 21.1) 27.5 

E,tern.at current accosit deficit 
including grants 0.5 6.3 5.3 4.0 5.9 4.1 5.4 2.7 4.4 3.6 
Eackxltng grants 2.5 8.1 8.3 1.0 8.6 7.6 7.1 5.7 6.0 5.2 

External debt 
External debt Inclusive of Fund credit 54 56 59 59 5) 62 61 63 63 6) 
Debt service ratio 9/ 29 34 29 30 31 28 28 2'. 25 73 

Interest pojnenta Il 12 U II II 10 10 tO tO 9 

(in iiUossi of i*s, nuloss otirywise specifIed) 

Overall baLance of paynmoti 76 -76 -45 8 52 -99 66 -3-'. 19 I'll 

Crogs official reserves (nsinths 
of 1naorts) 10/ 3.7 2.1 2.1 2.1 2.2 2.6 2.5 3.') 1.0 9.0 

P.nternal p.ayIls'nts nrreara - - - - - -- - - - 

Sourcear txta provided by the Kenyan nutls,rities; and staff estmontea. 

If The data reflect revised itW figures startIng .4th 1995. The revistoom bad the I'S)nact of rh.vglng neniral CDI' at ,sarict prices Ian 

+1.6 percent in 1985, 40.2 percent In 1986, -0.8 percent in 1981, +1.9 percent In 198.9, md +2.6 percent ench In 1999 ret 19')). 
2/ As shnun in EBS/89/84. 
3/ Decc,ther-to--Oeccqi,ber variations. 
7/ Ficai year heglrming July 1. 
5/ Net drmwsitic assets ,.mre rsit explicitly ord before [9r). 
6/ Not adjunted for the K 51-. 2.1 billion of Treasury securitIes sold at er4-Oeronl-er 1q99 and rerle'-ond In early Ja,n.ary 15)0, ral tire 

K Sh 1.8 billion ounettzation of orpracented chedos at end-J,a 1989. (If adoternts a.ro end', the percent ctr,gn acrid 1-a' 0.6 p.rre.,t r.rtin'r 
than 26.6 percent) 

7/ level in percent. 
8/ Figures do not add up iron abase totals because of adnstrrmnt to cash basis. nrc cast, del IcIt In 1199/99 ret lects the xl r-.rr',I clte,I Ii 

footnote 3 of Table 4. 
9/ In percent of exports of goods, rsinfactor services, and private transfers. 

10/ Tn ,s,nthn of nongoserrsront irgorts. 
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leasing of aircraft by Kenya Airways, and higher private sector gross 
fixed capital formation. Consumption is estimated to have declined by 

0.9 percentage point to 80.6 percent of GDP on account of both lower 
private and government consumption. Accordingly, national saving is 

estimated to have risen from 15.4 percent of CDP in 1988 to 16.3 percent 
in 1989. 

The overall budget deficit on a commitment basis in 1988/89 (July - 

June) was 4.6 percent of GDP, marginally above the program target of 
4.5 percent (Table 4). Excluding grants, the deficit at 6.9 percent of 

GDP was equal to the program target. In relation to GDP, both revenue 
and expenditure were lower than originally estimated. The revenue 
shortfall largely reflects lower than expected collection of import 

duties. Expenditure and net lending was lower than programmed, 
primarily because of a Lower than anticipated rate of project implemen- 
tation. For recurrent expenditure, a larger than budgeted wage bill 
reflected a higher -than -programmed increase, but this was more than off- 
set by lower spending on operations and maintenance. The cash deficit 
at the close of the fiscal year, at 3.5 percent of GDP, was substan- 
tially below the commitment deficit, almost wholly reflecting a buildup 
in the stock of unpresented checks by about K Sh 1.8 billion (about 
1.1 percent of GDP), which was monetized in early July 1989. Adjusting 
for the liquidation of these checks results in a cash deficit of about 

4.6 percent of GDP. About half of the adjusted cash deficit was 
financed from external sources. Domestic bank financing (inclusive of 

the liquidation of unpresented checks) was about 1.3 percent of GDP, 

with absorption of treasury bonds by the nonbank sector accounting for 

the remainder. 

Monetary policy during the second half of 1989 was more expansion- 
ary than programmed. Broad money at end -December 1989 was 17.8 percent 
higher than in the preceding December, compared with the program target 
of 11.6 percent (Table 5). This rate of expansion of liquidity was 
largely a result of a 14.1 percent increase on net domestic assets, 
which principally reflected developments in "other items net." These 
were considerably higher than anticipated in the program, in June, 

September, and December. The rise in net domestic assets accounted for 

a 15.2 percent rise in relation to the stock of broad money at end - 
1988. Net credit to the Government declined by 5.6 percent (unadjusted 
for the sale of over K Sh 2.7 billion of treasury bills at end -December) 
far below the targeted 17.4 percent rate of growth. Adjusting the 

December figure for the unpresented checks, domestic credit to the 

Government would have been 4.2 percent, still below the target. Credit 
to the nongovernment sectors grew by 17.9 percent (6.4 percent in the 

program) with private sector credit rising by 22.1 percent. In an 

attempt to tighten monetary policy, the commercial banks' minimum saving 
deposit rate and the maximum lending rate for loans of three years or 

less were raised in November 1989 by 0.5 percentage point to 12.5 per- 

cent and 15.5 percent, respectively, following substantial increases in 
lending and deposit rates in April; and the maximum lending rate of 
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Thbl.e 6. '(erv'a: Govenennt Fininces, 1986/87-1992/93 

1986/87 1987/88 1988/89 
Progran if Prelim. 

actials 

1989/90 
Progvin if Revised 

1990/91 1991/92 
Projections 

1992/93 

(In millions of Kera shillings) 

Reserve and grants 29,224 35,926 41,816 41,1.14 49,118 48,263 54,()$ 59,520 61,984 
Reversje 27,968 32,738 37,980 37,381 64,219 64,076 50,293 55,563 63,768 
Grants 1,256 3,188 3,836 3,731 4,899 4,187 1,715 3,937 5,21t, 

!Orpendlture and net leveling 37,539 39,815 48,967 48,595 56,765 56,095 62,026 67,394 76,41.6 

Recurrent expendIture 27,551 30,666 37,040 37,110 42,719 42,991 46,912 50,719 57,701 
Developsent expenditure and net lending 9,888 9,169 11,927 11,685 14,046 1.3,204 1.5,112 16,675 18,709 

Overall deficit (treasury accounts), creinitsant 
basis -8,215 -3,889 -7,151 -7,481 -7,647 -7,932 -5/316 -7,976 -8,512 

ndjustsTent to cash bagi8 2/ 59 -2,1)51 - 104 - - 
Overall cash deficit 3/ -8,136 -5,946 -7,151 -7,585 -7,647 -7,832 -8,016 7,874 -8,432 

(llscleding grants) -9,412 -9,134 -10,987 -11,318 -12,546 -12,019 -11,731 -11,811 -12,648 

Financing 8,156 5,946 7,151 7,595 7,647 7,824 8,041 7,874 8,432 

Foreign financIng 29 1,429 3,893 4,) 5,626 6,322 6,120 6,485 7,378 
Dcxrestic financing 8,127 4,517 3,258 3,585 2,021 1,502 1,921. 1,390 1/354 

Nonhsr*. financing (3,102) (4,637) (1,058) (3,359) (919) (602) (1,271) (1,1.58) (1,318) 
Barking systen (5,025) (-120) (2,2W) (226) (1,1172) (9W) (650) (232) (-263) 

Of which: adjustirent for increase in 
unpresented checks 3/ () () (-') (1,825) () () () () (,.,-.) 

(Tn percent of (2)1') 

Mevranci,js itie: 
Reverue and grants 23.6 25.3 26.2 25.1 26.7 25.9 25.9 25.7 25.8 

Reserve 22.5 23.1 23,8 22.9 25.1 23.7 24.1 26.0 24.2 

Grants 1.0 2.2 2.4 2.3 2.7 2.3 1.8 1.7 1.6 

Expenditure and net lending 30.2 28.0 30.7 29.7 30.9 30.1 29.7 29.1 29.0 

Recurrent expenditure 22.2 21.6 23.2 22.7 23.2 23.1 22.5 21.9 21.9 

Developsant expendIture and net lending 8.0 6.5 7.5 7.0 7.6 7.1 7.2 7.2 7.1 

Overall deficit (comnitsanit basis) -6.6 -2.7 -4.5 -4.6 -4.2 -4.2 -3.8 -3.6 -3.2 
Overall cash deficit -6.6 -4.2 -4.5 -4.6 -4.2 -4.2 -3.8 -3.6 -3.2 

(Exchiding grants) -7.6 -6.4 -6.9 -6.9 -6.8 -6.5 -5.6 5.1 -'4.8 

Foreign financing - 1.0 2.4 2.4 3.1 3.4 2.9 2.8 2.8 
Dcsrestic financing 6.6 3.2 2.0 2.2 1.1 0.8 0.9 0.6 0.6 

Of which: barking systen and adjuatsant for 
increase in wipresented chedts (4.!) (-0.1) (1.4) (1.3) (0.6) (0.5) (0.1) (0.1) ('I. I) 

Sources: 1)ata provided by the Keryan autharittes; and staff estisates. 

If As presented in EBS/89/196 (10/16/89). 
2/ The adjusbrient factor arises pertly because financing data are derived frcin source -s other than reserve and espenditure dati. It also includes a float 

elrirrent resultIng frau differences betwven checks issued and checks c.aahed, statiqttc.-,L discrepeectes, and, in 1987/88, and 1968/89, differences bet-.avur poyvisri 

orders issued and checks issued. 
3/ The cash deficit (or 1988/89 has been adjusted uprard by K Sh 1.6 biLlion to reflect the increase in tire stick of unpresented checks on lure 30, 1989, 

which ves 1ar1y liquidated by bark financing in early July 1989. This corresponds to the hiver bark financing shown in the uxietary survey for June 1989 

(adjusted). 8a,* financing in 1989/90 is thu9 sham net of this Liquidation, which is attrib.ited to fiscal year 1998/89. lilt firrineing for 1989/90 does not 

reflect the classification of K Sh 770 ruillion of parastatal debt frau the private to the goverrsrent sector (as gleam in the 4inetary Survey). 



Table 5. Kei,a: 'bnetary Survey, June L986-Decanber 1990 1/ 

June 
1986 

Dec. 

1987 

.Ku Dec. March 
Actual 

1988 

June Sept. l)ec. March 
Actual 

1989 

June Septesber 
Actual Mj. 2/ Prog. 3/ Actual 

Decejiber 
Prog. 3/ Actual 

'larch 
1990 

June Sept. 
Progren 4/ 

Dec. 

(In i1lions of Ke,'a shilliagn) 

Net foreign assets -408 -255 -759 -2,367 -2,590 -3,143 -3,327 -3,627 -2,517 2,Th2 -2,162 -3,132 -3,346 -2,691 -2,499 -2,865 -2,761 -'3,099 -1,847 

Net drsjstic 
assets 5/ 31,069 36,485 39,035 43,101 43,227 42,932 43,817 47,722 48,295 49,037 50,837 51,314 52,2132 51,883 54,428 54,346 56,513 58,610 59,450 

Total doeestic 
credit 34,259 40,775 43,916 49,114 48,063 48,401 49,337 52,666 51,636 52,422 54,223 56,897 55,631 58,080 57,750 61,246 63,588 65,603 66,350 

Gowerraseu 
(net) 43,728 15,301 17,109 19,846 17,71) 17,121 16,889 18,512 17,775 17,510 19,310 21,391 20,019 21,741 17,481 19,839 21,180 21,920 22,123 

Other 23,532 25,474 26,807 29,288 30,346 31,280 32,4.48 34,154 33,861 34,912 34,913 35,cs 35,612 36,339 40,269 41,407 42,408 43,680 44,227 

Other item 
(net) 6/ -2,374 -4,289 -4,911 -6,013 -4,836 -5,469 -5,520 -4,944 -3,341 -3,386 -3,336 -5,583 -3,429 -6,197 -3,322 -6,90) -7,075 -6,990 -6,90) 

ltney and quasi - 
31,177 36,230 38,246 40,734 40,637 39,738 40,489 44,095 35,778 36,875 48,675 48,1.32 48,856 49,192 51,929 51,481 53,752 55,511 57,603 

(Anrual than in percent) 7/ 

Net daeesr.ic assets 18.3 36.9 25.5 18.1 15.4 10.1 4.0 10.7 11.7 14.2 18.3 L7.1. 19.1 8.7 14.1. 12.5 U.2 12.3 9.2 

Total datic 
credit 21.9 29.0 23.2 20.5 11.2 10.2 2.7 7.2 7.3 1.3 12..') 15.3 12.3 10.3 9.7 13.5 17.3 17.9 14.9 

Ce'ri-int (net) 32.3 53.7 59.5 29.7 (,() 3.1 -15.3 -,.7 -.3 2.3 2.3 29.4 1.3.5 13.4 -5.6 11.4 9.7 9.5 26.6 8/ 
Other 11.5 17.7 13.9 14.9 13.5 1.6.7 15.6 16.7 11.5 11.4 11.4 1.9 9.3 '5.4 17.9 32.3 21.5 22.7 9.3 

-'oney and 
quasianey 21.8 27.6 21.5 12.4 7.3 4.0 2.2 3.3 12.7 17.8 22.3 19.0 20.7 11.6 17.3 12.5 10.4 13.6 10.9 

Velscity 3.44 3.23 3.24 3.22 3.36 3.57 3.64 3.46 3.45 3.48 3.36 3.49 3.46 3.52 3.36 3.50 3.46 3.46 3.43 

Sources: Central 3ar of 'Zenya; and staff sstistes. 

1/ The cLalss of the National Barit of Kenya on the public entities and credit to the private sector guaranteed IN the Goverrint are stasm beginoincq in June 1938 as part of credit to the 
rungovern1nt sector. 3efore that date they were sha as part of credit to the Gowerrsnent. 3eginotng Septether 1989, net credit to Goveriunt ir1.udes K Sh 770 niflion debt of public 
enterprises that was assuned by the Govetrinent; previously this debt wes classified under outstanding credit of the nongoverrinent sector. 

2/ .Ad:pasted for the nxlettzation of unpresented checks of K Sb 1,3(X) il1ion. 
3/ As presented in KBS/89/84 with the exceptions that the distribition of credit between the Goverrint and the nongoverreent sectors has been revised to reflect the change introduced in 

Septenber 1989 described in footnote 1, and also the revised P figures. 
4/ For .'larch 1990, indicative targets. 
5/ Prior to 1990 progran ceiflngn were set on total dsscic credit. 
6/ The levels of other items net in 199') are consistent with the Level prevailing during the second half of 1989, aept far June, September, mM December. 
7/ The annual chan in percent f or end -June 199') is in relation to the adjusted eM-June 1989 coltaixi. 
8/ Net adjusted for the K Sb 2.7 billion of treasury seoirities sold at eM-December 1989 nd redeemsd in early Jaruary 1.990, and the K Sb 1.3 biLlion nunetization of unpresented checks at 

early -July. .'4ith these edjusnmsnts, the ircrease at eM-December 1990 is 0.5 percent. 

S 
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18 percent was made applicable for loans of more than three years. 

Domestic interest rates were substantially positive in real terms during 

1989. 

External performance during 1989 recorded an overall surplus of 

some SDR 52 million after overall deficits in the previous two years 

(Table 6). With a gross official reserve accumulation of SDR 33 mil- 
lion, the ratio of reserves to nongovernment imports rose to 2.2 months 
from 2.1 months. This was achieved despite a 30 percent decline in the 

price of coffee --which contributes about a third of Kenya's export 

earnings --and an overall terms of trade deterioration (in SDR terms) of 

9 percent. The current account deficit, including grants, was 5.9 per- 

cent of GDP compared with 5.3 percent in 1988, and 4 percent anticipated 
in the program. (Excluding the lease of two jet aircraft contracted by 

Kenya Airways (KA) in December, the ratio was 4.5 percent of CD?.) 1/ 

Export growth slowed to about 6 percent, down from 8 percent in the 

previous year, mainly because of a 17 percent decline in coffee earn- 
ings, but also because Kenya's oil exports to neighboring countries fell 

by some 9 percent, reflecting the Lack of competitiveness of its 

refineries. Tea exports partially offset these declines; earnings rose 

by about 30 percent, responding to buoyant international prices and 
favorable supply conditions. Imports grew faster --by some 2 percentage 
points --in 1989 than in 1988, mainly because of substantially higher 
prices, particularly for oil, and the KA leases. 

Despite the cancellation of some debt by the Federal Republic of 
Germany and the United States, net service earnings were somewhat lower 
than had been anticipated, reflecting lower travel receipts in late 1989 

(see explanation in Section III 5). Official grants also fell in 1989, 

by some 7 percent, as the realization rate of grant -assisted projects 
slowed. The capital account continued to be strong. Capital inflows 
rose by almost 50 percent over their 1988 levels; excluding the counter- 
part for the KA leases, the increase was some 29 percent. Kenya has 
benefited from debt cancellations in the last two years from several of 

the major donor countries. In particular, in 1987-88, Canada canceled 
debt of almost SDR 79 million, the Federal Republic of Germany canceled 
debt equivalent to SDR 285 million in 1989, and France has announced a 

debt cancellation of SDR 175 million in 1990. In addition, debt 
canceled by the Netherlands reduced annual principal outlays by approxi- 
mately SDR 2 million during 1988-90. The United States has announced 
that it will cancel debt during 1990-92 of approximately SDR 133 miL- 
lion. In 1990, these cancellations should yield savings in interest and 
amortization of at least SDR 20 million. 

1/ The leasing of these airplanes had not been anticipated under the 
program. Inclusion of the airplanes in the balance of payments (at 

their full value according to accounting conventions) increased imports 
by about 1.4 percent of CD?. 
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Table 6. Kenya: Medium -Term Balance of Payments. 1985-92 

1985 1986 1981 1988 1989 

Prog. 1/ Revised 
estimates 

1990 1991 

Projections 
1992 

(In millions of SORs) 

Current account -89 -29 -387 -342 -754 -389 -376 -320 -280 

Exports, f.o.b. 928 998 102 757 825 800 890 1,144 

Coffee 277 115 170 167 187 210 

Tea 230 182 154 155 175 201 239 271 308 

Oil products 2/ 117 78 59 63 70 57 59 61 64 

Other 305 330 306 334 370 372 425 489 562 

Imports, c.i.f. -1,447 -1,435 -1,458 -1,559 -1,601 -1,703 -1,825 -1,925 -2,070 

Government 3/ -92 -241 -282 -266 -238 -340 344 -320 -316 

Oil -454 -256 -270 -215 -260 -259 -276 -288 -302 

Other -900 -932 -906 -1,077 -1,103 -1,105 -1,205 -1,317 -1,452 

Trade balance -520 -438 -755 -802 -776 -903 -935 -918 -926 

Services (net) 4/ 242 232 202 203 272 264 341 391 418 

Private transfers (net) 80 50 56 66 63 72 82 95 109 

Official transfers 108 127 110 191 188 178 136 122 119 

Capital account -2 106 311 297 262 442 422 358 389 

Long-term (net) -77 109 185 235 247 435 397 366 391 

Official -55 73 192 249 237 429 390 344 368 

Inflows 5/ (162) (289) (406) (443) (462) (661) (639) (606) (626) 

Outflows (-217) (-217) (-214) (-194) (-205) (-231) (-248) (-262) (-259) 

Private 22 36 -8 -15 10 5 6 22 23 

Short-term (net) 6/ 75 -4 126 62 15 7 25 -8 -2 

Overall balance -91 76 -76 -45 58 52 46 38 109 

Financing 91 -76 76 45 -58 -52 -46 -38 -109 

Gross reserves 36 18 161 -20 -33 -50 -90 -50 

IMP credit (net) 53 -90 -84 66 -18 -18 4 51 -59 

Other assets (net) 1 5 -- -1 -- -1 -- -- -- 

Memorandum items: 

Gross reserves 
(end of period) 381 362 202 222 262 255 305 395 445 

Gross reserves 
In months of non - 

government imports 3.4 3.7 2.1 2.1 2.3 2.2 2.5 3.0 3.0 

In months of total imports 3.2 3.0 1.7 1.7 2.0 1.8 2.0 2.5 2.5 

(In percent of GOP) 

Current account deficit 
Including official 

transfers 7/ 1.5 0.5 6.3 5.3 4.0 5.9 5.4 4.4 3.6 

Excluding official 
transfers 3.3 2.5 8.1 8.3 7.0 8.6 7.3 6.0 5.2 

Net official capital inflows 
pius official transfers 0.9 3.2 4.9 6.9 6.7 9.2 7.6 6.4 6.3 

Sources: Data provided by the Kenyan authorities; and staff estimates. 

1/ EBS/89/84 (4/27/89). Original program estimates showed the cancellation of government debt owed to the Federal 

Republic of Germany of OH 696 million (SOR 285 million) as an official transfer with an offsetting entry under capital 

outflows in 1989. Interest and amortization payments have now been adjusted for the cancellation in the relevant years. 

2/ Prior to 1987, customs data included bunkering fees collected on transit shipments destined to neighboring countries. 

The data for 1986 were adjusted, and the counterpart was included in errors and omissions. 

3/ Beginning in 1986, data include special imports of defense -related equipment and civilian aircraft. They amounted to 

S0R 117 million in 1986, SDR 39 million in 1987, SDI1 73 million in 1988, an estimated SUE 156 million in 1989, sod are 

projected to amount to SDR 180 million in 1990, SDR 88 million in 1991, and iDE 76 million in 1992. These imports include the 

KA leases given in footnote 6. 
4/ includes reduction in flows for debt cancellations described in footnote 1 to Table 8. 

5/ Includes loans financing imports of defense -related equipment described in footnote 3 and in 1987 and in 1988 the 

counterpart (SDR 63 million in each year) for imports of defense -related equipment purchased 1 earlier years but shipped in 

thoae years. Also includes the counterpart to the K.A leases described in footnote 6. Anticipated inflows for 1990 and 1991 

include two IDA credits for export promotion and the agricultural sector and new cofinanciog for these sod the ongoing 

Financial Sector Adjustment Credit. These are expected to total some SDR 98 million in 1990 and some SDR 75 millIon in 1991. 

6/ Includes errors and omissions and valuation adjustments. 

7/ Kenya Airways leases are SDR 91 million in 1989, SOR 70 million in 1990, and SDR 35 million in 1991; excluding the 

capital value of these leases, the ratio would be 4.5 in 1989, 4.4 in 1990, and 3.9 in 1991. 

I 



The exchange rate continued to be flexibly managed during 1989, and 

depreciated by some 7 percent in real effective terms between December 
1988 and December 1989. This may, however, be an overestimate, since 
the official consumer price index may underestimate actual inflation. 

(The authorities are currently developing a new price index.) A real 

effective index based on labor costs in manufacturing suggests a slight 

appreciation since 1987 (Chart 1). 1/ The accumulation of net official 
reserves in 1989, at SDR 52 million, was SDR 6 million short of the 

quantitative benchmark. The program's limits on nonconcessional foreign 
loans contracted or guaranteed by the Government were observed, and 
Kenya accumulated no arrears. 

In the course of 1989, substantial progress was made in 

implementing the program's structural measures. In the agricultural 
sector, producer prices for grain were raised; progress was made in 

developing a food security plan; the financial restructuring of the 

National Cereals and Produce Board (NCPB) was virtually completed; and a 

cotton pricing system based on auctioning is being implemented. Initial 
steps were also taken to restructure other state corporations. Impor- 

tant structural measures in the fiscal area in 1989/90 included the 

adoption of a presumptive tax on the value of gross sales of agricul- 
turaL produce to replace the export tax on coffee and tea, and the Low- 

ering of the effective corporate tax rate, as well as the top rate of 
personal income tax, the introduction of user charges in the health 
sector and cost sharing in education, the adoption of a bank loan scheme 
for university students, and the passage of legislation substituting a 

value-added tax (VAT) for the manufacturing sales tax at the beginning 
of 1990. 

The ongoing reform of the trade system focused in 1989 on the 

second phase of the import liberalization program. In mid -1989, quan- 
titative restrictions were lifted on import items in Schedule IIIB, 
which accounts for about 11 percent of all import items and about 
5 percent of 1986/87 import values. Since Schedules I, II, and lilA had 
been liberalized in 1988, almost 70 percent of all items and 93 percent 
of import values are now unrestricted and carry tariffs as the sole form 
of protection. 2/ The combined import -weighted average tariff for goods 
in ScheduLes I and II has been sLightly reduced and the number of tariff 
categories cut from 17 to 12. ConsequentLy, the structural performance 
criterion relating to the implementation of the import liberalization 
program and the development of an effective system for monthly monitor- 
ing of its operations was met before end -September. With the decontrol 
of prices for fertilizer, animaL feed, and soft drinks, the number of 

1/ Appendix VI provides a further analysis. 
2/ The import items classified in the different schedules are raw 

materials, intermediate goods, ard capital goods in Schedule I; bulk 
items, such as fertilizer, in Schedule II; high priority items not 
available domestically in Schedule LIlA; and items that compete with 
domestic output and lower priority items in Schedule IIIB. 



- 12 - 

categories under the Price Control (General) Order was reduced from 

20 to 18. In the financial sector, an action plan was approved for 

restructuring development finance institutions; a revised Banking Act 

was passed by Parliament, and in late 1989 the Capital Markets Authority 

(CMA) was established. 

III. Objectives and Policy Framework for 1990-92 

The Government's overall macroeconomic objectives over the medium 

term (as indicated in the PFP) are (a) to achieve an annual growth rate 

of real GDP of more than 5 percent and to provide productive employment 

for the country's rapidly growing labor force (Chart 2)); (b) to reduce 

the rate of inflation by 1992 to about 5 percent, the level expected for 

Kenya's major trading partners; (c) to maintain balance of payments 

viability by reducing the external current account deficit from the 

equivalent of 5.9 percent of GDP in 1989 (8.6 percent of GDP, excluding 

grants) to about 3.6 percent of GDP in 1992 (5.2 percent of GDP, exclud- 

ing grants); (d) to build up gross reserves from the equivalent of 

2.2 months of nongovernment imports in 1989 to 3.0 months of nongovern- 

ment imports in 1992; and (e) to lower the debt service ratio from 

31 percent in 1989 to below 25 percent in 1992. The Government's 

strategy stresses the important role of the private sector in revital- 

izing the economy, and the need to develop market -based incentives for 

stimulating private sector activity. 

Consistent with these macroeconomic objectives, the investment - 

saving gap would be narrowed. Gross domestic investment would stabilize 

at about 25 percent of GDP, with an increasing share of private sector 

fixed capital formation, and a higher efficiency of investment, as dis- 

tortions are eliminated. Gross domestic saving would increase by some 

3 percentage points to 22.5 percent of GDP; national saving would 

increase by some 2.5 percentage points to 19 percent of GDP in 1992 with 

about equal increases in both private sector and government.saving. 

To achieve these objectives, the mix of financial policies will 

emphasize fiscal restraint and increasing productivity in the public 

sector, a monetary policy stance consistent with the inflation and 

external targets, and an exchange rate policy that seeks to maintain 

competitiveness. The structural reforms for 1990-92 will emphasize the 

reduction of antiexport bias and new initiatives in the promotion of 

exports; continuation of the liberalization of imports; the restruc- 

turing of government expenditure by restraining the growth of personnel 

expenditure, and an increasing share of nonwage operations and mainte- 

nance; the extension of the VAT; the restructuring and revitalizing of 

financial and nonfinancial public enterprises; continued financial 

sector reform; price decontrol; and increased productivity in 

agriculture. 
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1. Fiscal policy and structural reforms in the budget 

Fiscal reform will be directed at reducing the structural budget 
deficit to levels that can be sustained by foreign and noninflationary 
domestic financing that will not crowd out the private sector. Accord- 
ingly, it is estimated that the central government overall cash deficit 
will be steadily reduced from 4.2 percent of CDP in 1989/90 (6.5 percent 
of GDP, excluding grants) to 3.8 percent of GDP in 1990/91 (5.6 percent 
of GDP, excluding grants) and to 3.4 percent of GDP by 1991/92 (5.1 per- 
cent, excluding grants) (Chart 3). Concurrently, the Government aims at 
reducing sharply the domestic bank financing of the deficit from 
0.5 percent of GDP in 1989/90 to an estimated 0.1 percent by 1991/92, 
with almost all additional domestic bank credit being channeled to the 
private sector (details on the 1989/90 and 1990/91 budgets are provided 
in Section IV.1). In addition, the Government intends to monitor a 

broader consolidated public sector deficit and ensure that the trend of 
lower central government deficits is mirrored in the overall public 
sector financial position. The achievement of the Government's medium - 
term budget deficit reduction requires the implementation of structural 
measures that would raise total revenue by 1.1 percentage points, from 
22.9 percent of CDP in 1988/89 to 24.0 percent in 1991/92, and achieve a 
sustained reduction in the expenditure to GDP ratio, which would drop by 
of 0.6 percentage point to 29.1 percent of GDP. Tax poLicy will focus 
on broadening the tax base and enhancing the elasticity, efficiency, and 
equity of the tax system. In particular, the Government will continue 
replacing the sales tax with a uniform VAT and reduce reliance on trade 
taxes for revenue. The Government envisages that a rising share of 
recurrent expenditure will be covered by user charges for health, educa- 
tion, and economic services in order to help finance improvements in the 
quality of government services. 

In terms of expenditure, the Government will reduce the share of 
available resources claimed by government spending and restructure the 
composition of expenditure to make it more efficient. To help correct 
the prevailing imbalance between wage and nonwage operating and mainte- 
nance expenditure, the Government will decelerate the growth of central 
government employment to 2 percent per annum, whiLe Teachers Service 
Commission (TSC) employment growth will be decelerated to 8 percent in 

1990/91 and further in the following two years. It will also seek to 
restrain and delay any distribution of salary awards to compensate for 
past inflation until 1991/92 at the earliest. At the same time, the 
Government will steadily increase real nonwage operating and maintenance 
expenditure in the priority economic and social sectors of health, agri- 
cultural services, road maintenance, and water supply. SectoraL norms 
will be developed for defining appropriate staffing and nonwage inputs 
for different types of public services in priority areas. To achieve 
greater rationaLization of the capital expenditure program in 1990/91, 
the Government has prepared a comprehensive project List for the Central 
Government with emphasis on containing its size and completing unfin- 
ished projects. A comparable list has been prepared for the major non- 
financial state corporations. During the next year, and in connection 
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with the 1991/92 budget, the Government will prepare, with the assis- 
tance of IDA, a public investment program and will undertake a detailed 
review and assessment of the reLative economic merits of the major 
projects. 

2. Reform of state corporations 

Over the next three years the Government wilL accelerate its 

efforts to strengthen the economic efficiency and financial performance 
of state corporations. Building upon the case -by -case approach that has 
been applied thus far to state corporation reform in Kenya, the Govern- 
ment will develop criteria on the basis of which it will designate some 
state corporations as strategic and others as potential candidates for 
privatization. Steps will be taken to formalize the terms of past 
government loans to state corporations and require them to pay market - 
equivalent interest rates to the Government. Moreover, any subsidies 
will be made explicit. Consideration will be given to reducing the 
level of administrative and other controls over the operations of com- 
mercially oriented state corporations. In particular, the Government 
intends to undertake a reform of the present categorization of the state 
corporations' salary scale in commercially oriented enterprises with a 
view toward reducing the degree of rigidity in the present system and 
increasing management autonomy. Finally, the data base and the capacity 
for monitoring the financial and economic performance of state 
corporations will be significantly strengthened. 

3. Monetary policy and financial sector reform 

In view of the rapid expansion of liquidity in the second half of 
1989, the stance of monetary policy has been tightened considerably 
(details of the 1990 monetary program are provided in Section IV.3). In 

order to enhance further the mobilization and allocation of domestic 
resources, while increasing the flexibility and effectiveness of 
monetary management, the Government will continue to implement the 
financial sector adjustment program with support from by IDA and tech- 
nical assistance from the Fund. In particular, indirect monetary policy 
instruments will replace credit controls as the means of targeting 
liquidity; and monetary programming --primarily vis-à-vis reserve money 
management will be adopted to make daily liquidity operations consistent 
with longer -run policy objectives. In tandem with these developments, 
positive real interest rates will be maintained and appropriate steps 
will be taken to remove interest rate ceilings by June 1991. To 

facilitate financial reform, the development of both short-term money 
markets and long-term debt and equity markets will be encouraged. In 

the short-term money markets, secondary trading in treasury securities 
will be facilitated, and commercial banks will be allowed to issue 
certificates of deposit and commercial paper. To stimulate the growth 
of Long-term debt and equity markets, the Capital Markets Authority 
(CMA), which has recently been established, will encourage public issues 
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and demand for securities as well as encourage financial intermediaries 

to develop and participate in underwriting, securities brokerage, and 

related activities. 

4. External policies 

Over the medium term, Kenya's external policies aim to broaden the 

basis for export growth by removing constraints on the export sector 

while maintaining a macroeconomic environment supportive of external 

viability. Kenya has good potential for increasing a range of non- 

traditional exports, including horticulture and manufactured goods, and 

diversification of exports into new products and markets has become 

critically important in light of the recent sharp decline in coffee 

prices and Kenya's continued dependence on commodity exports for about 

50 percent of its export earnings. The authorities intend to pursue an 

exchange rate policy compatible with a sustainable external position and 

consistent with the need to diversify export production. Appropriate 

fiscal and monetary policies are to support this level. Since 1988, 

Kenya has been implementing a phased liberalization of imports aimed at 

increasing the openness and efficiency of the industrial sector. This 

reform has substantially increased the sector's access to foreign inter- 

mediate goods and has reduced their cost. The last stage of the liber- 

alization is to be completed by mid -1991. Meanwhile the authorities 

intend to place greater emphasis on specific incentives to encourage 

exports, by allowing exporters access to imported inputs at 

international prices. 

Efforts to promote the efficiency of the industrial sector in 1989 

concentrated on consolidating the reform of the trade system by the com- 

pletion of the second phase of the import liberalization program (see 

Section II above). In 1990 and 1991, the Government intends to remove 

quantitative restrictions on all nonexempt imports --primarily final 

consumer goods --still subject to control (except textiles). These goods, 

currently in Schedule IIIC, will be shifted to the now unrestricted 

Schedule IIIB. The items to be shifted, which account for about 46 per- 

cent of import items in Schedule IIIC, and 5 percent of 1986/87 import 

values, will be liberalized in two installments in July 1990 and July 

1991 and replaced by equivalent tariffs. Controls on at least 55 per- 

cent of the import items to be liberalized will be removed in 1990. 

These represent a third of the 1986/87 import values of the goods to be 

liberalized. A timetable for unrestricted licensing of textile imports 

in Schedule IIIC, which form a large part of imports of final goods, 

will be formulated wien the IDA study of the sector is completed in July 

1990. This timetable, and the replacement of controls on textile imports 

with equivalent tariffs, will be discussed with the Government at the 

time of the midterm review of the second annual arrangement under the 

ESAF. 

The Government is developing, in conjunction with IDA, a strategy 

that would substantially improve access by exporters to raw materials 

and intermediate inputs at international prices. Although the import 
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liberalization program has removed quantitative controls on most of 

these goods and reduced average tariffs, tariff rates still average over 

20 percent. The new measures, which are being formulated in the context 

of an IDA credit, are expected to be implemented by early 1991 and to 

include a duty exemption scheme for reimbursing exporters of manufac- 

tured goods for duties on imported inputs, as well as measures to 

facilitate exporters' access to credit. Until the new initiatives are 

in place, the current export compensation scheme will be extended and 

made more transparent; eligible items were increased from 743 to 1,241 

in June 1989 and will be increased further in July 1990, and the 

criteria for eligibility for the scheme will be published. The lags in 

disbursing payments by the Customs Office and Central Bank were con- 

siderably shortened from an average of 20 weeks in 1985/86 to 6 weeks in 

1988/89, and by end -April 1990 the Government will begin to implement a 

system to reduce delays further and increase transparency by channeling 

compensation payments through commercial banks. Continuing its policy 

to encourage new manufacturing investment, the Government will prepare 

and submit legislation for export processing zones by January 1991. 

5. BaLance of payments outlook 

The medium -term balance of payments projections in Table 6 above 

have been discussed with the authorities and reflect the most recent 

World Economic Outlook regarding macroeconomic developments 

in trading partners and commodity prices. Estimated financing require- 

ments in 1990 and 1991 are larger than anticipated when the first -year 

ESAF arrangement was approved, but the staff believes that they can be 

met mostly from identified credits currently being considered by the 

World Bank and other donors. 1/ Based on the experience of the past two 

years, it is expected that most of the financing of the external current 

account deficit will be available on concessional terms. (The Govern- 

ment intends to keep nonconcessionaL borrowing by the public sector 

within strict limits.) While the current account deficit as a ratio of 

GDP is forecast to be substantially higher in 1992 than it had been in 

the mid -1980s, it reflects a steady decline from its peak of 6.3 percent 

in 1987 as policies strengthen the external position (Chart 4). 

Consistent with the Government's strategy to pursue prudent 

financial policies and encourage greater private sector participation in 

the economy, the share of non -oil nongovernment imports in the total is 

expected to increase from about 60 percent in 1987 --the year before the 

import liberalization program began --to 70 percent in 1992. Interme- 

diate goods will be a significant part of these higher imports, which 

will contribute to the more vigorous growth anticipated for nontradi- 

tional exports. Total merchandise imports are now expected to be higher 

Additional financing requirements anticipated in EBS/89/84 for 

1990, 1991, and 1992 were SDR 83 million, SDR 32 miLlion and SDR 23 mil- 

lion, respectively. Revised figuresare SDR 98 million, SDR 75 million, 

and SDR 30 million, respectively. 



16 

14 

12 

10 

8 

6 

4 

2 

0 

-2 

-4 

-6 

-8 

-In 

- 1 6a - 

CHART 4 

KENYA 

BALANCE OF PAYMENTS, 1985-92 
(In percent of COP) 

Overall balance 

TIIT :::z 

1 

1984/85 1985/86 1986/87 1987/88 1988/89 1989/90 1990/91 1991/92 

Sources: IMF, EIS; and staff eslimates. 

16 

14 

12 

10 

8 

6 

4 

2 

0 

-2 

-4 

-6 

-8 

-10 



- 17 - 

over the medium term, in part because in December 1989 Kenya Airways 

signed leases for four airplanes, to be deLivered in 1989, 1990, and 

1991. These will increase government imports by some SDR 91 million in 

1989, some SDR 70 million in 1990, and half of that amount in the fol- 

lowing year. Despite the Leases, however, Government import volumes 

fall steadily over the medium term, with lower imports anticipated for 

the Turkwell power project and defense. The growth in imports comes 

primarily from higher private imports that will sustain overall CDP 

growth at about 5 percent in real terms, and include some allowance for 

a further upward shift after 1991 as the import liberalization program 

is completed and higher exports of manufactured goods increase private 

demand for imported inputs. 

Merchandise exports are projected to grow faster than expected at 

the outset of the ESAF program, with the main thrust coming from the 

nontraditional exports targeted by the Government's trade policies. 

Given recent downward revisions in coffee prices and on the assumption 

of no conclusion of the International Coffee Agreement (ICA) in 1990, 

coffee earnings are expected to remain well below earlier assumptions 

for 1990 and 1991, with volumes growing by 5 percent by 1992 compared 

with 19 percent in 1989. Weaker coffee earnings are forecast to be 

offset by a stronger performance by tea. For the first time, tea earn- 

ings surpassed those of coffee in 1989, and are expected to be some 

45 percent higher by 1992, with volumes growing by 9-10 percent a year 

as favorable international supply and better price conditions are 

expected to continue. Oil exports to neighboring countries have, how- 

ever, been revised downward. Lack of price competitiveness --which led 

to a 20 percent decline in petroleum export volumes in 1989 --is expected 

to continue with no restructuring of the sector in prospect, and volumes 

are expected to remain low, at 2 percent growth a year. Net service 

earnings are expected to perform somewhat better, as the initial slow- 

down in tourist receipts toward the end of 1989 (associated with highly 

publicized incidents in the game parks) is offset by higher receipts on 

trade -related services and higher earnings from Kenya Airways. 

These projections are subject to a number of uncertainties; in 

particular, commodity prices are likely to differ from current forecasts 

if the ICA is reinstated and if supply conditions in the coffee and tea 

markets change. Moreover, it is not clear whether the Government's 

policies will elicit the anticipated response in trade volumes-- 

particularLy for nontraditional exports and private imports. 

If factors underlying the projections turn out to be somewhat 

different from the assumptions, external performance may be signifi- 

cantly altered (Table 7). If, for example, demand policies are such 

that volume growth of nongovernment, non -oil imports is 10 percent 

(similar to the growth in 1987 and 1988) instead of 5 percent in 1990, 

or double the growth rate in real GDP, the balance of payments would 

deteriorate sharply. Instead of the baseline overall surplus of 

SDR 46 million in 1990, there would be a deficit of SDR 12 million, 

which would more than double in 1991; the current account deficit to GDP 
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Table 7. Kenya: Medlun-'rern Scenarios, 1989-93 

(In percent, ouless otherwise specified) 

1989 1990 1991 1992 1993 

Actual Projections 

Coffee expert price -30.3 
Nontraditional export volume gnwth 2/ 6.0 
Other import volume grth 3/ -0.7 

Current account deficit/GOP 5.9 
Debt service ratio 4/ 30.8 
Overall balance 5/ 52.0 

Coffee expert price 
Nontraditional export volume grth 
Other inxrt volume grxth 

Current account deficit/COP 
Debt service ratio 
Overall balance 

Coffee expert price 
Nontraditional export voh grth 
Other import volisa grth 

Current account deficit/COP 
Debt service ratio 
Overall balance 

Coffee expert price 
Nontraditional export volune glxMth 

Other import volune grxth 

Current account deficit/COP 
Debt service ratio 
Overall balance 

-30.3 
6.0 

-0.7 

5.9 
30.8 
52.0 

-30.3 
6.0 

-0.7 

5.9 
30.8 
52.0 

-30.3 
6.0 

-0.7 

5.9 
30.8 
52.0 

Baseline scenario 1/ 

-13.3 6.5 7.0 7.5 
10.0 10.5 10.5 11.0 
5.1 5.1 6.0 6.3 

5.4 4.4 3.6 2.6 
27.5 24.4 23.4 20.4 
46.0 38.0 lrL0 U2.O 

Scenario A: higher import volume grcMth 6/ 

-13.3 6.5 7.0 7.5 
10.0 10.5 10.5 11.0 
10.1 5.1 6.0 6.3 

6.2 5.2 4.5 3.6 
27.5 24.4 23.4 20.4 

-12.0 -25.0 39.0 34.0 

Scenario B: Higher eqx)rt volume grth 7/ 

-13.3 6.5 7.0 7.5 
15.0 10.5 10.5 11.0 
5.1 5.1 6.0 6.3 

5.1 4.1 3.3 2.3 
27.2 24.2 23.2 20.1 
65.0 60.0 134.0 141.0 

Scenario C: Higher coffee expert price 8/ 

5.0 6.5 7.0 7.5 
10.0 10.5 10.5 11.0 
5.1 5.1 6.0 6.3 

4.9 3.8 3.1 2.0 
26.9 24.0 23.0 20.0 
81.0 78.0 153.0 162.0 

Sources: Deta provided 1 the Kenyan authorities; aed staff estlantes aed projections. 

Sensitivity reflects direct effects of changes only. 

1/ Based on the scenario presented in Table 6. 
2/ ?bncof fee, nontea exports. 
3/ Non -oil aed nongoverr1nt Imports. 
4/ Including the l}IF; in percent of exports of goods aud services. 
5/ In millions of SORs. 

6/ Assunes that non -oil nongoverrinent 1iiort volume grith is 5 percentage points higher than 

in the baseline scenario in 1990. 

7/ Assunes that noncoffeebnontea export volinim grth is 5 percentage points higher than in 

the baseline scenario in 1990. 

8/ Assunes that coffee prices rise l!, 5 percent in 1990. 
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ratio would worsen by nearly a full percentage point of GDP annually 

over 1990-93. Given the high rate of monetary expansion in late 1989, 

combined with the 40 percent increase in approvals for import licenses 

in 1989 over 1988, there is a possibility that imports could well grow 

faster than assumed in 1990. The sharp impact on the balance of pay- 

ments demonstrates the need to maintain a nonexpansionary policy stance. 

On the export side, the projections assume that policies to promote 

nontraditional exports such as horticulture and manufacturing will take 

time to have an effect. However, should these exports grow by 15 per- 

cent in volume terms in 1990 instead of by 10 percent, Kenya's reliance 

on foreign borrowing could, ceteris paribus, be significantly lower; the 

overall surplus would be some 40 percent higher in the same year, and 

some 60 percent higher in 1991. The cumulative increase in the surplus 

owing to higher export earnings in 1990-93 would be 80 percent of 

Kenya's nonconcessional borrowing limit for 1990. Finally, commodity 

prices, particularly for coffee, have been fluctuating widely and can 

have a large impact on Kenya's export earnings. The assumption of a 

continued decline of some 13 percent in 1990 is based on the Fund's 

forecasts, with some upward revision for historical experience reflect- 

ing the buoyant demand for Kenyan coffee. However, international prices 

for coffee have recently shown signs of firming in light of the downward 

revision in Brazil's export forecasts for the crop year 1990/91. If 

prices rise by 5 percent instead of declining by 13 percent in 1990, 

Kenya's overall balance would improve by some SDR 35 million in 1991 and 

by a similar amount in the following year. The ratio of the current 

account deficit to GDP would improve by 2.2 percentage points in 

cumulative terms over 1990-93. 

The Larger current account deficits that emerge in the new baseline 

forecasts are expected to be financed by substantially higher conces- 

sional capital inflows than earlier projected. With gross reserves 

targeted, as before, to reach three months of nongovernment imports in 

1991, the larger financing needs are expected to be met by quick - 

disbursing funds from the World Bank in both 1990 and 1991, under a 

second agricultural sector adjustment credit and a credit to support 

export development. Some cofinancing is anticipated from bilateral 

sources for these credits and for the ongoing financial sector ad just- 

ment credit. The authorities intend to limit strictly the contracting 

of nonconcessional borrowing, including leases, by the public sector. 

The implementation of this policy is expected to reduce Kenya's debt 

service ratio (including payments to the Fund) from nearly 31 percent in 

1989 to about 23 percent in 1992 (TabLe 8). Debt as a percentage of GDP 

will continue to rise in the medium term, but will fall steadily after 

1993. 

6. Long-term prospects and capacity to repay the Fund 

Estimates of Kenya's long-term external performance show that the 

balance of payments position can improve steadily by the turn of the 

century (Table 9). The ratio of the current account deficit to CDP 
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Table 8. Kenya: External Public Debt )perations, 1985-'1)2 

1985 1986 1937 1988 1989 1990 1991 1992 

(In millions of SIJs) 

A. External debt outstanding 1/ 3,070 3,439 3,753 3,870 4,231 4,585 ,853 

Norr-D1F2/3/ 2,628 2,979 3,170 3,421 3,556 3,912 4,215 4,542 
Pre -1988 4/ 2,628 2,979 3,170 3,421 2,909 2,643 2,375 2,119 
Post -1988 - - - - 547 1,269 1,840 2,423 

IMF credit 442 352 269 332 314 319 370 311 

B. Debt service payrsents (C+D) 470 488 470 437 501 496 491 526 

C. Principal paynnts 5/ 287 307 298 262 329 325 292 318 

Non -IMF 3/ liT 217 214 231 248 

IMF - 70 90 84 67 98 76 30 59 

D. Interest/charges 183 181 172 175 171 172 2(X) 208 

tn-IMF 3/ 148 145 147 153 

- 35 36 27 21 24 18 13 9 

(In percent of eqorts of ods, nonf actor services, and 
private transfers) 

!4eiorandum itens: 

Debt service ratios 
Including D4F 28.7 29.2 33.7 29.4 30.8 27.5 24.4 23.4 

Of which: interest (11.2) (10.8) (1.2.3) (11.8) (10.5) (9.5) (9.9) (9.3) 
Exchidthg TJIF 22.3 21.6 25.7 23.5 23.3 22.2 22.3 20.4 

(In percent of GDE') 

Total external public debt 
Including IMP 51.3 54.3 55.8 58.6 58.5 60.8 62.6 63.0 

Excluding IMF 43.9 48.5 51.4 53.5 53.8 57.6 59.9 61.4 

Sources: Data provided 1' the Kenyan authorities; and staff est iniates. 

1/ Outstanding debt adjusted for the cancellation of debt owed to Canada and the Netherlands in 
1987-90, to the Federal Republic of Cernnny in 1989, and to rarice and the United States in 199). 

2/ Coverriint arid govermnt-guaranteed de; end of period. 
3/ Includes IMF Trust Fund. 
4/ As of end -1938. 
5/ Anrrtlzation payments an medium- and long-tetia debt. 
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Table 9. Ker'a: Long -Tern Balance of Payments Scenario, 1993-2001 

Current account (as a percent 
of ()P) !/ 

Overall balance of payments 
(in millions of SORs) 

Gross reserves in months of . nongoveniint jjT)orts 
En months of total imports 

Net use of Fund credit (in millions 
of SIRs) 2/ 

MesDrandurn itess: 

Assuud nominal grth rates: 
Traditional eçorts 3/ 
Nontraditional exports 
1norts, excluding private non -oil 4/ 
Private non -oil imports 5/ 
Nonfactor services (net) 
GDP 

Net official capital tnflcx.is 
plus of ftctal transferq/GJJ)P 

l)bt service ratio 6/ 
Of which: T.MF 

Debt/cDP 7/ 

1993 1994 1995 19% 1997 1998 1999 2w0 2(X)1 

-4.1 -4.0 -4.1 -3.9 -3.7 -3.8 -3.7 -3.7 -3.6 

ill 18 1C 124 145 151 155 158 99 

3.2 3.0 3.2 3.4 3.6 3.8 4.0 4.2 4.2 
2.7 2.6 2.8 2.9 3.1 3.3 3.4 3.6 3.6 

-44 -10 -26 -42 -54 -51 -44 -28 -12 

(In percent) 

7.0 7.0 7.0 7.0 7.0 7.0 7.0 7.0 7.0 
8.0 8.0 8.0 8.0 8.0 8.0 8.0 8.0 8.0 
7.0 7.0 7.0 7.0 7.0 7.0 7.0 7.0 7.0 
7.3 8.0 7.9 7.7 7.8 7.6 8.9 8.7 8.7 
7.0 7.0 7.0 7.0 7.0 7.0 7.0 7.0 7.0 
8.5 8.5 8.5 8.5 8.5 8.5 8.5 8.5 8.5 

(Ratios) 

5.0 5.1 5.1 5.1 5.1 5.1 5.0 5.0 4.9 
20 18 18 lB 17 18 17 16 15 

(2.0) (O.'4) (0.9) (1.3) (1.7) (1.5) (1.2) (0.7) (0.3) 
67 65 63 62 60 59 57 56 56 

Source: Staff estinates. 

1/ Excluding official transfers. 
2/ Assiiis zero purchases. Fund credit outstanding is zero j end -2001. 
3/ Coffee, tea, and oil prodixts. 
4/ Private non -oil 1ji,orts are classified as "other tu,ortg in the balance of payments table. 
5/ Dnrived as a residual in such a way that the financing geps are zero and the reserve targets Iri 

months of imports are met. 
6/ Li terms of eorts of goods, nonfactor services, and private transfers. 
7/ Incluling DIF. 
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(excluding official grants) can fall from a projected 4.1 percent in 

1993 to 3.7 percent by 2000. These projections assume that traditional 

exports and imports grow at 7 percent a year, with nontraditional 

exports, encouraged by government policies to reduce cost distortions 

and administrative obstacles to manufactured exports, growing somewhat 

faster at 8 percent. With strict limits on commercial borrowing and 

average maturities of about 14 years on concessional borrowing, the 

capital account is expected to remain strong. As a result, overall 

surpluses allow an accumulation of reserves that rise to over four 

months of nongovernment imports by 2000. In this way, the Government 

can achieve a steady decline in the debt service ratio by the end of the 

decade while maintaining a ratio of net capital inflows and official 

transfers to GDP at about 5.0 percent. This scenario depends critically 

on the Government's ability to control domestic demand and inflation 

while persisting with policies that allow export diversification by 

reducing the existing antiexport bias in the economy. Successful 

external performance in the long run also depends on controlling the 

amount of nonconcessional borrowing by the public sector in order to 

reduce the future burden of foreign exchange payments. 

Debt service to the Fund in relation to exports of goods, nonfactor 

services, and private transfers is expected to be about 3 percent in 

1992, and 16.8 percent of gross reserves (Table 10). In 1994-2001, ESAF 

repayments lead to debt service ratios of 1.6 percent at their peak in 

1997, or 7 percent of reserves. During 1990-91 the cumulative ratio of 

gross financing from the Fund to Kenya's gross financing needs will be 

0.22. 

The Kenyan Government has had an excellent record in meeting its 

obligations to the Fund on time and is fully committed to continuing to 

do so. On the basis of the balance of payments performance expected 

under the long-term scenario discussed above, the staff expects that 

Kenya will be able to discharge these commitments. 

7. Social and environmental impact of the program 

Since the magnitude of Kenya's economic distortions and structural 

imbalances is less than in other adjusting developing countries, the 

structural reforms required and their potential social impact are corre- 

spondingly smaller. Nevertheless, the Government aims to minimize any 

adverse effects on disadvantaged groups. Specifically, steps have been 

taken to ensure that the recently introduced user charges in health and 

increased cost -sharing in education do not Limit access by low-income 

groups to these services. In the health sector, the Government has 

exempt those who cannot afford to pay for the types of services that 

must be encouraged for social reasons. In the education sector, a 

bursary scheme has been introduced to assist poor and deserving students 

to meet the high costs of secondary education, while the present 

policies exempting Low-income students from the new university tuition 

scheme will be maintained. 

r 



Outstanding Fund credit/()F 

(kitstan1ing Fund credit fqunta 

Debt service to the Fund/gross 
official internatiosal reserves 

Debt service to the Fund/exports of 
goods, nonfactor services, and 

prtvste transfers 

3asellos scenario If 

Scenario 

Table 10. Kenya: Indicators of Fund Credit, 1990-20(Q 

(In percent) 

1990 3991 1992 1993 1994 1995 1996 1997 1998 1999 2(XX) X)l 20(Q 

Projentlons I 

4.6 5.1 4.0 3.3 2.9 2.4 1.8 1.2 0.7 0.3 - 
224.4 260.6 219.2 188.0 181.1 163.0 133.5 95.5 59.5 28.3 8.5 

30.8 10.9 16.3 10.6 2.1 4.5 6.3 7.1 5.9 4.5 2.5 1.0 0.9 I 

5.2 2.1 3.0 2.0 0.4 0.9 1.4 1.6 1.4 1.1 0.7 0.3 0.2 

5.3 2.1 3.1 2.0 0.5 0.9 1.4 1.7 1.5 1.1 0.7 0.3 0.3 

Sources: fliF, Treasurer's 1)epartrnt; and staff çrojections. 

L/ BaseLine scenario as presented in Tables 7 and 9. 
2/ ssuzs 3 percentage point lor expert grth in each year, 199o-2))1. 
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Over the medium term, the Government's environmental priorities 

will focus on the forestry sector, wildlife resources, and arid and 

semiarid lands (ASALs). With the assistance of IDA and other donors, 

steps are being taken to strengthen forestry policies and institutionaL 

support for reforestation and ASALs programs. Recently the Government 

has also begun to address the critical situation in the wildlife 

sector. In addition to strengthening antipoaching measures and banning 

the export of ivory, the WildLife Department has been reconstituted as a 

separate agency, headed by a renowned scientist, to increase its effec- 

tiveness in policy formulation and the management and protection of 

wildlife. 

IV. The Program for 1990 

In the context of the medium -term framework of the program, the 

basic macroeconomic objectives for 1990 are Largely as outlined at the 

outset of the ESAF arrangement, and seek (a) to achieve a growth rate of 

real GD? of 5.2 percent; (b) to lower the rate of inflation on an end - 

of -period basis from 10.1 percent in 1989 to 7.5 percent in 1990; (c) to 

narrow the external current account deficit from 5.9 percent of GDP in 

1989 (8.6 percent, excluding official transfers) to 5.4 percent of GDP 

in 1990 (7.3 percent, excluding official transfers); and (d) to build up 

gross reserves from the equivalent of 2.2 months of 

imports in 1989 to 2.5 months of nongovernment imports in 1990. 

In late 1989 and early 1990 a number of unfavorable economic 

developments occurred. Liquidity expansion was more rapid than antici- 

pated in the second half of 1989. Inflationary pressures intensified 

after October 1989 --the measured consumer price index rose to 10.8 per- 

cent in January (end -period) from 9.4 percent at end -October --and 

shortages of some price-controLled commodities suggest that the measured 

index may understate inflation in the economy. In the external sector, 

tourist receipts have been sluggish since November, and there was a 

sharp increase in import license applications during the second half of 

1989, reflecting the impact of the import initiatives carried out 

earlier in the year. These Latter factors, combined with the higher 

cost of imported petroleum, put some pressure on gross foreign exchange 

reserves in early 1990. 

In view of these developments, the policy package for 1990 has been 

tightened in a number of respects. In addition to the already targeted 

reduction in the overall budget deficit, a substantial contraction in 

credit and monetary growth has been programmed, including sizable 

adjustments in interest rates. The exchange rate will continue to be 

managed flexibly with a view to maintaining competitiveness. To encour- 

age a restructuring of the economy over the medium term and a broadened 

basis for growth, the program also aims to diversify export production 

and to reduce distortions in the external and industrial sectors. 
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1. Fiscal policy 

The overall budget deficit for 1989/90 is programmed at 4.2 percent 

of CDP (6.4 percent, excluding grants). This represents a further 

tightening of the fiscaL stance reLative to the 1988/89 budget deficit 

on a commitment basis (4.6 percent of GDP), and reflects the decision of 

the authorities not to seek a higher budget deficit in the context of 

larger -than -anticipated external concessional development assistance. 

Revenue is projected to rise to 23.7 percent of GDP from 22.9 percent in 

1988/89, just short of the earlier program target of 24.1 percent. This 

reflects some delays in the introduction of the presumptive tax on 

agricultural products together with sharpLy lower coffee prices, some 

transitional costs in the adoption of the new VAT, and the ambitious 

original program targets for collection of import duties under import 

liberaLization. User charges will play a greater role in financing 

recurrent outlays, rising from about 0.6 percent of CDP in 1988/89 to 

1.3 percent in 1989/90, with increased tariffs in agriculture, 

livestock, roads, health, and education. 

The share of expenditure and net lending in COP will increase 

slightly from 29.7 percent in 1988/89 to 30.1 percent in 1989/90, 

largely because of the small increase in the share of recurrent expendi- 

ture that was originally programmed. Major efforts were made to meet 

the structural benchmark of limiting the growth of the wage bill to 

7.5 percent, including a freeze on vacancies exceeding six months and a 

decision not to grant a salary revision, despite a cumulative rate of 

inflation of almost 30 percent over the Last three years. Nevertheless, 

the wage bill is expected to grow by just over 11 percent in 1989/90, 

primarily as a result of the implementation of the new 8-4-4 education . system and the attendant demand for additional trained teachers. Interest 

outlays on domestic debt are likely to be higher than anticipated owing 

to higher interest rates, and this will largely offset the savings aris- 

ing from interest remissions and debt forgiveness from a number of 

donors (Canada, France, the Federal Republic of Germany, the Netherlands, 

and the United States) (see Section II). Development expenditure will 

fall short of the program target by 0.5 percent of GDP, as the Govern- 

ment has postponed a number of Lower priority projects and slowed the 

rate of project absorption consistent with the overall macroeconomic 

framework and the need to finance the future costs of operations and 

maintenance. To facilitate the analysis of expenditure, an economic 

classification of the budget has been prepared and a monthly monitoring 

system of wages and operating expenses is being developed. 

Foreign financing of the deficit wiLL be somewhat higher than 

originally projected, reflecting higher program Loan assistance. To 

ensure continued mobilization of nonbank resources, the yieLds on 

treasury securities will be made more attractive and greater publicity 

will be given in the media to the effective yields offered in recent 

treasury auctions. Bank financing of the deficit will be held to 

0.5 percent of GDP in 1989/90, Less than originally anticipated. The 

Government recognizes that meeting quantitative fiscal targets by an 
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increased float is inconsistent with the objectives of the program. 

Therefore, the level of unpresented checks at the end of 1989/90 will 

not exceed K Sh 1.1 billion, the level at end -1987/88. 

Consistent with the medium -term policy framework and the need to 

further tighten the stance of fiscal policy, the 1990/91 budget deficit 

will be reduced to 3.8 percent of GDP (5.6 percent of GDP, excluding 

grants). Revenue as a share of GDP is expected to rise to 24.1 percent, 

reflecting further steps to replace the sales tax with a uniform VAT, 

the broadening and extension of L.ser fees to other services, and the 

effect of new revenue measures to be announced when the budget is 

presented. Total expenditure and net lending is budgeted to decline to 

about 29.7 percent of GDP, wholly reflecting slower growth in recurrent 

spending. To contain the growth of wages and salaries, a significant 

effort will be made to reduce further the rate of growth of government 

employment; civiL service employment growth in the published 1990/91 

estimates will be limited to 2 percent above the number of posts 

authorized in the 1989/90 budget (relative to about 4 percent in 

1989/90), and the increase in the number of teachers employed by the TSC 

will not exceed 8 percent of the level outstanding on February 1, 1990 

(compared with 11 percent in 1989/90). Together with the normal salary 

increments of 4 percent, the combined wage bill of the Central Govern- 

ment will rise by no more than 9 percent in 1990/91. By the end of 

1990, the monthly monitoring and reporting system for the wage bill and 

operating expenses should be operational. Development outlays are 

targeted to rise slightly, to 7.2 percent of GDP. Considerable efforts 

are under way to strengthen the budgeting and implementation of develop- 

ment outlays and to prune the number of projects in order to ensure a 

high -productivity investment program. A detailed ministry -by -ministry 

project list has been included for the first time in the 1990/91 budget, 

with a forward budget for proposed outlays during the period 1991/92- 

1992/93, permitting more rational selection of development projects and 

a focus on more rapid implementation of ongoing projects. 

The 1990/91 budget deficit will be financed largely from foreign 

concessional sources and domestic nonbank sources. Bank financing will 

be limited to K Sh 650 milLion or 0.3 percent of GDP. The nonbank 

sector is expected to finance about two thirds of the domestically 

financed deficit. 

2. State corporations 

In 1989/90, with technical assistance from the Fund, a major effort 

has been initiated to establish an information system and data base 

which would provide quarterly and annual indicators of economic and 

financial performance for a core group of enterprises. Monitoring of 

the budgetary impact of enterprises has already been undertaken for ten 

Large enterprises, and such monitoring will be extended this year to 

another ten enterprises. In 1990, a PFP for state corporations will be 
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completed. A plan for restructuring the major development finance 

institutions in the industrial sector has been developed in consultation 

with IDA, for implementation beginning in 1990. 

Kenya Airways has experienced financial and organizational 

difficulties in recent years, reflecting deficiencies in its management 

and maintenance capacity, and excess staffing. A major part of its 

fleet is in need of upgrading. It has recently undertaken to Lease an 

Airbus and four new Boeing jets. Two aircraft were delivered in late 

1989 and two more are due in late 1990. Technical assistance from the 

World Bank will be provided shortly in the formulation of a restruc- 

turing plan, which is to be completed by end -August 1990. Efforts are 

also under way to obtain management assistance from a major foreign 

airline. The Government is fully committed to implementing a restruc- 

turing plan by late 1990 as well as undertaking the steps required to 

rationalize staffing. 

3. Monetary and financial sector policies 

Monetary poLicy in 1990 will seek to maintain the growth of net 

domestic assets of the banking system and liquidity consistent with 

reducing inflationary pressures, and supporting external adjustment 

through a slowdown of the pace of import demand and a buildup of up 

as as 

resources. This requires a cautious credit policy that limits govern- 

ment recourse to the banking system, while providing adequate credit to 

the private sector. In view of the expected growth of real CDP, and the 

targets for inflation and net foreign assets, the growth of the money 

supply is programmed to decelerate, from 18 percent at end -December 1989 

to below 11 percent by the second quarter of 1990. This implies an 

increase in velocity from the end of the previous year. In 1989, the 

growth of the money supply exceeded program targets, despite the fact 

that the benchmarks and performance criterion on total domestic credit 

were met, largeLy on account of significant fluctuations in "other 

items, net" at the end of each quarter. To facilitate the realization 

of monetary targets in 1990, the performance criterion on total domestic 

credit has been changed to a ceiling on net domestic assets. Accord- 

ingly, the growth of net domestic assets is programmed to deceLerate 

from 14.1 percent at end -December 1989 to 11.2 percent at end -June 1990, 

and 9.2 percent at end -December 1990. 

Interest rates wilL continue to be maintained positive in real 

terms. In addition to the sizable increase in interest rate ceilings on 

both deposits and Loans called for under the program, greater flexibility 

in adjusting interest rates wiLl arise from the removaL of the legal 

requirement that the Loan interest rates subject to ceilings be inclusive 

of all lending -related fees and charges. The removaL of this requirement 

represents an important step in the Liberalization of interest rates, for 

it will allow the effective interest rates to significantly exceed the 

formal ceilings on Loan interest rates. The authorities remain committed 

to the removal of interest rate ceilings by June 1991. 
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In 1990, the program will seek to increase reliance on market 

mechanisms for allocating financial resources and implementing monetary 

policy. With technical assistance from the Fund, reserve money manage- 

ment will be introduced. Strong efforts will be made to publicize 

auctions of treasury instruments and at the same time, the Central Bank 

will gradually move away from quantitative credit ceilings toward open 

market operations as a more efficient means of controlling monetary 

aggregates. 

4. External policies 

An important part of the Government's strategy to create an 

environment conducive to a more diversified and sustainable basis for 

growth, particularly in the export sector, is the continuation of its 

exchange rate management. Since 1985, on a fourth-quarter basis, the 

real effective exchange rate of the Kenya shilling has depreciated by 

29 percent. Over 7 percent of this occurred between December 1988 and 

December 1989. A number of factors suggest, however, that this depre- 

ciation has not been adequate. First, the overall balance of payments 

position was in deficit in three of the five years 1985-89 (Kenya also 

made purchases from the Fund in three of these years). Second, real 

export growth has been slow, rising by only little over half the rate of 

real GDP growth in trading partners. More important, given Kenya's need 

to diversify exports, growth in noncommodity exports has been disap- 

pointing. Third, while Kenya has begun to liberalize its highly 

restrictive import system, controls still exist on many final imports 

and average tariffs on the unrestricted categories are still at high 

levels. The persistence of these high tariffs suggests that at the 

current exchange rate, a reduction of tariffs would lead to unacceptable 

payments deficits. Finally, the parallel market rate for the U.S. dol- 

lar has been about 30 percent more depreciated than the official rate. 

Indicators of relative price incentives for Kenyan producers in the 

tradable goods sector suggest that incentives may have deteriorated 

substantially since 1985. 1/ Indicators of export prices relative to 

various indices of home goods prices, Labor costs, and input costs show 

a weakening of profitability and production incentives in the export 

sector. For various categories of import -competing home goods (such as 

food, oil, and fats, and miscellaneous manufacturing), there is evidence 

that domestic prices have risen more rapidly than imports, suggesting 

that Kenyan consumers have had price incentives to import. Finally, 

labor costs as well as imported input prices have risen relative to 

final domestic goods prices, indicating deteriorating incentives for 

production of import substitutes. If these indicators are correct, the 

relative price incentives needed to promote externaL adjustment have 

weakened since 1985. An estimate of the real effective exchange rate 

based on relative Labor costs in manufacturing in Kenya and its trading 

partners also suggests that the Kenyan manufacturing sector has become 

1/ See Appendix VI. 



- 29 - 

less competitive abroad, and that there has been some real appreciation 

of the rate since 1987 (see Chart 1 above). 1/ 

Taking account of the above factors in 1990, the authorities intend 

to continue to manage the exchange rate with a view to reaching a level 

that is consistent with external viability and that can be sustained by 

the fiscal and monetary policies controlling domestic demand pressures 

and inflation. The staff will discuss these issues further at the time 

of the midterm review. 

Trade policies in 1990, as noted in Section III 4, include the 

implementation of the last phase of the import Liberalization and the 

initiation 
of new policies to reduce constraints on nontraditional 

exports. Quantitative controls will be removed on more than half the 

eligible items in the last category of imports to be liberalized -- 

Schedule luG, which comprises final consumer goods. Textiles are to be 

treated separately, and a timetable for removing controls on these goods 

wilL be drawn up once an IDA study on restructuring the sector is com- 

pleted in July 1990. The controls will be replaced by equivalent 

tariffs. At the same time, price controls will continue to be lifted on 

goods in the remaining 18 general categories that are still controlled, 

as well as on several, commodities controlled under the Specific Order. 

The Government's strategy to reduce the antiexport bias in the 

economy is being developed in discussions with IDA. The intention is to 

improve access by exporters to imported inputs at international prices 

by establishing a duty exemption scheme that wouLd be functional by 

early 1991. The legislation for establishing export processing zones 

wiLl also be prepared during the year for submission in January 1991. 

The current export compensation scheme will, as a transitional measure, 

be extended to cover more goods in 1990 and will begin to be implemented 

by commercial banks to reduce delays in payments to exporters. 

With the implementation of the policies under the second -year ESAF 

arrangement, an overall surplus in the balance of payments of SDR 46 mil- 

lion is projected for 1990. The targeted reserve accumulation of 

SDR 50 million shouLd permit gross reserves to rise to 2 1/2 months of 

nongovernment imports. The current account deficit (with two more 

leases of airplanes by Kenya Airways) is expected to contract to 5.4 per- 

cent of CDP (including official transfers). (Without the leases, the 

ratio of 4.4 percent of GDP should be close to the original program 

level of 4.1 percent.) With continued declines anticipated in coffee 

prices, the main contribution to improved current account performance is 

1/ The current measurement of the real effective exchange rate using 

the official consumer price index may not fully reflect Kenya's relative 

competitiveness in foreign markets because the CPI may understate actual 

inflation (see the introductory paragraph in Section IV). These issues 

were discussed with the authorities, who are committed to constructing a 

new price index during 1990. 
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expected to come from imports. In volume terms, real aggregate imports 

are projected to rise by about 3 percent in 1990. Within this total, 

nongovernment non-oiL import volumes are forecast to rise by some 

5 percent --in line with real GDP. Government imports are expected to 

decline by some 2 percent in real terms from the high Level of 1989, 

partly as the Government further slows the rate of project absorption 

with improved budgetary supervision of development expenditures, and 

partly as government imports for the Turkwell power project fall by more 

than 50 percent as the project nears completion. 

With continued import Liberalization and sound macroeconomic 

policies, total export volumes are expected to grow by more than 

9 percent in 1990, slightly faster than in 1989. Coffee earnings are 

anticipated to remain sluggish, given a further 13 percent decline in 

prices (in SDR terms), on the assumption that no new agreement on quotas 

will be reached during the year. Despite lower prices, coffee volumes 

are estimated to rise by about 13.5 percent, given the high level of 

stocks held by the Coffee Board and the historical demand for good 

quality Kenyan coffee in international markets. Tea earnings are likely 

to remain buoyant. Higher earnings in local currency terms are esti- 

mated to elicit some short -run supply response, while continued strong 

demand and lower supplies of tea to international markets by other pro- 

ducers are expected to maintain firm international prices. Nontradi- 

tIonal exports such as horticulture, manufactures, and pyrethrum are 

predicted to continue to grow strongly in real terms as competitiveness 

is improved and markets expand outside the region. Net service earnings 

are Likely to grow steadily. During 1990, tourism earnings are expected 

to recover somewhat from the decline in receipts from the United States 

in the last quarter of 1989, offset partly by more tourist arrivals from 

Europe and partly by an easing of the impact of recent adverse media 

reports on tourist arrivals from the United States. 

The capital account in 1990 is expected to remain strong. Official 

inflows are predicted to be only somewhat lower than in 1989, and to 

reflect some bilateral cofinancing of the Bank's Financial Sector 

Adjustment Credit, new World Bank credits for the agricultural sector 

and export development, and bilateral sources of balance of payments 

funds. These assumptions will be reassessed at the time of the midterm 

review of the second -year ESAF arrangement. In 1990, despi.te the con- 

tracting of aircraft Leases, the debt service ratio should faLl from 

30.8 percent in 1989 to 27.5 percent. The canceLlation of some debt by 

the Federal Republic of Germany in 1989 and some by the United States 

and France in 1990 more than offsets the payments due on the leases in 

1990. To ensure a viable debt service ratio in the medium term, the 

authorities are committed to continuing strict limits on external non- 

concessional borrowing by the public sector. Accordingly, the plans 

for the construction of a Large media center announced by the press in 

December 1989 that was to call for large external loans have been sig- 

nificantly modified. Furthermore, a broader definition of public sector 

debt is now included within the external nonconcessional debt limits, 

together with a widening of the 1989 maturity range on longer -term debt 
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from 1-12 years to 1-15 years. The upper limit in 1989 of $100 million 

was accordingly raised to $155 million. 

5. Benchmarks and performance criteria 

For the second annual arrangement under the ESAF, the quantitative 

and structural benchmarks as set forth in the attached table (Appendix 

Table 1) are proposed. The table also gives the performance criteria 

for end -June 1990 under the second annual ESAF arrangement. The stan- 

dard clause regarding the exchange and trade system shall also consti- 

tute a performance criterion under the second annual arrangement. The 

disbursement of the second loan under the second annual arrangement will 

also be subject to a midterm review with the Fund, to be completed by 

end -November 1990. The midterm review will assess the budget for 1990/91 

and the implementation of the program, and will set targets for net 

domestic assets and net credit to the Covernment for the second half of 

fiscal year 1990/91. 

V. Staff Appraisal 

During 1988 and 1989 Kenya continued to demonstrate its commitment 

to economic adjustment and to structural reform. In 1988, Kenya suc- 

cessfully implemented all major elements of the program, met all 

performance criteria under the stand-by arrangement, and observed most 

of the benchmarks under the first annual arrangement under the SAF. the 

1989 program, supported by the first annual arrangement under the ESAF, 

remains essentially on track --all end -September 1989 performance 

criteria were met, as were most of the benchmarks for the year. The 

exceptions were a small shortfall in the official reserve target at the 

end of the year and the 1989/90 wage bill, which is expected to exceed 

the growth limit of 7.5 percent. Fiscal policy on the whole was on 

target, as were interest rate and exchange rate policies. While aLL 

quarterly ceilings on domestic credit and subceilings on net credit to 

the Government under the 1989 program were observed, monetary expansion 

in the second half of 1989 was considerably higher than called for under 

the program, on account of the growth of net domestic assets of the 

banking system. This monetary expansion, together with a deterioration 

in the external terms of trade and the ongoing import liberalization, 

resuLted in inflationary pressures and a weakened external reserve 

position. 

The program objectives for the second year under the ESAF 

arrangement remain Largely as originalLy targeted. Real growth is 

expected to edge up to 5.2 percent. The rate of inflation is slated to 

decline to 7.5 percent. The external current account deficit excluding 

official transfers is projected to narrow by 1.3 percentage points to 

7.3 percent of GDP; and gross reserves are targeted to rise to the 

equivalent of 2.5 months of nongovernment imports. In order to achieve 

these objectives, which have become more ambitious in view of the 

incipient adverse developments in late 1989 and early 1990, the author- 
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ities have agreed to a considerable tightening of the stance of finan- 

cial policies. Accordingly, the money supply growth is programmed to 

decelerate in 1990, implying a significant increase in velocity. In 

order to facilitate the realization of the monetary targets, the 

performance criterion on total domestic credit has been changed to a 

ceiling on net domestic assets; and the recourse of the Government to 

the banking system has been limited to a fraction of the money supply at 

end -1989. Furthermore, interest rates have been increased across the 

board and the removal of the cap on fees and charges will allow the 

effective interest rates to significantly exceed the formal ceilings. 

This represents an important step toward interest rate Liberalization 

scheduled for June 1991. The Government will continue to implement the 

financial sector adjustment program, supported by IDA and technical 

assistance from the Fund, aimed at replacing credit controls with 

indirect monetary policy instruments. 

Fiscal policy will contribute to the adjustment effort through 

consecutive reductions in the budget deficit in 1989/90-1991/92, 

totaling 1.2 percentage points. These deficit reductions should be 

viewed against the backdrop of the strong pressures on expenditure stem- 

ming from the rapid population growth in past years, which necessitates 

higher levels of government services. In 1989/90 the authorities have 

agreed to adhere to the original 4.2 percent of GDP, 

notwithstanding higher -than -anticipated concessional development assis- 

tance. In 1990/91, a small increase in the revenue share of GDP and 

restraint in the recurrent budget should allow for the further reduction 

in the budgetary deficit. To ensure that the commitment deficit does 

not exceed the cash deficit, the authorities have also agreed to limit 

the level of unpresented checks to that prevailing at the end of the 

1987/88 fiscal year. Realization of these fiscal targets is critical to 

the success of the adjustment effort, and the authorities should err on 

the conservative side in the implementation of the budget. 

During 1989 and 1990 the authorities introduced a number of 

important reforms in the tax area, including the introduction of a 

value-added tax and cost -sharing in health and education. The staff 

welcomes the intention of the Government to extend the coverage of user 

charges so as to finance a rising share of recurrent expenditure and 

improve the quality of government services. While revenue in relation 

to GDP is broadly adequate, tax policy should focus on broadening the 

tax base and enhancing its efficiency and equity. In this regard, the 

continuation of the reform to replace the sales tax with a uniform 

value-added tax and to reduce reliance on internationaL trade taxes for 

revenue represent positive steps that should be strengthened. 

On the expenditure side, the authorities have taken steps to 

improve the quality of expenditures and strengthen the budgetary pro- 

cess, particuLarly as regards the deveLopment budget. However, the 

continuing high rate of growth in government employment in 1989/90 and 

the rate expected for 1990/91 are disappointing and will make the ade- 

quate correction of the prevailing imbalance between wage and nonwage 



- 33 - 

operating and maintenance expenditure over the medium term all the more 

difficult. The authorities share this concern, but have noted the 

problems posed by the growth in population and the high demand for edu- 

cation. In the event of further slippages in the wage bill, the author- 

ities need to make comprehensive cutbacks in low -priority expenditures, 

rather than in nonwage operations and maintenance in the priority 

sectors. Regarding development outlays, the authorities should inten- 

sify their recent initiatives to scrutinize carefully locally funded 

development projects. The commitment to seek assistance from IDA in 

reviewing the 1991/92 public investment program is also an important 

step forward. 

While some important progress has been made in restructuring 

several major state corporations, and in formulating a framework for the 

analysis and the monitoring of the economic and financial performance of 

state corporations, this sector remains a source of considerable 

inefficiency in the economy. Consequently, public enterprise reform 

initiatives must become more central to the structural adjustment effort 

over the medium term. 

To provide a broader basis for economic growth that would 

accommodate the growing pressures of a rapidly expanding population, the 

program stresses the implementation of structural reforms in the trade 

and industrial sectors, particularly export promotion. Important steps 

in import liberalization and price decontrol have already been taken and 

further progress is expected during 1990-92. The promotion of nontradi- 

tional exports is key to sustained economic expansion. Kenya has a good 

potential for increasing its range of nontraditional exports, including 

horticulture and manufactured goods. Diversification, both in terms of 

products and markets, has become criticaL in light of the recent decline 

in coffee prices in international markets and Kenya's historical depen- 

dence on coffee. Both exchange rate management and specific export 

promotion initiatives should be used in a stable macroeconomic environ- 

ment to improve the overall competitiveness of production, move toward 

more uniform rates of protection, and reduce administrative obstacLes to 

efficient performance. 

With the vigorous implementation of adjustment policies to reduce 

demand pressures and with the continued pursuit of structural reforms, 

Kenya has good prospects for strengthening its external position in the 

medium term. Although the country has benefited substantially from 

recent debt cancellation initiatives by Canada, France, the Federal 

Republic of Germany, the Netherlands, and the United States, Kenya will 

still need to rely on concessianal assistance in the form of grants and 

loans. The authorities will have to adhere firmly to a prudent foreign 

borrowing policy, and in particular to Limit nonconcessional loans, 

regardless of maturity, so that the projected decline in the debt 

service ratio is attained. In this regard, the authorities have agreed 

to a more comprehensive nonconcessional borrowing ceiling for the public 

sector, which covers Loans and Leases of maturities of 1-15 years. They 

have also indicated their decision to modify significantly their plans 
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for the construction of a media tower. The staff welcomes the commit- 

ment of the authorities to ensure that all nonconcessional borrowing for 

development projects meets rigorous tests of economic and financial 

viability. In these circumstances, and in view of Kenya's excellent 

record in meeting its external debt obligations on time, the staff 

believes that Kenya will continue to discharge its obligations to the 

Fund on schedule. The balance of payments, however, remains vulnerable 

to external shocks, and the authorities must stand ready to take 

additional corrective measures if the need arises. 

The authorities intend to continue liberalizing the prices both of 

broad categories of goods under the General Order and commodities under 

the Specific Order. The staff believes this to be an important element 

of the ongoing structural reform that is consistent with the liberaliza- 

tion of imports, and urges the authorities to identify the specific 

items to be decontrolled in 1990, at the latest by the time of the 

midterm review. 

Despite the progress being made in liberalizing the exchange and 

trade regime, Kenya still maintains restrictions on the making of pay- 

ments and transfers for current international transactions subject to 

Fund approval under Article VIII, Section 2(a), in the form of limits 

for the remittances of rental income of nonresidents and of a foreign 

exchange budget on the basis of which import licenses for nonliberalized 

import items are issued. In light of the adjustment program being 

implemented and the authorities' intention to continue to liberalize the 

system, the staff recommends that the Executive Board grant temporary 

approval for the retention of these restrictions. 

The staff believes that the actions already taken by the authorities, 

in combination with those planned for the remainder of the program period, 

are substantial and appropriate in the circumstances of Kenya and is 

therefore of the view that Kenya's program deserves Fund support under 

the ESAF. However, the staff would underline that the authorities' 

adjustment efforts during 1990-92 will need to be supported by adequate 

and timely inflows of external assistance. 

It is recommended that the next Article IV consultation with Kenya 

be held on the standard 12 -month cycle. 
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VI. Proposed Decisions 

The following draft decisions are proposed for adoption by the 

Executive Board: 

A. 1990 Consultation 

1. The Fund takes this decision relating to Kenya's exchange 

measures subject to Article VIII, Section 2(a) and in concluding the 

1990 Article IV consultation with Kenya, in the light of the 1990 

Article XIV consultation with Kenya conducted under Decision No. 5392- 

(77/63) adopted April 29, 1977, as amended (Surveillance over Exchange 

Rate Policies). 

2. Kenya maintains the restrictions on payments and transfers for 

current international transactions as described in SM/90/ in 

accordance with Article XIV, Section 2, except that there are restric- 

tions subject to Fund approval under Article VIII, Section 2(a), in the 

form of limits for the remittances of rental income of nonresidents and 

of a foreign exchange budget on the basis of which import licenses for 

nonliberalized import items are issued. In the circumstances of Kenya, 

the Fund grants approval for their retention until June 30, 1991, or the 

conclusion of the next ArticLe IV consultation with Kenya, whichever is 

earlier. 

B. ESAF Arrangement 

1. The Government of Kenya has requested the second annual 

arrangement under the enhanced structural adjustment facility. 

2. The Fund has appraised the progress of Kenya in implementing 

economic policies and achieving the objectives under the program 
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supported by the first annual arrangement, and notes the updated policy 

framework paper (EBD/90/ ). 

3. The Fund approves the arrangement set forth in EBSI9O/64. 
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Kenya --Second Annual Arrangement Under 

the Enhanced Structural Adjustment Facility 

Attached hereto is a letter dated March 2, 1990, with an attached 

memorandum on the economic and financial policies of the Government of 

Kenya from the Minister for Finance and the Governor of the Central Bank 

of Kenya, requesting from the International Monetary Fund the second 

annual arrangement under the three-year arrangement and setting forth 

the objectives and policies of the program to be supported by the second 

annual arrangement. 

To support these objectives and policies, the Fund grants the 

requested arrangement in accordance with the following provisions, and 

subject to the Regulations for the Administration of the Structural 

Adjustment Facility and the Instrument to Establish the Enhanced 

Structural Adjustment Facility Trust: 

1. Under the second annual arrangement: 

(a) the first loan, in an amount equivalent to SDR 40,233,334, 

will be available on May 15, 1990 at the request of Kenya; and 

(b) the second loan, in an amount equivalent to SDR 40,233,333, 

will be available on November 15, 1990 at the request of Kenya 

subject to paragraph 2 below. 

2. Kenya will not request disbursement of the second loan specified in 

paragraph 1(b) above: 

(a) if the Managing Director finds that at the end of June 1990 

(i) the limit on net domestic assets of the banking 

system referred to in paragraph 31 of the memorandum and specified in 

Table 1 attached to it was not observed, or 

(ii) the Limit on net credit to the Central Government by 

the banking system referred to in paragraph 31 of the memorandum and 

specified in Table 1 attached to it was not observed, or 

(iii) the limit on contracted or nonconcessional external 

Loans guaranteed by the Government referred to in paragraph 31 of the 

memorandum and specified in TabLe 1 attached to it was not observed, or 

(iv) the Limit on short-term Loans contracted or 

guaranteed by the Government referred to in paragraph 31 of the 

memorandum and specified in TabLe 1 attached to it is not observed 

(v) the impLementation of the import Liberalization 

program described in paragraphs 27 and 32 of the memorandum was not 

carried out; or 
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(vi) the implementation of export measures described in 

paragraphs 27 and 28 of the memorandum was not carried out; or 

(b) if Kenya 

(i) imposes or intensifies restrictions on payments and 

transfers for current international transactions, or 

(ii) introduces or modifies multiple currency practices, 

or 

(iii) concludes bilateraL payments agreements which are 

inconsistent with Article VIII, or 

(iv) imposes or intensifies import restrictions for 

balance of payments reasons; or 

(c) until the Fund has determined that the midterm review of 

Kenya's program referred to in paragraph 33 of the memorandum has been 

completed. 

If the Managing Director finds that any of the performance clauses 

that have been established in or under this paragraph 2 have not been 

met, the second loan specified in paragraph 1 above may be made avail- 

able only after consultation has taken place between the Fund and Kenya, 

and understandings have been reached regarding the circumstances in 

which Kenya may request that second loan. 

3. Before approving the third annual arrangement, the Fund will 

appraise the progress of Kenya in implementing the policies and reaching 

the objectives of the program supported by the second annual arrange- 

ment, taking into account primarily: 

(a) the indicators referred to in paragraphs 7 and 11 of the 

attached memorandum; 

(b) imposition or intensification of restrictions on payments and 

transfers for current international transactions; 

(c) introduction or modification of muLtiple currency practices; 

(d) conclusion of bilateral payments agreements which are incon- 

sistent with Article VIII; and 

(e) imposition or intensification of import restrictions for 

balance of payments reasons. 
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ATTACHMENT 

4. In accordance with paragraph 3 of the attached Letter, Kenya will 

provide the Fund with such information as the Fund requests in connec- 

tion with the progress of Kenya in implementing the policies and reach- 

ing the objectives supported by these arrangements. 

5. In accordance with paragraph 4 of the attached letter, during the 

period of the second annual arrangement, Kenya will consult with the 

Managing Director on the adoption of any measures that may be appro- 

priate at the initiative of the Government of whenever the Managing 

Director requests such a consultation. Moreover, after the period of 

the second annual arrangement and while Kenya has outstanding financiaL 

obligations to the Fund arising from loans under that arrangement, Kenya 

will consult with the Fund from time to time, at the initiative of the 

Government or whenever the Managing Director requests consultation on 

Kenya's economic financial policies. These consultations may include 

correspondence and visits of officials of the Fund to Kenya or of 

representatives of Kenya to the Fund. 
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ATTACHMENT 

Nairobi, March 28, 1990 

Mr. Michel Camdessus 
Managing Director 
International Monetary Fund 
Washington, D.C. 20431 

U.S.A. 

Dear Mr. Camdessus, 

1. The objectives of a three-year programme of economic and financial 

adjustment are set out in the policy framework paper (PFP) for the 

period January 1990 -December 1992, which was prepared in collaboration 

with the staffs of the Fund and the World Bank and which is being 

transmitted to you herewith. 

2. The attached Memorandum on Economic and Financial Policies of the 

Government of Kenya, based on the PFP referred to above, sets Out the 

objectives and policies that the Government intends to pursue in the 

three-year period beginning January 1, 1990, and the objectives and 

policies for the second annual programme thereunder. In support of 

these objectives and policies, the Government of Kenya hereby requests, 

the second annual arrangement under the three-year arrangement under the 

enhanced structural adjustment facility (ESAF), in an amount equivalent 

to SDR 80.5 million (56.7 percent of quota). 

3. Kenya will provide the Fund with such information as the Fund 

requests in connection with Kenya's progress in implementing the 

economic and financial policies and achieving the objectives of the 

programme. 

4. The Government believes that the policies and measures set forth in 

the attached Memorandum on Economic and Financial Policies are adequate 

to achieve the objectives of its programme, but will take any further 

measures that may become appropriate for this purpose. During the 

period of the second annual arrangement, Kenya will consult with the 

Managing Director on the adoption of any measures that may be appro- 

priate, at the initiative jf Kenya or whenever the Managing Director 

requests such a consultation. Moreover, after the period of the second 

annual arrangement and whiLe Kenya has outstanding financial obligations 

to the Fund arising from loans under that arrangement, Kenya will con- 

sult with the Fund from time to time, at the initiative of the Govern- 

ment or whenever the Managing Director requests consultation on Kenya's 

economic and financial policies. 
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5. In addition, Kenya will conduct with the Fund a midterm review of 

its second annual programme. The review, expected to be completed by 

the end of November 1990, will assess the budget for 1990/91 and the 

implementation of the program and agree on targets for net domestic 

assets and net credit to the Government for the second half of fiscal 

year 1990/91. 

Sincerely yours, 

Professor George Saitoti 

Vice President and 

Minister for Finance 

Eric C. Kotut 

Governor 

Central Bank of Kenya 

Attachment: Memorandum on Economic and Financial Policies 
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Memorandum on the Economic and Financial 

Policies of the Government of Kenya 

1. In the face of deteriorating financial and economic conditions, in 

late 1987 Kenya adopted a major stabilization and structural adjustment 

programme supported by an 18 -month stand-by arrangement and arrangements 

under the structural adjustment facility. The major elements of the 

adjustment programme were successfully implemented during 1988, and its 

objectives with respect to growth, financial stability, and the external 

sector were to a large extent achieved. Concurrently, the Government 

began introducing important structural reforms in agriculture, industry, 

and international trade, the financial sector, government expenditure, 

and public enterprises. In early 1989 the Government requested that the 

programme for 1989-91, which would broaden and reinforce the adjustment 

process, be supported by arrangements under the enhanced structural 

adjustment facility (ESAF). On May 15, 1989, arrangements under the ESAF 

were approved by the Fund, with a total access of SDR 241.4 million. 

Programme implementation during 1989 

2. During 1989, the first year of the Fund -supported programme under 

the ESAF, elements of the adjustment programme were implemented and all 

end -September 1989 performance criteria were met, as were most of the 

benchmarks for the year. Preliminary data for 1989 indicate that the 

real GDP growth rate was on target at about 5 percent --despite less 

favorable weather conditions at the beginning of 1989, and lower - 

than -anticipated coffee production. The end -period inflation rate of 

10.1 percent, while representing a slight deceleration from 10.4 percent 

in 1988, was higher than the 8 percent programmed, 1argey because of 

greater -than -targeted growth in broad money. Gross domestic expendi- 

ture is estimated to have increased from 105.1 percent of GDP in 1988 to 

105.9 percent of GDP in 1989, reflecting an increase of 1.7 percentage 

points in gross domestic investment, to 25.3 percent of CDP in 1989, 

largely on account of the leasing of aircraft by Kenya Airways, and 

higher private sector gross fixed capital formation. Consumption 

declined by 0.9 percentage point to 80.6 percent of GD? on account of 

lower private and public consumption. Accordingly, national saving is 

estimated to have risen from 15.4 percent of GDP in 1988 to about 

16.5 percent in 1989. 

3. The overall budget deficit on a commitment basis in 1988/89 (JuLy- 

June), at 4.6 percent of GDP, was slightly above the programme target of 

4.5 percent. Excluding grants, the deficit was 6.9 percent of GOP, 

equal to the programme target. In relation to GDP, both revenue and 

expenditure were lower than estimated in the revised programme. At 

22.9 percent of GDP, revenue fell short of earlier estimates, reflecting 

lower -than -expected collection of import duties and sales tax, and to 

some extent user charges. Expenditure was Lower than prQgrammed in both 

the recurrent and capital categories. For recurrent expenditure, the 

larger -than -budgeted wage bill was more than offset by Lower spending on 

operations and maintenance; and the lower -than -projected capital expen- 
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diture was associated with a somewhat lower rate of project implementa- 

tion. The cash deficit, at 3.5 percent of GDP, was substantially below 

the commitment deficit, almost wholly reflecting a buildup in the stock 

of unpresented cheques by about K Sh 1.8 billion (about 1.1 percent of 

CDP) which was monetized in early July 1989. Adjusting for the Liquida- 

tion of these cheques results in a cash deficit of 4.6 percent of GDP. 

External sources accounted for about half of the financing while recourse 

to the domestic banking system (inclusive of the liquidation 
of the 

K Sh 1.8 billion unpresented cheques) was about 1.3 percent of GDP; the 

nonbank sector financed the remainder of 0.9 percent of CDP). 

4. Broad money grew by 17.8 percent in calendar year 1989 compared 

with the programme target of 11.6 percent. This rate of expansion of 

liquidity was largeLy a result of a 14.1 percent increase in net 

S domestic assets, accounting for a 15.2 percent rise in relation to the 

stock of broad money at end -1988. Net credit to the Government declined 

by 5.6 percent (unadjusted for the sale of over K Sh 2.7 billion (net) 

of Treasury bills at end -December), far below the 17.4 percent growth 

expected in the programme. "Other items net" were considerably higher 

than in the programme. Credit to the nongovernment sector grew by 

17.9 percent (6.4 percent in the programme) with private sector credit 

rising by 22.1 percent. In an attempt to tighten monetary policy, the 

minimum commercial banks' saving deposit rate and the maximum lending 

rate for loans of three years or less were raised in November 1989 by 

0.5 percentage point to 12.5 percent and 15.5 percent, respectively, 

following substantial increases in lending and deposit rates in April. 

The maximum lending rate of 18 percent was applied to loans of more than 

three years. 

5. Performance in the external sector was weaker than programmed 

S 
during 1989, particularly during the final quarter of the year. The 

overall balance of payments surplus was some SDR 6 million below the 

target of SDR 58 million and as a consequence, the increase of 

SDR 33 million in gross reserves was short of the SDR 40 million 

target. This still represented a reversal of the overall deficits of 

the previous two years. The stronger -than -anticipated capital account 

included larger disbursements by multilateral organisations of balance 

of payments financing and the counterpart for leases by Kenya Airways 

for two aircraft in December 1989. These inflows virtually offset the 

weaker current account position and contributed the major share of 

budget financing in calendar year 1989. The current deficit, including 

official transfers and excluding the aircraft leases, was 4.5 percent 

of CDP--O.8 percentage point below the 1988 ratio, and 0.5 percentage 

points higher than originally anticipated. Including the leases, the 

deficit-to-CDP ratio was 5.9 percent. The Larger current deficit in 

SDR terms reflected weaker trade performance. Lower export revenues 

were mainly due to the 30 percent fall in coffee prices and sluggish 

volumes of oil exports to neighbouring countries. The impact of these 

two effects was partially offset by tea exports, 
which grew by about 

17 percent in volume terms, while other export volumes, notably horti- 

culture, also continued to exhibit strong real growth. Import growth 
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rose by 3 percent in real terms, and an average price increase of over 

18 percent in shilling terms led to both public and private import 

values that were above target levels. Public sector imports rose in 

volume terms by about 24 percent, partly reflecting the leases of the 

airplanes by Kenya Airways. Private non -oil imports remained unchanged 

in volume terms, despite the continued liberalization of import 

controls. Oil import values rose slightly as the lower prices of 1988 

were reversed and voLumes stagnated. OfficiaL transfers were some 

SDR 36 million lower than predicted, as disbursements under foreign 

financed projects were slower than had been anticipated. Kenya con- 

tinued to pursue the flexible exchange rate policy agreed under the 

programme during 1989 to maintain external competitiveness while the 

second phase of the import liberalization programme was completed. 

Between December 1988 and December 1989, the Kenya shilling depreciated 

by 7.2 percent in real effective terms. 

6. Progress continued to be made in 1989 in implementing the 

structural policy measures of the programme. In the agricultural 

sector, the annual review of producer prices was undertaken and producer 

prices for grain were raised; a cotton pricing system based on auction- 

ing is being implemented; progress was made in developing a food 

security plan; and the financial restructuring of the National Cereals 

and Produce Board (NCPB) was virtually completed. rnitial steps were 

also taken to restructure other public enterprises. A number of 

important measures were adopted in 1989/90 in the fiscal area. These 

included the elimination of the export tax on coffee and tea, the 

adoption of a presumptive tax on the value of gross sales of agricul- 

tural produce, the lowering of the effective corporate tax rate as well 

as the top rate of the personal income tax, the introduction of user 

charges in the health sector, adoption of a bank loan scheme for 

university students, and passage of Legislation substituting a value- 

added tax (VAT) for the manufacturing sales tax at the beginning of 

1990. Specific incentives to promote the efficiency of the industrial 

sector concentrated on consolidating the reform of the trade system by 

completing the second phase of the import Liberalization programme. In 

mid -1989, quantitative restrictions were Lifted on items in Sched- 

ule IIIB for imports, which consists of about 11 percent of all import 

items and about 5 percent of import values (in 1986/87 terms). Since 

Schedules I, II, and lilA had been Liberalized in 1988, almost 70 per- 

cent of all items and 93 percent of import values are now unrestricted 

and carry tariffs as the sole form of protection. The import Licensing 

system was made more transparent in February 1989. As a result, the 

time between the application for a license and the approval of the 

foreign exchange allocation has been considerably shortened, from over 

six months to about three weeks. The combined import -weighted average 

tariff for goods in Schedules I and II has been reduced and the number 

of tariff categories cut from 17 to 12. Consequently, the structural 

performance criterion relating to the implementation of the import 

liberalization programme and the development of an effective system for 

monthly monitoring of its operations was met before end -September. in 

the area of price controls, with the decontrol of prices for fertilizer, 
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animal feed, and soft drinks, the number of categories under the Price 
ControL (General) Order was reduced from 20 to 18. In the financial 
sector, an action plan has been prepared with IDA assistance and 
approved for restructuring development finance institutions; a revised 
Banking Act was passed by Parliament, and in late 1989 the Capital 
Markets Authority (CMA) was established. 

II. Objectives and Policies for 1990-92 

7. As indicated in the updated poLicy framework paper (PFP), the 
Government's overall objectives over the medium term are to achieve a 

sustained noninflationary real GDP growth rate that is higher than the 
population growth rate and to provide productive employment for the 
country's rapidly growing Labor force. The Government's strategy 
stresses the important role of the private sector in revitalizing the 
economy and the need for the Government to establish market -based 
incentives to promote private sector activity. To achieve these 
objectives, the programme for 1990-92, supported by ESAF arrangements 
from the Fund, will emphasize increased productivity in agriculture, and 
the restructuring of industrial incentives to reduce the existing 
antiexport bias and to improve export competitiveness. 

8. The key macroeconomic objectives for the 1990-92 programme are 
(a) to achieve an annual rate of growth of real GDP of over 5 percent; 
(b) to reduce the rate of inflation, on an end -period basis, from 
10.1 percent in 1989 to about 5 percent by 1992, which would correspond 
to the level expected of Kenya's major trading partners in 1992; (c) in 

order to maintain a viable balance of payments, to reduce the external 
current account deficit from 5.9 percent of CDP in 1989 (4.5 percent of 
GDP excluding aircraft leases, and 8.6 percent of GDP excluding grants) 
to about 3.6 percent of CDP in 1992 (5.2 percent of CDP, excluding 
grants); (d) to lower debt service as a ratio of exports of goods, 
nonfactor services, and private transfers from 31 percent in 1989 to 

below 25 percent in 1992; and (e) to build up gross reserves from the 
equivalent of 2.2 months of nongovernment imports in 1989 to 3.0 months 
of nongovernment imports in 1992. 

9. Accordingly, the investment -saving gap would be narrowed. During 
1990-92 gross domestic investment would stabilize at about 25 percent of 
GDP but its composition would change, with an increasing share of 
private sector investment, and a higher efficiency of investment as 

distortions are removed. National saving would rise from about 
16.5 percent of GDP in 1989 :o about 19 percent of GDP in 1992 with 
about equal increases in both private sector saving and government 
saving. To achieve these objectives, the mix of financial policies will 
emphasize financial restraint and increasing productivity in the public 
sector, strengthen returns to domestic saving, ensure that the stance of 

monetary policy is consistent with the inflation and the external 
targets, and pursue an exchange rate policy that maintains competitive- 
ness. In particular, the central government overall cash deficit will 
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be steadily reduced from 4.2 percent of GDP in 1989/90 (6.4 percent of 

GDP, excLuding grants) to 3.8 percent of GDP in 1990/91 (5.6 percent of 

CDP, excluding grants) and to 3.4 percent of GDP by 1991/92 (4.9 per- 

cent, excluding grants). 

10. Consistent with these financial policies, structural reforms will 

continue to be carried out in key areas. These reforms will emphasize 

new initiatives in the promotion of exports, and the reduction of anti - 

export bias in the continued liberaLization of imports; the restruc- 

turing of government expenditure by restraining the rate of growth of 

overall personnel expenditure and, in the priority economic and social 

sectors, by increasing the share of outlays on nonwage operations and 

maintenance; the extension of the VAT to additional services and the 

strengthening of the tax administration system; the restructuring and 

revitalision of financial and nonfinancial public enterprises; continued 

financiaL sector reform; and price decontrol. 

III. Programme for 1990 

11. The Government's programme for 1990 seeks to achieve a real CDP 

growth rate of 5.2 percent, lower the rate of inflation to 7.5 percent 

in 1990, and narrow the external current account deficit (excluding the 

leases) to 4.4 percent of GDP. To achieve these objectives, the 

programme provides for a reduction in the overall budget deficit and a 

tightening of the monetary stance, supported by an appropriate exchange 

rate policy. To encourage a restructuring of the economy over the 

medium term and a broadened basis for growth, the programme aims to 

diversify export production and to reduce distortions in the external 

and industrial sectors. 

a. Fiscal policy 

12. The overall budget deficit for 1989/90 is programmed at 4.2 percent 

of GDP (6.4 percent, excluding grants), which represents a further 

tightening of the fiscal stance relative to the budget deficit on a 

commitment basis at the end of 1988/89 (4.6 percent of GDP). Revenues 

will rise as a share of CDP, from 22.9 percent in 1988/89 to 23.7 per- 

cent of revised GDP, just short of the initially -programmed target of 

24.1 percent of ODE'. Thi.s reflects some delays in the introduction of 

the presumptive tax on agricultural products, some transitional costs in 

moving from a sales tax to the VAT, and the ambitious original programme 

targets for collection of import duties under import liberalization. 

User charges play a greater role in financing recurrent outlays, rising 

from about 0.6 percent of ODE' in 1988/89 to 1.3 percent, with increased 

tariffs in agriculture, Livestock, roads, heaLth, and education. The 

overalL expenditure share in revised GDP is projected at 30.1 percent, 

compared with the original programme target of 30.9 percent of ODE', 

largely owing to a reduced pace of absorption of development 

expenditures. Foreign financing of the deficit wiLL be higher than 

originally projected, reflecting higher programme loan assistance. A 
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strong effort will be made to mobilize nonbank resources through the 

sale of Treasury bonds and bills. In addition to increasing the 

attractiveness of the yields of these instruments, greater publicity 

will be given in the media to the effective yields offered in recent 

Treasury auctions. Bank financing of the deficit will be held to 

0.5 percent of GDP in 1989/90, less than originally anticipated in the 

programme. The Government recognizes that meeting quantitative fiscal 

targets by an increased float or delays in the preparation of vouchers 

is inconsistent with the objectives of the programme. Therefore, the 

level of unpresented cheques at the end of 1989/90 will not exceed 

K Sh 1.1 billion, the Level at end -1987/88. 

13. Recurrent expenditures are likely to fall somewhat below the 

programme target of 23.1 percent of CDP. Difficult measures have been 

implemented relating to the structural benchmark calling for limiting 

wage and salary bill growth to 7.5 percent, including a freeze on 

vacancies exceeding six months as weLl as in the number of lower level 

posts, and a decision not to grant a salary revision, despite a cumula- 

tive inflation of almost 30 percent over the last three years and 

67 percent since the last salary review in 1983. NevertheLess, the 

pressures for employment growth are strong, primarily as a result of the 

implementation of the new 8-4--A education system, and the attendant 

demand for additional trained teachers. Regrettably, the overall wage 

and salary bill will grow by about 11 percent in 1989/90. In order to 

increase productivity in the priority economic and social sectors 

(livestock, agriculture, water supply, health, and roads), efforts were 

made to redress the imbalance between wages and nonwage operation and 

maintenance (O&M) expenditure in the budget. To facilitate analysis of 

expenditure, an economic classification of the budget has been prepared 

and a monthly system for the monitoring of wages and operating expenses 

is being developed. To control expenditure, a Parliamentary Committee 

is reviewing possible sanctions to apply in cases where ministerial 

outlays rise above authorized budget Limits. With respect to develop- 

ment expenditure, the Government intends to take advantage of the avail-- 

ability of additional concessional external financing for meritorious 

projects, as long as such investments are compatible with the overall 

macroeconomic framework and the need to finance the future costs of O&M. 

In this context, the Government has postponed a number of Lower priority 

projects and slowed the rate of project absorption so as to restrain 

development spending to well below the programme target of 7.6 percent 

of GDP. 

14. Consistent with the medium -term policy framework and the need to 

tighten the stance of fiscal policy, the 1990/91 budget deficit will be 

reduced to 3.8 percent of CDP (5.6 percent of CDP, excluding grants). 

Revenue as a share of GDP is expected to rise to 24.1 percent. Total 

expenditure and net Lending is budgeted to decline to about 29.7 percent 

of GDP, wholly reflecting slower growth in recurrent spending. Develop- 

ment outlays are targeted to rise to 7.2 percent of GDP. The deficit 

will be financed Largely from domestic nonbank and foreign concessionaL 

sources. Bank financing of the deficit will be limited to about 
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K Sh 650 million, or 0.3 percent of GDP. The nonbank financial sector 

is expected to finance about two thirds of the domestically financed 

deficit. 

15. Tax policy will, focus on broadening the tax base and enhancing the 

elasticity, efficiency, and equity of the tax system. In particular, 

the Government will continue replacing the sales tax with a VAT. The 

institutional capacity for tax policy analysis will be strengthened, and 

computerization and other administrative improvements will be introduced 

in the Income Tax, Sales Tax, and Customs and Excise Departments, under 

the Tax Modernization Project supported by UNDP and other donors. Cost - 

sharing will be broadened and extended to other services. 

16. In formulating the 1990/91 budget, the Government recognizes the 

need to decrease the overall share of recurrent expenditures in order to 

reduce the overall budget deficit, while maintaining the important role 

of the government development budget in promoting overall economic 

growth. To contain the growth of wages and salaries, a significant 

effort will be made to reduce further the rate of growth of government 

employment; civil service employment growth in the published 1990/91 

estimates will be limited to 2 percent above the number of posts 

authorized in the 1989/90 budget, and the increase in the number of 

teachers employed by the Teachers Service Commission will not exceed 

8 percent of the level outstanding on February 1, 1990. Together with 

the normal salary increments of 4 percent, the combined wage and salary 

bill of the Central Government will rise by no more than 9 percent in 

1990/91. In the event of a salary revision award, the Government will 

undertake to begin the disbursement of such awards only in 1991/92. To 

ensure that the personnel expenditure targets are adhered to, cash 

limits on the wage bill will be set and enforced for each Ministry and 

the Teachers Service Commission. External assistance is increasingly 

being sought for the funding of operating expenses in the development 

budget (notably in the areas of agriculture, livestock, and water 

supply). Sectoral norms are being developed for defining appropriate 

staffing and nonwage inputs for different types of public services in 

key priority areas. By the end of 1990, the monthly monitoring and 

reporting system for the wage biLl and operating expenses should be 

operational. ConsiderabLe efforts are also under way to strengthen the 

budgeting and implementation of development outlays. Progress in 

improving the project appraisal and investment budgeting process and in 

the preparation of a public sector project List will be key elements in 

ensuring a high productivity programme. A detailed ministry -by -ministry 

project List has been prepared for the first time for 1990/91, with a 

forward budget for proposed outlays or the period 1990/91-1992/93, 

permitting a more rational selection of deveLopment projects and a focus 

on more rapid implementation of ongoing projects. A comparable project 

list has begun to be prepared for the major nonfinancial parastatals in 

1990/91. In preparing for the 1991/92 budget, the Government will seek 

external assistance in reviewing and assessing the relative economic 

merits of the major projects included in the public investment 

programme. 
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b. Public enterprises 

17. In recent years, the Government has taken steps to clarify both the 

financial situation of parastatals and the Government's relationship 

with them. In 1989/90, with assistance from the Fund, a major effort 

has been initiated to establish an information system and database for 

an initial core group of enterprises, which will provide quarterly and 

annual indicators of economic and financial performance. Monitoring of 

the budgetary impact of enterprises has already been undertaken for ten 

large enterprises, and such monitoring will be extended in 1990 to 

another ten enterprises. The Government will also clarify its position 

as a creditor of state corporations by quantifying, on a quarterly 

basis, both their commitments and actual payments of debt service. In 

1990, a policy framework paper for state corporations will be developed 

and the Government will formulate criteria on the basis of which some 

state corporations will be designated as strategic and others as poten- 

tial candidates for restructuring. An active plan for restructuring the 

major development finance institutions in the industrial sector (the 

Industrial Development Bank (1DB) and the Industrial and Commercial 

Development Corporation (ICDC)) has been developed in consultation with 

IDA, for implementation beginning in 1990. Finally, the Government 

intends to undertake a reform of the present categorization of state 

corporations' salary scales in the commercially oriented enterprises 

with a view toward reducing rigidities and strengthening management. 

18. Kenya Airways has experienced financial and organizational diffi- 

culties in recent years, reflecting deficiencies in its management, 

maintenance capacity, and excess staffing. A major part of its fleet is 

in need of upgrading. In 1989/90 the Government has taken several steps 

to strengthen its operations. It has recently purchased a Fokker jet, 

and has undertaken to lease an Airbus and four new Boeing jets. The 

Airbus and one Boeing were delivered in late 1989, and two more Boeings 

are due in late 1990. An initial assessment of the financial and 

management operations of the airline has been completed by an inter- 

nationally reputable accounting firm, and the World Bank will shortly 

provide technical assistance in the formulation of a restructuring plan, 

which is to be completed by September 1990. Efforts are also under way 

to obtain management assistance from a major foreign airline. By late 

1990, the Government is fully committed to implement a restructuring 

plan and to undertake the steps required to rationalize staffing. 

c. Monetaryand financial sector policies 

19. Key objectives of monetary policy are to improve the efficiency of 

resource mobilization and allocation, reduce reliance of the Government 

on domestic bank financing, and broaden the range of financial instru- 

ments available to savers and investors. The Government adopted a major 

financial sector adjustment programme in 1989 supported by a financial 

sector operation from IDA, and technical assistance from the Fund. In 

1990, the programme will seek increased reliance on market mechanisms 

for allocating financial resources and implementing monetary policy. 
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With technical assistance from the Fund, reserve money management will 

be introduced and active use of available monetary policy instruments 

through the Monetary Policy Committee initiated. Cash reserve ratios 

will continue to be an important instrument of monetary policy. Strong 

efforts will be made to publicize auctions of Treasury instruments in 

order to increase the volume of sales. At the same time, the Central 

Bank will gradually move away from quantitative credit ceilings toward 

open market operations as a more efficient means of controlling monetary 

aggregates. 

20. Interest rates will be maintained positive in real terms. During 

1990, the experience with a broader set of monetary policy instruments 

will be reviewed. Further progress will be made toward the establish- 

ment of a more market -determined rate structure through raising the 

ceilings on deposit and lending rates. Additional flexibility in 

adjusting interest rates will arise from the elimination of the legal 

requirement that the loan interest rates subject to ceilings must be 

inclusive of all lending -related fees and charges. This change in 

regulations will allow effective interest rates on loans (inclusive of 

such charges) to rise above the formal ceilings; developments in this 

regard will be monitored by the Central Bank. By June 1991, formal 

interest rate ceilings will be removed. To facilitate the development 

of short-term money markets, secondary trading in treasury securities 

will be encouraged. Nonbank financial institutions (NBFIs) will be 

required to shorten the current three-month lag in submitting their 

financial returns to the Central Bank of Kenya to one month. Commercial 

banks that meet prescribed criteria will be allowed to issue bearer - 

negotiable certificates of deposit. To strengthen the banking system, a 

revised Banking Act was passed by Parliament in 1989. By June 1990, 

regulations will be issued which link capital adequacy requirements to 

assets and require banks and NBFIs to maintain prescribed capital/assets 

ratios. 

21. The financial sector programme also aims to promote capital market 

activity. To this end, in late 1989 the Capital Markets Authority (CMA) 
was established. The CMA will promote public issues and demand for 

securities as well as financial intermediation. Accordingly, by June 

1990 the CMA and the Government will propose measures to reduce disin- 

centives to holding and issuing securities, encourage greater partici- 

pation of insurance companies and other institutional investors in 

private securities markets, and enhance investor protection. When the 

CMA becomes operational, the role of the Capital Issues Committee in 

setting share prices in respect of domestic companies will be 

discontinued. 

22. Monetary policy in 1990-91 will seek to maintain the growth of 

domestic credit and liquidity consistent with reducing inflationary 
pressures, improving efficiency in the allocation of resources, 

supporting external adjustment through a slowing of the pace of import 

demand, and building up reserves. This requires a cautious credit 

policy that limits government recourse to the banking system, while 
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providing adequate credit to the private sector. In view of the 

observed wide swings of "other items net" in the monetary accounts, 

steps will be taken to minimize these swings so that "net domestic 

assets" move in tandem with domestic credit. The authorities are 

committed to observing benchmarks and performance criteria through 

end -December 1990 (Table 1 attached), which will be consistent with a 

projected expansion in broad money of 11 percent in 1990. 

23. The current consumer price index is calculated utilizing a 

commodity basket and income groups based on 1975 weights. Recognizing 

that there may have been fundamental changes in the relative price and 

income structure in the Kenya economy, and given the importance of 

price -controlled items in the basket, the Government is preparing a new 

consumer price index, which will be chained back into the 1980s, and 

which is expected to be completed by the end of 1990. 

d. External and industrial policies 

24. With the implementation of the policies under the second -year 

ESAF arrangement, an overall surplus in the balance of payments of 

SDR 46 million is projected for 1990, with a targeted reserve accumula- 

tion of SDR 50 million. The current account deficit (with two more 

leases of airplanes by Kenya Airways) is expected to contract to 

5.4 percent of GDP (including official transfers). Without the leases, 

the ratio of 4.4 percent of GDP should be close to the revised programme 

level of 4.1 percent. With continued declines expected in coffee 

prices, and the limited potential of the rest of the export sector to 

respond significantly to new price and other incentives in the short 

run, the main contribution to improved current account performance is 

expected to come from imports. In volume terms, real aggregate imports 

are expected to rise by about 3 percent in 1990. Within this total, 

nongoverriment non -oil imports are forecast to rise by some 5 percent --a 

growth that allows for some adjustment by the private sector to the 

liberalized system for imports and less stockbuilding of foreign 

goods. Government imports are expected to decline by some 2 percent in 

real terms from the high level of 1989, partly as the Government further 

slows the rate of project absorption. With continued management of the 

exchange rate to achieve external balance, given the pressure on 

domestic resources and the need to improve competitiveness, total export 

volumes are expected to grow by about 10 percent in 1990. Coffee 

earnings are expected to remain sluggish, with a further 13 percent 

decline in prices (in SDR terms) projected on the assumption that the 

International Coffee Organization is not likely to establish a new 

agreement on quotas during the year. Despite Lower prices, coffee 

volumes are estimated to rise by about 13.5 percent, in light of the 

high level of stocks held by the Coffee Board and the historical demand 

for good quality Kenyan coffee on international markets. Tea earnings 

are likely to remain buoyant. Higher earnings in local currency terms 

are expected to elicit some short -run supply response while continued 

strong demand and lower supplies of tea to international markets by 

producers such as Sri Lanka are expected to maintain firm internationaL 
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prices. Nontraditional exports such as horticulture, manufactures, and 

pyrethrum are predicted to continue to grow strongly in real terms as 

competitiveness is improved and markets expand outside the region. Net 

service earnings are expected to grow steadily. During 1990, tourism 

earnings are expected to recover from the decline in receipts from the 

United States in the last quarter of 1989, partly from more tourist 

arrivals from Europe and partly as the impact of media reports on 

U.S. arrivals eases. 

25. The capital account in 1990 is expected to weaken somewhat relative 

to 1989, but the lower current account deficit will be offset by net 

inflows of long-term capital, as it was in 1989. Official inflows from 

existing and new loan commitments are predicted to fall to about 

SDR 540 million and principal repayments are expected to be only 

somewhat less than half that level. Additional financing needs are 

expected to be met by cofinancing of the Financial Sector Adjustment 

Credit, new World Bank disbursements for the export development 

programme and the agricultural sector credit due in the last half of the 

year, and bilateral sources of balance of payments funds. Cross reserve 

accumulation would be SDR 50 million --bringing reserves to 2.5 months of 

nongovernment imports. In 1990 the debt service ratio should fall from 

30.8 percent in 1989 to 27.5 percent. With respect to all external 

nonconcessional borrowing for development projects, the Government will 

ensure that such borrowing meets rigorous and acceptable tests of 

economic and financial viability. 

26. During 1990 the authorities intend to maintain their policies aimed 

at broadening the growth base in the external sector. Diversification, 

in terms of both products and markets, has assumed critical importance 

in the Light of the recent decline in coffee prices on international 

markets and Kenya's historical dependence on coffee for more than one 

fourth of its export earnings. Both exchange rate management and 

specific trade initiatives will be used to improve the overall competi- 

tiveness of production, move toward more uniform rates of protection, 

and reduce obstacles to efficient performance. To maintain the momentum 

of trade reform to a liberalized system, the Government intends to 

remove, over 1990 and 1991, quantitative restrictions on all nonexempt 

imports still subject to control (except textiles). These goods, 

currentLy in Schedule IIIC, will be shifted to the now unrestricted 

Schedule IIIB. The items to be shifted, which account for about 46 per- 

cent of import items in Schedule IIIC (on a SITC basis) and 5 percent of 

1986/87 import values, will be liberalized in two installments in July 

1990 and July 1991 and replaced by equivalent tariffs. Controls on at 

least 55 percent of the number of import items which are currently 

controlled and nonexempt in Schedule Ilic will be removed in July 

1990. These represent a third of the 1986/87 import values of the goods 

to be liberalized. The remaining items, including five that account for 

47 percent of the value of the goods to be Liberalized, will be liberal- 

ized in 1991. A timetable for unrestricted licensing of textile imports 

in Schedule IIIC, which account for 51 percent of items in Schedule nrc 
on a SITC basis, will be formulated when the IDA study of the sector is 
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completed in July 1990. With regard to price decontrol, a substantial 

number of the commodities in the 18 categories under the General Order 

will be removed in 1990 as well as several items from the Specific 

Order. In 1991, further significant reductions will be made in the 

number of commodities under both the General and Specific Orders. 

27. The Government intends to act on a number of specific initiatives 

in 1990 to reduce Kenya's reliance on coffee and tea exports. Based on 

its discussions with IDA, the Government will decide before April 15 on 

measures to be implemented before July 1990 that would substantially 

improve access by exporters to raw materials and intermediate inputs at 

international prices. Such an initiative may include the formulation in 

1990 of a duty drawback/exemption scheme for reimbursing exporters of 

manufactured goods for duties on imported inputs which would to be fully 

. functioning in early 1991, as welL as measures to facilitate exporters' 

access to credit. Meanwhile, current export incentive schemes will be 

made more effective. As an interim measure until an IDA-supported 

programme is in place, the Government will, before July 1990, broaden 

and publish the list of items eligible under the export compensation 

scheme and publish the criteria for eligibility for the scheme. The 

lags in disbursing payments by the Customs Office and Central Bank were 

considerably shortened from an average of 20 weeks in 1985/86 to 6 weeks 

in 1988/89. To reduce further the delays in the receipt of export 

compensation, by end -April 1990 the Government will begin to implement a 

system by which commercial banks pay compensation to exporters within 

90 days, upon evidence of shipment of goods through customs. The 

Government will also formulate a programme for export processing zones; 

the requisite legislation wilL be prepared and submitted by January 

1991. 

28. During 1990, the Government is committed to adjusting the exchange 

rate to ensure external competitiveness and the achievement of a 

sustainable external position, and intends to support this level with 

appropriate monetary and fiscal policies. This rate would be consistent 

with other incentives being taken to diversify export production beyond 

coffee and tea as well as to support the import liberalization 

programme. 

e. Impact of adjustment on poverty and the environment 

29. Since the magnitude of Kenya's economic distortions and structural 

imbalances is less than in other adjusting countries, the structural 

reforms required and their potential social impact are correspondingly 

smaller. Nevertheless, the Government aims to minimize any adverse 

effects on disadvantaged groups. Specifically, there is a need to 

ensure that the recent introduction of user charges in health and 

increased cost -sharing in education does not limit access by low income 

groups to these services. In the health sector, the Government has 

exempted those who cannot afford to pay and the types of services that 

must be encouraged for social reasons. In the education sector, a 

bursary scheme has been introduced to assist poor and deserving students 
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to meet the high costs of secondary education. At the tertiary level, 
present policies exempting low-income students from the new university 
loan scheme will be maintained. A serious constraint on the Govern- 
ment's ability to design and implement targeted interventions to miti- 

gate the social costs of adjustment has been the lack of an appropriate 
data base and welfare monitoring system. The Government has recently 
requested to join the Social Dimensions of Adjustment programme being 
implemented in sub-Saharan Africa with the assistance of IDA and other 
donors. 

30. Kenya's environmental problems arise mainly from population 
pressures on limited land resources. These include: forest and 

woodland depletion, soil erosion and land degradation, and increasing 
conflicts with wildlife. Environmental problems are particularly severe 
in arid and semiarid lands (ASALs), which account for four fifths of 

Kenya's land area. Over the medium term, the Government's environmental 
priorities will focus on the forestry sector, wildlife resources, and 
ASAL areas. With the assistance of IDA and other donors, steps are 

being taken to strengthen forestry policies and institutionaL support 
for a reforestation programme. Recently, the Government has also begun 
to address the critical situation in the wildlife sector. In addition 
to strengthening antipoaching measures and banning the export of ivory, 

the Wildlife Department has been reconstituted as a separate agency to 
increase its effectiveness in policy formulation and the management and 
protection of wildlife. With the assistance of IDA, an ASAL 
EnvironmentaL Action Plan is being prepared, which will identify 
policies and investment priorities for the rehabilitation and 
environmentally sound development of these areas. 

IV. Benchmarks and Performance Criteria 

31. For the second annual arrangement under the ESAF, it is proposed 
that the quantitative benchmarks, as set forth in the attached Table 1, 

comprise quarterly limits on: (i) net domestic assets; (ii) net bank 
credit to the Central Government; (iii) new nonconcessional loans, 

leases or letters of awareness contracted or guaranteed by the public 
sector within the 1 -to 15 -year maturity range; (iv) short-term loans 
contracted or guaranteed by the Government (other than import -related 
credits); and (v) targeted minimum cumulative increases in net official 
international reserves. 

32. The performance criteria and benchmarks for monitoring structural 
policy implementation under the second annual arrangement under the ESAF 
will relate to: (i) the implementation of the import liberalization 
programme; (ii) the streamlining of export promotion measures to reduce 
the cost to exporters of imported inputs; (iii) further reductions in 

the number of price controlled items; (iv) measures to contain the rise 
in personnel expenditures at 9.0 percent in 1990/91; and (v) increases 
in existing ceilings on commercial bank deposit and lending rates. 
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33. Under the second annual ESAF arrangement, the performance criteria 

for end -June 1990, as set forth in Table 1, will include the quantita- 

tive limits described in (1), (ii), (iii), and (iv) in paragraph 31 

above, and the structural benchmarks (i) and (ii) included in paragraph 

32 above. The standard clause regarding the exchange and payments 

system shall also constitute a performance criterion under the second 

annual arrangement. The disbursement of the second loan under the 

second annual arrangement will also be subject to a midterm review with 

the Fund, to be completed by end -November 1990. The midterm review will 

assess the budget for 1990/91 and implementation of the program and will 

set targets for net domestic assets and net credit to the Government for 

the second half of fiscal year 1990/91. 
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Table 1. Kenya: Perforrrarnce Criteria and Benchusrks of tire Second Aesn1 Arrarr,sent Under the Fired $tno,t.rral jr,ntvenr Firtlity 

1989 1990 ____________ 
v Septenher j -- fler,nnlnr 7/ 

quantitative perfonrnrr.e criterla/benclaasd r,ht I1tnn) 

Net donnrqttc assets 3/ 4/ 54,428 56,513 59,610 63,460 

Net bark credit to the Coverrnarnt 4/ 5/ L2,i71 16,970 17,110 17,911 

Hinranóai iteai: 

Net bark credit to the Goserrs,ent in rrenretary survey i1,'.Bi 21,183 2I)2O 22,123 

imsat C8t 4,040 4,040 6,040 6,040 
Less: Debt assused Ira. parastatals 770 770 770 170 

(In miitice of 11.9. r6,iI.rrs) 

New raoncvnsionol external loan, or leases contracted or 
guaranteed by the Goverrarent 6/ (osrulative per calersinr 

year) 

a. 1-15 years' raiturity 167 155 135 155 

b. airt-terra credits of less than one year's rsiturity 7/ - 8/ - - 
is,nt.l.tive benclirurit (Is ndiltcns of 51st,) 

)4inlnn curulattan increase in net official international 
reserves fras erid-Decenber 1988 9/ 40.3 8/ 13.0 5.0 45.0 

Neiquantitative perfornance criteria 

Review: A eidtena review will be carplered by end -November 1990 to assess the 1991/91 b.a1t, and the l.9,lrreentatirm of tire prrrgren, 

and to set quantitative beich.arks and indicative targets for the sneesid hail of 1993/91, 

Trade arid psy'rents restrictions: The Goverrarent of Kenya will contirsar to rarmntals a liberal exchange arid trade .y.,tnn aol alit not introl,,' 
any new, or intensify existing, restrictions. 

Structural perforrasnee criteria Tart Date 

1rr,lnrenrit the trtqx,rt liberaliration ogrws, 19, rerroving controls on at least 55 percent of tire 

,xrrber of brport iteas (eackiding textile,) that are narreatly controlled arid raerricnyt (in Sc)sv6rle IIIC). July 198). 

To irnyrove access 19, ercportera to re. narterials and interissllite irrpats at International prIce,, 5,1 stree,llne aol ache err,. 

effective the eqrort ccnqrerraatlorr scI,oi; the Coverrsrent will begin to irnylorent a nyntos tej which comerrial bark, pry 

conyrennation to elrporters within 90 days upon suixaaion of evidence of shiperot of guods tIrro,, Daniels. itry 18)1. 

Structural bencinrurixa 

P.ena,ve price controls on a substantial ,urrber of lies, raider the General Order of price controls, as veil a, several 

tteas (tin the Specific Order. 6r'ptrn'Jrer 1991. 

Raise enisting ceiling on coasrrciai bark lending rates conaistent with resoeteg ceilIng, no interest rates 19r Jore 1931; 

nn.intaln positive real interest rates. flrrovir,rt 151). 

Cool ion tire growth of the Covernarent's personnel wige bill (irrelodirg leathers e9rloyerl by the Tcod,rnrm' 9ervlrnr 

Carenisnion) to 9.0 percent ira fiscal year 1990/91, ref letting a limit of 2 percent in the gruath of 

of civil service pests relative to the 1989/90 tudget aM 8 percent growth in the rur of teachers relative to 
the ,uar*rer etqnlnye on I'ebruary 1, 1990. July 1930. 

Srarrece: llee,randui attached to the letter of re3test of Kenyan a,tiairitie of P8arch 28, 1993. 

1/ Ferforrrurree criteria. 
2/ Quantitative be,chsn&,. 
/ Net &srestic assets of the barking syatne is braid scary micros net foreign sanets of the innilmiog Systems. Pm ore -I tm' atrium sim,torrot cal II In' 

m,tr, ide,, the new Consolid,ted Rsmk, which es,Ignnnree nine fatling mnbsrk fi,srorLat irsstlrm,tlo,,r,, with total asset, tentatively r-,tisnrm'l at 

K Si, I billion, croarrences operating an a cmrumarrcial bark. 
4/ This target will be ad,)rsted dcwewscri to the extent that net erirternal firwreirg of the deficit d.rtlr the July l989-Jnne 198) perIod, ecclmrding 

A -in -A financing, eaceeds K Sir 816 sUtton, or to the extent that demarstic ,esnberk financing canards K Sir 603 million. Inch 'ret external financing Iri 

defined to include sl.l cash bane received Lr the Paynester Oenrersl's Accixint mlmrin-R this period. 

,/ Net credit to the Coverrs,not iv eat credit to the Cover,nrent fros the barking nector. Thy -nilleg ereludes the operations's of tire Cer'ols sod 

Sugar Finance Corporation (CSFC), arid the anoint of public enterprise debt (K Sir 710 millIon) assoed 19, 
the Cover,nesat alter June 1989 scsI 

reclassified fr's outstamsling private sector credit. 
6/ In addition to nanconrcer'aionat borrra.ing contracted or guaranteed by the Covenreent, this ceiling also apçrlie's to the Insnroalng of all state 

corperatiomnn (insclusllng cases where their barrewiog is associated with a lettyr of earrnress Ira. the Coverrrrent), an au as lease,. The ceiling 

eacludes the lease of Kenya Airways aircraft enrectem1 in October 1993 that isis signed In 1989, creniltiessl on the fornulat inn rI a r..vtnnmrtnring pLea 

by August 90, 1990. For the pucpmes of this definition, a loan or lease is ,nsarnrreisional if it has a grant e1alvalorr of Inc's thin 25 percent. 

Grant erluivalenree shall be intrirnairvel by reference to published DAC tables and is a fmction of the interest rate, grace period, and sntrrity. 

)4atur1ty' I', defined as the en of the grace period arid the terra of peymnnt. For prrp)sea of converting new nenconcen,i.ns,l extnrnnI lone into 11.6. 

dollars, the U.S. dollar rerrehinge rates cabled to the Central Bark of Kenya fras the Federal Reserve ltu* of Hem. Tomk for January 2, 198), viii he 

used. 
7/ Other than nornal irrport-related credits, tin, limit also erelurdrn, rnan-eraranteed barrealeg by the Coffee Roirl nf Kenya a,norr'i.itn,I alt), nI,rrt- 

tern trade financing. 
8/ tual autvtaraiieg amount at eiH)erermb'r 1983. 

9/ Net official international reserves are defined as the Central lark of Kenya. vet forelgnr reverce assets (SO),, yrld, reel foreln enrh,ryy' 

loildings) sirius its slerrt-terr, deposit liabllttlen to forei9nrrq; plus tire Central C.00eroserrt, ret foreign revere, ennr,rtq (.mlyilng Fun' metrIc') 

to Find transactions); plus Kenya's reserve position in the Fund; miners Kenya's mart use of Fml crn,ilt. 
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KENYA - Relations with the Fund 

(As of February 25, 1990) 

I. Membership Status 

(a) Date of membership February 3, 1964 

(b) Status ArticLe XIV 

A. Financial Relations 

II. General Department 

(a) General Resources Account: 

(i) Quota SDR 142.0 million 

(ii) Total Fund holdings of 

Kenya's currency SDR 326.40 million 

(229.85 percent of 

quota) 

(iii) Fund holdings of Kenya's 

currency subject to 

repurchase SDR 196.60 million 
(138.45 percent of 

quota) 

Of which: credit 
tranche SDR 71.39 million 

(50.28 percent 

of quota) 

EAR SDR 66.26 million 
(46.66 percent of 

quota) 

CFF - cereal SDR 18.95 million 

(13.34 percent of quota) 

CFF - export SDR 40.00 milLion 

(28.17 percent of quota) 

(iv) Reserve tranche SDR 12.22 million 

(8.60 percent of quota) 
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Kenya - Relations with the Fund (continued) 

(b) Special Disbursement Account: 

(i) Structural adjustment 
SDR 28.40 million loan 

(20 percent of quota) 
(c) Enhanced structural 

SDR 42.60 million adjustment loan 

(30 percent of quota) 

III. Current or Previous Stand -By Arrangements 
and Special Facilities 

(a) Previous arrangements: 

One extended arrangement approved in July 1975, and 
seven stand-by arrangements approved, respectively, in 

November 1978, August 1979, October 1980, January 1982, March 
1983, February 1985, and February 1988. Amounts range from 
SDR 17.25 million to SDR 241.50 million. Cumulative 
purchases made under these arrangements amounted to 

SDR 521.0 million. 

(b) Special facilities: 

(i) Under the compensatory financing facility for export 
shortfalls and cereal imports, Kenya made purchases 
of SDR 60.4 million (58 percent of then quota) in 

June 1982, SDR 37.9 million (27 percent of quota) in 

December 1985, and SDR 40.0 million (28 percent of 

quota) in October 1988. 

(ii) The first annual arrangement under the structural 
adjustment facility became effective on February 1, 

1988. The first Loan of SDR 28.4 million was 
disbursed on February 4, 1988. The arrangement was 
replaced by an ESAF on May 15, 1989. 

(iii) A 36 -month enhanced structural adjustment facility 
arrangement totaling SDR 241.4 million became effective 
on May 15, 1989. Under the first annual arrangement 
Loans of SDR 40.23 million each were disbursed on 
May 31, 1989 and November 30, 1989, respectiveLy. 

1/ Utilization of outstanding ESAF arrangement loan comprises 
SDR 42.60 million from the Special Disbursement Account (SDA) and 
SDR 37.87 million from the ESAF Trust. 

C 
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Kenya - Relations with the Fund (continued) 

IV. SDR Department 

(a) Net cumulative allocation - SDR 36.99 million 

(b) Holdings: amount to SDR 2.30 million or 

6.22 percent of net cumulative allocation 

V. Administered Accounts 

(a) Trust Fund Loans: 

(i) Disbursed - SDR 46.91 million 

(ii) Outstanding - SDR 1.00 million 

(b) SFF Subsidy Account: 

(i) Payments by Fund - SDR 13.84 million 

(c) ESAF loans: Trust Account 

(1) Disbursed - SDR 37.87 miLlion 

(ii) Outstanding - SDR 37.87 million 

VI. Financial Obligations to the Fund 

Overdue 
Financial Principal and Interest Due 

Obligations Mar. -Dec. 

(2/28/90) 1990 1991 1992 1993 1994 

. Principal -- 68.0 29.3 58.8 44.4 9.7 

Repurchases -- 67.2 29.1 58.8 41.5 

Trust Fund 
Repayments -- 0.8 0.2 -- -- -- 

ESAF Trust repay- 
ments -- -- -- -- -- 1.9 

SAF repayments -- -- -- -- 2.8 7.8 

Charges and interest 

including SDR and 
TF (provisional) -- 14.3 16.3 11.8 6.2 3.7 

Total -- 82.3 45.7 70.5 50.6 13.4 

B. Nonfinancial Relations 

VII. Exchange System 

Pegged to composite. At end -February 1990 the exchange rate was 

K Sh 22.1280 = US$1 
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Kenya - Relations with the Fund (concluded) 

VIII. Last Article IV Consultation 

The 1989 Article IV consultation (EBS/89/84, 4/27/89, and 

SM/89/83, 5/9/89) was concluded by the Executive Board on May 15, 

1989. The following decision was adopted: 

1. The Fund takes this decision relating to Kenya's exchange 

measures subject to Article VIII, Section 2(a), in the light of the 1989 

Article IV consultation with Kenya conducted under Decision No. 5392- 

(77/63), adopted April 29, 1977, as amended (Surveillance over Exchange 

Rate Policies). 

2. Kenya maintains restrictions on payments and transfers for cur- 
rent international transactions subject to Fund approval under 

Article VIII, Section 2(a), in the form of limits for remittances of 

rental income of nonresidents and of a foreign exchange budget on the 

basis of which licenses for nonliberalized import items are issued. In 

the circumstances of Kenya, the Fund grants approval for their retention 

until June 30, 1990, or the conclusion of the next Article IV 

consultation with Kenya, whichever is earlier. 

Kenya is on the standard 12 -month cycle for Article IV 

consultations. 

IX. Technical Assistance 

CBD: Technical assistance missions on Kenya's financial system 

(March and May -June 1984), on bank supervision procedures (June 

1988), and on the operational aspects of monetary policy 
implementation (November 1988). Advisor on Open Market 

Operations, from CBD panel of experts, began assisting the 
Central Bank of Kenya in November 1989. Technical assistance 

mission on reserve money management (March 1990). 

FAD: Technical assistance in fiscal field (1981). Technical 

assistance mission on public enterprises (January -February 

1990). 

BUR: Technical assistance mission on money and banking 

statistics (November 1987). 
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Relations with the World Bank Croup 

The World Bank has a large ongoing program in Kenya. As of 

September 30, 1989, it had committed US$2.2 billion, of which 
US$1.7 billion had been fully disbursed (Table 1). Investments by IFC 

totaled US$146 million, of which US$128 million had been fully 

disbursed. 

1. Agriculture 

The Bank's assistance to agriculture is centered around a policy 
reform program supported by a quick -disbursing sector adjustment credit 
which was approved in June 1986. Among the components of this program 
are (i) measures to increase the availability and distribution of agri- 
cultural inputs (especially fertilizer); (ii) movement toward price 
flexibility and deregulation; (iii) rationalization of government 
expenditure in the sector; (iv) the divesting of some agricultural 
parastatals and the restructuring of others in the context of better 
defined policies on parastatals; and (v) improvements in agriculture 
credit programs. 

These policy measures are complemented by ongoing investment 
projects in coffee rehabilitation, forestry, agriculture research, 
rehabilitation of animal health services and the provision of country- 
wide extension services. 

For the future, Bank assistance to the sector will continue to 

emphasize adjustment lending with a view to broadening and consolidating 
a policy framework that is conducive to a more vigorous contribution to 

growth by agriculture. Investment lending will continue to complement 
the policy reforms with greater attention being given to implementing . the results from pilot projects in the areas of agriculture credit, 
livestock development, Land and environmental management and arid and 
semiarid agricultural techniques. The Bank is currently developing and 
testing new methodologies or approaches in these areas in order to 
ensure replicability before embarking on large-scale national 
investments. 

2. Energy 

The Bank's efforts in this sector are concentrating on lessening 
Kenya's dependence on imported oil through hydroelectric development, 
geothermal development, and petroleum exploration promotion. While 
future Lending will be consistent with the least cost recommendations of 
the recently completed power study, greater attention will be focused on 
alleviating policy constraints (e.g., pricing and distribution) to 

attain a more efficient and integrated energy sector. 
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Table 1. The Status of Rank Group Operations in Kenya 

A. Statement of Bank Loans and 10k Credits as of September 30, 1989 

Amount (less cancellations) 

(In millions of U.S. dollars) 

Loan or 
Credit No. Year Borrower Purpose Rank IDA Undis- 

t r s e d 

Forty one (41) loans 
and thirty-eight 
(38) credits fully 
disbursed 826.82 461.95 -- 

1107 1981 Kenya Fifth Education -- 40.00 15.61 

2098 1982 Kenya Forestry III 11.50 -- 4.79 

1237 1982 Kenya Cotton Processing and Marketing -- 22.00 3.19 

1238 1982 Kenya Integrated Rural Health and Family 
Planning -- 23.00 8.16 

1387 1983 Kenya National Extension -- 15.00 6.91 

2319 1983 Kenya Secondary Towns 0.02 -- -- 

1390 1983 Kenya Secondary Towns -- 22.00 13.21 

2359 1984 Kenya Kiainbere Hydroelectrtc 80.00 -- 3.38 

2409 1984 Kenya Second Highway Sector 5.00 -- 3.57 

F017 1984 Kenya Second Highway Sector -- 40.00 38.88 

1486 1984 Kenya Geothermal Exploration -- 24.50 0.72 

1566 1985 Kenya Water Engineering -- 6.00 1.98 

2574 1985 Kenya Third Telecommunications 17.60 -- 4.28 

1673 1986 Kenya Sixth Education -- 37.50 40.20 

1675 1986 Kenya Petroleum Exploration Technical 
Assistance -- 6.00 4.53 

1718 1986 Kenya Agricultural Sector Management -- 11.50 1.19 

1738 1987 Kenya KIE 2nd Small Scale industry -- 6.00 6.35 

1758 1987 Kenya Animal Health Services -- 15.00 13.48 

1820 1987 Kenya Second Railway -- 28.00 19.61 

1849 1988 Kenya Agriculture Research -- 19.60 19.66 

A0360 1988 Kenya Industrial Sector Operation 10.00 -- 

1904 1988 Kenya Population LII -- 12.20 11.48 

1927-0 1988 Kenya Industrial Sector Operation -- 132.00 46.06 

1927-1 1989 Kenya Industrial Sctor Operation -- 53.70 -- 

1973 1989 Kenya Geothermal Development -- 40.70 40.31 

1974 1989 Kenya Rural Services -- 20.80 19.71 

2049 1989 Kenya Financial Sector Operation -- 120.00 84.63 

2058 1989 Kenya TA -- 5.00 4.68 

2060 1989 Kenya Third Nairobi Water Supply Project -- 64.80 62.64 

2062 1989 Kenya Coffee 11 -- 46.80 46.56 

Total 940.94 1260.05 531.77 

Of which: repaid 310.49 15.95 -- 

Total held by Rank and IDA 630.45 1244.10 -- 

Amount sold 11.74 -- -- 

Of which: repaid 11.74 -- -- 

Total undisbursed 531.77 
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Kenya - Relations with the World Bank (continued) 

Table 1. The Status of Bank Group Operatlonq in Kenya (concluded) 

B. Statement of IFC investments tn Kenya as of September 30, 1989 

Fiscal 
Year Obligor Type of Business 

Amount En lilitutis 

of U.S. Doll rq 

Loan EquIty Total 

1967) 
1968) Kenya hotel Properties Hotels 5.2 o.7 5.9 

1973) 

1970) 

S1974) 

1977) 
1979) Pan African Paper Mills Pulp and Paper 40.7 6.3 47.0 

1981) 
1988) 
1989) 

1972 Tourism Promotion Services Hotels 2.4 -- 1/ 2.4 

1976 Rift Valley Textiles Limited Textiles 6.3 2.8 9.1 

1977 Kenya Commercial Bank Limited Capital Market 2.0 -- 2.0 

1980) 

) Development Finance Company of Kenya Limited Development Finance 5.1 1.3 6.4 

1984) 

1981 Kenya Commercial Finance Money and Capital Market 5.0 -- 5.0 

1982 Bamburt Portland Cement Company Limited Cement and Construction 
Material 4.4 -- 4.4 

1982 Diamond Trust of Kenya Limited Money and Capital Market -- 0.8 0.8 

1982) 
industrial Promotion Services (Kenya) Limited Money and Capital Market -- 2.0 2.0 

1987) 

1983 Tetra Pak Converters Limited Pulp and Paper Products 2.2 0.4 2.6 

1984 Leather Industries of Kenya Limited Tanning 2.1 0.6 2.7 

1985 Madhu Paper International Limited Pulp and Paper Products 17.1 2.0 39.1 

1986 Equatorial Beach Properties Tourism 5.6 -- 5.6 

1986 Oil Crop Development Limited 9.7 1.4 11.1 

Total Gross Commitments 127.8 18.3 146.1 

Less cancellations, terminations, 
repayments and sales 90.7 9.0 99.7 

Total Commitments now held by IFC 37.1 9.3 46.4 

Total Undisbursed 16.5 1.2 17.7 

1/ US$44,937. 
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Kenya - Relations with the World Bank Group (continued) 

3. Industry/finance 

Until recently, Kenya's industry has obtained WorLd Bank lending 

through development finance intermediaries. In support of an industrial 

reform program in June 1988 an industrial sector adjustment credit for 

US$112 million was approved. In order to stimulate investment, promote 

export production, and make industries more efficient, the reform pro- 

gram covers areas such as trade liberalization, tariffs, price controls, 

export promotion, corporate taxation, financial sector policies, and 

industrial public enterprises. A complementary financial sector 

adjustment operation is currently being implemented. It addresses inter 

alia interest rate reforms, rationalization of the banking regulatory 

framework, restructuring of depository institutions, and the development 

of capital and money markets. 

4. Infrastructure 

Highway projects and the promotion of railways have accounted for 

most of the lending to date. A major water supply project for Nairobi 

was approved by the Board in 1989. In addition, the Bank is preparing 

an urban development project whose main feature will be to enhance the 

financing and management capacity of municipal authorities. 

5. Population 

The third IDA-financed project to help the Government promote 

fertility control was approved in 1988 and is now being implemented. To 

help meet the growing demand for contraceptives and maintain the 

momentum of recent progress, IDA is preparing a fourth Population 

Project. 

6. Education and health 

The Bank's attention is currently directed at developing viable 

financing and management capacity in both sectors. Lending operations 

designed to promote more efficient utilization of resources and to 

implement appropriate mechanisms to increase cost sharing are being 

prepared. 

7. Adjustment lending 

The World Bank negotiated and fully disbursed two structural 

adjustment loans (SAL) to Kenya. The first, negotiated in March 1980, 

was for US$70 million and was fuLLy disbursed by September 1980. The 

second, negotiated in July 1982 for SDR 130 million, was disbursed in 

two tranches: in September 1982 and January 1984. The SAL programs 

were implemented under adverse external circumstances which negatively 

affected Kenya's performance. The protracted balance of payments crises 

of 1981 and 1982, as well as the coup attempt in August 1982, forced 
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Kenya - Relations with the World Bank Group (concluded) 

adjustments in the Government's policies and led to delays and reversals 

in policy initiatives included in the SAL programs. The speed of imple- 

mentation was also affected by a shortage of technical personnel and the 

preoccupation of the authorities with short-term stabilization 

efforts. 

It has been agreed between the Bank and the Government that, for 

the near future, Bank financial support for the Government's structural 

adjustment efforts will take the form of sector adjustment credits 

rather than the comprehensive SAL. Sector adjustment credits in agri- 

culture and industry have been completed and fully disbursed. Further 

sector adjustment operations are planned in agriculture, export 

development, education, and health. 

[IJ 
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Kenya --Statistical Issues 

1. Outstanding Issues 

None. 

2. Coverage, Currentness, and Reporting of Data in IFS 

The table below shows the currentness and coverage of data 

published in the country page for Kenya in the March 1990 issue of 

IFS. The data are based on reports sent to the Fund's Bureau of 

Statistics by the Central Bureau of Statistics, which during the past 

year have been provided on a timely basis. 

Status of IFS Data 

Real Sector - National Accounts 
- Prices 
- Production 
- Employment 
- Earnings 

Government Finance - Deficit/Surplus 
- Financing 
- Debt 

Monetary Accounts - Monetary Authorities 
- Deposit Money Banks 
- Other Financial 

Institutions 

Interest Rates - Discount Rate 
- Bank Lending! 

Deposit Rate 
- Bond Yield 

External Sector - Merchandise Trade: 
Values 
Prices 

- Balance of Payments 
- International Reserves 
- Exchange Rates 

Latest Data in 

March 1990 IFS 

1988 
October 1989 
1988 
n.a. 
n.a. 

October 1989 

October 1989 
n.a. 

October 1989 
October 1989 

August 1989 

September 1989 

September 1989 
n.a. 

1988 
1988 
1988 
January 1990 
December 1989 
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KENfA - Basic Data 

Area, population, and GOP per capita 

Area 582,600 square kilcxters 

Population: Total (1989) 23.6 nillion (est.) 

Grith rate 3.8 percent (est.) 

COP per capita (1989) S 280 (est.) 

COP (at 1982 imtket prices) 

Total (in billions of 
Kenya shillings) 

Agriculture (percent 

of total) 

Manufacturing (percent 

of total) 

Governnent (percent of 

total) 

Annual real rate of 

grcwth (percent) 

InvestnEnt as percent 

of GOP (at current earket 

prices) 

Prices (percent change) 

APPE1DD( V 

1984 1985 1986 1987 1988 1989 

Est. 

72.5 75.5 80.8 85.5 90.6 95.1 

26 26 26 26 26 26 

11 11 11. 11 11 11 

13 13 13 13 13 13 

2.1 4.1 7.0 5.8 6.1 5.0 

20 25 19 20 19 18 

GDPdeflator 9 8 12 8 8 9 

Cost of living index 

(annualaverage) 10 13 5 6 9 10 

Cost of living index 

(end of period) 11 11 4 7 10 IL) 

1984/85 1985/86 1986/87 1987/88 1988/89 1989/90 

Prel. Prel. 

actuals est. 

Central gorrwit fire 1/ (In billions of Kenya shillings) 

Total revenue 20.5 24.3 28.0 32.7 37.4 42.9 

Foreign grants 1.5 1.1 1.6 3.2 3.7 4.2 

Total eqenditure and net 

lending 27.6 31.9 39.8 39.8 48.6 56.1 

Recurrent 20.8 24.4 29.5 30.6 37.1 42.9 

Developnt and net lending 6.8 7.5 10.2 9.2 11.5 13.2 

Adjustnnt to cash basis 0.8 0.7 0.7 0.5 1.7 - 
Overall cash deficit (-) -4.7 -5.8 -8.2 -5.9 -7.6 -7.8 

1/ Fiscal year, July 1 -June 30. 
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KENTh - Basic Data (continued) 

Central governnnt finance 1984/85 1985/86 1986/87 1987/88 1988/89 1089/90 

(continued) Prel. Prel. 

actuals est. 

(In billions of (enya shillings) 

Foreign financing (net) 1.1 -1.0 0.5 1.4 4.0 6.3 

Dostic financing (net) 3.6 6.8 8.9 4.5 3.6 1.5 

Of which: frau banking 

systøn and CSR (0.8) (1.9) (5.9) (-0.1) (2.0) (0.9) 

1984 1985 1986 1987 1988 1989 

ney and credit (Percent change) 

DcmEstic credit 11 13 29 21 7 10 

CovernilEnt 11 10 54 30 -7 -6 

Other 11 14 18 15 17 18 

Monr and quasi-nney 13 II) 28 12 8 1.8 

1984 1985 1986 1987 1988 1989 

Est. 

Balance of paynnts (In millions of StiRs) 

Exports, f.o.b. 1,009 928 998 702 757 800 

Imports, c.i.f. -1,514 -1,447 -1,435 -1,457 -1,559 1,703 

Trade balance -505 -520 -438 -755 -802 -903 

Services and private 

transfers (net) 283 322 282 258 269 336 

Official transfers (net) 114 108 127 110 191 178 

Current account balance -108 -89 -29 -387 -342 -389 

Capital account (net) 152 -2 106 311 297 442 

Official 104 -55 73 192 249 429 

Private 48 54 32 118 47 12 

Of which: long-term (9) (22) (36) (-8) (-15) (5) 

Overall surplus or deficit (-) 44 -91 76 -76 -45 52 

Current account deficit 

as percent of GOP 

Including grants 1.8 1.5 0.5 6.3 5.3 5.9 

Eluiing grants 3.7 3.3 2.5 8.1 8.3 8.6 

Cross official foreign 

reserves (end of period) 416 381 362 202 222 255 

In weeks of Imports 14 14 13 8 8 9 

i 
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KEN'(A - Basic Data (concluded) 

APPEOD( V 

1984 1985 1986 1987 1983 1989 

Est. 

External public debt (In millions of SDRs) 

Disixirsed and outstanding 

(end of period) 2,963 3,070 3,331 3,439 3,753 3,870 

Debt service as percent 

of exports of goods 

and nonfactor services 

Excluding the Fund 21 22 22 26 24 23 

Including the Fund 27 29 29 34 29 31 

Social and dgraphlc indicators 

Population density per square 

kilonter 37.5 

Life expectancy at birth (years) 53.7 

Crude birth rate (per thcxisand) 52.0 

Crude death rate (per thousand) 12.0 

tnf ant nrta1ity rate 
(per thousand) 74.0 

Population per physician 

(thousand) 10.1 

Population per hospital bed 65.0 

Adult literacy rate (percent) 45.0 

Priiary school enrollnent rate 

(percent) 94.0 
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Kenya --Indicators of Competitiveness 

In this note an attempt is made to develop some indicators that 

address the issue of whether, with the changes in the exchange rate 
since 1985, the relative price incentives for export production, the 

consumption of home goods, and import substitution have been strength- 
ened. While the underlying data have deficiencies, the results indicate 
that this may not have been the case, particularly recently. Export 
prices have deteriorated relative to various indices of domestic and 
imported input costs since 1985. The detailed indicators show that the 

profitability of agricultural exports has declined significantly, and 
that real incomes of agricultural exporters have fallen. On the con- 
sumption side, the detailed indicators show that domestic prices have 
risen faster than import prices for most categories of import -competing 
final goods, suggesting that incentives have developed for consumers to 

turn to cheaper foreign goods. Incentives for import substitution have 
also worsened, particularly where labor is an important input into pro- 
duction. All three effects --lower profitability in export production, 
higher prices of import -competing home goods relative to comparable 
import prices, and lower prices of domestic finished goods relative to 

imported input and domestic labor costs --will have worsened the trade 
account and may indicate a lack of competitiveness of Kenyan goods at 

the current exchange rate. 

Several broad measures were calculated of performance since 1985 of 

traded goods prices relative to domestic costs, or alternatively, to 

home goods prices. The aim was to establish whether price incentives 
have existed for production of exports and import substitutes, and to 

identify the changes in the incentives for consumption of home goods 
relative to traded goods. To examine the direction in which the 
relative price incentives for export production have moved, calculations 
were made for the ratios of various export price indices to four 
alternative indices of home goods prices and production costs. In 

particular, two indices of home or local goods prices were derived from 
the available data on the GDP deflator and the consumer price index 
(low-income) and two indicators of production costs were based on data 
on hourly earnings in manufacturing and on a weighted index of imported 
input prices. The estimates of home goods price indices were derived 
from the GDP deflator and the CPI on the basis of the following two 

equations: 

(1) P xP + (l -x) 
y x 

p + xP 
= x 

1 -x 
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Where P an index of the GDP deflator 

x share of exports in constant price GDP 

a local currency price index for exports 

a price index for home goods 

(2) P = mP + (1-rn) P 
c m 

P - mP 
P c m 

I 1-rn 

where 
c 

an index for Low-income consumer prices 

m share of imports in constant price GDP 

a local currency price index for imports 

(total and non -oil were estimated separately) 

P1 = a price index for local goods 

All indices were based on 1985 = 100 and local currency values. 

Kenya's terms of trade have deteriorated by some 27 percent since 

1985, and this effect has strongly affected the aggregate measures of 

relative export price indices developed in this note. An assessment was 

also made of other factors that have affected the relative profitability 

of the traded goods sector, and related production and consumption 

incentive. These included (1) indices of producer prices of export 

commodities relative to the CPI, as a gauge of the real incentives for 

export production relative to production for domestic markets and of 

real incomes in the agricultural export sector; (2) an index of finished 

goods prices in the CPI reLative to the costs of imported inputs, to 

obtain a rough measure of the effects of rising prices of imported 

inputs on the profitability of the production of final goods (this is 

the sector the authorities have targeted for expansion); (3) an index of 

finished goods prices in the CPI relative to the cost of labor, to 

measure the possible effects of rising labor costs on the profitability 

of final goods production; and (4) indices of the prices of imports, by 

category, relative to the matching import competing category in the CPI, 

to obtain a rough measure of the reLative price incentives for the 

consumption of imported rather than domestic goods. Ideally, indices 

(2) and (3) should have been combined in an index measuring domestic 

final goods prices relative to input costs, but detailed input shares by 

sector were not available. It should also be noted that the index of 

hourly earnings in manufacturing was used as an indicator of domestic 

labor costs, and may not have accurately reflected labor costs in all 

sectors. 

All indicators of price incentives in the export sector relative to 

different measures of domestic costs show a steady deterioration since 
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1985 (Table 1). The ratios of export prices to hourly earnings in manu- 

facturing or imported input costs show a worsening of 14-34 percent. 

The disaggregated data on producer prices relative to the CPI show that 

the real incomes of farmers producing tea has worsened the most, 

reflecting both the increase in the CPI as well as a 33 percent decline 

in international tea prices over 1985-88 transLated into a similar fall 

in prices paid to producers. The profitability of coffee, sisal and 

rice has deteriorated by 12-18 percent. Real incomes in the agricul- 

tural export sector have fallen. Even before the sharp price decline of 

1989, since 1985 the ratio of coffee producer prices to the CPI had 

still deteriorated by 7 percent. The aggregate ratios of export prices 

to prices of nontraded goods show that returns to exports have also 

fallen relative to returns in the nontraded sector. 

As regards the incentives for consumption of imported goods, home 

prices have risen relative to import prices in several branches of 

activity (Table 2). The ratios of import prices to the CPI show that 

for all but three categories --beverages and tobacco, manufactured goods 

and machinery and transport --domestic prices have risen relative to 

import prices. Even food is cheaper to import. These results suggest 

that in the product categories where domestic and foreign goods are 

close substitutes (food, crude materials, oils and fats, chemicals, 

miscellaneous manufactures), at the current exchange rate consumers have 

an incentive to import rather than buy home goods. 

The profitability of import substitution has also worsened 

(Table 3). Looking at the ratios of finished goods prices (in the CPI) 

to imported input costs and labor costs, both have deteriorated sharply 

since 1987, after an initial improvement. The deterioration in profit- 

ability is greatest in the case of labor costs. Disaggregated data on 

prices of food and finished goods in the CPI relative to labor costs 

show that returns on the production of food, beverages and tobacco, and 

clothing and furniture have all worsened. If the finished goods cate- 

gories are Largely domestically produced, then a deterioration in the 

ratio is indeed an indication of declining profitability. If the 

finished goods are largely imported items, then the deteriorating ratios 

indicate that rising costs are making it more difficult to produce at 

world prices. 
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Table 1. Kenya: Competitiveness Indicators --Export Production 

(Indices, 1985 = 100) 

1985 1986 1987 1988 1989 

Export production 
Px / 

1.00 1.03 0.77 0.7 0.66 

Px / P mr 1.00 1.12 0.93 0.92 0.86 

Px/ Ph 1.00 0.97 0.74 0.79 0.78 

Px / 
P1 1.00 1.02 0.79 0.84 0.82 

Producer prices/CPI 
Coffee 100.00 121.51 83.93 93.04 82.90 

Tea 100.00 96.61 67.61 50.09 57.05 

Sisal 100.00 101.05 90.77 87.23 88.32 

Pyrethrum 100.00 101.16 95.78 89.94 101.di 

Seed cotton 100.00 94.15 91.40 101.05 93.19 

Maize 100.00 101.84 101.77 99.16 90.28 

Sugarcane 100.00 105.75 101.15 109.72 102.44 

Rice 100.00 97.85 99.04 93.47 85.23 

Wheat 100.00 103.94 99.11 97.43 95.79 

Note: See text for definitions of Px, Ph, 

hourly earnings in manufacturing. Pmr is a 

P1. L is an index 

weighted average index 
of 

of 

prices of imported inputs (oil, crude materials, chemicals and machinery 

and transport). 
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Table 2. Kenya: Competitiveness Indicators --Consumption 

(Indices, 1985 = 100) 

1985 1986 1987 1988 1989 

Import prices/CPI 1/ 

Food and animals 100.00 113.20 84.25 90.32 98.22 

Beverages and tobacco 100.00 106.01 115.63 108.45 113.55 

Inedible crude materials 100.00 69.49 66.15 73.79 68.79 

Non -mineral oils and fats 100.00 60.93 49.10 69.00 64.33 

Chemicals 100.00 71.78 63.80 74.87 69.80 

Manufactured goods 100.00 91.02 93.97 103.98 111.71 

Machinery and transport 100.00 126.52 118.69 134.63 125.72 

Miscellaneous manufactures 100.00 79.28 82.94 103.88 96.85 

1/ Index of individual import prices relative to index of individual 

CPI category. 

S 
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Table 3. Kenya: Competitiveness Indicators --Import Substitution 

(Indices, 1985 = 100) 

1985 1986 1987 1988 1989 

Finished goods prices/ 
Pmr 1/ 1.00 1.12 1.23 1.10 1.06 

Finished goods prices/L 1/ 1.00 1.03 1.02 0.84 0.82 

CPI food/L 1.00 0.99 0.96 0.83 0.78 

CPI beverages and tobacco/L 1.00 1.05 1.06 0.91 0.89 

CPI clothing and furniture/L 1.00 1.00 1.00 0.82 0.78 

CPI miscellaneous/L 2/ 1.00 1.19 1.16 0.91 1.00 

Note: Pmr is a weighted average index of prices of imported inputs 

(oil, crude materials, chemicals and transport); L is an 

index of hourly earnings in manufacturing. 

1/ The numerator is a weighted average index of finished goods prices 

in the CPI. 

2/ Miscellaneous goods excLude rent, fuel, health, transport, and 

recreation and education, as well as the items listed above. 
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.}(l KENYA - ENHANCED STRUCTURAL ADJUSTMENT FACILITY - REVIEW UNDER 

FIRST ANNUAL ARRANGEMENT 

The Executive Directors considered a staff paper on the midterm 

review under the enhanced structural adjustment arrangement for Kenya 

approved on May 15, 1989 (EBS/89/196, 10/16/89). 

The staff representative from the African Department said that he 

wished to note several developments since the circulation of the staff 

paper. First, according to data that had been received recently, the 

authorities had met the September 1989 performance criteria relating to 

total domestic credit, net bank credit to the Government, and external 

borrowing with comfortable margins. Second, in the middle of October, the 

authorities had implemented, as agreed and on schedule, the interest rate 

adjustments mentioned in the paper. Also, in view of the weakening of the 

external position, the authorities had allowed the real effective exchange 

rate to depreciate further in September by just over 2 percent according 

to preliminary data, making the real effective depreciation between the 

end of December 1988 and the end of September 1989 about 6.8 percent. 

Third, the inflation rate at the end of September had remained at 

the 8.9 percent level --on a month -on -month basis --recorded at the end of 

August, down from 10.4 percent at the end of July, the staff representa- 

tive from the African Department noted. Fourth, in recent months the 

Government had undertaken some of the structural measures that had been 

mentioned on previous occasions, particularly the introduction of user 

charges in the medical sector and the introduction of legislation in the 

Parliament for the establishment of a Capital Markets Authority. 

Mr. El Kogali made the following statement: 

On behalf of the Kenyan authorities I wish to express their 

gratitude to management and staff for the balanced assessment 

and appraisal of the recent performance of the Kenyan economy. 

As Directors will have noted from the staff paper, the author- 

ities have met all the quantitative and structural benchmarks 

under the 1989 enhanced structural adjustment program, reaffirm- 

ing once again Kenya's strong commitment to pursue its adjust- 

ment program and its outstanding performance as one of the 

success stories in the region. 

The GDP growth rate is estimated at 4.9 percent, while the 

expected rate of inflation of 9 percent represents good progress 

compared with the 10.4 percent rate of the previous year. In 

the balance of payments, the collapse of the International 

Coffee Agreement led to a 24 percent decline in the export price 

of coffee, causing a shortfall of SDR 30 million. For the rest 

of fiscal year 1989/90, the authorities believe that, tighter 

fiscal and monetary policy, and some recovery in coffee prices, 

should facilitate the attainment of the original program objec- 

tives for 1990. 
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The vulnerability of the medium -term balance of payments 
position remains a major challenge to Kenya's structural adjust- 
ment effort. The overall strategy of strengthening the balance 
of payments has given considerable weight to exchange rate 
policy. Under the 1989 program, the authorities have fully 
complied with the recommended flexible exchange rate policy and, 
indeed, as illustrated in the chart on page 10 of the staff 
report, considerable real effective depreciation has taken 
place. Yet very little has been achieved in export diversifica- 

tion. The programmed improvement in the current account deficit 
from 5.5 percent of GDP in 1989 to 4.1 percent in 1990 is due 

largely to the projected 20 percent coffee price recovery from 
the third quarter of 1989 to the end of 1990. Indeed, Executive 
Directors will recall that the exchange rate policy took center 
stage in the Board's review of Kenya's stand-by arrangement in 

October last year. It was acknowledged then that the limited 

effect of prolonged exchange rate adjustment in bringing about a 
diversification of exports called for a better understanding of 
the appropriate sequencing of policy instruments and exchange 
rate and structural reforms. It is in light of this background 
that the staff recommendation to accelerate the pace of depre- 
ciation should be carefully considered. 

Against a backdrop of such little progress in export 
diversification, the structural program provides for maximum 
promotion of nontraditional exports from the supply side. As 

is confirmed in the staff paper, all structural performance 

criteria in this sector were met ahead of schedule. The author- 

ities, with the assistance of the World Bank, are according 
higher priority to restructuring industries in order to enhance 
nontraditional export competitiveness and promote more invest- 

ment in that sector. In this connection, a high-level Cabinet 
Committee on Investment, headed by the Vice President, has been 
established to expedite investment promotion and approval. The 

authorities are also working on a comprehensive medium -term 
export promotion program. 

Fiscal policy has been implemented as envisaged in the 
1989/90 budget, under which the cash deficit, including grants, 

was programmed to rise moderately, from 3.9 percent in 1988 to 

4.2 percent in order to permit utilization of available conces- 
sional external financing while maintaining domestic financing. 

It is important to note in this connection that Kenya's budget 

deficit is well below the developing countries' average of 

4.5 percent of GDP in 1989. The program entails tight control 

on expenditure levels and a substantial increase in government 
revenue. In fact, the authorities face increasing pressure to 

maintain expenditures within these limits. In the 1989/90 
budget, for example, capital expenditures have been limited to 

a very small number of projects and real increases were allowed 

only in recurrent expenditure for operations and maintenance. 
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These expenditures are geared to redressing the imbalance 
between nonwage expenditure and the wage bill. As is explained 
in the staff paper, effective guidelines have been put in place 

to restrain the growth in the wage bill in 1989/90 to 7.5 per- 
cent, compared with 16 percent in the previous year. The 

1989/90 budget includes a number of far-reaching and broad - 
based measures to increase revenues by 0.9 percent of GDP 
compared with the previous year. The burden of these measures 
will affect practically the entire population, as they take the 

form of indirect taxation. They include mainly sales taxes and 

the value-added tax to be introduced at the beginning of 1990, 
import taxes, and user charges on such essential services as 
education, health, and other public services. 

In the field of public enterprise reform, the authorities 
have completed the financial restructuring of the National 
Cereals and Produce Board, and the reorganization of other large 
enterprises is under way and is to be completed soon. At the 

same time, an action plan has been prepared for the rehabilita- 
tion of the portfolio of enterprises under the Industrial 
Development Bank and the Industrial and Commercial Development 
Corporation. Regarding the overall public enterprise sector, 
the Government is formulating a comprehensive policy, with 
technical assistance from the UNDP. 

For the rest of the year, the Government has tightened 
monetary policy more than envisaged under the program in order 
to curb inflation more effectively, and, in the meantime, 
interest rate policy is being assigned a greater role in 

financial intermediation. Under the program, interest rate 
policy has been increasingly applied to mobilize financial 
savings and channel investment to priority activities. To this 

end, the authorities have ensured that minimum savings deposit 
rates have remained well above the rate of inflation. At the 

same time, the term structure of lending rates has been designed 
to encourage longer -term production -related loans rather than 
short-term loans. Accordingly, on October 16, 1989, minimum 
savings deposit rates were raised from 12.0 percent to 12.5 per- 

cent, and the maximum lending rates on short-term loans of 
maturities up to three years were raised from 15 percent to 
15.5 percent, while rates on longer -term loans were raised to 

18 percent. In the meantime, structural measures have been 
implemented as scheduled to strengthen the financial institu- 

tions and the supervisory capacity of the Central Bank. The 

authorities will review the adequacy of interest rate policy 
and structural measures early in 1990 when formulating the 
second annual program under the enhanced structural adjustment 
facility. 

The social impact of the adjustment program on the popula- 

tion is becoming increasingly felt. The introduction of user 
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fees on essential services has a significant impact on the low- 
income groups and on those with irregular earnings in the rural 
areas. The authorities are therefore proceeding with consider- 
able caution to avoid social and political resistance. Since 
independence, in 1963, the Government has provided increasingly 
subsidized or free social services, such as education and 
medical facilities. The tight fiscal stance, along the lines of 
the medium -term path of fiscal deficit reduction of 3.7 percent 
of CDP in 1990/91 and 3.2 percent in 1991/92, allows little room 
for projects intended to mitigate the program's hardships on the 
poor. It is feared that this could further intensify the burden 
of adjustment, with the potential of ushering in adjustment 
fatigue. While the authorities consider it necessary to sustain 
the adjustment effort in order to attain the program objectives, 
increased external grants and concessional assistance will 
therefore play a critical role in safeguarding the program and 
maintaining the moderate rate of growth under stable conditions. 

The authorities have little room for external borrowing, 
except on very concessional terms, due to, inter alia, the need 
to keep the debt service burden below 30 percent. They have 
remained current on all their external obligations, but clearly 
at a high cost, as indicated by the high debt service ratio. 
The authorities believe that countries that discharge their 
financial obligations in a timely fashion should not be made 
to face undue difficulties. Therefore, they look forward to 
favorable treatment by all their creditors. 

In conclusion, while transmitting the appreciation of the 
Kenyan authorities to the international financial community for 
its support, I must reiterate the continued need for further 
assistance. To widen the scope for financing social programs, 
it will be necessary in the medium term to increase external 
financing on several fronts, including debt write-offs, highly 
concessional financing, and substantial increases in grants. 

Mr. J. E. Ismael said that he was pleased to note the good 
performance of Kenya under the enhanced structural adjustment arrangement, 
and the observance of all the performance criteria as well as the 
implementation of the quantitative and structural benchmarks for the 
period under review. Most of the program targets were expected to be 
realized in 1989. Inflation, however, did not seem to have been fully 
contained, and tighter demand -management policies might be needed. 

On the whole, he broadly agreed with the staff appraisal, including 
the positive assessment of the Kenyan authorities' adjustment efforts and 
the policy recommendations contained in the staff paper, Mr. Ismael 
continued. He endorsed the measures envisaged for the remainder of the 
year, as they seemed adequate to ensure the realization of the objectives 
of the program. 
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Consistent with his chair's position during previous Board discus- 
sions of reviews under enhanced structural adjustment arrangements, he 

wished to note that, in the present case, in which the program was on 
track and no major difficulties were foreseen for the remainder of the 
year, the paper could have been submitted for approval on a lapse of time 
basis. That procedure would have contributed to a lessening of the 
Board's crowded agenda, especially for the current month. He supported 
the proposed decision. 

Mr. Enoch made the following statement: 

I very much welcome the staff's report that the Kenyan 
authorities have met all the quantitative and structural bench- 
marks for this midterm review, and that the program as a whole 
remains essentially on track. 

On the domestic side, the overall control of the fiscal 
deficit has been successful, but I was disappointed to hear of 
lower than expected revenues. More serious, however, is the 

pattern of adjustment in expenditures, as the burden fell in 

large measure on development outlays because of the increased 
wage bill. It is essential that the authorities apply with 
vigor their proposed measures to restrain the growth of wage 
expenditure in the future. 

On the financing side, I was disturbed to learn of the 

degree to which credit from the banking system to the Government 
was kept under control by maintaining a high level of unpre- 
sented checks outstanding over the fiscal year-end, and I . welcome the intention not to allow any increase from this level 
at the end of the next fiscal year. Indeed, there would have 
seemed to be a good case for seeking some reduction. 

The persistence of double-digit inflation is blamed in part 
on the greater than expected growth in broad money. A contrib- 
uting factor to this growth was the sharp rise in foreign assets 
resulting from the borrowing of the Coffee Board. The footnote 
on page 12 of the staff paper explains the confusion between the 
authorities and the staff over the constraints on such public 
enterprise borrowing. It is essential that this issue be 

resolved in the next round of negotiations, not only because of 
the monetary implications, but also because of the potential 
impact of such borrowing on the debt ratio. 

On monetary policy in more general terms, I welcome the 

authorities' prompt action in raising interest rates in April, 
and again in October, with the intention to take further action 
as necessary. Recent legislative measures to strengthen the 
financial system are also very welcome. Other structural 
reforms, including trade liberalization, seem to be progressing 
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well, but more urgency might be introduced into reforming the 
parastatals and adopting measures to facilitate increased 
investment flows. 

Encouraging inward investment is particularly important in 
view of the vulnerability of the current account and the upward 
revision of the estimated financing gap for 1990. More rapid 
growth in private flows than that projected in Table 6 would be 
welcome, particularly in the context of export diversification. 
The expected reversal in 1990 of this year's current account 
deterioration is uncomfortably dependent on projections for both 
higher price for and volume of coffee exports. I would be 
interested in staff comments on the risks associated with these 
projections. 

I note that the authorities' response to the external 
deterioration will incorporate a more restrictive monetary 
stance, while rightly maintaining their flexible exchange rate 
policy. But given the persistence of inflation, it would seem 
appropriate also to look closely at further measures to reduce 

the fiscal deficit, particularly through parastatal reform. 
This area clearly should be central in the formulation of the 
second -year enhanced structural adjustment arrangement. 

Kenya's enhanced structural adjustment program is on track, 

and the authorities should be commended for this. Therefore, 

like Mr. Ismael, I am a little surprised that this review was 

not handled on a lapse of time basis. Most reviews of enhanced 
structural adjustment arrangements could be so handled unless 
some benchmarks were missed, or the staff considers something 
is seriously adrift in the economy. The information given the 
Board by the staff at the start of the meeting that Kenya's 
end -September performance criteria were met and that the Kenyan 
authorities have taken additional adjustment and structural 
measures reinforces the argument that lapse of time treatment 
would have been appropriate on this occasion. 

Mr. Iqbal made the following statement: 

The midterm review reflects some important gains, the most 

significant of which is the acceptance and resolute implementa- 
tion of a number of difficult structural reforms in the first 
half of 1989. The determination to go ahead with major struc- 
tural measures during the 1989/90 budget period to rationalize 
expenditures and increase revenues augurs well for the future. 

However, the prospects for the year are less promising than 

was expected in May 1989. Inflation has started to reacceler- 

ate, and the external current account is likely to be worse than 

initially projected. Economic growth is also lagging. This 
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outcome is due partly to exogenous factors, but there may also 

have been a desire to achieve too many ambitious targets simul- 

taneously. The program called for potentially contradictory 

objectives, such as an increase in the growth rate, a reduction 

in inflation, an improvement in the current account deficit, and 

an accumulation of net official foreign assets. Also, perhaps 

the instruments available to the authorities to achieve the 

objectives were limited. 

I consider the strengthening of credit policy, the 

restraint underlying the 1989/90 budget, and the recent real 

effective depreciation of the Kenyan shilling to be steps in the 

direction of addressing the weakening of the external balance 

and the domestic inflationary pressures. Perhaps more needs 

to be done if all the planned targets are to be addressed ade- 

quately. However, in the absence of a clearer picture of the 

medium -term outlook, it is difficult to gauge the appropriate- 

ness of the magnitude of additional steps. In this respect, I 

am not fully persuaded by the staff's cautious optimism regard- 

ing a turnaround in the current account in 1990. It is there- 

fore gratifying to note that the authorities are determined to 

strengthen their policies if the external accounts fail to 

recover. 

Since I concur with the broad recommendations of the staff 

appraisal, I will emphasize issues that I consider should have 

been accorded greater recognition. At the heart of the struc- 

tural adjustment in Kenya is the desire to create an environment 

in which the domestic resource constraint, that is to say, the 

savings -investment gap, is reduced, thus strengthening the 

economy's ability to respond to exogenously generated disrup- 

tions. Despite an improvement in government savings, overall 

savings are expected to decline, rather than increase, in 1989. 

Surely this phenomenon cannot be explained solely in terms of 

lower real interest rates. Does the staff consider this a 

temporary pause in the process of adjustment? If not, how will 

the widening domestic resource gap be addressed? Clearly, a 

continued large and growing dependence on foreign financing, 

irrespective of its concessionality, will have implications for 

macroeconomic adjustment in the years to come. The authorities 

and the staff will need to look at these matters carefully. 

Kenya has traditionally been an attractive venue for 

foreign direct investment. However, in recent years such 

investment has played a less important role. In view of the 

special characteristics of direct investment- - it fills the 

resource gap without creating excessive burdens on the balance 

of payments- - it is high time that specific policies were con- 

sidered to promote such flows within the context of the enhanced 

structural adjustment arrangement. As the macroeconomic policy 

framework is being corrected, there may be a need for another 
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look at the mix of incentives and regulations in the area of 
foreign direct investment in Kenya. Can the staff throw some 
light on this issue? 

I would have liked a more comprehensive assessment of the 
social implications of the program. As was indicated at the May 
1989 discussion on Kenya, there is a need to carefully monitor 
the social impact of, for example, interest rate policies and 
indirect taxes. Similarly, a more detailed appraisal of poli- 
cies to protect the most vulnerable groups would have been 
helpful, and I hope that the staff will be able to do so in the 

context of the program for the second year of the arrangement. 
Finally, I support the proposed decision. 

Mr. Warner made the following statement: 

The staff paper on Kenya's economic performance this year 
conveys the impression of a country that is adjusting, growing, 
and in a comfortable balance of payments position. We agree 
with other Directors that the track record of the Kenyan author- 
ities in the initial phase of their enhanced structural adjust- 
ment arrangement is satisfactory. In particular, we welcome the 
measures taken in the middle of the year to ensure that the 
program remained on track. We are also heartened by the prog- 
ress described in implementing important structural reforms, and 
we hope that this is more a harbinger of things to come than a 
happy coincidence. 

Despite the progress, the staff has focused attention on a 
few developments that are a cause for concern. In particular, 
we share the staff's concerns about the size of the latest civil 
service wage increase, the postponement of cash payments at the 
end of the fiscal year in order to meet program targets, and the 
borrowing by the Coffee Board, which permitted Kenya to meet the 
June 30 performance criterion for net international reserves. 
In contrast, we are encouraged by the 1989/90 budget, which 
suggests that some of the problems encountered earlier this year 
will not be repeated. The introduction of user fees in the 
health and education sectors is especially noteworthy. 

As to the coming period, Kenya appears to have settled into 
a rhythm of steady, but slow, adjustment. We believe, however, 
that Kenya is capable of much more, and we would like to see 
Kenya adopt more ambitious targets for its second annual 
enhanced structural adjustment arrangement. 

Except for its rapid population growth, Kenya seems to be 
well positioned to set a faster pace for growth. To succeed, we 
suspect that Kenya will have to move aggressively to eliminate 
administrative and legal barriers to investment- -especially 
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foreign investment. In addition, it will have to reduce the 

size of the civil service, complete the reform of its public 

enterprise sector in a relatively short period, and modernize 

its financial sector. In short, to unleash the forces of 

economic growth as successfully as the dynamic economies of 

Asia, Kenya will have to provide more scope for the private 

sector. 

In response to Mr. El Kogali's opening statement, we take 

a measurably different view of the role of foreign assistance 

and debt relief in Kenya's future economic development. We 

believe that if Kenya succeeds in its structural reform efforts 

and in maintaining appropriate macroeconomic policies, it will 

become less dependent on foreign aid and more capable of borrow- 

ing on nonconcessional terms. This view is aligned with our 

earlier observation that Kenya should strive for higher perfor- 

mance goals and achieve a stronger financial base. 

In closing, I will comment briefly on the position of 

Mr. Enoch and several other speakers who supported the lapse 

of time approach to midterm reviews of programs supported by 

enhanced structural adjustment arrangements. This chair con- 

tinues to believe that short Board discussions are a better 

approach. This approach offers Directors an opportunity to 
evaluate and comment on the program for the coming year, which 

is a key element of our oversight function. We do, however, 

recognize that certain cases may lend themselves to the lapse of 

time procedure. 

Mr. Cirelli made the following statement: 

Like other speakers, we are pleased to commend the Kenyan 

authorities for having met the quantitative and structural 

benchmarks of the program as well as the structural performance 

criteria on import liberalization. These satisfactory results 

stem from the authorities' strong commitment to firm economic 

and fiscal reforms and to wide-ranging adjustments in the agri- 
cultural, industrial, and financial sectors. It is also worth 

noting that such progress has been made despite the collapse of 
international coffee prices. However, the deterioration of the 

external situation, the persistence of inflationary pressures, 

as well as the steadily accelerating population growth clearly 

demonstrate that further efforts are needed to maintain this 
enviable track record. 

We broadly agree with the conclusions provided by the 

staff paper, and I will focus my comments on two specific 

issues. First, in light of recent developments in the overall 
economic situation, the authorities must continue to pay close 
attention to areas of weakness in macroeconomic policies. In 
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the budget area, the decisive set of measures adopted for 
1989-90 has to be implemented without delay in order to contain 
the deficit at a level consistent with available external and 
noninflationary domestic financing. Among these measures, the 

replacement of a manufacturing sales tax by a value-added tax 
is welcome. We also appreciate the emphasis placed on a better 
allocation of recurrent expenditures among consumers in public 
services and in the health and education sectors, coupled with 
the ceiling placed on the growth of the wage bill. Neverthe- 
less, like Mr. Enoch, we wish to stress the importance that the 

authorities should give to improving the situation of postponed 
checks during this phase of the program. 

As regards monetary and credit policies, we agree with the 
staff that a tighter stance is crucial to reduce inflationary 
pressures. We urge the authorities to implement the reserve 
money management reform with technical assistance from the Fund. 
Also, they should be ready to adopt additional interest rate 
measures in line with inflationary developments. 

Second, the projected overall balance of payments position 
indicates an improvement over the 1988 deficit. However, this 

has to be seen in the context of the deterioration of the 
current account deficit due to a great extent to the successful 
far-reaching import liberalization policy and the less favorable 
terms of trade. Against this background, the authorities should 
make a concerted effort to maintain the present pace of struc- 
tural reforms backed by the World Rank in order to broaden the 
productive base and increase external competitiveness. Main- 
taining a flexible exchange rate policy consistent with the 
objectives of the program, while taking corrective measures when 
needed, remains of the utmost importance. However, at this 

stage, even if national savings have to be improved, additional 
external financing seems to be crucial, according to the staff 
projections, to maintain the momentum of adjustment. Some 

comments from the staff on this matter would be welcome, par- 

ticularly in view of the latest donors' meeting, which was held 
in Nairobi in October 1989. 

In conclusion, in demonstrating their willingness to move 
ahead and to take corrective measures in a timely manner, the 
authorities deserve the support of the international financial 
community. At this stage of the program, we can establish that 
macroeconomic policies and structural reforms remain consistent 
with the program's broad objectives. We support the proposed 
decision. 
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Mr. Goos made the following statement: 

I agree with the thrust of the staff appraisal and in 

particular with the view that the weakening of the external 

current account position and the increased inflationary pressure 

call for immediate corrective action. It is certainly also 

reasonable to advise the authorities to be prepared to 

strengthen their stabilization effort in a flexible and timely 

manner if the need arises further down the road. 

Against this background, I also welcome the recent tighten- 

ing of monetary policy and the upward adjustment of interest . rates; these measures are quite encouraging. However, I am less 

convinced about the appropriateness of the fiscal policy stance 

and I am even less confident in the exchange rate policy. While 

I commend the authorities on the substantial expenditure cuts 

implemented in 1988/89 to compensate for the revenue shortfall 

of that year and meet the budget deficit target, it is quite 

unfortunate that in both 1988/89 and 1989/90 fiscal policy did 

not and will not make any contribution to the necessary addi- 

tional adjustment. A more balanced policy mix would be prefer- 

able, not least because it would help ease the pressure on 

domestic interest rates and the corresponding burden on private 

sector activity. Further cuts in current expenditures also 

appear advisable, since increases in public sector savings offer 

the greatest potential for rapid improvement in the external 

current account. In that connection, I, like previous speakers, 

noted that the program projections for next year are based 

largely on the assumption that there will be a substantial 

recovery of coffee prices that could help reverse the current 

deterioration. But obviously, since the realism of this assump- 

tion remains to be seen, there is a clear need for caution. 

There is certainly room for exercising such caution in the 

government wage bill- -where recent developments and projections 

show worrisome slippages- -and in the check float and public 

sector enterprise reform. 

In this context, I noted with considerable concern the 

additional authorization under the proposed 1989/90 budget for a 

substantial increase in project outlays and the plan for major 

investment expenditures for the national airline. I am, of 

course, not in a position to judge the merits of these projects 

and investments, but the reservation mentioned in the paper- - 

that the stability of the macroeconomic framework must not be 

compromised --can hardly be overemphasized. Therefore, I welcome 

the authorities' intention to seek the Fund and the Bank's 

advice on the investment program for Kenya Airways and I hope 

that they will also seek advice on the supplementary budget 

authorizations for 1989/90. 
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With respect to exchange rate policy, I have great diffi- 
culty in endorsing the recommendations that the authorities 
should continue pursuing a flexible policy and stand ready to 
accelerate the pace of depreciation if the need arises. I have 
consistently expressed my reservations about this kind of policy 
advice of gradual devaluation, mainly because of its adverse 
effects on inflationary expectations and, hence, macroeconomic 
stability. These concerns are particularly warranted in the 
case of Kenya, given its history of continuous substantial 
depreciations of the exchange rate since 1985. Incidentally, 
according to Table 2, these depreciations --which since 1985 have 
amounted to a cumulative total of some 36 percent in real 
effective terms- -were accompanied by a substantial decline in 
domestic savings and, according to Table 6, by erratic external 
private capital flows around a clearly declining trend. In 
addition, the ineffectiveness of exchange rate policy in promot- 
ing export diversification, observed by Mr. El Kogali in his 
opening statement, is of course cause for concern. Moreover, 
the remarkable 7 1/2 line discussion of exchange rate policy in 
the paper seems to offer little justification for the recommen- 
dation to further depreciate the exchange rate, particularly 
since it does not contain any reference to the competitiveness 
of the rate at the time of the discussions with the authorities. 

I continue to feel that external competitiveness should be 
the main guidepost to exchange rate policy. Once such competi- 
tiveness is secured, all the other policy objectives, such as 
trade reform and expanding and diversifying the export base, 
should be pursued in the first instance through domestic finan- 
dial and structural policies. Anything else would amount to 

competitive devaluation and policy prescriptions that would be 
bound to complicate the task of domestic stabilization. I 

continue to feel that exchange rate policy is so crucial for 
domestic and external stabilization that it certainly deserves 
to be given as much attention in our policy analysis as struc- 
tural reform. I would like to repeat my request that exchange 
rate policy should in general be analyzed in an integrated 
fashion together with financial policies, and particularly 
interest rate policy. 

I welcome the continued good record of policy implementa- 
tion under the current arrangement, as reflected in the close 
adherence to the quantitative and structural benchmarks. This 
performance is no doubt a reflection of the authorities' commit- 
ment to adjustment, and I am therefore confident that they will 
take the necessary steps to realize the goals of their commend- 
able program. 

As to the lapse of time issue, I welcome the decision to 
bring this paper to the Board for discussion. Admittedly, there 
is no threat of an immediate derailment of the program, but the 
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exchange rate point I have raised suggests that there are 

substantial concerns on the horizon that warrant some recon- 

sideration of the present policy stance. In general, I go 

along with the views expressed by Mr. Warner on this issue. 

Finally, I support the proposed decision. 

Mr. Evans stated that he was very satisfied with the progress that 

Kenya had made. However, he wished to support Mr. Goos's comments on 

exchange rate policy. Mr. El Kogali had raised the exchange rate issue in 

his opening comments on the contribution that the policy might or might 

not have been making to export diversification. The staff should look 

more carefully at the issue and provide the Board with some material on 

it. 

The Acting Chairman remarked that the staff would look at the 

exchange rate issue in Kenya more closely in the coming period. It was 

interesting to note that the large real effective depreciation since 1985 

was partly a reflection of the thrust of the discussions in the Fund and 

subsequently the World Bank, which had noted the need for a significant 

real effective depreciation in order to improve Kenya's competitive 

position. Indeed, at one point in the past, concern was expressed in the 

Fund Board that the World Bank was not willing to move ahead in assisting 
Kenya because the Bank felt that the exchange rate at that time was not 

at a level that would support the kind of industrial diversification and 

opening up of the economy that the Bank was pressing for; there had been 

some discussion at the time of how the two institutions were working 

together. 

Mr. Noonan made the following statement: 

We too are encouraged to learn that the Kenyan program is 

essentially on track, and that significant progress has been 

made in implementing a wide range of structural reforms. The 

authorities' decision to adopt a more restrictive monetary and 

credit stance than originally programmed is an appropriate 
response to the increase in inflationary pressures experienced 

this year. 

We would like to associate ourselves with other chairs in 

commending the Kenyan authorities on their success to date and 

in urging them to persist in their efforts. Where necessary, 

policies should be strengthened to ensure achievement of the 

overall objectives of the program. In that context, I would 

wish to mention a few areas that are a cause for concern. 

Interest rate policy is one of them. We were therefore 

pleased to note that the authorities have recently taken action 

in this area and, in their letter of September 26, have indi- 

cated their intention to take further action if it is required. 
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On the expenditure side of the government accounts, we 
share the reservations expressed about the continuing practice 
of postponing cash payments and the buildup of unpresented 
checks at the end of the year. This practice, if persisted in, 
will undermine expenditure budgeting and expenditure control. 
In addition, the increase in the pay bill in 1988/89 of 16 per- 

cent does not carry conviction for the successful adherence to 

the 7 1/2 percent ceiling in 1989/90. On the revenue side, 
there could be implementation advantages in a more simplified 
structure for the proposed multiple rate value-added tax. 

As to the external accounts, we agree with those chairs 
that have urged caution in formulating policies on the basis 
of a rebound in coffee prices next year. In our view, the 

possibility of a less favorable outcome than projected needs 
to be anticipated, and corrective measures should be taken as 
required. We agree with the staff that one part of such contin- 
gency action may have to be a more rapid depreciation of the 
real effective exchange rate, but we feel that the authorities 
should also have other measures ready to put in place if neces- 
sary. 

In mentioning specific areas of concern, our intention is 

to help alert the authorities to some of the hazards that might 
beset their program. We do so without diminishing in any way 
our view that the authorities are to be commended on the prog- 
ress they have made to date. 

Mr. Hogeweg made the following statement: 

The present paper, like previous ones on Kenya, shows the 

important and highly commendable progress Kenya has been making, 
both in structural issues and in its endeavors to follow prudent 
macroeconomic policies. At present, Kenya's terms of trade- - 

although this concept does not seem to be used in the paper- - 
are being adversely affected by the large fall in world market 
prices for coffee. Perhaps it was this development that led 
this midterm review to be brought to our agenda. This discus- 
sion gives me an opportunity to make a couple of points, one of 

which provides strong support for the positions just taken by 
Mr. Coos and Mr. Evans on exchange rate policy. 

Earlier this week, in the discussion on Ghana, I tried to 
distinguish analytically between, on the one hand, adjustment in 
the sense of removing impediments to the functioning of the 
economy, such as allocative inefficiencies and macroeconomic 
imbalances, and, on the other hand, adjustment to terms of trade 

developments. A strict distinction is not possible, however, 

if only because adjustment to terms of trade changes is 

inescapable, and because such changes themselves give rise 
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to macroeconomic disequilibria. At the same time, adjustment to 

external shocks may be facilitated by earlier success in struc- 

tural reform. It would be very useful to state clearly in our 

presentations that our programs address much more than adjust- 

ment to the terms of trade, and that actual terms of trade 

developments obscure the benefits of adjustment. In the recent 

case of Ghana, the staff did not respond to these observations. 

Perhaps it could do so on the present occasion. 

On a different issue, the word "flexible," which seems 

to be used as a regrettable euphemism for downward movement, 

appears many times in this paper --too often for my taste. The 

staff commends the authorities on their flexible exchange rate 

policy, which is considered important in the light of Kenya's 

continued vulnerable balance of payments. The staff encourages 

the authorities to stand ready to accelerate the pace of depre- 

ciation of the real effective exchange rate if the need arises. 

Chart 1 shows that Kenya has depreciated its nominal, and in 

parallel, its real, effective exchange rate since 1985. I 

conclude that Kenya has used its nominal exchange rate to 

improve its competitiveness, which is important for diversifi- 

cation of its export base and growth in general, and certainly 

in the face of terms of trade losses. However, Mr. El Kogali 

stated that little has been achieved with respect to diversifi- 

cation. At the same time, Kenya has pursued financial policies 

that have been sufficiently tight to prevent the effects of 

nominal exchange rate depreciation from eroding, but not tight 

enough to make real depreciation exceed nominal depreciation. 

Improving competitiveness, necessary as it may be in 

response to a terms of trade loss, is of course a relative 

concept: as your competitiveness improves, someone else's 

deteriorates. It is only natural that countries compete with 

each other for market shares. The emphasis in that struggle can 

be on domestic cost developments and productivity; it can also 

be on the exchange rate, or both. In stressing exchange rate 

policy in this respect as much as the staff does, the staff 

operates on the borderline of advocating competitive devalua- 

tions, which of course run counter to the spirit of this insti- 

tution. Like Mr. Evans, I noted Mr. El Kogali's carefully 

worded expression of hesitation on the staff's recommendations. 

I am not implying that the exchange rate should not be used at 

all. Of course, exchange rates should be realistic. The issue 

in this case is one of emphasis and philosophy. There may well 

be a link with Kenya's disappointing inflation record. The 

contrast between this staff advice and that given in the context 

of programs for countries in the CFA franc zone- - the other 

extreme --is striking. 

Finally, I was struck by the remark that adverse social 

implications of some policy measures are minimized by their 
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gradual application. The other side of that coin is that the 
positive effects of these measures on Kenya's economy, with the 
accompanying positive social implications, are thus postponed as 
well. 

Mr. Yoshikuni made the following statement: 

I welcome today's discussion on the midterm review of 
Kenya's first -year enhanced structural adjustment arrangement. 
When the Board approved Kenya's request for this arrangement in 
May of this year, this chair supported the program but cautioned 
against the downside risk in its implementation, particularly in 
view of Kenya's precarious balance of payments situation, and 
called for the full implementation of the program. We are 
therefore encouraged by the fact that the program has been on 
track, with the quantitative and structural benchmarks having 
been observed. Particularly reassuring is the considerable 
progress made in the structural areas, including, inter alia, 
the import liberalization program. Also, the authorities are to 
be commended for their flexible exchange rate policy aimed at 
improving the resiliency of the external sector. Nonetheless, 
we have a number of caveats concerning the future implementation 
of the program. As most of our concerns are already addressed 
in the staff paper and Mr. El Kogali's opening statement, I will 
limit myself to a few specific points. 

First and foremost, despite the progress just mentioned, 
Kenya's balance of payments position continues to be vulnerable 
to external developments, as evidenced by the deterioration in 
the current account, owing mainly to the unexpected fall in 
world coffee prices. As we pointed out in previous discussions 
on Kenya, as long as the heavy dependence of exports on small 
products- -namely, coffee and tea- -continues, there is always a 
risk that the program will fail to fully restore Kenya's exter- 
nal viability. Looking ahead, the staff expects coffee exports 
to rebound in 1990. However, while the export shortfall this 
year could be attributed largely to temporary factors, it is not 
clear why exports in 1990 will exceed the original projection. 
The staff could usefully elaborate on this point. 

On the other hand, the deterioration in the current balance 
was offset by the capital inflow. It is regrettable, however, 
that part of the increased capital flow was the borrowing by the 
Coffee Board with no government guarantee, which was not 
envisaged under the program. Although the borrowing was short 
term and does not have a serious impact on the external debt 
management, it might be interpreted as representing a weakness 
in the authorities' monitoring ability. 
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On the fiscal front, the continued dependence on the 
postponement of cash payments is a cause for concern. Not only 
does this practice make the budget process less transparent, but 
it would also have an adverse effect on the monetary aggregates 
in the event the large unpresented checks are cashed in a short 
period. 

In addition to the weak external balance, growing infla- 
tionary pressure, if left unchecked, would cast doubt on the 
sustainability of the program. The unexpectedly rapid growth 
in broad money should be addressed vigorously through a tight 
monetary policy. Although domestic credit growth as of the 
end of June was well below the program ceiling, this could be 
attributed to the postponement of payment by the public sector 
and does not necessarily imply strong monetary restraint. 

In sum, the developments in the first half of the year 
under the enhanced structural adjustment arrangement clearly 
show the importance of a macroeconomic policy framework in 
implementing successful adjustment policies. Therefore, I 

encourage the authorities to continue the adjustment efforts in 
order to fully implement the program. Also, I hope that, in 

formulating the second annual program, points made in today's 

discussion will be taken into account by the staff and the 
authorities. 

On the issue of the lapse of time procedure, I associate 
myself with Mr. Warner and Mr. Coos. In fact, my authorities 
attach importance to the midterm review process for enhanced 
structural adjustment arrangements, particularly since this 
facility is in its initial stage. In this particular case, 
while I recognize the authorities' achievement in fulfilling 
all the performance criteria, the deterioration in the external 
balance and persistent inflationary pressure deserve at least a 

short Board discussion, like this one. 

I support the proposed decision. 

Mr. Fogelholm made the following statement: 

I welcome Kenya's economic performance to date under the 
enhanced structural adjustment arrangement, and endorse the 
staff's assessment of the present economic situation and of the 
need for further structural reforms. I am pleased to note that 
all the benchmarks for mid -1989 and the performance criterion 
related to import liberalization have been met. I am also 

encouraged by the expected realization of the growth and reserve 
targets in 1989. 
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Nevertheless, the external position in Kenya remains weak, 
as is manifested by the projected widening- -instead of the 
previously forecast narrowing- -of the current account deficit, 
as well as by the increasing balance of payments deficit over 
the medium term. The external sector's vulnerability to price 
fluctuations of coffee on world markets demonstrates the impor- 
tance of expanding and diversifying the export base. The usual 
prescription in such a situation is a depreciation of the 
currency- - and that is precisely what the staff proposes in this 

case. I note, however, from Mr. El Kogali's opening statement 
that the experience to date with this policy has not been 
particularly encouraging. In the light of the substantial 
foreign exchange rate adjustment that has already taken place 
and the inflationary pressures that still exist in the country, 
I tend to agree with Mr. El Kogali that the wisdom of a further 
depreciation could indeed be questioned. I also agree with 
Mr. Hogeweg that in this case we might have reached a situation 
in which further adjustment of the exchange rate can be regarded 
as competitive devaluations. 

It is encouraging to learn from the staff's paper that 
progress has been made in import liberalization, which will 
undoubtedly facilitate domestic production. However, because of 

the less favorable external outlook, more energetic efforts seem 
to be warranted to improve the export promotion program, includ- 
ing the export compensation scheme and the export processing 
zones. 

During the previous discussion of this program, several 
Directors voiced concern about the fiscal situation in Kenya. 
Similar concerns could be raised today, particularly with regard 
to the level of ambition of expenditure restraint. Although 
the fiscal deficit in 1989/90 is projected to be close to the 

original target, more ambitious cuts might have been appropriate 
given the medium -term objective of reducing the deficit to a 

level compatible with available external resources and noninfla- 
tionary domestic financing. A more restrictive fiscal stance 
would also be helpful in accelerating development toward the 
necessary price stability. 

Important aspects of the curtailment of the budget deficit 
are the introduction of a ceiling of 7.5 percent on the growth 
of the wage bill and measures introduced to restrict growth in 

civil service employment. I wonder, however, whether the 
measures proposed will be adequate to meet the program's target 
in this regard. 

I agree with those Directors who noted that this medium - 

term review of Kenya's enhanced structural adjustment arrange- 

ment could have been handled on a lapse of time basis. I 

support the proposed decision. 
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Mr. Enoch said that during the present discussion there had been 
interesting comments on the exchange rate and exchange rate policy recom- 
mendations. He wondered whether it was fully correct to conclude that 
the flexible exchange rate policy of the past few years had had only a 

limited impact in promoting nontraditional exports. Its major impact 
might well have been on services. Table 6 showed that travel exports had 
risen by more than SDR 100 million over the past three or four years and 
was at present the largest export sector in the Kenyan economy. 

Mr. Zhang considered that the Kenyan authorities were to be commended 
for the satisfactory results achieved under the first annual arrangement 
under the enhanced structural adjustment facility. Both the quantitative 
and structural benchmarks for mid -1989 had been observed, and in some 
cases by a wide margin. He agreed with the staff's analysis and appraisal 
and with the views held by previous speakers. 

It was very encouraging to note that the authorities had expressed 
their strong commitment to continuing their adjustment efforts, Mr. Zhang 
said. A flexible approach to exchange rate policy was indeed crucial for 

further implementation of trade reform, export diversification and expan- 
sion, and hence the external sector's outlook for 1989-90, which appeared 
less favorable than initially projected. However, only when an appro- 
priate magnitude of exchange rate adjustment was observed could the 
effectiveness of such adjustment be assessed. As was stated in the 

staff appraisal, the authorities' efforts to take corrective action and 
strengthen the external position needed to be supported by adequate and 
timely external concessional assistance. The authorities deserved such 
assistance from the international financial institutions. He supported 
the proposed decision. 

Mr. Fogelholm commented that it was true that travel revenue had 
increased substantially during the past five years, although, as 

Mr. Hogeweg had suggested, there seemed to have been a continued competi- 
tive devaluation. It might be useful to consider how the improvement in 
Kenya's services account had affected other countries in the region. 

Mr. Hammoudi made the following statement: 

We support the authorities' request for the second semi- 
annual disbursement under the enhanced structural adjustment 
arrangement. The Kenyan authorities are to be commended for the 
successful implementation of the program for 1989. Indeed, all 
the benchmarks and performance criteria were observed. Since 
we agree with the thrust of the staff's appraisal and the 
recommended measures, as well as the conclusion contained in 
Mr. El Kogali's opening statement, we will limit our comments 
to certain aspects of the program. 

In the area of public finance, the reduction in total 

expenditures, in response to the shortfalls in revenue, which 
resulted in narrowing the overall budget deficit from the 
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program target of 4.5 percent of CDP to 3.9 percent in fiscal 
year 1988/89, has been very encouraging. However, the substan- 
tial increase in wages could threaten the slight progress in the 
budget area. We urge the authorities to rationalize expendi- 
tures and broaden the tax base to limit the budget deficit. 

The larger than projected increase in broad money has 
accelerated the rate of inflation to over 10 percent, in terms 
of the consumer price index, during the first half of 1989. We 
believe that, through the implementation of appropriate fiscal 
and monetary measures during the remainder of the year, the rate 
of inflation should decline. 

As to structural reforms, the authorities' intensified 
efforts in various sectors were most encouraging. In this 
regard, the increase in agricultural producer prices, as well 
as the steps taken to improve the administrative and financial 
system of the National Cereals and Produce Board, are steps in 
the right direction. Furthermore, we welcome the reforms in 
public enterprises. Accordingly, it is important for the 
authorities to prepare a policy framework, with the support of 
the UNDP, for restructuring the public enterprise sector and the 
financial development institutions so as to introduce efficient 
management and responsible accountability in these enterprises. 
However, the adverse effects of the structural reforms on the 
poor segment of the population in the short term are a cause for 
concern. We recommend that these measures be taken gradually, 
and we urge the authorities to design an appropriate program 
containing social benefits for the needy segments of the 
population. 

With respect to the external position, an expected slump in 
coffee export prices, owing to the collapse in the export quota 
mechanism under the International Coffee Agreement, is penaliz- 
ing the authorities' efforts to overcome the economic difficul- 
ties. This unfavorable situation will most probably hurt the 
country's trade and current accounts in 1989. While continua- 
tion of a flexible exchange rate policy would be an effective 
step in coping with this problem, much attention should also be 
given to diversification of the country's exports structure. 
Similarly, improvement in the competitiveness of the country's 
external sector is of paramount importance. To this end, we 
encourage the authorities to persevere in implementing the 
measures already adopted to boost productive investments. 

We welcome the authorities' intention to remove delays in 
payments under the export compensation scheme and to proceed 
further with the formulation of a fundamental program for export 
promotion in the medium term. 
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In the light of all these circumstances, we support the 
proposed decision. 

Mr. Morshed made the following statement: 

The praiseworthy continuing commitment of the Kenyan 
authorities to structural reform is demonstrated by the substan- 
tial structural content of the policies pursued during the past 
fiscal year. At this stage of the discussion, and as I am in 
general agreement with the broad thrust of the staff paper, I 

wish to emphasize a few points. 

On export diversification, Mr. El Kogali's opening state- 
ment draws attention to the need for a better understanding of 
appropriate sequencing of policy instruments involving exchange 
rate policy and structural reforms. In this connection, in 
addition to exchange rate policy --on which I associate myself 
with the remarks of Mr. Coos and other speakers- -it may be 
appropriate to simultaneously focus attention on the stronger 
than anticipated impact of import liberalization measures on the 
balance of payments. A recent Fund working paper on the impact 
of trade liberalization measures on external imbalances and 
growth also points to the uncertain and weak statistical link 
between these variables. While the principle of import liberal- 
ization and its welfare enhancing impact cannot be questioned, 
more effort needs to be directed at the appropriate timing and 
sequencing of import liberalization measures, and to the ques- 
tion whether it is appropriate to focus on such measures at a 

stage in a program when both current account and fiscal deficits 
are large relative to CDP. 

I endorse the staff's recommendation that the authorities 
should maintain not only a tighter monetary and credit stance 
than originally envisaged, but also the pace of structural 
reforms in the fiscal area. Control of personnel -related 
budgetary expenditure, and relocation of budgetary expenditure 
toward operations and maintenance are also necessary. In this 
connection, the measures introduced to curtail growth in civil 
service employment are welcome and need to be implemented 
without any slippage. Finally, while I note the achievements 
with regard to public enterprises, progress in this area could 
proceed at a faster pace, and I encourage the authorities to do 
so. 

While supporting the proposed decision, I agree with some 
other Directors that such cases preferably should be dealt with 
under the lapse of time procedure. 
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Mr. Garcia made the following statement: 

We commend the Kenyan authorities for the quality of the 

program that has been implemented under the enhanced structural 
adjustment facility. The program remains on track, and some of 

the targets have been achieved with significant margins. The 

fact that some of the targets have not been met is attributed 
to unpredictable adverse external events, like the drop in 

coffee prices. However, the authorities have been ready to take 

the necessary steps to counteract those events, like the recent 

increase in real interest rates to avoid inflationary pressure, 

as the exchange rate has had to adjust. 

Even though the program remains on track, there are some 

circumstances that should be called to the attention of the 

Kenyan authorities. There seems to be persistent inflationary 

pressure, as the fiscal deficit is still somewhat large. An 

appropriate economic policy mix is needed to avoid both further 

inflation and deterioration of the rate of growth of the econ- 

omy. Kenya is one of the few countries that has achieved 

adjustment with growth, and that positive development should be 

preserved. 

Excessive reliance on monetary policy to counteract infla- 

tion might endanger growth and be ineffective, as the fiscal 

deficit remains large. We agree that the relationship between 

the exchange rate, interest rates, and inflation mentioned by 

some Directors has to be examined in the context of the saving/ 

investment imbalance in Kenya. Whether or not the exchange 

rate will remain at an appropriate level will depend very much 

on the fundamentals and on how market forces are permitted to 

work. In principle, in a context of fiscal balance and flexible 

interest rates, a floating exchange rate will adjust to bring 

about external equilibrium. In Kenya, according to the staff 

papers, the main disequilibrium seems to be the fiscal deficit, 

as interest rates are more or less market determined. We 
encourage the Kenyan authorities to take the necessary measures 

to reduce the fiscal deficit to restore basic macroeconomic 

balance in the economy, particularly in the public enterprises 

and parastatal institutions. 

Structural reforms have a key role to play, and the Kenyan 

authorities have an excellent record in this regard, as they 

have implemented a strong program of trade liberalization. 

However, more work also needs to be done in the public sector, 

which could help to reduce the pressure on the fiscal side of 

the program. 

Kenya's program is one of the most interesting cases in 

which adjustment has been undertaken in a context of real GDP 
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per capita growth, and it deserves the full support of the 
international community. We support the proposed decision. 

The staff representative from the African Department commented that 
if in 1990 coffee prices did not rise above the 1989 average level, the 

current account deficit- - including transfers- -as a ratio of GDP would 
increase by about 0.2 percentage points to 4.3 percent. The staff had 
tried to be fairly conservative in making assumptions on the likely 
rebound in coffee prices in 1990, but certainly there was some risk 
associated with the projections, and the staff would monitor that impor- 
tant situation closely. 

The authorities had taken a number of steps to promote direct 
foreign investment, the staff representative remarked. That the newly 
formed Cabinet Subcommittee on Investment Promotion was being chaired by 
the Vice President sent a signal of the importance that the authorities 
attached to that effort. The Vice President had taken an active role in 
the subcommittee, and the authorities were clearly very serious about 
trying to remove bureaucratic obstacles to direct foreign investment. 
There was obviously more work to be done, particularly with respect to the 
repatriation of profits. 

The issue of the social impact of the adjustment program on the 
poorest groups had been addressed by the staff and the authorities in a 
serious manner, the staff representative said. The staff had held a 
lengthy discussion with the UNICEF representatives in Nairobi. They had 
exchanged views on a number of measures that were being taken, and not 

surprisingly, the views of the UNICEF representatives in that area were 
somewhat complex. The UNICEF representatives were not opposed to the 

introduction of user charges; indeed, they felt that such charges were 

probably warranted in the circumstances of Kenya, and especially given the 
extremely poor quality of the services being provided in the health and 
education sectors. They had noted that the poor were not intensively 
using health and education services because the quality of those services 
was very low, and they considered that the resources accumulated from user 

charges should be used to improve the quality. The staff had encouraged 
the UNICEF representatives to make suggestions for the contents of a 

possible policy framework paper for 1990, and the staff had recently 
received a long letter from them giving their ideas. 

The donors' meeting in October 1989 had been relatively successful, 
the staff representative commented. Most of the donors had been favorably 
impressed by the quality of the program and had focused most of their 
remarks on small-scale enterprise strategies, the role of the informal 

sector in providing employment opportunities, and privatization. 

In general, the staff agreed with speakers who had stressed the 
importance of increasing public savings, the staff representative said. 

Cutting the rate of growth of public sector employment would be helpful, 
but increasing public sector savings by squeezing nonwage operations and 
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maintenance certainly would not. Similarly, the increase in public 
savings should not be achieved by significantly cutting real wages in the 
public sector; an increase in those wages might well lead to some improve- 
ment in efficiency and quality. Simply squeezing current consumption to 
mobilize more money for investment that would in any event be insuff i- 
ciently maintained would not contribute to economic growth; instead, it 
could result in further depreciation of the public sector's capital stock. 

The adjustment program was not designed merely to address adverse 
terms of trade developments, the staff representative continued. The 
program included a range of measures in the areas of liberalization, 
fiscal reform, and public enterprise reform. 

The exchange rate issue was important, and the staff would have to 
give it considerably more attention in the context of the coming year's 
program, the staff representative commented. The staff agreed that the 
authorities should aim for a competitive exchange rate and then minimize 
the extent to which the rate was continuously devalued. The difficulty in 
that connection was that the authorities were undertaking a fairly funda- 
mental set of adjustments to replace the system of import licensing and 
quantitative restrictions with tariffs. When making that kind of struc- 
tural change a government typically had great difficulty in knowing a 
priori exactly what the right exchange rate was. Of course, in moving 
along the process of reform one must be sensitive about the exchange rate. 
The level of non -oil imports in 1989 had been much higher than antici- 
pated, and while the World Bank and the Fund had been very pleased with 
that outcome, it had meant that the external position was less favorable 
than expected, which suggested to the staff that there might be a need for 
some exchange rate action. Moreover, the deterioration in the terms of 
trade was also unanticipated and might further warrant possible movement 
on the exchange rate. The staff shared Mr. Coos's concern that one should 
not rely excessively on exchange rate policy vis-à-vis domestic policy 
instruments. 

Mr. El Kogali considered that, in the context of the situation in 
Kenya, the Executive Directors had had a useful exchange of views on the 
role of exchange rate policy in developing countries. Exchange rate and 
interest rate policies generally worked very well in the developed econ- 
omies, but it was always useful to review their roles in developing 
countries. Exchange rate policy was becoming the equivalent of aspirin in 
developing countries, in the sense that it was routinely prescribed for 
virtually any kind of illness facing an economy. In some African coun- 
tries, the authorities were encouraged to devalue the rate in the official 
market even as the rate in the parallel market continued to rise. 

The role to be played by tourism and a supportive exchange rate 
policy depended in part on the kind of tourists that a country was trying 
to attract, Mr. El Kogali noted. For example, tourists from Northern 
Europe interested in beach spots had observed that the level of the 
exchange rate made Tunisia and The Gambia less expensive than Greece. 
The demand for tourism was very inelastic in countries that, like Egypt, 
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were attractive to tourists because of particular and unique attractions. 

In those cases, the rate of exchange was not a dominant factor in tour- 

ists' decisions. Kenya might be competing with other countries in the 

region for tourists who were particularly interested in viewing wildlife. 

Such tourists tended to be in upper -income groups and paid less attention 

to the exchange rate than to hotel standards. For those countries, 

investment in hotels was therefore essential. 

The Acting Chairman commented that the staff would wish to examine 

the exchange rate issue in the context of not only Kenya's next program, 

but also the situation in Uganda and Tanzania, as a part of the Board's 

general look at exchange rate issues. When conducting a midterm review 

of a program that was basically on track, as in the present case of Kenya, 

the staff typically did not undertake a detailed examination of exchange 

rate policy and the social effects of adjustment, as those issues would 

have been examined when the program was initially discussed by the Board. 

The summing up at the conclusion of the 1989 Article IV consultation with 

Kenya (EBM/89/55, 5/15/89) had noted, inter alia, that Directors had 

welcomed the pursuit of market -oriented interest and exchange rate poli- 

cies and had stressed the importance of such policies in the context of 

the structural adjustment strategy; thus, the basic direction and strategy 

for the program had been set out at the beginning of the program period, 

and changing them during the midterm review would not be the best prac- 

tice. During the next discussions with the authorities, the staff would 

certainly whether further real effective adjustment was called 

for, and, in that connection, whether the level of competitiveness was 

sufficient to support the authorities' structural adjustment efforts. 

The Executive Board then took the following decision: 

The Fund determines that the midterm review specified in 

paragraph 2(c) of the first annual arrangement under the 
enhanced structural adjustment facility (EBS/89/84, Sup. 1, 

5/26/89) has been completed. 

Decision No. 9282-(89/l44), adopted 
November 10, 1989 
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DECISION TAKEN SINCE PREVIOUS BOARD MEETING 

The following decision was adopted by the Executive Board without 
meeting in the period between EBM/89/143 (11/8/89) and EBM/89/144 
(11/10/89). 

2. EXECUTIVE BOARD TRAVEL 

Travel by.Executive Direc 
is approved. 

July 2, 1990 

JOSEPH W. LANG, JR. 
Acting Secretary 

as set forth in EBAP/89/259 (11/7/89) 

[IJ 



DOCUMENT OF INTERNATIONAL MONETARY FUND 
AND NOT FOR PUBLIC USE 

To: Members of the Executive Board 

From: The Secretary 

FOR 
AGENDA 

EBS/90/194 

CONFIDENTIAL 

November 15, 1990 

Subject: Kenya - Midterm Review of the Second Annual Arrangement 

Under the Enhanced Structural Adjustment Facility 

Attached for consideration by the Executive Directors is the staff 

report for the midterm review of the second annual arrangement under the 

enhanced structural adjustment facility for Kenya, which has been tenta- 

tively scheduled for discussion on Friday, December 14, 1990. A draft 

decision appears on page 32. 

Mr. Heller (ext. 8353) or Mr. Katz (ext. 7465) is available to 

answer technical or factual questions relating to this paper prior to the 

Board discussion. 

Att: (1) 



CONFI DENT IAL 

INTERNATIONAL MONETARY FUND 

KENYA 

Staff Report for the Midterm Review 
of the Second Annual Arrangement Under 

the Enhanced Structural Adjustment Facilit 

Prepared by the African Department and the 

Exchange and Trade Relations Department 

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

Approved by E.L. Bornemann and A. Basu 

November 14, 1990 

Contents Page 

I. Introduction 

II. Recent DeveLopments and Performance Under the Program 3 

III. Policies for the Remainder of 1990 and 1990/91 12 

1. Fiscal policy and structural reform in the budget 14 

2. State corporations 16 

3. Monetary policy and financial sector reform 17 

4. BaLance of payments outlook and external policies 17 

5. Capacity to repay the Fund 24 

II. Social and Environmental Impact of the Program 27 

V. Staff Appraisal 28 

VI. Proposed Decision 32 

1. Use of Fund Credit, June 1990 -December 1991 2 

2. SeLected Economic and Financial Indicators, 1986-92 4 

3. Performance During the Second Annual Arrangement Under 
the Enhanced Structural Adjustment Facility 5 

4. Government Finances, 1987/88-1991/92 7 

5. Monetary Survey, June 1988 -June 1991 10 

6. Medium -Term Balance of Payments, 1989-95 11 



- 

7. Impact of Oil Price Increases, 1989-91 20 

8. Long -Term Balance of Payments Scenarios, 1991-2001 23 

9. Indicators of Fund Credit, 1991-2001 25 

10. Projected Payments to the Fund, 1990-99 26 

Appendix I. Letter of Intent 33 

Appendix II. Relations with the Fund 48 

Appendix III. Relations with the World Bank Group 52 

Appendix IV. Selected Social and Demographic Indicators 57 

Chart S 
Central Government Operations, 1984/85-1991/92 14a 

S 



I. Introduction 

On April 30, 1990, the second annual arrangement under the enhanced 

structural adjustment facility (ESAF) was approved by the Executive 

Board (EBS/90/64) and the first disbursement for SDR 40.2 million 

(28.3 percent of quota) was made on May 15, 1990. The discussions on 

the midterm review of this arrangement took place in Nairobi during 

September 3-15, 1990 and October 9-18, 1990. 1/ 

In the attached letter to the Managing Director from the Vice 

President and Minister for Finance and the Governor of the Central Bank 

of Kenya, dated November 12, 1990 (Appendix I), the authorities review 

progress made under the program for 1990, as well as the objectives and 

policies to be pursued for the remainder of the period. As the perfor- 

mance criterion on net domestic assets for end -June 1990 was not met, 

the authorities have requested that a waiver be granted. The author- 

ities note that in view of the worsening external environment and the 

sharp deterioration in Kenya's external position, important policy 

actions have been taken to bring the program back on track. 

As of October 31, 1990, total Fund credit outstanding to Kenya was 

equivalent to SDR 294.2 million, or 207.1 percent of quota (Table 1). 

In view of higher than originally programmed oiL imports and the 

policies being minimize the impact of the oil price 

increase, the authorities have requested that the amount of the second 

disbursement under the current arrangement be augmented by SDR 20 mil- 

lion to SDR 60.2 million. After taking account of the recent strength- 

ening of adjustment measures, the estimated increases in net oil imports 

in 1990 (SDR 40.7 million) and in 1991 (SDR 62.1 million) have led to a . sharp weakening in the external reserve position in 1990 and to substan- 

tial deterioration in the overall balance of payments outlook for 

1991. The augmented amount is the equivalent of somewhat less than one 

third of the estimated additional cost of net oil imports in 1990/91 

(July -June) over the baseline program projections (see Section 111.4). 

Taking account of scheduled repurchases and the rephased 

prospective disbursements under the ESAF, total outstanding Fund credit 

at end -December 1990 would amount to SDR 338.7 million, or 238.5 percent 

of quota. By end -December 1991, when all the disbursements under the 

three-year ESAF arrangement would have taken place, total outstanding 

Fund credit would amount to SDR 370.1 million, or 260.6 percent of 

Kenya's present quota. 

1/ The staff team consisted of Mr. P.S. Heller (AFR-Head), 
Mr. M. Katz (AFR), Mrs. J. Landell-Mills (ETR), and Mr. S. Gupta (FAD); 
Kr. J. Nnanna (AFR) and Mrs. V. Harvey (Assistant--ETR) participated in 

the September mission, and Ms. C. McAuliffe (AFR-EP) participated in the 

October mission. 



Table 1. Kenya: Use of Fund Credit, October 1990 -December 1991 

Outstanding 
Oct. 31, 

1990 

1990 

Nov.- 
Dec. 

Jan.- 
March 

April- 
June 

1991 

July- 
Sept. 

Oct. - 

Dec. 

(In millions of SDRs) 

Total transactions (net) 44.56 -4.76 21.94 -8.67 22.85 

Transactions under tranche 
policies (net) -10.93 -4.76 -8.29 -8.67 -7.38 

Repurchases 10.93 4.76 8.29 8.67 7.38 

Ordinary resources (1.07) (--) (1.96) (3.91) (3.91) 

Borrowed resources (9.86) (4.76) (6.34) (4.76) (3.46) 

Transactions under special 
facilities (net) -4.74 -- -- -- -- 

CFF (net) (4.74) () () (--) (--) 

ESAF loans 60.23 -- 30.23 -- 30.23 

Total Fund credit outstanding 1/ 294.15 338.70 333.93 355.87 347.20 370.07 

Under tranche policies (100.30) (89.36) (84.60) (76.31) (67.64) (60.27) 

Under special facilities (44.74) (40.00) (40.00) (40.00) (40.00) (40.00) 

Under SAF (28.40) (28.40) (28.40) (28.40) (28.40) (28.40) 

Under ESAF 1/ (120.70) (180.93) (180.93) (211.16) (211.16) (241.40) 

(As percent of quota) 

Total Fund credit outstanding 1/ 207.13 238.52 235.17 250.61 244.50 260.62 
Under tranche policies (70.62) (62.93) (59.58) (53.74) (47.63) (42.44) 

Under special facilities (31.51) (28.17) (28.17) (28.17) (28.17) (28.17) 

Under SAF (20.00) (20.00) (20.00) (20.00) (20.00) (20.00) 

Under ESAF 1/ (85.00) (127.42) (127.42) (148.70) (148.70) (170.00) 

Sources: IMF, Treasurer's Department; and staff estimates. 

1/ Includes use of ESAF Trust 
resourc. . 
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Summaries of Kenya's relations with the Fund and the World Bank 

Group are presented in Appendices II and III, respectively; and a 

summary of social indicators for Kenya appears in Appendix IV. 

II. Recent DeveLopments and Performance Under the Program 

With a deterioration in the external terms of trade, the basic 

macroeconomic objectives of the 1989 program --the first year under the 

ESAF--were not fully realized, although all end -September 1989 

performance criteria, as well as most of the benchmarks for the year 

were met. The exceptions were a small shortfall in the net official 

reserves target and the increase in the Central Government's wage bill, 

which exceeded the targeted ceiling of 7.5 percent growth. Real GDP 

growth met the 5 percent target (Table 2). The end -year inflation rate 

of 10.1 percent, while representing a marginal deceleration from 

10.4 percent in 1988, was higher than the 8 percent programmed, Largely 

because of greater than targeted growth in the stock of broad money. 

The external current account deficit including official transfers was 

7.4 percent of GDP, significantly worse than the deficit of 5.5 percent 

of GDP in 1988 and the 4.0 percent program target. However, as a result 

of stronger than anticipated official capitaL inflows, the external 

sectorrecorded an overall surplus of SDR 52 million --close to the 

programmed level --following overall deficits in the previous two years. 

Overall performance under the program in the first half of 1990 was 

mixed. Credit expansion proved excessive, and there was a failure to 

realize targets for external reserve accumulation. The June 1990 per- 

formance criterion on net domestic assets was not observed (Table 3). 

The benchmarks on net official international reserves for June and 

September 1990 were missed by a wide margin, with shortfalls in net 

official reserves of SDR 99 million in June and SDR 127 million in 

September. The performance criteria on net bank credit to the Govern- 

ment and on nonconcessional borrowing were observed, as were the two 

structural performance criteria --progress in the development of an 

export promotion program and continued import liberalization. The 

structural benchmarks on price decontrol and on interest rates were also 

met; the benchmark Limiting the wage bill in 1990/91 to 9 percent was 

exceeded in the budget but could still be met folLowing a decision to 

reduce the number of civiL servants reLative to the original increase 

allowed for in the budget (see Section 111.1). 

For 1990 as a whole, the balance of payments is expected to be 

significantly worse than programmed as a result of a continued deterio- 

ration in Kenya's terms of trade, weak horticulturaL exports in 1989 and 

early 1990 (reflecting excessive rainfalL, insufficient availability of 

transport, and costly packaging materials), the effects of the trade 

Liberalization effort, the impact of recent oil price increases, strong 

domestic demand fueled principally by the public sector, and lower -than - 

expected inflows of cash program assistance. While the external current 

account deficit (including official transfers) is anticipated to narrow 
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Thble 2. Fenys Selected Prorristc aM lrisl Iralirstera, 1986-92 

1986 1987 1988 1989 199) 1991 1192 

frog. 11 Fat. rvo. 1/ Ps. j.i/ l4... 
prr5. 119i. 

(Aniijai prrtent hareq, ,nlesg etlierwise speclficd) 

Nitional ioccxio sal prices 
P at constant pttcea (factor t) 5.6 4.8 5.2 5.1 5.0 5.2 4.9 5.4 4.5 5.5 

QP deflator 9.3 6.1 9.1 7.2 8.9 6.5 9.5 5.0 10.6 5.6 

Consuser prices 6.3 6.6 83.4 8.0 30.1 7.5 12.0 5.5 8.0 5.1) 

!.,ternal sector (on tt heals of SlW) 
!xports, f.o.b. 7.5 -29.7 1.8 8.8 -5.2 5.5 8.5 9.7 6.0 13.9 

Imports, c.i.f. -o.8 1.5 1.0 4.1 13.6 4.7 -0.8 5.9 -0.2 10.9 

1*,n-oil bnports, c.i.f. 18.1 0.7 1.3.1 2.8 11.9 4.4 4.5 5.8 -2.6 15.2 

Export w,lua 7.5 -29.6 3.3 5.7 1.0 6.5 10.8 5.6 2.5 11.6 

Import ..vluec -0.8 15 5.9 - 10.6 1.8 -6.9 2.9 -6.8 T0.5 

Serve of trade (deterioration -) 12.0 -15.0 3.2 -1.1 -8.6 -1.9 -9.3 0.9 -3.3 1.7 

Ibstrial effective redvege rate 
(depreciation -)2/ -6.7 -1.5.8 -7.3 ... -11.1 ... -14.2 

Real effective exdian* rate 
(depreciatIon -) 2/ -.6.4 -13.0 -2.2 ... -7.2 ... -11.8 

Coverntmil bulget 3/ 
Reveri,e aM grants 15.1 72.9 14.4 1.3.8 18.2 12.5 31.4 31.2 17.4 

Thtsl experwiitwe 17.2 6.3 22.1 12.6 15.3 10.5 7.0 9.6 II.? 

Niney asi credit 
Net 6seatic assets 4/ 26.9 18.1 83.7 8.7 14.1 9.0 14.5 9.1 6.6 2.9 

k,verissent - 53.7 29.7 -6.7 13.3 -5.6 -6.6 54.5 5/ 0.7 -14.1 2.6 

Other sectorS 17.7 14.9 16.7 8.7 17.9 12.4 7.1 - II.) 10.6 4.3 
lhney aM quast-textey (342) 27.6 12.4 8.3 11.6 17.8 8.4 2.6 10.7 10.1 30.5 

Velocity (G4)P relative to 342) 6/ 3.2 3.2 3.5 3.6 3.6 3.6 3.7 3.6 3.8 3.9 

Intereat rate (anrual rate) 6r 
Savirs deposit (minitim) 11.0 11.0 83.0 ... 1.2.5 ... ... 

Average tins depualt 11.5 9.8 12.4 ... ... ... ... ... 

Mumtn lerduag rate 14.0 14.0 15.0 ... 18.0 ... 19.0 

(In prrcnrt of (2)P) 

Coverrmant buiget 3/ 
Reverua sod grants 23.6 25.3 25.7 26.6 26.7 24.9 26.0 27.0 26.0 

Thtat expenditure 83.2 28.0 33.4 32.8 33.6 33.6 28.4 31.2 28.0 

Ovenmil c.tqh defIcit 7/ 
Includlrg grants 6.6 4.2 4.7 6.2 6.0 3.7 2.5 3.2 2.0 

1txiig grants 7.8 6.4 7.1 6.7 6.5 6.3 5.1 5.7 3.9 

tkxmstk larir firaieci, 6.1 -0.1 0.1 0.6 -0.2 0.4 -1.2 - -1.0 

Nxihrit tirnndrg 2.5 3.3 2.1 0.5 0.9 0.6 0.6 1.0 0.6 
Foreign flriaoc.itg - 1.0 2.5 3.1 3.3 2.0 3.1 2.2 2.6 

Orose dusestic inveatnsnt 18.8 24.8 25.3 26.3 25.7 25.7 25.6 74.7 25.0 25.0 

Grons ckriestic asvtrs 18.9 19.7 33.1 33.1 1.8.1 21.4 19.6 72.8 33.8 21.1 

Etterrul current accotzt deficit 
lnclMlrg grants 0.5 6.3 5.5 4.0 1.4 4.1 5.8 2.7 4.3 4.5 

11tx1irg grants 2.5 8.1 8.5 7.0 10.5 7.4 8.4 5.7 6.3 6.3 

Exterrul debt 
External debt inclusive of I\Zd credit 54 16 8) 16 (0 62 55 61 56 % 

Sebt service ratio 8/ 29 34 29 3) 22 28 31 25 29 711 

Interest !7 11 12 12 11 11 10 II In II 

(In all hors of MRs, tetlrve nilrMsr' e.prrlfleil) 

eral1 lalance of peyxents 76 -76 -45 8 51 -38 -215 -34 -57 -q 

Groan official, reserves (snnthg 
of rnrgoverrmirnt imports) 3.7 2.1 2.! 2.3 2.1 2.6 0.5 1.0 7.1) 2.2 

External p.lytientii arrears - - - - - - - - - - 

Soizces: flits provided by the Kenyan autharities; sal staff esthastes. 

As down in FJiS/89/84. 
2/ 1covber-to-Otrovber variations. Par 1993, septonber 1993 via-*sls Eaxwber 1989. 

3/ FIts-al ,sur beginning July 1. 
7/f Net dots-sIte assetS .ere rut tvrpllcttly and before 199). 

5/ P1.t adjusted for the it Ni 2.7 billIon of treasury recratties reid at eni-tiecrinber 1989 nut redress-ui in tnrly .Lau,uarv IS)), au It. 

K 9a 1.8 billIm rrrsvticaticsi of aipresentel cfrcira at end-Jire 1989. 

6/ Level in torrent. 
7/ Figures ib n,t aid ir fry shave totals because of isljustmwnt to o.h l,rsix. The nash deficit in 1.988/89 reflects tIe. at iustrs-rs 

cited In foolnoti' 4 of Table 4. 
8/ In 1erretat of reports of goods, trinfactor services, test private tr,utefrs. 
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TabLe 3. Kenya: lrfonnasee lIar irg the Secorni Anrnsil Artainnent tinier the FniwvaI Structural Ad juatnont Fbcil I ty 

1989 
Thicnnber 
Actual Progrjn 

1991 

line 
Actual 

(juantitative performance criteria/bencimrks (In millions of Kenya 1L1urEs) 

Net dcnmstie assets 2/ 3/ 544w 56513 58l) 
Net lank credit in the GoverTuent 3/ 4/ 12.671 16.3)1) 15,141 

iinnjrartdun irma: 

Net funk credit in the Government In sonetary s.irvey 17,481 21,18) 33,414 
Less: Cereals md Sir Finance Corpsratiro 4,010 4,04) 3,867 
Less: tbbt assnaned fran sirastatals 770 770 1,424 

(In milUona of U.S. ,IalIars) 

IAa rinnconcessional. external. laura or leases contract,xi or 
guaranteed by the Cbverrrnent 5/ (curulative per ealeniar year) 

a. 1-15 years' imturlty 167 155 71 

fu. Sb,rt-tenn credits of less than one year's naturity W - - -- 

(jantitative hairiniurk (In eriE Lions if S131s) 

ilInljtn,n curirlatise increase in set official international 
reserves fran asi-Decairfer 19887/ -6O.3!/ 13.0 -86.3 

Pbxuant1tatlai çerforumnce criteria 

Review: A midterm review will ha xnpleted by mal-ft,vcnnhar 199) to assess the 1991/91 hidgot, an] the lmpinrasut.ation of the prngram, lb target 
anal to set qnastitatise hanclearira are1 indicative targets for the secorni halt of 1991/91. 

Trade ml piynenrs restrictions: The (bvernsent of Kenya will iuxitiain to m.inta.in a liharni netharEe .ini trade system ,-nei will rot Intrisivee *t 
ago fleer, or intensify existing, restrictions. 

Structural performance criteria Target Ibte 

Inpinsent the (mart Lilerallvitimai program, by rorovirg controlq ni at least 55 percent if the July L98) lmplierntn'd 
nunhar of Impert [toss (rmcltxiitug textiles) that are ruarretitly nantroilni ruil luempt (in Schedule ITIC). 

lb improve access by etqarters 0) raw materiaLs an] intersedlate inp.rtn at international prices, as] stri'aslliai aol inde hymn flay 199) lmplort'nted 
effective the export ompensation ivhanu; the Coverrment will hagin to l,nplmamnt a system by skilch ctmrerclal larks pry 
ecenpaisatlrn to exporters within 8) days uxxi suhmissiczi of eviders:e of shipamt of goode thxoti cuat. . Structural hereluinarks 

Remove price auntrols al a sibstantial isenher of [tons aider the General Order of price ixaitroLs, as sell as several Sept. 198) Seplmeinted 
itma fran the Specific Order. 

Raise rndstirE ceilirE nsa oamsnrcial lank lernilrg rates cansistetit with rmavir cmi1ing m Interest rates by .}aie 1991; ThrouØsaut 198) lb target 
nn.intain positive real interest rates. 

Confine the grcs.rth of the Govemsenc's persomiel l.oge hill (iratlmxiirR teachers employed fry the Teachers' Service lily 199) tcersksi In 
Ccemission) to 9.0 percent in 1991/91, reflecting a limit of 2 percent In the growth of civil service posts relatIve 1991/Si fidget hit 
to the 1989/91 midget are] 8 percent growth In the nninber of teachers relative to the ni.ndver employed ro February 1, 199). ixinld still hi art 

Source: i4mnrnreiai atrirhed to the latter of reqaist of Kanyan ,ntisurities of Pbrch 2A, 1991. 

11 lrfornunce criteria. 
2/ Net ,bnestic aisets of the fanidrE system Is tzuad enaisey minus ret foreign assets of tire lnu]drg system. Aone-tlrme stod sijustirent will he node siren the r 

Conaillthted Rank, i.*sich amalgamates nine failing ntnuisink financial Institutions, with total assets tentatiserly estimated at K Ri 1 billion, canrrem operating is a 
commercial tank. 

3/ This target will ha adjusted da.meird ma the extent that net exterrul fInancing of the deficit during die July l9RS-Jnse 199) perIod, excluding A -ire -A firuuirg. 
exceeds K Sb 916 million, or to the extent that dommstic nonisenk flnancirg exceeds K Sb (dx) milUon. Such net external fimvmciip, Is defined 0) Lnclmxle a.I.1 cash loins 
rireived fry the Ffuymmuster General's #ccnnt during this period. 

4/ Net credit to the Goverrrarrit Lv met credit to the Govm'rrirent fruit time fniidrg sector. The ceiling ,mcJmales the operations of the Cereals an] Fnmgar Finance 
Corporation (CSFC), an] the mast of pubLic enterprise debt (it Sb 770 million) Issu try the Government after Jmzm 1989 an] tee Lrsslfled fros mxitmitamarftrg private 
sector credit. 

5/ In addition to mainconcessional harrowing contracted or guaranteed try the Government, this ceiling also up11es to the hmrrcwirg of ill state rorymorations (incise]- 
ing cases r.*smne their harrowing is associated with a 'letter of awareness fran the G,serrs,vemt), as ,,eLI as leases. The celllmg sar1in tIei lease of Kenya Airways 
aircraft expected In (htolrer 1991 that was signed In 1989, condItional in the formulation of .1 re.strrrturirg plan by August 3), 199). For the rurposos if this mbmfinl 
tion, a loamy mar lease is nisecomaressional If it isa.s a grant 'quivinlert if less than 25 percent. Ge-mt ,q,miv.ileeice shall an detenstimmnt fry referomie to pubUsted IYiC 
tables ire] is ,i function of the Interest rate, grace period, in] nnturiry. iliturity is defined as tire 'run of the grace period an] the [cry ,f payment. For uriscues 
of converting new mnncnnc,n'malonai external Insane Into U.S. ifoltirs, the U.S. dollar exthanry rate -s cabled to the Central Fade of Kr'nyi fr,,,, tsr FenIer.,l Revr'rvm' llmmin if 
New York for .lamuary 2, 1991, will ha raved. 

6/ Other than nmrmai Import -related credits, this limit also excludes nsxgraarnntemsl tsmrrwiig try tire Coffee Board f Kemmyn associated with sfort-temni trade 
fimsancing. 

7/ Net mfficLrI international reserves are defIned as the Central Rank of Kenya's ret foreign reserve assets (SIRs, gold, mini foreign emch.rmqpe fuldlrgs) 'dusts Its 
samrt-tean deposit Uahilitivs to foreigners; plus the Central G,verirmnt's net foreign reserve .muusaits (ealedlrg rinse related to Final transact I'mns); plus Kenya's reserve 1avsition In the Plaid; minus Kenya's ret ne of Reid credit. 

6/ Actual outstandimg amaxeat at end-llicamtair 1989. 



from 7.4 percent of GDP in 1989 to 5.8 percent in 1990, this exceeds the 
program target of 4.4 percent for 1990. Gross international reserves 
were, at end -October 1990, less than one month of nongovernment imports, 
and are not expected to improve by end -year. 

Real growth in 1990, which was targeted at 5.2 percent, is now 
estimated at 5 percent. Favorable weather for the major crops and an 
enhancement of production incentives in the early part of the year 
combined to play an important role in mitigating the impact on output of 
the recent increase in oil prices. The inflation rate of 10.6 percent 
at end -September 1990 was higher than the end -1989 Level mainly as a 
result of rapid monetary expansion in the second half of 1989 and early 
1990 and the initial impact of the 31-49 percent increase in domestic 
oil prices that took place in early September. The forecast for the 
inflation rate at year-end has been revised upward to 12 percent, rela- 
tive to the original target of 7.5 percent, following these oil price 
increases and a number of recently enacted tax measures. 

Gross domestic expenditure is expected to decline from 107.7 per- 
cent of GDP in 1989 to 106 percent, reflecting relative contractions in 
both consumption and fixed capital formation. In particular, measures 
taken by the Government to reduce expenditure are expected to lead to a 
fall in public consumption to 18.6 percent of CDP, from 20 percent in 
1989, while the combined investment by the General Government and state 
corporations is expected to fall by 0.3 percentage points to 7.1 percent 
of GDP. Private sector consumption is also expected to decline slightly 
to 61.8 percent of GDP, from 62 percent in 1989. Correspondingly, 
national saving is expected to rise to 16.6 percent of GDP, from 
15.3 percent in 1989. 

In 1989/90, the preliminary estimates of the authorities indicate 
that fiscal performance was broadly on target. The overalL budget 
deficit (including grants) of 4 percent of GDP was somewhat lower than 
the 4.2 percent envisaged in the program, because foreign grants were 
higher than foreseen (Table 4). However, the overall deficit excluding 
grants was marginally higher at 6.5 percent of GDP. Expenditure and net 
lending exceeded the program level by 0.5 percent of GDP, but this was 
Largely offset by additional revenue. Taking account of the Govern- 
ment's increased reliance on nonbank sources at the end of the fiscal 
year, there was a modest net repayment by the Government to the banking 
system of 0.2 percent of CDP, compared with programmed net borrowing of 
0.5 percent. However, staff estimates of the budget deficit derived 
from data on the sources of budget financing during the period April to 
August suggest that the cash budget deficit incLuding grants may in fact 
have been in the range of 4.5-5 percent of GDP. 

Both recurrent and deveLopment expenditures overshot the targets, 
the former on account of higher -than -programmed outlays on wages and 
salaries, interest charges, and nonwage outlays (the Last stemming from 
a very sharp increase in university enrollments). The structural bench- 
mark (in the first annual arrangement under the ESAF) Limiting wage and 
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Table 4. Kenya: Gverrisent F1narea, 1987/88-1991/92 

1987/88 1988/89 1989/9) 1993/91 1991/92 
Pteltin. Revised Prethn. original Budget RevIsed Revised 
actanis prog. 1/ tuals prcgram 1/ ircgram program 

(In millions of Kenya dl1iogs) 

Revenue and grants 35,926 41,114 48,263 48,799 54,(X 54,346 54,739 62,177 
Revessie 32,738 37,381 44,076 44,187 2/ 50,293 49 566 49,248 57,829 
(kants 3,188 3,733 4,187 4,612 3,715 4,78) 5,491 4,348 

Expenditure and ret lendirg ,815 48,595 56,095 56,038 62,024 62,255 59,967 66,98) 
Recurrent expenditure 33,646 37,110 42,891 42,678 3/ 46,912 46,285 45,133 50,221) 

I1eve1oment mcpeviiture and ret lendit 9,169 11,485 13,334 L3,3&) - 15,112 15,970 14,834 16,7/0 

Overall deficit (treasury accounts), cann1tntt 
basis -,889 -7,481 -7,832 -7,239 -8,016 -7,9)9 -5,228 -4,783 

Mjustnset to cash basis 4/ -2,057 -104 - -1W - 1 - -- 

Overall cash deficit 5/ -5,946 -7,585 -7,824 -7,339 -8,016 -7,938 -5,228 -4,783 
(Escluditg grants) -9,134 -U,318 -12,011 -11,951 -11,731 -12,688 -10,719 -9,131 

Finaurir 5,946 7,585 7,824 7,339 8,041 7,9)8 5,228 4,783 
Foreign financiog 1,429 4,111) 6,322 6,024 6,133 6,148 6,503 5,787 
Ikxistic finarsiog 4,517 3,585 1,502 1,315 1,921 1,78) -1,275 -1,11)4 

N,nbark finandrg (4,637) (3,359) (8)2) (1,644) (1,271) (1,264) (1,264) (1,4(X)) 
Bai*log systen (-133) (226) (9))) (-329) (650) (496) (-2,539) (-2,404) 

Of ich: &ljuatnent for increase in 
,.zipresented diecks 5/ (-) (1,825) (-) (-) (--) (--) () (--) 

(In percent of Q)P) 
l,iorandun itesm: 

Revet-nie ani grants 25.3 25.7 25.9 26.7 25.Q 25.8 26.0 26.0 
Revenue 23.1 23.4 23.7 24.1 24.1 23.5 23.3 24.2 
Grants 2.2 2.3 2.2 2.5 1.8 2.3 2.6 1.8 

Expenditure aril net lendirg 28.0 33.4 33.1 33.6 29.7 29.5 28.4 28.0 
Recurrent expenditure 21.6 23.2 23.0 23.3 22.5 22.0 21.4 21.0 
Ovvelornsnt expenditure and ret 1endii 6.5 7.2 7.1 7.3 7.2 7.6 7.0 7.0 

Overall deficit (cainnitmant basIs) -2.7 -4.7 -4.2 -4.0 -3.8 -3.8 -2.5 -2.0 
Overall cash deficit -4.2 -4.7 -4.2 -4.0 -3.8 -3.8 -2.5 -2.0 

(Exc1zliog grants) -6.4 -7.1 -6.4 -6.5 -5.6 -6.0 -5.1 -3.8 
Foreign firenclig 1.0 2.5 3.4 3.3 2.9 2.9 3.1 2.4 
orisestic flnancirg 3.2 2.2 0.8 0.7 0.9 0.8 -0.6 0.4 

Of idch: banidog systmn and adjustirent for 
increase in u-ipresantei checks (-0.1) ).1) ).5) (-0.2) (0.3) (0.2) (-1.2) (-1.0) 

Sources: Jta prc,ided I the Kenyan aitherities; and staff estimates. 

1/ As presented in EBS/9)/64 (3/33/9)). 
2/ The reverije estimate includes K 1,211) million of the 1993-91 central herk profIts prepald in 1989-9). 
3/ Recurrent expenditures include K Sb 895.9 milUon interest obligations actually ph1 In 1989/93 lait showi In the 1993/91 esc1i.qrer Issues. 
4/ The aljustvent factor arises pertly because firmncii-g deta are derived fran anurces nther than rvveree and rxpenlltiire cht.a. It also 

Inclucks a float elesent resultirg [ran differences beteen checks issued and checks cashed, statistical discrepencies, and, in 1987/88, and 
1988/89, differences between peynent orders issued and checks issued. 

5/ The cash deficit for 1988/89 has been adjusted upeird by K Sb 1.8 billion to reflect the Increase In the stock of npresentrsi desks a 
June 33, 1989, ihich ws Largely liquidated by ha,* financirg in early July 1989. ThIs orresp,nds to tie higher bark financtog shoai in the 
scsetary airvey for June 1989 (adjusted). Rn-k financirg in 1989/9) is thus shown ret of this liquidation, tJilch is attributed to 1988/89. Ihik 
financlog for 1989/9) thes nnt reflect the classification of K Sb 770 millIon of jerastatal deli Iran the private to the goverritant sector (as 
siown In the ibnetary 9irvey). 



salary bill growth in 1989/90 to 7.5 percent was exceeded by an estimated 
3.5 percentage points, arising from a 7 percent increase in empLoyment 
and a 4 percent increase in wages. Higher development outlays reflected 
the impact of unexpectedly large external grants. Preliminary estimates 
suggest that unpresented checks at end -June 1990 exceeded the program 
target of K Sh 1.1 billion by a margin of K Sh 0.2 billion. 

In line with earlier commitments, the authorities replaced the 
sales tax with a value-added tax (VAT) and introduced a presumptive tax 
on agricultural produce in the course of 1989/90. However, owing to an 
overestimation of expected revenue from the presumptive tax and weak 
administration of the newly introduced VAT, there was a revenue short- 
fall from these taxes of K Sh 1.7 billion (0.9 percent of GDP). This 
was offset by increased nontax receipts, stemming in particular from an 
unanticipated extra K Sh 1.3 billion in profit remittances from the 
Central Bank of Kenya. 

An important objective of the ESAF has been to strengthen the role 
of user charges in financing recurrent outlays; their share was pro- 
grammed to rise from about 0.9 percent of CDP in 1988/89 to 1.3 percent 
in 1989/90. The authorities began to levy user charges for medical 
services in December 1989, but the new fees for certain services were 
rescinded in the course of 1990 in response to considerable public 
criticism. The authorities have indicated that these fees will be rein- 
troduced once the public is convinced that the quality of the services 
provided by the government -run hospitals and health centers has 
improved. Delays have also arisen in the imposition of fees on univer- 
sity students. Reliance continues to be placed on a student Loan scheme 
as a means of recovering some of the costs of education and to finance 
the cost of rising enrollments in the university system; loan recovery 
rates have nevertheless been quite low. As a consequence, recurrent 
user charges are estimated to have amounted to about 1 percent of GDP in 
1989/90. 

Monetary poLicy during the first half of 1990 was more expansionary 
than programmed despite efforts by the authorities to limit the exten- 
sion of credit to the private sector. Effective April 1, 1990, the 
ceilings on interest rates on deposits and on short- and long-term loans 
were raised by 1 percentage point to 13.5 percent, 16.5 percent, and 
19.0 percent, respectively. The ceiling on short-term loans was raised 
by a further 0.5 percentage point at end -August 1990, to 17.0 percent. 
More important, the authorities removed the legal requirement stipu- 
lating that lending -related fees and charges be inclusive of the loan 
interest rates subject to ceilings. This means that effective interest 
rates can significantLy exceed the formaL ceilings and that they are 
market determined. As a result, interest rates continue to be positive 
in real terms. In an effort to achieve better control over credit 
aggregates, in May 1990 the Central Bank of Kenya introduced a penalty 
deposit scheme for commercial banks that exceed their credit targets 
(based on the recommendations of a recent CBD technical mission). 
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Notwithstanding these measures, the recent change in the focus of 

the performance criterion from total domestic bank credit to net 

domestic assets of the banking system created monitoring difficuLties 

for a number of large commercial banks. As a result, the ceiling on net 

domestic assets for end -June 1990 was exceeded by K Sh 1.6 biLlion, 

equivalent to 3.3 percent of the stock of broad money at end -June 

1989. Thus, net domestic assets grew by 14.4 percent in 1989/90 com- 

pared with 11.2 percent in the program (Table 5). However, as net 

foreign assets were substantially lower than projected, broad money grew 

by only 8.7 percent, less than the 10 percent growth originally pro- 

grammed. Preliminary monetary estimates for end -September indicate that 

the quantitative benchmarks on net domestic assets and bank credit to 

the Government were also not observed. The Latter appears to have 

exceeded significantly the programmed level, largely as a result of 

much -lower -than -expected foreign financing of the budget in the first 

quarter of the fiscal year. Credit to the private sector at end - 

September 1990 is estimated to have been well below the indicative 

benchmark, reflecting the impact of the penalty deposit scheme on the 

lending of commercial banks. 

The externaL current account worsened in 1989, with the deficit 

increasing by almost 2 percentage points to 7.4 percent of GDP 

(Table 6). With service receipts growing strongly, the deterioration 

came from both eLements of the trade account, as a 9 percent terms of 

trade deterioration (in SDR terms) was associated with a decline in 

major export receipts, sharply higher oil import costs, and strong 

domestic demand for imports, particularly by the public sector. 

Merchandise imports rose sharply to 27.4 percent of GDP from less than 

25 percent in the previous year, because of both higher oil costs and 

the leasing of two planes by Kenya Airways. Export vaLues declined by 

5 percent. While sharply lower international prices reduced coffee 

exports by 25 percent, the decline was offset by higher tea earnings. 

Other exports fared badly, with horticultural export volume down by 

29 percent from its 1988 level as a result of transport bottlenecks, 

adverse weather conditions, and a Loss in orders. However, with an 

unprecedentedly large inflow of official capital, much of it program 

assistance with no import content, the overall balance was in surpLus 

for the first time since 1986, and gross foreign exchange reserves stood 

at more than two months of nongovernment imports at the end of 1989. 

Partial trade data for the first six months of 1990 show no rebound 

from the Low base of 1989. The merchandise trade deficit was some 9 per- 

cent higher than that for the same period in 1989, with both exports and 

imports growing at about the same rate. Tea receipts were welL above 

1989 Levels, more than offsetting a continued decline in coffee and 

petroleum exports. However, payments were higher on several Large 

import items, notably petroleum, machinery, and chemicals. Only fertiL- 

izer imports were significantly lower, reflecting the decline in coffee 

earnings and the reportedly lower usage of inputs by coffee farmers. 

Although tourism earnings were buoyant --24 percent above January -June 
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Table 5. Kenya: Nenetany Sirvey, June 1988 -June 1991 !/ 

1988 
June Ibc. 

Actual 
t4rch 
Actual 

3989 
Jjne 

Actual Mj. 2/ Actual 
tèc. 

Actual 
Nerch 

Actual 

1993 
.jnie 

Frog. 3/ Actual 
Kept. 

Frog. 3/ 
Otc. 

PPV. Prog. 
1991 

Nerch 4/ Jtfle 4/ 

(In millione of Wen) shUllogs) 

Net foreign assets -3,143 -3,627 -2,517 -2,162 -2,162 -3,346 -2,499 -3,257 -2,761 -5,223 -3,099 -9,063 -8,036 -7,978 

Net doseatic 
assets 5/ 42,932 47,722 48,295 49,037 10,837 52,232 54,438 54,775 56,5L3 58,150 58,610 62,X1) 63,XX) 61,fl) 

Total dunmstic 
credit 48,401 52,666 51,636 52,422 54,223 55,631 57,75) 59,858 63,588 63,0)5 65,610 ),1l0 67,416 64,514 

Oaverraant 
(net) 17,121. 18,512 17,775 1.7,510 19,310 23,019 17,481 22,199 21,18) 23,414 21,920 27,010 23,CIX) 18,356 

Other 31,28) 34,154 33,861 34,912 34,91.3 35,612 40,269 37,659 42,4(8 39,591 43,68) 43,110 64,416 46,1 

Other itans 
(net) 6/ -5,469 -4,944 -3,361 -3,386 -3,386 -3,429 -3,322 -5,083 -7,075 -1,855 -6,99) -7,810 -6,716 -3,214 

i-tinny and quasi- 
soney 39,788 44,095 45,778 46,875 48,675 48,856 51,929 51,518 53,752 52,939 55,511 53,258 52,664 53,322 

(Mwal dmr, in percent) 7/ 

Net ckmsstic assets 10.1 10.7 11.7 14.2 18.4 19.1 14.1 13.4 11.2 14.4 12.3 14.5 10.8 5.4 

Total dcrmstic 
credit 10.2 7.2 7.4 8.3 12.0 12.8 9.7 15.9 17.3 10.7 17.9 21.4 12.6 7.5 

ikivertmmnt (net) 0.1 -6.7 0.3 2.3 12.8 18.5 -5.6 24.9 9.7 5.7 9.5 54.5 8/ 3.6 -10.1 

Other 15.7 16.7 11.6 11.6 11.6 9.8 11.2 21.5 13.4 22.7 7.1 17.9 16.6 

i-bney and 
qunsi-anney 4.0 8.3 12.7 1.7.8 22.3 23.7 17.8 12.5 10.4 8.7 13.6 2.6 2.2 0.7 

Velocity 3.57 3.46 3.45 3.48 3.36 3.46 3.36 3.5) 3.46 3.52 3.46 3.68 3. 3.95 

Sources: Casiteal fork of Kenya; and staff estlirates. 

1/ The claims of the Netlonal fork of Kenya on the 1ublic entities aix! credit to the private eector gnaranteail l the Coverixmnt are shown hginnlrg in Sine 

as cart of credit to the noogovermairt sector. 8etore that date they rare shown as pert of credit to the Coverrimnt. Reglmilng Septenhr 1989, net credit to 

Govermsent Includes K 9 7 million dalt of Ixiblic enterprises that ri,s assiased 1 the Coverreent; previonsly this dahr rs classified under cxitetsrdtrg cr'dt 
the rorgoverrirmnt sector. 

2/ Mjusted for the nonetization of rnpreaentai thecks of K &i 1,810 million. 
3/ As presented in ESS/9)/64 (3/39/93). 
4/ For Nerch and June 1991, Indicative targets. 
5/ Prior to 1993 program ceilin wnre set on total dcsimstle credit. 
6/ The levels of rther items rait In 1993 are cnnsistent with the level prevailirg &rtrg the seci.uI half of 1989, except for June, Septan%x-r, arel cnnher. 

7/ Ile anneal chan in percent for end-Jrrm 199) Is in relation to the adjusted esd-Jrni 1989 cohen. 
8/ Net adjusted for the K 2.7 billion of treasury securities sold at ermi-Decamber 1989 aix! redeeeed In early Jarusry 1910 aTm1 the K Si 1.8 bIllion nawtlzati'si 

of tsipresented shecka In early July. 



Table 6. Kenya: Medium -Term Balance of Payments, 1989-95 

1989 
Prog. 

1990 

1/ Rev. Est. 

1991 1992 1993 1994 

Projections 

1995 

(In millions of SDRs) 

Current account -481 -376 -395 -302 -339 -348 -276 3O2 

Exports, f.o.b. 718 890 779 826 941 1,074 1,166 1,254 

Coffee 154 167 169 146 159 172 184 197 

Tea 205 239 224 234 260 298 319 341 

Oil products 43 59 38 38 36 37 40 43 

Other 317 425 348 408 486 566 622 672 

Imports, c.i.f. -1,771 -1,825 -1,757 -1,753 -1,944 -2,143 -2,276 -2,466 

Government 2/ -339 -344 -197 -170 -268 -314 -333 -356 

Soil - -269 -276 -322 -356 -335 -352 -377 -403 

Other -1,164 -1,205 -1,238 -1,228 -1,342 -1,477 -1,566 -1,707 

Trade balance -1,052 -935 -978 -927 -1,003 -1,069 -1,110 -1,212 

Services (net) 297 341 324 385 429 483 579 638 

Private transfers (net) 79 82 86 93 100 108 116 124 

Official transfers 195 136 173 148 135 130 139 149 

Capital account 532 422 1& 244 330 359 342 373 

Long-term (net) 475 397 146 255 320 369 312 343 

Official 421 390 84 169 225 264 212 243 

Inflows 3/ (652) (639) (349) (480) (547) (589) (550) (594) 

Outflowg (-231) (-248) (-265) (-311) (-322) (-325) (-338) -(352) 

53 6 62 86 95 105 100 100 

Short-term (net) 4/ 57 25 34 -Il 10 -10 30 30 

Overall balance 51 46 -215 -57 -9 11 66 70 

Financing -51 -46 215 57 9 -11 -66 -70 

Gross reserves -33 -50 191 -200 45 -67 -142 45 

IMF credit (net) -18 4 24 31 -59 -44 -10 -26 

Other assets (net) -1 - -- -- -- -- -- - 

Additional financing 5/ S -- -- - 226 113 100 86 

Memorandum items: 

Gross reserves 

(end of period) 255 305 64 264 309 376 518 563 

Gross reserves 
In asnths of non - 

government imports 2.1 2.5 0.5 2.0 2.2 2.5 3.2 3.2 

In months of total 
imports 1.8 2.0 0.4 1.8 1.9 2.1 2.7 2.7 

(In percent of CDP) 

Current account deficit 

Including official 
transfers 7.4 5.4 5.8 4.2 4.5 4.4 3.2 3.2 

Excluding official 

transfers 10.5 7.3 8.4 6.3 6.3 6.1 4.9 4.8 

Net official capital inflows 

plus official transfers 6/ 9.5 7.6 3.8 7.7 6.3 6.3 5.1 4.2 

Sources: Data provided by the Kenyan authorities; and staff estimates. 

!/ EBS/90/64 (3/30/90). 

2/ Beginning in 1986, data include special imports of defense -related equipment and civilian aircraft. They 

amounted to SDR 73 million in 1988, an estimated SDR 156 millIon In 1989, and are projected to amount to 

SDR 180 million in 1990, SDR 88 million in 1991, and SOR 76 million in 1992. These Imports include Kenya 

Airways leases and purchase of Fokker 50 aircraft in 1991 (SDR 91 million In 1989 and SOR 11.0 millon In 1991). 

3/ Includes loans financing imports of defense -related equipment and the KA leases descrthed In footnote 

2. 4/ Includes errors and omissions and valuation adjustments. 

5/ Comprises, for 1991, commitments by donors for disbursements in 1991 in advance of the Consultative Group 

meeting in November 1990, plus quick -disbursing financing mainly related to IDA credits In other years. 

6/ Including additional financing. 
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1989 levels in shilling terms --capital inflows (particularly program 

assistance) were substantially Lower, leading to the decline in official 

reserves noted above. 

As of October 1990, the public sector had contracted US$150 million 

in nonconcessional borrowing with 1 to 15 year maturities (as defined in 

the table of Appendix I), and such borrowing is expected to be below the 

limit set under the program for the year as a whole. 

The structural measures of the program for the first half of the 

year were implemented as anticipated. In view of the continuing decline 

in terms of trade and the need to support the import liberalization 

process, the exchange rate was depreciated in nominal effective terms by 

14.2 percent between end -December 1989 and end -September 1990, yielding 

11.8 percent in real effective terms. The 1990/91 budget, which was 

presented to Parliament in June, reflects a strong commitment to trade 

liberalization and in particular, to reducing existing biases against 

the production of exportable goods, mainly of nontraditional industrial 

goods. In line with the ongoing strategy to promote a competitive envi- 

ronment by opening domestic markets to foreign imports, quantitative 

restrictions on a significant proportion (35 percent) of the few eligi- 

ble imports still subject to controls were shifted to the liberalized 

category, and are now protected only by tariffs. 1/ Several specific 

initiatives were taken to promote exports. Nine new items were made 

eligible for the Export Compensation Scheme and improvements in the 

administration of the scheme were announced to expedite payments by 

exporters. Regulations for the new proposed duty exemption scheme have 

also been gazetted, and backdated to September 1 (targeting exporters of 

horticultural goods and agro-based products), and a ilL establishing 
the legal and administrative framework for Export Processing Zones was 

approved by Parliament at end -October. Further progress has also been 

made in removing price controls; 74 items under the General Price 

Control Order were decontrolled in mid -March 1990, and six additional 

items under the General Price Control Order and nine items under the 
Specific Order were decontrolled in mid -June 1990. 

III. Policies for the Remainder of 1990 and 1990/91 

In view of the considerable weakening of Kenya's external position, 

a comprehensive policy package has been put in place in order to achieve 

a more viable external position by end -1991. This package, containing 

both financial and structural measures, is designed to reverse by end - 

1991 much of the recent Loss in foreign exchange reserves and to achieve 

1/ The target of 55 percent in the program was based on the old SITC 

categories. An exact mapping under the new Harmonized System (HS) of 

classification cannot be derived. However, the authorities confirmed 
that the 35 percent of HS items Liberalized is equivalent to 55 percent 

of SITC items. 
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a substantial strengthening of the external current account position. 

Accordingly, gross official reserves, which are expected to fall to Less 

than one month of nongovernment imports at end -1990, are targeted to 

increase to the equivalent of two months of nongovernment imports by 

end -1991. The external current account deficit (including official 

transfers) is slated to narrow from 5.8 percent of GDP in 1990 to 

4.3 percent in 1991. Real CDP growth is expected to fall from 5 percent 

in 1990 to 4.5 percent in 1991, and inflation to decelerate from 12 per- 

cent at end -1990 to 8 percent at end -1991. Consistent with these 

objectives, gross domestic expenditure would decline in relation to GDP 

from 106 percent in 1990 to 104.2 percent in 1991. This would reflect a 

1 percentage point decline in general government consumption, a marginal 

decline in private sector consumption, and a 0.5 percentage point decline 

in gross domestic investment (primarily by the public sector). 

The stance of domestic financial policies has been tightened 

considerably, particularly with regard to the operations of the public 

sector. Measures have been taken to reduce the 1990/91 budget deficit 

(including grants) by 1.6 percentage points, to 2.5 percent of CDP. 

Increased revenue and expenditure cutbacks are expected to contribute 

almost equally to the adjustment. A further reduction of 0.5 percentage 

point of GDP is targeted for the budget deficit in 1991/92 (Chart). 

Priorities have been set for parastatal expenditures, particularly with 

regard to imports, and nonessential outlays have been trimmed. Monetary 

policy wiLl be particularly restrained, reflecting substantial net 

repayments by the Government to the banking system, and the implementa- 

tion of measures to facilitate open market operations. Domestic 

petroleum prices were raised in early September 1990 by 31-49 percent, 

compatible with an international price for crude oiL of $33 a barrel 

(c. and f.). 

With respect to external policies, the process of import liberali- 

zation will be continued despite the very difficult external circum- 

stances, although some restraint wilL be exercised with regard to the 

items still restricted. The improvement in the external current account 

is expected to come from general fiscal and monetary restraint supported 

by exchange rate policy, together with specific actions to reduce public 

sector imports. In addition, Kenya Airways will not be allowed to 

exercise its options for the lease of planes in 1990 and 1991, and any 

subsequent Leasing is deferred pending the restructuring of the com- 

pany. Specific measures have been introduced to remove obstacles to the 

growth of horticultural exports. The ceiling on the contracting of 

public nonconcessional external loans has been halved. 

Despite these courageous measures, the external reserve position 

will remain weak through the end of 1990, but is projected to improve to 

two montns of nongovernifient imports by end -1991. The overall policy 

package is expected to improve the balance of payments by some 

SDR 150 million by end -1991, and it is assumed that a remaining external 

financing requirement of some SDR 107 million can be met (see 

Section 111.4). 
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I. Fiscal policy and structural reform in the budget 

In line with the original program target, the Government's budget 

for 1990/91 targeted a deficit including grants of 3.8 percent of GDP. 

The budget included several discretionary revenue measures to broaden 

the tax base and improve the elasticity and equity of the tax system, 

with a net yield of about 0.5 percent of GDP. Specifically, the corpo- 

rate income tax was reduced from 42.5 percent to 40 percent, and a 

current system of payments is to be phased in over the next five 

years. Some employer -provided benefits will begin to be taxed. Tax 

incentives are provided for investments in the Export Processing 

Zones. To stimulate the development of the local capital market, the 

tax on dividends was lowered. Import duties were lowered and excises on 

cigarettes, tobacco, and beer increased. A comprehensive rationaliza- 

tion of the VAT rates on domestically produced and imported goods was 

made, and the general VAT rate was increased by 1 percentage point to 

18 percent. In September 1990, the authorities adjusted petroleum 

product prices to reflect recent world price developments such that 

revenue losses will not emerge. 

Despite these measures, the staff and the authorities estimated in 

September that revenue for the fiscal year would fall short of the 

budget target, suggesting that the 1990/91 budget deficit including 

grants would be 4.1 percent of GDP. In view of the adverse external 

situation, and taking account of the magnitude of current account 

contraction that will be necessary in the coming year, the authorities 

decided to reduce the 1990/91 fiscal deficit to 2.5 percent of GDP, a 

level previously anticipated by the authorities as achievable only in 

the late 1990s. Given projected external and domestic nonbank 

financing, it should thus be possible to achieve a net repayment by the 

Government to the banking system of about 1.2 percent of GDP in 

1990/91. To ensure that fiscal policy has a sustained impact on aggre- 

gate demand and on the balance of payments in both 1991 and 1992, the 

fiscal deficit including grants will be further reduced to 2 percent of 

GDP in 1991/92. 

To achieve this new target, the authorities have undertaken a 

number of strong but difficult revenue -raising and expenditure -cutting 

measures. The adopted tax measures were enacted in early November 

1990. Yielding 0.4 percent of GDP, the measures include adjustments of 

excise duties, the removal of import duty exemptions on some mass - 

consumed items, and increases in the prices of controlled commodities 

subject to ad valorem taxes. Some of the additional revenue (0.4 per- 

cent of GDP) is to be obtained from larger -than -budgeted loan repayments 

and dividends from a number of public corporations, collections of 

already budgeted and past arrears of the telecommunications tax, and 

unbudgeted repayments of past loans by some public enterprises. The 

authorities have also rescinded most of the import duty exemptions 

granted to parastatals effective November 1, 1990. A number of steps 

will also be taken in the next two months to strengthen the administra- 
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tion of the recently introduced VAT, and any positive revenue impact 

from such improvements would provide a cushion for unanticipated revenue 

shortfalls from other sources. With these measures, revenue as a share 

of GDP is projected at 23.3 percent of GDP, lower than the 24.1 percent 

achieved in 1989/90, largely because of the impact of an unanticipated 

extra profit remittance from the Central Bank in that year (equivalent 

to 0.7 percent of GD?). In addition, and in order to continue the 

efforts to conserve energy, the Government has made a commitment not to 

reduce retail petroleum prices and to capture any fiscal benefits 

accruing from a reduction in international oil prices in 1991. 

With regard to expenditure, in early -November the Cabinet agreed to 

reduce 1990/91 recurrent and development budget allocations by the 

equivalent of 0.4 percent and 0.5 percent of GD?, respectively. This 

decision has been reflected in a Treasury Circular issued to all con- 

cerned ministries. Taking account of these cutbacks, total expenditure 

and net lending is projected to decline to 28.4 percent of GD?, from 

30.6 percent in 1989/90. Recurrent outlays should decline to 21.4 per- 

cent of GDP, from 23.3 percent in 1989/90; development expenditures will 

similarly fall to 7 percent of GD?, from 7.3 percent in 1989/90. 

The recent cuts in the recurrent budget are focused on wages and 

salaries, transportation expenses, purchases of vehicles, and outlays on 

plant and equipment. Cuts in the development budget focused almost 

wholly on locally funded construction and low -priority investment 

projects. Part of the cutbacks are directed toward nonproductive 

expenditures in public administration and defense. However, these cuts 

have necessarily affected a broad swath of programs in the economic and 

social sectors. A noteworthy feature of the revised budgetary alloca- . tions is the decision to reduce the number of authorized civil service 

posts included in the 1990/91 budget by 10,400, relative to the original 

total increase of about 50,000. The authorities have also agreed to no 

further increase in the number of posts in the 1991/92 budget other than 

those required to meet the needs for primary school expansion. These 

measures should have a long-term impact on wages and salaries, which is 

the major component of recurrent expenditure. A small part of the 

expenditure savings (0.1 percent of GDP) will be offset by the higher 

cost of domestic interest payments arising from the decision to free the 

yields of treasury bills in mid -November. 

The authorities have also agreed on a number of structural measures 

that should have a significant fiscal impact over the medium term. 

Taking into consideration the rising cost of university education in the 

budget, the intake of new students in the university system will be 

reduced to about 8,000 in 1991 (compared with the exceptional intake of 

20,600 in 1990 and 7,036 in 1989). In-service programs for primary and 

secondary teachers are to be strengthened to facilitate the training of 

untrained teachers, who increasingly will fill new teaching posts at 

these education Levels. In 1991, fees will be Levied on university 

students so as to cover a significant portion of their tuition costs. 

Lastly, various steps are to be taken to strengthen the expenditure 
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control and monitoring system, in line with the recommendations of a 

recent FAD technical assistance mission. Effective January 1991, the 

Ministry of Finance will start monitoring the nonwage, nonpension, and 

non -interest commitments of the major ministries. To allow for the 

introduction of corrective budgetary measures, a high-level committee 

will conduct midyear and third-quarter reviews of the budget. 

2. State corporations 

In formulating the new policy package, the authorities reviewed the 
budgets of 65 state corporations in order to identify low -priority 

expenditures with relatively high import content that could be cut 

without significantly affecting enterprise operations. Accordingly, in 

early November the Cabinet approved cutbacks in the budgets of specific 
parastatals, with the focus directed toward purchases of vehicles, plant 

and equipment, and construction projects. In addition to a Treasury 
Circular formalizing this decision, implementation of these cutbacks 

will also be effected through the budgetary review role of the Govern- 

ment Investment Division of the Ministry of Finance, Treasury's repre- 
sentation on parastatal boards, and the decisions of the Foreign 

Exchange Allocation Committee. 

In the next few months, several structural measures are directed 
toward the state corporation sector. The compLetion of a policy 

framework paper for state corporations by the end of this year will 

provide the criteria for designating enterprises as strategic or non- 

strategic, and facilitate identification of candidates for privatization 
in 1991. Amendments to the State Corporations Act, which are expected 
later this year, will require such corporations to prepare and submit 
their annual budgets to the Ministry of Finance, thereby increasing 

accountability. The authorities have also announced that the Government 
will no longer assume unlimited foreign debt service obligations of 

state corporations without an investigation as to the reasons for any 

default. The ability of the Government to oversee the economic and 
financial position of state corporations should also improve with the 
establishment in August 1990 of a quarterly information system for these 
enterprises. To facilitate a better understanding of the credit demands 

arising from their operations, the Ministry of Finance will commence 
collection of relevant financial data on the 15 largest state corpora- 

tions from the commercial banking sector from December 1, 1990. Lastly, 

the program for restructuring of development finance institutions has 
been accelerated and toward this end, the services of six technical 
experts in the management of assets and liabilities are planned to be 

secured by December 1, 1990. 

Measures have also been initiated to restructure Kenya Airways; 
1,000 employees were retrenched in April, and some organizational and 
personnel changes have also been recently effected. A government - 
appointed committee has completed a high-level review of the company's 
operations, and an IDA-funded consultant is to draw up an action plan 
for the company's restructuring by end -March 1991. The Government has 
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also decided to defer the purchase or lease of any new aircraft until 
this action plan is implemented (with the exception of a Fokker F-50 jet 

that had been previously contracted). 

3. Monetary policy and financial sector reform 

Monetary policy during the remainder of 1990 and the first half of 
1991 will seek to contain the growth of the net domestic assets of the 
banking system and of overall liquidity at a rate consistent with the 
program targets for reserve accumulation and reduced inflationary pres- 
sures. An effort will also be made to broaden the range of available 
financial instruments. In view of the sharp cut in the budget deficit, 
the recourse of the Government to the banking system during 1990/91 is 

expected to decline by about K Sh 2 billion, equivalent to nearly 4 per- 
cent of the stock of broad money at end -June 1990. Providing adequate 
credit to the private sector, this contraction will allow the growth of 
net domestic assets to decelerate to 4.9 percent. Taking account of the 
targeted foreign exchange reserve buildup, the annual growth of the 
money supply should decelerate sharply to less than 1 percent, implying 
a gradual increase in velocity through June 1991 (in line with the 
concomitant rise in interest rates and reduction in expected inflation). 

Interest rate liberalization has been furthered by active steps to 
develop a market for treasury securities. Accordingly, yields on 
treasury bills have been fully liberalized effective November 15, 1990, 
allowing the price to be set by a free auction. This measure should lead 
to a substantial increase in the Central Bank's rediscount rate for com- 
mercial banks. The amounts to be offered in each weekly auction will be 
set in consultation with the Central Bank and take account of monetary 
policy considerations. To increase the attractiveness and marketability 
of treasury bonds, a new scheme is being put in place to establish an 
effective marketing and distribution system. By end -November 1990, the 
Central Bank will begin the flotation of bearer treasury bonds with 
maturities of one, two, and five years through the Post Office Savings 
Bank. 

These measures will enhance the Central Bank's capacity to conduct 
open market operations and enable it to move gradually from the current 
system of quantitative credit ceilings. In order to ensure compliance 
by commercial banks with the ceilings set on the expansion of credit, 
the penalty deposit scheme of the Central Bank will be maintained. 

4. Balance of payments outlook and external policies 

External sector prospects for the rest of 1990 and the following 
year are now significantly worse than anticipated. The external current 
account deficit in 1990 is projected at 5.8 percent of GDP, compared 
with a program target of 4.4 percent. The combination of a higher 
deficit and lower non -import -related capital inflows is expected to 
reduce gross international reserves by SDR 191 million in 1990, implying 
a decline in reserves to the equivalent of two weeks of nongovernment 
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imports, instead of the programmed buildup to 2.5 months. In 1991, the 
deficit is projected to decline to 4.3 percent of GDP, compared with a 

target of 4 percent in the program, with reserves slated to rise to two 
months of nongovernment imports. 

The trade balance in 1990 is expected to remain weak, dominated by 
poor performance by the major exports. Coffee values are expected to 

grow by some 10 percent, but only because of a large drawdown of the 
Coffee Board's stocks. Tea volumes are also likely to grow more slowly, 
as a consequence of lower prices received at the auctions and delays 
experienced by farmers in receiving payments. Nontraditional exports, 
which declined sharply in 1989, are expected to recover, although from a 
low base. Horticultural exports, for example, are expected to grow in 
aggregate by some 7 percent in volume terms as a result of better 
weather conditions, new duty exemptions on imported packaging, and 
improved transport facilities. The level of public sector imports is 

now slated to drop by more than 40 percent vis-à-vis earlier estimates, 
primarily reflecting the decision not to exercise the option for air- 
plane leases. In addition, some imports by both Government and para- 
statals will be canceled or postponed in light of the severity of the 
external position. The recent increase in domestic petroleum prices 
should lower private and public demand, and oil import volumes are now 
expected to be unchanged for the year, compared with an earlier projec- 
tion of 2 percent growth. Nevertheless, oil import costs are expected 
to rise by 20 percent in 1990. 

Net service receipts are estimated to be fairly close to programmed 
levels, with somewhat higher interest payments on foreign loans (from a 

short-term loan to the Coffee Board and some increase in government 
interest payments) to be offset by higher travel receipts. Receipts 
from tourism rose by 24 percent in the first half of 1990, relative to 

the same period in 1989, and with the tourist season nearly over, the 
forecast 6.4 percent annual growth may prove conservative. 

Net official capital inflows (including transfers) for 1990 are 
expected to be almost 4 percentage points of GDP lower than antici- 
pated. This is partly a matter of timing as two IDA credits (for export 
promotion and the agricultural sector) of some SDR 70 million are being 
processed more slowly than foreseen and are now, with associated 
cofinancing, expected to be disbursed in early 1991 instead of late 

1990. Disbursements on projects to the Government and parastatals (some 
SDR 120 million) have also been postponed (these include the Leases on 

the Kenya Airways planes). In addition, some cofinancing that was 

anticipated did not materialize. The timing of program inflows has 

created particular problems for reserve management in 1990. No program 
loans were received in the first half of the year, compared with about 
SDR 63 million in the first six months of 1989, while program grants 
were some 60 percent Lower. For the remainder of the year, both program 
loans and grants are expected to be some 40 percent below 1989 levels. 
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Given the pessimistic prospects for the major exports and much 

higher oil import prices, 1/ the measures taken by the Government to 

narrow the current account deficit in the remainder of 1990, but most 

importantly in 1991, focus primarily on demand restraint exercised 

through tight fiscal and monetary policies. These measures should 

result in a reduction in the demand for foreign goods by the public and 

the private sectors estimated at about SDR 120 million by end -1991. The 

1991 current account deficit is now forecast to fall to 4.3 percent of 

CDP, compared with 4.0 percent in the original program. 

Almost 1 percentage point of the current account deficit is 

expected to derive from higher oil import costs. Given the authorities' 

policy of raising domestic petroleum prices in line with import costs, 

oil import volumes are expected to fall by 2 percent next year 

(Table 7). Even so, under current price assumptions, oil import values 

will rise by more than 10 percent in 1991. Public sector imports should 

decline by a further 4 percent in 1991. Credit restraint and higher 

prices are expected to result in private imports declining slightly to 

19 percent of CDP. Private sector non -oil demand will be restrained by 

the new tax measures discussed earlier and tightened monetary policy. 
The authorities remain committed to their schedule of full import 

liberalization by mid -1991. 

On the receipts side, export performance is likely to continue to 

be dominated by a further deterioration in the international prices for 

Kenya's major exports. Receipts from the traditional exports of coffee, 

tea, and petroleum are expected to remain low in 1991. Continued low 

international coffee prices, together with low stocks at the Coffee 

Board and evidence of inadequate usage of inputs by farmers, are 

expected to lead to a 20 percent fall in coffee export volumes. Con- 

tinued inefficiencies at the oil refinery have led to high costs; lower 

orders from regional markets are likely to reduce petroLeum export 

volumes by 10 percent. The export volume for tea is expected to rise in 

1991 by only 5 percent following an 18 percent volume increase in 1990; 

this partly reflects an 8 percent price decline this year and a further 

drop anticipated for 1991, as tea formerly sold in the Middle East is 

suppLied to other markets. Past delays in effecting payments to tea 

farmers have also adversely affected export volume; recent efforts to 

redress these difficulties are not LikeLy to have an impact on volume 

until mid -1991 at the earLiest. 

Horticulture and manufactured export volumes are forecast to rise 

by about 10 percent in 1991 in response to recent export promotion 

measures. Net service receipts are expected to continue to strengthen 

the current account in 1991. TraveL receipts are expected to grow by 

1/ Average oil import prices for 1990 are estimated at US$25.10 

(c. and f.) per barrel, based on f.o.b. prices of US$31 a barrel for 

mid -September -December; for 1991, average prices (c. and f.) are 

forecast at US$29.6. 



Table 7. Fenya: Impact of Oil Price Increases, 1989-91 

(In millior of U.S. dollars and SDRs) 

Baseline 11 Revised Scenario 2/ Additional 
___________________ ______________________ bsts 

Q P Valie Q P Va1 ($) SDR 

Calendar years 

1989 
Imports 17.3 19.7 340.1 
Exports 3/ 5.3 23.3 123.3 

Net ($) 216.8 
Net (SIR) 169.1 

19%) 

Imports 17.3 2).9 361.7 17.3 25.1 433.6 
Exports 3/ 4.6 27.3 124.6 4.9 27.3 135.1 

Net ($) 237.1 298.5 61.4 
Net (SIR) l&).9 221.6 40.7 

1991 
Imports 17.6 21.7 382.9 16.9 29.6 500.2 
Exports 3/ 4.7 28.6 132.8 4.9 31.0 151.0 

Net ($) 250.1 349.2 99.1 
Net (SIR) 188.2 250.3 62.1 

Fiscal year 

199)11991 4/ 
Imports - 17.5 21.3 372.4 17.1 29.3 501.3 
Exports 3/ 4.6 27.9 128.1 4.9 31.3 153.2 

Net ($) 244.3 348.1 103.8 
Net (SIR) 185.1 250.4 65.3 

Source: Staff projections. 

Nete: Q = quantity in miltions of lBrrels; P = price por hirrel. 

1/ EBS/90/64 (3/30/9)); revisel data for 1989; WEO projections (1/18/9)). 
2/ Midtena review project ions (secorKi annual ESAF arrangeint), Oitober 199); WEO projections 

(10/4/9)). 
3/ Refin1 petroleiiu exports plus aircraft anl ship refilir sales. 
4/ July i99)-Jur 1991. 
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over 11 percent, with no evidence of capacity limitations in hotels or 

game parks. Other service receipts related to travel are also expected 

to grow strongly, particularly airport and port earnings. 

Net capital inflows plus official transfers in 1991 are expected to 

be 4.5 percent of GDP, significantly below the 9.5 percent recorded in 

1989. Nevertheless, with the disbursement of the IDA credits due in 

1990 and with no further leases planned for Kenya Airways, official 

inflows in 1991 are expected to be some 40 percent above 1990 levels. 

With some short-term capital outflows (as the Coffee Board loan is 

repaid), and targeting a reserve accumulation of SDR 200 million to 

allow gross reserves to recover to two months of nongovernment imports, 

the additional financing requirement for 1991 is likely to be some 

SDR 226 million. If policy requirements are met, the disbursements of 

the second tranches of IDA credits, new IDA credits, and cofinancing are 

likely to reduce this to SDR 107 million. It is reasonable to expect 

that commitments of additional assistance covering the remaining 

financing requirement will be forthcoming at the Consultative Group 

meeting in mid -November. Should these funds not become available, 

additional adjustment would be required. 

To monitor the overall impact on reserves of the policy package, 

and to signal any need for further actions, the Central Bank of Kenya 

and the Ministry of Finance have jointly prepared a foreign exchange 

budget, with indicative quarterly ceilings on foreign exchange spending 

by the Central Government and parastatals that are consistent with the 

reserve target set for end -1991. 

Kenya's development strategy will continue to be based on the 

promotion of the tradable goods sector. To this end, financial policies 

and structural reform measures will aim at improving domestic incentives 

for the production of tradable goods. The progressive reduction of 

inflationary pressures through fiscal and monetary restraint and con- 

tinued trade liberalization are expected to strengthen the incentives 

for export activities and to improve the efficiency of the tradeable 

goods sector as a whole. Since the mid-l980's, the ratio of prices of 

exportabLes to home goods has declined by some 20 percent. Moreover, 

there has been a marked decline in the terms of trade over the past two 

years, and the foreign reserve position has dropped to an uncomfortably 

low Level. In these circumstances, and given the authorities firm 

commitment to continuing the process of import liberalization, the aim 

of exchange rate policy will be to help in reversing the recent decline 

in the domestic relative price incentives for tradeable goods produc- 

tion. In this context, account will be taken of the efficiency gains 

that could be derived from structural reforms. 

To control debt -servicing costs over the medium term, public sector 

contracting of nonconcessional borrowing with maturities of 1-15 years 

will be reduced from US$155 million in 1990 to US$77.5 million in 1991, 

of which US$55 million has been earmarked for the Nzoia Sugar Project. 
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On the structural side, the measures announced to promote a quick 

response from existing export enterprises will be implemented as soon as 

feasible. The regulations for the exemption scheme noted above for 

refunding VAT and import duties paid on imported inputs to exporters of 

horticultural goods and agro-based products have been gazetted and 

backdated to September 1990. Two measures are planned to alleviate the 

capacity constraint on air freight for horticultural exports. First, to 

reduce shipping costs, the handling of air cargo at Jomo Kenyatta 

Airport will be demonopolized by mid -December 1990. Second, to provide 

incentives for chartering cargo flights, the base for the calculation of 

the duty rate on imports delivered by air will be reduced, effective in 

the first half of 1991, from 50 percent of the air freight cost to 

10 percent. This will, place air and sea freight charges on a more equal 

footing. The bill establishing the Export Processing Zones was approved 

by Parliament at end -October and is expected to be enacted by the end of 

1990. Two of these zones and the general area of the third have been 

identified; the private zone in Nairobi is ready for occupancy and is 

expected to be in production by early 1991. Infrastructure work on the 

government zone in Nairobi, at Athi River, is to commence shortly, and 

this zone is expected to be in production by mid -1992. 

The domestic textile sector is still protected, but the IDA- 

financed study of the sector has been submitted and discussed with the 

Government, which is to formulate a strategy for restructuring the 

sector by end -January 1991. This strategy should address the main 

constraints identified by the report --the inefficiency of publicly owned 

firms and cotton availability and quality --prior to removing present 

controls on textile imports. The budget has already announced measures 

to overcome bottlenecks to the availability of cotton; an auction system 

is to be introduced, ginneries are to be restructured, and private 

ownership will be encouraged. 

The long-term scenario for Kenya (Table 8) has been prepared 

utilizing the most recent WEO assumptions for foreign demand, commodity 

prices, and interest rates. It is predicated on a continuation of 

appropriate domestic policies including a targeted increase in reserves 

to about three and one half months of imports by the end of the decade. 

This path is consistent with real GDP growth of 5.5 percent per annum 

with an external current account deficit that declines to 4 percent of 

GDP (including official transfers). On this basis, the debt service 

ratio would fall to 16.5 percent of exports and service receipts, while 

the debt to export ratio aLso declines steadily to 155 percent of 

exports. In the near term, ratios of current account deficits to CDP 

(excluding transfers) remain at over 6 percent during 1991-93 before 

declining to about 4 percent by 1997. These deficits are expected to be 

financed by donors at concessionaL terms (at Least 10 -year grace periods 

and 3 percent average interest). 

The alternative scenario (Scenario B) was prepared as a sensitivity 

analysis. This alternative is based on lower financing in 1991 and a 

further terms of trade deterioration in 1991 of 6 percent, equivalent to 



Table 8. Kenya: Lorg-Term Balance of Payisents Scenarios, 1991-2(X)1 

1991 1992 1993 1994 1995 19% 1997 1998 1999 3100 2101 

Scenario A 

Qirrent account dsficit 1/ 
(In millions of SIRs) - 3)1 339 348 276 3)2 279 1 3)4 331 365 387 

(As a percent of Q)P) 6.3 6.3 6.1 4.8 4.8 4.3 4.1 4.1 4.1 4.1 4.0 

thare in terms of trade -1.3 1.7 0.3 1.0 -1.0 - - - - - - 
Export vo1.iie growth 2.5 11.6 10.3 4.4 4.5 6.0 6.0 6.0 6.0 6.0 6.0 

Import voluse growth -4.9 10.5 6.9 3.1 4.3 4.3 5.7 6.2 6.5 6.8 6.5 

Infloi plus official trans- 
fers (as a percent of (10P) 7.7 6.3 6.3 5.1 4.2 4.2 4.2 4.3 4.3 4.3 4.4 

Cross reserves 
In millions of SEEs 264 3)9 376 518 563 635 722 2 936 1,069 1,239 

In nuntla of rorgovern- 
nnt Imports 2.0 2.2 2.5 3.2 3.2 3.4 3.6 3.8 4.0 4.2 4.5 

In tmnthe of total imports 1.8 1.9 2.1 2.7 2.7 2.9 3.1 3.3 3.4 3.6 3.9 

tbt service/exports of 
goods aod services 19.6 19.0 25.6 22.0 21.9 21.6 21.1 10.4 19.4 18.2 17.0 

Ibt/exports of goods 
sod services 226 106 195 171 

tt use of Fural credit 
(In millions of SEa) 2/ 31 -59 -'44 -10 -26 -42 -54 -51 -44 -28 -12 

Scenario B 

Qirrent account cficit 1/ 
(In millions of SiPs) - 187 226 193 169 213 176 166 176 188 106 3)9 . 
(As a percent of CDP) 4.7 4.8 4.1 3.6 3.9 3.3 3.1 3.0 3.0 3.0 2.9 

tharge in terms of trade -6.0 2.1 0.3 1.0 -1.0 - - - - - - 
Export voluim growth 2.5 11.6 10.3 4.4 4.5 6.0 6.0 6.0 6.0 6.0 6.0 

Import vo1u growth -15.3 11.8 5.3 5.3 4.3 4.3 5.7 6.2 6.5 6.8 6.5 

Inflose p1w official trans- 
fers (as a percent of Q)P) 4.5 4.8 4.3 2.9 3.1 3.2 3.3 3.3 3.1 3.3 3.1 

Gross reserves 
in millions of SiRs 151 196 263 326 353 435 51) 640 742 *i6 1,034 

In minthe of rorgovern- 
mint Imports 1.1 1.4 1.7 1.9 1.9 2.2 2.5 2.8 3.0 3.3 3.5 

In nDntta of total Imports 1.1 1.3 1.6 1.8 1.8 2.1 2.4 2.7 2.9 3.2 3.4 

ibt service/exports of 
goods sod services 19.4 .7 25.1 10.7 10.5 10.2 19.6 18.9 17.9 16.7 15.5 

!bt/exports of goods 
sod services 214 198 184 174 166 158 151 145 139 135 131 

Sources: Staff pro lections. 

!I cclodirg official transfers. For 1991-93 trade assiarptlons are wn.slstent with the (hmx1tty 

Division's projecriors for Scenario A, arri are as àscribEd In the tee for Scenario B. 

2/ Assi.zimg zero Fund disburseimnts after 1991. Fund creilit outstaodlrg Is zero tr cul-2(i)l. 
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an oil import price of US$31 a barrel through 1991, rather than the 

October WEO average price projection of US$26.2 a barrel. Higher oil 

prices add SDR 65 million to import costs. If, in addition, only haLf 

the SDR 226 million financing requirement is met in 1991, the author- 

ities are envisaged to respond with appropriately strengthened policies 

that reduce imports by SDR 180 million while gross international 

reserves would increase only modestly, remaining at about one month of 

the lower level of imports. The net impact of the terms of trade effect 

and greater adjustment would be to reduce 1991 imports to 7 percent 

below baseline levels. This would mean sharpLy curtailing parastataL 

and private imports, and would reduce real investment and growth. If 

financing continued to be tight during 1992 and 1993, import volumes 

would remain stagnant in 1991-93, compared with a cumulative growth of 

13 percent under the baseline scenario. Reserves would rise to the 1991 

baseline target of two months of imports only after 1993. 

More pessimistic assumptions on other variables also lead to a 

sizable need for import adjustment in addition to that already contained 
in the program. Each additional US$1 in the oil price in the first 

quarter of 1991 would add SDR 4 million to 1991 import costs. If coffee 
prices in 1991 remain at their 1990 LeveLs in dollar terms, rather than 

rising by 8 percent (in SDR terms), an additional SDR 16 million in 

financing would be needed. If exporters of nontraditional goods are 

slow to respond to new incentives, such that the growth in export 
volumes of these goods declines from 15 percent to 10 percent in 1991 

(which would not be inconsistent with historical performance), 

additional financing of SDR 18 million would be required. 

5. Capacity to repay the Fund 

Kenya has met its financial obligations to the Fund promptly, 

despite occasions of foreign exchange difficulty (e.g., in 1981 and 

1987). Sound financial and debt management has enabled Kenya to 
maintain its excellent record of servicing its debts. 

As a result of frequent arrangements to use Fund resources, Kenya 

has relatively high Fund credit outstanding as a percentage of its 

present quota, which will reach a peak at 260 percent of quota with the 

projected purchase under the third -year ESAF in 1991. Repurchases are 
also sizable, peaking at SDR 59 million in 1992; after 1994, exposure 
falls rapidly as repurchases of the 1988 stand-by arrangement are 

completed (Table 9 and Table 10). 

Debt service to the Fund averages about 1.5 percent of exports 
of goods and services during 1991-2001 in the baseline scenario 

(Scenario A). The peak years will be in 1991-93, when repayments to the 

Fund are also high in relation to gross official international reserves 
(at 22 percent in 1992). Most debt service ratios fall off quite 
steeply by the end of the decade, particularly in relation to reserves, 
which the authorities are assumed to target at over four months of non - 
government imports by 2000. However, debt service to the Fund remains 



Table 9. Fenya: Indicators of Fund Crodit, 1991-2(X)1 

(In fercent) 

1991 1992 1993 1994 1995 1996 1997 1998 1999 XX) X)l 

Scenario A 

itstaodirg Fund credit/QP 5.2 4.2 3.4 3.0 2.5 1.9 1.2 0.7 0.3 0.1 - 
(Xitstanding Furri credit/qsa,ta 2f0 219 187 181 162 133 95 59 28 8 - 
Debt service to the Fund! 

exrorts of goods, 
ncnfactor services, 
aod private transfers 2.3 3.3 2.1 0.4 1.0 1.5 1.8 1.5 1.2 0.7 0.3 

Debt service to the Fuid/ 
total bt service 7.8 11.4 8.3 2.1 4.8 7.1 8.6 7.8 6.6 4.1 1.8 

Debt service to IFIs/ 
total bt service 1/ 41.8 26.6 26.0 26.5 22.6 19.9 17.7 15.5 14.4 14.2 21.3 

Debt service to IFIs/ 
international reserves 1/ 85.7 51.1 '.0.4 27.8 23.5 19.4 16.0 12.8 10.7 9.4 12.2 

tèl:t service to the Fund/ 
nonreschedulable bt 
service 18.6 42.9 31.9 7.6 ah4 34.8 47.5 49.1 44.6 28.2 8.0 

Deli service to the Fund/ 
gross official inter- 
national reserves 15.9 21.9 12.9 2.1 4.8 6.8 7.6 6.3 4.8 2.6 1.0 

Scenario B 

Debt service to the Fund! 

exrxrts of goods, 
nonfactor services, an 
private transfers 2.3 3.3 2.1 0.4 1.0 1.5 1.8 1.5 1.2 0.7 0.3 

tètt service to the Fund/ 
total tbt service 7.8 11.6 8.4 2.2 4.9 7.4 9.0 8.2 7.0 4.4 1.9 

Deli service to IFIs/ 
total thbt service 1/ 41.6 26.9 26.3 28.1 24.2 21.3 19.0 16.7 15.6 15.5 23.5 

Debt service to IFIs/ 
international reserves 1/ 147.9 8).2 57.5 44.1 37.3 28.4 21.7 16.4 13.5 11.3 14.6 

Deli service to the Fund! 
nonreschedulable cbt 
service 18.8 43.1 32.0 7.6 X).4 34.8 47.5 49.1 44.6 28.2 8.0 

Debt service to the Fund! 

gross official inter- 
national reserves 27.9 34.6 18.4 3.4 7.6 9.9 10.3 8.1 6.0 3.2 1.2 

Sources: Staff projections. 

1/ ffI-4nternatjonal financial institutions. 



Table 10. Kenya: Projected Payments to the Fund, 1990-99 

Obligations from outstanding 
use of resources 

Principal 
Repurchases 
ESAF/SAF repayments 
Trust Fund repayments 

Charges and interest it 

Total 
(Percent of quota) 

Obligations from prospective 

use of resources 
Principal 

Repur chases 

ESAF/SAF repayments 
Charges and interest 1/ 

Total 
(Percent of quota) 

Cumulative (outstanding and 

prospect ive) 
Pr in ci pa 1 

Re pur chases 

ESAF/SAF repayments 
Trust Fund repayments 

Charges and interest 1/ 

Total 
(Percent of quota) 

Source: Staff estimates. 

(In millions of SDRs) 

1990 
Nov.- 1991 1992 1993 1994 1995 1996 1997 1998 1999 Remaining 

Dec. Period Total 

15.7 29.1 58.8 41.5 -- -- -- -- -- -- -- 145.1 

-- -- -- 2.8 9.7 25.8 29.8 29.8 27.0 20.1 4.0 149.0 

- 0.2 -- -- -- -- -- -- -- -- -- 0.2 

3.9 15.7 11.0 5.5 3.1 3.0 2.8 2.7 2.5 2.4 1.2 53.8 

19.6 45.0 69.8 49.8 12.8 28.8 32.6 32.5 29.5 22.5 5.2 348.1 

13.8 31.7 49.2 35.1 9.0 20.3 23.0 22.9 20.8 15.8 3.7 245.1 

-- -- -- -- -- -- 15.0 24.0 24.0 24.1 33.6 120.7 

-- 0.4 0.6 0.6 0.6 0.6 0.6 0.5 0.4 0.2 0.2 4.7 

-- 0.4 0.6 0.6 0.6 0.6 15.6 24.5 24.4 24.3 33.8 125.4 

-- 0.3 0.4 0.4 0.4 0.4 11.0 17.3 17.2 17.1 23.8 88.3 

15.7 29.1 58.8 41.5 -- -- -- -- -- -- -- 145.1 

-- -- -- 2.8 9.7 25.8 44.8 53.8 51.0 44.2 37.6 269.7 

-- 0.2 -- -- -- -- -- -- -- -- -- 0.2 

3.9 16.1 11.6 6.1 3.7 3.6 3.4 3.2 2.9 2.6 1.4 58.5 

19.6 45.4 70.4 50.4 13.4 29.4 48.2 57.0 53.9 46.8 38.5 473.5 

13.8 32.0 49.6 35.5 9.4 20.7 33.9 40.1 3.0 33.0 27.1 333.5 

i/ Projections are based on current rates of charge, including burden -sharing adjustments where applicable, 

for purchases in the General Resources Account; current interest rates for ESAF/SAF and Trust Fund; and cur- 

rent SDR interest rate of net use of SDRs. 
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high as a percentage of norireschedulable debt service through the end of 

the decade. Debt service payments to international financial institu- 

tions also represent a substantial share of total debt service payments. 

If external developments and capital inflows are less favorable 

than anticipated, as discussed in the previous section, the near -term 

ratios of debt service to the Fund would deteriorate. In particular, 

the ratio of Fund debt service payments to gross reserves in 1992 would 

reach 35 percent --some 13 percentage points higher than under the base- 

line scenario. Total debt service payments to the international finan- 

cial institutions would be equivalent to 58 percent of reserves in 

1993. From 1994 onwards, debt service payments to the Fund and to 

international financial institutions as a ratio of foreign reserves 

follow a similar path to that in Scenario A. Fund debt service in 

relation to the total and to exports also follow a similar trend to the 

previous scenario. 

Since the ratios of repayments to the Fund are at their highest 

levels during the remainder of the ESAF program period and in the 

following two years, shortfalls in export earnings and capital outflows 

during this period would be of particular concern. Lower project aid 

would have a commensurate effect on imports and therefore would not 

immediately affect the overall position, although 

economic growth rates would be affected. However, if aid directly 

financing export production or cash disbursements from donors were cut, 

as Scenario B assumes, foreign exchange available for nonaid-related 

imports and debt service would be reduced. (Most of the quick - 

disbursing financing incorporated in the 1991 program is related to 

S IDA credits, which are due to be approved by the World Bank in early 

1991.) Despite the tighter adjustment policies, the lower reserve 

levels incorporated in the scenario result in significantly higher 

ratios of Fund debt service to reserves. This factor as well as the 

higher share of the Fund in nonreschedulable debt service entail greater 

risks for the Fund. 

IV. Social and Environmental Impact of the Program 

Recognizing that the policy package could have adverse social 

effects, a conscious effort has been made to minimize any such effects 

on the disadvantaged groups. Special care has been taken to insulate 

outlays directed at the more vulnerable groups. For instance, no 

cutbacks were made in the provision for transport expenses (primarily 

for ambulances) of the Ministry of Health. In the area of user charges 

for medical care, efforts have been made to strengthen the institutional 

mechanism for the granting of waivers to the more vulnerable groups 

(e.g., special forms and stamps required for applications for waivers 

have now been made readily avaiLable). The authorities indicated that 

some of the suspended medical fees (maternity fees were reduced in 
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January and more recently, outpatient charges were abolished for all 

users) will be reintroduced, pending an examination to ensure that the 

quality of services is improved. 

With regard to the environment, with the assistance of IDA and 

other donors, progress continues to be made in strengthening forestry 

policies and institutional support for reforestation, arid and semi -arid 

lands, and wildlife resources. In particular, in an attempt to protect 

the forests from being decimated by the growing demand for paper 

products, the 1990/91 budget introduced a measure lowering the duty on 

imported wood pulp from 20 percent to 10 percent. 

V. Staff Appraisal 

During 1989, the period of the first annual arrangement under the 

ESAF, Kenya demonstrated its commitment to economic adjustment and 

structural reform. However, rapid monetary expansion, together with a 

deterioration in the external terms of trade and the impact of the 

import liberalization program, resulted in a much worse external current 

account position than originally programmed. Although the policy stance 

contained in the program for 1990 was tightened, it is now apparent from 

the revised estimates on the 1989 external outturn and the unanticipated 

external shocks during the course of 1990 that a significantly tighter 

policy stance would have been more appropriate. 

Moreover, while the authorities implemented many of the elements of 

the program, there were some important policy slippages. In particular, 

the performance criterion on net domestic assets was not met and the 

program has gone off track in terms of its external objectives, as 

reflected in the failure to meet the quantitative benchmark on net 

official reserves. The gross officiaL reserve position has deteriorated 

to less than one month of nongovernment imports, and it is evident that 

without corrective policies, the external financing requirement for the 

remainder of 1990 and 1991 cannot be met. 

The authorities recognize the seriousness of their external 

position and have agreed to implement a decisive and strong package of 

policy measures, including significant prior actions, to redress past 

slippages and to close a sizable portion of the external financing 

gap. The policy package includes a very significant reduction in the 

budget deficit, sizable cutbacks in parastatal expenditures and imports, 

further liberalization of interest rates, actions to strengthen external 

competitiveness, and a commitment to pass through fully any further 

petroleum price increases. The staff believes that this strong policy 

package, if fully and properly implemented as scheduled, should lead to 

a significant reduction in the external current account deficit and 

facilitate a return to a viable external payments position by end -1991. 



- 29 - 

The program objectives for the second and third years under the 

ESAF arrangement have necessarily been revised in view ot past and 

prospective deveLopments, particularly the recent increases in the 

prices of oil and the reduction in aggregate demand implied by the 
program. Real growth rate targets for 1990 and 1991 have been scaled 
down to 5.0 percent and 4.5 percent, respectively. Inflation has been 
revised upward to 12.0 percent at end -1990 and 8.0 percent at end - 

1991. The external current account deficit is expected to decline in 

1990 to 5.8 percent of GDP and fall more sharply in 1991 to 4.3 percent, 

largely as a result of broad demand control measures and cutbacks in 

government and parastatal imports. The external reserve position will 

remain very weak through the end of 1990, but is expected to improve to 

two months of nongovernment imports by end -1991, provided that the 

remaining external financing requirement of some SDR 107 million can be 

met. 

A crucial element of the program is strong fiscal adjustment by the 

Central Government and the state corporation sector. The 1990/91 budget 

deficit (including grants) of the Central Government is projected to 
decline to 2.5 percent of GDP, significantly below the program target, 
reflecting an increase in revenue and cutbacks in expenditure, each 
amounting to about 0.8 percent of GDP. In order to ensure full imple- 
mentation of these difficult undertakings, the revenue measures were put 
in place by early November 1990, and the expenditure cuts relating to 

the Central Government and state corporations were also fully identified 
and approved by the Cabinet in early -November. The expenditure cuts 
were designed to have a significant impact on the balance of payments. 
A conscious effort was made to protect the more vulnerable groups from 
any adverse effects. In addition to these measures, Kenya Airways will 
not be allowed to purchase or lease any additional aircraft in 1990 and 

1991. 

A noteworthy feature of some of the budgetary measures is their 
structural nature. In particular, the Government's decision to reduce 
the growth in the number of authorized civil service posts, to severely 
limit the increase in posts in next year's budget, and to restrict the 

intake of new university students, should all have a significant impact 
on the fiscal position over the medium term. 

In view of past expenditure overruns in some of the larger spending 
ministries, there is a need for continuous and intensive monitoring of 

expenditure commitments and control over the creation of new posts by 
ministries. Continued budgetary retrenchment in 1991/92, through a 

further reduction in the budget deficit to 2 percent of GDP, is also 
necessary if the impact on the balance of payments is to be sustained. 
As with the Central Government, the importance of continued tight expen- 
diture policies by the state corporation sector through 1992 cannot be 

overemphasized, in order to achieve a durable impact on the balance of 
payments. There is also a need for an intensive and heightened 
monitoring of state corporation activities. 
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The stance of monetary policy has been tightened considerably. 
Higher treasury bill yields should raise the Central Bank's rediscount 
rate substantially, and the continuation of the penalty deposit scheme 
for commercial banks that exceed their credit targets should help to 
ensure full adherence to the program's ambitious monetary targets. 
Noteworthy are the freeing of the auction on treasury bills and the 
introduction of new bearer treasury bonds, both of which represent 
important structural benchmarks flowing from the recommendations of 
recent technical assistance of the Central Banking Department. The 
staff believes that these measures will significantly enhance the 
capacity of the Central Bank to conduct open market operations. 

In the external area, the authorities intend to continue the 
process of import liberalization despite the very difficult external 
circumstances. In addition to the reduction in government and para- 
statal imports, and the suspension of options on the leases for air- 
craft, the Limits on the contracting of public nonconcessional external 
loans have been substantially tightened. The overall ceiling has been 
reduced by half to $77.5 million, and the authorities have agreed to 
earmark $55 million of the ceiling for the Nzoia Sugar Project, which 
the World Bank has indicated is an economically justified project. 

A number of specific measures have been taken and more are 
planned to promote nontraditional exports, and some positive response 
is expected during 1991. Since the last exchange rate action, the 
profitability of the export sector has been eroded further due to dete- 
riorating export prices. Moreover, the reserve situation has become 
uncomfortably tight. Given the need to continue the import liberaliza- 
tion effort, it is important to achieve export growth. Thus, the aim of 
exchange rate policy is to help restore the profitability of the export 
sector. To the extent that efficiency gains from other policies are not 
sufficient, further exchange rate action is required. 

The authorities accept the exigencies posed by the external 
situation, are aware of the policy challenges that lie ahead, and are 
committed to taking the necessary actions required for full implemen- 
tation, including structural and institutional reforms. However, the 
authorities have also underscored the significant burden entailed by 
these policies, and the implied acceleration of Kenya's own timetable 
for structural adjustment, as indicated in their Sessional Paper No. 1 

of 1986, which called for a budget deficit of 2.5 percent of GDP only by 
the end of the century. The authorities have expressed the hope that in 

the event of an improvement in external prospects, the E'und would accept 
a return by Kenya to the slower adjustment path for which the Government 
had achieved a significant domestic political consensus. It may be 
noted in this context that the reserve objectives discussed in the 
present policy package are Less ambitious than the original targets 
under the ESAF arrangement, and that a significant improvement in the 
external position would be necessary before any relaxation of adjustment 
policies could be contemplated. 
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The staff believes that the policy package has been substantially 
strengthened in response to the oil price shock and to ensure a return 
to a viable external position by end -1991. The measures being 
implemented should also help to achieve the objectives of the program 
for 1990/91. As such, and in view of the need to provide for some 

strengthening of the foreign reserve position and to ensure that the 

program is fully financed, Kenya continues to deserve the strong support 

of the international donor community and the Fund in the context of the 

current ESAF arrangement. 

In Light of the above the staff supports the Kenyan authorities 
requests for a waiver of the performance criterion on net domestic 

assets for end -June 1990, and for an increase in the amount of the 

second disbursement under the ESAF arrangement by the equivalent of 

SDR 20 million, to the equivalent of SDR 60.2 million. It would be 
important for the international donor community to also make additional 
efforts to support Kenya's strengthened adjustment effort. 
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VI. Proposed Decision 

The following draft decision is proposed for adoption by the 

Executive Board: 

1. Paragraph 1(b) of the second annual arrangement for Kenya under 

the enhanced structural adjustment facility (EBS/90/64, Sup. 2, 5/3/90) 

is amended by increasing the amount of the second loan to the equivalent 

of SDR 60,233,333. 

2. The Fund determines that the midterm review specified in 

paragraph 2(c) of the second annual arrangement for Kenya under the 

enhanced structural adjustment facility has been completed, and that, 

notwithstanding paragraph 2(a)(i), Kenya may proceed to request the 

disbursement of the second loan under the arrangement. 
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Nairobi 
November 12, 1990 

Mr. MicheL Camdessus 
Managing Director 
International Monetary Fund 
Washington, D.C. 20431 
U.S.A. 

Dear Mr. Camdessus: 

1. We have recently held discussions with the Fund staff on the 
midterm review of Kenya's programme of structural and financial adjust- 
ment for 1990, which is supported by the second annual arrangement under 
the enhanced structural adjustment facility (ESAF) that was approved by 
the Executive Board of the Fund on April 30, 1990. The discussions 
focused on the progress made under the programme for 1990, as well as on 
the objectives and policies to be pursued for the remainder of the 
period. All performance criteria for end -June 1990 were met except for 
the one on net domestic assets for which the Covernment of Kenya hereby 
requests a waiver. In view of a worsening external environment and the 
sharp deterioration in Kenya's external position, important and diffi- 
cult policy actions have been taken which will have significant short- 
term costs to the Kenyan economy. Against this backdrop, we have 
formulated the indicative quantitative targets for end -March and end - 
June 1991 as specified in the annex. In this context, we wish to 
request an increase of the amount to be made available for the second 
disbursement under the current arrangement to the equivalent of 
SDR 60.2 million. 

2. The economic growth target for 1990, which had been set at 

5.2 percent, has now been scaled down to about 5.0 percent. Favorable 
weather for major crops combined with a strengthening in international 
tea prices as well as the enhancement of production incentives in the 
early part of the year have played an important role in mitigating the 
impact of the new "oil shock." The inflation rate of 10.6 percent at 
end -September however, was higher than the end -1989 level, reflecting 
the rapid monetary expansion of the second half of 1989 and early 1990, 
and the initial impact of the 31-49 percent increase in domestic oil 
prices of early September 1990. Notwithstanding the tighter financial 
policies currently in place, the inflation rate, which was expected to 
decelerate to 7.5 percent by year-end, is now projected at 12 percent, 
largely as a result of the oil price increase and new tax measures. The 
overall baLance of payments for the first six months of 1990 is esti- 
mated to have been in deficit. As a result, net official reserves 
declined by SDR 86 million compared with a targeted increase of 
SDR 14 miLlion, and gross reserves fell to Less than one month of 
nongovernment imports. 
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3. While the programme had anticipated a surplus similar to that 
in 1989, the balance of payments for 1990 is now expected to lead to a 

reserve loss of some SDR 191 million. The current account deficit is 

projected at 5.8 percent of GDP, compared with 4.4 percent in the 
programme. (This deficit excludes the planned leases of two planes by 
Kenya Airways, which the Government has postponed pending the restruc- 
turing of the company.) This deterioration follows a weaker trade 
position than estimated in 1989, which contributed to a current account 
deficit of 7.4 percent of GDP, 1.5 percentage points higher than esti- 
mated. Net capital inflows are forecast at 3.8 percent of CDP, compared 
with 9.5 percent in 1989. 

Part of the weak payments position in 1990 can be explained by the 
worsening trade account from continued adverse movement in the terms of 
trade. After a deterioration (in SDR terms) of some 9 percent in 1989, 
the terms of trade are estimated to decline by a further 8 percent 
during 1990, with falling coffee and tea prices and a sharp dip after 
August as oil prices rose. Other problems continued to affect 
exports. The volume of nontraditional exports fell substantially in 
1989, in large part due to a 30 percent drop in horticultural export 
volume as a result of heavy rains at the turn of the year, problems with 
air freight capacity, difficulties with importing packaging materials, 
and the nonrenewal of one large trial order for pineapples. Recovery 
from this low base has been slow, although the Government has begun to 

address the removal of some institutional constraints on horticultural 
exports. The aftermath of vigorous import growth in 1989 also under- 
mined the trade account during the early part of this year. Trade 
liberalization contributed to a structural increase in the demand for 
imports in the second half of 1989, including a buiLdup of inventories 
with continuing effects in 1990. An equally important source of the 
higher deficit was strong domestic demand, particularly by the public 
and parastatal sectors. Finally, the reserve loss in 1990 also reflects 
lower -than -expected inflows of cash assistance and import financing. 

4. The overall budget deficit for 1989/90 of 4.0 percent of CUP 
was lower than the target of 4.2 percent, despite a significant short- 
fall in some components of revenue. However, the overall deficit, 
excluding grants, at b.5 percent of GDP was marginally higher than in 

the programme reflecting larger -than -projected external grants in the 

first half of the fiscal year. Revenues from two new taxes --the 
presumptive tax on agricultural produce and the value-added tax --were 
lower by K Sh 1.7 billion (0.9 percent of CDP). However, this was 

offset chiefly by better than envisaged nontax receipts, including an 

interim dividend from 1990/91 of K Sh 1.3 bilLion in central bank 
profits. Notwithstanding, the revenue to CUP ratio was higher at 

24.1 percent against the programme target of 23.7 percent. User charges 
relating to agriculture, livestock, roads, health, and education 
services, which are intended to increasingly finance recurrent 
expenditures in the future, amounted to 1 percent of CUP. 
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Recurrent expenditure in relation to GDP was somewhat higher than 

in the programme, partly because of supplementary appropriations in 

April for the financing of higher salaries for the defense forces, 
increased enrollment in the universities, higher expenditures on 

national security, and greater than envisaged outlays on domestic 

interest. Because of strong pressures for employment growth, primarily 

to meet the demand for additional trained teachers with the implementa- 
tion of the new 8-4-4 education system, as well as the decision of the 

Government to grant wage increases to the defense forces in April 1990, 

the structural benchmark to limit the wage and salary bill growth to 
7.5 percent is estimated to have been exceeded. Mirroring partly the 
Larger than programmed inflow of external grants, development expendi- 
tures also rose to 7.3 percent of GDP in contrast with the programme 
target of 7.1 percent. Dependence on domestic sources for financing the 

deficit was lower than envisaged in the programme, with net repayment to 

the banking system of 0.2 percent of GDP. Reflecting continuing diffi- 
culties in controlling and monitoring expenditures, the value of 

unpresented cheques at the end of 1989/90 exceeded the programme target 
of K Sh 1.1 billion by K Sh 0.2 billion. 

5. Overall domestic credit developments through the first half of 

1990 were more expansionary than envisaged in the programme. During the 

second quarter of 1990, steps were taken to tighten the stance of mone- 
tary policy. Accordingly, the ceilings on interest rates on deposits 
and on short- and long-term commercial banks loans were raised by one 
percentage point, effective April 1, 1990, to 13.5 percent, 16.5 per- 

cent, and 19.0 percent, respectively; the ceiling on short-term loan 
rates was raised by a further 0.5 percentage points to 17.0 percent 

before end -August, 1990. Furthermore, the legal requirement that loan 

interest rates subject to ceilings be inclusive of all lending -related 
fees and charges was removed, thus allowing effective interest rates to 

exceed significantly the formal ceilings and, in effect, to be market - 
determined. Also, in order better to control money and credit aggre- 

gates and to ensure compliance by the commercial banks with credit 
ceilings, the Central Bank of Kenya in May introduced an additional cash 
deposit scheme for commercial banks that exceed their credit ceilings. 

This deposit scheme should encourage the banks to place excess funds in 

government securities, and pave the way for the full implementation of 
open market operations. 

These measures notwithstanding, the recent change in the ceiling 
from domestic credit to net domestic assets (NDA) created monitoring 
difficulties for a number of !arge commercial banks; as a result, the 

NDA ceiling for end -June 1990 was exceeded by K Sh 1.6 billion, equiva- 
lent to 3.3 percent of the stock of broad money at end -June 1989. Net. 

domestic assets of the banking system grew by 13 percent in 1989/90 
(July -June) compared with 11.2 percent in the programme. Net credit to 

the Government increased by 5.7 percent during this period, in contrast 
to the targeted 9.7 percent. Net foreign assets were substantially 
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lower than targeted; as a result, broad money expanded by 8.7 percent in 

1989/90, in contrast to the 10.4 percent growth expected under the 

programme. 

6. External sector policies during the first half of 1990 were in 

line with the original programme, although the worse outturn for 1989, 
once it was identified, has now required stronger measures for the last 
quarter of the year. The exchange rate was managed flexibly, depre- 
ciating by 11.8 percent in real effective terms between end -December 
1989 and end -September 1990, broadly in line with the terms of trade. 
Nonconcessional external borrowing contracted by the public sector in 

the 1-15 year maturity range (as defined in Table 1) was US$150 million 
by mid -October, consistent with the programme limit of US$155 million 
for the year. This Included three 13 -year maturity loans, of a combined 
amount of US$124 million, which had been mostly negotiated in the 
previous year when the maturity limit, for the purpose of the programme 
ceiling, was 12 years. 

7. The structural measures in the programme were also implemented 
as anticipated and the structural performance criteria relating to 

export promotion and import liberalization were both met. The 1990/91 
budget, which was presented to Parliament in June, represents a strong 
commitment for the promotion of exports, particularly of nontraditional 
industrial goods. One element of the strategy is to open the trading 
system to promote competition. In line with the performance criterion 
under the second annual arrangement under the ESAF, quantitative 
restrictions on 35.4 percent of eligible imports still subject to 

controls (according to the new classification system) were shifted to 

the liberalized category, and are now protected only by tariffs. The 
number of exports eligible for the Export Compensation Scheme was 
increased by nine new items, and improvements in the administration of 
the scheme have been announced to expedite payments. An exemption 
scheme for refunding duty paid on imported inputs to eligible exporters 
(targeting exporters of horticultural goods and agro-based products) has 
been gazetted and is backdated to be effective from September 1, 1990. 

Rules relating to the duty/VAT exemption scheme have recently been 
gazetted. A bill establishing the legal and administrative framework 
for Export Processing Zones has been tabled and is expected to be 

enacted by the end of 1990. Two of these zones have been identified as 
well as the general area of the third; the private zone in Nairobi is 

ready for occupancy and is expected to be in production by early 1991. 
Infrastructure work on the government zone in Nairobi, at Athi River, is 

to commence shortly and this zone is expected to be in production by 
mid -1992. 

Two measures are planned in an effort to alleviate the capacity 
constraint on airfreight for horticultural exports. First, the handling 
of air cargo at Jomo Kenyatta airport will be demonopolized by mid - 
December 1990, thus allowing the cost of handling horticultural ship- 
ments to decline. Second, the base for the calculation of the import 
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duty rate on imports delivered by air will be reduced, effective in the 

first half of 1991, from 50 percent of the air freight cost to 10 per- 

cent. The latter measure will put air and sea freight costs on a more 

equal footing, thus providing a greater incentive for the chartering of 

cargo flights for horticultural exports. 

The IDA-financed study of the textile sector has been submitted and 

discussed with the Government, which is to adopt an action plan for the 

restructuring of the sector by rio later than end -January, 1991. This 

strategy should address the main constraints identified by the report -- 

the inefficiency of publicly owned firms and cotton availability and 

quality --prior to removing constraints on textile imports. The budget 

has already announced measures to overcome bottlenecks to the avail- 

ability of cotton; an auction system is to be introduced, ginneries are 

to be restructured and private ownership will be encouraged. Further 

progress was made in the removal of price controls, as 74 items under 

the General Price Control Order were decontrolled in mid -March 1990, and 

6 additional items under the General Price Control Order and 9 items 

under the Specific Order were decontrolled in mid -June, 1990. 

8. The Government has continued its financial sector reform 

supported by a credit from IDA, that aims to increase the role of market 

forces in allocating financial resources md implementing monetary 
policy. Real interest rates continued to be positive during the first 

half of 1990. As part of the effort to strengthen the financial system, 

ten financial institutions were merged into the Consolidated Bank of 

Kenya in May, with financial backing by the Deposit Protection Fund. 

Stronger regulations on capital adequacy for banks and nonbank financial 

institutions have been issued by the Central Bank which would go into 

effect in early 1991. To encourage the expansion of equity markets, the 

Capital Market Authority was established in January to review the 

activities of the Stock Exchange and to establish rules to encourage 

more active trading. A Unit Trust (Amendment) Bill was tabled in June 

to encourage share trading by improving the tax treatment of purchases 

of unit trusts. 

9. In line with its policy to improve the efficiency of the 

agricultural sector, producer prices for coffee and tea will continue to 

be based on auctions, and committees established to expedite payments to 

farmers after delivery have led to the eLimination of payment delays. 

It is the policy of the Government to ensure that payment delays to 

farmers will not occur in the future. The Coffee Board has developed a 

strategy for handling and financing its stocks. 

Policies for 1990/91 

10. In the face of a sharp deterioration in the balance of 

payments and the substantially weaker external reserve position during 

1990, the Kenyan Government has recently introduced a package of 

far-reaching and difficult policy measures, financial and structural, 

which should lead to the re-establishment of a more sustainable external 
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position. In addition to a large increase in domestic petroleum prices 
in early September 1990 --ranging from 31-49 percent --the measures 
incLude a very sizable reduction in the budget deficit for 1990/91, 
sharp cuts in parastastal imports, a freeing of the treasury bill rate 

in order to enhance the Central Bank's capacity to conduct open -market 
operations, actions to strengthen tax administration, and measures to 

increase accountability of public enterprises. The Government will 
maintain this restrictive policy stance throughout the following fiscal 

year if the external situation continues to remain weak and the reserve 
position tight. 

In the external area, the Government is committed to continue the 

pace of trade liberalization, despite the very difficult external 
circumstances. Priorities will be established to reduce the level of 

government and parastatal imports for the remainder of 1990 and for 1991 

in the context of a foreign exchange budget with indicative quarterly 
ceilings. The options on the leases for planes due to be delivered to 

Kenyan Airways in 1990 and 1991 will be postponed pending the restruc- 
turing of the company. The Government has also decided to limit the 

contracting of public borrowing on nonconcessional terms in 1991 to 

US$77.5 million (half the limit for 1990). With these policies and the 

more restrictive fiscal and monetary measures, the current account 
deficit should fall to some 5.8 percent in 1990, and 4.3 percent in 

1991. While the reserve position will remain very difficult through the 
end of 1990 (at two weeks of nongovernment imports), reserves are 

targeted to rise to two months of nongovernment imports by the end of 

1991. 

Fiscal policy 

11. In view of Kenya's unusually adverse external position, fiscal 
policy will aim at reducing the 1990/91 budget deficit from the original 
programme target of 3.8 percent of GDP (5.6 percent, excluding grants) 
to 2.5 percent of GDP (5.1 percent, excluding grants), and further to 

2 percent of GDP in 1991/92 (3.8 percent, excluding grants), relative to 

3.4 percent in the original 1990 programme. In 1990/91, revenue as a 

share of GDP is projected at 23.3 percent, while total expenditure and 

net lending is now expected to decline to 28.4 percent (reLative to 

30.6 percent of GDP in 1989/90), reflecting a significant cutback from 
the approved budget estimates for both recurrent spending and locally - 
financed development expenditures. The budget deficit is to be financed 

from domestic nonbank and foreign concessional sources, with a repayment 

by the Government to the banking system of K Sh 2.5 billion (1.2 percent 

of CDP). The level of unpresented cheques at the end of 1990/91 will 

remain unchanged at the end -June 1990 estimate of K Sh 1.3 billion. 

12. As part of the 1990/91 budget (presented in June 1990), a 

number of discretionary revenue measures, with a net yield of 

K Sh 1,068 million (0.5 percent of CDP), have already been implemented 

to broaden the tax base and enhance the elasticity and equity of the tax 

system. The bulk of the revenue from new measures was anticipated from 
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higher excise duties on cigarettes, tobacco arid beer, some adjustments 

in the value-added tax (including raising the general rate from 17 per- 

cent to 18 percent and a higher tax rate on beer), and changes in income 

and profit tax bases. The revenue gain from these measures will be 

partially offset by the lowering and rationalization of import duty 

rates, as part of the ongoing reform of the tariff structure. 

Some major changes were also introduced in the area of taxes on 

income and profits; a current payment syst;em for business income is to 

be phased in over five years, eventually requiring businesses to pay 

75 percent of the estimated annual tax at the end of the third quarter 

or end of the ninth month of a firm's financial year; the corporate 

income tax rate has been owered further from 42.5 percent to 40 per- 

cent; tax holidays for ten years are being offered to attract foreign 

investment in the Export Processing Zones; and the tax on dividends has 

been lowered to promote the development of the capital market, in 

particular Unit Trusts. 

More recently., to achieve the revised budget deficit target, 

numerous nontax measures have been impLemented that would yield an 

additional K Sh 650 million (0.3 percent of GDP). The revenue from 

nontax sources will increase with higher -than -budgeted Loan repayments 

and dividends by certain public corporations (K Sh 217 million), the 

partial recovery of tax arrears pertaining to telecommunication revenue 

(K Sh 250 million), and previously unbudgeted repayments of past loans 

by some public enterprises (K Sh 184 million). In addition, certain 

discretionary tax measures, to be implemented by mid -November, will 

generate net revenue of about K Sh 900 million (0.4 percent of GDP). 

In line with recent developments in the international oil market, 

the Government was prompt in adjusting the prices of petroleum products 

by 31 to 49 percent in early September. In order to continue the 

efforts to conserve energy, the Government is committed to not reducing 

retail petroleum prices and to capture any fiscal benefits accruing from 

a reduction in internationaL oil prices in 1991. Should oil prices rise 

above the levels foreseen for the remainder of 1990 and for 1991, the 

Government intends to pass them rapidly through to the consumers. The 

Government has limited the revenue loss from import duty exemptions by 

canceling those in existence for more than five years, with the excep- 

tion of some granted on a case -by -case basis to dipLomats, aid agencies 

(with respect to projects), charitable institutions, reLigious bodies, 

and handicapped persons. Most exemptions granted to parastataLs will be 

eliminated immediateLy. 

13. The Government has moved rapidLy to implement the new VaLue 

Added Tax (VAT) Law. Despite the achievements to date, there is a need 

to address some remaining difficulties so as to further enhance VAT 

revenue generation. During the next two months, it intends to fill 

outstanding vacancies in middle management, and provide adequate accom- 

modations and training facilities and the full complement of equipment 

and vehicles. With respect to computerization, the Government intends 
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to finalize contractual arrangements for further computerization of the 

VAT Department by December 15. With respect to VAT enforcement, the 

Government will move in the next two weeks to establish an operating VAT 

tribunal. By end -December, it will begin to prosecute VAT defaulters 

(including parastatal enterprises) and those that have failed to 

register under the VAT Act and will take the enforcement actions 

required under the law. 

14. In order to ease the pressure on the external current account, 

the Government, following a careful review of the budgetary allocations 

of the different ministries, has decided to cut both recurrent and 

locally funded development allocations by K Sh 766 million and 

K Sh 1,135 million, respectively. These expenditure savings measures 

are expected to reduce demand for foreign exchange by about SDR 32 mil- 

lion in 1990/91, either directly or indirectly through their impact on 

private sector imports. A Treasury Circular has been issued to each 

affected Ministry to give effect to these budgetary cutbacks prior to 

the submission of the Supplementary Budget in February 1991. The 

Government is committed to staying within the agreed programme limits 

and will not approve any supplementary expenditures in 1990/91, 

particularly of an ongoing nature, without a fully offsetting increase 

in tax effort, user charges, and/or cuts on other expenditure items. 

The overall share of recurrent expenditures is targeted to decline 

to 21.4 percent of GDP, compared to 23.3 percent in 1989/90. In part, 

this reflects the Government's efforts to reduce the provision for 

transportation expenses, and the purchases of vehicles, plant and 

equipment included in the recurrent budget. A part of these cutbacks 

have been directed at public administration and defence expenditure and 

some effort has been made to insulate outlays directed at the more 

vulnerable groups (e.g., no cutbacks in the Ministry of Health's budget 

for transportation expenses). 

To limit the rate of growth of central government employment, the 

Government has recently issued a Treasury Circular to limit the unautho- 

rized creation of new posts as well as the upgrading of positions and to 

freeze all vacancies unfiLLed for more than six months. The Government 

has also recently reduced the number of authorized posts included in the 

1990/91 budget by 10,400 positions, which should resuLt in budgetary 

savings of about K Sh 314 milLion. In its 1991/92 budget, the Govern- 

ment intends to provide no further increase in the number of posts, 

other than those relating to the expansion of primary school teachers. 

Consistent with the Government's commitment to stabilize the Level of 

civil service and teaching employment within the next few years, the 

Government will hire rio more than 1,500 new graduates from the 1990 

graduating class of the university system, and training institutions run 

by ministries will begin to limit their activities to in-service train- 

ing. In order to ensure that the personnel expenditure targets are 

being adhered to, cash limits on the wage bill will be set and enforced 

for each ministry and the Teachers' Service Commission by end -1990. The 

recommendations of the Salary aeview Commission appointed in July 1990 



- 41 - APPENDIX I 

are expected in December 1990. The salary revision emanating from the 
Commission's recommendations will be made effective from July 1, 1991, 
and phased in over a three-year period. 

As a result of cutbacks in budgeted locally financed development 
outlays of about 16 percent, total development outlays will decline to 

7.0 percent of GDP, relative to 7.3 percent in 1989/90. Considerable 
efforts are also under way to strengthen the budgeting and implementa- 
tion of development outlays. A detailed ministry -by -ministry project 
list is being prepared for the first time for 1990/91 and will be ready 
by December 1990. A similar exercise will be carried out for the 
1991/92 budget. A forward budget for the outlays for the period 
1990/91-1991/92 will be prepared, which will improve the quality of 
selection of development projects. A comparable project list is being 
prepared for the major nonfinancial state corporations for 1991/92. In 
the preparation of the 1991/92 budget, the Government will seek external 
assistance in reviewing and assessing the relative economic merits of 
the major projects to be included in the public investment programme. 
In this connection, the Government will prepare, with the assistance of 
IDA, a public investment programme consisting of the capital expendi- 
tures of the Central Government and gradually increasing its coverage to 
a larger number of major nonfinancial state corporations. 

15. University education has claimed an increasing share of 
budgetary resources and is crowding out funds for both other levels of 
education as well as for the implementation of the Government's develop- 
ment strategy. To limit this growth in coming years, the Government 
intends to move from the present open-ended system of direct budgetary 
allocations to individual universities to a system whereby a flat grant 
is provided to an autonomous university commission fiscally responsible 
for the planning, management, and financing of the university system. 
In the interim, to limit the cost of university education to the budget, 
the intake to the university system will be restricted to 8,000 in 
1991. The Government intends to strengthen its existing in-service 
programmes in primary and secondary education, so as to ensure that as 
teaching posts at these educational levels are primarily filled with 
untrained teachers, the quality of education continues to be maintained 
at a high level. No teacher's training coLleges will be established 
beyond those agreed with the World Bank. 

16. In the course of 1990, some changes were made to the plans for 
increasing user charges for health and education services. In the 
health sector, maternity fees were reduced in January and civil servants 
were exempted from paying outpatient charges in April. In August, 
outpatient charges were abolished. However, the Government remains 
committed to the progressive strengthening of the role of user charges, 
consistent with an improved quality of medical care. With regard to 
education, in 1991 fees will be levied so as to cover a significant 
portion of the tuition of university students, and a poLicy will be 
implemented to strengthen substantially the collection of loans from 
university graduates. 



- 42 - PPRMr)TY T 

17. In order to strengthen the expenditure control and monitoring 

system, and as recommended by a recent technical. assistance mission of 

the Fund, the Budget Department of the Office of Vice President and 

Ministry of Finance, effective from January 1991, will start monitoring 

non -wage, non -pension, and non -interest commitments of the major 

ministries. The coverage will encompass recurrent local and foreign 

purchase orders and development expenditures. The Department will also 

ensure that the different ministries adhere to the number of authorized 

posts agreed with the Fund. In addition, midyear and third-quarter 

reviews of the budget will be conducted to facilitate the introduction 

of corrective measures by a review committee. 

State corporations 

18. In August 1990, a major effort was initiated to establish an 

information system and database for all state corporations, that is, to 

provide regularly quarterly and annual indicators of economic and 

financial performance. On the basis of the information collected, the 

Government will extend the number of monitored state corporations from 

10 to 20 by December 1990. In order to improve the financial control 

and discipline of state corporations, the Government has further 

announced that it is no longer prepared to assume the defaulted foreign 

debt obligations of public enterprises without an investigation of the 

circumstances behind the payment default. For any state corporations 

that defaults in its foreign debt obligation, the Government will take 

appropriate action with respect to addressing the payments difficulties 

of this corporation. 

Furthermore, financial data from commercial banks with respect to 

an initial sample of 15 state corporations (as agreed with the Fund 

staff) will be collected by the Office of the Vice President and 

Ministry of Finance, with a copy sent to the Central Bank, beginning 

December 1. Each commercial bank will report on outstanding credit and 

loan payments due to it, loan payments received each month, deposit 

balance, overdraft position, and level of outstanding nonperforming 

debt. In addition, a UNDP-funded expert has been appointed to quantify, 

on a quarterly basis, the level of commitments and payments of debt owed 

by state corporations to the Government and to categorize loans that are 

performing and nonperforming. 

A draft policy framework paper for state corporations is under 

consideration and will be finalized by December 1990. This poLicy 

paper, besides setting forth the Government's policy, will facilitate 

designation of state corporations as either strategic or nonstrategic, 

and will identify candidates for privatization in 1991. Progress in the 

restructuring of the DFIs will be accelerated and the contracts with the 

six technical assistance experts on the management of assets and liabil- 

ities will be signed by December 1, 1990. Some amendments to the State 

Corporations Act have been proposed and will be submitted to ParLiament 

by mid -November 1990 for ratification. Under the amended Act, the state 



- 43 - APPENDIX I 

corporations will be required to prepare and submit to the Office of the 

Vice President and Ministry of Finance annual budgets and exemption from 

the Act will be granted only on a case -by -case basis. 

19. As a part of the commitment to reduce imports and to correct 
external imbalances, the Office of the Vice President and Ministry of 
Finance has issued a Circular instructing all state corporations to cut 

back on self -financed imports, such as motor vehicles, acquired directly 
from abroad and from local sources during the remaining part of 1990 and 
in 1991. It will enforce the implementation of this measure through a 

Treasury Circular identifying the reductions, through a review by the 
Government Investment Division of the draft budgets of state corpora- 

tions, and by the Treasury's participation on the boards of all state 

corporations. In this respect, the Foreign Exchange Allocation 
Committee, responsible for clearing foreign exchange requirements will 
not allow any low -priority imports of state corporations. It is esti- 

mated that these steps will reduce imports by about SDR 29 million 
during 1990/91 and the policy will be maintained during the remainder of 
1991 to prevent a resurgence of imports by state corporations. 

20. During 1989/90, the Government had taken several steps to 

strengthen the financial position of Kenya Airways. Toward this end, in 

December 1989 Kenya Airways purchased/leased two new aircraft and laid 
off 1,000 permanent employees in early 1990. An assessment of the 

financial and management operations of the airline was completed by an 
internationally reputable accounting firm in early 1990. Since then, a 

government -appointed committee has also studied the issues pertaining to 

the restructuring of the airline. An IDA-funded consultant has been 
asked to prepare an action plan for the restructuring of the airline by 

March 1991, to be implemented in April 1991. Purchases of aircraft in 

1992 will take account of the consultant's recommendations and will be 

subject to prior consultations with the Fund staff. Some additional 
measures have been initiated to strengthen the functioning of the com- 

pany. Two experts on finance have been recruited internationally, some 
organizational changes have been effected, a UNDP-funded project is 

providing training to the staff, and some routes have been rationalized. 

Monetary policy 

21. During the remainder of 1990, the Government will continue 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. Interest rate 
liberalization will be furthered by active steps to develop a market for 

treasury securities. Accordingly, yields on treasury bills have been 
fully liberalized, effective November 15, 1990, allowing price to be set 

by a true and proper auction, thereby making these instruments attractive 
to investors. The amounts to be offered will be set in consultation with 
the Central Bank and take account of monetary policy considerations. 
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The results of each treasury bill auction will be published in Reuters, 
indicating the amounts to be issued and redeemed, the range of rates 

accepted, and the weighted average rate. 

As regards treasury bonds, immediate efforts will be undertaken to 

establish an effective marketing and distribution system capable of 
broadening this market. Thus, the Central Bank will begin the flotation 
of bearer treasury bonds with maturities of one, two, and five years 
through the Post Office Savings Bank before end -November, 1990, and will 

aLso begin to issue bearer bonds denominated in foreign exchange. With 

the liberalization of treasury bill and bond markets, the Central Bank 
intends to gradually move away from quantitative credit ceilings toward 

open -market operations as a more efficient means of controlling monetary 
aggregates. To facilitate the development of short-term money markets, 
secondary trading in treasury securities will be encouraged. In order 

to enhance the effectiveness of monetary policy, nonbank financial 
institutions (NBFIs) will be required to reduce the current three-month 
Lag in submitting their financial returns to the CentraL Bank of Kenya 

to no more than two months. 

22. Monetary policy in the period ahead will seek to maintain 
growth of domestic credit and liquidity, consistent with reducing 
inflationary pressures, and building up of reserves. In order to ensure 
compliance with the limits on the expansion of credit, the additional 

cash deposit ratio on the amount by which banks exceed their ceiling on 

NDA will be maintained at 20 percent. Credit targets for the first half 

of 1991 will be as indicated in attached Table 1. These indicative 

targets, which will be reviewed at the time of the elaboration of the 

third annual arrangement under the ESAF in early 1991, are projected to 

be consistent with a stock of broad money at end -June 1991 virtually 
unchanged from the end -June 1990 level. 

ExternaL and industrial oolicies 

23. The weak reserve position, coupled with no expected 
improvement in the terms of trade, has led the Government to take strong 

actions to improve the payments position through the end of 1991. Most 

of the burden of the higher current deficit and weaker capital account 
in 1990 is expected to result in a drawdown of reserves. The current 
account deficit is estimated at 5.8 percent of GDP, compared with 
7.4 percent in 1989 --an improvement of 1.5 percent of GDP similar to 
that originally programmed --and at 4.3 percent in 1991. 

The main impetus for improvement is expected to come from lower 
imports, both from strong restraint of direct and indirect imports by 

the public sector and from tight credit policies limiting private sector 
expenditures. Exports are expected to remain sluggish after the setback 
in 1989. Some improvement in the domestic competitiveness of nontra- 
ditional export production is to be achieved during 1991 from efforts 
to reduce domestic costs, from the continued flexible management of 

the exchange rate, and from the specific export incentives noted in 
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paragraph 7. In particular, duty exemptions on imported packaging, 
participation in the Export Processing Zone, and the removal of such 
institutional constraints as limited air freight capacity, are expected 
to reverse the decline in horticultural export volumes and to lead to a 
10 percent growth in 1991. But the overall growth of the export sector 
will be dominated by weak international demand for coffee and tea, which 
is expected to contribute to a slackening in the volume of exports by 
domestic producers. 

As domestic currency prices for imports are likely to continue to 
be high and monetary and fiscal policies constrain demand, import 
voLumes are expected to be significantly lower than earlier antici- 
pated. First, as a result of the increase in domestic prices of 
petroleum products in early September, and significant demand contrac- 
tion, zero growth of oil import volumes is expected for 1990, with a 

2 percent decline in the following year. Zero growth for 1990 would 
represent a considerable achievement given that the value of oil import 
approvals in the first half of the year was 24 percent higher than that 
for the first six months of 1989, when annual imports grew by 3.1 per- 
cent. 

Second, in order to increase the efficiency of public investment as 
well as to reduce pressure on the payments position, the Government has 
taken a number of steps to ensure that expenditures by the Central 
Government and state corporations are consistent with the foreign 
exchange constraint, given long-term investment needs (as also discussed 
in paragraph 14); the measures being implemented should result in total 
savings of some SDR 116 million for 1990 and 1991. 

Third, the planned leases of aircraft by Kenya Airways will not be 
made in 1990 and 1991, and future leases will be reconsidered in light 
of the restructuring report which is due in early 1991. Fourth, while 
the liberalization of private imports will be maintained, some restraint 
on still -restricted items will be exercised until full liberalization in 
June 1991. 

With tourism continuing to grow strongly --rates of 10-11 percent in 
travel receipts (in SDR terms) are expected this year --the improved 
current account position will be largely financed by concessional 
official capital inflows. To reduce debt -servicing costs, commercial 
borrowing will be reduced, while imports contingent on some already 
contracted loans will be delayed where related investments do not 
receive priority. 

To monitor the impact of these steps, and signaL the need for 
further actions when necessary, a foreign exchange budget has been pre- 
pared with indicative quarterly ceilings on foreign exchange spending by 
the Central Government and state corporations, consistent with a reserve 
accumulation target of some SDR 200 million during 1991. Achievement of 
this target will bring gross foreign exchange reserves to two months of 
nongovernment imports by the end of the year. The Government will 
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monitor the movement in gross official reserves closely and in the event 
that the reserve position deteriorates significantly from the reserve 
accumulation path targeted under the programme, the Government will 
promptly consult with the Fund staff. 

24. Most of the improvement in the payments position is expected 
to come from restraint on demand, particularly by the public sector. 
However, exchange rate policy will be combined with supportive fiscal 
and monetary policies to strengthen the domestic incentives for export 
production in conjunction with the measures taken to reduce anti -export 
bias. As noted above, given tne current foreign exchange constraint and 
the need to reduce future debt -servicing costs, the Government has 
decided to limit the contracting of public borrowing on nonconcessional 
terms in 1991 to US$77.5 million (of which Us$55 million is earmarked 
for the Nzoia Sugar Project). In the event of a serious deterioration 
in the external security situation, the Government intends to consult 
with the Fund staff to review the nonconcessional debt ceiling. 

Sincerely yours, 

Is! 

Professor George Saitoti 
Vice -President and 
Minister of Finance 

Attachment: Annex 

Is! 

Eric C. Kotut 
Governor 

Central Bank of 
Kenya 
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ANNEX - 

Table. Kenya: Performance Criteria and Benchmarks of the Second Annu.il Arrangement 
Under the Enhanced Structural Adjustment Facility 

1989 

December 
actual 

June 

actual 

1990 
September 1/ December 1/ 

revised 

1991 

March Jun, 

indicative tndic.-,tiv, 

target tirçyt 

Quantitative performance criteria/benchmarks (In millions of Kenya shillings) 

Nt domestic aaaets 2/ 3/ 54,428 58,150 58,610 62,300 60,700 61,300 
Net bank credit to the Government 3/ 4/ 12,671 15,143 17,110 21,729 17,729 13,229 

Memorandum items: 

Net bank credit to the Government in monetary survey 17,481 20,414 21,920 27,000 23,000 18,500 
Less: CSFC 4,040 3,847 4,040 3,861 3,841 1,1141 

Less: Debt asaumed from parastatals 770 1,424 770 1,424 1,424 1,424 

WNew nonconcessional external loans or leases contracted 
or guaranteed by the Government 5/ (cumulative per (In millions of U.S. dollars) 
calendar year) 

a. 1-15 years' maturity 167.0 71.0 155.0 150.2 77.5 77.5 
b. Short-term credits of less than one 

year's maturity 6/ - - -- 

Quantitative benchmark (In millions of SDR5) 

Minimum stock of net official 
international reserves 7/ -60.3 -146.6 -55.3 -240.0 -215.0 -205.0 

Source: Memorandum attached to the letter of request of Kenyan authorities of March 28, 1990. 

1/ Quantitative benchmarks. 

2/ Net domestic assets of the banking system is broad money minus net foreign assets of the banking system. 
3/ This target will be adjusted downward to the extent that net external financing of the deficit during the July 1990 -June 1991 

period, excluding A -in -A financing, exceeds K Sb 3,900 million, or to the extent that domestic nonbank financing exceeds 
K Sb 1,300 million. Such net external financing is defined to include all cash loans received by the Paymaster General's Account 
during this period. 

4/ Net credit to the Government is net credit to the Government from the banking sector. The ceiling excludes the operations of 

the Cereals and Sugar Finance Corporation (CSFC) (K Sh 3,841 million), and the amount of public enterprise debt (K Sb 1,624 million) 
assumed by the Government by June 1990 and reclassified from outstanding private sector credit. For the purpose of the calculntlon 
of this ceiling, these amounts of K Sb 3,847 million and K Sb 1,424 millIon will be assumed as conqt.-Int through the programme perIod 
ending June 1991. 

5/ In addition to nonconcessional borrowing contracted or guaranteed by the Government, this ceIling also applies to the borrowIng 
of all state corporations (including cases where their borrowing is associated with a "letter of awareness from the Government), as 

well as leases. For the purposes of this definitIon, a loan or lease is nonconcessional if it hs a grant equivalent of less ti,an 

25 percent. Grant equivalence shall be determined by reference to published DAC tables and is a function of the interest rate, gri. 
period, and maturity. "Maturity" Ia defined as the sum of the grace period and the terms 

of payment. For purposes of converting new nonconcessional external loans into U.S. dollars, the U.S. dollar exchange rites cabled i 

the Central Bank of Kenya from the Federal Reserve Bank of New York for January 2, 1990, will he used. For 1991, this ceiling assume 
that US$55 million is earmarked for the Nzoia Sugar project. 

6/ Other than normal import -related credits, this limit also exclude8 nonguarsnteed borrowing by the Cnffee Board of Kenya 
associated with short-term trade financing. 

7/ Net official international reserves are defined as the Central Bank of Kenya's foreign reserve assets (SDRn, gold, and foreign 
exchange holdings) plus government foreign exchange holdings with Crown Agents; plus Kenya's reserve position with IMP; less CBK iii-- 

bilities to external banks; less net use of Fund resources. 
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KENYA - Relations with the Fund 
(As of October 31, 1990) 

I. Membership Status 

(a) Date of membership February 3, 1964 
(b) Status Article XIV 

A. Financial Relations 

II. General Department 

(a) General Resources Account: 

(i) Quota 

(ii) Total Fund holdings of 
Kenya's currency 

(iii) Fund holdings of Kenya's 
currency subject to 
rePurchase 

Of which: credit 
tranche 

EAR 

CFF - cereal 

CFF - export 

(iv) Reserve tranche 

SDR 142.0 million 

SDR 274.83 million 
(193.54 percent of 

quota) 

SDR 145.04 million 
(102.13 percent of 
quota) 

SDR 63.67 million 
(44.83 percent of 
quota) 

SDR 36.63 million 
(25.79 percent of 
quota) 

SDR 4.74 million 
(3.33 percent of 
quota) 

SDR 40.00 million 
(28.16 percent of 
quota) 

SDR 12.22 million 
(8.60 percent of 

quota) 
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Kenya - Relations with the Fund (continued) 

(b) Special. Disbursement Account: 

(i) Structural adjustment 
facility 

(ii) Enhanced structural 
adjustment facility 1/ 

111Ii'.-j 

SDR 28.40 million 
(20 percent of quota) 

SDR 56.80 million 
(40 percent of quota) 

III. Current or Previous Stand -By Arrangements 
and Special Facilities 

(a) Previous arrangements: 

One extended arrangement approved in July 1975, and 
seven stand-by arrangements approved, respectively, in 

November 1978, August 1979, October 1980, January 1982, March 
1983, February 1985, and February 1988. Amounts range from 
SDR L7.25 million to SDR 241.50 million. Cumulative pur- 
chases made under these arrangements amounted to 

SDR 521.0 million. 

(b) Special. facilities: 

(i) Under the compensatory financing facility for export 
shortfalls and cereal imports, Kenya made purchases of 

SDR 60.4 miLlion (58 percent of then quota) in June 
1982, SDR 37.9 million (27 percent of quota) in 

December 1985, and SDR 40.0 million (28 percent of 

quota) in October 1988. 

(ii) The first annual arrangement under the structural 
adjustment facility became effective on February 1, 

1988. The first loan of SDR 28.4 million was 
disbursed on February 4, 1988. The arrangement was 
replaced by an ESAF on May 15, 1989. 

(iii) A 36 -month enhanced structural adjustment facility 
arrangement totaling SDR 241.4 million became 
effective on May 15, 1989. Under the first annual 
arrangement loans of SDR 40.23 million each were 
disbursed on May 31, 1989 and November 30, 1989, 
respectively. Under the second annual arrangement a 

loan of SDR 40.23 million was disbursed on May 15, 1990. 

1/ Utilization of outstanding ESAF arrangement loan comprises 
SDR 56.80 million from the Special Disbursement Account (SDA) and 
SDR 63.90 milLion from the ESAF Trust. 
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Kenya - Relations with the Fund (continued) 

IV. SDR Department 

(a) Net cumulative allocation - SDR 36.99 million 
(b) Holdings: amount to SDR 10.86 million or 

29.35 percent of net cumulative allocation 

V. Administered Accounts 

(a) Trust Fund Loans: 

(i) Disbursed - SDR 46.91 million 
(ii) Outstanding - SDR 0.18 million 

(b) SFF Subsidy Account: 

(i) Payments by Fund - SDR 13.84 million 

(c) ESAF loans: Trust Account 

(i) Disbursed - SDR 63.90 million 
(ii) Outstanding - SDR 63.90 million 

VI. Financial Obligations to the Fund 

See text table 10. 

B. Nonfinancial Relations 

VII. Exchange System 

Pegged to composite. At end -October 1990 the exchange rate was 
K Sh 23.2170 = US$1 

VIII. Last Article IV Consultation 

The 1990 Article IV consultation (EBS/90/64, 3/30/90, and 
SM/90/64, 4/16/90) was concluded by the Executive Board on April 30, 

1990. The folLowing decision was adopted: 

1. The Fund takes this decision relating to Kenya's exchange 
measures subject to Article VIII, Section 2(a), in the light of the 1990 
ArticLe IV consultation with Kenya conducted under Decision No. 5392- 
(77/63), adopted April 29, 1977, as amended (Surveillance over Exchange 
Rate Policies). 

2. Kenya maintains restrictions on payments and transfers for cur- 
rent international transactions subject to Fund approvaL under 
Article VIII, Section 2(a), in the form of limits for remittances of 
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Kenya - Relations with the Fund (concluded) 

rental income of nonresidents and of a foreign exchange budget on the 

basis of which licenses for nonliberalized import items are issued. In 

the circumstances of Kenya, the Fund grants approval for their retention 
until June 30, 1991, or the conclusion of the next Article IV 

consultation with Kenya, whichever is earlier. 

Kenya is on the standard 12 -month cycle for Article IV 

consultations. 

IX. Technical Assistance 

CBD: Technical assistance missions on Kenya's financial system 

(March and May -June 1984), on bank supervision procedures 
(June 1988), and on the operational aspects of monetary 
policy implementation (November 1988). Advisor on Open 
Market Operations, from CBD panel of experts, began assisting 
the Central Bank of Kenya in November 1989. Technical 
assistance mission on reserve money management (March 1990), 
and on capital markets development (Sept./Oct. 1990). 

FAD: Technical assistance in fiscal field (1981). Technical 
assistance mission on public enterprises (January -February 
1990). Technical assistance mission on expenditure control 
(April, 1990). 

BUR: Technical assistance mission on money and banking 
statistics (November 1987). 
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Relations with the World Bank Group 

The World Bank has a large ongoing program in Kenya. As of June 
30, 1990, it had committed US$2.3 billion, of which Us$1.8 billion had 
been fully disbursed (Table 1). Investments by IFC totaled US$146 mil- 
lion, of which US$128 million had been fully disbursed. 

1. Agriculture 

The Bank's assistance to agriculture is centered around a policy 
reform program supported by a quick -disbursing sector adjustment credit 
which was approved in June 1986. Among the components of this program 
are (i) measures to increase the availability and distribution of agri- 
cultural inputs (especially fertilizer); (ii) movement toward price 
flexibility and deregulation; (iii) rationalization of government expen- 
diture in the sector; (iv) the divesting of some agricultural para- 
statals and the restructuring of others in the context of better defined 
policies on parastatals; and (v) improvements in agriculture credit 
programs. 

These policy measures are complemented by ongoing investment 
projects in coffee rehabilitation, forestry, agriculture research, 
rehabilitation of animal health services and the provision of country- 
wide extension services. 

In the near term, Bank assistance to the sector will continue to 
emphasize adjustment lending with a view to broadening and consolidating 
a policy framework that is conducive to a more vigorous contribution to 
economic growth. Investment lending will continue to complement the 
policy reforms with greater attention being given to extension support 
and to implementing the results from pilot projects in the areas of 
agriculture credit, livestock development, land and environmental 
management and arid and semiarid agricultural techniques. The Bank is 

currently developing and testing new methodologies or approaches in 

these areas in order to ensure replicability before embarking on large- 
scale national investments. 

2. Energy 

The Bank's efforts in this sector are concentrating on Lessening 
Kenya's dependence on imported oil through hydroelectric development, 
geothermal development, and petroleum exploration promotion. While 
future lending wiLl be consistent with the least cost recommendations of 
the recently completed power study, greater attention will be focused on 
alleviating policy constraints (e.g., pricing and distribution) to 
attain a more efficient and integrated energy sector. 
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Kenya - Relations with the World Bank Group (continued) 

Table 1. The Status of Bank Group Operations in Kenya 

A. Statement of Bank Loans and IDA Credits as of June 30, 1990 

Amount (less cancellations) 

(In millions of 13.5. dollars 

Loan or Fiscal Undis- 
Credit No. Year Borrower Purpose Bank IDA bursed 

Forty one (41) loans and 
forty-one (41) credits 
fully disbursed 826.82 633.65 - 
Of which: SECALs, SALe 

and program 
loans 1/ 

Cr. A021 1986 Kenya Agriculture Sector -- 40.00 - 
Cr. 1717 1986 Kenya Agriculture Sector -- 20.00 -- 
Cr. A036 1988 Kenya Industrial Sector Operation -- 10.00 - 

Subtotal 70.00 -- 

Cr. 1927-0 2/ 1988 Kenya Industrial Sector Operation -- 102.00 - 
Cr. 1927-1 2/ 1989 Kenya Industrial Sctor Operation -- 53.70 -- 
Cr. 2049-0 2/ 1989 Kenya Financial Sector Operation -- 120.00 52.82 
Cr. 2049-1 2/ 1990 Kenya Financial Sector Operation -- 44.00 -- 
Cr. 1107 1981 Kenya Fifth Education - 40.00 9.79 
l.n. 2098 1982 Kenya Forestry III 11.50 -- 2.93 
Cr. 1237 1982 Kenya Cotton Processing and Marketing -- 22.00 2.36 
Cr. 1238 1982 Kenya Integrated Rural Health and Family 

Planning -- 23.00 6.61 
Cr. 1387 1983 Kenya National Extension -- 15.00 6.23 
Ln. 2319 1983 Kenya Secondary Towns 0.02 -- 
Cr. 1390 1Q83 Kenya Secondary Towns -- 22.00 11.68 
Ln. 2359 1984 Kenya Kiambere Hydroelectric 80.00 2.32 
Ln. 2409 1984 Kenya Second Highway Sector 5.00 -- 3.31 
Cr. F017 1984 Kenya Second Highway Sector -- 40.00 33.54 
Cr. 1486 1984 Kenya Geothermal Exploration -- 24.50 0.28 
Cr. 1566 1985 Kenya Water Engineering -- 6.00 1.12 
Ln. 2574 1985 Kenya Third Telecommunications 17.60 -- 3.60 
Cr. 1673 1986 Kenya Sixth Education - 37.50 31.57 
Cr. 1675 1986 Kenya Petroleum Exploration Technical 

Assistance -- 6.00 2.95 
Cr. 1718 1986 Kenya Agricultural Sector Management -- 11.50 4.78 
Cr. 1738 1987 Kenya KIE 2nd Small Scale Industry - 6.00 6.45 
Cr. 1758 1987 Kenya Animal Health Services -- 15.00 13.99 
Cr. 1820 1987 Kenya Second Railway - 28.00 12.56 
Cr. 1849 1988 Kenya Agriculture Research -- 19.60 18.89 
Cr. 1904 1988 Kenya Population III - 12.20 10.90 
Cr. 1973 1989 Kenya Geothermal Development -- 40.70 33.27 
Cr. 1974 1989 Ki.nya Rural Services - 20.R() Ii.. 6? 

Cr. 2058 1990 Kenya TA 5.00 4.86 
Cr. 2060 1990 Kenya Third Nairobi Water Supply Prolect -- 64.80 59.94 
Cr. 2062 3/ 1990 Kenya Coffee II -- 46.80 48.32 
Cr. 20113/ 1990 Kenya Population IV 35.00 34.82 
Cr. 2147 3/ 1990 Kenya TA-DFI Res/Exp. Prom 6.00 6.22 

Total 940.94 1,345.05 442.73 
Of which: repaid 355.43 19.06 -- 

Total held by Bank nd IDA 585.51 1,325.99 - 
Amount sold 11.74 11.74 -- -- 

Of which: repaid 11.74 11.74 -- 

Total undishursed 442.73 

Source: The World Bank. 

!/ Approved after FY80. 
2/ SAL, SECAL or Program Loan. 
3/ Not yet effective. 
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Kenya - Relations with the World Bank (continued) 

Table 1. The Status of Bank Group Operations in Kenya (concluded) 

B. Statement of IFC Investments in Kenya as of June 30, 1990 

Fiscal 
Year Obligor Type of Business 

1967) 
1968) Kenya Hotel Properties Hotels 
1973) 

1970) 
1974) 

1977) 
1979) Pan African Paper Mills Pulp and Paper 
1981) 
1988) 
1989) 

1972 Tourism Promotion Services Hotels 

1976 Rift Valley Textiles Limited Textiles 

1977 Kenya Commercial Bank Limited Capital Market 

1980) 

) Development Finance Company of Kenya Limited Development Finance 
1984) 

1981 Kenya Commercial Finance Money and Capital Market 

1982 Bamburi Portland Cement Company Limited Cement and Construction 
Material 

1982 Diamond Trust of Kenya Limited Money and Capital Market 

1982) 

) Industrial Promotion Services (Kenya) Limited Money and Capital Market 

1987) 

1983 Tetra Pak Converters Limited Pulp and Paper Products 

1984 Leather Industries of Kenya Limited Tanning 

1986 Madhu Paper International Limited Pulp and Paper Products 

1986 Equatorial Beach Properties Tourism 

1986 011 Crop Development Limited 

Total gross commitments 
Less cancellations, terminations, 

repayments and sales 

Total commitments now held by IFC 

Total undishursed 

Source: The World Bank. 

1/ US$44,937. 

APPENDIX Il[ 

Amount in Millions 
of U.S. Dollars 

Loan Equity Total 

5.2 0.7 5.9 

. 
40.7 6.3 47.0 

2.4 --1/ 2.4 

6.3 2.8 9.1 

2.0 -- 2.0 

5.1 1.3 6.4 

5.0 -- 5.0 

:: 0T: 

-- 2.0 2.0 

2.2 0.4 2.6 

2.1 0.6 2.7 

37.1 2.0 39.1 

5.6 -- 5.6 

9.7 1.4 11.1 

127.8 18.3 146.1 

92.9 9.0 101.9 

34.9 9.3 44.2 

6.0 1.2 7.2 
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Kenya - Relations with the World Bank Group (continued) 

3. Industry/finance 

Until recently, Kenya's industry has obtained World Bank lending 
through development finance intermediaries. In support of an industrial 
reform program, IDA approved an industrial sector adjustment credit for 

US$112 million in June 1988. An additional US$53.7 million was subse- 

quently provided for this operation. In order to stimulate investment, 
promote export production, and make industries more efficient, the 

reform program covered areas such as trade liberalization, tariffs, 

price controls, export promotion, corporate taxation, financial sector 
policies, and industrial public enterprises. A complementary financial 
sector adjustment operation is currently being implemented. It 

addresses inter alia interest rate reforms, rationalization of the 
banking regulatory framework, restructuring of depository institutions, 
and the development of capital and money markets. Meanwhile, a more 
sharply focused export development program is under preparation. 

4. Infrastructure 

Highway projects and the promotion of railways have accounted for 

most of the Lending to date. A major water supply project for Nairobi 
was approved by the Board in 1990. In addition, the Bank is preparing 
an urban development project whose main feature will be to enhance the 

financing and management capacity of municipal authorities. 

5. Population 

The third IDA-financed project to help the Government promote 
fertility control was approved in 1988 and is now being implemented. To 

help meet the growing demand for contraceptives and maintain the momentum 
of recent progress, IDA approved a fourth Population Project in 1990. 

6. Education and health 

The Bank's attention is currently directed at developing viable 
financing and management capacity in both sectors. Lending operations 
designed to promote more efficient utilization of resources and to imple- 
ment appropriate mechanisms to increase cost sharing are being prepared. 

7. Adjustment lending 

The World Bank negotiated and fully disbursed two structural 
adjustment loans (SAL) to Kenya. The first, negotiated in March 1980, 

was for US$70 million and was fully disbursed by September 1980. The 
second, negotiated in July 1982 for SDR 130 milLion, was disbursed in 

two tranches: in September 1982 and January 1984. The SAL programs 
were implemented under adverse external circumstances which negatively 
affected Kenya's performance. The protracted balance of payments crises 
of 1981 and 1982, as weLl as the coup attempt in August 1982, forced 
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Kenya - Relations with the World Bank Group (concluded) 

adjuscments in the Government's policies and led to delays and reversals 
in policy initiatives included in the SAL programs. The speed of imple- 
mentation was also affected by a shortage of technical personnel and the 
preoccupation of the authorities with short-term stabilization 
efforts. 

It has been agreed between the Bank and the Government that, for 
the near future, Bank financial support for the Government's structural 
adjustment efforts wilL take the form of sector adjustment credits 
rather than the comprehensive SAL. Sector adjustment credits in agri- 
culture and industry have been completed and fully disbursed. Further 
sector adjustment operations are planned in agriculture, export 
development, education, and health. 

S 
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Kenya-Se lectal Social and Lgraphic IndIcators 1/ 

Area 
Total land area (square kilonters) 5&),COO 

lbpulation and vital statistics 
Total copulation (mid -1988, in millions) 22.4 

}bpulatiou grcMth rate (198)-1988 average, In percent) 3.8 

Urhon population (percent of total) 22 

R)pulaticxl density (per sq. km.) 38.6 

Population age strixture (in percent) 
0-14 years 
15-64 years 46.1 

65andabove 3 

Crude birth rate (per thousand) 47 

Crude death rate (per thousand) ii 
Infant nirtality rate (per thousand) 70 

Life ecpectancy at birth (years) 59 

}a1th and nutrition 
safe ter (in percent of population) 

Urhon 61 

Rural 21 

Ebpulatiou per physician (in thousands) (1984) 10 

Per capita ipply of 
Calories (per thy) 2,060 

Proteins (grann per day) 58 

Lahor force 
Total ge enp1oynnt (in millions) 1.3 

Participati(x rate (in percent) 
Total 17.9 

M31e 13.8 

Fenale 4.1 

E&iixat ion 
Enrollnnt rates (in percent) 

Secondary 23 

Teacher -pupil ratio 
PrImary (1989) 
Secondary (1989) 23 

Source: The rld &rnk, r1d tve1optnt Report, 19). 

1/ Unless otheiwise nntione1, estimates refer to the latest available data for 1988. 
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CONFIDENTIAL 

INTERNATIONAL MONETARY FUND 

KENYA 

Staff Report for the Midterm Review of the 
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Prepared by the African Department and the 

Exchange and Trade Relations Department 

(In consultation with the Fiscal Affairs, 

Legal, and Treasurer's Departments) 

Approved by Mamoudou Touré and A. Basu 

October 13, 1989 

I. Introduction 

On May 15, 1989, the Fund approved for Kenya a three-year 

arrangement under the enhanced structuraL adjustment facility (ESAF), 

in support of an economic and financial program covering the calendar 

years 1989-91, and the first annual arrangement thereunder, in support 

of the program for 1989 (EBS/89/84, 4/27/89). Total access under the 

ESAF arrangement, which replaced Kenya's arrangement under the struc- 

tural adjustment facility (SAF) and the 18 -month stand-by arrangement 

(canceled at the request of the authorities), is equivalent to 

SDR 241.4 million (170 percent of Kenya's quota), with annual access 

amounting to SDR 80.5 million (56.7 percent of quota) under each of the 

three annual arrangements. The first semiannual disbursement equivalent 

to SDR 40.2 million was made on May 31, 1989, and the second semiannual 

disbursement will be available after October 31, 1989, subject to 

compliance with the end -September 1989 performance criteria and 

completion of the midterm review. 

The discussions on the midterm review of the first annual arrange- 

ment under the ESAF were conducted by a staff mission that visited 

Nairobi during August 28 -September 11, 1989. 1/ In the attached letter 

to the Managing Director from the Vice President and Minister for 

Finance and the Governor of the Central Bank dated September 26, 1989 

(Appendix I), the authorities review progress in policy implementation 

1/ The mission comprised Mr. P.S. Heller (head-AFR), Ms. J. Home 

(FAD), Ms. N. Calika (AFR), Mr. R. Feldman (ETR), Mr. J. Hiwatashi 

(AFR), and Mrs. L. Duffield-Sorkowitz (secretary-ETR). Mr. E.L. Borne- 

mann (AFR) joined the mission during the second week. Mr. T. Allen from 

the World Bank mission in Nairobi participated in some of the 

discussions. 
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under the first annual ESAF arrangement and economic and financial 

developments through September 1989, and describe the policies that they 

intend to pursue for the remainder of the year. 

As of September 30, 1989 total Fund credit outstanding to Kenya was 

equivalent to SDR 305.7 million, or 215.3 percent of quota (Table 1). 

Taking account of scheduled repurchases and the prospective second 
semiannual disbursement under the ESAF, total outstanding Fund credit at 

end -December 1989 would amount to SDR 314.5 million, or 221.5 percent of 

quota. By end -December 1991, when all the disbursements under the 
three-year ESAF arrangement would have taken place, total outstanding 

Fund credit would amount to SDR 370.1 million, or 260.6 percent of 

quota. 

Summaries of Kenya's relations with the Fund and the World Bank 

Group are presented in Appendices II and III, respectively. 

II. Background 

In the face of deteriorating financial and economic conditions, in 

late 1987 Kenya adopted a major stabilization and structural adjustment 

program. The program, which was supported by an 18 -month stand-by 

arrangement and arrangements under the SAF (both of which became effec- 
tive on February 1, 1988), aimed at maintaining the real growth rate, 

containing the rate of inflation, and reducing the current account 

deficit to a sustainable level. To. attain these objectives, the Kenyan 

Government adopted a tight fiscal and monetary stance and initiated a 

flexible exchange rate policy, as well as a phased introduction of 

structural reforms in agriculture, industry, the financial sector, 

public enterprises, and government expenditure policy. The major 

elements of the adjustment program were successfully implemented during 

1988 and, as a consequence, the objectives of the program with regard to 

growth, financial stability, and the external sector were to a large 

extent achieved (Table 2). 1/ 

In early 1989 the Kenyan authorities requested support under 

arrangements under the ESAF for their 1989-91 program, which was 

designed to broaden and reinforce the adjustment process. 2/ The 

program aims to achieve a real CDP growth rate higher than the popula- 

tion growth rate, to reduce the rate of inflation to the average of 

Kenya's main trading partners, to curtail substantiaLly the external 

current account deficit, and to build up Kenya's net official inter - 

1/ For details see Staff Report for the 1989 Article IV Consultation 
and Request for Arrangements Under the Enhanced Structural Adjustment 

Facility (EBS/89/84, 4/27/89). 
2/ For details see EBS/89/84 (4/27/89) and Enhanced Structural 

Adjustment Facility PoLicy Framework Paper for 1989-91 (EBD/89!123, 

4/26/89). 

C 
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Table 1. Kenya: Use of Fund Credit, Septenber 1989-Decenber 1991 

Outstarding 1989 1990 1991 

Sept. 30, Oct.- Jan.- April- July- Oct.- Jan.- April- July- Oct. - 
1989 Dec. March June Sept. Dec. March June Sept. Dec. 

(In of lions of s) 

Total transactions (net) 8.82 -19.25 15.12 28.61 -20.26 35.48 -8.29 31.56 -7.38 

Transactions under traache 
policies (net) -26.67 -14.51 -20.38 -6.89 -15.52 -4.76 -8.29 -8.67 -7.38 

Repurchases 26.67 14.51 20.38 6.89 15.52 4.76 8.29 8.67 7.38 

Ordinary resources (5.33) (5.33) (3.46) (2.13) (2.1.3) C-) (1.96) (3.91) (3.91) 

Borrod resources (21.34) (9.19) (16.91) (4.76) (13.39) (4.76) (6.34) (4.76) (3.46) 

Transactions under special 
facilities (net) -4.74 -4.74 -4.74 -4.74 -4.74 - - - - 
CFF (net) (-4.74) (-4.74) (-4.74) (-4.74) (-) (-) (-) (-) 

SAF loans 40.23 - 40.23 40.23 - 40.23 40.23 - 
Total Fund credit outstanding 11 305.65 314.48 295.23 310.35 338.96 318.70 354.18 345.89 377.45 370.07 

Under traxthe policies (173.33) (146.66) (132.15) (111.77) (10L88) (89.36) (84.60) (76.31) (67.64) (60.27) 

Under special facilities (63.69) (58.95) (54.21) (49.48) (44.74) (40.00) (40.00) (40.00) (40.00) (40.00) 

Under SAF (28.40) (28.40) (28.40) (28.40) (28.40) (28.40) (28.40) (28.40) (28.40) (28.40) 

Ur FSAF 1/ (40.23) (80.47) (80.47) (120.70) (160.93) (160.93) (201.17) (201.17) (241.40) (241.40) 

(As percent of gunca) 

Total Fund credit outstanding If 215.25 221.46 207.91 218.56 238.70 224.44 249.42 243.58 265.81 260.62 

Ijoder trazithe policies (122.07) (103.28) (93.06) (78.71) (73.86) (62.93) (59.58) (53.74) (47.63) (42.44) 

Under special facilities (44.85) (41.51) (38.18) (34.85) (31.51) (28.17) (28.17) (28.17) (28.17) (28.17) 

Under SAF (20.00) (20.00) (20.00) (20.00) (20.00) (20.00) (20.00) (20.00) (20.00) (20.00) 

Ucr ESAF 1/ (28.33) (56.57) (56.67) (85.00) (113.33) (113.33) (141.67) (141.67) (170.00) (170.00) 

Sources: IMF, Treasurer's Deparnt; and staff estinates. 

1] Inchides use of ESAF Trust resources. 
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Table 2. Eenya' ectnd Ecoenatc and Finanrial triter,, 19554, 11 

1985 I9 1981 1988 1988 199) 
Progra. 27 Projection Progran 27 1,erl 

______________________ __________--- 
(Am.aril pertect changes, onions othexvIe_jfl) 

Hatlonal iocon,e and priceri 
011' at Conat.ant pricea 4.9 5.5 4.8 5.2 5.1 4.9 5.2 5.2 

OIl' deflator 9.3 9.3 6.1 9.1 1.2 8.2 6.5 6.5 

Conarmer puree 113.5 4.3 6.6 10.4 8.0 8.8 1.5 1.5 

External .eetor (on the Ixial. of SIRs) 
Experts, f.o.b. -8.0 1.5 -79.7 7.8 8.8 5.0 5.5 13.0 

txs,rte, c.t.f. -4.4 -0.8 1.5 6.9 4.1 7.6 4.1 4.2 

on-ll 1'r,orts, c.i.f. -6.3 18.7 0.1 1.3.1 2.5 6.') 4.4 3.4 

Expert volume 4.2 15.2 -3.5 5.5 5.7 5.4 4.5 7.9 

1n9,ort voirane -1.5 11.4 5.0 12.3 - 1.3 1.8 0.1 

Terom of trade (deterioration -) -15.4 12.0 -11.5 3.5 -1.1 -8.0 1.9 1.3 

Naxinal effective exchange rate 
(depreciation -) 3/ -16.9 -6.7 -13.8 -7.3 ... -6.6 

Real effective hange rate 
(depreciation -) 3/ -11.9 -4.4 -13.0 -2.2 ... -4.9 

Coverrrrvrt b.xlget 4/ 
Revevue arel grante I.S.O 16.1 20.3 16.5 1.3.8 18.3 12.5 11.1 

Total expeixilture 1.5.1 24.5 0.2 20.0 12.6 18.8 10.5 9.8 

f'rrney and credit 
flumentic credIt 12.5 29.0 20.5 7.2 1.0.3 10.3 8.3 5.3 

Coverriomit 10.2 53.7 29.7 -6.7 1.3.3 1.7.4 1.5 -6.5 

Other erctor, 13.5 17.7 14.9 12.1 8.7 4.4 12.1 12.4 

l4oep and quasi-unney (EQ) 10.2 27.6 12.4 8.3 11.6 11.6 12.0 8.4 

Velocity (alP relative to 10) 5/ 3.5 3.2 3.2 3.5 3.4 3.5 9.4 3.6 

Interest rate (am,aI rate) 5/ 
Savi, depeqit (jn1mj.) 11.0 11.0 U.') 10.0 ... 12.5 

Average time depeeit U.S U.S 9.8 12.4 ... 
Maxima. 1endli rate 14.0 14.0 14.0 15.0 ... 18.0 

(In pereet of (1*') 

Covernmamnt h,1t 4/ 
Reverame arid grante 23.4 23.9 25.1 25.5 26.5 26.7 26.9 26.8 

Total expenditure 29.5 32.1 28.0 29.3 30.8 30.9 30.6 30.5 

Overall, deficIt 6/ 
Iocludirg grant, 5.4 1.6 4.0 3.9 4.2 4.2 3.7 3.1 

Eaniroling grant. 6.4 8.9 6.1 6.1 6.1 6.8 5.3 6.4 

Dorametic tank financing 1.8 4.8 -'0.1 0.1 0.6 0.6 0.4 0.4 

Nnlrark financing 6.5 2.4 3.0 0.9 0.5 0.5 0.6 0.6 

Foreign financing -0.9 0.4 1.1 2.8 2.5 3.1 2.0 1.7 

Financing mp - - - - 0.6 - 0.1 0.9 

Crone ,.kxanstic inve,bit 25.8 18.8 24.8 23.6 24.3 25.1 24.7 25.1 

Croon &orontic savIng. 24.8 18.9 19.7 20.5 20.1 20.1 20.9 21.4 

External current aeccunt deficit 
Including grant, 1.5 0.5 6.3 5.3 4.0 5.5 3.7 5.1 

hdIne eranta 3.3 2.5 8.1 8.3 7.0 8.8 6.6 1.5 

External debt 
External debt inclusive of 

Fund credit 51 54 56 59 58 58 62 5% 

Debt ,ervtce ratio 1/ 29 29 36 29 9) 3! 28 28 

Interest peprannta 17 U 11 12 12 11 11 tO 6) 

(In .iUlona of SIRs, rimless othervi,e opecif led) 

Overall hal.rinte of payments -91 16 -76 43 8 57 -38 

Additional financing requirent - - - - 83 93 

Grog, official reser (mor,ntM 

of inxrrte) 8/ 3.4 3.1 2.1 2.1 2.3 2.2 2.6 2.5 

External payxanta arrenre - - - - - - 

Source,: Data provided by the Renyan antiamrittes end gta,f I eat imetes. 

If The data ref lects reviaed (28' fi.gurei start1r antI, 1985. The reygic,n. had the lrxpact of chaogjng nominal (28' at ronricet 

prIces by +1.6 percent in 1985, 40.2 percent in 19, -0.8 percet in 1981, +1.9 percent In 1988, and +2.6 percent each in 1989 

and 1990. 

2/ As obtx.nn in EftS/8918A. 

3/ Decex'ber-to-Decnxber vartatioon for 1983, December 1988 to kiguet 1988 vartation. 

/ Fianal year begirmirrg July 1. 

5/ I.evei iv percent. 
1 Figures do not add up because of adjustment to cash besia. 

7/ In percent of expert, of goods, nonfactor aervices, nd private transfer,. 
8/ In xenthe of raxmgoxervxanvt treporta. 
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national reserves. To attain these targets, the program for 1989-91 

stresses further tightening of the fiscal stance, tackling structural 

issues related to the budget, implementing a financial sector restruc- 

turing program and key reforms in the trade and industrial sectors, and 

pursuing flexible exchange and interest rate policies, as well as other 

market -oriented domestic policies. The reforms in the financial and 

industrial sectors are also being supported by the IDA through sector 

adjustment credits 1/ and by cofinancing by other multilateral and 

bilateral donors. 

Within the context of the program's overall medium -term objectives, 

the first annual program under the ESAF targeted a rate of growth of 

5.1 percent in real GDP, deceleration in the rate of inflation to 8 per- 

cent (from 10.4 percent in 1988), a reduction in the external current 

account deficit (including official transfers) to 4.0 percent (from 

4.5 percent in 1988), and a buildup of SDR 58 million in net official 

international reserves. 

III. Program Implementation in 1988/89 

In 1989 considerable progress has been made in implementing the 

program, which remains essentially on track. The quantitative and 

structural benchmarks for June 1989 were observed, in some cases by a 

wide margin (Table 3). 

After a rise of 5.2 percent in real terms in 1988, owing primarily 

to favorable weather conditions and the impact of the agricultural 

structural measures implemented over the last few years, the real CDP 

growth rate in 1989 is expected to decelerate slightly, reflecting less 

favorable weather conditions at the beginning of 1989, lower -than - 

anticipated coffee production, and higher oil prices. During the first 

half of 1989 the inflation rate exceeded 10 percent, considerably above 

the target of 8 percent for end -1989, owing to increases in producer and 

consumer prices early in the year and a somewhat -greater -than -expected 

growth in broad money. 

The overall budget deficit on a cash basis in 1988/89 (July/June), 

at 3.9 percent of GDP, was well below the 4.5 percent target (4.4 per- 

cent in terms of revised GDP) 2/ originally programmed (Table 4). 

1/ The Industrial Sector Adjustment Credit (ISAC) was approved by the 

World Bank in mid -1988 for US$112 million, and the Financial Sector 

Adjustment Credit (FSAC) and Financial Sector Technical Credit (FSTC) 

were approved in mid -1989 for US$125 million. 

2/ The Kenyan authorities have revised their CDP figures for the past 

several years. As a consequence, the current CDP figure for 1988/89 is 

2.3 percent higher than initially estimated. In the remainder of this 

paper, program targets in terms of CDP are (unless stated otherwise) 

those presented in EBS/89/84 and do not reflect the revised CDP figures. 



TabLe 3. Kenya: Performance Under the First Annu1 
Arrangement Under the Enhanced Structural Adjustment Facility 

1989 

June 

(In millions of 

Kenya shillings) 

itative benchmarks 

Total domestic credit 1/ 
Ceiling 55,044 

Actual 52,422 

Net bank credit to the Government 2/ 

Ceiling 15,620 

Banking system (19,321) 

CSFC (-3.101) 

Actual 13,670 

Banking system (17,510) 

CSFC (-3,840) 

(In millions 
of U.S. dollars) 

New nonconcessional external loans contracted or 

guaranteed by the Government 31 (cumulative per 

calendar year) 

a. 1-12 years' maturity 
Ceiling 100.0 

Actual 56.4 

b. Short-term credits of less than one year's 

maturity 4/ 

Ceiling -- 

Actual -- 

Minimum cumulative increage in net official inter- (In millions 

national reserves from end -December 1988 5/ of SDRs) 

Benchmark 42 

Actual 80 

Structural benchmarka Status 

Implement the import liberalization program and Done 

provide on monthly basis, data on import license 

applications, approvals, and corresponding foreign 

exchange allocation by end -September 1989. 

Adopt fiscal measures, including user charges in Ott target 

health, education, and other sectors beginning 

July 1989. 

Confine the growth of the Government's personnel Ott target 

wage bill to 7.5 percent beginning July 1989. 

Maintain positive real interest rates throughout 1989. On target 

Sources: Memorandum of economic and financial policies attached to 

the letter of April 18, 1989; letter of intent dated September 26, 1989; 

and data provided by the Central Bank of Kenya and the Ministry of 

Finance. 

If Total domeattc credit of the banking syste. is the sum of net 

credit to the Government, other public sector credit, and private Rector 

credit. It includes bank credit utilized by the Cereals and Sugar 

Finance Corporation (CSFC). 

2/ Net credit to the Government La net credit to the Government from 

the banking sector. The ceiling excludes the operations of the CSFC. 

3/ Tn conformity with existing regulations, no public enterprise will 

borrow on nonconcessional terms without government guarantee. 

4/ Other than related to imports. 

5/ Net official international reserves are defined as the Central 

Bank of Kenya's net foreign reserve assetS (SDRs, gold, and foreign 

exchange holdings) minus its short-term deposit liabilities to 

foreigners; plus the Central Government's net foreign reserve assets 

(excluding those related to Fund transactions); plus Kenya's reserve 

position in the Fund; minus Kenya's net use of Fund credit. 
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Table 4. Kenya: Goverivnt Finaies, 1986/87-1989/90 

1986/87 1987/88 1988/89 1989/90 
Prelim. Program I! Prelim. Program if Revised 
Actuals Actuals Program 

(In milliooa of Kenya shilLings) 

Reveone and grants 
Reverue 27,999 32,710 37,980 37,892 43,073 44,219 

Grants 1,615 2,927 3,836 3,614 4,518 4,899 

Expenditure and net lending L! L!.L 
Recurrent expenditure 29,511 30,646 2/ 37,040 36,426 41,588 42,719 

Of which: wege biU. (9,874) (11,5(8) (12,632) (13,352) (13,579) (14,353) 

Deve1opmnt expenditure 
and net lending 10,244 9,169 2/ 11,927 11,342 13,529 14,046 

Overall deficit (treasury 
acccxlnts) -10,141 ±LZ. . 

Mjustnent to cash besis 3/ 716 -1,505 4/ - -58 5/ - - 
Overall cash deficit :. ZJ! LL 
Financing 9,425 5,683 6,320 

Foreign financing 542 1,522 3,893 4,567 4,560 5,626 

Ekilestic financing 8,883 4,161 3,258 1,753 1,%9 2,021 

Of which: hsrking 
systeu and CSt (5,923) (-78) (2,2(X)) (219) (1,074) (1,102) 

Financing gep - - - - 997 - 
Overall cash deficit 

(excluding grants) -11,040 -8,610 -10,987 -9,876 -12,044 -12,546 

(In percent of a)P) 
Hemrandtsa itesm: 

Reverue and grants 23.9 25.1 26.2 25.5 26.6 26.7 

Reverue 22.6 23.0 23.3 23.2 24.1 24.1 

Grants 1.3 2.1 2.4 2.2 2.5 2.7 

Expenditure and net lending 32.1 28.0 30.7 29.3 30.8 30.9 

Recur -rent expenditure 23.8 21.6 23.2 22.3 23.2 23.3 

Of which: ge bill (8.0) (8.1) (7.9) (8.2) (1.6) (7.8) 

Oevelopnent e,q)euditure 
and net lendIng 8.3 6.5 7.5 6.9 7.6 7.6 

Overall cash deficit -7.6 -4.0 4.5 -3.9 -4.2 -4.2 
Overall cash deficit 

(excluding grants) -8.9 -6.1 -6.9 -6.1 -6.7 -6.8 
Foreign financing 0.4 1.1 2.4 2.8 2.5 3.1 
(Xxsestic fInancing 7.2 2.9 2.0 1.1 1.1 1.1 

Of which: lerking 
systea and CSt (4.8) (-0.1) (1.4) (0.1) (0.6) (0.6) 

Financing p - - - - 0.6 - 
Sources: lta provided bj the Kenyan authorities; and staff estlnntes. 

1/ As presented in EBS/89/84 (4/27/89), as revised program. 
2/ Exclixlea an estinuted anxxmt of K Sb 2,0(X) million in recurrent and developimnt expenditures, for 

which the issue of checks had been delayed into 1988/89. 
3/ The adjustnEnt factor arises partly because financing data are derived fran scsirces other than 

reverue and expenditure data. It also includes a float elesmnt resulting fran differences between checks 

issued and checks cashed and statistical discrepancies. 
4/ Includes the counterpart to the reduction in the check float of K Sb 1,7(X) million during 1987/88. 

5/ Incltxles an estiunted increase in the check float of K Sb 1,840 million during 1958/89. 
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Excluding grants, the deficit remained at its 1987/88 level of 6.1 per- 

cent of GDP, rather than the 6.9 percent originally targeted. The 

fiscal outcome reflected primarily a better -than -programmed performance 

of both recurrent and development outlays, with total expenditures 

remaining at K Sh 1.2 billion (0.7 percent of revised CDP) less than 

previously anticipated. The preliminary data indicate that while 

recurrent expenditure was about K Sh 600 million (0.4 percent of GDP) 

below its programmed level, the projected wage bill was higher by about 

K Sh 720 million (owing to more -than -anticipated wage increases), 

implying a growth of 16 percent, well above the projected growth of 

9.8 percent. Total revenue was slightly below the program target, 

reflecting mainly lower -than -programmed receipts from import duties and 

from the sales tax on imports. 

Financing of the deficit was largely from external and domestic 

nonbank sources. Net foreign financing amounted to K Sh 4.6 billion 

(2.8 percent of GDP), compared with K Sh 3.9 billion in the program, 

while the bulk of the K Sh 1.8 billion in domestic financing, in 

contrast to the program, was from nonbank sources. Net bank credit to 

the Covernment at end -June 1989 was about K Sh 400 million above its 

June 1988 level (1.0 percent of the beginning -of -period broad money 

stock), compared with the programmed increase of K Sh 2.2 billion 

(5.5 percent of beginning broad money) (Table 5). As a result, bank 

financing of the deficit (excluding the Cereals and Sugar Finance 

Corporation) was K Sh 2.0 billion (1.2 percent of CDP) below the end - 

June 1989 program benchmark. As in the previous fiscal year, this 

development was largely due to the authorities' postponement of cash 

payments toward year-end, as reflected in a buildup of K Sh 1.8 billion 

in the stock of unpresented checks at end -June 1989. 

During 1988/89, total domestic credit rose by only 8.3 percent, in 

sharp contrast to the programmed 13.7 percent. As a consequence, total 

domestic credit at end -June 1989 was K Sh 2.6 billion below the pro- 

grammed ceiling. During the fiscal year ended June 1989, net credit to 

the Government expanded by 2.3 percent compared with 12.8 percent in the 

program, and credit to the nongovernment sector rose by 11.6 percent 

instead of the targeted 14.2 percent. As a result, net domestic 

assets rose during the year by 1 percent less than the 15.2 percent in 

the program. Broad money, however, increased in 1988/89 by 17.8 per- 

cent, more than the 17.0 percent programmed, reflecting a higher -than - 

projected increase in net foreign assets. 

In the external sector, the current account deficit in 1988 

narrowed to 5.3 percent of GDP from 6.3 percent in the previous year, as 

the deterioration in the merchandise trade deficit was more than offset 



Table 5. Kenya Monetary Survey, June 1985-Jta 1.990 1/ 

1985 1986 1987 1988 1989 1990 

June Dec. June Dec. Jtn Dec. hrch June Sept. Dec. rch June Sept. Dec. Morch June 

Actual Actual Prog. 2/ Actual Progran 2/ Prog. 3/ Prog. 2/ Prog. 3/ 

Met foreign aasets -427 -1,759 -'408 -255 -759 -2,367 

Total dtic credit 28,133 31,6Q) 34,259 40,775 43,916 49,114 

Coverment (net) 8,106 9,954 10,728 15,301 17,109 19,846 

Other 20,CX)5 21,645 23,532 25,474 26,807 29,268 

Other itei (net) -1,847 -1,438 -2,374 -4,289 -4,911 -'6,013 

l4ney and quasi-sxxEy 25,838 28,40% 31,477 36,23) 38,246 40,734 

(In mfJ.Uone of Kenya ahi1lin) 

-2,590 -3,143 -3,327 -3,627 -2,517 -2,921 

48,063 48,401 49,337 52,666 51,636 55,044 

17,711 17,121 16,889 IB,512 17,775 19,321 

30,346 31,280 32,448 34,154 33,861 35,723 

-4,836 -5,469 -5,520 -4,944 -3,341 -5,579 

40,637 39,788 40,489 44,095 45,778 46,544 

(AnIbal change in percent) 

Total dstic credit 12.3 12.5' 21.9 29.0 28.2 20.5 11.2 10.2 2.7 7.2 

Cavertsast (net) 12.7 10.2 32.3 53.7 59.5 29.7 6.0 0.1 l5.3 6.7 

Other 12.2 13.6 17.6 11.7 13.9 14.9 14.5 16.7 15.6 16.7 

Money and quasi-axej 11.7 10.2 21.8 27.6 21.5 12.4 7.3 4.0 2.2 8.3 

Velocity 3.63 3.52 3.44 3.23 3.2% 3.22 3.36 3.57 3.64 3.46 

-2,362 -3,132 -2,691 -1,181 -1,465 -1,464 

52,422 56,897 58,080 57,371 59,432 57,712 

17,510 21,891 21,741 20,241 21,165 19,382 

34,912 35,)16 36,339 37,130 38,267 38,330 

-3,386 -5,583 -6,197 -5,563 -5,698 -5,510 

46,875 48,182 49,192 50,627 52,269 50,738 

7.4 13.7 8.3 35.3 10.3 11.1 ... 20.1 

0.3 12.8 2.3 29.6 17.4 13.9 ... 10.7 

11.6 14.2 11.6 7.9 6.4 9.7 ... 9.8 

12.7 17.0 17.8 19.0 11.6 10.6 ... 8.2 

3.45 3.50 3.43 3.49 3.52 3.53 ... 3.62 

Sources: Central Bark of 1<enya and staff estiastes. 

If The claisis of the National Bark of Kenya on the public entities and the private sector guaranteed by the Goverr,int are sxaIn beginning in June 1988 as part of credit to the nonguverruant 

sector. Before that date they ware shiset as part of credit to the Coverriast. Beginning Septrber 1959, net credit to Coverrnt inthides K Sh 770 1flon debt of public enterprises that was 

aasud by the Covernipot; previously this debt was classified under outstanding credit of the rngoverrmnt sector. 

2/ ,s presented in EBS/89/84 with the eueptione that the distrthition of credit hetwaen the Goverrsent and the rcn erTIast sectors has been revised to reflect the change introda:ed in 

Septesber 1989 described in footonte 1, and also the revised COP figures. 
3/ /89/84 did ont contain progran figures for rth 1990; the June 1990 figures reflect revised progras targets. 
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by higher, mostly official, transfers (Table 6). 1/ Net services were 
essentially unchanged. The overall balance of payments deficit was 
about half the size of the previous year's deficit. Gross foreign re- 
serves rose by SDR 20 million in 1988, while net international reserves 
fell by SDR 43 million; net credit from the Fund was SDR 64 million, 
which included a purchase in October 1988 equivalent to SDR 40 million 
under the compensatory financing provisions of the CCFF. 2/ 

During the first half of 1989, external sector policies were in 
line with the program. The exchange rate was flexibly managed, depre- 
ciating by 2.7 percent in real effective terms during this period, 
compared with 2.2 percent in calendar year 1988 (Chart 1). Official 
external borrowing on nonconcessional terms was reported to have been 
confined during the first half of 1989 to US$56.4 million for loans in 
the 1- to 12 -year maturity range. The available trade data for the 
first half of the year suggest that the growth in receipts from tourism 
and "other exports," 3/ when compared with the same period in the 
previous year, has been strong; the growth in tea receipts has been more 
moderate and in coffee receipts, about flat. Non -oil import growth has 
also been strong. 

Net official reserves during the first half of 1989 increased by 
SDR 80 million, in part reflecting SDR 50 million of external borrowing 
in April by the Coffee Board of Kenya; excluding this external borrow- 
ing, net official reserves increased by SDR 30 million, compared with a 
target of SDR 42 million. It should be noted that the Coffee Board 
borrowed 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 from when the 
funds were received, and with payments starting in October 1989, was not 
guaranteed by the Government; it was backed by collateral in the form of 

1/ The current account deficit for 1988 had been previously estimated 
to be SDR 283 million (or 4.5 percent of CDP in EBS/89/84), compared 
with most recent data showing a deficit of SDR 340 million. The 
merchandise trade deficit is now SDR 20 million larger than the earlier 
estimate, while net service receipts are SDR 31 miLlion lower and mainly 
reflect revisions to investment income receipts, port earnings, and 
receipts from embassies and international organizations. 

2/ The purchase was based on a net shortfall in merchandise exports 
and cereal imports for the year ended April 1988. CCFF, compensatory 
and contingency financing facility. 

3/ Total export receipts excluding coffee, tea, and oil products. 
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Table 6. Kenya: t4dhas-1ens MUinc. of Pnyns-iits, 1995-')) 

1985 19'36 1987 1988 1989 

Frog. 1/ Rev. 

1990 

Frog. ! Rev. 

(In millions of s) 

current accQst -89 -29 -387 -340 31 2/ -78 2/ -236 -266 

Exports, f.o.b. 928 998 702 757 825 787 870 889 

Coffee 
Tea 230 182 154 155 175 177 195 201 

Oil prodocts 3/ 117 78 60 63 70 60 70 64 

Other 335 333 307 334 370 370 405 407 

Imports. c.i.f. -1.4 -1 557 -1 676 -1 676 

Govermvent 4/ -92 -247 -282 -238 -237 

Oil - -454 -256 -270 -21.5 -260 -254 -276 -275 

Other -901 -932 -') -1,075 -1,103 -1,169 -1,170 -1,234 

Trade belance -520 -438 -755 -6(1) -776 -889 -905 -857 

Services (net) 242 232 202 203 272 244 321 302 

Of k,ich: Travel 230 240 256 276 301 297 331 327 

Private transfers 90 50 56 66 63 69 68 17 

Official transfers 1 127 110 191 473 5/ 499 5/ 16) 212 

Capital account -2 311 297 27 135 198 219 

tong term (net) -77 109 185 234 12 92 178 227 

Official -55 73 192 249 2 82 1.55 207 

Inflows 6/ 7/ (162) (289) (4CY) (443) (492) (572) (383) (432) 

cutf lows (-217) (-217) (-214) (-194) (-493) 8/ (-490) 8/ (-225) (-225) 

Private 9/ -22 36 -8 -15 10 - 10 - 20 20 

Short term (net) 10/ 1.11 12/ 75 -6 126 62 15 43 20 

Overall balance -91 76 -76 -43 58 51 -38 -47 

Financing 91 -76 76 43 -58 -57 35 47 

Gross reserves 36 18 IIi -20 -40 -40 50 50 

Df credit (net) 53 -90 -84 64 -16 -18 4 4 

Other assets (net) 1 -5 - -1 - - - - 
Additional financing requtreeents - - - - - - 83 93 

Maaranthn itmee: 

Gross resers (end of period) 381 362 202 222 262 262 312 312 

Cross reserves 
In annths of noverneent iaorts 3.4 3.7 2.1 2.1 2.3 2.2 2.6 2.5 

In nonths of total leports 3.2 3.0 1.7 1.7 2.0 1.9 2.2 2.1 

(In percent of ) 

current accomt deficit 
Inchiding official transfers 1.5 0.5 6.3 5.3 4.0 2/ 5.5 2/ 3.7 4.1 

Excl,xling official transfers 3.3 2.5 8.1 8.3 7.0 8.8 6.6 7.4 

Net official capital inflows 
plus official transfers 0.9 3.2 4.9 6.9 6.7 8.8 5.4 6.5 

Sources: Data provided by the Eanyan authorities; and staff estivetes. 

1/ FBS/89/84 (4/27/89). 
2/ Excluding the cancellation of GoverTseent debt eed to the Federal Republic of German)' as described in footnote 5 below, the 

projected current account in 1989 imuld be in deficit by SIR 254 nilUon (4 percent of , Progras) and SIR 363 milLion (5.5 percent 

of 0)1', Revised). 
3/ Prior to 1987, aistram data included bu*ering fees collected on transit ahtpeent destined to nelhering countries. The data 

for 1986 very adjested, and the counterpart vea included in errors and omissions. Data for earlier years are under revision. 

4/ Beginning in 1986, data include special laorts of defense -related equipeent and civilian aircraft. They masinted to 

SIR 117 million In 1986, SIR 162 million in 1987, an estiveted SIR 76 million in 1988, aM are projected to asxmt to SIR 51 mIllion in 

1989 aM SIR 50 million in 1990. 

5/ Excli.sling in 1989 the canceUation announced on February 9, 1989 of Ii 696 (SIR 285) million of zxorttzatinn paynents on Govern - 

vent debt owed to the Federal Republic of Gerunny, official transfers veuld be SIR 188 million (Prograii) and SR 214 million (Revised). 

6/ Includes loans ftnanclng ieports of defense -related equipnt described in footnote 4. 

1/ Includes in 1987 and in 1988 counterpart (SIR 43 milUon in each year) for laçorts of defense -related equipeent purchased in 

earlier years hit shipped in these years. Includes t) funds in 1989-90 under the Financial Sector a4jesthnnt Credit. 

8/ Including the counterpart for the cancellation of debt described in footnote S. 

9/ Series revised to reflect previously unincorporated data frcsu the Central Bar4c. 

10/ Includes in 1989 Eurodollar loan of $62 million contracted by the Coffee Board of Kenya. 

111 Takes into account in 1989-')) the aa)rtization of the Eurodollar loan described in footnote 9. 

12/ Includes errors and mdssions and valuation adjestventu (1985-88). 
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the Coffee Board's coffee stocks. 1/ Given the short-term nature of the 
coffee borrowing, it will have no permanent effect on the stock of debt 
after April 1990; the interest payments will amount to about 0.25 per- 
cent of the average annual current account receipts for 1988-89. 

On the structural side, the authorities made significant progress 
in 1989 in implementing the program's measures. Producer prices were 
raised in February and July to enhance agricultural production. The 
organizational and financial restructuring of the National Cereals and 
Produce Board (NCPB) proceeded essentially as scheduled. New NCPB staff 
began to be recruited, training within the NCPB was strengthened, and a 
system of monitoring the availability and distribution of food grains 
was initiated. The financial restructuring of the NCPB was completed 
with the write-off of K Sh 5.3 billion in the 1988/89 budget and the 
conversion of the Cereals and Finance Corporation's outstanding loans to 
the NCPB into equity or irredeemable non -interest -bearing capital from 
the Government. 

A number of fiscal structural reforms were announced at the presen- 
tation of the 1989/90 budget involving discretionary tax measures, user 
charges, and expenditure rationalization (see Section IV.3 below for 
details). Further steps were taken in 1989 to restructure public 
enterprises and to monitor and define their financial relations with the 
Central Government. In particular, the Government allowed Kenya 
Railways to begin operating on commercial principles, and continued its 
financial restructuring of both the Railways and the South Nyanza Sugar 
Company. The Government started monitoring the financial performance 
and flow of funds of ten nonfinancial public enterprises (selected on 
the basis of size and reliability of data) and initiated work with 
technical assistance from the United Nations Development Program (UNDP) 
to formulate a policy framework for public enterprises. Market rates of 
interest on direct loans from the Government to the public enterprises 
began to be charged. Moreover, work commenced on the systematic 
categorization of the Government's portfolio of loans to public 

1/ At the time of the formulation of the 1989 program, it had been 
indicated, for purposes of setting the quantitative benchmarks on net 
international reserves and the ceiling on nonconcessional external 
borrowing, that no public enterprise could borrow on nonconcessional 
terms without government guarantee. Although the Coffee Board had 
already just signed the loan agreement when the negotiations for the 
program were taking place at the Fund in April, the authorities present 
at the discussions were unaware of this occurrence. The authorities 
have subsequently explained that there are a few public enterprises 
which can borrow on commercial terms without government guarantee based 
on their own collateral (e.g., the Coffee Board, Kenya Post and 
Telecommunications Corporation, National Oil Company, and Kenya Pipeline 
Company); the authorities have recently assured the staff that there are 
no plans for such enterprises to borrow on this basis for the rest of 

1989. 
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enterprises, with the intention of clarifying the Government's position 
as net creditor to public enterprises and strictly enforcing the 
collection of loans. A study of development finance institutions was 
completed in June 1989 and Cabinet approval was obtained on the 
principles and guidelines for the financial and organizational 
restructuring of such institutions. 

The implementation of the industrial sector adjustment program, 
particularly the measures associated with the external sector, has 
continued in 1989. On the import side, the structural performance 
criterion relating to the implementation of the import liberalization 
program and the development of an effective system for monitoring its 
operations has been observed. In this regard, the import licensing 
system has been streamlined and the new monitoring system indicates that 
there has been a considerable shortening of the interval between the 
application for an import license and the acquisition of the corres- 
ponding foreign exchange. Furthermore, the quantitative restrictions on 
import items in Schedule IIIB were lifted in mid -1989 as planned 
(thereby raising the value of imports licensed without restrictions to 

about 94 percent of the value of total 1986/87 imports), and replaced by 
tariffs as the sole form of protection. The tariff categories for all 
import schedules were also rationalized in the process of reducing the 
number of these categories from 17 to 12. At the same time, the 
weighted average tariff for items in Schedules I, II, and lilA combined 
were reduced as programmed. Although average tariffs were raised for 
items in Schedule IIIB, the actual increases, with only three excep- 
tions, were smaller than those proposed by the recent study on tariff 
equivalents. Finally, the Government has investigated whether dumping 
has been a serious problem in Kenya and has concluded that anti -dumping 
legislation is not required. 

In addition to the import measures cited above, which will help 
encourage investment and nontraditional exports, progress has also been 
made in 1989 in enhancing export prospects. Three additional 
manufacturing -in -bond facilities have been approved. A study was 
completed on export incentives for Kenyan industry. While the 
insufficient level of detail in the study precluded the immediate 
development of an action program for a medium -term export promotion 
scheme, the study did provide helpful comparative analysis along with 
policy guidelines and recommendations, and was very useful for garnering 
support for Kenya's outward -looking policies. On the investment side, 

important measures to strengthen the functioning of the investment 
approval process were taken. To help remove some bottlenecks, a high- 

level Cabinet Sub -Committee on Investment, headed by the Vice President, 

was established. The management of the Investment Promotion Center was 
strengthened, with the expectation of significantly reducing project 
approval delays, and investment guidelines were published in May 1989. 
In line with the objective of improving the efficiency and competitive- 
ness of the industrial sector, in September 1989 the number of items 

under the Price Control (General) Order was reduced to 19 with the 
decontrol of the prices of animal feeds and animal salts. 
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In the context of the Government's financial sector adjustment 
program and in line with the policy of maintaining positive real 
interest rates, the minimum savings deposit rate for commercial banks 
was raised 2 percentage points in April, to 12 percent. Moreover, with 
a view to encouraging commercial banks to make longer -term loans and in 
pursuit of the eventual objective of market -determined interest rates, 
the maximum lending rate for loans with maturities greater than four 
years was raised by 3 percentage points to 18 percent. To help remove 
inefficiencies in the financial system, a revised Banking Bill was 
presented in mid -1989 to Parliament and subsequently passed. The Act 
strengthens the supervisory role of the Central Bank by allowing it to 
intervene in institutions --prior to insolvency --to restructure, effect 
mergers, or liquidate as appropriate. The Act also limits advances to 

insiders and redefines exposure and capital adequacy requirements. 
During 1989 the Central Bank strengthened its supervisory capability by 
developing standardized financial reporting formats, written examination 
and inspection procedures, and appropriate provisioning guidelines. The 
Bank also prepared restructuring programs for ten weak financial 
institutions. To facilitate the promotion, development, and regulation 
of the securities market, a bill to establish the Capital Markets 
Authority was presented to Parliament in mid -1989. 

IV. Policies for the Remainder of 1989 and 1989/90 

In addition to the assessment of economic and financial develop- 
ments in 1988 and the first half of 1989, the midterm review discussions 
concentrated on the prospects for the remainder of 1989 and 1989/90, 
with special emphasis on the adequacy of policy implementation for 
achieving the growth, inflation, and balance of payments targets of the 
program. In view of the unexpectedly difficult external environment as 
well as the inflationary pressures early in 1989, the authorities have 
decided on the adoption of a more restrictive monetary and credit 
stance, including higher real interest rates, and an exchange rate 
policy that attempts to address the more difficuLt external situation. 

1. Economic overview 

In view of developments during the first half of 1989, real GDP 
growth in 1989 is estimated to be 4.9 percent, slightly less than the 
targeted 5.1 percent. This outcome, compared with the targeted growth 
for 1989, may be attributed primarily to the less favorable performance 
of the agricultural, transport, and trade sectors and the more favorable 
performance of the finance, building and construction, and ownership of 
dwellings sectors. The manufacturing and government sectors are 
expected to perform as initially envisaged. 

The domestic resource balance, or savings -investment balance, is 

expected to deteriorate marginally in 1989. Total consumption (at 
current prices) is projected to increase slightly, from 79.5 percent of 

GDP in 1988 to 79.9 percent in 1989, reflecting an increase in private 
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consumption. The domestic savings ratio will fall commensurately, 
largely owing to the projected decline in private savings, while 
government savings is expected to improve. The decline in private 
savings in 1989, due in part to the fall in real interest rates at the 
beginning of the year with the high inflation rate, is expected to be 

reversed, aided by the planned monetary policy measures in late 1989 and 
in early 1990. Gross investment relative to GDP is likely to increase 
slightly in 1989, in part because of the favorable impact of import 
liberalization on private investment. 

The month -on -month inflation rate, which began to decelerate after 
May 1989 and was about 9 percent in August 1989, is anticipated to 

remain at about 9 percent at end -1989, compared with the targeted 
8 percent. The expected slowdown in inflation during the second half of 

1989 reflects in part the tighter monetary stance. 

2. Balance of Dayments outlook and external Dolicies 

The external sector outlook for 1989 and 1990 appears less 
favorable than initially projected. 1/ For 1989, the current account 
deficit is now expected to widen slightly, from 5.3 percent of CDP in 

1988 to 5.5 percent in 1989, rather than narrowing to 4.0 percent of GDP 
from 4.5 percent of GDP as envisaged in the program. External capital 
inflows, however, are likely to be substantially higher than originally 
projected, such that the programmed buildup in net official reserves of 

SDR 58 million by the end of 1989 is still expected. 

The current account deterioration in 1989 is largely due to a 

higher trade deficit. The original program had assumed almost no change 
in SDR terms in the average export price of Kenyan coffee in 1989, 
whereas these coffee prices are currently expected to be 24 percent 
lower than in the previous year, reflecting the drop in world coffee 
prices in the wake of the collapse of the quota system under the 
International Coffee Agreement. Mostly because of this revision, 1989 
coffee export receipts are now likely to be SDR 30 million below the 
level assumed in the program. Oil export projections have also been 
lowered to reflect reduced sales to neighboring countries. Imports are 
expected to be higher than previously envisaged, because of both higher 
government imports as well as the strong demand thus far in 1989 for 
nongovernment imports, which reflects in part a stronger -than - 

1/ Revised balance of payments projections, presented in Table 6, are 
based on discussions with the Kenyan authorities and broadly reflect the 
most recent commodity price projections from the Fund's Research Depart- 
ment at the time of the mission, but with coffee and tea prices at some- 
what lower levels. Consistent with these latter projections --which have 
average coffee prices rising by about 20 percent by the fourth quarter 
of 1990 from their level in the third quarter of the previous year -- 
there is to be a significant rebound from the prevailing low level of 
current coffee prices. 
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anticipated impact of import Liberalization. Meanwhile, estimates of 

net service receipts have been reduced. This reduction results from the 
interest payments on the Coffee Board loan and lower airport services 
receipts following an increase in the minimum jet fuel price to a level 

above world prices. Receipts from tourism are expected to be only 
modestly lower than in the program, as recent incidents in the game 
parks appear not to have had much of an overall adverse effect on 
bookings. 

The higher capital inflows in 1989 largely reflect developments 
under the ISAC as well as the Coffee Board borrowing discussed 
earlier. The second tranche of the ISAC from IDA is expected to be 

disbursed before the end of 1989, as scheduled. However, the amount of 

associated cofinancing, which already had accounted for a significant 

amount of programmed inflows, is now expected to be even higher than 
previously anticipated, because of both additional funds and some speed- 

ing up of disbursements. Under the FSAC from IDA, about SDR 50 million 
will be disbursed in 1989, in line with expectations. 

The deterioration in the current account observed in 1989 should be 
reversed in 1990. A significant decline in the deficit to 4.1 percent 

of CDP is now projected for 1990, against the somewhat smaller deficit 

of 3.7 percent of GDP originally targeted. Coffee exports are projected 

to 1990 of both higher prices, expected to increase 

by 5 percent in SDR terms in 1990 from the previous year's level, and 

higher volume; the anticipated 15 percent rise in volume reflects 

declining inventories, higher production, the Coffee Board's projected 

sales program, and the quality premium on Kenyan coffee. The value of 

coffee exports, as a result, is above the original projection. 1/ Tea 

exports will benefit from unexpectedly higher prices while the remaining 

categories of exports are little changed. On the import side, the 

growth in nongovernment, non -oil, imports is expected to decelerate from 

about 5 percent in real terms in 1989 to half that in 1990, in line with 

cautious macroeconomic policies and the assumed drawdown of imported 

inventories accumulated during the previous phases of the import 

liberalization program. With little change in import prices, the growth 

rate still implies that the value of these imports in 1990 will be about 

5 percent higher than earlier projected. In the services account, 

tourism is expected to remain a buoyant source of foreign exchange 

earnings, although projected net services receipts have been scaled 

back. 

With net capital inflows only somewhat higher than previously 

projected and insufficient to offset a wider -than -programmed current 

account deficit, current indications suggest that the financing gap for 

1990 has grown moderately to SDR 93 million, taking into account the 

1/ Should coffee prices not rebound but remain at about their fourth 

quarter 1989 level, the value of coffee exports in 1990 would stay 

around its Level in the previous year. Clearly, less robust export 

volume growth would also put pressure on the external position. 
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unchanged reserve target. There are reasonable prospects that the 1990 

financing gap will be filled by cofinancing of the FSAC, IDA reflow 

funds, and additional aid inflows. Moreover, some official bilateral 

creditors are expected to write off their loans to Kenya. 

To support Kenya's adjustment effort, a flexible exchange rate 

policy will continue to be pursued. This is particularly necessary in 

light of the unexpectedly less favorable external environment, the need 

to support the trade reforms being implemented, and the goal of 

expanding and diversifying the export base. In this regard, the real 

effective exchange rate was depreciated by an additional 2.2 percent in 

July and August, so that the depreciation in the first eight months of 

1989 amounted to 4.9 percent. 1/ 

On the structural side, more detailed work has begun on assessing 

the impact on domestic industries of unrestricted import licensing, 

which 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 has 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 obtaining compensation, 

with one month targeted as the maximum time for obtaining compensa- 

tion. Further work on a comprehensive medium -term export promotion 

program is currently under way, with the expectation that a program for 

export processing zones will be formulated by June 1990. In this 

connection, an initial study has been commissioned to evaluate the 

enabling environment for an export processing zone near Mombasa, which 

should be completed before the end of the year. Another study, which is 

to be financed through the World Bank Special Project Preparation 

Facility and Special Project Facility, and which is to be commissioned 

by the end af the year for completion by mid -1990, will evaluate the 

enabling environment for an export processing zone near Nairobi; further 

detailed and technical work will be undertaken as needed. 

3. Fiscalpolicy and structural reforms in the budget 

h line with the medium -term fiscal and macroeconomic objectives, 

the fiscal program for 1.989/90 provides for the containment of the 

overall cash deficit at 4.2 percent of GDP (6.8 percent excluding 

grants) and includes structural revenue and expenditure reforms. This 

program target, although representing an increase in the cash deficit of 

0.3 percentage point above the estimated 1988/89 outcome, is to be held 

1/ Calculations of the real effective exchange rate are based on data 

(on country coverage, price indices, exchange rates, etc.) agreed with 

the Kenyan authorities, and not che same as the data utilized in the 

Fund's Information Notice System. 
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close to the 4.2 percent budget deficit (4.1 percent in terms of revised 

GDP) originally targeted in order to accommodate the programmed inflow 

of concessional external resources amounting to 3.1 percent of GDP while 

maintaining the programmed domestic financing of the deficit. The 

1989/90 budget, as presented to Parliament, also allows for the possible 

absorption of additional highly concessional external financing (equal- 

ing about 0.8 percent of CDP) of meritorious projects supportive of 

growth, should this not jeopardize the achievement of the macroeconomic 

targets. 

To achieve the deficit target, total revenue and grants are pro- 

grammed to increase to 26.7 percent of GDP in 1989/90, 1.2 percentage 

points above the 1988/89 level. Foreign grants are targeted to increase 

by about 0.5 percent of GDP. Total revenue in 1989/90 is projected to 

rise by 0.9 percentage point, to 24.1 percent of CDP. Targeted addi- 

tional revenue from the introduction of user charges is anticipated to 

amount to about 0.4 percent of GDP, with the remaining receipts 

projected to come primarily from additional tax revenue from import 

duties and the sales tax on imports. As in the previous fiscal year, 

about 0.6 percent of GDP (K Sh 1.2 billion) is expected to be raised 

from new discretionary tax measures introduced in the 1989/90 budget. 

About K Sh 500 million, or 43 percent of this amount, is projected to 

come from the increase in the sales tax on beer introduced earlier in 

1989 and the sales tax/value-added tax (VAT) reform. The raising of 

excise duties on cigarettes and tobacco in April 1989 is expected to 

bring in additional revenue of K Sh 300 million (26 percent), while 

changes in the existing tariff structure (to replace quantitative 

restrictions) are anticipated to yield K Sh 200 million (17 percent), 

with the remaining receipts coming from income tax and miscellaneous 

other measures. In particular, the introduction of a presumptive tax 

of 5 percent on the value of gross sales of agricultural produce is 

expected to yield revenue of about K Sh 812 million. Additional 

taxation measures include the lowering of the effective corporate tax 

rate and the top rate of personal income tax, a widening of personal 

income tax brackets, and an increase in income tax personal exemp- 

tions. The net effect on revenue from the new income tax measures and 

miscellaneous taxes is about K Sh 160 million (14 percent), allowing for 

a projected loss in receipts of about K Sh 510 million from the 

elimination of the export tax on coffee and tea. 

On January 1, 1990, the manufacturing sales tax will be replaced by 

a VAT that retains the multiple rate structure, while a uniform 17 per- 

cent VAT will be levied on business services. The net receipts from the 

sales tax/VAT reform, allowing for reduced sales tax rates on some goods 

under the 1989/90 budget, should yield K Sh 180 million (0.1 percent of 

CDP) in 1989/90. Moreover, in line with the program's objective of 

financing a rising share of recurrent expenditures through user charges 

on health, education, and other public services, about K Sb 860 million 

will be raised from newly introduced charges. In the health sector, 

K Sh 228 million will be raised from the introduction of fees for 

hospital services in district and provincial hospitals, as well as at 
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the Keriyatta 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 to 

parents from secondary school budgetary grants, will yield K Sh 564 mu - 

lion. 

Government expenditure is targeted at 30.9 percent of GDP in 

1989/90, close to the 30.8 percent originally programmed (30.0 percent 

in terms of revised GDP). The upward revision of expenditure in terms 

of revised GDP reflects primarily an increase in development spending 

that is higher than initially programmed as a result of the Appro- 

priations -in -Aid (A -in --A) development grants of K Sh 764 million 

(0.4 percent of GDP), and an upward revision in some recurrent outlays, 

including external interest payments and personnel expenditures. Taking 

into account the lower -than -expected expenditure outturn for 1988/89 and 

the presently programmed outlays for 1989/90, the annual average total 

expenditure in terms of GDP for the two fiscal years is projected to be 

about 30 percent, as originally programmed. 

An important element of the 1989/90 program is the introduction of 

a ceiling of 7.5 percent on the growth of the wage bill (total personal 

emoluments in all ministries, including the Ministry of Education) to 

help restrain total expenditures and to correct the imbalance between 

government wages and nonwage and maintenance outlays. The Government 

has introduced a number of measures to curtail growth in civil service 

employment, including: (1) the freezing of all posts that had been 

vacant for more than six months as of end -April 1989; (2) a ban on the 

further upgrading or creation of posts during 1989/90, except with 

specific authority from the Treasury; (3) the extension of control over . recruitment at lower grade job levels; (4) the withdrawal of guaranteed 

government employment for trainees from government training institu- 

tLons; and (5) a reduction in the number of untrained teachers employed 

without Government approval. The authorities believe that these 

measures shoul.d be sufficient to meet the program's target for the 

growth in the wage bill. 

In conformity with the budget rationalization program, the 1989/90 

budget limits capital expenditures to a small number of high priority 

projects and provides for real increases in operations and maintenance 

expenditures in priority sectors, including education, health, road 

maintenance, water supply, and agricultural services. A monthly moni- 

toring system of wage bill developments and operations and maintenance 

outlays will be implemented in 1989. To increase the effectiveness of 

the process of government expenditure planning, the Government will 

prepare a public sector project list in December 1989, distinguishing 

ongoing from new projects and classifying projects according to 

budgetary subheads. Additionally, a public fixed investment program 

will also be formulated, embracing the capital expenditure of both the 

Central Government and selected nonfinancial public enterprises. 
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The program provides for an increase in external financing of 

0.3 percentage point, to 3.1 percent of GDP in 1989/90, in line with 

Kenya's greater recourse to concessional external resources. Domestic 

financing of the deficit remains as programmed, at 1.1 percent of GDP, 

with the increase in bank credit limited to 0.6 percent so as to provide 

sufficient room for credit expansion to the private sector. In the 

event that net external financing (excluding A -in -A financing) or 

domestic nonbank financing of the deficit exceeds that programmed, the 

target for net 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 (Table 7). The programmed financing of the 1989/90 cash deficit 

also excludes recourse to delayed payments by the Government, consistent 

with the program's aim of limiting the size of the float. The level of 

unpresented checks at the end of June 1990 will not exceed their end - 

June 1989 level of K Sh 2.9 billion. 

In the medium term, the Government seeks to reduce the overall 

budgetary deficit to a level compatible with available foreign financing 

and noninflationary domestic financing. The Government aims at reducing 

the overall cash deficit from 4.2 percent of GDP in 1989/90 (6.8 percent 

excluding grants) to 3.7 percent of GDP in 1990/91 and 3.2 percent of 

GDP (5.8 percent excluding grants) in 1991/92. Attainment of these 

targets will require the implementation of structural measures to raise 

total revenue by 0.5 percentage point, to 24.6 percent of GDP by 

1991/92, and to reduce the expenditure/GDP ratio by about 0.5 percentage 

point, to 30.4 percent of GDP in 1991/92. Moreover, by 1991/92, almost 

all additional domestic bank credit will be channeled to the private 

sector. Structural reforms in taxation policy will further broaden the 

tax base and increase the elasticity of the tax system, and will include 

the extension of the proposed manufacturing and business services VAT to 

the retail sector by 1991/92, the modernization and strengthening of tax 

administration in the revenue -collecting department, and improved tax 

policy formulation capabilities of the Treasury. An increasing share of 

recurrent costs will be financed by user charges for educational and 

medical services. On the expenditure side, the Government remains 

committed to reducing gradually the share of the budget claimed by 

personnel expenditure, through annual ceilings on the growth in the wage 

oill, while increasing real nonwage operating outlays in priority 

sectors. Beginning in the next annual budget and the 1990/91-1992/93 

forward budget exercise, the Government will present an economic 

classification of expenditures and also distinguish between ongoing and 

new development projects. 

4. Public enterprise reform 

In the course of 1989/90, the Government intends to pursue further 

its efforts toward public enterprise reform, with the overall objective 

of increasing their efficiency and financial viability. The Government 

will continue the ongoing program of organizational reform of the NCPB 

and the financial restructuring of the Kenya Railways and the South 

Nyanza Sugar Company. The monitoring of the financial performance and 
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Table 1. Kenya: Perfonimuce Criteria and Bersdsrnrks of the FIrst 
Anousl Arrangenmnt Under the Knhauced Structural Adtntat'nt Fact Itty 

1989 

Actual 
Sept. 

1989 

1] Dec. 2/ 
1990 

March3/ June 3/ 

jative Perfornence Criteria 
(In. millions of Kenya shillings) 

Total dosmatic credit 4/ 52,422 56,897 58,C0 57,371 57,712 

Net bark credit to the Coven -aunt 5/ 13,670 17,420 17,270 15,631 14,772 6/ 

Barking systen (17,510) (21,891) (21,741) (20,241) (19,382) 

CSFC (-3,840) (-3,701) (-3,701) (-3,840) (-3,840) 

Debt assured fros parastatala (-) (-770) (-770) (-770) (-770) 

(In millions of U.S. dollars) 
New nenconcessional external loans contracted or 

guaranteed 1j the GverrnEnt (cumilative per 
calendar year) 7/ 

a. 1-12 years' nmturity 56.4 ICO.0 11)3.0 

b. Short -tens credits of less 
than one year's maturity 8/ - - - 

Quantitative Bench-matk 
(In millions of StRa) 

Mininsim cussilative increaae In net official 
international reserves frrsn end-Decosber 1988 9/ 80 37 58 

ftati'nsPerfornmnce Criteria 

Review: A midterm review will be cuileted by end -October 1989 to assess iuç,1ømntation of structural snasures, the 

1989/90 badger, exchange and interest rate policies, the fthanclng of the 1989 balance of paymants, and the benchma&q 

and performance criteria chring first hail of 1989/90. 

Trsde and Psymants Restrictions: 
The Covernimant of Kenya will conti,xie to maintain a liberal exchange and trade systen and will net tntroóace arw new, 

or intensify existing, restrictions. 

Structural Performance Criterion Target Date 

In1esent the import liberalization program and provide KM-Septenber 1989. 

on unnthly basis data on 1norr license applications, 
approvals, and corresponding foreign exchange allocation. 

Structural Bencl-imsrks 

Maintain positive real interest rates. Thnsiout 1989. 

Source: Merirarancins attached to the letter of request of Kenyan authorities of April IS, 1989; and the loiter of 

Intent dated September 26, 1989. 

1) Performance criteria. 
2/ Quantitative bencisissiks. 
3/ Indicative targets. 
4/ Total domastic credit of the harking system is the sun of net credtt to the Government, other public sector 

credit, and private sector credit. It inclasdes bark credit utilized by the Cereals and Sugar Finance Corporation 

(CSlrt). 
5/ Net credit to the Government is net credit to the Government frcsm the barking sector. The ceiling excludes tba 

operations of the and the masmat of public enterprise debt assumed by the Coverraunt and reclassified from out- 

standing private sector credit. 
6/ This target will be adjsted deweward to the extent that net external financing of the deficit doring the 

July 1989-1une 1990 period, excluding A -in -A financing, exceeds K Sh 204 million, or to the extent that dnimesttc nonhonk 

financing exceeds K Sb 0.9 billion. 
7/ In conformity with existing regulations, no public enterprise will borrew on nenconcesslonal terre without 

Government guarantee. For purposes of converting new rxroxsesaional external loans into U.S. dollars, the U.S. dollar 

exchange rates cabled to the Central Bark of hCergra fran the Federal Reserve Bank of New York for Jaruary 3, 1989 will be 

used. 
8/ Other than related to Imports. 
9/ Net official international reserves are def1rd as the Central Bark of Kenya's net foreign reserve assets (StRs, 

geld, and foreign exchange holdings) minis itq short -tens deposit liabilities to foreigners; plus the Central Govern - 

aunt's net foreign reserve assets (excluding those related to Fund transactions); plus Kenya's reserve position In the 

Find; minus Kenya's net use of Find credit. 
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flow of funds of selected nonfinancial, public enterprises will be 

further expanded and refined in 1989/90. The draft policy framework 

paper on publi.c enterprises should be completed by December 1989. 

Moreover, preliminary action in restructuring the Industrial Development 

Bank and the Industrial and Commercial Development Corporation is 

expected by the end of 1989; by June 1990 action is to be taken as to 

which subsidiaries of these institutions will be privatized, restruc- 

tured, or liquidated. In the course of 1989/90, the Government will 

begin to address the need for a major re -equipping and organizational 

restructuring of Kenya Airways and its likely borrowing requirements 

over the course of the three-year program. The Government has indicated 

that it will seek the assistance of the Fund and the World Bank in 

evaluating the investment program of Kenya Airways and ensuring that the 

program can be undertaken within the framework of the macroeconomic 

program. 

5. Monetary policy and financial sector reform 

During the remainder of 1989 and the first half of 1990, monetary 

policy will seek to reduce inflationary pressures and support external 

adjustment. Total domestic bank credit is programmed to increase by 

10.1 percent in 1989/90, with net credit to the Government expanding by 

10.7 percent. 1/ This target for credit expansion is consistent with an 

expansion of 8.2 percent in broad money and an increase in velocity, 

from 3.48 at end -June 1989 to 3.62 at end -June 1990. This is a tighter 

monetary stance than in the original program, which targeted broad money 

to expand by more than 12 percent, and reflects concerns with infla- 

tionary pressures as well as the unexpectedly less favorable external 

current account positions for 1989 and 1990. 

Financial sector reform will continue during the remainder of S 
1989. In line with the objective of achieving eventual market deter- 

inination of interest rates and in view of inflationary pressures thus 

far during 1989, certain adjustments in the interest rate structure will 

be undertaken. By October 15, 1989, the minimum savings deposit rate 

for commercial banks will be raised from 12.0 percent to 12.5 percent, 

the commercial banks' maximum lending rate for maturities of three years 

or less will be raised to 15.5 percent from 15.0 percent, and those for 

more than three years will be raised to 18.0 percent. At the present 

time the 18.0 percent maximum lending rate applies only to maturities 

greater than four years. Moreover, should the inflation rate during the 

remainder of 1989 be higher than currently envisaged, additional 

interest rate action will be taken at the beginning of 1990. 

1/ In the comparison of the program targets with the original program 

targets, account needs to be taken of the fact that in September 1989 

the Government assumed K Sh 770 million of the liabilities of the public 

enterprises to the banking system. Until then the liabilities had been 

recorded as bank claims on the nongovernment sector. 
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During the last quarter of 1989, progress is expected in the 

introduction of monetary programming. Although the Monetary Policy 

Committee has been actively meeting and handling a variety of issues, 

the introduction of reserve money management and the active use of 

available monetary policy instruments have been somewhat delayed owing 

to unavoidable delays in securing technical assistance to the Central 

Bank. Fund technical assistance, in the form of an Advisor on Open 

Market Operations to the Central Bank, is expected to be available in 

October 1989. Regarding the development of the capital market, it is 

anticipated that the Capital Markets Authority will, be established soon 

after Parliament approves its legislation. 

V. Social Implications of Program 

The potential social impact of the structural measures being 

implemented in Kenya in relation to most other African countries is 

relatively small since the economic distortions and imbalances in the 

country are comparatively much less. The adverse effects of some of the 

programmed measures are also being minimized in Kenya by their gradual 

application and by the Government's active efforts to ameliorate their 

impact. Thus, the introduction of higher fees at the university has 

been accompanied by a loan program through the commercial banks to 

assist needy students. The introduction of fees in the hospitals is 

being matched by an effort to raise the quality of care provided as well 

as a program to strengthen services at health centers and dispensaries, 

which provide much of the care for the most vulnerable groups. In 1989, 

the Government also established a Ministry of Reclamation and Develop- 

ment of Arid, Semi -Arid and Wasteland in order to help transform those 

areas from being recipients of welfare to being providers of employment, 

surplus food, and growth. Moreover, plans are under way for the Govern- 

ment to launch a Small -Scale Enterprise Program to help create 

additional jobs, particularly in the growing urban centers outside 

Nairobi. 

VI. Staff ApDraisal 

Kenya's 1989 program, supported by the first annual arrangement 

under the ESAF, remains essentially on track. The quantitative and 

structural benchmarks for mid -1989 were all observed, in some cases with 

a wide margin. Moreover, the structural performance criterion relating 

to the implementation of the import liberalization program and import 

license monitoring system was met before the scheduled program date of 

end -September 1989. The program targets for real economic growth and 

international reserves are on the whole expected to be realized in 1989, 

but the targets for the current account deficit, owing mainly to 

unanticipated external developments, and for the inflation rate are 

likely to he exceeded. 
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In view of these developments, for the remainder of 1989 the 

authorities should maintain their present policy stance, which includes 

a tighter monetary and credit stance than originally programmed and the 

flexible management of the exchange rate. Moreover, even though the 

end -December credit benchmarks in the program remain as originally set, 

the authorities would be well advised to keep credit expansion below 

these benchmarks. In this connection, the authorities' plans to raise 

interest rates are to be commended, both in terms of the needed current 

monetary stance and in terms of the medium -term objectives of the 

program. 

The cash budget deficit for 1988/89 was below the program target. 

As in the previous fiscal year, however, this outcome was achieved by 

the postponement of cash payments and by the buildup of unpresented 

checks at the end of the year. The authorities' commitment to confine 

the level of unpresented checks at the end of 1989/90 to their end - 

1988/89 level is welcomed. It is essential for the authorities to be 

vigilant in their efforts to attain the programmed fiscal deficit target 

and to maintain the pace of structural fiscal reforms during 1989/90. 

In this regard, the authorities will need to continue their commitment 

to reduce the growth in personnel expenditure to the 1989/90 program 

target through the implementation of measures recently introduced to 

limit government employment and the containment of average annual salary 

increases to within -grade increments. 

Considerable progress has been made with the implementation of the 

import liberalization program. The staff also commends the authorities 

on the exchange rate policy followed thus far in 1989 and on their 

commitment to continue pursuing a flexible exchange rate policy that 

takes into account trade reform, external developments, and the need to 

encourage export diversification and expansion. Such a flexible 

approach to policy in general is particularly important in the light of 

the vulnerability of Kenya's balance of payments to adverse external 

developments, which has once again been demonstrated in 1989. The more 

immediate external prospects now look weaker than previously envisaged, 

and without appropriate policy adjustment so will the medium term. 

Thus, the authorities should stand ready to accelerate the pace of the 

depreciation of the real effective exchange rate during the remainder of 

1989 and to take stronger corrective measures if the need arises. More- 

over, the authorities should adhere firmly to their policy of borrowing 

from abroad on concessional terms, which is essential for the attainment 

of the program's projected decline in the debt service ratio. At the 

same time, the authorities' efforts to take corrective actions and 

strengthen the external position will need to be supported by adequate 

and timely external concessional assistance. 

During 1989 the programmed structural measures have been imple- 

mented essentially as envisaged, and the authorities are encouraged to 

continue with their structural reform efforts in the remainder of the 

year. In this regard, the export compensation scheme needs to be 

improved and the development of a medium -term export promotion program 
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needs to be hastened. Moreover, further progress should be achieved on 
the reforms scheduled in the public enterprise sector, the tax system, 
the financial sector, and price decontrol. 
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VII. Pronosed Decision 

The following draft decision is proposed for adoption by the 

Executive Board: 

The Fund determines that the midterm review specified in para- 

graph 2(c) of the first annual arrangement under the enhanced structural 

adjustment facility (EBS189184, Sup. 1, 5/26/89) has been completed. 

S 
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September 26, 1989 

Mr. Michel Camdessus 
Managing Director 
international. Monetary Fund 
Washington, D.C. 20431 
U.S.A. 

Dear Mr. Camdessus: 

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 p:ogram. In support of this program, on 
May 15, 1989 the Fund approved a Uiree-year structural ad5ustmerit 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, rest -pint 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 5.1 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 high; 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 April 
1989, and a somewhat greater -than -anticipated growth in broad money. While 
the inflation rate has begun to abate since the peak of 11,5 percent in May to 
8.9 percent in August, the weighted month -on -month rate of inflation in 1989 
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 
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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 CDP (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 

milion 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, 
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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-I-vis the commercial banks, limit 
advances to insiders, and redefine exposure and capital adequacy require- 
ments. 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 sam 
time, the number of tariff categories for all import schedules was 
rationalized and reduced from 17 to 12. In the process, the weighted average 
of tariffs for items in Schedules I, II, and lilA combined were reduced. 
While average tariffs were raised for the items in Schedule 1118, 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 confidencein 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 KenyaA in&6stry. The Go4ernmentt 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 estab- 
lished 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 
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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 CDP 

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 CDP) 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. 
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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 Government 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 Government has also initiated work to formulate a policy 
framework for public enterprises with technical assistance support from the 
IJNDP. A draft of the proposed policy paper is expected to be completed in 
December 1989. An action plan for restructuring (or divesting) two develop- 
ment finance institutions and their portfolios --the Industrial Development 
Bank (1DB) 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 
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mobilization and allocation and to broadening the range of financial instru- 

ments 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 matu- 

rities in excess of three years will be 18 percent. This latter adjustment 

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 

frcn 5.3 percent of CDP in 1988 (revised) to 5.5 percent in 1989 (rather than 

falling to 4.0 percent of CDP 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 
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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 reimburse- 

ment. 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 

adjustment program and will take any further measures that are necessary in 

this regard. 

Sincerely yours, 

Professor George Saitoti 
Vice President 

and Minister for Finance 

Attachment 

Eric C. Kotut 
Governor 

Central Bank of Kenya 
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Thhte 1. Kenja: Quantitative Performaca Criteria and Ben&usrits Undor the First Anaial 
Arrangesent Under the Kthv,nced Stnxtural Adjstnent Fertlity P189 

Perfornence 1988 1989 198) 
criteria and June Septer Decasber March June 
benclanuira Berslisujt Perforzer,ce Bax),rk Indicative indicative 

criteria target target 

(In miiUxm of P'.aiya shili.trge) 

Total sttc credit 1/ 
Ceiling ... 55,044 56,897 55,083 57,371 57,712 
Actusl 52,666 52,422 ... 

Net credit to tim 
Goverreent 2/ 
ceiling - ... 15,630 17,420 17,270 15,631 14,772 5/ 

Baridng systan ... (19,321) (21,891) (21,/41) (20,241) (19,382) 
CSFC ... (-3,701) (-3,701) (-3,701) (-3,840) (-3,840) 
t88,t aseiseal of 

parastatals ... (-770) (-770) (-710) (-770) 
dotual 14,8U 13,670 ... 

Baricirg syatan (18,512) (17,510) ... ... 

(PC (-3,101) (-3,840) ... 

(In wiUla-m of U.S. dollars) 

Mm, nencc esstona.l eerna1 
loam contracted or 
giaranteed b the 
Coverment 3/ (zealstiv. 
per calendar year) 

1-12 years' eaturity 
Ceiling ... 1W.0 ILO.0 1133.0 
Acttisl 72.8 56.4 

less than 1 year's 
eaturity, other than 
related to Fq,orts 

Ceiling - - 
Actual - - 

Benclserk 1988 1989 
Decasber .hn Septasber Decanber 

itetandtng Benchienics 

(In miflione of 1is) 
Minijan nss3latLva increase 

in tet official inter 
astional reserves ircu 
end-Decai,lmr 1988 4/ 

Betvf,ramlc .., 42 37 58 
Actual 113 8) 

Sonrces: Central Aac of Kenya; and staff estizetes. 

1/ Total cksusttc credit of the beiting ystas is the sm of net credit to the Goverronnt, other public 
nector credit, and private sector credit. it includes beik credit utilized t the Cereals and Suger 
Finance Corporation (CSVC). 

2/ Net credit to the Coverreent is net credit to the Covenuent fros the lurking sector. 
The ceiling eurludea the operations of the C and enludes the st of public enterprise debt assuud 
lr the Covertiunt, and reclassified frcns eutstsaftng private sector credit, btrlth as of Septadier 30, shoild 

mt to K Sb 710 million (relating to the asstned debt of the foilrving corporations: (1) Kenya thanical 
and Food Corporation (11 Sb 512 millIon), Kenya Fur-fural (K Sb 54 million), The Wheat Board (K Sb 38 miLlion), 
Flonraper (K Sb 136 million) and East African &irwsys (K Sb 30 million). 

3/ In conformity with existing regelattans, cm public enterprise will henry on reinconcessional 
teras withc*rt pivermsmnt gasrantee. Pot purposes of converting i cxmomcessional eaternal lane into 
U.S. dollars, the U.S. dollar exchange rates cabled to the Cantrel Badi of Kenya fran the Federal 
Reserve Back of Nov York for Jaanry 3, 1989 wilt be used. 

4/ Net official internationsi reserves are defiz as Central Back's ho14ir of net foreign assets 
(excluding use of Praxi credit), the Goverceant's holding of rut foreign assets (excluding reserve 
position in the Fund), use of Fund credit, and reserve position in the Fund. The infonnation for the 
last t item is obtained dtrectly fns the Fund. 

5/ This target will be adjusted jcwarde to the ent thst net eatenial financing of the deficit 
during the July 1989 - June 1991) period, excluding A in A finarsing, exceeds K Sb 201 ztUIon, or 
to the extent that doosatic nontuth financing exceeds K Sb 0.9 billion. 
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KENYA - Relations with the Fund 

(As of September 30, 1989) 

I. Membership Status: 

a. Date of membership February 3, 1964 

b. Status Article XIV 

A. Financial Relations 

II. General Department 

a. General Resources Account: 

(I) Quota SDR 142.0 million 

(ii) Total Fund holdings of 
Kenya's currency SDR 366.82 million 

(258.32 percent of 

quota) 

(lii) Fund holdings of Kenya's 
currency subject to 

repurchase SDR 237.02 million 
(166.91 percent of 

quota) 

Of which: credit 
tranche SDR 80.98 million 

(57.02 percent 
of quota) 

EAR SDR 92.36 million 
(65.04 percent of 

quota) 

CFF - cereal SOR 23.69 million 
(16.68 percent of quota) 

CFF - export SDR 40.00 million 
(28.17 percent of quota) 

(iv) Reserve tranche SDR 12.22 million 
(8.60 percent of quota) 
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Kenya - Relations with the Fund (continued) 

b. Special Disbursement Account: 

(i) Structural adjustment 
loan 

(ii) Enhanced structural 
adjustment loan 1/ 

APPMnTV TI 

SDR 28.40 million 
(20 percent of quota) 

SDR 21.30 million 
(15 percent of quota) 

III. Current or Previous Stand -By Arrangements 
and Special Facilities 

(a) Previous arrangements: 

One extended arrangement approved in July 1975, and seven 

stand-by arrangements approved, respectively, in November 

1978, August 1979, October 1980, January 1982, March 1983, 

February 1985, and February 1988. Amounts range from 

SDR 17.25 million to SDR 241.50 million. Cumulative 

purchases made under these arrangements amounted to 

SDR 521.0. 

(b) Special facilities: 

(1) Under the compensatory financing facility for export 

shortfalls and cereal imports, Kenya made purchases 

of SDR 60.4 million (58 percent of then quota) in 

June 1982, SDR 37.9 million (27 percent of quota) in 

December 1985, and SDR 40.0 million (28 percent of 

quota) in October 1988. 

(ii) A loan under the structural adjustment facility 

became effective on February 1, 1988. Purchase of 

SDR 28.4 million was made in February 1988. The 

arrangement was replaced by an ESAF on May 15, 1989. 

(iii) A loan under the enhanced structural adjustment for 

SDR 241.4 million for 36 months became effective on 

May 15, 1989. Purchase of SDR 40.23 million was made 

on May 31, 1989. 

1/ Utilization of outstanding ESAF comprises SDR 21.30 million from the 

Special Disbursement Account (SDA) and SDR 18.93 million from the ESAF Trust. 
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Kenya - Relations with the Fund (continued) 

IV. SDR Department 

(a) Net cumulative allocation - SOR 36.99 million 
(b) Holdings: amount to SDR 6.25 million or 

16.89 percent of net cumulative allocation 

V. Administered Accounts 

(a) Trust Fund Loans: 

(j) Disbursed - SDR 46.91 million 
(ii) Outstanding - SDR 2.55 million 

(b) SFF Subsidy Account: 

(i) Payments by Fund - SDR 13.84 million 

(c) ESAF loans: Trust Account 

(i) Disbursed - SDR 18.93 million 
(ii) Outstanding - SDR 18.93 million 

VI. Financial obligations to the Fund: 

Overdue 

5 Principal 
Repurchases 
Trust Fund 

Repayments 
SAP Repayments 

Charges and interest 
including SDR and 
TF (provisional) 

Total 

APPENDIX II 

Financial Principal and Interest Due 
Obligations 
(9/30/89) 1989 1/ 1990 1991 1992 1993 

-- 32.3 77.7 29.3 58.8 44.4 
-- 31.4 76.2 29.1 58.8 41.5 

-- 0.9 1.5 0.2 -- -- 
-- -- -- -- -- 2.8 

4.1 20.1 14.5 10.3 5.3 

36.4 97.7 43.8 69.1 49.7 

B. Nonfinancial Relations 

VII. Exchange System: Pegged to composite. At end -August 1989 the 

exchange rate was K Sh 21.3858 = US$1 

1/ 10/1/89 - 12/31/89. 
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Kenya - Relations with the Fund (concluded) 

VIII. Last Article IV Consultation 

The 1989 Article IV consultation (EBS/89/84, 4/27/89, and 
SM/89/83, 5/9/89) was concluded by the Executive Board on May 15, 

1989. The following decision was adopted: 

1. The Fund takes this decision relating to Kenya's exchange 
measures subject to Article VIII, Section 2(a), in the light of the 1989 
Article IV consultation with Kenya conducted under Decision No. 5392- 
(77/63), adopted April 29, 1977, as amended (Surveillance over Exchange 
Rate Policies). 

2. Kenya maintains restrictions on payments and transfers for cur- 
rent international transactions subject to Fund approval under Article 
VIII, Section 2(a), in the form of limits for remittances of rental 
income of nonresidents and of a foreign exchange budget on the basis of 
which licenses for nonliberalized import items are issued. In the 
circumstances of Kenya, the Fund grants approval for their retention 
until June 30, 1990, or the conclusion of the next Article IV 
consultation with Kenya, whichever is earlier. 

Kenya is on the standard 12 -month cycle for Article IV 
consultations. 

IX. Technical Assistance 

CBD: Technical assistance missions on Kenya's financial system 
(March and May -June 1984), on bank supervision procedures (June 1988), 
and on the operational aspects of monetary policy implementatin 
(November 1988). 

FAD: Technical assistance in fiscal field (1981). 

BUR: Technical assistance mission on money and banking 
statistics (November 1987). 



- 39 - 

Relations with the World Bank Group 

APPENDIX III 

The World Bank has a large ongoing program in Kenya. As of 

4arch 31, 1989, it had committed almost US$2.5 billion, of which 

US$2.0 billion had been fully disbursed (Table 1). 

1. Agriculture 

The Bank's assistance to agriculture is centered around a policy 

reform program supported by a quick -disbursing sector adjustment credit 

which was approved in June 1986. Among the components of this program 

are: (i) measures to increase the availability and distribution of 

agricultural inputs (especially fertilizer); (ii) movement towards price 

flexibility and deregulation; (iii) rationalization of government 

expenditure in the sector; (iv) the divesting of some agricultural 

parastatals and the restructuring of others in the context of better 

defined policies on parastatals; and (v) improvements in agriculture 

credit programs. Second tranche was approved in February 1988. 

These policy measures are complemented by ongoing investment 

projects in coffee rehabilitation, forestry, agriculture research, 

rehabilitation of animal health services and the provision of country- 

wide extension services. 

For the future, Bank assistance to the sector will continue to 

emphasize adjustment lending with a view to broadening and consolidating 

a policy framework that is conducive to a more vigorous contribution to 

growth by agriculture. Investment lending will continue to complement 

the policy reforms with greater attention being given to implementing 

the results from pilot projects in the areas of agriculture credit, 

livestock development, land and environmental management and arid and 

semi -arid agricultural techniques. The Bank is currently developing and 

testing new methodologies or approaches in these areas in order to 

ensure replicability before embarking on large scale national 

investments. 

2. Energy 

The Bank's efforts in this sector are concentrating on lessening 

Kenya's dependence on imported oil through hydroelectric development, 

geothermal development, and petroleum exploration promotion. While 

future lending will be consistent with the least cost recommendations of 

the recently completed power study, greater attention will be focussed 

on alleviating policy constraints (e.g. pricing and distribution) to 

attain a more efficient and integrated energy sector. 

3. Industry/finance 

Until recently, Kenya's industry has obtained World Bank lending 

through development finance intermediaries. In support of an industrial 

reform program in June 1988 an industrial sector adjustment credit for 
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Kenya - Relations with the World Bank Group (continued) 

Table 1. The Status of Bank Group Operations in Kenya 

. Stateint of Bark Loans and 1I Credits as of March 31, 1989 

Mount (less caecel.lations) 

(In miLlions of U.S. dollars) 

Loan or 
credit no. Year BorrcMer Purlx)se Bark IDA Undisbursed 

Forty three (43) loans, of which six were cancelled, thirty-six 
(36) credits and t (2) Third Wind loans Fully Disbursed 1/ 826.82 467.95 

1107 1981 Kenya Fifth Education 40.co 16.98 
2098 1982 Kenya Forestry III 11.50 6.&D 

1237 1982 Kenya Cotton Processing and MarketIng 22.00 3.50 
1238 1982 Kenya Integrated Rural Health and Family Planning 23.00 9.35 
1387 1983 Kenya National ExtensIon 15.00 7.27 
2319 1983 Kenya Secondary Tns 7.00 6.98 
1390 1983 Kenya Secondary Tns 22.00 13.41 
2359 1984 Kenya Kiambere Hydroelectric 95.00 24.09 
2409 1984 Kenya Second Hiway Sector 5.00 3.65 
F017 1984 Kenya Second I1iiway Sector 40.00 43.07 
1486 1984 Kenya Geothermal Exploration 24.50 5.69 
1566 1985 Kenya Water Engineering 6.00 2.64 
2574 1985 Kenya Third TeleccmiunicatIons 32.60 21.00 
1673 1986 Kenya Sixth EducatIon 37.50 43.90 
1675 1986 Kenya Petro1m Exploration Technical Assistance 6.00 5.27 

1718 1986 Kenya Agricultural Sector Manageit 11.50 8.85 
1738 1987 Kenya KIE 2nd Small Scale Industry 6.00 6.67 
1758 1987 Kenya Mdmal Health Services 15.00 14.96 
1820 1987 Kenya Second RaIlway 28.00 26.07 

1849 1988 Kenya Agriculture Research 19.60 19.91 

AfJ36O 1988 Kenya Industrial Sector Operation 10.0:) - 
1904 1988 Kenya PopulatIon III 12.20 11.63 

1927-0 1988 Kenya Industrial Sector Operation 102.00 46.63 

1927-1 1989 Kenya Industrial Sector Operation 53.70 53.48 

1973 1989 Kenya Geothermal Developint 40.70 40.82 

1974 1989 Kenya Rural Services 20.8) 20.02 

Total 977.92 1,023.45 462.64 
Of 'dnich: has been repaid 282.44 14.99 

Total n outstanding 695.48 1,008.46 
Amount sold 

Of which: has been repaid 11.74 

Total nx held by Bark and IDA 683.74 1,008.46 
Total undlsbursed 62.53 4(0.12 462.E 

if In addition, Kenya was one of the beneficiaries of 10 loans totalling US$244.8 million, which were extended for 
the deve1opnt of contion services (railways, pDrts, teleconti,inications, and finance for industry) operated regionally 
for the three partner states of the foor East African Conminity (EAC). 
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Kenya - Relations with the World 8ark Group (continued) 

Table 1. The Status of BarI Group Operations in Kenya (concluded) 

8. Stateint of IFC investments in Kenya as of March 31, 1989 

4PPEMMX itt 

Annunt in millions of U.S. dollars 
Fiscal year OblI,gor Type of bisiness than Equity Total 

1967, 1968, and 
1973 Kenya Hotel Properties Hotels 5.2 0.7 5.9 

1970, 1974, 
1977, 1979, 
1981, and 1988 Pan African Paper Mills Pulp and Paper 25.7 6.3 32.0 

1972 Tourism Pronotion Services Hotels 2.4 If 2.4 

1976 Rift Valley Textiles Ltd. Textiles 6.3 2.8 9.1 

1977 Kenya Ccmrcial Ba Ltd. Capital Market 2.0 - 2.0 

193), 1983, Develosient Finance 
and 1987 Conany of Kenya Ltd. Oeve1oinent Finance 8.1 1.3 9.4 

1981 Kenya CasircLal Finance Money and Capital Market 5.0 - 5.0 

1982 Bainb.iri Portland Cmaent Cenent and Construction 
Co., Ltd. Material 4.4 - 4.4 

1982 Diaaxid Trust of Kenya 
Ltd. Money and Capital Market - 0.8 0.8 

1982, 1986 ln&istrlal Pro.a,tion 
Services (Kenya) Ltd. Money and Capital Market - 2.0 2.0 

1983 Tetra Pak Converters Ltd. Pulp and Paper Products 2.2 0.4 2.6 

1984 Leather Indostries of 
Kenya Ltd. TannIng 2.1 0.6 2.7 

1985 Ma&iu Paper international 
Ltd. Pulp and Paper Prodocts 37.1 2.0 39.1 

1986 Equatorial Beach Properties Tourism 5.6 - 5.6 

1986 Oil Crop Deve1opint Ltd. 9.7 1.6 11.1 

1987 Agro DevelopiEnt Limited Agri-&isiness 1.3 

Total Gross Conmltments 117.1 18.3 135.4 
Less cancellations, 
terminations, repayments 
and sales 90.9 6.0 96.9 

Total Ccxanitments nc 

held tr IFC 26Z 12.3 38 

Total Undislirsed 1.5 1.2 2.7 

! us$44,937. 
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Kenya - Relations with the World Bank Group (continued) 

US$112 million was approved. In order to stimulate investment, promote 
export production, and make industries more efficient, the reform pro- 
gram covers areas such as trade liberalization, tariffs, price controls, 
export promotion, corporate taxation, financial sector policies, and 
industrial public enterprises. A complementary financial sector adjust- 
ment operation was approved in June 1989. It addresses inter alia 
interest rate reforms, rationalization of the banking regulatory 
framework, restructuring of depository institutions, and the development 
of capital and money markets. 

4. Infrastructure 

Highway projects and the promotion of railways have accounted for 
most of the lending to date. A. major water supply project for Nairobi 
was approved in July 1989. In addition, the Bank is preparing an urban 
development project whose main feature will be to enhance the financing 
and management capacity of municipal authorities. 

5. Population 

The third IDA-financed project to help the Government promote 
fertility was approved in 1988 and is now being implemented. 

6. Education and health 

The Bank's attention is currently directed at developing viable 
financing and management capacity in both sectors. Lending operations 
designed to promote more efficient utilization of resources and to 
implement appropriate mechanisms to increase cost sharing are being 
prepared. 

7. Adjustment lending 

The World Bank negotiated and fully disbursed two structural 
adjustment loans (SAL) to Kenya. The first, negotiated in March 1980, 
was for US$70 million and was fully disbursed by September 1980. The 
second, negotiated in July 1982 for SDR 130 million, was disbursed in 
two tranches: in September 1982 and January 1984. The SAL programs 
were implemented under adverse external circumstances which negatively 
affected Kenya's performance. The protracted balance of payments crises 
of 1981 and 1982, as well as the coup attempt in August 1982, forced 
adjustments in the Government's policies and led to delays and reversals 
in policy initiatives included in the SAL programs. The speed of 
implementation was also affected by a shortage of technical personnel 
and the preoccupation of the authorities with short-term stabilization 
efforts. 
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Kenya - Relations with the World Bank Group (concluded) 

It has been agreed between the Bank and the Government that, for 
the near future, Bank financial support for the Government's structural 
adjustment efforts will take the form of sector adjustment loans rather 
than the comprehensive SAL. As noted above, an agricultural sector 
adjustment loan was approved by the Bank's Board in June 1986, an 
industrial sector adjustment loan was approved in June 1988, and a 
financial sector adjustment loan was approved in June 1989. Further 
sector adjustment operations are scheduled in agriculture, education, 
and health. 


