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1.. ZAIRE - REVIEW UNDER STAND-BY ARRANGEMENT, AND,NONCOMPLYING 
P:JRCHASE AND WAIVER OF NONOBSERVANCE -. 

The Executive Directors considered a staff report on the first review 
under the stat. -by arrangement for Za’ire (EBS/85/207, 8/30/85), together 
with a report on a noncomplying purchase and recommendation for a waiver 
of nonobservance (EBS/85/206, 8/30/85; Sup. 1, g/3/85; Sup. 2, g/9/85; 
and Sup. 3, g/10/85). 

Xr. Alfid ja commented that th e review under the stand-by arrangement 
had given the authorities the opportunity to reconfirm their intention to 
build on the considerable progress made thus far by continuing to imple- 
ment measures aimed ,at achieving the program’s objectives. While all 
other performance criteria for 1985 had been observed, the ceiling on the 
net domestic arrears of the banking system had been exceeded. The ZaI rian 

. authorities had taken measures promptly to reverse the situation and had ; 
been able to observe the ceiling for end-June 1985. During the second 
quarter of 1985, fiscal developments favorably reflected the measures, 
taken in the previous quarter to improve the budgetary outcome. 

The authorities had taken exceptional steps on the revenue side,, 
including the liquidation of certain major assets, Mr. Alfidja continued. 
They had introduced a number of measures to improve revenue performance--, 
notably increasing import duty rates and revising petroleum taxation. 
The liberalization of the import distribution of petroleum and the intensi- 
fication of tax collection nationwide was expected to enhance government 
receipts. 

On the expenditure side, budgetary allocations had been reduced, 
Mr. Alf idja noted. New procedures. for controlling the outlays of govern- 
ment agencies on public utilities such as water, electricity, and petro- 
leum had been introduced. The authorities’ endeavors to strengthen 
budgetary discipline had yielded encouraging results, and they would 
continue their efforts to improve the overall fiscal.outcome. 

Improving the financial position of the public enterprises and depre- 
ciating the currency had resulted in substantial contributions to the 
Treasury during the first SLX months of the year, Mr. Alf id ja pointed out. 
Some public enterprises had paid dividends for the first time in several 
years, while others had reduced their losses considerably, in part by 
adjusting prices to reflect marginal costs. The management of the pvblic 
enterprises would continue to be restructured so as to improve performance. 

The unexpected and unfavorable developments in money and credit 
during the first’ quarter of 1985, as well as technical problems encount- 
ered by the Bank of Zaire, had been quickly reversed during the second 
quarter, Mr. Alf id ja recalled. .The vigorous fiscal measures introduced 
to improve budgetary performance had reduced the Government’s domestic 
financing requirements. As a result, net credit to the Government and 
the net,domestic assets of the banking system had declined sharply. , 
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For the rest of the program period, the’ authorities would be direct- 
ing their policies toward containing the rate of growth of credit, and 
measures toward that end had already been taken by the Bank of ZaTre, 
Mr. Alfid ja stated. The authorities considered that the inflow of foreign 
capital from official and private sources was inadequate to support the 
country’s ongoing strong adjustment effort, and therefore they would need 
to count on increased support from creditors, friendly countries, and the 
international financial community, as well as private investors. 

Finally, the staff report had clearly explained the circumstances 
surrounding the noncomplying purchase that had led to the Managing 
Director’s report and recommendation for a waiver, Mr. Alfid ja concluded, 
and he urged the Executive Board to approve the proposed decision. 

Mr. de Groote noted with satisfaction that during the first half of 
the year, the expansion in the net domestic assets of the banking system 
and in net credit to the Government had amounted only to about one third 
of the increase allowed under the program. That had more than compensated 

‘for the overshooting of credit targets during the first quarter, so that 
the program was effectively back on track. It was to the credit of the 
authorities that as soon as the final data for the end of March had become 
available, they had reacted immediately by adopting drastic measures to 
improve the budgetary performance and -to curtail domestic credit, thus 
giving proof that the misreporting had not been deliberate. There might 
even have been a positive side to the difficulties experienced at the end 
of March, since the authorities’ attention had been drawn to the need to 
maintain more continuity in credit policies throughout each quarter and 
to correct the structural causes of the central bank’s operational losses. 

He therefore found especially welcome the authorities’ decisions to 
impose weekly penalties for excesses over credit limits and to search for 
more effective ways of avoiding the stop-and-go features of the present 
credit policies, Mr. de Groote added. The authorities had appropriately 
increased the rate charged on the central bank’s net credit to the 
Government and had instituted new procedures for closely monitoring the 
bank’s advances to the Government. Even in the most turbulent times, the 
central bank had succeeded in preserving an image of competence and good 
management, which was a sure way of restoring confidence in the country’s 
creditworthiness. The staff could perhaps elaborate further on the 
reasons for the central bank’s losses on gold swaps. 

For the immediate future, the staff had rightly given priority to 
ensuring the better functioning of the exchange market to increase the 
supply of foreign exchange, Mr. de Groote considered. The premium on 
foreign currency in the parallel market was indeed worrying and seemed to 
have pushed up domestic prices more than required; it also gave the bank- 
fng and business community cause for distrust. Hence it was heartening 
that the authorities were firmly committed to exchange rate flexibility. 
Such flexibility, useful as it was for rer,outi ng export proceeds through 
official channels, was not the answer to the underlying structural causes 
of imbalance between the supply and demand for foreign exchange. Measures 
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such as better control of exports through more efficient customs adminis- 
tration and the elimination of fiscal disincentives for repatriating 
foreign exchange proceeds through official channels, would help to rectify 
that imbalance. It would be useful to know if any estimates had been 
made of the amounts of foreign exchange that were bypassing the banking 
sys tern. If the envisaged measures were appr0priat.e and if the amounts 
were large, the balance of payments forecasts for the medium term might 
need to be revised in a more optimistic direction. 

,The authorities’ rescheduling of private debt with the London Club 
‘creditors had wisely established a link between the repayment obligations 
of Zafre and the behavior of the price of copper, Mr. de Groote noted. 
It was an important initiative that he hoped official creditors would 
find possible to introduce in the terms of their own lending. As he! 
understood it, the link would operate in both directions so that the 
repayment obligation would be adjusted downward when the, price of copper 
fell to a floor of 66 cents per. pound. Perhaps .the system would be more 
logical if it allowed for repayments to be reduced further. if the price 
fell below the floor. 

As to the ceilings on credit to the private sector, it might become 
necessary to allow for an expansion of output, especially in manufacturing 
industries and agriculture in order to satisfy the needs of the domestic 
market, Mr. de Groote predicted. Enterprises seemed to have understood 
that the authorities could not have corrected the baiance of payments 
without controlling overall liquidity. However, with the situation once 
again well in hand, domestic.production could expand without jeopardizing 
the achievements in prices. In fact, internal prices might stabilize if 
the supply of locally produced goods could expand quickly. The Za’irian 
economy had demonstrated an exceptional resilience in responding to shffts 
in supply and demand with limited price effects. 

&en in a longer-term perspective, Zaire’s was one of the most con- 
vincing examples of the effectiveness of Fund programs, Mr. de Groote 
stated. At the same time, ZaTre’s experience demonstrated the extreme 
difficulty of restor.i.ng a viable current account position, even in a 
country particularly well endowed with. natural resources, owing to the 
divergence between export receipts and the debt reimbursement requirements. 

ZaTre’s overall performance had been outstanding since the inception 
of the December 1983 program, largely because it had implemented already 
during 1983 a shadow program that conformed to the normal requirements 
for Fund asststance, Mr. de Groote commented. The forecast for the cur- 
rent acc0un.t as of end-1983 had’been for a reduction in the deficit by 
about one third from 1983 to 1985, from SDR 340 million to SDR 230 mil- 
lion; however , the projecttons for 1985. were for a two-thirds reduction, 
to SDR 150 million. The budget position during the ,kame period would . 
change from a deficit of about 4 percent of GDP to a surplus of about 
1 percent of GDP, while inflation would be reduced to one third of its 
previous rate. Income would increase for the second year in a row, by 
3 percent in real terms, following the income reductions of several 



.EBM/85/146 - g/20/85 * - 6 - 

earlier years. Given that such progress had occurred under unfavorable 
conditions for ZaTre’s export prices and that the deterioration of the 
country’s situation had occurred while export prices were increasing, it 
seemed obvious that appropriate policies had made all the difference. 

Still, to preserve the present rate of growth until 1990, exceptional 
financing and extensions of debt rescheduling arrangements would continue 
to be needed, Mr. de Groote said. The external financial constraints 
would become even sharper after 1990, unless a major effort to de?relop 
productive capacity could be undertaken and financed. That effort could 
be made by Za’ire, a good performer under Fund programs, and a country 
with abundant natural resources, thereby demonstrating the importance of 
effective Fund/World Bank cooperation, the .need to come up with investment 
projects that could rapidly yield income, and the necessity of additional 
financial resources for ,investment purposes.._/ 

ZaTre’s development plan could be elaborated to emphasize priority 
investment options on the basis’ of a comparative study, Mr. de Groote 
went on. Za’ire exemplified the advantages of cooperation between the 
Fund and the Bank. The Fund had consistently made practical suggestions 
for rehabilitating some enterprises and sectors and had recognized areas, 
for development that could have a rapid impact on the balance of payments 
position, a subject entirely within its province. The World Bank had 
identified the same areas as requiring, in-depth structural adjustment. 

That GECAMINES, the mining company that had accounted for a large 
share of foreign exchange and fiscal income, and ONATRA, the largest 
transportation company, would be able to pay dividends to .the Government 
was a clear indication of ongoing progress, Mr. de Groote remarked. 
World Bank resources were to be made available for the expansion of 
GECAMINES, for the’restructuring of the manufacturing sector, and for the 
rehabilitation of the transpqrtation network. Other areas. that might 
attract new capital were the gold mines, the.INGA power plant, agriculture 
in general, and manufact!tring industries producing for the local consumer. 
Za’ire’s investment code was liberal, and the authorities had wisely 
decided to centralize all procedures within one office.. Private capital 
had a decisive role to play in the longerterm restructuring of the. 
balance of payments and, indeed, in the needed expansion of income. 

It was particularly regrettable that Za’ire’s success in repaying 
substantially larger amaunts to its private creditors than obligatory had 
elicited so little reaction, Mr. de Groote declared. One idea that 
deserved to be stressed at the upcoming Annual Meeting was that successful 
stabflization policies in the industrial countries had established favor 
able noninflationary conditions in the world at large, but that the 
developing countries could not adapt themselves to the consequences of 
the new situation without receiving’additional resources that they could 
integrate into revised ,and workable development programs. The banking 
and investment communities must be led to appreciate the importance of 
shifting --especially in countries that succeeded tn adjusting, their 
balance of payments-- to a phase of income expansion. 



It was important for the Board to be fully and quickly informed of 
all cases of misreporting, a condition that Za’ire had met, Mr. de Groote 
said. ZaTre’s deviations from the agreed performance clauses at the 
beginning of 1985 had been temporary, and the authorities had taken mea- 
sures to prevent a recurrence; hence, Za’ire had fulfilled all the condi- 
tions for a waiver of its noncomplying purchase of SDR 40 million at the 
outset of the arrangement. 

The Belgian authorities had agreed to increase the National Bank of , 
Belgium’s credit line to the Bank of ZaYre in rr~o consecutive tranches, 
the first to be contingent on the Executive Board’s decision and the 
second to be linked to the observance of performance criteria at the end 
of September, Mr. de Groote announced. The Belgian authorities’ decision 
would allow Za’ire to cover part of the imports of investment goods so 
badly needed in the coming months. 

Mr. Rye said that Za’ire had made significant progress in two key 
areas. The efforts that the authorities had made to get fiscal 
policy back on track after the unintentional backsliding of the first 
quarter showed that they recognized the critical importance of maintaining 
a firm fiscal stance. The staff’s favorable,assessment of those measures 
seemed justif ied, although he had some doubts about whether the turnover 
tax on imports could be regarded as a permanent extension of the&tax base. 
Second, the Board needed to be firm about ZaPre’s observance of the 
performance criteria related’to the net domestic assets of the banking 1 
system and the net credit of the banking system to the Government. It 
was gratifying.that the performance criteria in both respects had been 
readily met for the end of June 1985. 

Although he broadly agreed with the staff appraisal, he had some 
questions to raise, Mr. Rye continued. The drastic curtailment of credit 
to the private sector at.the end of June represented a stop-and-go policy 
that was detrimental and that limited the significance of credit ceilings 
as performance tests. Some alternative to formulative credit ceilings in 
terms of net credit outstanding on the last day of the quarter was clearly 
necessary, presumably some kind of averaging process. Perhaps standards 

‘could be developed so that such criteria could be applied more consistently 
across different programs. In addition, the staff’s less than full endorse- 
ment of the recently implemented accounting procedures indicated that 
further improvements were necessary. Finally, the Bank of Za’ire had 
decided to allow changes in the exchange rate to play a larger role in 
balancing demand and supply for foreign exchange; did that mean that the 
authorities would intervene less in the exchange market in the future? 

ZaTre’s performance had’ been excellent on most accounts, and the 
prospects for further progress were good, Mr. Rye concluded. He endorsed 
Mr. de Groote’s comments about the particular need for Fund-Bank coopera- 
tion in Zaire. 
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Mr. de Forges remarked that he had mixed feelings about the review 
of the stand-by arrangement ‘with ZaTre: the program was back on track, 
but the approach taken by the Fund in Za’ire in the past months left him 

/ uneasy. 

‘The exchange rate was one of the most important variables in an 
econouiy that was as open and free of exchange restrictions as Za’ire’s, 
Mr. de Forges observed. The fact that the exchange rate had depreciated 
more than had been initially projected explained why a number of other 
important parameters in the program, particularly the one for the infla- ’ 
tion rate, had also differed from the initial projections. The staff had 
attributed the accelerated depreciation of the exchange rate to the unex- 
pected reduction in export revenues but had made no reference to another 
important reason: the shortage of foreign currencies that existed because 
Zarre had been prevented fr’om making its last drawing under the previous 
stand-by arrangement and the second drawing under the present one. In 
view of the minor character of deviations from the program, the Executive 
Board should have been requested to grant waivers. Za’ire‘s performance 
had been all the mure remarkable in that since the beginning of 1985, 
financial assistance from the Fund had been limited to the first drawing 
under the present stand-by arrangement. 

The measures adopted to put the program back on track appeared 
piecemeal and too detailed, Mr. de Forges pointed out. In dealing with 
such microeconomic issues as the repair of water, meters in military 
camps, the Fund risked becoming mired in details of policy implementation, 

’ to the exclusion of the global framework. Credit ceilings had been 
established in such a way that the normal structure of interest rates was 
reversed, with short-term rates being much higher than medium-term ones. 
However, monetary policy seemed to have been devised in a consistent way, 
although again in excessive and complicated detail. 

Whereas in many other countries, the restructuring of public enter- 
prises too often involved a lengthy series of diagnoses, audits, and pre- 
liminary studies, all the main public enterprises in Za’ire had initiated 
farreaching reforms in a very shoir; span of time, Mr. de Forges went on. 
Air Za’ire, with its dramatic reduction in employment, offered a good 
example of the determination of the authorities. 

. 3 The World Bank had responded to Za’ire’s good performance under 
difficult external circumstances by making it eligible for the Special 
Facility for Sub-Saharan Africa and planning a structural adjustment 
loan, Mr'. de Forges concluded. The authorities were to be commended for 
having taken all the necessary steps to put the program back on track. 
He hoped that fn the future the Fund would be more forthcoming, if unfore- 
seen difficulties were to reappear, in its assistance to a country that 
was clearly undertaking struct’ural reform., 

,Mr. Grosche voiced his disappointment that some of the concerns 
expressed during the discussion of the 1984 Article TV consultation with 
ZaXre had materialized in the first quarter of 1985. Serious slippages 

I 
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had occurred in the ,fiscal and monetary areas. Moreover, the first 
purchase under the stand-by arrangement approved in April had been made 
on the basis of data that turned out later to be incorrect. That was 
particularly worrisome since the stand-by arrangement had been approved 
on the specific understanding that the performance criteria at the end of 
March would be observed. In fact, the relevant ceilings for domestic 
credit had been overshot by very large margins. 

During the discussion of the guidelines on misreporting and noncom- 
plying purchases in 1984 (EBM/84/152 and EBM/84/153, 10/17/84), his chair 
had expressed its concern that noncomplying purchases undermined the 
Fund’s credibility and violated the principle of evenhanded treatment of 
members, Mr. Grosche recalled. Corrective action should be taken immedi- 
ately in the case of noncomplying drawings. In fact, the Za’irian author 
ities had taken a number of commendable measures to avoid the recurrence 
of misreporting and had taken additional measures to ensure that the 
program’s objectives could be met. As a result, the relevant performance 
criteria for end-June had been met with substantial margins, an outcome 
that was welcome, although the performance criterion on credit to the 
private sector had been met only by means of a drastic curtailment at the 
end of the period--as Mr. Rye had noted, a detrimental stop-and-go 
approach. 

In view of the corrective actions taken by the Za’irian authorities, 
Mr. Grosche said that he could support the recommendation to grant a 
waiver for the noncomplying purchase. However, the authorities should do 
their utmost to avoid any recurrence of misreporting in the future.f He 
hoped that the control mechanism recently put in place would prevent such 
shortcomings in the future, although it was worrisome to note the, need for 
further lmprovements in the accounting of monetary aggregates. 

While it was encouraging that the performan,ze of ZaTre’s economy had 
improved in the second quarter, prospects for the remainder of the year 
and beyond were not reassuring, Mr. Grosche noted. The balance of payments 
continued to be under pressure following the downward revision of export 
earnings. Financing requirements, which would be large over the coming 
years, would require continued debt relief. To generate substantial 
amounts of foreign financing and to promote growth, it would be necessary 
to sustain the adjustment effort and to avoid new slippages. 

In the short run, economic growth was expected to be adversely 
affected by the reduction in imports, Mr. Grosche observed. Nevertheless, 
the staff had projected that real GDP growth of 3 percent, similar to the 
rate in 1984, could still be achieved. Moreover, the originally projected 
target for the overall fiscal position was expected to be met, as a result 
of the strong corrective measures that the authorities had taken in the 
second quarter,. 

The measures taken to fmprove the performance of public enterprises 
had started to show results, Mr. Crosche observed. Neve rt he less , some 
weaknesses and uncertafnties persisted. Despite the improvement tn tl,ti 
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fiscal position, which was partly due to exceptional measures that could 
not be repeated, a revenue shortfall would remain in relation to the 
original projections for 1985 as a whole, thus requiring additional action 
on the expenditure side. Progress had been made in ,better controlling 
expenditures and in improving the management of public enterprises, but 
more remained to be done. The government wage bill might exceed the 
origfnal target for the year, and the operations of Air Zarre remained 
quite unprofitable. 

Mr. Pickering indicated that there was reason for encouragement in 
the review of progress to date under the current stand-by arrangement 
with Za’ire. Despite some important slippages, the authorities had 
demonstrated commendable determination in taking measures in key policy 
areas. The new fiscal and monetary measures taken by the authorities 
in the second quarter of 1985, for example, reflected the authorities’ ‘I 
commitment to achieving the program’s targets and objectives. 

Because the overall weakness in revenue in the first half of the year 
was worrisome, the series of measures taken by the authorities to enhance 
revenue performance was welcome, Mr. Pickering continued. However, the 
reliance on exceptional measures must give way to a more durable perfor 
mance, Control of government expenditures, which had been a major source 
of difficulties in the past, Was being firmly maintained in’most areas. 
Unfortunately, the large size of public debt payments continued to limit 
the room for maneuver on the expenditure side and underscored the dangers 
inherent in undue recourse to debt creation. The staff had noted that 
the government,wage bill might exceed the target, and the authorities 
needed to act promptly to correct the slippage. 

Significant progress had been made in regularizing the external and 
domestic arrears of the Government, Mr. Pickering stated. Regrettably, 
howeve r, the external arrears of the Treasury that were not related to 
external debt had been revised upward from $37 million to $85 million; in 
contrast, the performance crfterion on the net reduction of those arrears 
seemed rather modest . Since the Executive Board was giving the authori- 
ties some room for maneuver by not revising that performance criterion, 
they should try to exceed the original ‘target if possible. 

The various measures taken to improve the public enterprises were 
also most welcome, Mr. Pickering added. The liberalizatfon of the oil 
trade and the associated revision of the price structure had allowed the 
elimination of cross-subsidization among products. 

The authorities had achieved the end-June target on net credit to 
the Government, although that gave rise to two concerns, Mr. Pickering 
mentioned. First, net credit to the Government had exceeded the target 
both at the end of 1984 and at the end of March 1985. Such slippages had 
clearly undermined the authorities’ efforts in a number of other areas, 
whf ch was regrettable. Second, the stop-and-go characteristic of the 
policies was undesirable; credit Ltmf cs under any future progrkm should 
be formulated to de-emphasize the net credit outstanding on the last day 
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‘of the quarter. Furthermore;. the authorities should move promptly to 
achieve more stable growth in credit, which would meet the spirit of the 
credit targets. 

The authorities had made commendable effqrts to restructure official 
and private credit through the Paris and London Clubs, respectively, 
Mr. Pickering considered. While the exchange rate had remained in the 
appropriate range, a number of legitimate questions could be posed about 
the robustness of the foreign exchange system. The margin between the 
official a,nd parallel rates was an indication that the current system was 
not working well. Several measures were being reviewed by the authorities 
and the Fund staff with an aim toward improving the system. Both sides 
should continue their efforts to improve the flow of foreign exchange 
through the official market. 

The Managing Director had correctly invoked the guidelines for non- 
complying purchases under Fund arrangements and recommendations for a 
waiver, Mr. Pickering stated. Clearly, the initial purchase had been 
linked to the authorities’ observance of a prior action relating to net 
credit to the Government at the end of March. While prior actions were 
not specifically mentioned in the guidelines on noncomplying purchases, 
the guidelines clearly covered the type of situation that had arisen in 
ZaTre. It would be preferable to separate to the extent possible the pro- 
ccdures for noncomplying purchases from the review process under stand-by 
arrangements so as not to delay quick response to a noncomplying purchase. 
Should such a review of a noncomplying purchase lead to a recommendation 
for a waiver, it could be handled normally on a lapse of time basis. 

Mr. Clark remarked that the current stand-by arrangement had had a 
difficult start because the authorities had reacted slowly to, the .worsening 
external position in the first ha1.f of 1985 and because moneta’ry policy 
had already been well off track by the time the program was approved, even 
though that had not been apparent because of misclassification of the 
monetary figures for end-March. However, the authorities had acted to set 
matters right so that the June performance criteria had been met. There 
had nonetheless been a cost involved in the authorities’ stop-and-go 
approach to credit policy. He hoped that no further waivers under the 
program would be requested in view of the experience with ZaPre’s previous 
program. > ’ 

With the adverse impact of fiscal policy on investment, it was partic- 
ularly important that the authorities maintain the level of development 
expendi tore, Mr. Clark stated. It was therefore reassuring that the 
proposed cuts would be ful.ly offset from the resources of the Road Fund. 

,The performance of exports had recently been disappointing, Mr. Clark 
considered. He asked the staff whether it could explain the temporary 
technical factors that had lowered oil exports and predict when they were 
lfkely to be reversed. The apparent increase in gold smugglfng.was a 
cause for concern. The authorities should bring the official excha,,ge 
rate closer in lfne with that of the parallel market. 
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The authorities were to be congratulated for the recovery and for 
the larger than expected reduction in outstanding arrears, Mr. Clark 
said. Rescheduling was necessary for ZaiEre, both for fiscal and for 
balance of payments reasons. However, significant sums had been resched- 
uled by the Paris Club twice already, extending the debt maturity from 
5 to 25 years; a third rescheduling would be difficult. It would be 
doubly important therefore for the authorities to maintain the pace of 
adjustment in order to meet present commjtments. 

Mr. Nimatallah commented that he was encouraged that despite an 
uneven performance, Za’ire’s program was still on track. The authorities 
had taken important measures to reverse slippages and to improve the 
management of the public enterprises. Such achievements showed clearly 
that determination and hard work were the. key elements for success in 
adjustment. 

Nevertheless, Mr. Nimatallah continued, it was worrisome thgt mis- 
reporting seemed to be a recurring feature in Za’fre. The authorities 
should do their utmost to avoid such unacceptable incidents. The causes 
of misreporting must be removed, and he looked forward to reassurance 
from the staff on the matter. He hoped that no more waivers would be 
needed in the future. 

The.foreign exchange situation was also of concern, Mr. Nimatallah 
mentioned. The authorities should do more to encourage exports--partic- 
ularly of dtamonds, gold, and manufactured products--perhaps through 
further currency depreciation, lower, export taxes, tax rebates, and 
possibly other measures. Most important, however, the authorities should 
intensify their adjustment efforts, take appropriate measures to attract 
foreign investment, strive to settle their external arrears, and stay 
current. 

Mr. Coumbis stated that economic developments in many areas in 1985 
had been worse than originally projected in the program, and the adjust- 
ment of the Za’irian economy, at least in early 1985, had been less suc- 
cessful than in 1984. In fact, lower than expected exports had increased 
the pressure on t?,e current account deficit and lower than expected 
government revenue had led to a higher than programmed government ,deficit. 
Moreove r, the faster than anticipated rate of depreciation of the za’ire 
and the expected reduction in the volume of imports would contribute to a 
faster than anticipated rise of Prices and to a lower than expected rate 

I of Increase of real GDP. External factors, weak export prices, and 
stagnation in the volume of of1 exports had been the main factors behind 
the unfavorable developments in ZaTre. 

Slippages in the fiscal area, mainly dllrtng the first quaizter, had 
also been responsible for the worsen!ng of the economic situation in 1985, 
Mr. Coumbi s continued. Nevertheless, it was appropriate to recagnfze the 
strenuous efforts of the authorities to brfng the program back on track. 
The end-of-June performance crfterfa had been observed, and many supply- 
oriented measures had been successfully tmplemented, especially in fiscal 
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policy and public enterprises. Measures had been implemented to improve 
the administrative procedures for revenue collection, to control the 
expenditures of government agencies on public utilities and petroleum 
products, to strengthen the control of treasury subaccounts, and to 
verify all personnel records. 

Measures had already been taken to improve the economic position of 
the most important public enterprises, Mr. Coumbis noted. GECAMINES was 
expected to make substantial profits in 1985, ONATRA was paying’dividends 
to the Treasury, and the major railway company had greatly reduced its 
losses. The authorities had wisely returned the importation of petroleum 
products to the oil companies that marketed them. The aut’horities’ efforts 
to improve the efficiency of public administration and to rehabilitate the 
parastatals demonstrated their continued strong commitment to the adjust- 
ment of their economy. u 

During the first.quarter of 1985, public revenues had fallen short . 
of expectations, Mr. Coumbis remarked. The authorities had been partially 
successful in reducing expenditures, especially capital expenditures, to 
offset the revenue shortfall. The March subceiling on net credit to the 
Government had been exceeded by Z 560 milli.on. When they learned’ of the 
problem, the authorities had taken strong measures to correct it and had 
succeeded in meeting the performance criteria for net credit to the . 
Government, with a margin of almost Z 1 bil.lion. However , the measures 
taken were exceptional and, therefore, could not be repeated. Thus, if 
the shortfall continued in the second semester, the authorities would 
have to find a more permanent solution. The end-of-June perf ormance 
criteria for net credit to the Government and net domestic assets had 
been met with comfortable margins, but they had been achieved through the 
application of exceptional measures taken at the end ‘of the period. The 
staff had rightly said that the significance of credit ceilfngs,as perfor 
mance tests would be enhanced if they were not formulated on the basis of 
the last day of the quarter; it would be helpful to know what the staff 
had in mind. 

The Bank of Za’ire was planning to implement useful measures to reduce 
excess liquidity and to keep domestic credit expansion for the remaining 
period within the original program limits, Mr. Coumbis added. The new 
procedures implemented by the central ba’nk to improve the’monitoring of 
the Government’s net position with the bank should make it possible to 
avoid a recurrence of the reporting errors made at end-March. : 

The staif had indicated that there was no ‘reason to change’ the. 
medium-term prospects for Zaire, ,despite the expected shortfall in export 
receipts by SDR 150 million and the expected deterioration in the overall 
deficit by SDR 30 million, Mr. Coumbis recalled. To attain a moderate 
rate of economic growth, Zaire-would contfnue to need exceptional flnanc- 
ing, including debt relief, as well as stringent adjustment efforts for a 
number of years., Furthermore, ZaTre’s financing requirements would 
increase sharply at the beginning of the next decade, when repayments on. 
recently rescheduled loans. would begin falling due. 
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Mr. Mtei commented that the recommendation for a waiver of nonobser- 
vance regarding ZaTre’s noncoinplying purchase appeared to be in line with 
the guidelines; the noncompliance had not been deliberate, and the author 
ities had since adopted appropriate measures to achieve the objectives of 
the program. 

While azl performance criteria at the end of June had been observed, 
the performance of the economy in the first half of 1985 had been uneven, 
Mr., Mtei noted. Considerable overshooting of the credit targets $n the 
first quarter of the year had been followed by a very sharp reduction in 
credit to the Government and to the private sector. Growth in th$ real 

sector, particularly in the export sector had fallen short of projections, 
and the inflation rate had accelerated, reflecting the rapid depreciation 
of the .zaTre. The authorities had taken drastic revenue and expend.Iture 
measures to bring the fiscal situation back in line with the program objet- 
tives and to correct the sharp expansion in credit in the first quarter of 
the year. The authorities were to be commended for their various revenue-: 
genera‘ting and expenditure-saving measures. However, the bulk of the 
increase in revenue had come from asset liquidations that could not be 
.repeated. He asked the staff how such measures would contribute to a 
lasting Improvement of the underlying weakness in the Government’s finan- 
cial position. 

The authorities had also taken steps to improve the performance of 
the paras.tatal sector through improved management and higher tariffs and 
rates, Mr. Mtei went on. Further effortiwould be needed to make the 
public enterprises financially viable and able to contribute to government 
revenue . Although it was not clear from’ the staff paper, it was to be 
expected that the World Bank would provide technical assistance to help 
the authorities rehabilitate the Parastatal sector. 

The staff might wish to reflect on the uneven performance of bank 
credit during the first half of 1985 and how it would affect investment 
plans and the performance of the real economy, Mr. Mtei said. 

The external payments position of Za’ire was fundamentally weak, 
Mr. Mtei declared. Despite rescheduling arrangements, the debt service 
burden remained high, estimated at 26 percent of GDP in 1985. In’ the face 
of the decline in projected exports, imports would have to be reduced, 
with .,!verse implicaLions for future growth. The staff had remarked that 
ZaTre had made substantial payments to foreign creditors in the past 
two years, although such,efforts had not been matched by an increase in 
capital inflows; Unless the authorit.ies’ efforts were supported by 
substantial external financing, there was little hope of achieving the 
needed adjustment. 

. 

Ms.‘Bush said that after a somewhat disappoi.nting start, ZaIre’snew 
stand-by arrangement appeared to be back on track. A It hough end-March !, 
‘performance criteria had not, been met, the signiffcant adjustment that 
had taken place during the Spring had enabled Zaire to meet its .JAne 
ceilings with quite comfortable margf ns. The authorities had thus been 
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permitted to rrake tite second purchase under the program late in August. 
While the actions taken to resume compliance had demonstrated the author 
ities’ commitment to make the program work, a more even pace of policy 
implementation would.pzrmlt a smoother adjustment process that could, 
perhaps, lead to a faster restoratf.on of the desired rate of economic 
growth. In particular, the ups and downs must have created some diffi- 
culty for the private sector, since credit to that sector fluctuated 
during the coursebof a quarter. 

The measures taken during the spring to ensure compliance with the 
June performance criteria had been laudable, since the sale of an Air 
Za’ire DC-i9 airplane and 20 percent of, its shares in ZaPre-Shell had 
not been easy steps to take, Ms. Bush observed. It was also reassuring 
to learn about the improved accounting procedures that should enable the 
Treasury to maintain tighter adzintstrative control over expenditures. 
Particularly important was the daily clearing of the suspense accounts, a 
step that should prevent a recurrence of the reporting problems in March 
1985. With Za’i’re’s difficult balance of payments position, adherence 
to fiscal targets remained crucial. 

Furthermore, the staff report had indicated that the budgetary 
situation would remain tight during the second half of the year, due to 
revenue shortfalls in the oil sector, Ms. Bush recalled. Additional 
steps were being taken to contain current expenditures, especially on 
government consumption of water, electricity, and petroleum. Savings 
were already materializing, thus indicating that efficiencies could 
indeed be generated in varioub parts of the Government. 

Reform of the parastatals was very much part of the effort to gen- 
erate savings, Ms. Bush went on. The larger role of market forces in the 
petroleum sector deserved mention, notably the increased competition and , 
the adjustment of prices to reflect changes in the exchange rate. Such 
liberalization ought to be extended to other sectors under government 
management. Fund and Bank collaboration in that area appeared to be 
showing results. 

Monetary policy had been somewhat unsatisfactory, with wide swings 
in credit to the Government having necessitated wide swings in credit to 
the private sector, Ms. Bush mentioned. Tighter authorization procedures 
for government spending should foster more even flows of credit, which 
were essential to support the broadening role of the private sector. The 
much lower than programmed increase in credit to the private sector for 
1985 should not be allowed to continue. 

With interest rates freed from control, banks had raised rates on 
deposits in order to be cor.jpetitive with treasury bills, Ms. Bush con- 
tinued. Treas!lry bills continued to earn a high rate af interest, even 
allowing for the higher expected rate of inflatf’on in 1985. The cant in- 
uation for prolonged periods of very high real interest rates on treasury 

; bills was not advisable, since it would become increasingly difficult to 
scale them back to more modest rates, even if inflation should fall. 
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Thus, the Government could find itself with a high domestic interest 
expense in addition to external debt servicing costs. With respect to 
the gold swaps that had resulted in large losses, it would be helpful if 
the staff could explain why the Bank of Za’ire had engaged in that practice. 
The establishment of a permanent internal audit of the Bank of ZaTre was 
welcome. 

Developments in the balance of payments in 1985 were discouraging, 
with exports having grown less than expected and capital inflows having 
slacked off, Ms. Bush considered. Additional external arrears had also 
been discovered. The authorities were rightly planning more flexibility 
in the exchange rate,. since the continuing disequilibrium in the exchange 

.market was an indication that some additional rate adjustment probably 
was required. Earlier in the year, the Bank of ZaYre had intervened to I 
prevent the za’ire from depreciating; unfortunately, its low reserves would 
prevent the Bank. from continuing such intervention on a long-term basis, 
and thus more flexibility in the rate was appropriate. The need to 

I diversify exports still remained; price incentives generated by an appro- 
priate exchange rate could most efficiently stimulate export production. 

Za’ire’s first purchase under the stand-by ‘arrangement, made after 
Board approval of the arrangement in April, had been contingent on com- 
pliance with end-March performance criteria, Ms. Bush stated. The, reason 
was related to the interruption of the previous program, which had pre- 
vented Za’ire from purchasing the full amount available to it. 

It was unfortunate that government. expenditures had not been as 
carefully controlled as originally thought, Ms. Bush added. The use of 
suspense acccunts implied that the fiscal adjustment so crucial to ZaTre’s 
mediunrtenn recovery was not.being administered in a manner that would 
assure attainment of the fiscal objectives. A more detailed explanation 
of what had occurred would be appreciated; for instance, had any partic- 
ular expenditures created the problem? The guidelines normally called 
upon management’s recommendation for a lapse of time decision on a waiver 
of the repurchase require,ment following a noncomplying purchase, an 

,approach that was usually adequate. Nonetheless, the matter of the 
suspense accounts had called for a fuller discussion, as well as for 
assurances that the overall program was indeed still on track, before the 
Executive Board approved the waiver. Fortunately, major steps had been 
taken in the second quarter to correct the reporting problems. Further 
more, additional steps to reduce expenditures below programmed levels 

, were being taken during the second half of the year to accommodate the 
pro jetted shortfall in revenues. She. therefore supported the proposed 
decision on the stand-by arrangement and would support the request for a 
waiver upon satisfactory answers to the questions raised. 

Mr. Chatah said that the recommendation of a waiver had been based 
on the additional corrective measures adopted by the authorities to keep 
the program on track. According to the guidelines set out in the November 
1984 decision, those measures constituted a valid reason for recommending 
a waiver; however, the guidelines should not be misi’nterpreted to mean 
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that waivers would be granted automatically simply if a program was kept 
on track. While the Fund could not always know the precise causes of 
misreporting, its judgment that a waiver was in order should be based on 
a broad and careful evaluation of each case. 

Although his point was a general one, Mr. Chatah added, Za’fre’s mis- 
reporting was a source of particular concern, given the’stop-and-go 
approach that seemed to have characterised recent financial policy and 
also because the approval of the program in April 1985 had hinged specifi- 
cally on the performance criterion in question. For those reasons, he 
would be interested in an additional explanation from the staff of the 
circumstances surrounding the misreporting, and more specifically; whether 
the use of suspense accounts was an isolated occurrence in a particular 
period or whether items had been placed previously in such accounts 
without the corresponding transfers to the Treasury having been made. 

The Deputy Director of the African Department stated that over the 
past two years, the Bank of Za’ire had made substantial progress in its 
accounting procedures. In 1983, “other domestic assets” were being calcu- 
lated as a residual, and it had been difficult to ascertain which items 
were included in that category; by 1984, the various components of “other 
domestic assets” had been clearly identified, although the systematic 
monitoring procedure had still not been implemented. That procedure had 
been initiated in early 1985 with a resident auditor, a Central Banking 
Department expert from the National Bank of Belgium. Audited accounts 
had become available six weeks after the end of the first quarter, and 
the mission had been informed of the problem raised by the sus;‘?nse 
accounts when it had visited Kinshasa at the beginning of May. The author 
ities had introduced a systematic procedure for debiting the expenditures 
attributable to the Government, which could be lodged temporarily in the 
suspense accounts that were cleared weekly. The procedure, described in 
EBS/85/206 and EBS/85/207, was working well. 

The Bank of ZaTre could monitor fairly precisely those components of 
“other domestic assets” concerning either the Government or the Bank of 
Zaire, the Deputy Director added. However, the reporting system by 
commercial banks to the central bank still needed improvement. The 
GQk’eEQQF Ot th@ &Z-k Qf %2hS? had Z%Q22%%f%d t%dX2iCd P%%iZ?tSUXE for thetr 
ggrpaQe< $u& BR mgggt )?pt* ?mt ypt- aoF? Be--f f- =~==+.=a=- Th- p=-a~-= 
fm PeDmr~ng on !3oKs berween D,uDSIE agencls3 snd B0nPii In Klnsnass WI3 
also in need of improvement. 

It was not the first time that expenditures of the Treasury had been 
placed in suspense accounts, the Deputy Director noted. A similar problem 
had led to a request for a waiver in June 1984. The problem in 1985 had 
been compounded by fairly frequent changes in the top management of the 
Bank of ZaPre and the Ministry of Finance. 

The stop-and-go credit policy to which many Directors had alluded 
had started in September 1984, the Deputy Director continued, because the 
Governor of. the Bank of Za’fre had feared that the ceflfng on net domestic 
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credit pight be exceeded and because ‘the authorities were not able to 
monitor other net domestic assets. Credit to the private sector had been 
cut drastically and, as a result, the overall ceiling had been met with a 
wide margin. The same stop-and-go approach had been followed in March 
1985, but without a sufficient reduction in credit to meet the ceiling. 
In June 1985, the authorities had cut credit to the private sector very 
sharply in order to meet the overall credit ceiling with a comfortable 
margin thereby fcrestalling any problem that might arise from an unex- 
petted increase in other net domestic assets. 

In August 1985, the staff had discussed the problem with both the 
central bank and the commercial banks, the Deputy Director recalled. The 
practice of increasing credit at the beginning of the quarter and re,ducing 
it in the last week of the quarter was clearly a bad one. The staff had 
indicated to the authorities that it did not propose to change the formu- 
lation af the performance criterion in the current program, but that a 
more appropriate practice--averaging, for example--should be found ‘when 
the staff visited Rinshasa in late November 1985. 

The fact that the authorities’ had been unable’ to make the last 
purchase under the previous stand-by arrangement because of an excess of 
net credit to the Government could not be advanced as a’reason for the 
excess at the end of March 1985, the Deputy Director said. Only the 
general availability of foreign exchange would have been affected. 

As to which fiscal measures would have a temporary and which a last- 
ing effect, the Deputy Director observed, the sale of one DC-10 aircraft 
for $25 million had had an immediate effect on foreign exchange holdings, 
and it had formed part of a general reorganization of Air Zaire, including 
a cutback in nonprofitable operations, which would have a lasting effect. 
Furthermore, a number of measures that had been difficult to take could I 
be expected to have a lasting effect; for example, the elimination of the 
PETROZAIRE oil import monopoly and the liberalization of oil imports and 
of the marketing of oil products were important and difficult measures 
that could only have been taken in a crisis. The prices of petroleum 
products had been adjusted at the same time. The tax for the Road Fund 
had been raised to the equivalent of $0.48 per gallon of gasoline. The 
authorities had also adjusted the gasoline price according to the location 
where it was sold, thus taking into account the cost of transportation. 
The relative cost of petroleum products had been reflected in a relatively 
larger increase in the price of Gulf Oil Company offshore oil. 

A number of measures that had been taken to increase import duty 
rates as well as to improve customs control would not have an immediate 
effect, the Deputy Director added. Several. important measures had been 
taken to reduce expenditures on water, electricity, and petroleum consump- 
tion, including unusually strict measures relating to spending by the 
armed forces. 

, 
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Over the .past .20 months, the margin between the official and the 
parallel rates had fluctuated from between 7 percent and 12 percent, the 
Deputy Director noted; it had declined from 10 percent in August but the 
parallel rate had depreciated considerably over the past month. The 
reasons for the margin between the two rates included the l/2 percent tax 
by the Bank of ZaTre on foreign exchange operations and the cost of trans- 
actions with commercial banks, which could reach 5 percent for documentary 
letters of credit. Moreover, the parallel market offered immediate avail- 
ability of foreign exchange as well as other fiscal, advantages associated 
with unrecorded transact ions. 

It was impossible to estimate the extent of transactions in the 
parallel market, the Deputy Director commented. Transactions in gold in 
the parallel market were sizable because gold was easy. to value, unlike 
diamonds, which had to be valued by experts. The authorities had e1imi- 
nated the 1 l/2 percent tax on gold sales to. reduce the advantages of 
smugg li ng , and they were installing an assessor’s office on the east 
border in order to allow the export of gold through official channels. 
The staff had stressed that the smaller the margin between the official 
and parallel rates, the less the motivation would be, to smuggle. The 
official rate had depreciated rapidly in recent months, thereby reducing 
the margin. 

External arrears, ’ which had been estimated at nearly $10 million’at 
end-June 1985, had all been paid, the Deputy Director stated. It -was 
true that following a detailed survey of external transactions made by 
the Department of Defense, the stock of nondebt-related external arrears 
of the Treasury had been revised upward from $37 million to $85 million. 
The staff had thought of modifying the performance criterion by increasing 
the minimum reduction in arrears for end-December but had finally decided 
against it because the authorities had argued that they had reluctantly 
agreed in May to the staff position of no possible modification in perfor 
mance criteria in spite of a worsening in external factors. In their 
view, if no relaxation had been possible in May, no tightening should be 
requested later. Nevertheless, the Za’irian authorities had indicated 
thelr intention to reduce external arrears beyond the requirements of the 
performance criterion for end-December. 

With respect to debt repayment to the-London Club, the Deputy 
Director added, the threshold price linking debt payments to the price of 
copper was proving ef feet ive. The copper price had been moving around 
the threshold figure, and Za’ire’s monthly debt repayments had fluctuated 
accord1 ngly. 

c 

The Minute of the Paris Club had been inittaled on May 24 but’ had , 
not been signed unt 11 thnt week, the Deputy Df rector remarked. 

Gold swaps were costly for the Bank of Za*fre, which received the 
ZaTrian interest rate of 24 percent a year, but incurred the cost of pro- 
vfdfng foreign exchange, the Deputy Df rector expla Cned. When the price 
of gold had declined at end-1984, for example,. the Bank of Za’fre had had 
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to cover the difference, thereby incurring losses. . Other losses incurred 
by the central bank, had included interest due, which had been paid in bulk 
after six months instead of quarterly. ., 

I A large share of artisanal gold production had been smuggled across 
the border; it was probably worth. about $30 million or $40 million, the 
Deputy Director noted. According to the latest data available, the 
volume of diamond exports through official channels was somewhat higher 
than in the previous year, but. the price of diamonds was lower, reflecting 
the general problem facing the diamond market. 

It was clear that,ZaXre needed to diversify its exports, a difficult, 
lengthy task, .the Deputy Director commented. The World Bank was helping 
to improve the manufacturing sector; an industrial loan of about $100 mil- 
lion would be submitted to the Executive Board of the World Bankin the 
first half of 1986; the purpose of the loan would be to facilitate the 
operations of small and medium private enterprises by increasing the 
supply of foreign exchange in the interbank market. At a recent meeting 
of a consultative group on’ GECAMINES, a target of $250 million had been 
set, of which $70 million would come from the World Bank. The June audit 
of CECAMINES showed that there had been no recurrence of the problems 
experienced in June 1984 with uncompensated sales. Za’ire and the World 
Bank were working on SONATRAD, a new national trading corporation that 

.had been established in early 1985 to improve procedures for purchasing 
the inputs and materials imported by the public enterprises while pre- 
serving transparency in the transactions, The International Finance 
Corporation was also playing a very active role in ZaTre. 

Oil was produced by two companies in ZaYre with the bulk of the 
product ion loeat ed off shore, the Deputy Director explained. Technical 
factors, ‘rather than a slowdown in exports,’ had led to the’stagnation in 
product ion. Gulf Oil had attempted unsuccessfully to force more oil out 
of some wells by injecting water into them. The company had decided. to 
drill new wells, but delays had occurred in the delivery of equipment 
such as the drilling platform. Onshore oil production by FINA and Shell, 
however , was proceeding according to schedule. Some prospects for oil 
ex.isted. on the eastern border of Za’ire, but start-up operations would 
not begin until the early 1990s. 

Comie'rcial banks were bften charging lower interest rates for medium 
than for short-term loans because competition among banks was greater in 
one case than in the other, the Deputy Director of the African Department 
said. Commercial banks did not have to compete among themselves to 
attract customers wishing to obtain short-term loans, because short-term, 
loans fell under the credit ceilings given to them by the central bank 
and, because each commercial bank was generally close to its credit ceiling. 
On the other hand, commercial banks ‘were competing to extend medium-term 
loans because those loans did’not fall under their credit ceilings but 
were subject to speci f Lc approval by the central bank. Interest rates on 
treasury bills had b&en adjusted to the rate’of inflation; they had been 
reduced several times from ‘August 1984 to,April 1985 when the rate of 
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inflation had been lower than anticipated; but, as the rate of inflation 
had been rfsing recently, they had bee.1 raised in June 1985 and were to 
be raised soon by a further 2 percentage points, as were the preferential 
rates on crop credit and the rediscount rates. 

The Deputy Director of the Exchange and Trade Relations Department 
recalled that ZaTre’s failure to observe a subceiling at end-1984 had to 
be seen in the context of the problems that had arisen during the 1984 
program. In the discussions that had ensued in January-February 1985 
regarding the most constructive apprcsch to take, the question ha+ been 
whether it was sensible to try to extend the program period beyond March 
1985. The set of indicative ceilings for end-March could have been trans- 
Iated into performance tests, and the program could have been extended, 
thereby keeping the program on track if the fiscal accounts had come back 
into compliance. as of the end of March. The alternative procedure had 
been adopted--namely, to allow the program to terminate in March but to 
attach particular importance to the end-March 1985 criteria. 

In accordance with the Fund’s guidelines on misreporting, ZaPre had 
taken steps to improve the accuracy and completeness of its reporting. 
Nevertheless, a waiver of nonobservance would only be requested if the 
problem was minor and if appropriate measures had been introduced to get 
the program back on track. ‘The approach taken had been intended to 
encaurage the necessary action by the authorities to come back into 
compliance by the time of the June performance test. Performance had 
been in compliance with the program by June, and the staff had been able 
to ask the Board to grant a waiver, against the background of a record of 
progress and not of failure. That progress was the justification, from 
the staff’s standpoint, of not asking for reviews at an earlier stage 
when policies had not yet been adequately adapted. 

In response to Mr. de Groote’s suggestion that the time might have 
come to take a less strenuous view of credit expansion, the Deputy 
Director observed that the program for 1985 called for a large increase 
in total credf t of 32 percent, of which 16 percent was to the Government ’ 
and 16 percent was to enterprises,and households. A deliberate at tempt 
was being made to direct credit fnto the private, productive sector. 
Prices had been rising faster than expected, by 25-30 percent, just as 
the depreciation of the za’lre had been more rapid than expected. Hence, 
the outer limit of credit expansion had probably been reached. 

Many types of ceflings had been used as performance crtteria in 
df f ferent programs, such as average weekly numbers or continuous ceilings, 
the Deputy Df rector of the Exchange and Trade Relations Department noted. 
While the staff could explore a number of different cetlings, to see which 
would be the most effective for Za’fre, ii was fmportant that performance 
tests be seen as benchmarks of general progress, including the ffnanctal 
strength of the economy, and not as an end In themselves. 

Ms. Lundsager stated that the staff’s comments had heen reassuring; 
thus, her chair could support the waiver. 
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Mr. de Groote observed that it had to be recognited that in the face 
of slippages in credit to the public sector and the necessity to contr’ol 
overall liquidity, the authtirlties had not made effective use of credit 
for the development of private sector activities and, therefore, of gen- 
eral SUpply. The issue was not one of overall ceilings but the reorien- 
tation toward and the effective use of credit by the private sector. The 
authorities needed to expand the use of private credit within th$ edsting 
ceilings. 

The Deputy Director of the African Department commented that the 
staff had looked at the’average level of credit to the private sector on 
a month-by-month basis. At the end of the quarter, credit to the private 
sector had been much lower than the target, but the average for both the 
first and second quarters had been only slightly below the target, for the 
end’of each quarter. 

The Chairman remarked that Executive Directors clearly wished ZaTre 
to eliminate its Stop-and-go credit policy and the staff to devise perfor- 
mance criteria that would not lead the authorities to follow such a 
QOliCy. 

Mr. Alfidja stated that the success of the adjustment process in 
Zafre would continue to.depend not only on ZaTrian determination but 
also on favorable developments in the external environment.. The deter- 
mination was there, but t.he authorities continued to be disappointed 
about the slowness with which both public and private finance was flowing 
into ZaTre. 

.* 

The Executive Directors then took the, following decisions: 

Review Under Stand-By Arrangement 

1. ZaTre has consulted with the Fund in accordance with 
paragraph 4(b) of the stand-by arrangement for Zaire (EBS/85/74, 

‘SUP. 3, 4/25/85) and paragraph 4 of the letter of the President 
of ZaTre of March 25, 1985 with annexed memorandum, attached to 
the stand-by arrangement, in order to review the progress made 

. under the program. 

2. The letter of the President of Za’Lre dated August 29, 
1985 together with the annexed memorandum shall be attached to 
the stand-by arrangement for ZaTre, and the letter of March 25, 
1985 with annexed memorandum shall be read as supplemented. by 
the letter of August 29, 1985 with annexed memorandum. 

Decision No. 8036-(85/146), adopted 
September 20, 1985 



Report on Noncomplying Purchase and Waiver of Nonobservance 

The Fund notes the report of the Managing Director set 
forth in EBS/85/206 (8/30/85) on the noncomplying purchase made 
by Zafre on April 2.9, 1985 under the stand-by arrangement for 
ZaTre (EBS/85/74, Sup. 3 ,’ 4/25/85), and dectdes to waive the’ 
nonobservance. 

Decision No. 8097-(85/146), adopted 
September 20, 1985 

2. ECUADOR - I985 ARTICLE IV CONSULTATION AND REVIEW UNDER 
STAND-BY ARRANGEMENT _ 

I 

The Executive Directors considered the staff report for the 1985 
Article TV consultation and review under .the stand-by arrangement with 
Ecuador (EBS/85/202, 8/23/85; Cor. 1, g/18/85; and Sup. 1, g/18/85). 
They also had before them a report on recent economic developments in 
Ecuador (SM/85/255, g/6/85) ., ., 

~ Mr. Kafka made the following statementi . . . 

\ 
My Ecuadoran ‘authorities are in broad agreement with thz 

staff’s appraisal and recommendations for the review under the 
stand-by arrangement ; although they ‘have quite a number of 
differences on matters of fact and analysis. 

The report shows a success story. The economic situation 
in Ecuador has been, turned around in a decisive fashion from 
the one that prevailed a few years ago; there has been great 
progress Ln the last 12 months. The average increase in CDP 
output in the 3 years preceding 1985 was about 1 percent, while 
now a steady rate of GDP growth of over 2 l/2 percent is fore- 
seen, still modest but at least permitting the maintenance 
of per capi ta income. The latest monthly figures indicate 
that since March the annualised rate of inflation has averaged 
19 perkent, compared with an average rate df 33 percent in 1984, 
or a December 1983 to December 1984 rate of 25 percent. There 
has been a’ si&if,icant -improvement in the fiscal accounts and 
the overall balance of payments --which would be in equilibrium 
if one considers the total elimination of arrears--would 
otherwise be in surplus. Debt rescheduling agreements have been 
negotiated with private banks and with the Parts Club’for multi- 
year perf ads, in the case of the Paris Club the first tLmc? that 
this has been done in recent years. !Morebvcr, a significant new 
money. loan has beon agreed from commercial banks, .fot! the elimi- 
nation of arrears. A substantial fmprovemqnt in publfc sector 
finances will be. registered thfs year. These succesqes have 

\ been made possible by stgnfflcant Lmptovements l’t~ nll.arens of 
economic policy. r. 1 

.. 
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In the fiscal area the already insignificant pubiic sector 
def icft registered in, 1983/84 will give place to 8 considerable 
surplus this year. This represents a major effort both on the 
expenditure 8nd revenue sides, particularly in view of a substan- 
tial reduction, as compared to the original expectations when 
the program was approved, of petroleum revenues owing to the 
fall in petroleum prices. On the revenue side, however, non- 
petroleum revenues have grown more than expected. The increase 
in efficiency of expenditure control of a general nature will 
enable the .authorities to maintain an adequate level of invest- 
ment expenditures so as not to risk a reduction in the already 
low expected rate of growth. Lower amortization payments in 
view of a better outturn than originally expected of the resched-..- 
uling negotiations will also be helpful. Also important is the 
dent mede in the revenue earmarking system of directing to the 
budget all additional revenue resulting from the transfer of oil 
exports to the intervention market. 

In the monetary area, the improved state of confidence 
created by the decisive action in the fiscal and other fields 
has led’ to very favorable responses of the public which translate 
into a significant increase in the holding of financial assets. 
The growth of M2, particularly certificates of deposit, has 
been remarkable. The successful sale of certificates of deposit 
has continued despite the fact that the freely determined inter- 
est rate between April and August has declined from a range of 
25-29 percent to one of 22-27 percent. In view of the declining 
rate of inflation, the authorities see no need at the moment 
further to increase the permitted level of controlled rates or 
to take measures to increase the flexibility of r,ates. In their 
opinion, arguments about real rates are often vitiated by a 
confusion regarding the concept; the economically relevant real 
rate Is the difference between the nominal rate and the expected : 
rate of inflation, not between the former and the simultaneous 
rate of inflation. It ip legitimate to assume that the 19 per- 
cent average annualized rate of inflation since March, which 
would be sufficient to make the controlled rates positive in 
real terms, is probably an’overestimate rather than an.under- 
estimate of the expected inflation rate. It should also be 
noted that the Government not only has the power but is 
already selling stabilization bonds’, the balance outstanding 
of which has indeed increased from S/. 1 billion in Januar>t to 
S/. 2 l/2 billion tn August. 

Average wage adjustments this ‘year at 24 percent will1 be 
30 percent below the average rate of inflation that prevailed 
Last year. The authorities consider that the 24 percent rate of 
wage adjustment fs a respectable achievement for this year and 
foresee no difficulty iri pioceeding to lower adjustments In 
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1986. Lfke the staff; they ‘attribute importance to the fact 
that the average increase in the wage bill at 20 percent will 
this year be no higher than was expected in the program. 

The authorities remain committed to a flexible exchange 
rate policy that will fully protect Ecuador’s competitiveness. in 
international markets as welL as stimulate import substitution. 
They are pleased with the increase in nontraditional exports 
over the period January-June, which has been substantially 
higher than a year earlier, 22 percent as against 4 percent 
over the same period in 1984. They also note that the parallel 
market rate has Pallen stgnificantLy during the period January- 
August 1985. For the moment, they are therefore satisfied with 
the level of the intervention rate. 

It is significant that practically all transactions have 
been shifted to the intervention market except a number of 
quantitatively min0.r exceptions. The forthcoming unification 
of the official and intervention markets will. remove the last 
except ions. The authorities also wish to draw attention to’ 
the significant measures of liberalization that have already 
been taken with respect to exchange restrictions, in particular 
the permission of profit remittances higher than foreseen by 
Decision 24 of the Andean Pact. In the trade field also, 
important liberalisation measures were taken in 1985 with the 
remval of the remaining import prohibitions and the advance 
fmport deposit requirement. 

My Ecuadoran authorities wish to emphasize that the Lo&me 
of arrears at mid-August 1984 represents the calculated net 
outstanding, after considering an extension granted by banks, 
while a bank loan to liquidate the arrears was obtained only 
recently. 

The authorities are pleased at the cooperation already 
.established and the plans for further operations with the 
World Bank. 

Mr. Jensen said that he agreed with Mr. Kafka. Ecuador had been 
adopting and successfully implementing broad’-based stabil.lzatbon programs 
vh ich , since mid-1983, had been supported by stand-by arrangements with the 
Fund. The present administration was working to strengthen the country’s 
external position, to reduce inflation, and to create the conditions for 
sustained economic growth. Those objectives were being achieved through 
the pursuit of a flexfble exchange rate policy together with contfnued 
implementation of appropriate fiscal and monetary poltcies. 

The recent adjustments on the domestfc front had been impressive, 
despite problems beyond the authorities’ control, Etr. Jensen commented. 
Due to a reduction in the export price of oCL, total publtc revenue as a 
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proportion of GDP was expected to’be about 3.3 percentage points lower 
than the initial projection, yet the authorities remained committed 
to having the public sector generate a surplus of 2.2 percent of GDP. 
Accordingly, the actual adjustment effort would be even greater in terms 
of GDP than had been envisaged under the program. Public sector expendi- 
tures would not increase by 2 percent of GDP as originally intended but , 
instead would be below the i984 level. Developments in the monetary ’ 
field also demonstrated the authorities’ continued commitment to sound 
financial policias, which had resulted in strong and steady growth and 
a recovery fn the demand for financial assets on the part of the general 
public. The introduction df more freely market-determined int$rest rates 
had been instrumental in that success. 

Ecuador’s external policies had also been consist’ent and ff nuly 
implemented, Mr. Jensen observed. ,Uniflcation of the exchange rate had 
been a key element of the stand-by arrangement, but it had appeared that ,, 
Ecuador, like many other countries, might face considerable difficulty in.- 
achieving such a sensitive objective by a particular date. Ecuador had 
proved the contrary: for all practical purposes, the measures taken on 
August 28 amounted to the unification of the exchange markets. It would 
be helpful to learn the weighted value.of the transactions in the balance 
of paymenti converted at the intervention rate and to know the extent of 
the resulting implicit additional depreciation. of the sucre. 

Ecuador was also demonstrating the importance of that foreign 
investment In achieving overall viability of the external accounts, 
Mr. Jensen indicated. He asked. whether recent data were available on 
the values of incremental foreign investment in particular areas. 

: As for the authorit fes’ external debt .strategy and management, 
Mr. Jensen c’ons idered , they had been pfoneers in the manner in which 
they had completed agreements with, both official and private creditors. 
In a major break from previous annual .exercises, they had successfully 
secured with official creditors the restructuring of maturfties cover- 
ing a consolida,tion period through ‘1987. They had arranged a multiyear . 
rescheduling arrangement with commercial banks through 1989 and 
$200 million In. new monies, which had been fully disbursed earlier in 

.. September. That agreement was also a positive innovation in that it 
was not tied to the second and third purchases from the Fund or to the 
completion of the review. Unnecessary delays in disbursements could thus 
be avoided. Fund management and staff had taken a, helpful stance fn 
encouraging some of the commercial banks to participate in .the multiyear,, 
rescheduling arrangement without linkage to the purchases from the Fund. 

.Some Executive Directors had expressed doubts at EBM/85/39 (3/11/85) 
about certain conditions concerning the actual and Future debt relief 
sought by Ecuador from different creditors, Mr. Jenien recalled. He 
hoped that recent discussions on the role’ of the Fund fn asslsttng 
members in their dealings with commercial. banks and afftcfal creditors 
had dfssipated some of those concerns fn order to retat n esscint La1 
flcxibflity for the Fund in such a crucial area. 



- 27 - ’ EBr1/85/146 - 9/20/G 

Mr. Rye noted that Ecuador’s: performance under the current stand-by 
arrangement might be described as generally satisfactory, with qualifica- 
t ions. All quantitative performance criteria relating to the second and 
third purchases had been observed. The broad program objective for ‘the 
year-a balance of payments in equi.libriu~-seemed well on the way to 
realization. Public finances had been strengthened enough to be in sur- 
plus for 1985, and monetary as well as credtt policies seemed sufficiently 
under control to be supportive of the balance of payments and of revised 
inflation targets. Ecuador’s failure to reach th.e original target for 
the rate of inflation of 20 percent had been disappointing; the decline 
currently expected-- from about 30 percent to 22 l/2 percent by the end 
of 198%.-was a modest object fve. 

At rhe time of the Board discussion of the stand-by arrangeme’nt, 
Mr. Rye recalled, he had said that the Ecuadoran authorities had under- 
taken bold steps toward adjustment in the context of. that country’s 
political and social system that augured well for the future and that 
having gone so far, the authorities ought to be able to move ahead more 
forcefully. The time had ind:ed come for Ecuador’s authorities to take 
the more forceful actions that the Board had considered necessary to 
adjustment: the unification of the exchange system, the lifting of 
trade and exchange restrictions, and the lowering of the rate of infla- 
tion. In that earlier discussion, Executive Directors had described the 
unification of the exchange system as a central or crucial element of 
Ecuador’s program. Unification had been seen as the necessary condition 
for Improving and then sustaining the country’s supply capabilities, 
particularly in the non-oil sector and the level of demand. Moreover, 
exchange rate unification had been expected tb take some of the edge off 
speculation on price movements. Those views had acquired added force. 
Half-measures and excessive gradualism had helped to nurture speculation 
and had contributed to the inadequate decline of the rate of inflation 
and .to uncertainty, not to mention exchange losses and inefficiencies in 
resource allocation. 

That Ecuador had moved much closer to the unification of the 
exchange system was therefore welcome, even though it gave rise to a 
question, Mr. Rye considered* The staff had noted that because of 
“certain transitional provisions, ” the Central Bank would continue to 
sell exchange at the official rate for certain transactions. The cryptic 
phrase “certain transitional .provisions” had been explained es reflecting 
“mainly legal obligations of the Central Bank ‘to, provide foreign exchange 
at the official rate.” The authorities had undertaken to move the offi- 
cial rate to the level of .the intervention ratk by October 21. He asked 
why that could not have been done before. Provided he received a satis- 
factory answer, he could support a waiver. However,. if the.uniFf.cation 
did not take, place by October 21, 1985, Ecuador should not be able to, 
make further purchases. . . 

/ 
Wage developments. were worrisome, Mr. Rye said. Although’ the 

recently granted 28.8 .percent increase in,the basic legal minimum wage 
on public sector outlays fell close to the original.ly envisaged 20 percent 
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rise because of delays in implementing it, its effect on wage formation 
could only be-negative. As a signal of government policy, it would 
certainly not have a favorable effect on inflationary pressures. Renewed 
efforts to reduce inflation should be undertaken, and they should be more 
decisive and more ambitious than had been-thought appropriate when the 
program had first been designed. 

,In hi’s comments on inflation’and interest rates, Mr. Kafka had 
been unquestionably right that the expected. rate of inflation, not the 
annualized rate, was the appropriate denominator for calculations of 
real interest rates, Mr. Rye remarked. There were always problems in 
assessing expected inflation rates, however. It was difficult to 
reconciie Mr. Kafka’s statement that “the 19 percent average annualized 
rate of inflation since March...is probably an overestimate rather than 
an underestimate of the expected inflation rate,” with the 24 percent 
rate of wage adjustment in 1985. It seemed inconceivable that Ecuadoran 
wor’kers were looking forward with confidence to growth in real incomes 
of more than S percent, especially in the light of the recent sluggish 
performance of the economy. 

\, Ecuador had achiesTed much in’recent months., particularly in ! 
reversing the financial situation of the public sector and in bringing 
the balance of payments into equilibrium, Mr. Rye concluded. Domestic 
financial Favi‘ngs beyond the program’s expe,ctations had been realized, 
partly through some flexibility in interest rate policy, which’could be 
even bolder, and partly through a positive response by the private sector 
to the exchange rate. actions taken to date. The authorities were to be _, 
commended for their success in concluding multiyear rescheduling arrange- 
ments for their commercial and official external debt. Howave r , restraint 
ilr the public sector’s net use of externalcredit, as well as sound 
financial and exchange rate policies, had to remain the major guidelines 
in Ecuador’s debt management. .- , 

Mr. de la Herrdn recalled that when Ecuador’s economy had begun 
to deteriorate recently, the new Government had been courageous enough 
to reinstitute’ policies that had been introduced in 1982. The net result 
was that they had observed all performance criteria under the current 
stand-by arrangement and many of the goals had been achieved with 
considerable margins. 

Although Ecuador’s fiscal position was quite comfortable and was. 
expected to show a surplus in 1985, maintaining that posit ion would 
require strict control of expenditures, Mr. de la Herrdn said. As 
with most economic activities in. Ecuador, fiscal developments were 
affected greatly by oil .price fluctuations, and projections should thus 
be made with great caution. Serious departures from targets could occur 
becauselof unexpected changes in oil prices that were beyond the authori- 
ties’ control. For example, a decline of 2.9 percent of GDP in petroleum 
revenue represented a reduction of nearly 20 pe’rcent .and could lead to 
important changes in the fiscal stance. 
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As Mr . Kafka had pointed out in his statement, the Fiscal surplus 
expected for 1985 reflected a great effort by the authorities, 
Mr. de la Herrsn noted. Heavy dependence on oil exports required the 
utmost flexibility on the expenditure side in order to accommodate any 
sudden drcps in public revenue. He shared the staff’s concern about 
public sector wage policy; The authorities should perhaps maintain a 
more cautious stance since inElation was not yet under control, and 
current expenditures seemed to be rigid in the short run. 

The eEEects of downward shiEts in oil prices were even more acute 
for the balance of payments, Mr. de la Herrdn continued. Despite recent 
increases in nontraditional exports, petroleum exports still accounted for 
more than twice the rest of the export value in U.S. dollars. Efforts 
should be directed at achieving a solid external position based on a 
higher degree of competitiveness, appropriate external debt management, 
and, above all, a more transparent exchange rate and exchange system. 
The new loan of $200 million that had been agreed finally would alleviate 
substantially the problem of arrears. 

The unification of the exchange system was recoghized as a key 
feature of the program, and the agreement to Eix October 21 .as the date 
for unification was a positive action, Mr. de la Herr% considered. 
Albeit late in coming, the recent measures taken in that respect were 
welcome and would prepare the way for complete unification. The few 
transactions still carried out at the official rate should not be a 
major obstacle. 

Mr. Leonard noted that Ecuador had made important progress in rcduc- 
ing its internal and external imbalances during the past two years and 
had continued to do so in 1985. Despite a reduction in world petroleum 
prices, the public sector was still expected to show a surplus exceeding 
2 percent of GDP, while the overall balance of payments was expected to 

( be roughly in equilibrium; those were important and positive signs. 
The authorities were to be commended for having met all the quantitative 
performance criteria under the program, 

Because the unification of the official and intervention exchange 
markets, which was already virtually complete, would be fully completed 
beEore the end of October, the proposed waiver was justifiable, Mr. Leonard 
said. He was slightly troubled, however, by the statement in the staff 
report that Ecuador would not make purchases after October 21 while the 
official rate’ and the rate prevailing in the intervention market did not 
coincide. If the implication was that there was some possibility of slip- 
page in the uniEication process, the question was how much signiEicance 
the staff ;rttached to the Zcuacioran undertaking in that respect. 

There was no room for complacency in policy implementation, 
Mr. Leonard stated. In the current environment of a weakening inter- 
national petroleum market, Ecuado -‘s heavy dependence on the oil sector 
posed a number of risks, both at present and in the medium term. If their 
hard-won gains were not to be Lost, the authortties would have to stand 
ready to take any additional measures demanded by the circumstances--as 
they themselves recognized. 
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The authorities had already made efforts to offset the cf feet of 
iower oil revenues on the fiscal situation and should be prepared to 
take further steps as required, Mr. Leonard noted. Expenditures must be 
firmly controlled. The effort to limit public sector wage increases in 
conformity with earlier projections was welcome; nonetheless, the 1985 
award , while restrkcting the average increase in wages to no more than 
the 20 percent programmed for 1985, would have a substantial carryover 

‘effect into 1986. As a result, the actual increases that could be given 
in 1986 would have to be correspondingly curtailed to preserve fiscal 
balance and keep inflationary trends in check. Cuts in investment 
outlays--which had already been made --were the easiest means of limiting 
expenditures in the shott term; however, they could not be repeated for’ 
long without impairing the country’s development plans. Therefore, more 
lasting cuts in current outlays should be sought. 

The vulnerability of the budget to changes in petroleum revenues 
had been demonstrated in 1985, reinforcing the need for diversif$cation 
of the tax base, Mr; Leonard stated. The authorities had made welcome 
progress, in the assessment of foreign trade taxes through better valua- 

_ tion procedures. They had also reduced revenue earmarking by ensuring 
that the increase in oil revenue resulting from the shifting of oil 
exports to the intervention market was transferred fully to the budget. 
Nonetheless, earmarking was an unnecessary impediment to achieving the 
fiscal targets, and the authorities should move even more expeditiously 
in dismantling the existing remnants of the system. 

Inflation was one aspect of Ecuador’s recent performance that 
merited more eniphasis in the staff report, Mr. Leonard suggested. 
Performance in 1985 had been poor, with the 12-month rate accelerating 
to 30 percent in January and remaining at that rate through June. The 
current position was not entirely clear. In his statement, Mr. Kafka 
had mentioned an annualized rate of inflation of 19 percent since March, 
whereas the staff had reported that the year-on-year figure in August 
had slipped just below 29 percent. Both figures might be correct, but 
further clarification would be useful. In any case, the rat& of infla- 
tion was still too high. Although the authorities had pointed to bad 
weather as a cause of the deterioration and the staff had emphasizcd the 
need for a restrictive wage policy to achieve a significant reduction in 
inflation in 1986, more might have been said about monetary developments 
and their impact on prices. For example, the staff report had stated 
that I%? had grown by 53 percent, or some 18 percent in real terms, 
during the 12-month period ended May 1985 and that it was expected to 
grow by a further 42 percent in 1985. To the extent that that reprc- 
sented increased savings, it would be likely, on balance, to have a 
counterinflationary effect. However, if Ml, like other monetary 
aggregates, was growing rapidly, it was difficult to see how stricter 
control of wage policy alone. could help to moderate the inflationary 
trend, even if the public sector was making net deposits with the 
ceritral bank. 
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The staff’s detailed discussion of monetary policy left as many 
questions as it gave answers, Mr. Leonard considered. The more defini- 
tive staff appraisal made it clear that the exchange rate actions and 
increase in interest rates had been largely- responsible for the growth 
in savings. It would be interesting to Learn to what degree that had 
resulted from a shift from parallel market activity into activities or 
instruments that the authorities could influence more directly. : 

.- The authorities should manage the flexible exchange rate policy in 
a fashion that would not only maintain Ecuador’s competitive position 
but also ehcourage the growth of nonpetroleum exports by reversing the 
loss of competitiveness experienced since 1981, Mr. Leonard indicated. 
Nonpetroleum exports in 1985 were projected at virtually the same dollar 
amount as in 1982, which suggested that more should he done to improve 
competitiveness, if developments in the external account were not to be 
a source of further weakness. Indeed, in the medium-term scenario non-. 
petroleum exports were projected to rise only marginally by 1990 from 
32 percent to 33 percent of total exports. More ought to be done to 
reduce Ecuador’s heavy dependence on oil. The authorities should also 
move ahead with their planned reduction and simplification of import 
tariffs. 

The proposed revisions of foreign investment regulations were a 
positive step that should help reduce Ecuador’s reliance upon debt- 
creating flows, Mr. Leonard concluded. 

Mr. Templeman commended the Ecuadoran authorities for their good 
performance to date under the stand-by arrangement approved in March 1985. 
All quantitative performance criteria had been met, real economic growth 
continued at a modest pace, the cur’rent account deficit of the balance of 
payments remained fairly small, the public sector was expected to show a 
small surplus in 1985, and progrkss was being made on the liberalization 
of trade and foreign investment. There was still room for improvement, 
however, with regard to inflation. !-loreover, the medium-term balance of 
payments and debt sttuati,ons remained vulnerable, particularly to a drop 
in oil prices. 

Nevertheless, it seemed as if the authorities either had not fully 
understood the implications of measures that they had promised to take in 
a number of areas or they later had changed their minds about the precise’ 
way to go about it, Mr. Templernan said. The subsequent need for waivers 
or correc,tive measures and the resulting delays in purchases under the 
stand-by arrangement had tended to undermine the authorities’ credibility. 
The most important example was the failure to ,implem,ent the exchange rate 
unification on schedule; with the resulting delays in disbursement of the 
second and third purchases. His authorities could concur reluctantly 
with the waiver relating to the, failure to unify the exchange markets on 
schedule and with approval of completion of the midterm review so that 
the second and third drawings cou’ld be made; the unif icat fan was largely 
in effect, and the disbursement of the next purchase would be made contin- 
gent on the implementation of full uniFication no letter than October 21. 
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He noted that the proposed decision would approve until the end of the 
stand-by period the multiple currency practice caused by the incomplete 
unification; he would have preferred to grant that ap,proval only until 
October 21, after which, approval would no longer have been necessary, 

Further comment from the staff or from Mr. Kafka concerning the 
adequacy of the exctiange rate and the policy intent of the authorities 
would be helpful, Mr. Templeman said. The. staff report mentioned that 
despite some real effective depreciation of the sucre, the rate had still 
not ful1y offset the loss of competitiveness experienced over several 
years through 1981. 

The exchange rate could be an Important tool over the medium term 
in achieving a sustainable balance of payments and foreign debt position, 
Mr. Templeman said. The staff report had indicated that balance of 
payments developments were essentially on track for 1985, despite the 

.downward slide in oil prices, and that if good policies were maintained, 
the external balance should remain viable through the 1980s. However, 
the staff had also pointed out that larger debt repayments would begin 
falling due in the 1990s as the effects of recent debt restructuring 
subs ided. Ecuador had already benefited from nearly $5 billion in debt 
relief over 1982-85, including the first official multiyear rescheduling 
arrangement. He noted the ,terms of the agreement reached with the Paris 
Club, under which Ecuador was to have with the Fund either a continued 
stand-by arrangement or enhanced surveillance under a comprehensive and 
satisfactory economic program, including quantitative and quarterly 
targets and limits. The medium-term scenar.io contemplated only a modest 
rate of economic growth, averaging 2 3/4 percent over the period 1986-89 
and a rather small international reserve buildup to one and one-half 
months of imports. The ratio of debt to GDP would be about 47 percent 
in 1990 and the debt service ratio about 40 percent. Clearly, policies 
affecting the balance of payments and foreign debt management must remain 
very cautious. 

In respect of the liberalization of trade and fbrefgn investment, 
the authorities were wisely planning to reduce the minimum financing 
requirement further and to eliminate the barter requirement soon, 
Mr. Templeman observed. A specific timetable would be helpful For those 
I terns. The plans under the tariff reform to lower maximum rates and 
reduce the dispersion of rates’, as well as the steps being taken to 
modify regulations governing foreign fnvestment, were welcome, as was 
the cooperation of the World Bank in the lfberalizatfon effort. 

.The increase in interest rate ceilings fate in 1984 and the growth 
of sales of certlfir:ates of deposit by the banks at market rates seemed 
to have had a favorable effect on private financial savings* Mr. Templeman 
remarked. The ratio of gross national savings to GDP in 1985 was expected 
to rise to more than 20 percent, compared with the original forecast of 
14.5 percent. More realistic interest rates seemed to he havtng a favor- 
able effect on short-term international capital flows. However, despf te 
the ach!evement of positive real rates for some monetary instruments, 
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the authorities still needed to follow a Elexible policy with regard to 
adjustments in controlled interest rates and with regard to the movement 
toward more market-determined rates. 

The original target of. a surplus in public sector operations 
of nearly 3 l/2 percent was apparently not likely to be achieved, 
.Mr . Te,mpleman noted. A smaller .surplus of about 2 l/4 percent was more 
likely, with the shortfall in oil revenues accounting for most of the 
less favorable outturn. Under the circumstances, the revenue situation 
should be closely monitored along with spending so that any necessary 
fiscal adjustments could be made. The authorities also needed to tackle 
the problem of inelasticity in non-oil revenues and to achieve further 
progress in reducing revenue earmarking. 

’ 

‘i’he Ecuadoran performance in the wages and prices area gave some 
cause for concern, Mr. Templeman added. For political reasons, wage 
restraint was understandably difficult to achieve, although the author- 
iities’ determination to deal with the problem was evident from the 
presidential veto of the original proposal to raise the basic minimum 
salary by over 50 percent. However, the compromise settlement, at 
nearly 29 percent against the overall wage target of 20 percent, was 

I disappointing. The authorities needed to educate the public to the 
danger that large nominal wage increases might well lead to small or 
nega t ive real increases. The continued pressures for large nominal wage 
increases might explain why the rate of inflation seemed to be stuck at 
the 20-25 percent level. He inquired whether the forecast ‘of a rise of 
the consumer price index of only 22 l/2 percent was still realistic for 
1985. 

Ecuador’s economic performance under the current stand-by arrange- 
ment had been quite good to date, Mr. Templeman concluded,‘despite a 
number of weaknesses, vulnerabilities, and slippages. The authorities 
should continue to pursue their economic adjustment ,and reform efforts 
with determination.’ I 

+. Grosche observed that Ecuador was the first country for which 
official credi tars had granted a mult iyear rescheduling arrangement. The 
pursuit of sound economic policies was thus very important not only for 
ensuring that all relevant provisions under both the private and .ofEicial 
multiyear rescheduling arrangements could be fully implemented but even 
more so for providing a positive signal to the markets that multiyear 
rescheduling arrangements would in fact assist countries to resume normal 
financial market relations; It was therefore.reassuring to note that the 
current stand-by arrangement’ was largely on track and that economic 
performance had been broadly satisfactory. 

Also encouraging was the fact that the authorities had made some 
progress in addressing the structural weaknesses of the economy, 
Mr. Grosche indicated. The marked improvement in the private capital 
account in 1984 and 1985 was particularly impressive. The po lictes 
pursued so Ear had led to a--return oE confidence and had induced a 
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reversal of earlier capital outflows. The authorities were implement lng 
measures designed to attract foreign investments that should help to 
strengthen Ecuador’s medium- and long-term prospects. 

Less satisfactory developments included the disappointing price 
performance and the large increase in.minimum wages, Mr. Grosche said. 
The most worrisome development, which would affect the medium- and Iong- 
term prospects of the economy, was the current and prospective further 
weakening of the price of oil, Ecuador’s main export commodf ty. Despite 
the encouraging improvements in the performance of ,the nonpetroleum 

r sector, it was clear that Ecuador continued to rely heavily on oil for 
export as well as for budgetary revenues* The staff report had included 
downward revisions in the economic projections because of the lower oil 
prices; however, recent developments~ raised doubts about’ whether, those 
revisions had been sufficient. Financing gaps might occur even earlier . 
than forecast; hence, the authorities should be prepared to adopt 
corrective measures, if necessary, It would helpful to know whether 
the authorities had prepared a set of contingency plans; the staff’s 
assessment of the effects of the very recent oil market developments on 
Ecuador’s future prospects would also be useful, 

It was disappointing that the authorities had not fully complied 
with one of the obligations under the arrangement--unification of 
exchange rates-- which was a key feature of the program, Mr. Grosche 
stated. Given Ecuador’s overall satisfactory progress, however, and 
the fact that the unification should be completed by October 21, he could 
support the. proposed waiver so that Ecuador could make the purchase it 
had not been entitled to in May. 

. 
Mr. Murakaml indicated that Ecuador had made substantial progress id 

reducing both domestic and external imbalances during the past two and a 
half years under the previous and the present stand-by arrangements. 

The overall balance of payments had been favorable during the first 
half of 1985, Mr. Murakami observed. In spite of the revised current 
account deficit that was larger than originally envisaged, the original 
target of an overall balance of payments equilibrium for 1985. was still 
expected to be achieved. However, the 12-month rate of inflation had 
accelerated in early 1985 and had remained at around 30 percent through- 
out the first 7 months of the year. The rise was due partly to bad 
weather and its adverse effects on food production, and recent informa- 
tion indicated that prices had risen by only 0.2 percent in August, but 
it was still worrisome, under the circumstances, to know that the author 
ities had granted a minimum wage increase in excess of the program’s 
target. 

The recen’t weakening’ of oil prices would have an impact on public 
sector revenue and the external current account position, Mr. Murakami 
noted. Future developments in those areas thus should be carefully 
monitored. 



-y 35 - EBM/85/146 - 9/2W85 

Reflecting the authorities’ adoption of strong revenue and expendi- 
ture measures, the financial position .:f the public sector had improved 
substantially in the past two years, Mr. Eturakami said. However, even 
during the period 1983-84, nonpetroleum revenue had continued to perform 
poorly. The decline in economic activity in 1983 had adversely affected 
the tax revenue from income and profits ‘in that year, but there had been 
a growing incidence of tax evasion. In view of the large uncertainties 
with regard to the future movements of petroleum revenues, the non- 
petroleum revenue base should be further strengthened. Dismantling the 
practice of earmarking petroleum revenue would increase the margin of 
flexibility of the authorities in fiscal policy and might help them to 
promote expenditure restr&int more effectively. 

The recent strong growth of domestic savings was due mainly to the 
introduction of new certificates of deposit- with interest rates deter- 
mined freely in the market, demonstrating the importance of interest 
races in mobilizing domestic savings, Mr. Nurakami remarked. The 
authorities should thus consider making other adjustments in controlled 
Interest rates, which had remained negative in real terms. 

The measures taken during the preceding month to unify the exchange 
races were welcome, and the unification of the exchange rate markets 
should be completed without delay, Mr. Murakami added. The pursuit of 
a flexible exchange rate policy in the unified market was even more 
important, and it was encouraging to know that the authorities intended 
to implement such a policy by October 21. 

The multiyear rescheduling arrangements between Ecuador and its 
commercial and official creditors would significantly reduce its debt 
service burden throughout the. remainder of the 198Os, Mr. Murakami 
concluded. The authorities should take advantage of the breathing 
spell offered by the rescheduling to maintain and strengthen their 
adjustment effort so t’hat the country could obtain necessary financing 
on a voluntary basis after 1990, when a large financing gap was expected 
to re-emerge. In that context, great importance should be attached to 
the role of the Fund in Its enhanced surveillance procedure. 

Mr.. Nimatallah said that Ecuador * s economy had improved considerably 
in the context of the present stand-by arrangement, with the Fund. The 
overall balance of payments had moved into equilibrium, and all the 
program’s quantttative cricerfa had been met. However , Ecuador ’ s economy 
remained highly vulnerable to developments in the oil market. In 1985, 
oil revenues were projected to account for one half of budgetary revenues 
and for more than two’ thirds of merchandise exports. Given the present 
uncertafnties in the of1 market, Ecuador’s large debt obligations, and 
its Long-standing structural ‘weaknesses, the authoritfes should intensify 
their adjustment efforts, aiming ultimately to diversify the economy and 
reduce its dependence on oil. / 
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Despite the noticeable improvements in the overall position and 
in public finances, a number of structural measures were still needed 
to strengthen public finances further, Mr’. Nfmatallah advised. The 
authorities could Increase nonpetroleum revenues as a proportion of GDP 
by strengthening tax collect ion’ procedures , particularly to reduce eva- 
sion of income and corporate taxes. The system of revenue earmarking 
appeared to be more of a hindrance than a help, as it severely reduced 
the flexibility of fiscal policy. The authorities should abandon the 
system. Such measures would help control expenditures and would enable 
the authorities to Implement addf tional adjustment measures as necessary. 

The increase in public outlays on salaries was within programmed 
projections, Mr. Nimatallah noted. The authorities had tried to~.limit 
the ‘size of the wage settlement. Nevertheless, the increase in .the basic 
minimum wage, although. at a rate 30 percent less than the Inflation rate 
of 1984, was disappointing because it did not help to achieve the desired 
reduction inthe rate of inflation to 20 percent or below. Further wage 
increases should be more supportive of the effort to control inflation. 

ALthough it was regrettable that the unification of the exchange 
markets had not yet been completed, it was encouraging to note that the 
authorities had promised to complete the unification by October 21, 
Mr. NimatalLah stated. He would support granting a waiver, to enable 
Ecuador to make drawings, but he hoped that no further waivers would be 
needed. The authorities’ intention to manage the exchange rate flexibly 
would help restore and strengthen Ecuador’s external competitiveness. 

Mr. Clark remarked that Ecuador had made particular progress in 
improving its fiscal position and reducing the current account deficit, 
but he echoed the concern of earlier speakers about Ecuador’s delay in 
unifying Its exchange markets. 

The improvement in the’ financiai position of the public sector 
was welcome, Mr. Clark added. Despite the upward revisions. for 1984 and 
1985, the overall public sector balance was still expected to move into 
surplus from a deficit of nearly 7, percent in 1982. The deterioration 
in the revenue projections for 1985 did, however, reinforce the need to 
secure firm control over public expenditure, keeping it tithin the 
program limits. The share of capital expenditure in total expenditure 
had fallen from about 24 percent in 1982 to just over 17 percent in 1984, 
and the authoritfes should cry to shift the areas in which cuts were made 
so as to arrest that decline. In. that context, the system of revenue 
earmarking seemed to make the reallocation of expenditure more difficult 
and hence the system ought to be dismantled. 

The authorities had taken recent if somewhat belated and incompLete , 
measures toward unification of the exchange market and were committed to 
mov& the official rate to -the intervent fon rate by October 21, Mr. Clark 
noted. The authorities would need to maintafn the level of cdmpetftive- 
ness thereafter by adopting a flexible exchange rate policy. 
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The large increase fn minimum wages that had been granted in March 
had contributed to a hfgher.rate of inflation in 1985 than expected, 
Mr. Clark noted. It was important for the authorities to grant a signif- 
icantly lower increase in 1986. 

The restoration of Ecuador’s external viability depended on the 
maintenance and strengthening of private capital inflows, Mt. Clark 
considered, highlighting the need for the authorities to sustatn confi- 
dence in their policies. An adjustment of the interest rates that were 
currently controlled and further steps to tncrease the role of market 
forces in setting interest rates would be essential. 

The situation facing the authorities was likely to remain difficult 
even without a further sharp fall in oil prices, Mr. Clark predicted. 
The staff’s medlunrterm projections showed substantial financing gaps 
in the late 1980s. The level of reserves also remained low and was 
projected to rise to only one and a half month’s imports by 1990. Firm 
adjustment measures should continue if a buildup of reserves was to be 
achieved without further Fund support. 

Mr. Tornetta considered that a moderately positive assessment could 
be made of Ecuador’s performance so far under the stand-by arrangement. 
Sizable progress was in prospect on the fiscal front, as government 
finances were expected to pass from an overall deficit equal to 0.4 per- 
cent of GDP in 1984 to a surplus equal to 2.2 percent of GDP in 1985. 
Despite the observance of the quantitative performance criteria, Ecuador’s 
fiscal performance would not be as positive as had been foreseen in the 
original’program, partly due to circumstances beyond the authorities’ 
control. Balance of payments developments had also been satisfactory. 
The authorities had not been able to realize their commitments, however, 
in important areas such as exchange rate policy and wage policy. The 
rate of inflation had remailned at relatively high levels; although it 
had not tended to decrease during the program period, he noted from 
Mr. Kafka’s statement that it might have begun to decrease io the past 
few months. 

The fiscal problems appeared to be related to rigidities on the 
revenue side, Mr. Tornetta suggested. Lower than expected revenues from 
the petroleum sector, which still accounted for more than half of total 
government revenues, had been partly responsible for the likely short- 
coming i R the fiscal position. The recent weaknesses in the oil market 
and the uncertainties surrounding future price developments suggested 
the need for a more flexible recourse to alternative revenue sources. 
However, nonpetroleum revenues had foilowed a decreasing trend in past 
years; although the staff and the authoritfes seemed to hold different 
opinions about the performance of nonpetroleum revenues, it was clear 
that the responsfveness of that source of revenue remained less than 
satisfactory. Consideration should also be given to the composition of 
expenditures because adjustment had relied too heavily in the past on 
the curtailment of capftal expenditures. 
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The growth of monetary aggregates had been particularly steep; 
durCng the year ended in May 1985, money had increased by 53 percent and 
quasi-money by l34 percent, Mr. Tornetta commented. Liquidity increases 
had been very high in real terms as inflation during the period had 
reached 29 percent. Liquidity creation had been fostered by larger 
than expected capital inflows as well as by shifts in th.e portfolios 
of private investors from assets that had not been included in monetary 
aggregates to assets pertaining t.o the banking system. The latter 
development had been favored by the issuance of certificates of deposit 
and by better yields on bank-related assets. It would be interesting to 
know from the staff in what part liquidity creation might be attributed 
to those tun causes in order to assess the different effects on velocity. 
While increases stemming from capital inflows pointed to an effective 
lfquiditp creation, those deriving from changes in portfolio preferences 
away from assets not included in certain monetary aggregates were partly 
of a statistical nature. The latter increases, if permanent, could cause 
a structural decrease in velocity. Dealing briefly with the causes 
underlying price developments, the staff and had attributed inflation 
to exchange rate factors and the impact of a drought on food prices; 
but monetary developments might have also had an important role in 
fuelfng price increases. Tighter control of liquidity creation seemed 
warranted to avoid undesirable consequences on inflation and on the 
external posltion. 

Even though important progress had been achieved toward the exchange 
I market unification, through the shift of a growing amount of transactions 

from the official market ‘to the intervention market, that unificatfon 
had been slow and incomplete, Mr. Tornetta noted. Delays did not seem 
related to external or unforeseen events. Because the reasons for 
granting a waiver in such circumstances were not clear, further clari- 
fications from the staff would be appreciated. However, in vfew of 
recent developments and of the reassurances provided by the authorities, ’ 
he would be willing to go along with the request for a waiver and to 
support the proposed decision. r 

Ecuador intended to ask for a new stand-by arrangement at the 
expiration of the current one and for enhanced surveillance procedures 
thereafter, Hr. Tornetta remarked. The country’s record of adjustment 
under Fund programs would certainly be an important element in the 
consideration of its requcs-t for enhanced survefllanee. Therefore, 
the authorities should persevere in their adjustment efforts. 

The Executive Dtrectors agreed to resume their discussion in the 
afternoon. 
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DECISIONS TAKEN SINCE PREVIOUS BOARD MEETING 

The following decisions were adopted by the Executive Board without 
meeting in the period between EBM/8S/145 (g/18/85) and EBM/85/146 (9/20/&S). 

3. IVORY COAST - TECRNICAL ASSISTANCE 

In response to a request from the Ivorian authorities for 
technical assistance In the fiscal field, the Executive Board 
approves the proposal set forth in EBD/85/243 (g/16/85). 

Adopted September 19, 1985 

4. EXECUTIVE BOARD TRAVEL 

Travel by Executive Directors as see forth in EBAP/85/243 (g/18/85) 
and by an Assistant to Executive Director as set forth in EBAP/85/242 
(g/17/85) is approved. 

APPROVED: June 2, 1986 

LEO VAN HOUTVEN 
Secretary 


