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EXECUTIVE SUMMARY

° After tighter demand management policy enabled the country to weather the low
oil prices in 1998-99, higher prices in 2000 and the first half of 2001, coupled with
cautious financial policies, led to sharp improvements in the fiscal and external positions.
However, growth remained sluggish in the nonhydrocarbon sector in 2000, but is expected
to pick up in 2001 owing to (a) a return to normal weather conditions; (b) higher civil
service wages; and (c) an increase in government’s capital expenditures. The inflation rate,
which fell to 0.3 percent in 2000, is expected to climb to 3 percent in 2001.

. The combination of high oil revenues and increased political and social tensions led
the authorities to announce, in the spring of 2001, a 2001-04 recovery plan involving a
substantial boost to aggregate demand.

. Implementation of market-oriented reforms was slow in 2000 and early 2001. Two
laws were adopted to liberalize the telecommunications and mining sectors. The
restructuring of the balance sheets of government-owned banks progressed but is not yet
complete. The public assets in the steel-making industry were transferred to a company
which is majority-owned by a foreign investor, and a mobile telephone license was sold to
a foreign investor. The maximum rate in the customs tariff was reduced from 45 percent
to 40 percent, and a temporary additional duty replaced the minimum duty values. In
addition, the central bank law was amended with, inter alia, the elimination of fixed-term
mandates for the governor and vice-governors.

o The authorities aim at addressing the issues of slow growth, high unemployment,
and insufficient diversification of exports through (a) the recovery plan for 2001-04; and
(b) the continuation of structural reforms. They see this recovery plan as a complement to
structural reforms that will ensure an initial acceleration of growth until private investment
is better able to contribute to sustained growth. They intend to proceed with

(a) privatization and restructuring of state-owned enterprises—for which considerable
preparatory work has already been done; (b) the reform of the financial sector; (c) a
comprehensive customs tariff reform; and (d) the liberalization of the hydrocarbon sector.

. The staff shares the goals and thrust of the authorities’ economic agenda. While
recognizing that an easing of the fiscal stance is appropriate in the present context, it
stresses that this easing cannot be expected to yield a permanent increase in growth and
that the recovery plan’s implementation should be tailored in the coming years to Algeria’s
financial situation. The staff urges the authorities to combine this fiscal stimulus with an
acceleration of ongoing structural reforms, in particular with (a) the adoption of measures
aimed at intensifying competition, of which trade and tariff reform is an essential
component; and (b) the strengthening of the financial system, which requires restructuring
of the loss-making nonfinancial enterprises and the balance sheets of the state-owned
banks. It also recommends a substantial strengthening of the statistical system and
improvements in governance, including at the local and regional levels.



L. INTRODUCTION

1. Algeria established a strong record of policy implementation under the four
years of stand-by and extended arrangements from 1994 to 1998." Both arrangements
were fully implemented, with Algeria broadly attaining its stabilization objectives as mentioned
below. On May 26, 1999, the Executive Board approved Algeria’s request for a

SDR 223.5 million purchase under the Compensatory and Contingency Financing Facility
(CCFF). Algeria’s obligations to the Fund under the General Resources Account amounted to
101.2 percent of its quota at the end of June 2001 (Appendix I). Its payment history to the
Fund is excellent with a record of timely payments. In September 1997, it accepted the
obligations of Article VIII Sections 2, 3, and 4. Algeria maintains an exchange system that is
free of restrictions on the making of payments and transfers for current international
transactions. Algeria is on the standard 12-month consultation cycle.

2. The 2000 Article IV consultation was concluded on July 7, 2000. Executive
Directors praised the Algerian authorities’ macroeconomic management in 1998-99 and
encouraged them to continue targeting a strong fiscal position over the medium term.
Directors also supported the new government’s reform program announced in early 2000.
However, they stressed the need for further trade liberalization and early implementation of
key reforms such as (a) banking reform; (b) restructuring and privatization of public sector
companies; and (c) liberalization of the energy and telecommunications sectors.

3. While the security situation had tended to improve over the past two years, the
social and political situation has recently deteriorated. The improvement in 1999-2000
was primarily due to President Bouteflika’s peace initiative (Civil Concord) in 1999.
However, incidents of violence concentrated in a limited number of regions have persisted.
Moreover, in the spring of 2001, political and cultural tensions erupted and spread from the
Berber-speaking region of Kabylia to other parts of the country.

4. In August 2000, Prime Minister Benbitour resigned and was replaced by Prime
Minister Benflis. In May 2001, the government’s reshuffling involved significant changes in
the composition of the economic team.

5. Algeria’s relations with the World Bank currently focus on technical assistance
and project implementation. The World Bank has approved only limited new lending to
Algeria in 2000, with disbursement under the existing loan portfolio being very slow
(Appendix II).

6. Persistent data weaknesses in major areas hamper the monitoring of economic
conditions and formulation of economic policies.

! The extended arrangement expired in May 1998.



. RECENT ECONOMIC DEVELOPMENTS

7. Algeria made commendable progress toward the restoration of macroeconomic
balances and achieved extensive liberalization of the economy between 1994 and 1998.
Growth, which was negative on average during the 1990-94

period, resumed afterward; inflation, which was in the Chart 1. Algeria: Real GDP Growth
double-digit range during the first half of the 1990s, dropped and Inflation, 19902000
markedly; and the balance of payments position

strengthened substantially (Chart 1). Many market- 6!

oriented structural reforms were implemented; relative 40 Redl GIP growth

prices were realigned; numerous external trade and 20!

payment restrictions were abolished; and the

restructuring of inefficient public enterprises was 09

initiated.” 20

8. Macroeconomic management was
appropriate in the context of falling oil prices in
1998-99. Faced with a negative impact on the fiscal
and balance of payments positions, the authorities
tightened demand management. Coupled with a
turnaround in oil prices in the course of 1999, this step
resulted in a sizable reduction in the fiscal deficit and in
a virtual stabilization of foreign exchange reserves. At
the same time, inflation continued to fall. However,
economic activity decelerated in 1999, mainly due to
adverse weather conditions and continued structural
deficiencies, particularly in the public sector.

9. Because of the large size of the hydrocarbon
sector, fluctuations in oil and gas prices continue to
have a major impact on the overall financial
situation. In 2000, high hydrocarbon prices, coupled
with cautious financial policies, led to further
improvements in the fiscal and external positions, with
in particular a substantial accumulation of foreign
exchange reserves (Chart 2).

Source: Algerian authoritics.

2 See Occasional Paper 165 “Algeria: Stabilization and Transition to the Market” by
K. Nashashibi, P. Alonso-Gamo, S. Bazzoni, A. Féler, N. Laframboise, and S. Paris Horvitz
for details on the macroeconomic and structural developments in 1994-98.



Chart 2. Algeria: Selected Economic and Financial Indicators, 1995-2001
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A. Activity and Inflation

10.  Despite a dynamic hydrocarbon sector, GDP growth was modest in 2000

(Table 1). Hydrocarbon production increased by about 5 percent in 2000, compared to

6.2 percent in 1999. The increases in Algeria’s OPEC quota boosted crude oil production,
while natural gas production continued to expand significantly. However, overall GDP growth
was limited (2.4 percent in 2000) and lower than in 1999 (3.2 percent).

11.  Growth remained sluggish in nonhydrocarbon sectors in 2000. Agricultural
production was once again affected by unfavorable climatic conditions, with cereal production
cut in half mainly owing to a severe drought. Industrial production recorded a slight increase
(about 1 percent), entirely because of the dynamism of the private sector (Box 1). On the
whole, growth in nonhydrocarbon sectors (1.5 percent compared to 2.2 percent in 1999) was
too weak to have had much of an effect on unemployment, currently estimated at about

30 percent of the labor force.’ Preliminary data on the first quarter of 2001 point to a
continued decline in the production of the public industrial sector.

12.  Disinflation continued in 2000. The average increase in the consumer price index
(CPI) was 0.3 percent in 2000, after 2.6 percent in the previous year. As in 1999, disinflation
was driven by food prices, which decreased on average by 0.8 percent in 2000.* However,
core inflation, defined as the year-on-year increase in nonfood prices, recorded a trend
increase in the course of 2000 and in early 2001, and exceeded 3 percent in the spring of 2001
(Chart 3).

B. Fiscal Policy

13.  With the surge in oil prices, and to a lesser extent the depreciation of the dinar
against the U.S. dollar, hydrocarbon revenue reached 30.2 percent of GDP in 2000
compared to 18.5 percent in 1999. Nonhydrocarbon tax revenue also recovered from its
particularly low 1999 level to reach 14.7 percent of nonhydrocarbon GDP, compared to
13.8 percent in 1999, but still fell short of the amount budgeted in the 2000 supplementary
budget law.

* Official figures may overestimate the extent of unemployment because of the importance of
informal sector employment. The labor force is estimated to be growing by about

3-3.5 percent per year. Therefore, 260,000-300,000 new jobs per year need to be created just
to stabilize unemployment.

* The drought had a negative impact mostly on cereal production; however, this had no impact
on the CPI as cereal prices are supported at the production level.



Box 1. Algeria: Private Sector Development

As a result of liberalization measures adopted in the context of Fund-supported programs, the
private sector has developed rapidly over the last few years becoming a major force in
Algeria’s economy. As shown in the table below, the private sector’s share has increased in all
sectors since the mid-1990s (except for hydrocarbon-related construction, which remains 100
percent public). It now represents more than 50 percent of total commercial value added, and
about three-quarters of nonhydrocarbon value added. In addition to the oil sector and
hydrocarbon-related construction, the public sector remains the main player in industry (about
66 percent of value added in 1999, down from about 83 percent in 1994). But even there, the
private sector is developing rapidly' (about 6-8 percent per year in real terms) while the public
sector share is continuously declining. Implementation of the government’s privatization
program should accelerate the increase in the private sector’s share in industrial production.
Private banks are also developing rapidly, which should help facilitate the financing of the
private sector.

Share of the Private Sector in Value Added

(In percent of total value added in each sector)

1994 1999
Agriculture 99.1 99.6
Hydrocarbons 04 5.0
Hydrocarbon-related construction 0.0 0.0
Industry (excluding hydrocarbons) 16.5 336
Construction (nonrelated to hydrocarbons) 60.7 68.0
Transportation and telecommunications 53.9 72.8
Retail trade 84.2 97.0
Services 853 89.1
Total 46.6 51.8
Total excluding hydrocarbons 64.8 76.6

Source: Algerian authorities.

! The fastest development can be seen particularly in the food processing, textile, and
pharmaceutical sectors.
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Chart 3. Algeria: Consumer Price Index (CPI), 1999-2001 1/
(1989=100)
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14.  Expenditures, fueled by a surge in capital outlays, increased by 22 percent in
2000 (Table 2). Regarding current expenditures, the dynamism of interest payments (because
of the settlement of interest payments arrears to public banks) and transfers was dampened by
a freeze in the nominal base wage. Capital expenditures surged in cash terms by 72 percent
relative to 1999, because of (a) disbursements in 2000 of expenditures budgeted in 1999 but
frozen until late that year, after the recovery in oil prices had taken place; and (b) a large
increase in newly appropriated capital expenditures.

15.  Overall, the surge in hydrocarbon prices allowed the budget position to switch
from a 0.5 percent of GDP deficit in 1999 to a surplus of about 10 percent of GDP in
2000. This sizable surplus contributed to finance external debt amortization and early
retirement of domestic debt (below), and resulted in the accumulation of large cash balances
(about 8 percent of GDP) on the treasury account at the central bank.
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16.  To help preserve these resources, the government established a stabilization fund
in 2000.” The 2000 supplementary budget law and the 2001 budget law were built on a
conservative oil price assumption (US$19 per barrel). Revenues in excess of budgeted
amounts are deposited into the stabilization fund, which is currently not separated from the
treasury account at the central bank. By law, the amounts accumulated in the fund can be used
to finance the deficit and lower the stock of outstanding debt. The authorities” policy, as
stated in the supplementary budget law for 2001, is to restrict the use of the fund’s resources
to financing debt amortization payments.

C. Monetary and Financial Sector Developments

17.  Broad money growth remained contained to about 13 percent in 2000

(14 percent in 1999) despite the surge in net foreign assets, which increased by 41 percent
of the initial money stock owing to high hydrocarbon prices (Table 3). Domestic credit
decreased by 22 percent of the initial money stock.® This was essentially attributable to the
government’s effort to save windfall hydrocarbon revenue and, to a lesser extent, to the
reimbursement by the Sonatrach Group (composed of national companies in the hydrocarbon
sector) of short-term bank loans contracted in 1999.

18.  Monetary conditions were relaxed during the course of 2000. In a context of low
inflation, the BA decided to lower its rediscount rate to 6 percent in October 2000 (from 7.5
percent). In addition, owing to high hydrocarbon export proceeds and timely servicing of the
treasury’s debt to state-owned banks, tensions on bank liquidity, which had been particularly
acute during the 1999-2000 winter, considerably diminished. As a result of both a lesser
recourse to costly refinancing windows (such as the overdraft) and lower refinancing rates, the
banks’ average cost of refinancing by the BA was more than halved between end-1999 and
June 2001.” Similarly, interest rates on the interbank market decreased sharply.

19.  The restructuring of state-owned banks’ balance sheets progressed but was not
completed. In the course of 2000, the treasury repaid early some of its debt owed to public
banks in the form of recapitalization bonds. At the same time, it settled arrears corresponding
to the 1997 and 1998 interest payments on the outstanding “restructuring debt” (the bonds it
substituted for nonperforming claims in banks’ balance sheets in the context of previous

* This fund does not have intergenerational transfer purposes.

% In 2000, the Algerian banks reclassified as credit to the government an estimated
DA 216 billion of nonperforming credit to the economy assumed by the treasury.
Consequently, percentage changes of net domestic credit components are not directly
representative of monetary developments.

7 The banks’ average cost of refinancing by the BA decreased from 12.4 percent to 6 percent
during that period.
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restructuring). The treasury also unilaterally revised the terms of these bonds: their maturity
was extended from 12 to 20 years, and their interest rate was lowered from 10 to 6 percent.®
Meanwhile, discussions continued with public banks on a new assumption by the treasury of
nonperforming claims accumulated in 1997 and 1998, and amounting to about 8.2 percent of
the 2000 GDP. These discussions were completed in 2001, while the need to take over
supplementary amounts on the basis of the end-1999 accounting data was being assessed.

D. External Developments

20.  The balance of payments position strengthened markedly in 2000 and early 2001
(Chart 4 and Table 4). Record hydrocarbon exports, together with a modest increase in
imports, resulted in a massive current account surplus of US$8.9 billion—or 16.8 percent of
GDP—after a balanced position in 1999. The capital account deficit fell to US$1.4 billion
(from US$2.4 billion in 1999), mainly as a result of a reversal of the net short-term capital
flows. The overall balance swung from a deficit of US$2.4 billion in 1999 to a surplus of
US$7.6 billion in 2000. As a result, gross official reserves increased strongly to

US$11.9 billion (equivalent to over one year of imports) by end-2000, from US$4.4 billion at
end-1999. Similar developments in early 2001 led to a further rise in gross official reserves to
US$15.2 billion at end-June 2001.

21.  The Algerian dinar remained relatively stable in real effective terms (Chart 5).
The nominal exchange rate depreciated on average by 11.7 percent against the U.S. dollar in
2000. However, the depreciation of the real effective exchange rate of the dinar was limited to
2.2 percent.

22.  External debt indicators improved substantially in 2000. External debt decreased
from US$28.3 billion at end-1999 to US$25.5 billion at end-2000.° The debt service ratio fell
from 40 percent in 1999 to 21 percent in 2000, mainly because of the very large increase in
the value of exports. Similarly, the debt to GDP ratio decreased from 48 percent in 1999 to
41 percent in 2000.

® This decision, which affects only state-owned banks, was taken for fiscal reasons without
much consideration for its adverse impact on banks” liquidity and profitability.

® Ninety-eight percent of the debt is medium- and long-term debt, with an average remaining
maturity of about five years.
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Chart 4. Algeria: External Sector Developments, 1995-2001
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E. Structural Reforms

23.  Implementation of structural reforms slowed down after the end of the extended
arrangement. No new major reform was introduced between May 1998 and end-1999, and
changes in tariff positions and the introduction of minimum duty values for some products
even resulted in an increase in effective external protection. Implementation of the structural
reforms envisaged in the two government programs since end-1999 was also slow and limited.
In October 2000, parliament approved the program of Prime Minister Benflis. The objective
of this program, as that of the previous government,'® was to accelerate market-oriented
structural reforms while maintaining financial stability. However, as of June 2001, only a few
laws (notably those liberalizing the telecommunications and mining sectors) had been adopted
and a draft law liberalizing the electricity sector had been transmitted to parliament."’ In
addition, in July 2001, the government transferred the public assets in the steel-making sector
and a minority stake in the state-owned iron ore mine to a company majority-owned by a
foreign investor. Also in July, a second mobile phone (GSM) license was sold to a foreign
investor for US$737 million (following competitive bidding).

24.  However, intense preparatory work on various other reforms has taken place.
The government has prepared a draft law liberalizing the hydrocarbon sector and has taken
steps toward extending public infrastructure concessions. It also drafted a law aiming at
establishing land concession rights on the portion of agricultural land that is still state-owned.
It published in early 2001 a first list of public enterprises to be partly or entirely privatized,
and contacts have already been established with potential investors. Concerning trade, the
authorities have stated their objective to conclude before the end of 2001 the negotiations
toward an association agreement with the European Union (EU) and to pursue simultaneously
the negotiations for membership in the World Trade Organization (WTO). They are also
considering a comprehensive reform of the external tariff (see below).

25.  The government amended the central bank law in early 2001. The main changes
are (a) the enlargement of the membership of the Money and Credit Council (MCC, the
monetary authority) with the addition of three new members to the top four officers of the BA
and three civil servants; (b) the direct appointment (without a fixed-term mandate) of all the
members of the council, including the governor, by the head of state; and (c) the creation of a
seven-member executive board, separate from the MCC, in charge of managing the central
bank.

' See Box 1 of the staff report for the 2000 Article IV Consultation (SM/00/122).

! In addition, the 2001 budget law includes improvements in the tax system (below).
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1. PoLicY DISCUSSIONS
A, Overview

26. Despite considerable achievements since the early 1990s, the Algerian economy
still suffers from growth well-below potential, high unemployment, and insufficient
diversification of its export. These issues call for a comprehensive structural reform
agenda aimed at boosting private sector-led growth in the context of a stable macroeconomic
environment in order to durably reduce unemployment and raise the population’s standards of
living. The government’s program, whose goals and thrust are shared by Fund staff, sought to
address these issues. However, the pace of structural reform has been excessively slow so far.
The combination of high oil revenues and increased political and social tensions led the
authorities to announce during the spring of 2001 a “recovery plan”, involving a substantial
boost to aggregate demand aimed at creating jobs and improving the population’s living
conditions. While the staff recognized that an easing of the fiscal stance was appropriate in
Algeria’s present economic, social, and political context, it stressed that this relaxation could
not be expected to yield a permanent increase in growth and that the recovery plan’s
implementation should be tailored in coming years to the evolution of Algeria’s financial
situation. The staff urged the authorities to combine this fiscal stimulus with an acceleration of
the implementation of ongoing structural reforms. Of these, two are of particular importance
to improve efficiency in resource allocation at the macroeconomic level (Box 2): (a) the
adoption of measures aiming at intensifying competition, of which trade and tariff reform is an
essential component; and (b) the strengthening of the financial system, which requires
restructuring the loss-making nonfinancial public enterprises and the balance sheets of the
state-owned banks.

B. The Macroeconomic Framework for 2001 and the Medium Term, Post-Program
Monitoring, and Capacity to Repay the Fund

27.  With continued high prices for oil and gas, the country’s external position will
remain strong in 2001. Under the assumption of an average oil price of US$26.6 per barrel,
the current account balance is expected to record a large surplus (about 12 percent of GDP),
while the capital account deficit is projected to decrease somewhat relative to 2000. Gross
external reserves would, therefore, continue to rise quickly, to about US$18 billion (about
16 months of imports) at the end of 2001.

28.  GDP growth is expected to increase to 3.8 percent in 2001, in spite of a slight
contraction of production in the hydrocarbon sector (Table 1). The latter would indeed
decrease because of lower OPEC quotas for crude oil and the stagnation of gas production,
whose increase in the coming years will result from the completion of ongoing investments.
However, activity in nonhydrocarbon sectors is expected to accelerate substantially because of
the demand stimulus resulting from the sharp increase in wages in the public sector (below)
and the increase in government’s capital expenditures (below), and because of a modest
rebound in agricultural production.
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Box 2. Algeria: Growth Accounting

Algeria’s growth performance over the past decades can be analyzed using a production function framework. This
framework allows one fo determine the respective contribution to growth of factor accumulation and total factor
productivity (TFP). Let’s assume that production (¥) can be properly described by a Cobb-Douglas function of

physical capital (X), human capital (/7), and labor (L) with constant returns to scale (4 denotes TFP)!
1 1 1

Y =AK*H3L?
This equation can be rewritten in variation (where a dot over a variable denotes its percentage change):
A= i-%(iﬂin I
TFP growth is thus obtained as the share of growth, which is not explained by factor accumulation.”

Output growth has been essentially driven by factor accumulation in Algeria. During 19652000, employment—
like total population—grew very rapidly (by an average 3.5 percent per year). Capital accumulation was even faster
(with an average annual increase of 4.5 percent). Human capital accumulation benefited from dramatic education
efforts and sustained labor growth (average annual increase of 9.6 percent). Since the average annual growth rate of
real GDP was 3.8 percent during this period, this leads to an annual average decrease in TFP of about 2.2
percent. For the sake of robustness, another estimate was made using a less favorable human capital accumulation
indicator and giving a higher share (1/2) to physical capital in the production function. TFP growth remains
negative even in that case (an average -0.6 percent in 1965-2000). However, TFP seems to broadly stabilize in the
last few years, which may evidence the positive impact of the structural reforms passed in the 1990s.

As showed in the following chart, Algeria’s growth model seems to have been particularly inefficient between the
mid-1970s and the mid-1990s.

TFP Evolutions 1965-2000
(Three-year moving averages, 1965=100)
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! G. Mankiw, D. Romer, and N. Weil, “A Contribution to the Empirics of Economic Growth,” Quarterly Journal
of Economics, May 1992.

? Human capital per capita is proxied by the average number of years of schooling for the population aged over 25.
Data is from R. Barro and J. Lee, “International Data on Educational Attainment Updates and Implications,”
Working Paper 7911, NBER 2000.
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29.  Fiscal policy turned expansionary in 2001. First, in the initial budget law for 2001,
budgeted amounts for capital expenditures increased by almost 20 percent relative to 2000.
Second, the government increased the salaries of the civil servants by 15 percent and raised
the minimum wage (SNMG) by 33 percent. The effect of this measure on the budget amounts
to about 11 percent of current expenditures. Third, the authorities announced in April 2001 a
major fiscal stimulus plan (the “recovery plan) covering the period 2001-04 (Box 3).

30.  The authorities stressed that the recovery plan would boost growth prospects
and reduce unemployment while upgrading the country’s public infrastructure and
improving living conditions in poor areas. The recovery plan consists of additional
government expenditures, for a total amount of about 13 percent of the 2000 GDP, as well as
a reduction of some taxes levied on enterprises.'” The authorities expected the recovery plan
to boost GDP growth toward the 5-6 percent range during 2002—04 with a minor inflationary
impact.

31.  The staff’s own baseline scenario, implying a full implementation of the recovery
plan and a continued slow pace of structural reform, was less optimistic on the
macroeconomic outcome (Table 6)°°. Based on the latest World Economic Outlook (WEO)
oil price assumptions and assuming a stabilization of the real effective exchange rate, the
conclusions of this scenario were that (a) the fiscal stimulus would indeed result in a short-
lived increase in growth and employment performance; however, a permanent rise in Algeria’s
growth trend would require an acceleration of the implementation of structural reforms; (b)
the BA’s objective of capping inflation at 3 percent per annum was probably achievable in
2001; however, demand-led inflationary pressure thereafter, especially in 2002 and 2003,
would likely raise the inflation outcome substantially above the central bank’s objective; and
(c) nevertheless, at the assumed oil prices, full implementation of the recovery plan would be
consistent with a continued, although slower, accumulation of external reserves.

12 As a first step toward the implementation of the plan, the 2001 supplementary budget law
includes DA 88 billion of additional capital expenditures, reduces the turnover tax (faxe sur
les activités professionnelles, or TAP) from 2.55 percent to 2 percent and a payroll tax
(versement forfaitaire, or VF) from 6 percent to 5 percent. It also involves the assumption by
the budget of the financing of the family allowances.

B The budget authorizations envisaged in the 2001-04 recovery plan were assumed to
generate budgetary allocations spread over 2001-06, with an execution rate of about

80 percent. Additional recurrent expenditures equivalent to 10 percent of the new capital
expenditures were factored in. Furthermore, the elimination of the TAP and VF by 2004 is
assumed. The scenario’s growth projections take into account the interaction of the aggregate
demand changes induced by these expenditures with an aggregate supply function linking
production to real wages.

i
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Box 3. Algeria: The Economic Recovery Plan

The economic recovery plan was announced at the end of April 2001. Facing a modest economic growth
performance over the recent past and acute social demands, and taking advantage of the accumulation of large
financial resources owing to favorable hydrocarbon market developments, the authorities decided to supplement the
implementation of their siructural reform program by stimulating aggregate demand with a view to increasing
activity over the coming years.' More specifically, the plan has four stated goals (a) the stimulation of demand; (b)
the development of labor-intensive activities, through increased support to agricultural production and to small- and
medium-sized enterprises; (c) the rehabilitation of public infrastructure; and (d) the development of human
TESOUIces.

The plan allows for additional capital expendltures for a total amount of DA 525 billion (about 13 percent of the

2000 GDP) over the period 2001-04.% The expected schedule for the related budget anthorizations and their
breakdown by main area is the following:

Budget Authorizations by Main Area

(In billions of Algerian dinars)
2001 2002 2003 2004 2001-04
Direct support to agricultural production
and fishing 10.6 203 225 12.0 65.4
Local development 324 429 35.7 3.0 114.0
Public works 93.0 77.9 37.6 2.0 2105
Of which
Water management 54 15.8 10.1 0.0 313
Railways 9.7 289 16.0 0.0 54.6
Roads 245 58 0.6 0.0 309
Human resources development 394 299 17.4 35 90.2
Other reforms 30.0 15.0 0.0 0.0 450
Total 205.4 1859 1132 20.5 525.0
As a percent of projected GDP 47 4.0 22 04

Source: Algerian authorities

The plan is relatively front-loaded, with about 75 percent of the budget authorizations in 2001-02. However, cash
disbursements could be more evenly spread out over a significantly longer period of time. This view is supported
by the 2001 supplementary budget law, which provides for additional capital expenditures (mainly related to the
recovery plan) of about DA 88 billion in cash terms, well below the corresponding budget anthorizations (DA 205
billion). In addition, the authorities indicated that the effective pace of implementation of the fiscal stimulus plan
would be tailored each year to Algeria’s financial situation.

The plan was not explicitly cast in an overall macroeconomic framework. However, the anthorities indicated that
they expected it to improve annual GDP growth in the 5-6 percent range in the next three years, without major
inflationary pressures.

! The plan itself is indeed presented as a supplement, not a substitute, to structural reforms.

? The plan also envisages, although without any specific commitments, a reduction of some taxes paid by
enterprises (such as the versement forfaitaire and the taxe sur les activités professionnelles).
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32. At current and projected oil prices, the magnitude of the recovery plan seemed
consistent with the maintenance of a strong balance of payments position. In the staff’s
scenario, the external debt is expected to fall by more than one-half to about US$10.5 billion
(about 15 percent of GDP) by end-2006. The ratio of debt service to exports would slightly
decline and fall below 20 percent in the later years. Algeria’s capacity to repay the Fund
would remain assured. Debt service to the Fund would peak in 2003 at about 10 percent of
the total debt service. Fund credit outstanding would decline to 96.3 percent of quota at the
end of 2001 and fall below 20 percent of quota by the end of 2005. The staff considered that it
would take a large departure from current WEO oil price assumptions to jeopardize Algeria’s
capacity to service its existing obligations to the Fund.

33.  However, the recovery plan substantially enhances the budget’s vulnerability to
a marked and persistent downturn in hydrocarbon prices. The Fund staff’s scenario
indeed showed that a very large proportion of the treasury deposits accumulated in 2000-01
owing to high hydrocarbon prices would have been drawn down by 2006. This vulnerability
was illustrated by an alternative staff’s scenario, based on an oil price of US$15 per barrel
over 2002-06 and assuming unchanged economic policies (Table 6). In this scenario, the
financing of the budget would not be assured from 2003 and onward.'* Furthermore, the
continuous decline in the stock of external reserves would make the external position of the
country precarious toward the end of the period under review.

34.  Fund staff consequently argued that, while the magnitude of the fiscal stimulus
in 2001 was appropriate, the recovery plan should be implemented prudently over the
medium term. In this regard, the staff welcomed the authorities’ statement that the effective
pace of implementation of the fiscal stimulus plan would be tailored year by year to Algeria’s
evolving financial situation. However, the staff also noted that the ongoing surge in capital
expenditures could raise the risk of initiating investment projects whose economic justification
was not firmly grounded. Therefore, the staff suggested that the Algerian authorities urgently
consult with the World Bank, and other international financial institutions and partners, to
review and possibly strengthen the quality of expenditures. The staff also emphasized that a
given share of the plan’s expenditures could be diverted away from infrastructure toward uses
that could have a more immediate impact on the daily life of the population and contribute to
fostering support for structural reforms aimed at improving in the long term the economy’s
efficiency (e.g., financing an enlarged social safety net scheme that would cushion the social
impact of public enterprise restructuring).

35.  The staff also encouraged the authorities to pursue a prudent monetary policy
stance aimed at minimizing the price increases induced by the recovery plan’s implementation.
It recommended an active use of indirect monetary policy instruments to keep monetary
expansion in line with the BA’s medium-term inflation objective.

' This scenario, which assumes no policy response, only suggests the possible timing and
magnitude of the financing problem facing the authorities.
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36.  Concerning exchange rate policy, the authorities reiterated their continued
commitment to a managed float regime. Given the frequency of external shocks affecting
the Algerian economy, the staff agreed that it was necessary to keep applying the managed
float in a flexible way. The staff indicated that the current policy followed by the authorities
seemed appropriate to preserve external competitiveness and, in particular, to avoid in the
short term a sustained appreciation in real effective terms.

C. Restructuring and Privatization of Public Enterprises and Banking Reform

37.  The staff stressed that the restructuring and privatization of public enterprises
should be a central element of the structural reform agenda since it was key to increasing
the economy’s productive efficiency and constituted a necessary step to implement other
much needed structural reforms, such as banking reform and trade liberalization. The
authorities restated their commitment to quick and broad-ranging privatization of nonfinancial
public enterprises and allowing foreign investors to become, in effect, strategic partners (as in
the recent sale of the country’s national steel manufacturer). They also indicated that
preparatory work for the full or partial privatization of smaller units (notably in the food
processing and building materials sectors) was well under way (Box 4).

38.  The staff was concerned about the slow implementation of the privatization
program. It urged the authorities to accelerate the process using the current legal and
regulatory framework rather than to try to amend it first."> The staff encouraged the
authorities to use a transparent, efficient, nondiscriminatory framework—favoring in
particular competitive bidding over negotiated direct sales—and to continue intensifying
consultations with all concerned parties. Finally, it recommended that the
restructuring/privatization of public enterprises be accompanied by a temporary extension of
the social safety net to help manage and reduce the social and human costs of the transition.

39.  The authorities stressed the importance of banking reform. The financial condition
of state-owned banks remains indeed a source of concern.'® Their profitability is low, solvency
uncertain, and efficiency inadequate.'” The government’s program is aimed at tackling these
issues, particularly by cleaning up bank loan portfolios. In this regard, the staff

"> Nevertheless, the staff recommended that legal obstacles to the sale of a majority stake in
banks and cement factories be removed.

' Private banks are rapidly developing in Algeria. However, the share of the six state-owned
banks in total bank assets still exceeds 90 percent.

' The state-owned banks’ solvency is, however, strengthened by the presence in their balance
sheets of a large proportion of treasury securities as a result of the successive bank
restructurings. Therefore, financial sector weaknesses do not present substantial risks for
macroeconomic developments in the short term.
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Box 4. Algeria: Privatization and Restructuring of the Public Enterprises

Algeria is engaged in a transition from a planned economy dominated by the public sector to a market economy relying on private
initiative. Most sectors are now open to private activity, including mining and telecommunications, and draft laws have been
prepared to open the key power and hydrocarbon’ sectors to private investment.” However, a remaining challenge is the
privatization of existing public enterprises and the management of the enterprises that will remain in the public domain in a
manner consistent with a market economy.

Following the creation of numerous small subsidiaries and the breakup of large enterprises in the last few years, there are
currently about 950 “national” enterprises, regrouped into five national holdings responsible for exercising the authority of the
owner on behalf of the state and 350 “local” enterprises covered by three regional holdings. The holdings are supervised by the
National Council for the State’s Participations.

The rules for the management of the holdings and for privatization are spelled out in two laws enacted in 1995, the Law on
Privatization and the Law on the Government-Owned Capital Portfolio (Loi sur les Capitaux Marchands de I’Etat). In practice,
. the existing legal framework offers sufficient flexibility to undertake privatization in many forms (a) sale of all or a fraction of the
shares in an enterprise, through private deals or competitive bidding or through the stock exchange; (b) subscription of shares by
private investors in the context of a capital increase; (c) sale of assets; or (d) concessions. The present challenges within the
existing framewark are to ensure the preservation of competition, foster the transparency of transactions through open bidding,
and provide a satisfactory safety net for workers.

Since this regulatory framework has been put in place, numerous public enterprises have been liquidated and assets have been
sold to former employees, leading to the creation of many small private enterprises, notably in the construction sector. In
addition, there has been a first financial restructuring through a joint action of the public banks and the public enterprises
(dispositif banques-entreprises). However, there has been no real privatization yet, except for the listing and sale on the stock
exchange of 20 percent of the equity of three companies (Eriad-Setif, Saidal, and Aurassi) and the creation of a joint venture in
the detergent industry with a major foreign company.

In the current phase of the privatization agenda, enterprises have been classified into three categories: viable, potentially viable,
and severely distressed. The government’s strategy is to privatize first the viable enterprises; to solve the financial or property
rights problems, which undermine the viability of potentially viable enterprises, through an appropriate treatment of the debts and
titles in the context of a privatization transaction; and to liquidate or restructure the others in a way that preserves the rights of
workers and the integrity of the banking system. The process for the complete restructuring of the public enterprises sector is
expected to last over ten years.

Several operations are at an advanced stage of preparation. A major agreement with an important foreign investor has recently
been approved by the government for the take over of a majority of the equity of the statc-owned, steel-making complex
including its port facilities, together with a minority participation in an iron ore-mining supplier (with the option to increase its
participation). This transaction will be implemented through the creation of a new company, where the foreign investor will hold
260 to 70 percent share of the equity. Other enterprises for which transactions are being prepared include beverage enterprises
and ligge producers—for which government’s approval has been given although the agreements have not been signed yet—as
well as construction materials (bricks, cement), food-processing enterprises, hotels, and the concession of the second terminal of
the Algiers auport Joint ventures are also being considered for a refinery and a power plant. In the financial sector, negotiations
for the opening of the capital of one public bank to the participation of a major foreign bank are well advanced. In addition,
“twinning” arrangements between two other public banks and foreign banks are expected.

The union representing the public enterprises’ workers, UGTA, is aware of the benefits that a properly implemented privatization
strategy could bring in terms of protecting and promoting employment. It calls, however, for decisions to be made in full
transpgrency, after a public debate, and with adequate protection for workers who may be laid off as a result of the decisions
made.

! Indirectly, foreign private investments in the hydrocarbon sector are already possible through association and production-
sharing agreements with the oil state monopoly, Sonatrach.

21n two sectors, banking and building materials, the participation of the private sector to the capital of the enterprises is limited to
49 percent.

3 An unemployment insurance scheme was established to provide a safety net at a time where massive lay offs in public
enterprises were implemented in the 1990°s.
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concurred with the authorities views, but was disappointed in the slow implementation of this
program and argued that this delay had in all likelihood resulted in further deterioration of
bank balance sheets which might entail further fiscal costs. The staff welcomed the fact that
one of the six public banks was negotiating with a foreign partner a possible opening of its
capital and that the authorities were willing to “twin” two public banks with foreign partners
before end-2001. In the staff’s view, this should rapidly be accompanied by decisions aiming
at (a) completing the restructuring of bank balance sheets; (b) improving bank operational
efficiency; and (c) clarifying financial relations between banks and public enterprises. On this
latter point, the staff recommended that financial support to loss-making enterprises take the
form of explicit budget transfers and not bank credits that are likely to be subsequently
assumed by the treasury. The staff also emphasized that servicing of the internal public debt in
full and on time was important to maintain the integrity of the banking system. Therefore, it
urged the authorities to budget sufficient amounts to ensure timely payment of the current
debt service and to refrain from unilaterally revising the terms of their liabilities to the public
banks.

40.  The authorities emphasized that the supplementary budget law for 2001
included measures toward the recapitalization of public banks. The staff welcomed this
decision and commended the authorities for their steady efforts—with the Fund’s technical
assistance—at strengthening bank supervision. It agreed with the authorities that the rapid
development of Algerian private banks was raising new challenges in terms of bank
supervision and called on their vigilance in this regard. The staff also encouraged the
authorities to pursue their efforts to modernize the payments system with the World Bank’s
technical assistance.

D. External Policies

41. The authorities undertook a reform of their external tariff, through the
supplementary budget law for 2001 and the forthcoming draft budget law for 2002 (Box 5).
The authorities expected that the rationalized tariff would (a) improve the competitiveness of
Algeria’s economy and remove the anti-export bias of the existing tariff; (b) facilitate
Algeria’s negotiation of an association agreement with the EU and its possible membership
with the WTO; and (c) help reduce the wide dispersion of effective protection resulting from
past attempts to protect specific industries.

42.  The staff welcomed the authorities’ intention to introduce a comprehensive tariff
reform but expressed concern on some modalities of this reform. The staff complimented
the authorities for the elimination of the minimum duty values and of the Additional Specific
Tax (%ST), and for the lowering of the maximum rate from 45 percent to 40 percent in

2001.

18 The AST was established initially in 1991 to discourage imports deemed of low priority in
the context of a scarcity of foreign exchange and overvaluation of the exchange rate. The list
of goods subjected to the AST was later extended and covered domestically produced as well
as imported items.
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Box 5. Algeria: Customs Tariff Reform

The customs tariff in place in early 2001 suffers from three major weaknesses. First, the nonweighted average rate, at

25.8 percent (including the customs service fees but excluding the tariff equivalent of the minimum duty values) is high,
undermining the diversification of exports and penalizing the consumer. Second, the tariff is complex and results in inequities
and inefficiencies attributable to the wide dispersion of effective protection, with some industries penalized with negative
protection and other benefiting from very high level of protection. Finally, because it is often revised in an ad hoc manner in
response to the pressure of special interests, the uncertainty concerning its stability deters investment. In response to these
problems, the Algerian authorities have undertaken, with the Fund’s technical assistance, a tariff reforms aiming to establish a
customs tariff that is (a) simple and clear, easy to understand by the economic agents as well as the customs staff;! (b) as neutral
as possible from the point of view of protection to avoid wide and arbitrary disparities in level of protection;? and (c) stable and
credible, to encourage investment in accordance with market signals. To this effect, the entire classification of tariff positions will
be reviewed, and goods will be classified into four categories, broadly in accordance to their degree of transformation. The
intention of the authorities is to use this rationalized tariff as the basis for the negotiations toward an association agreement with
the EU, which is expected to include eventual free trade with the countries of the EU, and for the negotiations toward
membership in the WTO.

The tariff reform will be implemented in two phases. The supplementary budget law for 2001 reduces the maximum rate from
45 percent to 40 percent. It also eliminates the minimum duty values. Because the mechanism of minimum duty values has been
used extensively to offer protection to local enterprises, they are replaced with a “temporary additional duty” (TAD) during a
transition period.® The supplementary budget law sets the TAD at 60 percent as of July 1, 2001, and establishes the precise
timetable for annual reductions leading to complete elimination on January 1, 2006.* In addition, the supplementary budget law
for 2001 eliminates the ad hoc Specific Additional Tax and replaces it, for a limited number of goods, with the existing Internal
Consumption Tax.

The next phase of the tariff reform will be implemented through the budget law for 2002 (a) the new classification will then
come into effect; (b) in addition to the zero rate, there will be a rate for raw materials and possibly equipment goods; (c) a rate for
intermediate products; and (d) a rate for final products. Several illustrative scenarios have been examined on the basis of the trade
structure of 2000 to help measuring the implications of different rates. The results are summarized in the table below. The
existing customs service fees, of 2 percent and 0.4 percent, are not affected by the announced reform.

Tariff (rates in percent) Average nominal tariff rate 1/ Effect on customs revenue
2000 tariff (0, 5,15, 25, 45) 234 -

Reform at (0, 5, 15, 40) 213 Revenue increase

Reform at (0, 5, 15, 30) 17.5 Small revenue increase

Reform at (0, 5, 10, 20) 12.2 Revenue decrease

Sources: Algerian authorities; and Fund staff estimates.

1/ Regular customs duties only. Excludes the customs services levies of 2 percent and 0.4 percent, as well as the impact of
the minimum duty values of the new TAD.

! However, at this stage the issue of exemptions and special regimes (such as the regime applicable to the hydrocarbon sector or
to the promotion of investment) is not covered by the announced reform.

2 An implication of this objective is that the level of protection granted to a given type of production should not be different
depending on whether or not the imports are competing with local production. The staff, in particular, recommended not using
the tariff to shield inefficient public enterprises from foreign competition, but rather to provide explicit temporary budget support
to viable enterprises that need some time to adjust and become competitive.

3 The staff noted that the list of tariff positions subjected to the TAD includes a large number of goods that do not require this
temporary protection.

* In particular, the TAD is scheduled to be reduced to 48 percent as of January 1, 2002.
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It concurred with the authorities’ intention to rationalize the tariff structure from

January 2002. However, the staff called on the authorities to further reduce the maximum
tariff rate to about 20-25 percent effective in 2002 and to reduce the nonweighted average
rate to no more than 15 percent. It argued that high rates would maintain an anti-exports bias
and indicated that a high maximum rate, combined with the increase in the number of
positions classified in the category taxed at the highest rate, would imply higher taxation of a
number of processed food items and consumer goods. The staff also pointed out that the list
of tariff positions subject to a temporary additional duty, intended to provide temporary
protection to goods protected by the minimum duty values, included goods that did not
require this protection. The staff also argued that the proposed classification of imported
capital goods competing with domestically produced ones in the highest bracket risked
undermining the competitiveness of a large number of sectors in the short term, while the
protection this measure would offer to domestic producers would be limited given import duty
exonerations made possible by the investment code and the tariff dismantiement linked to the
implementation of a possible association agreement with the EU. The staff urged the
authorities to address the problem of noncompetitive public enterprises through direct explicit
budget transfers, rather than through the tariff.

43.  The staff recommended measures to deepen the interbank foreign exchange
market to enhance the role of market forces in the determination of the exchange rate,
including eliminating the remaining 50 percent surrender requirement of nonhydrocarbon
exports and considering the possibility of progressively reducing the surrender requirement to
the central bank of hydrocarbon export proceeds. It also suggested further liberalizing the use
of foreign exchange deposits and allowing banks to manage freely, within the framework of
sound prudential regulations, the foreign exchange mobilized through foreign currency
deposits. In addition, the staff suggested measures that would help reduce the demand for
foreign exchange on the parallel market, such as increasing the allocation for tourism."

44.  The staff suggested that a more active management of external debt, with a view
to reducing its cost and lengthening its residual maturity, could help further reduce the
weight of debt service and provide additional room for maneuvering in the future in case of
adverse terms of trade shocks. The authorities concurred with the desirability of lengthening
debt maturity, but stated that this objective could better be achieved through new long-term
borrowing while amortizing existing debt as scheduled, as opposed to restructuring the
existing debt. They emphasized that they would pursue a prudent debt policy and were not
willing to borrow large amounts at relatively high interest rates until they could be sure that
gains in productivity would justify borrowing additional resources. The staff supported the
authorities’ policy to seek a “rating” of sovereign risk and to disseminate the financial
information required by capital markets. The staff welcomed the authorities” announcement
that Algeria was negotiating a bilateral convention with the Russian Federation and that a
mutually acceptable settlement of the debt to Russia was within reach. It also welcomed the

1 On the parallel market, the dinar is exchanged at a discount of 10-15 percent relative to the
official exchange rate.
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efforts made by the authorities to assess the implications of the enhanced heavily-indebted
poor countries (HIPC) initiative for Algeria’s claims on eligible countries.

45.  The staff argued that, in light of the strong balance of payments position, Algeria
should consider making advance repayments of its obligations to the Fund.”® The
authorities stated they would consider carefully the advantages and disadvantages of the
suggested course of action. In addition, the staff suggested that official reserves data be
presented systematically in a manner consistent with the Fund’s reserve template.

E. Fiscal, Monetary, and Other Structural Policies

46. In 2001, the authorities intensified their efforts aiming at a simpler and more
efficient tax system. Acknowledging that the current tax system suffers from numerous
exemptions and tax evasion, they have taken steps to accelerate tax reform: the 2001 budget
law provided for a reduction in the number of value-added tax (VAT) rates from three to two
together with an extension of the VAT coverage to retail trade and a simplification of its
procedures. The staff welcomed these decisions and encouraged the authorities to introduce
further VAT legislation reforms.* I also urged the authorities to abolish the fiscal provisions
of the investment code, and to replace them with a few investment incentives aimed at
accelerating capital depreciation and reducing the costs of employment for new businesses, to
be incorporated into the basic tax laws and available to all investors. The staff commended the
authorities for their continuing efforts to modernize the tax and customs administration (with
the ongoing establishment of a large taxpayer unit) as well as budgetary procedures. It also
suggested accelerating the implementation of a new budget classification, in line with a recent
FAD technical assistance report.

47.  The authorities agreed on the potential usefulness of the stabilization fund
created in 2000. The latter has contributed to a better perception of the challenges facing
fiscal policy in the medium term. However, the s