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1. PEOPLE'S REPUBLIC OF MOZAMBIQUE - STRUCTURAL ADJUSTMENT ARRANGEMENT

The Executive Directors considered a request by the People's Republic
of Mozambique for a three-year structural adjustment arrangement in an
amount equivalent to SDR 28.67 million and the first annual arrangement
thereunder (EBS/87/101, 5/12/87; and Cor. 1, 6/4/87).

The Chairman made the following statement:

There follows for the information of Executive Directors the
text of a memorandum that I have received from the President of
‘the World Bank to serve as the basis for my statement on the
. matter to the Board. This text summarizes the main points covered
_by the Executive Directors of the Bank and IDA in their May 21,
1987 discussion in Committee of the Whole of a paper entitled
. "Mozambique: Policy Framework Paper, 1987-89."

1. The Committee of the Whole discussed the policy framework
paper for Mozambique and expressed its support for the country's
courageous program of medium~term adjustment which had been formu-
lated in close collaboration with Bank and IMF staff. It was
_generally acknowledged that the program set out would be very
difficult to implement due to a range of internal and external
problems, which created additional risks and uncertainty. Speakers
welcomed the first Important steps already taken by the Govermment
during recent months toward the execution of the program. They
also expressed the hope that the Govermment's commitment to the
program would continue, since this was essential for the ultimate.
success of the stabilization and structural reform efforts.

2. Speakers noted that the program was appropriate in its focus
and composition, although the policy measures set out for 1988 and
1989 would need to be further detailed, and the pace of pricing
and trade liberalization reforms would need to be accelerated to
ensure an adequate supply response. Also, efforts to alleviate
transport constraints and to encourage greater participation of
the private sector in the economy were seen as critical to the
achievement of the program's objectives. Moreover, it was con-
sidered important that the timing of measures for the program be
consistent with the Govermment's capacity to manage the reform
process. In this respect, technical assistance would be needed to
assist in the design, management, and monitoring of the program.

3. Finally, speakers noted that the program would require strong
financial support from the donor community in order to alleviate
the country's severe foreign exchange constraint. In this context,
adequate financial commitments, as well as provision of debt
relief from creditors, would play an important role in setting. out
an appropriate basis for Mozambique to achieve a sustainable
growth. path.
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The staff representative from the African Department said that two
weeks previously the London Club had reached an agreement to reschedule
Mozambique's commercial bank uninsured debt, and the official Steering
Committee terms had been sent to the Fund. The Paris Club had agreed to
meet on June 16 with the Mozambican authorities, who had requested compre-

hensive debt rescheduling, covering several years, at a favorable rate of
interest.

Mr. El1 Kogali made the following statement:

This request for an arrangement under the structural adjust-
ment facility opens a new chapter in Mozambique's relations with
the Fund. The decision to request such an arrangement is not only

L
a concrete manifestation of the authorities commitment to imple_
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menting a comprehensive adjustment program but is also an indica-
tion of their willingness to work closely with the Fund in their
efforts to find durable solutions to their economic problems. It
is also noteworthy that this is Mozambique's first Fund-supported
program, which makes it necessary that every effort be made to
ensure its success in order to strengthen mutual trust and pave
the way for further cooperative undertakings. To show their
seriousness, the authorities have already begun to implement the
program in keeping with their commitment to have one in place by
the beginning of 1987, and it is hoped that the Fund will continue
to show understanding of the country's difficult economic situa-
tion and will exercise the needed flexibility in the period ahead.

The staff report leaves no doubt that the economic problems
of Mozambique are difficult. OQutput has been declining, the
financial position of the Govermnment has deteriorated, and the
country is saddled with an enormous debt burden. Moreover, there
is the high cost of maintaining security and of defending the
country from periodic military incursions and externally promoted
subversion. The Mozambican economy has ‘also been affected in
recent years by various natural calamities, including prolonged
drought and floods.

It follows that the adjustment process in Mozambique must be
more than just a short—term stabilization exercise designed to
correct a temporary departure from equilibrium. The authorities
understand this quite well and accordingly have adopted a struc-—
tural adjustment arrangement as the best way to solve their
economic problems. The main objective of their medium—term pro-
gram is not only to restore financial equilibrium but also to
unleash the productive potential of the real sector of the economy.

The authorities are fully aware that the task ahead is not an
easy one and that success requires consistency in the implementa-
tion of policy and much perseverance. They are also aware that
the program is likely to fall short of its objectives even in the
face of sound domestic policies unless it receives substantial,
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continuing, and timely financial support from the international
community on concessional terms. Thus, the authorities hope that
the arrangement with the Fund will demonstrate the strength of
their commitment to ad justment policies which they intend to pur-
sue and that it will, therefore, catalyze the necessary resources
from the donor community and other multilateral agencies.

The flexible management of the exchange rate is considered to
be a principal feature of the ad justment program, the aim being
to reduce progressively the differential between the official
and parallel market rates. In this connection, the currency was
devalued by more than 80 percent in foreign currency terms in
January this year as a first step toward a more realistic exchange
rate. The basic goal is to ensure a better allocation of resources
and to permit the trade and payments system to operate more in
accordance with market forces. The export retention scheme has
been expanded by allowing access to all exporters to help improve
the allocation of foreign exchange, and steps are being taken to
increase the number of imported goods that are not subject to
administrative allocations of foreign exchange.

Almost all fixed prices have been increased substantially,
which, along with the devaluation, reflects the Government's
intention of having prices play a key role in the allocation of
resources throughout the economy. Early this year, producer prices
of most agricultural products were raised by between 200 percent
and 400 percent, and enterprises whose prices were subject to
administrative controls were given the authority to adjust their
prices to reflect cost considerations. The number of items whose
prices are centrally fixed 1s to be reduced further from 44 as of
early 1987 to 35 by midyear and 30 by 1988, with additional reduc-
tions envisaged. As a general principle, the authorities will
implement a flexible pricing policy to take account of exchange
rate and cost developments.

The agricultural sector will continue to receive priority
attention in keeping with the Government's objective of increasing
incomes in the rural areas. Private traders are being encouraged
to participate in agricultural marketing, and the policy of
allowing direct importation and exportation is likely to increase
their involvement at both the primary and wholesale levels. The
Govermment intends to review the marketing system for specific
commodities, beginning with fruits and vegetables, and to channel
more resources to rural producers, particularly to family producers
and efficient commercial farmers.

The authorities, with assistance from the World Bank, are in
the process of reviewing the performance of some 40 major para-—
statal enterprises as part of the general process of reform. This
exercise is expected to be completed later this year so that appro—
priate decisions on improving management, finances, and efficiency
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can be taken. Matters of divestiture and closure are also to be
considered. In the meantime, the Govermment has moved to increase
capacity utilization of enterprises by increasing the supply of
imported inputs, and several major enterprises have been required
to reduce their labor and input costs.

On the fiscal front, the authorities have made important
strides in the direction of improving the budgetary process,
placing the Government in a better position to keep track of its
expenditure commitments, including scheduled debt service obliga-
tions and the level of transfers that are to be made to particular
public enterprises. The growth in expenditure in 1987 will be
restrained in spite of the exchange rate and pricing measures.

The increase in the wage bill is considerably less than the esti-
mated rise in prices, and transfers to cover enterprises' losses
will be limited. It is to be noted that real expenditure on
nondefense items is being cut by about 20 percent. With regard
to revenue, a number of tax measures have been put in place,
including increases in the base of company and individual income
taxes and the collection of business profits tax on a current
basis rather than with a one-year lag. Reflecting these develop-
ments, the overall budget deficit in 1987 is projected to decline
by 5 percentage points relative to total expenditure compared with
1986.

- The investment budget has been rationalized with a view to
directing resources to the rehabilitation of existing capital
stock and the completion of ongoing projects, with priority being
given to projects that promise a high rate of return or have the
potential to earn or save foreign exchange. In keeping with the
intention of expanding the private sector, incentives are being
offered to both foreign and domestic entrepreneurs in key areas
such as agriculture, light manufacturing, and transport.

Monetary policy is consistent with the objectives of reducing
excess liquidity and of directing resources to more productive
uses. Credit requests from enterprises are now being carefully
scrutinized, with banks applying commercial criteria in assessing
those requests. There will be no credit to finance operating
losses of enterprises. It is expected that efforts to improve
credit procedures will be enhanced by a flexible interest rate
policy. Interest rates on loans and deposits were raised substan—
tially last December, and the authorities intend to review them
periodically.

The outlook for the balance of payments over the medium term
is encouraging, but much depends on two factors: the extent to
which the security situation can be improved and the level of
external assistance and debt relief during the program period.
The staff has therefore given a realistic view of the situation

4 N
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by concluding that the program in and of itself should not be
expected to produce a sustainable balance of payments within a few
years.

In sum, the program appears to be on the right track, and the
necegssary political consensus has been mustered in support of its
implementation. To be sure, the economic problems of Mozambique
are serious; and it would be an illusion to expect quick solutions.
But what is equally true is that the country has potential, and
that positive results can be achieved with improved management
and concerted help from friendly govermments and multilateral
institutions.

Mr. Ayales made the following statement:

At the outset, I would like to indicate to the Mozambican
authorities that we welcome the comprehensive economic program
which is to be implemented during the next three years, with the
support of a structural adjustment arrangement. This is an ambi-
tious program, aiming not only at redressing financial imbalances
but, more fundamentally, at introducing profound changes in the
economic structure of the country.

We are concerned, however, about the difficult political
situation in southern Africa and the internal security problems in
Mozambique, which are major noneconomic impediments to the func-
tioning of the economy and of economic policy. This situation is
both disappointing and frustrating in view of the country's sub-
stantial economic potential. We commend the authorities' continued
efforts to address the deteriorating security situation as well as
the severe financial imbalances and extensive parallel markets
that began to emerge in response to supply shortfalls, their
efforts to suppress prices and allocate goods administratively,
and the expansion of bank credit to cover mounting enterprise and
fiscal deficits.

The authorities, nevertheless, recognized that the reform
measures taken in the past were not comprehensive enough to turn
the economic situation around. As the need for more far-reaching
ad justment measures became evident, the Mozambican authorities
launched an economic recovery program early this year, without any
formal assurance of support from the Fund or the World Bank. This
comprehensive and ambitious program is necessary to reverse the
declining trend in production, improve the efficlency of resource
allocation, curtail domestic financial imbalances, strengthen the
country's external earnings, restore orderly relationships with
creditors, and thereby establish the conditions for sustainable
economic growth.
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The program supported by the structural ad justment facility
combines enhanced demand management with structural reforms and
actions to restore supply and output. We particularly welcome the
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They will help to restore the predominance of official markets for
goods and foreign exchange by increasing the supplies to these

markets and decreasing or eliminating differentials between offi-
cial and parallel market prices. We also welcome the wide-ranging

1i4dldl L1123 B 8 = ST LSV A= RO ) - wall L~

domestic financial policies aimed at restraining demand and
reducing liquidity in parallel markets.

We are, however, concerned about two issues. First, the
program contains virtually all aspects of a conventional Fund-
supported stand-by arrangement program, including regular moni-
toring and reporting. Although circumstances in Mozambique may
warrant this approach, it should not apply in general to all struc-
tural adjustment arrangements. Second, although the financing gap
of the balance of payments for 1987 could be closed by generous
debt relief and concessionary financing, the medium-term outlook
will almost certainly remain difficult for many years to come.

7

To summarize, current circumstances in Mozambique present
major impediments, and the Fund should be cautious in its expec—
tations and flexible when assessing the results. This is a very
good program, but we should bear in mind that it is vulnerable in
some areas, particularly with regard to the statistical base and

" the security situation. However, it is clear that this vulner-
ability does not extend to the authorities' commitment, which we
believe is one of the major strengths of the program.

Mr. Grosche made the following statement:

I can support Mozambique's request for a structural adjust-
ment arrangement despite a number of questions and reservations
about the strength and timing of the planned reform measures and
about the medium-term viability of the balance of payments. In
lending my support to the program I wish to encourage the authori-
ties. Their reorientation of economic policies is remarkable, as
demonstrated by the various and commendable actions already taken.
Like the staff and the Committee of the Whole of the World Bank, I
believe that this program is an important step in dealing with
Mozambique's deep-seated economic problems. But like the Bank's
Executive Directors I also feel that the policy measures for 1988
and 1989 need to be further detailed and strengthened and that the
price reforms, as well as the reforms in the exchange and trade
system, need to be accelerated in order to achleve the program's
objectives.
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As I can endorse the staff appraisal, I wish to make only a
few remarks on those three key areas which, in my view, require
careful attention and additional action by the time the authori-
ties embark on their second annual program.

First, every effort must be made to improve the statistical
data. The staff has been unable to present figures for many key
economic variables; there are no data on GDP and the rate of infla-
tion, and I found practically no reference to the level of nominal
or real interest rates. Regrettably, there are also no data in
International Financial Statistics on Mozambique. Comprehensive

data would seem essential not only for a proper assessment of eco-
nomic developments but even more so for the implementation and
monitoring of the program.

Second, I welcome the authorities' general objective of
establishing a realistic exchange rate. I am concerned, however,
that after the first important devaluation in January 1987 the
envisaged further adjustments may not be ambitious enough. I
acknowledge that the special circumstances of a particular country
sometimes warrant a gradual approach to achieving a realignment of
the exchange rate. However, given the fact that the major objec-
tive of the program is to restore the predominance of the official
market for goods and foreign exchange, I wonder whether the main-
tenance of a considerable, albeit declining, spread between the
official and parallel market rates would not run counter to this
objective.

The same considerations would, of course, apply to pricing
policies. To be sure, the authorities are to be commended for the
various substantial price increases already implemented and for
their intention to undertake regular price adjustments to reflect
exchange rate and other cost changes. This, however, will bring
official prices only "nearer to the parallel market levels,” and
I wonder whether incentives will not remain for a considerable

-number of transactions to be made through the parallel market.

Some comfort can be derived from the fact that a tight mone-
tary policy might deprive the parallel market of liquidity and
subsequently result in reducing prices, but I am not certain how
and whether this will work. The success of the pricing and
exchange rate policies, however, will have a strong bearing on the
budgetary outcome.

Third, in large part the fiscal program depends on increased
revenue generated through tax reform measures. On the expenditure
side, progress appears to be constrained-—-at least at present—-~by
the need to improve the effectiveness of the civil service through
increased wage incentives, by defense requirements, and by the fact
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that public sector enterprise reform is inciplent with important
reviews expected to be completed only during the course of the
three-year program period.

I therefore fully share the staff's view that close moni-
toring 1s required of both the outcome of the tax reform measures
and the progress achieved in reducing the losses of public enter-
prises. I hope that studies and reviews undertaken in this
context will proceed without delay so that they can be translated
into actual policy measures in 1988.

Finally, I am fully aware that the security problems remain
a major obstacle to a more rapid improvement of Mozambique's
economic situation. In fact, as the staff candidly points out,
external viability with economic growth is not likely if current
security problems prevail over the coming years. Nevertheless,
while this illustrates the limits to what can be achieved by N
economic policy alone, there still seems to be a lot of room for '
improvement. The authorities would therefore be well advised
to adhere to the chosen ad justment path and to strengthen poli-
cies wherever they can, thereby providing the best basis for
Mozambique's economy to recover rapidly should the security situ-
ation improve.

Mr. Foot commented that the program under consideration constituted
somewhat of an act of faith in a new member of the Fund that had faced
and continued to face difficult internal and external circumstances. - He
could support the proposed decision, although he did not view the present
structural adjustment arrangement as a model for others, and he considered
the proposed steps only the first of a long and difficult adjustment pro-
cess. However, he was encouraged by the extensive and courageous prior
actions taken by the authorities and by the indications given by the N
staff that, should the security enviromment improve, the economic outlook
for Mozambique-—particularly for the balance of payments position--would

improve considerably.

The nature of the authorities' commitment with respect to the exchange
rate remained unclear, Mr. Foot remarked. The staff had commented that
the official rate would equal at least half the parallel market rate by
the end of 1987, but it went on to state that the parallel rate in Maputo
was considerably higher than elsewhere in the country. He wondered which
parallel rate was being used to determine the extent of the authorities'
commi tment. He also wondered whether the mix of exchange rates would
produce a price that would be sufficient to channel enough goods through
the officlal market. He asked the staff if it had any further thoughts
about the policies in the exchange rate area and how quickly the authori-
ties could respond if it became apparent that they were not appropriate.
Clearly the private sector would need every encouragement vis—3-vis the

public sector.
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On the fiscal front, it was difficult to judge the figures for end-
1987 against previous years because of the marked changes occurring in
the economy, Mr. Foot continued. His provisional conclusion was that the
tax reforms introduced in January 1987 and the new measures to be intro-
duced to increase revenues and limit capital spending were along the
right lines, but he would be grateful for any further staff views on the
budgetary impact of outlays on subsistence for displaced persons. He
would also be interested in knowing what budgetary details had been
worked out for the public sector enterprises that were being asked to
bear a demanding role in the adjustment process.

While he agreed with the staff that a restrictive credit policy
would be an important part of the program, he considered that policy
secondary to the task of attracting goods and foreign exchange back to
official channels, and he currently had some reservations about whether
that could in fact occur, Mr. Foot observed.

Finally, he concurred with Mr. Grosche's remarks on the statistical
inadequacies in Mozambique, Mr. Foot said. Major efforts were necessary
to correct the situation for the sake of negotiations with the Paris
Club, the London Club, and the Fund.

Mr. de Forges made the following statement:

Mozambique's implementation in late January of the measures
in the policy framework paper was clearly a major step. It repre-
sents a complete rethinking of the way the economy is currently
managed, since it implies—~in the medium term——that the allocation
of resources formerly made by the Administration will now be made
by the market. The cornerstone of this major transformation will
be the establishment of a realistic exchange rate and of prices
reflecting the scarcity of resources. In essence, this is what
this program provides for; we fully support it.

This step is also considered major by the financial commu-
nity. Given the very special circumstances of Mozambique, this
community has agreed to deviate from normal procedures and examine
the rescheduling of Mozambique's debt on the basis of a first-year
arrangement under the structural adjustment facility. The antici-
pated regularization of Mozambique's relations with its creditors
should clear the way for the country to mobilize the assistance
required to restore imports to a level more consistent with the
reconstruction of the economy.

The measures implemented in January were essential. However,
despite the many obstacles the Government will encounter, main-—
taining the momentum of this process will be of the utmost impor-
tance. For example, much needs to be done before the gap between
the official and parallel exchange rates is eliminated and before
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true prices can be established throughout all sectors of the econ-
omy, thereby allowing for the gradual and cautious liberalization
of imports. .

In the interim, while prices and imports remain administered,
it will be crucial that adjustments aimed at reflecting the cost
of imports or of domestic production be made progressively as
needed, rather than through abrupt adjustments made annually or
semiannually. After the first energetic steps taken to initiate
this program, proceeding with frequent, small-scale adjustments
should help lessen disruptive effects and avoid a possible stalling
of the reform process. This task calls for the authorities'
strong determination.

) Also, given the lack of data and the resulting uncertainties
regarding the impact of the measures recommended, modifications

of this program will most probably become necessary during 1its
course. The foreseeable difficulties make it all the more indis-
pensable that clear objectives and a detailed program of action be
set out and updated 1f necessary. In this task, the financial and
technical support of the Fund and of the World Bank will be vital.

For the time being, the program of action for the second and
third years of the policy framework paper is merely outlined.
Various studies have been launched, and it is important that they
be completed in 1987, as intended, since they will help £fill in
the missing details. The next Article IV consultation with
Mozambique would be a good occasion for providing the Board with
more comprehensive information on this program.

Mr. Finaish made the following statement:

In recent years, the economic and financial situation in
Mozambique underwent a marked deterioration. By 1986, production,
exports, and service receipts had fallen sharply below their
1980-81 levels, and arrears on debt service payments had increased
to many times the annual foreign exchange earnings. While attrib-
utable in part to some exogenous factors, such as adverse weather
conditions and internal security problems, the deteriorating
economic performance also reflected growing financial disequilibria
owing to weak macroeconomlic policies as well as the existence of
important structural deficiencies in the economy. In particular,
.the government budgetary situation has deteriorated sharply since
the early 1980s owing to the erosion of the tax base because of
production declines, the pressure of defense spending, and rela-
tively high investment and social outlays. Many of the large—
scale investment projects, which were financed by heavy external °
borrowing, turned out to have very low rates of return. Since the
fiscal deficits and the .public sector enterprise losses were

¥
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financed by internal credit expansion, large increases in the
money stock occurred despite the shrinkage of the official market
economy.

Notwithstanding these developments, it is encouraging to note
that the authorities have recognized the need for strong adjust-
ment and have already implemented a substantial range of measures,
including a devaluation of 80 percent in foreign currency termms,
major changes in official prices, and substantial tax and expendi-
ture measures. These policy adjustments are significant, and they
should help in checking some of the worsening economic trends of
recent years. Nonetheless, the magnitude of economic imbalances
facing the country are such that firm pursuit of adjustment poli-
cies along a broad front will need to be carried out well into the
medium term in order to lay a durable foundation for economic
growth with balance of payments viability. Accordingly, under the
circumstances, the Mozambican authorities are correct in pursuing
a medium—term economic program, to be supported by structural
ad justment facility resources. This is Mozambique's first Fund-
supported program, and 1t aims at restructuring production,
enhancing the growth of the ecounomy's debt-servicing capacity, and
keeping domestic expenditure and the balance of payments under
control. As stated by Mr. El Kogali, it is noteworthy that the
agricultural sector will continue to receive priority attention in
keeping with the Govermment's objective of increasing incomes in
the rural areas, and that prices of most agricultural products
were raised by between 200 percent and 400 percent.

With respect to the medium-term outlook, the staff has noted
that "the program in and of itself cannot lead to a sustainable
balance of payments within a few years and debt relief will
remain necessary for many years to come.” Since it will not be
easy to regularize the external payments position, I would appre-
ciate staff comment on the outlook for exports, which have fallen
progressively and in 1986 were less than one third of the level
recorded in 1981. 1In particular, the staff may wish to elaborate
on the source of the fairly substantial increase in exports
indicated in their medium—term projections and on the impact of
changes in the internal security situation on export prospects.
With regard to the latter point, the staff noted on page 14
(EBS/87/101) that "the balance of payments outturn in Mozambique
will be strongly influenced by changes in the security situation,’
and on page 19 it stated that "external viability with economic
growth is not 1likely if current security problems remain.” Yet
in the same paragraph on page 19 the staff observes that “the
program is expected to bring a considerable recovery in exports
even 1f the security situation does not improve."” One wonders
whether the projected increase in exports may not be on the opti-
mistic side and whether the staff has made any detailed assess—
ments of the impact of internal security problems on exports.

Finally, we support the proposed decision.
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Mr. Ouanes made the following statement:

The economic problems and challenges facing Mozambique are
awesome. The security situation, adverse external developments,
-and inappropriate policy responses have led to a rapid growth in
parallel markets and an associated serious distortion of prices
and resource allocations. The figures reported in the staff paper
are telling: domestic prices in parallel markets were recorded
to be as high as 10 times their official equivalents, while the
exchange rate reached some 40 times the official rate. Further-
more, the growth in the underground markets has also meant a
serious erosion of the tax base which, in turn, contributed to
the deterioration in public finances. Under the circumstances,
it became very difficult to maintain effective control over the
pricing, exchange rate, fiscal, and monetary policies.

Clearly, the authorities are facing not the issues of stabi-
lization but rather of rehabilitating the whole economy and
restoring the effectiveness of macroeconomic policies. The pro—
posed structural ad justment arrangement is the proper framework
in which to address the problems facing Mozambique, particularly
if accompanied by the active involvement of the World Bank. In
this connection, I am encouraged by the authorities' determination
to start the restructuring of the economy, and I support their
medium—~term objective of unleashing the productive potential of
the economy while restoring and maintaining financial balance.

The steps taken by the authorities to date in the pricing,
exchange rate, and fiscal areas are welcome. However, given the
magnitude of the imbalances, the authorities are well advised to
seize the opportunity to strengthen and accelerate the pace of
ad justment. In this context, I agree with Mr. E1 Kogali's state-
ment that the success of the program "requires consistency in the 'SR

" implementation of policy and much perseverance.” Strengthening
ad justment efforts and persevering in their implementation are
particularly important in view of the unlikelihood of Mozambique
attalning balance of payments viability at the end of the
arrangement.

I would like to mention some specific points. First, with
respect to the exchange rate, while the intention of the authori~
ties is to reduce substantially the spread between the parallel
rate and the official rate by the end of the program period, as
Mr. Grosche and Mr. Foot stated, I wonder to what extent the lack
of unification of the rates is consistent with the stated policies
of restoring economic incentives and fully integrating the official
and parallel markets. Views on this important issue are not given
in the staff appraisal; I would therefore appreciate staff comment.
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Second, on pricing policies, like other speakers I believe
that it is essential to the success of the program that direct
price controls and other administrative controls be phased out.
Specifically, in addition to ensuring that exchange rate ad just-
ments are passed through to domestic prices, pricing policies
should be guided by market forces and aimed at restoring relative
prices that reflect appropriate cost-price relationships. This
will not only improve the allocation of resources but also reduce
the scope of the underground economy. It will, in addition,
strengthen public finances directly, by improving the financial
position of some public enterprises, and indirectly, by increasing
the tax base. Incidentally, I wonder whether estimates of the
size of the underground economy are available, or if the staff has
any idea of its scope. :

. Third, for the program to achieve its objectives, it is essen—
tial that its timing and the measures it proposes should be under-
taken do not overtax the authorities' capacity to manage the reform
process. In this context, I wonder whether technical assistance
by the staff of the Fund or the World Bank is being considered to
help the authorities implement the program, most urgently in some
key statistical areas.

In conclusion, Mozambique 1is well endowed with natural
resources and has diversified production and export bases. With
appropriate policies in place and an improved security situation,
Mozambique will, in time, be able to restore growth to the economy
within the context of a viable balance of payments. I support the
proposed decision. °

Mrs.. Walker made the following statement:

It has been clear for some time that major changes in economic
policies are needed in Mozambique to begin restoration of the
country's economic and financial position. Therefore, we welcome
the authorities' commitment to a difficult process of adjustment
as embodied in the actions already taken and in the three-year
structural ad justment arrangement. We support the economic reform
program, which encompasses a wide range of measures to be taken
with support from both the Fund and the World Bank. The program
is basically appropriate in focus and composition and should begin
the process of reform in the overall economy; in addition, it
represents a positive shift in the economic orientation of the
country.

In spite of the reforms envisaged, however, balance of pay-
ments viability appears distant, particularly if the security
situation remains difficult. Thus, under the current pace of
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reform and difficult security situation, positive economic results
in the medium term may be limited to halting the serious decline
of the economy and setting the stage for future economic growth.

In this light, we welcome the overall range of reforms
included in the program, but we believe that in certain areas the
pace of reform should be accelerated and more details should be
provided about commitments for reform by the end 6f the program
period. This is particularly important in light of the agreement
by official creditors to reschedule Paris Club debt on the basis
of a structural ad justment arrangement only. In general, it
appears to us that even by the end of the program period there
would still be heavy reliance on central control of the economy,
and we urge that efforts be made to loosen controls further and
encourage greater participation of the private sector in the
economy. Specifically, I have comments on the’ pace and compo-
sition of reform in several areas. : .

While the goal of allowing market forces to guide price forma-
tion and the changes that have been made thus far are commendable,
the pace of pricing changes may not be adequate in light of pre-
vailing parallel market prices, and the pace of transferring items
off the fixed price list appears rather slow. In addition, on
page 31 of EBS/87/101 there is a reference to moving goods from
the fixed to the regulated price list and allowing the prices of
some of the goods on the fixed price list to be freely determined
by market forces, but there is no specification of which goods .
would be moved and when this might occur. We believe that.a goal
of eliminating all fixed prices should be set for the end of the
program period. In the agricultural area, the authorities intend
to reduce the number of products subject to fixed pricing, but
there is no quantitative target for each year or for the end of
the program. This is also true for 1ndustria1 pricing policy.

We welcome the devaluation of the metical in January and the
intention to pursue a flexible exchange rate policy. However, as
others have said, we believe that steps to decrease the spreads
between the official and parallel market rates appear to be slow-
paced and that it may be beneficial to aim for a smaller spread by
June 1988.  In addition, a specified target of the program should
be to reach a competitive rate-—which will need to be determined--
at least by the end of the program period, in combination with the
extensive and welcome steps to reduce the scope of administrative
allocations in the external trade and exchange system.

The action to be taken in the fiscal area to reduce expendi-
ture and increase revenue, including the review of the overall tax
system to be undertaken with Fund assistance, is a beginning. It
will be critical that the changes in the civil service under way
be effective so that key workers are maintained but redundant
workers are removed. A review of expenditure policy, with World
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Bank assistance, will be important as well as the review of the
public sector enterprises, which we hope will focus on privatiza-
tion of enterprises where possible, with the aim of eliminating
subsidies from the Government as soon as possible. Finally, the
Government intends to continue to provide a safety net for the
urban population, and we wonder when this subsidy is expected to
end.

We note the commitment to limit nonconcessional borrowing,
but in the face of the continuing deterioration of Mozambique's
financial situation projected throughout the program period, we
wonder why any nonconcessional borrowing is allowed, and we would
appreciate staff comment.

We hope that progress will continue under the program during
the course of the year so that the economy will be in an improved
position at the time of the request for the second annual struc~-
tural adjustment arrangement. This will require substantial
effort on the part of the authorities as well as assistance from
the Fund and the World Bank in administering and monitoring the
program. Furthermore, assistance will be required in the statis-
tical area, which remains weak.

As others have stated, the adjustment needed is great. 1In
this light, we urge the authorities to pursue with vigor the
measures called for under the structural adjustment arrangement
and, wherever possible, to speed up the pace of reform. Therefore,
we welcome the fact that the authorities recognize, according to
Mr. El1 Kogali's statement, that the task ahead is not an easy one
and that success requires consistency in the implementation of
policy and much perseverance. Finally, we support the proposed
decision.

Mr. Santos made the following statement:

At the outset, let me say that I support the program before
us. It appears to address the financial and structural problems
facing Mozambique and offers a credible medium-term scenario to
solve the present difficulties. The measures and policies that
are spelled out are wide ranging and far reaching. However, while
I agree with the main thrust of the program, I have some concerns.

The coverage is so extensive that this program appears to
constitute a complete reform of the economy rather than just struc-
tural adjustment. There is no doubt that the distortions plaguing
the economy are such that a complete reform is needed. But we
should remember that Mozambique's case is in many respects dif-
ferent from that of other countries that have undertaken structural
adjustment programs. Indeed, Mozambique is beset by internal and .-

.external security problems as well as a refugee situation that
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will make implementation of the program a daunting task. With all
the social and other problems facing the authorities, they will
now be implementing an economic and financial program that in the
beginning could have severe adverse social effects. The hope is
that these measures will not contribute to a worsening of the
soclal enviromment and the security situation.

This program represents a decisive shift in the direction
that the authorities have been following. It appropriately com-—
bines structural reform policies with supply-side and strong
demand-management measures. Although the beneficial effects of
all these measures will be felt in the medium term, in the short
term the authorities will most likely be faced with a worsening of
the economic situation. My concerns lie mainly with the pace of
implementation and with the size of the initial adjustments being
made, especially with regard to prices and taxes. In January,
producer prices of most agricultural products and transport tar—
iffs were raised by 200-400 percent. Moreover, consumption taxes
were increased by 100 percent or more, and the exchange rate was
devalued in local currency terms by 400 percent. These signifi-
cant measures will affect all sectors of the population, and there
should be no doubt about the hardships that they will cause. As
mentioned in the staff report, the authorities are already faced
with the problem of allocating food to two to four million people
in rural areas who are currently unable to feed themselves.

Since the pace of adjustment has already been set, the pro-
gram's progress and success will depend very much on the financial
response of the international financial community. It is unfor-
tunate that the Fund's financial assistance is so limited. Of
course, it is assumed that the Fund's input is to act only as a
catalyst, but the recent experience of a few countries indicates
that the catalytic effect has not worked. Such a development does
not augur well for Mozambique. Debt rescheduling only will
clearly not be sufficient. Substantial amounts of grants and
financial assistance on concessional terms will be needed; fur-
thermore, to be effective these will have to come early in the
program period rather than later.

It is clear that the authorities are faced with a difficult
» task, and the correction of the imbalances, given their magnitude,

will take some time. The authorities have shown that they are
aware of the tasks facing them, and they have also shown their
commitment to the adjustment effort by implementing strong mea-
sures. In that respect, it appears that, in looking at the case
of Mozambique, the conditionality under this program has been
strengthened beyond what we thought appropriate under the struc—
tural adjustment facility.
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Mozambique will be the first country to go to the Paris Club
with a structural ad justment arrangement instead of the usual
stand-by arrangement. I wonder whether this could be the reason
for the strengthening of the conditionmality. Could the staff
elaborate on this?

On page 7 of its report, the staff states: "The Govermment
intends to follow a flexible exchange rate policy with the objec-
tive of attaining an exchange rate level no less than one half of
the parallel market rate in metical terms by the end of 1987 and
at least 70 percent of the parallel rate by mid-1988." Since
exchange rate policies are very sensitive issues, I find this
statement too detailled because it explicitly calls for specific
measures to be taken in the future. Information leaks can occur,
thus making it more difficult for the authorities to attain their
objective. A simple statement to the effect that the authorities
will follow a flexible exchange rate policy would have been
sufficient.

In conclusion, I supporf the proposed decision.

Mr. Fernando made the following statement:

We are in broad agreement with the staff appraisal, and we
support the proposed decision. We thank Mr. E1 Kogali for his
helpful statement, and we are especially appreciative of his
sense of realism when he says that "it would be an 1llusion to
expect quick solutions.” Something close to this feeling is also
expressed by the staff in its appraisal.

Given the large imbalances that characterize Mozambique s
economy, this is an impressive program. We see it principally as
a move toward a more simple and rational allocation of resources.
The exchange rate is, of course, pivotal, and we have noted the
substantial devaluation already undertaken. However, we would
urge that judgmental considerations of what is an appropriate rate
should be predominant, as the official rate contains many elements
not necessarlly consistent with the extent and severity of under-
lying realities.

We have noted the steps taken to improve producer incentives
through price increases to farmers. Given Mozambique's potential,
we would urge authorities to move steadily on this path, perhaps
even with some quickening of pace, provided the political and
soclal situation permits. In this connection, we commend the
initiatives taken by the World Bank to help an economy in much
distress——a significant part of which arises from the security and
political situatiom—especially with regard to investment program—
ming in the budget and in enterprise reform.
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On the steps taken for controlling credit, the staff refers
to the Bank of Mozambique's decision to examine credit applica-
tions in a completely different way than previously, by considering
credit only for profitable investment opportunities and working
capital only for firms that are good credit risks. This decision
seems to imply a problem relating to the Bank of Mozambique's
asset portfolio, and further information would be helpful. Enter-
prise reform, 1f it includes the Bank of Mozambique, may therefore
have to make some budgetary allowance to help the Bank.

In light of the strong measures already taken, and the need
for attaining balance of payments viability together with struc-
tural improvement, we wonder whether Mozambique could not have
been considered for a longer-term stand-by or extended arrangement
along with the structural ad justment arrangement. This would also
have served the purpose of regularly monitoring the performance of
the program. We would like to know whether the authorities had
expressed an interest in such a simultaneous stand-by or extended
arrangement. For this structural ad justment program, which
requires much courage, Mozambique deserves the full and continuing
support of donors.

Mr. Hammoudi made the following statement:

At the outset, I wish to support the proposed decision con-
cerning Mozambique's request for arrangements under the structural
ad justment facility. In the past, Mozambique's economic situation
worsened each year because of problems caused by natural calamities
and security difficulties. The authorities, nevertheless, are
facing these problems with courage and are undertaking realistic
measures to reduce and eliminate the imbalances that characterize
the internal and external accounts of their economy. The Govern—
ment has demonstrated its willingness to reach the objectives
agreed with the World Bank and the Fund by implementing in early
1987 the following measures: fiscal and tax reform; gradual
liberalization of prices; exchange rate adjustment, trade and
external payments liberalization; more efficient management of the
public sector; and a boost in productivity.

The aim of the fiscal measures is to reduce the budgetary
deficit from 61 percent in 1986 to 56 percent in 1987 despite the
burden of defense expenditures because of the state of war. It
is also important to note that the public enterprise losses are
supported by the budget and not by the central bank, which had
financed these losses in the past. Furthermore, scheduled debt
service obligations are included in the budget, and the related
external payments are made to the central bank at the appropriate
time and kept in a special account.
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The tax reform implemented in January 1987 will substantially
increase govermment revenues in order to finance the budget. The
reform is designed to enlarge the tax base, simplify the tax col-
lection system, and speed up payments. Tax revenues will increase
fivefold in 1987, owing to transactions resulting from exchange
rate and pricing measures.

To first reduce and finally eliminate the difference between
official and market prices, the Mozambican authorities introduced
the gradual liberalization of prices. The Govermment tripled
producer prices for cereals, quintupled oilseed prices, and, at
the same time, increased consumer prices. The authorities also
allowed public enterprises to set and to adjust prices, whereas in
the past these prices had been fixed by the Govermment, which
intends to reduce further its intervention in this field.

The most important decision in the comprehensive set of mea-
sures implemented by Mozambique was to adjust the exchange rate
to a more realistic level. On January 30, 1987, the authorities
depreciated the exchange rate for the metical; this depreciation
represents an increase of more than 400 percent in local currency
terms as well as a devaluation of more than 80 percent in foreign
currency terms. The aim is to narrow the range between the offi-
cial and parallel market rates so that the official rate 1s at
least 70 percent of the parallel rate by mid-1988.

This exchange rate adjustment allows the authorities to
improve the system of resource allocation; purchases and sales of
rights to import are permitted through the banking system at the
of ficial exchange rate. - In this respect, the Mozambican Govern—
ment is implementing a program that eases trade and external
payments by progressively reducing restrictions on international
transactions. The authorities also aim to limit debt to a
sustainable level. In the future, they will avoid new external
payments arrears, and they will not contract new loans on non-
concessional terms in excess of $50 million over the three-year
program period, including $20 million in the first year.

As stated by Mr. El Kogali, the medium—-term outlook for the
balance of payments is tied to the improvement. of the security
situation. On the basis of this assumption and taking into con-
sideration Mozambique's diversified export sector, an expected
growth in exports and moderate growth in imports will result in an
improvement in the current account situation, all other things
being equal. Concessional inflows are expected to help Mozambique
overcome its shortage of foreign resources and help spur the
growth of the exportable goods sector. Overall, the balance of
payments deficit will improve substantially compared with 1986--by
25 percent in 1987 and:by more than 50 percent at the end of the
program period- ' ' .
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With the technical assistance of the World Bank, the Mozambican
authorities are implementing measures to render the management of
public enterprises more efficient and to allow the enterprises to
handle the problems they encounter. These enterprises can dismiss
workers if they are overstaffed and they can set the prices for
their products, although strict control is maintained to avoid
incurring losses that previously undermined their management. To
this effect, the banking system is allowed to lend to public enter-
prises if their economic and financial situation is sound. Indeed,
only working capital and productive investment will be financed;
the operating losses will be covered by the budget and no longer
by the banking system. o

All these measures are aimed at introducing liberalization of
domestic production and distribution in order to boost productivity
in the industrial and transport sectors and especially in the
agricultural sector, which is drawing more attention from the
Government, as indicated by Mr. El1 Kogali. Indeed, the authorities
are increasing incentives to farmers and peasants in rural areas
where private traders could operate freely in the agricultural
marketing system.

Mozambique is a country with vast potential resources. It is
able to overcome all financial and economic difficulties, but on
condition that the security situation should change, and I share
the staff's concerns in this matter. The Mozambican authorities
are showing tremendous courage in these difficult circumstances.

The staff representative from the African Department recalled that
many speakers had stressed the inadequacy of Mozambique's statistical base
and the consequent difficulties for both formulating an economic program
and monitoring it. The staff was acutely aware of those difficulties, and
Mozambique had received several technical assistance missions concerning
statistics from the World Bank and the Fund; currently there were two
advisors in the Bank of Mozambique, one of whom was an accountant working
on improving the Bank's economic and financial data. It was noteworthy
that since Mozambique's membership in the Fund in September 1984, the
country's monetary and fiscal statistics had improved tremendously. The
current budgetary accounts were meaningful and allowed monitoring of
fiscal progress, budgetary planning, and interyear budgetary control. On
the monetary side, statistics were sufficient to indicate expansion of
credit and the monetary base. Beyond that, however, the problem of inade-
quate statistics was acute and would probably remain so for some time.

As indicated by the authorities, one difficulty in gathering statistics
such as gross national product lay in the fact that the Government was
not aware of-all details of economic activity in some areas of the coun-
try. It was doubtful whether it would be possible in the near future to
gather meaningful national accounts data either for output or for prices.
Nevertheless, some improvements could be made even under current condi-
tions, and a project was under way to improve pricing data whereby the
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authorities were compiling a price index based on a market basket, rather
than the previous index related to official prices. Improved statistics

were being developed, but they would be mainly on the basis of data from

Maputo and some major cities.

A GDP series had been compiled with World Bank assistance, but it
was not sufficiently complete to be used for analytical purposes and had
not been included in the staff paper, the staff representative continued.
However, the staff had used production indices, as information existed on
individual crops——particularly export crops-—and on manufacturing output,
notably for certain state enterprises. Information also existed on :
commerce and services in the official sectors, which could indicate the
trend of economic growth, and that data had been used by the World Bank
to produce its estimate of GDP. The Fund staff had used overall aggre-
gates to reach the conclusion that output had probably decreased. sub-
stantially during the early 1980s. The staff presumed that production
aggregates would rise if the policy program was followed and increased
international resources were obtained.

One of the most difficult aspects of economic policy formulation
in Mozambique was the predominance of the parallel markets, the staff
representative noted. Quantitative information on those markets was
difficult to obtain, although some data were available for different
segments. A parallel market exchange rate existed for foreign exchange,
and the staff had obtained various readings from the authorities and
other sources to ascertain the consistency of the orders of magnitude
of the rate in that market. The rate varied over time because it was
sensitive to supplies—-—particularly from South Africa--and their location
as a result of the high cost of transportation and communications. An
important goal of the program was to narrow the spread between the paral-
lel and official wmarket rates. It was worth noting that the parallel
market was used to meet not only the demand for foreign exchange to
purchase goods and services but also the illegal demand for capital
out flows——-which the staff estimated at about 30 percent of the demand for
foreign exchange on parallel markets. The staff and the authorities had
agreed that unification of the parallel and official market rates during
the program period would be impossible because the parallel rate would
continue to move above the official rate in line with the demand for
11licit capital outflows; a narrowing of the gap to 30 percent was con~
sidered reasonable.

The parallel market for goods was more difficult to analyze although
it was perhaps more important in many respects, the staff representative
remarked. The authorities aimed ultimately to eliminate the differences
between the parallel and official market prices for goods, but because of
Mozambique's security problems, the authorities' objective during the
program period was to narrow the spread to the extent possible through
an increase in official prices to levels closer to the current parallel
market levels and through a substantial containment of the increase in
liquidity. The staff felt that the authorities should substantially
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restrain the increase in the stock of money and thereby reduce the pres-
sure on prices in the parallel market. That market represented about
25-50 percent of the volume of total transactions in the -urban areas, and
parallel market prices were approximately five to ten times official
market prices. The mission estimated that the demand for transactions
balances might increase by 50-75 percent owing to official price increases,
but the monetary target was set at only 45 percent. The staff had actu-
ally been cautious in estimating the demand for transactions purposes.
The program aimed to attack the parallel market on both sides: reduce
the liquidity that was used to support high prices in the parallel market
and increase the price of official transactions.

In judging the pace of reform, it was important to consider that -
Mozambique was in a state of war, the staff representative stated. Policy
reform would have to be effective while credible to the majority of the
population, which was essentially loyal to the Government. In light of
Mozambique's situation and the large-scale reforms necessary to create a
turnaround, the staff considered that the pace of reform, especially con—
sidering the stabilization, fiscal, pricing, and exchange rate policies
in the first year, was appropriate. Studies would be undertaken during
the first year on the reforms that would be implemented under the second
annual structural adjustment arrangement. The economic situation of
Mozambique called for comprehensive policy reform because of the economy's
interrelationships; demand-management policies or supply-side policies
alone would not be successful.

The conditionality attached to the arrangement had been determined
by the guidelines governing use of the resources of the structural adjust-
ment facility, the staff representative continued. The monitoring,
mainly by the authorities, would be rather close, not only because of the
Paris Club but also because of the uncertainties existing in Mozambique
and the adjustments that might be required during the program period.
While the monitoring procedure appeared similar to that for a stand-by
arrangement, the aim was to be able to adapt to changes in the situation
by modifying details, if not the overall structure, of the program.

The staff considered its export forecasts cautious in light of the
country's security situation, the staff representative commented. The
largest part of the envisaged increase in exports would arise from the
cashew nut industry, which used to be the largest in the world. With
proper economic incentives and the provision of consumer goods in the
cashew nut producing areas, a large increase in output should result;
moreover, the cashew nut trees grew in a secure part of the country.
Therefore, the authorities and the Fund and World Bank staffs considered
the projected increases realistic. The World Bank played an integral
role in the export program and a second rehabilitation loan would be
considered by the World Bank Board within a few weeks. Although the
program was to a certain degree an act of faith, if the security situation
could :improve at least to the extent to allow transportation facilities
to operate in those areas of the country which were at present insecure,
even optimistic assumptions could be considered reasonable.
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A small allocation for commercial borrowing existed in the program,
although the balance of payments projections indicated that no increase
in imports would be financed by such borrowing, the staff representative
noted. The explanation was that almost all imports were paid for by
foreign aid, and while delays and rigidities in the disbursement of for-
eign aid existed, it had been decided that a certain flexibility should
be allowed to the central bank in purchasing some imports with commercial
money. These loans would then be rolled over with concessional money.
The details had not been determined in every case, but the staff was
encouraging the authorities to work out arrangements with commercial
banks and aid donors to allow those transactions to take place. The
commercial banks had indicated in the London Club meeting that they were
interested in an arrangement with donors.

As to whether a structural adjustment arrangement was the most appro-
priate use of Fund resources for Mozambique, the authorities had not
requested a stand-by arrangement or an extended arrangement, and the staff
had not encouraged such a request, the staff representative from the
African Department recalled. The staff agreed with the authorities that
in their situation, given the balance of payments projections, foreign
resources should be provided on more concessional terms than those
attached to the ordinary resources of the Fund.

Mr. E1 Kogali thanked Executive Directors for their support and
observations, which he would convey to his authorities.

The Executive Board then took the following decision:

1. The Government of the People's Republic of Mozambique
has requested a three-year structural adjustment arrangement, and
the first annual arrangement thereunder, under the structural

ad justment facility.

2. The Fund approves the arrangements set forth in
EBS/87/101, Supplement 1.

Decision No. 8606-(87/84), adopted
June 8, 1987

2. GUINEA-BISSAU - STRUCTURAL ADJUSTMENT FACILITYl— POLICY FRAMEWORK PAPER

The Executive Directors considered a policy framework paper setting
forth Guinea-Bissau's economic and financial objectives for 1987-89
(EBS/87/99, 5/7/87; and Sup. 1, 5/15/87).



EBM/87/84 - 6/8/87 - 26 -

The Chairman made the following statement:'

There follows for the information of Executive Directors the
text of a memorandum that I have received from the President of
the World Bank to serve as the basis for my statement on the
matter to the Board. This text summarizes the maln points covered
by the Executive Directors of the Bank and IDA in their May 21,
1987 discussion in Committee of the Whole of a paper entitled
"Guinea-Bissau: Policy Framework Paper, 1987-89."

1. The Executive Directors of 'the Bank and IDA discussed, in a
Committee of the Whole, the paper entitled "Guinea-Bissau: Policy
Framework Paper, 1987-89" on May 21, 1987. Directors welcomed the
opportunity to discuss a policy framework paper and structural

ad justment credits on the same day, and they expressed appreciation
for the detailed information about debt service (Annex I) and
external financing sources (Annex II).

2, Directors supported the Govermment's comprehensive adjustment
program and commended the Government for the substantial up-front
actions it had taken. They urged perseverance in the adjustment
process, including containing the budget deficit, removing trade
restrictions, and reforming the public enterprises. The failure
to sustain reforms, such as those initiated in 1983, was seen as a
major factor in Guinea-Bissau's poor growth record over the last
decade. Directors felt that proper follow-up will be vital for
the adjustment program's success. In this regard, they emphasized
the importance of the enhanced technical assistance being provided
in support of the program by the Bank and other donors.

3. Some Directors expressed concern about the sustainability of
the adjustment process, which will require reducing in the short
term the already low per capita consumption level. The recent
large increases in official prices of a broad range of commodities
would reduce real purchasing power, though, as the staff noted,
many of these goods were previously available primarily at high
parallel market prices. The goal of a 30 percent reduction in the
civil service over three years was seen by some Directors as
difficult to achieve. Directors welcomed the programs to offset
the initial adverse negative impacts of the adjustment process on
the most affected group, including the reduced rice price for civil
servants and the retraining and resettlement in rural areas of
those who leave government service: :

4. The importance of the supply response to the success of the
adjustment program was stressed. Guinea-Bissau's growth prospects
were seen as potentially promising, given the relatively good
natural resource base for agriculture and fishing, which need to
be more carefully assessed and effectively exploited.
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5. Directors noted the need for continued high levels of assis-
tance from the international community, including balance of
payments support and debt relief. In particular, to relieve the
heavy burden created by the external debt, Guinea-Bissau will need
additional debt reschedulings along the lines accorded by the
principal creditors, the U.S.S.R., and Portuguese commercial banks,
as detailed in the footnote on page 3 of the report (page &4 of
EBS/87/99). Furthermore, some Directors emphasized that Guinea-
Bissau's balance of. payments could be greatly strengthened if
other creditors followed the example of the Governments of Canada,
the Netherlands, and Portugal by canceling debt or converting it
into a local currency obligation.

Mr. Santos made the following statement:

- The background to the economic and financial problems that
have confronted the economy of Guinea-Bissau in recent years were
clearly brought out during the discussions concluding the 1986
Article IV consultation with Guinea-Bissau about six months ago.
In their constructive comments, Executive Directors urged the
Guinea-Bissau authorities to undertake a comprehensive structural
ad justment program to address these problems. It is in this
context that the Government has developed, in close collaboration
with the staff of the Fund and the World Bank, the medium-term
policy framework paper (PFP) that is before the Board for con—
sideration. Since the medium—-term strategy of the authorities
is described in a comprehensive way in EBS/87/99, and given my
authorities' broad agreement with the staff appraisal in Supple-
ment 1 to that document, I will focus on the major elements of
the medium-term program and the main features of the first-year
program envisaged under the structural adjustment facility,
particularly the important prior actions that have already been
adopted and are being vigorously implemented.

The main objectives of the medium-term adjustment program are
to expand the economy at an average annual rate of 3.5 percent
and to make progress toward balance of payments viability in an
environment of relative price stability. To achieve these objec—
tives, the authorities' strategy consists of a wide range of
supply-side and demand-management measures.

On the supply side, the policy measures are aimed at
increasing agricultural production, through the implementation of
a realistic producer pricing policy that could also encourage the
marketing of agricultural products through official channels.
Other important measures to stimulate production in the primary
sector of the economy include the rehabilitation of integrated
rural development projects with financial assistance from donors

and international institutions. It is also the aim of the authori-

ties to continue with measures to improve the performance of the
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public enterprise sector. To this end, an evaluation of the
gsector is under way with assistance from the World Bank and the
resulting recommendations will form the basis for policies in the
context of the three~year program. In line with the Government's
commitment to reduce its role in domestic and external trading,
it will countinue with the reform policy introduced in 1984, under
which a substantial number of trading firms have been transferred
to the private sector. It is also the aim of the authorities to
enhance the performance of the public enterprises through a
combination of flexible pricing policy, tariff adjustments, and
divestiture. These measures are being implemented with technical
assistance from the European Communities. To strengthen their
supply—-side policies, the authorities intend to reorient public
investment outlays toward the directly productive sectors, the
development of human resources, and the rehabilitation of existing
infrastructure.

On the demand side, the authorities are aware that prudent
policies have to be pursued in order to support the above-
mentioned supply-side policies. 1In the fiscal sector, the medium—
term objective is to reduce the budget deficit, on a commitment
‘basis and excluding grants, from the equivalent of 82 percent of
total expenditures in 1986 to 69 percent in 1989. One important
element in the restructuring of fiscal policies is the gradual
curtailment of budget expenditures through a major reduction in
the size of the civil service, and thereby in the total wage bill
over the three-year program period. Regarding investment outlays,
their broad direction has already been stated. Their level for
1987-89 has been reviewed with the World Bank, which will also
assist the authorities in reassessing their investment priorities.

To support the fiscal stance, the authorities of Guinea-Bissau
are implementing prudent monetary and credit policies that are
designed to contain the rate of inflation while supporting their
external sector objectives. To this end, the Government is
actively pursuing a flexible interest rate policy with a view to
achieving positive rates, encouraging domestic financial savings,
and ensuring better allocation of credit. In addition to the
restraint of overall credit growth, the authorities consider
structural reforms in the credit and financial system necessary to
provide greater flexibility to the banks in supporting the financ-
ing needs of the productive sectors of the economy. The strength—-
ening of the efficiency of the banking system and the eventual
separation of the commercial and central banking functions of the
central bank will be carried out with technical assistance from
the Fund and the World Bank.

In the external sector, the main objective is to attain bal-
ance of payments viability over the medium term. However, the
external position is considered extremely difficult, reflecting
largely the economy's weak export performance and the magnitude of

SN
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the external debt burden. The authorities in Guinea—-Bissau recog-
nize that in order to improve the external position and to attain
the external objective, the pursuit of a realistic exchange rate
policy is essential. To this end, they have already taken a major
step by substantially devaluing the Guinea—-Bissau peso. The
authorities also intend to pursue a flexible exchange rate policy
over the medium term.

Regarding the main elements of a one-year program that would
qualify for Fund support under the structural adjustment facility,
it is important to point out that the Guinea-Bissau authorities
have taken substantial prior actions. Considering the significant
social and political risks that are involved in the major shift in
their external sector policies——-with regard to the exchange rate
action and the far-reaching measures to liberalize the exchange
and trade system——it is regrettable that the negotiations for the
annual arrangement under the structural adjustment facility could
not be completed and use of resources under that facility is being
made conditional upon the marshaling of the necessary finance to
close the external financing gaps projected for the three-year
period 1987-89. As the staff has stated in its report, understand-
ings were reached with the authorities on most major issues of a
first-year program and yet they did not conclude the negotiations
ad referendum because of the external financing gaps which the
staff recognize could be fully covered by debt reschedulings. As
it is usually done for Fund-supported programs, it would have been
appropriate to ascertain working assumptions on debt rescheduling
in order to avoid delaying use of structural adjustment facility
resources by Guinea-Bissau. It is worth pointing out that the
staff, in its appraisal, has stressed that it was important that
"the exceptional financing be adequate to close the external
financing gaps and closely coordinated in time with the adjustment
measures.” In any event, the Government is actively seeking debt
relief from its main creditors.

Finally, these concerns underscore the importance for credi-
tors and donors to be sympathetic to the needs of Guinea-Bissau,
especially when the external sector prospects are likely to remain
weak in the medium term. My authorities are of the view that the
policy actions embodied in the policy framework paper constitute
a basis for achieving sustained growth over the medium term, and
for the attainment of this objective to be assured they ask for
the continued financial support of the international financial
community.

Mr. Foot remarked that his authorities welcomed the measures—-—
particularly those on the exchange rate--recently adopted by Guinea-Bissau,
which together with the adjustment path charted in the policy framework
paper made a useful start in addressing the concerns expressed by the
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Executive Board during the discussion of the previous Article IV consul-
tation with Guinea-Bissau. His comments would focus on those areas where

the proposed degree of adjustment was not fully commensurate with the prob-

lems faced by Guinea-Bissau, and in that way help the staff to determine
the nature and content of a possible structural adjustment arrangement.

First, he was concerned that the projected reduction of the budget
deficit, which was a critical problem, was so gradual, Mr. Foot commented.
Tax exemptions and arrears were significant. He wondered whether moves
to reform the public enterprises could also be accelerated and whether
they would not benefit from a greater urgency in diagnosing the problems.

Second, significant gaps in the scope of liberalization and' the
retention of a pervasive general price and marketing administration might
unduly attenuate the benefits of bold exchange rate action undertaken by
the authorities, Mr. Foot remarked. Further consideration should be
given to the degree of planned liberalization.

Third, although nominal interest rates had been raised significantly
by the authorities, they remained below the current inflation rate,
Mr. Foot said. The authorities hoped that the inflation rate would fall
and thereby leave existing nominal interest rates positive in real terms,
but they should stand ready to do more on interest rates if their hopes
did not materialize rapidly.

Finally, Guinea—-Bissau's past record of policy implementation had
been patchy, Mr. Foot commented. He was encouraged by the recent steps
taken by the authorities, and he hoped that by the time a structural
ad justment arrangement was presented to the Board there would be further
evidence of their expressed commitment. ’

Mr. Almeida commended the staff for finally addressing the problems
of Guinea-Bissau in the context of a structural adjustment program, with
emphasis on the expansion of the agricultural sector and on export growth.
The authorities had designed a bold and courageous program with a great
chance for success since they had already taken substantial adjustment
and growth measures.

The fiscal efforts programmed by the authorities were impressive,
Mr. Almeida continued. Despite an increase in capital expenditures, the
overall public deficit was expected to decline as tax revenues would
increase substantially in 1987. For the first time in recent years a
reduction of arrears on the principal of domestic debt was expected.

The adjustment program had been well planned, aiming appropriately at
only a mgoderate decrease in the external current account deficit in the
first year, Mr. Almeida observed. He particularly welcomed the inclusion
in the program of the stipulation of a moderate rate of economic growth
following the decline in recent years.

7N
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The authorities were in the process of reducing the number of civil
servants by 30 percent over three years, Mr. Almeida noted. Such a large
reduction had proved impossible elsewhere, but the authorities should be
encouraged to persevere in that effort. The country's prospects were
promising given its natural resource base and the fact that policies were
in the right direction. For all those reasons, he wondered why the staff
was not presenting a proposal for a structural adjustment arrangement
together with the policy framework paper. At the very least, a structural
ad justment arrangement could be approved in principle pending completion
of external financing or rescheduling of the country's debt.

Mr. E1 Kogali made the following statement:

In recent years the economic situation of Guinea-Bissau had
progressively degenerated to an extent where strong corrective
measures were imperative. The deterioration was caused by factors
mainly beyond the authorities' control-—such as the terms of trade
outturn which worsened by more than 22 percent in the last two
years--but was also aggravated by the pursuit of ambitious programs
initiated in the mid-1970s. By 1986 the already low per capita
income of $180 was falling at an annual rate of 4.8 percent while
the budgetary deficit, inflation, and debt burden had reached
unsustainable levels.

Nevertheless, I am rather unhappy with the three-year struc-
tural adjustment program for 1987-89 and I would like to make
observations on, first, the demand-management policies; second,
the supply-side policies; and third, the debt service burden. The
program appears to be more ambitious on the demand—-management side
than on the supply side. For example, the budgetary deficit as a

" percent of expenditures will be reduced by more than 10 percentage
points to 69 percent, the trade deficit will be narrowed by 35 per—
cent to $32 million in 1989, and the rate of inflation will be
brought down from 45 percent to 8 percent. During this period the
Govermment is to repay $14.2 million of its external payments
arrears in addition to the scheduled debt service obligations.

On the supply side, the three-year structural adjustment
program aims at an annual rate of GDP growth of only 3.5 percent
in 1987-89, which means that per capita income will continue to
fall, at about 0.3 percent annually, given the present rate of
population growth. This structural ad justment program is there-
fore disturbing because, as the staff notes, Guinea-Bissau is
relatively rich in natural resources. We agree that the supply-
side measures should place priority on the expansion of the agri-
cultural, forestry, and fishing sectors with appropriate support
for exports. In this connection, the recently announced major
devaluation of the peso and the flexible exchange rate policy,
as well as the increased producer prices, should improve both
domestic production and the balance of payments performance.
Cause for worry, however, is the advice given to the authorities—-—
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as reported on page 8 of Supplement 1 to EBS/87/99--to reduce
investment expenditures, which are entirely foreign financed, by
16 percent in view of theilr impact "on recurrent costs, economic
growth, and the balance of payments.” I would appreciate staff
explanation in view of my concern regarding adjustment with growth
in Guinea-Bissau. This chair has always stressed that under low-
income conditions such as those existing in Guinea-Bissau, adjust-
ment must take place in the context of growth and not under
conditions of reducing per capita GDP, the rate of investment,

and employment levels. :

In the same vein, while noting the progress being made in
correcting the fiscal imbalance, I sympathize with Executive Direc-
tors in the World Bank who observed that a 30 percent reduction in
civil service strength in three years is socially difficult. I
strongly commend the authorities for taking prompt measures to
mitigate the social difficulties resulting from this adjustment /*5\
program—-such as the retraining program to rehabilitate the civil
servants who will lose their jobs, the measures contemplated for
the gradual ad justment of the increase in the price of rice with
regard to low-income employees, and the household survey of the
impact of the program on the entire population.

Although I have stressed that the program has placed too much
emphasis on demand restraint at the expense of growth, Guinea-Bissau
will still not attain balance of payments viability by 1989. This
is a clear illustration of the African debt tragedy: a medium—-term
structural adjustment program based primarily on the elimination
of external arrears, the reduction of imbalances, and a declining
per capita income while the debt service burden stands at 113 per-
cent in 1987 and will average 84 percent until 1991. Frankly, this
program in its present form does not appear to be viable. Surely,
it would appear that.not only should official creditors follow the P
example of Canada, the Netherlands, and Portugal of converting
debt into grants but multilateral institutions must also consider
the special case of Guinear-Bissau since they account for a large
proportion of the debt.

Finally, it is a pity that a structural adjustment arrange-
ment could not be proposed for approval today, despite completion
of negotiations for the policy framework paper and the first~year
program, because of remaining financing gaps. We hope that
bilateral creditors will soon come to the assistance of Guinea-
Bissau so that the Fund can promptly approve the disbursement.

Mr. Goos considered that, in general, the policy framework paper
and the measures contemplated for 1987 represented a strong and in many
respects impressive effort to correct Guinea-Bissau's domestic and exter-—
nal imbalances—-an effort that warranted the Fund's support under the
structural ad justment facility. . '
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Potentially the weakest part of the program was fiscal adjustment,
although he had no difficulties with the fiscal deficit targets or the
specific measures that were contemplated, Mr. Goos continued. On the
contrary, some of those measures appeared so ambitious that their feasi-
bility could actually be questioned, in particular the envisaged reduc-
tion in the civil service, which he assumed would meet with considerable
political resistance. :

He had no reason to question the authorities' commitment to their
ad justment program, as that commitment had been clearly underlined by the
actions already taken, most notably on the exchange rate front, Mr. Goos
stated. Nevertheless, the prospects for eventually meeting the public
sector employment targets could be greatly improved if the authorities
aimed at a stronger front-loading than the envisaged 5 percent reduction
for the current year. In any event, the uncertainties surrounding the
feasibility of the fiscal targets——and he recalled past difficulties in
containing expenditures—-suggested that the authorities should make every
ef fort on both the revenue and expenditure side to consolidate the fiscal
position consistent with the urgent need to strengthen domestic savings.
In that regard, it would perhaps be advisable, inter alia, to speed up
the ad justment in both gasoline prices and electricity tariffs.

The difficult situation lent particular emphasis to the need to
pursue tight monetary policies and, above all, to secure positive real
interest rates without undue delay, Mr. Goos remarked.

He encouraged the authorities to develop a medium-term public sector
investment program, which could make an important contribution toward
rationalizing the process of development and strengthening the efficient
use of scarce resources, Mr. Goos said. At. the same time, it could
facilitate the mobilization of the necessary external funds. Furthermore,
he wondered whether the authorities should not engage more actively in
population control in order to improve the unsatisfactory prospects for
per capita income implied in the program.

Regarding external financing requirements, the staff and previous
speakers had rightly stressed the critical importance of generous support
from the international community, Mr. Goos noted. He therefore hoped
that the staff would soon be in a position to attest to the closing of
the financing gaps projected for the program period and to revise its
negative assessment of balance of payments viability in the medium temm.

At the same time, however, external developments would also depend criti-
cally on the authorities' adjustment efforts, including the continued
pursuit of adequate exchange rate and domestic price policies. In that
regard, he wondered whether it would not be advisable to include bench-
marks for net international reserve tests in the expected forthcoming
structural adjustment arrangement. They could provide an unambiguous
guideline for the appropriateness of domestic and external policies. More-
over, he hoped that in the context of a request for a structural adjustment
arrangement the staff would address, as usual, the prospects for timely
repayment of the resources of the structural adjustment facility.
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Ms. Lundsager made the following statement: '

The consideration of Guinea-Bissau's policy framework paper
and the report on recently adopted measures 1s particularly welcome
as it provides us with the opportunity to evaluate the direction
of ad justment over the next few years, as well .as the proposed
pace of reform, prior to the presentation of the actual request
for a structural adjustment arrangement. In fact, we had hoped to
see more requests prepared in exactly this sequence, believing
that it is appropriate to set the three-year framework prior to
initiating the first—year program. :

The broad thrust of the policy framework paper and the
determination of the authorities to address their economic dif-
ficulties, as evidenced by the recently adopted measures, are
impressive. -Central to thils program is a basic deregulation of
economic activity, including an opening of markets to competitive
forces. Clearly, the exchange rate action was bold; we rarely see
an official rate devalued to the level of the parallel market
rate. In addition, the steps to permit more access to foreign
exchange markets and to liberalize the trade regime are important
supportive measures. Furthermore, coordinated ad justments in
producer prices are being made, some price controls are being
eliminated, and other administered prices--such as those for
petroleum and electricity--are being adjusted to better reflect
costs. The marketing reforms accompanying these pricing measures
are also welcome, but like Mr. Foot we would consider an accel-
erated pace of decontrol appropriate.

The reduction and elimination of various export taxes are
commendable. We noted, however, that the authorities reserve the
power to reimpose export taxes on cashew nuts if world market
prices were to generate high profits. While we can understand the
ease of taxing such revenues, we urge the authorities instead to
continue their efforts to broaden the tax base so that businesses
could face a tax system that did not create disincentives for
exports.

The overall fiscal situation remains very difficult, with a
weak tax base. Changing some specific taxes to ad valorem will
help protect revenues, and the elimination of tariff exemptions by
next January will help broaden the tax base. We wonder, however,
whether additional efforts are not needed to contain further the
fiscal deficit. The efforts to limit expenditures, particularly
the wage bill, are welcome, and we support the broad direction of
the civil service reform, which includes the employment practices
of the public entities. The setting of investment priorities,
done with World Bank assistance, should also contribute both to
fiscal consolidation and to a level of investment more consistent
with the economy's absorptive capacity.
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The reform of the public entities now under formulation will
be helpful in improving the overall efficiency of the economy and
encouraging the private sector to move into competitive activities.
While this may mean that some entities will be liquidated, it is
also possible that unexpected beneficial sectoral adjustments
might occur as the economy responds to stimulus from world markets.

Credit expansion is being brought under control, and we sup~
port the goal of reducing the Government's debt to the National
Bank. The recent interest rate measures are also highly desirable,
although in light of the need to generate some confidence in the
domestic monetary system following the recent exchange rate
actions, we wonder whether stronger steps are not needed. We
would be interested in staff comment on the banking system overall.
Following the large producer pricing adjustments, are institutions
in the rural sectors able to perform their needed intermediation
role? With the establishment of private commercial banks now
under study, what banking system currently provides services to
the agricultural sectors? :

Although Mr. Santos indicated that his authorities would have
preferred to present the request for a structural adjustment
arrangement at this discussion of the policy framework paper, it
would appear that a prudent course of action was chosen, because
the medium—term payments position is not viable without extra-
ordinary debt relief and a large portion of external debt is held
by non-Paris Club creditors. Since indications of favorable debt
treatment are now emerging, we too hope to see a rapid conclusion
to negotiations. In the structural adjustment arrangement, it
would be useful to include in the benchmarks specific policy
actions aimed at supporting the fundamental supply-side reforms.
Perhaps some steps in the public enterprise reform program, or in
the civil service or banking sector reform, could be included as
benchmarks in addition to those relating to the critically impor-
tant fiscal adjustment now under way.

In sum, we welcome this example of a fully cooperative effort.
The World Bank recently approved several programs—--including a
structural adjustment credit——the EC is providing support, and
Fund and Bank technical assistance is continuing in a number of
areas, while some creditors are generously extending debt forgive-
ness. This coordination will, we hope, foster speedy adjustment
and help bring the difficult external debt situation under control.
In that light, we hope to see arrears to multilateral institutions
eliminated at an early date. Finally, the details of this support,
provided in the table on external financing requirements in
Annex II of the policy framework paper, were particularly helpful,
and we would welcome such specificity in future cases.



EBM/87/84 - 6/8/87 - 36 -

Mr. Dai said that he was in broad agreement with the staff appraisal
in EBS/87/99, Supplement 1, and he welcomed the determination of the
Guinea-Bissau Government to undertake a comprehensive structural adjust-
ment -program to address the economic and financial problems that had
arisen in recent years. He wished the authorities every success in
achieving their objectives of economic growth and progress toward balance
of payments viability.

The present medium—term ad justment measures were designed to narrow
substantially the external current account deficit, Mr. Dai observed;
yet, according to staff projections, there would be an external financing
gap in each of the program years owing mainly to debt repayments and the
reduction of debt arrears. Negotiations for the annual arrangement under
the structural adjustment facility thus could not be completed until the
financing gap was closed, despite substantial prior actions by the
Guinea-Bissau authorities and the fact that the staff recognized that the
financing gap could be fully covered by debt reschedulings. He shared
the regret expressed by Mr. Santos as he believed that a certain amount
of flexibility was needed to avoid delaying the use of resources under
the structural adjustment facility. He hoped that topic could be touched
upon during the forthcoming Board discussion of the structural adJustment
facility.

At the present stage, as a creditor of Guinea—-Bissau, his country
would give full support to the Guinea—-Bissau authorlties request for
debt rescheduling, Mr. Dai concluded.

Mr. de Forges made the following statement:

After several years of economic management plagued by severe
cost-price distortions and expansionary financial policies, the
Guinea-Bissau authorities are demonstrating their determination
to turn over a new leaf with the implementation, started in late
April and May, of a comprehensive set of measures. Thanks to
measures such as the 60 percent depreciation of the peso, the
elimination of export taxes, the automatic issuance of import

" licenses for a number of goods, the elimination of price controls
on imports, and the ad justment of guaranteed producer prices, the
agricultural sector should experience a substantial increase in
its output, starting in .1987.

We. are also confident that the implementation of an appropri-
ate exchange rate policy will have a positive impact on narrowing
the external current account deficit and improving tax revenues by
encouraging trade through official channels. However, as stated in
the report, although these measures have been courageous, Guinea-
Bissau's recovery will require long-term and sustained efforts.

We therefore welcome the strategy discussed by the authorities in
this policy framework paper -and the focus they place on stabili-
zation and structural policies. We are also pleased with the work
of the staffs of the Fund and the World Bank in putting together
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this program of action. We believe that this strong and credible
program deserves the support of the financial community, and we
will be ready to support the authorities' own efforts to regularize
their relations with this community.

Regarding the procedure chosen to present this program, I am
somewhat uneasy about discussing a policy framework paper alone—-—
without a first—year arrangement under the structural adjustment
facility--since by all indications we could have been in a posi-
tion to take a decision on such an arrangement today. Indeed, all
conditions appear to have. been met: a credible three-year program;
a first-year program for which all actions scheduled in 1987 have
already been implemented; and an exercise to fill the financing
gap that appears to be well within reach with near-normal terms
for debt rescheduling.

The World Bank, for its part, considered the program consis-
tent enough to be supported by a structural adjustment credit
which, accordingly, was approved two weeks ago. Under these
circumstances, I would appreciate some indication of how to avoid
such two-step procedures, which appear to be time consuming for
the country concerned, the two institutions, and the Executive
Board. 1 am sure my colleagues understand that these remarks are
not directed against Guinea-Bissau's program. On the contrary, it
is precisely because we endorse this program that we would like to
see a faster procedure applied by the Fund to extend its support
to this country.

Mr. Finaish remarked that in view of the deteriorating economic and
financial situation, the Guinea-Bissau authorities had done well to recog-
nize the need for a comprehensive adjustment program, including fiscal
reform, appropriate pricing policies, and prudent monetary and debt
management policies. As noted in the staff report and by Mr. Santos, the
main objectives of the medium—-term adjustment program were to expand the
economy at an average annual rate of 3.5 percent, to reduce inflation,
and to make progress toward balance of payments viability. It was encour-
aging to note that the authorities had undertaken substantial prior '
actions, notably a large depreciation of the peso and far-reaching mea-
sures to liberalize the exchange and trade system. Given the large debt
service burden, together with the fact that the medium—term projections
were predicated on a number of key assumptions, it would be necessary for
the authorities to pursue their policies along a broad front and over a

relatively long period.

As most of the debt service was due to creditors outside the Paris
Club and a multilateral rescheduling was not feasible, the authorities of
Guinea-Bissau had approached their main creditors to request bilateral
rescheduling, Mr. Finaish noted. The staff had reported that considerable
exceptional financing, including debt relief, would be needed to close
the external financing gaps and to support the adjustment process. He
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understood that negotiations for a structural adjustment arrangement could
not be concluded unless the external financing gaps were closed, and that
if a program supported by structural adjustment facility resources was
implemented, Guinea-Bissau would be required to eliminate all its external
arrears by the end of the program period. It would be helpful if the
staff could elaborate further on that point.

In particular,. he understood that the Guinea-Bissau authorities were
offering the same rescheduling terms to all the principal creditors, with
the expectation that the external financing gaps could be fully covered
by the debt reschedulings, Mr. Finaish continued. But if one or more
creditor countries did not agree to the proposed rescheduling, while
the staff assessment indicated that the external financing gaps would be
closed from other sources so that structural adjustment facility resources
might be made available, he wondered whether Guinea-Bissau would still
be required to eliminate all its arrears by the end of the program period,
including those to countries that did not agree to the rescheduling. To
conclude, he supported the proposed decision.

The staff representative from the African Department explained that
a two—stage process with regard to the structural adjustment arrangement
had been selected in the case of Guinea-Bissau for several reasons. The
country's medium-term outlook was somber; current projections indicated
that balance of payments viability would not be achieved in the medium
term, despite the very courageous adjustment measures that had been intro-
duced. As the guidelines for the structural adjustment facility indicated
that negotiations could be conducted in two stages, the staff had selected
that approach so that the policy framework paper could play a catalytic
role with respect to Guinea-Bissau's need for rescheduling to cover its
external financing gap.

Moreover, the staff had wanted to have the Executive Board's guidance
in formulating the structural adjustment program because of the lack of
balance of payments viability, the staff representative continued. 1In
addition, the staff had wanted to prepare the policy framework paper as
quickly as possible so that the measures described under the first-year
program could be taken into consideration by the World Bank Executive
Board in its discussions on a structural adjustment loan. While the
Fund's net contribution under the structural adjustment facility over the
three years would amount to only about $2 million, the World Bank's pack-
age amounted to $40-45 million, and total external assistance would
amount to about $150 million over the three years. In April the authori-
ties had begun to approach their creditors, few of which were members of
the Paris Club; the negotiations had therefore started on a bilateral
basis. The staff planned to conclude the discussions on a structural
ad justment arrangement at the end of the month when the authorities should
have word from the creditors about possible rescheduling or refinancing.

With regard to the budget, a substantial reduction in current expen-
ditures would result from the dismissal of civil servants, the staff -

representative commented. Toward the end of 1986, the authorities had
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proposed the large reduction of 30 percent over. three years; that measure
would go a long way toward reducing current expenditures and stabilizing
the fiscal situation. The first—-year reduction in the civil service. of
only 5 percent was related to the fact that substantial reductions had
also taken place in the public enterprise sector,  where the staff had
been reduced by 20 percent in 1986 and a further 40 percent reduction was
being implemented in 1987.

A diagnosis of the public enterprises was being undertaken with
financial and technical assistance of the World Bank; the large trading
enterprises also received technical assistance from the Common Market,
the staff representative explained. The policy framework paper stated
that the results of those studies would become available by 1988; the
reform of the trading firms should be completed by the end of the current
year.

The investment program was being reduced, in collaboration with the
World Bank, because the economy's absorptive capacity was not large
enough for a program of the size implemented in recent years, the staff
representative remarked. Moreover, the large drop in investment between
1986 and 1987 was due to the fact that many projects, in particular a
large hotel, were nearing completion. Future investments would be con-
centrated in those areas of the agricultural sector where the country had
a comparative advantage.

A number of revenue measures had already been implemented, the staff
representative said. Electricity tariffs had been increased by 250 per-—
cent in April and gasoline prices had been increased to reflect not only
the devaluation but an additional 10 percent tax. - Those courageous
measures would be sustained by the authorities.

The increase in interest rates would be discussed with the author-
ities again, especially as the money ‘and credit program had not been
di scussed fully in March, the staff representative noted. The National
Bank was being restructured with technical assistance from the World
Bank; the commercial banking activities would be separated from the other
activities of the central bank. The economy needed efficient financial
intermediation; at present there were no banks in rural areas to fulfill
that role. The authorities were discussing that issue with interested
partners in order to increase the number of financial intermediaries once
the National Bank's commercial activities were discontinued.

The comments by Executive Directors on the medium-term framework,
and particularly on the measures. and benchmarks considered appropriate,

~were very helpful, and would be taken into account in the continuing dis-

cussions on the structural adjustment program, the staff representative
from the African Department remarked.

The staff representative from the Exchange and Trade Relations

' Department €xplained that the Fund would need to have substantial indi-

cations, before the Board could consider a request for a structural
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ad justment arrangement, that the financing gap for the year covered by
an annual program would be closed. If a reasonable working assumption
existed that the gap would be closed, the request could go forward, but'’
in the present case there -was not sufficient indication of the decision
that would be taken by bilateral creditors and a few multilateral credi-
tors. For that reason also, it had been considered appropriate to elicit
from the Board some indication of how to proceed.

Mr. Santos said that the staff had worked constructively with his
authorities in recent months .-on the policy framework paper and measures
for 1987. The discussions would continue in a few weeks, and he shared
the staff's optimism that they would be completed at that time.

The ‘Executive Board then took the following decision:

The Fund takes note of the policy framework paper, attached
to the letter dated March 22, 1987 from the authorities of .Guinea-
Bissau, which describes the major economic problems and challenges
facing Guinea-Bissau; the objectives of a three-year medium-term
- program; the priorities and the broad thrust of macroeconomic and
structural adjustment policies; and the likely external financing
requirements, together with the available sources of such financing
(EBS/87/99, 5/7/87; and Sup. 1, 5/15/87)

Decision No. 8607- (87/84), adopted
“June 8, 1987 '

3. ARTICLE IV CONSULTATION PROCEDURES - CHANGES IN CYCLE INCLUDING
INITIATION OF BI-CYCLE

The Executive Directors considered a staff paper -on Article IV consul-
tation procedures, including the initiation of the bicyclical procedure
and related changes in the cycles for Artlcle v consultatlons (SM/87/117
5/20/87 and Sup. 1, 6/5/87).

Mr. Templeman made therfollowing statement:

In general, we support the approach and proposals contained
in the staff report. »

The main question on the implementation of the bicyclic
consultation procedure concerns the criteria to be used to deter-
mine. which member countries should remain on a regular 12-month
cycle. We support continuation of the three existing criteria in
the 1983 guidelines. for consultation cycles but would suggest that
some additional considerations be used. Specifically, we support
the continued inclusion on a 12-month cycle of all members having
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Fund arrangements; members for which there are substantial doubts
about the medium—-term viability of their balance of payments; and
members whose economies have a substantial impact on other coun-
tries. We agree that application of the latter criterion could be
based on the 20 members with the largest quotas, rather than the
25 members with LangSL quotas. We note that, at present, this
would include 12 industrial countries and 8 developing countries
with a rather broad geographic coverage. We would want to ensure
that this type of coverage remains in effect. We also agree that
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payments viability should be interpreted so that, when the matter
was in doubt, the country would be consulted on a 12-month cycle.

. We also support some other considerations suggested by the
staff for retaining countries on a regular 12-month cycle. For
example, such countries should include those that are important
in world trade, international financial centers, the 15 heavily
indebted countries, members that have agreed to enhanced surveil-
lance arrangements, and all member countries in arrears to the
Fund. However, I do not believe that these additional consider-
ations need to be formalized in the consultations guidelines,
because there may be other factors that should also be considered.
Instead, the Chairman's summing up today could cite some of these
types of additional criteria for future reference.

We support the view that the Board should go along with a
member country's request that it be kept on a 12-month cycle. How—
ever, we would suggest that, before making such a request, member
countries should bear in mind that the interim discussions in off
years under the new bi-cycle procedures to retain a 12-month fre-
quency for contacts with Fund staff.

Concerning the modalities for the interim consultation, we
generally agree with the staff comments concerning coverage and
reporting. Specifically, we would expect coverage to concentrate
on broad trends and the medium—term outlook in most cases. We
would like both macroeconomic and structural questions to be dealt
with. Current data should be provided, along with a brief assess-
ment of present and foreseeable policy problems. Often, updated
tables only, rather than a background paper on recent economic
developments, would suffice. Should the staff conclude that devel-
opments in the country merit shifting it to a shorter consultation
cycle, we would expect staff to make such a recommendation.

With respect to the Board's involvement, we strongly support
Option 3, an approach meant to make it as clear as possible that
the interim discussion exercise involves staff and management
only. We believe that Option 3 makes it most clear that Board
endorsement is not implied. Thus, the staff report would be
circulated for information only and there would be no need to
include an item on the tentative schedule of Board meetings. Of
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course, an Executive Director could still bring the matter. to the
Board for discussion, in which case, the Chairman's summing up
would serve to conclude the interim Article IV discussions. -

I would like to.make a few specific suggestions for consider-
ation on the allocation of individual member countries to. specific
Article IV cycles.:. First, I would repeat our growing concern that
two countries, the. Islamic Republic of Iran and Iraq, are not on
any consultation list and have not held consultations with the
Fund for a very long time. I propose that a consultation take
place promptly or, at a minimum, that a paper be prepared to
review this serious question. Second, I wonder whether nonmember
countries, such as Aruba and the Netherlands Antilles, should
really be the subject of Article IV consultations. Perhaps an
appendix to the metropolitan country's consultation report would
offer an alternative means of providing some economic coverage:.: N
At a minimum, we think that a 24-month cycle should. ber sufficient i
for them, as. suggested in the staff report. Third, we do not
think it desirable for Ireland, Israel, South Africa, Portugal,
and perhaps Iceland, to be moved off the regular 1l2-month cycle.
Finally, there are a few additional member -countries that we would
have thought -might be placed on the bicyclic procedure list.

These include: Botswana, Burma, Solomon Islands, the United Arab
Emirates, Western Samoa, Yemen Arab Republic, and Zimbabwe.  In
none of these cases is it obvious that the principal criteria for
the 12-month cycle are being met. Of course, if members want the
12-month cycle, we would be willing to go along.

I would like to propose that the Board not take any formal
decision today to change consultation cycles for specific countries——
even those for which tentative agreement has been reached -between
management and the country's authorities. I have already men-—
tioned a number of questions and suggestions and, mno doubt, other ~~,
Directors will also..do so. Therefore, a short delay before making
this decision would give management more time to consider the
views of the Board today and any subsequent suggestions that may
be conveyed to management. A decision could be taken by the Board
in the next week.or so, covering all, or nearly all, changes in
country consultation cycles that seem desirable. Finally, I
believe that the Board should return to this question in about one
year .in order to review experience with the new procedure and to
consider again specific country consultation cycles. Alterna-
tively, .the review of surveillance in March 1988 ‘might provide an
opportunity for a general look at consultation cycles.

Mr. Salehkhou made the foliowing.statement:v

I welcome .the occasion to discuss the'bi—cycle-procedureS*and
proposed changes in cycles for Article IV consultations. The .dis~-
cussion is very timely as.the continuing heavy work load .on the
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Board and the staff causes unnecessary hardship at times, and,

should the trend continue, may indeed adversely affect the quality
and the attention devoted to the variety of crucial issues facing
the international financial community. Earlier attempts to reduce
this work. load, and to shorten the frequency and duration of Board
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result. While I am looking forward to holding the informal dis-
cussions that the Chairman has envisaged to discuss more broadly
the planning and conduct of Board meetings, I will try to make a

few comments and address a number of concerns to which I have

14 32 B0

alluded in part on some earlier occasions. -
At the outset, let me state that given the 1983 guidelines and
based on the conclusions reached during our recent annual review
of the implementation of surveillance, I am of the opinion that
there should be nothing sacrosanct about the "annual” frequency of
the conduct of Article IV consultations with "all" Fund members.
I further agree that the bi-cycle procedure could initially apply
to as many as 26 members, 1t being understood that the opinion of
the members on such a change would be sought, and I hope that,
circumstances permitting, this number could even increase in coming
years. As for the problem of the bunching of full consultations
every second year with these members, an issue of concern to some
Executive Directors including myself, I welcome the staff's inten-
tion to propose a simplified interim procedure for 9 of these 26
members.

As for the modalities of the simplified interim consultation
procedure, I concur with the staff that in some cases shorter
background papers on recent economic developments every second
year would help to relieve pressures on certain area. departments.
Furthermore, it would be logical to assume that this would simul-
taneously lead to reducing the size and frequency of staff missions
to these countries, in which case both the Fund and the authorities
concerned would benefit, economically and otherwise. Perhaps the
staff would care to elaborate on the feasibility of such benefits.

Regarding the involvement of the Executive Board, let me
recall Paragraph II of the Procedures for Surveillance, which
explicitly states that "the Executive Board shall reach conclu-
sions and thereby complete the consultation.” I continue to
believe that such conclusions cannot be reached unless and until
discussions on the staff reports actually take place in the Board
and Directors have expressed views on the staff appraisal. This
would clearly not be possible if the Board adopted a decision on a
lapse of time basis. In addition to the shortcomings of the first
option to which the staff has alluded, I also wonder how the
Chairman is to prepare a summing up under this option. Moreover,
in the case of those countries that maintain restrictions subject
to Fund approval under Article VIII, I wonder how the decisions
would be interpreted, should the staff choose not to make any
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reference to those restrictions in the decision, one way or the
other. What would be the legal consequences of such decisions

approved on a lapse of time basis for the member imposing such .
restrictions, and how would newcomers to the Board become aware
-of the potential adverse legal consequences of approval in this
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rdasnion:

Aside from technicalities, there is also the likelihood that
an individual Executive Director would shy away from being identi-
fied as the one who persistently wishes to place such items on the
agenda for Board discussion. Moreover, the lapse of time approval
of those simplified interim consultations might coincide with the
Board's peak work periods, such as the few weeks immediately
before the Annual Meetings or the:.spring meetings of the Interim
and Development. Committees, increasing the likelihood that: Board
members would pay insufficient attention to them owing to their
preoccupation with major policy discussions scheduled to take
place during those periods. The lack of discussion of these items
in the Board may also deprive Directors of a chance to express
opinions on certain issues that may otherwise have been overlooked
by them and/or the staff but that might have been duly noted by
one or a few Directors during a Board discussion.

As for the second. option, and the required amendment of
Paragraph II1 of the Procedures for Surveillance, I am not sure of
the appropriateness and/or usefulness of Executive Board consider-
ation of the completion of an interim consultation with a member
"without a discussion on the conclusions set forth in the staff
appraisal. " Although I agree that this will relieve the member of
its obligation under-Article IV, I fail to see that any other
beneficial purpose would be served.

Finally, regarding the third and last proposed option, again I
fail to see that any useful purpose will be served by the circula-
tion of the report only for the information of Executive Directors.
This would result in simplified interim consultation discussions
with the management and the staff only rather than with the Fund
as represented by the Executive Board. Aside from legal:consider-
ations and other technicalities, Article IV consultations are
conducted in their present form to allow the consulting member to
become aware of the opinion of, and evaluation by the international
community, as represented in the Board, of their economic perfor—
mance and policies. Such would clearly not -be the case if the
interim discussions were with the staff and the management w1thout
the participation of Directors.

In conclusion, while I welcome the initiation of the bicyclic
procedure for consultations with some members as proposed by the
staff, I continue to maintain that a consultation should be con-
sidered-concluded only after a reporting is made to the Board and
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. after the Chairman has had the opportunity to convey the feelings

and opinions of the international community to the member through
his summing up of the Board's discussion.

As a final note, while I feel that proposed changes in pro-
cedure and cycles for Article IV consultations would to some
extent alleviate the burden on the staff and management, I also
believe that reducing the frequency of Executive Board meetings
during the week and the inclusion of more small country and other
items on the same day's agenda, rather than devoting a single
day's Board meeting to separate small agenda items, would go a
long way in alleviating the burden of the work load on Executive
Directors and their staff. As I mentioned earlier, I am looking
forward to elaborating my views and proposals during the informal
discussions of these and related issues.

. Finally, the issue of the consultation with the Islamic
Republic of Iran has already been addressed by the staff on pre-
vious occasions, and I do not see any need to elaborate in this
meeting on what 1s already clear.

Mr. Nimatallah made the. following statement:

The basic objective of this exercise is to save time-—mainly
for the Board, and partly for certain segments of the staff--
without jeopardizing the quality of consultations. Therefore, I
am in favor of the proposed changes in procedure, and hope that

-the Board will put the right directives in place, in full awareness

of the possible repercussions.

Consistent with the existing consultation guidelines, coun-
tries that should remain on the regular annual cycle are those
which have a large impact on the world--and I agree on the reduc-
tion of the list from 25 to 20 countries; face substantial doubt
about their medium—-term balance of payments viability; and have any
arrangement with the Fund, including under enhanced surveillance.
Of course, I assume that the country will have a voice as to which
cycle it prefers.

To be sure that we are agreed on what we mean by the bicyclic
procedure, it must be pointed out that we have a range of consul-
tation cycles. There are members on a 12-month cycle, others on
an 18-month cycle, others on a 24-month cycle with no visits
in between, and now we are aiming at yet a fourth category--a
24-month cycle with a consultation in the off year, possibly
without -Board discussion. Incidentally, given its nature, it may
be preferable to refer to it a "binary” cycle.
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I am somewhat unclear about the criteria for placing members
on the 18-month cycle, and, indeed, for the use of such a cycle.
Some members, it is proposed, will remain on that cycle, while
some are proposed to be included in the 24-month cycle without
visits 1in between, while yet others are proposed to be on the
24-month cycle but with a visit in between. Such a procedure is
confusing and opens the door for too much judgment. I therefore
suggest that the 18-month cycle be canceled altogether and
replaced by a 24-month cycle without visits in between. That
simplification would leave only three categories: the 12-month
cycle; the 24-month cycle without visits in between; and a
24-month cycle with an interim consultation. Furthermore, by
eliminating the 18-month cycle, other problems will be solved; for
example, that of synchronizing staff visits with the annual budget
cycles of members.

I would like to add, however, two points. ' The first is that
flexibility should be ensured. It should be easy to move coun-
tries among categories without resorting to too much judgment.
Second, circumstances might arise in any country, under whichever
category, that would require supplementary special consultatioms.
Furthermore, I would not recommend that the Board rush into drastic
changes in surveillance procedures at this stage in case the whole
project does not work well. We need an appropriate period of time
to test the new procedure, after which the Board will conduct a
full review.

On the draft cover notes from the Secretary annexed to
SM/87/117, I have the following observations. TFirst, three weeks
from the issuance date of the staff report should be sufficient
for the satisfactory completion of interim consultations by the
Board. Second, the proposed two—week period during which Executive
Directors can request a Board meeting seems reasonable. Third, I
would like, however, to give a three-week period to Executive
Directors in which to file their comments on the case, 1f they
have any. In other words, while only two weeks would be allowed
for Executive Directors to request a Board meeting, there would be
three weeks for filing comments on the case and completing the
Article IV consultation. Fourth, since the present practice is
that not all Board members mention specifically their agreement
with the staff appraisal, I see no reason why the Board should be
deemed to have approved the staff appraisal; rather, that should
be implicit in the general completion of the interim consultation.
Fifth, I assume that if there is a proposed decision, such a
decision will be reflected in the covering note as well.

In light of these principles, I opt for the draft in Annex II,
with two amendments. The first is to add to the last sentence the
date of completion, which is the end of the third week, and in the
example given, is November 6. The second amendment is to recognize
explicitly the existence of any proposed decisions included in the
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staff report. In such cases, the final sentence could. read: the
1987 Article IV interim consultation with [member country] will
be deemed to have been completed, and the proposed decision(s) to
have been approved, on November 6." I have an open mind, if the
Board prefers the third option, but if Option 2 1is chosen, I would

like such amendments to be introduced.

Finally, the Board may want to note that there may be some
additional implications and repercussions associated with the
implementation of this project. For example, there might be a need
to redistribute staff, as I note that some departments will benefit
more from this project than others. In addition, as the Board gives
up some of its discussion work, the burden will tend to fall more on
management to give closer scrutiny to staff reports. Finally, it
will be interesting to observe how the members affected by these
changes will react.

© Mr. Ismael made the'following statement:

I believe that the proposals by the staff, in its welcome paper
on possible changes in the consultation are in the right direction,
but that they do not go far enough to produce a significant reduction
in the work load of the Board, or that of the staff. As the staff

- points out, the proposed changes in the consultation cycle would

reduce the incidence of full Article IV consultations from approxi-
mately 130-135 a year in recent years to 115-120. This translates
into an annual reduction of only 15 full consultations, which I
presume would be replaced by the simplified interim procedure. At a
minimum, this chair would like to see a 25 percent reduction in the
time spent by the Board, as well as by the staff, on full annual
consultations. As far as interim consultations are concerned, this
chair would like them not to be ambitious. Ideally, the interim
consultation should be carried out by a one man mission, and the
report should be no more than five pages long. The key statistical
tables covering major policy areas and real sector developments
should be appended to the report.

Turning now to the criteria for placing a member on an annual
cycle, I have no difficulty with the proposal to include the 20
members with largest Fund quotas and members with Fund-supported
programs. On the inclusion of members for which there are sub-
stantial doubts about the medium—term balance of payments viabil-
ity, I believe that the staff has been overcautious and over-
prudent with the result that many countries on the margin have
been included in the annual consultation list. Therefore, the
list of countries in this category should be trimmed further.
Hence, I would like to suggest an additional criterion, based on
the idea that the Fund should not appraise economic performance
and policles just for its own sake. It should give policy advice
only to those who are willing to consider such advice seriously.
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“ Therefore, the Fund should distinguish between members which have
in the past valued Fund advice and those which have not valued it
as much, making annual consultations available only to countries
that valued it and that faced serious medium—term uncertainties
in the balance of payments. Those members which have not valued
the Fund's advice in the past should be put on a two-year cycle,
as annual consultations are not likely to help them anyway. This
approach would result in more significant progress toward placing
a larger number of countries on a two~year cycle.

I note that in addition to the criterion of medium—term bal-
ance of payments viability, a number of other criteria are intro-
duced for holding an annual consultation. These other criteria,
which are given on page 3 of SM/87/117, are all-encompassing, and
they leave little scope for placing a larger number of countries
on a two-year cycle. The more criteria we introduce, the more
difficult it will become to reduce the number on the list for the
annual cycle. My preference would be to reduce the incidence of
full Article IV consultation to. around 100. In doing so, we should
retain annual consultations for the 20 largest quota countries and
for countries with Fund-supported programs. The consultation
cycle for other countries should be adjusted in order to meet the
target of 100. On the assumption that we will have 40 weeks of
board meetings a year, the Board will have an average of 2 1/2
consultation discussions per week. I believe that this will allow
Executive Directors more time to study staff reports carefully, to
reach considered judgments on members' policies, and to make °
surveillance more effective. - In other words, the reduction in the
quantity of surveillance will be offset by improvements in the
quality, to the benefit of both member countries and the Fund.

I support the idea of economy in all reporting under the
consultation procedures. As I have already said, the interim
staff report should be no longer than around -five pages, and it
should be accompanied by key statistical tables. There is also
scope for economy in the regular consultation reports. Every
effort should be made to shorten reports without sacrificing
essential information or analysis.

As far as the question of the involvement of the Executive
Board under the simplified interim procedure is concerned, my
preference would be the second option under which Paragraph II of
the Procedures for Surveillance would be amended to allow the
interim consultation to be completed without a formal conclusion
by the Executive Board. My support for the second option is based
on one condition-—-that the cover page of the report contain a
disclaimer stating that the report is a staff report which has not
been discussed in the Executive Board.
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Mr. Finaish remarked that deciding which countries did mot value the
Fund's advice would be difficult. Besides, if annual cycles were confined
to members that valued Fund advice, the Fund might end up putting largest
members on two-year cycles.

Mr. Ismael said that while he recognized the difficulties inherent
in the approach he had proposed, it seemed worthwhile studying it further.

Mr. Schneider said that his chair had carefully considered the
proposals put forward by the staff and welcomed the endeavor to alleviate
somewhat the work load of the Board as well as of the staff. 1In consid-
ering the three options contained in the staff paper, his chair had come
to the conclusion that it could go along with the second option as a
compromise solution and on an experimental basis. ‘It was useful to have
some 1involvement of the Executive Board, which would not be the case
under Option 3.

Like others, he supported maintaining the three criteria for annual
consultations, Mr. Schneider added, namely, the 20 largest countries,
countries having a Fund-supported arrangement, and countries with a sub=-
stantial balance of payments problem.

In sum, the second option would facilitate to a certain extent the
work of the staff, Mr. Schneider concluded. Since it would be introduced
on an experimental basis, experience could be reviewed on the occasion of
the next review of Fund surveillance.

Mr. Almeida remarked that like Mr. Ismael, he was a little disap-
pointed to notice that after long discussions on how to reduce the work
load of both the Board and the staff, the proposed changes in consultation
procedures would reduce the incidence of full Article IV consultations by
only 15 consultations per year, or by 11.5 percent.

He had no problem with full Article IV consultations for countries
that had arrangements with the Fund, or whose quotas were in excess of
SDR 1 billion, Mr. Almeida observed. However, he was in favor of taking
a second look at the application of the criterion of "members with possible
balance of payments difficulties,” to use the language of the summing up
on surveillance at EBM/87/39 (3/4/87). Perhaps the staff had adopted a
too cautious approach by selecting too many countries for a full Article IV
consultation. In fact, the table in the supplement to the staff paper
included 4 countries that were considered to be regionally important, an
unidentified number of countries with a high level of external debt, and
countries with severe trade or payments restrictions. None of those
three criteria had been specifically mentioned in the March summing up.

©

Perhaps an attempt should be made to follow a different approach in
order to keep down the number of countries categorized as having balance
of payments difficulties, Mr. Almeida continued. First, each Executive
Director could prepare a list of the countries of his constituency ’
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falling into that category; later, the Director could consult the staff
on any additions that it thought should be made; finally, the Managing
Director would present. annually for the Board's approval on a lapse of
time basis the list of countries for which full Article IV consultations
were required. The underlying assumption of the exercise was that the
criterion of balance of payments difficulties should be judged by both
the Executive Director concerned and the staff, with caution and without
exaggerating any problems. The burden of the evidence was to prove that
there were difficulties, and not the other way around. It must not be
forgotten that the work load of the Board had increased by 16 percent in
the past four years and that the time spent on country items had increased
still more, by 25 percent, as could be seen from the most recent report
of the Secretary's Department on Executive Board meetings (Secretary's
Circular No. 87/35, 4/8/87).

He agreed with the staff that the second option for the proposed
decision in Annex II to the staff paper was the best solution as it spelled
out the fact that the interim Article IV consultation was completed with—
out a formal conclusion by the Board, Mr. Almeida said. He suggested in
addition that all interim consultations should be clearly specified as
such in the tentative schedule of Executive Board meetings, and as early
as possible.

Furthermore, Mr. Almeida considered that.for the time being whatever
decision was reached should be reviewed every year in order to see whether
additional countries could be included in the proposed bi-cycle procedure.

Finally, Mr. Almeida said that he disagreed most strongly with the
suggestion that- the decision on how to proceed should be taken in the
form of a summing up of the discussion of the present meeting by the
Managing Director. The practice was imprecise and could all too easily
mislead. All decisions should be taken in a formal fashion.

Mr. Nimatallah inquired how many countries could be moved onto a
24-month cycle, if the 18-month cycle was eliminated.

. The Director of the Exchange and Trade Relations Department responded
that it could not be assumed that all the eight countries that it was pro-
posed should remain on the 18-month cycle could be shifted to the 24<month
cycle. It might be more appropriate for some of them to be placed on a
12-month cycle or on a bi-cycle.

The Executive Directors 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/87/83 (6/5/87) and EBM/87/84 (6/8/87).

4.

7'

HUNGARY - TECHNICAL ASSISTANCE

In response to a request from the Hungarian authorities for
follow—up technical assistance on the introduction of a personal
income tax, the Executive Board approves the proposal set forth
in EBD/87/151 (6/2/87).

Adopted June 5, 1987

ADMINISTRATIVE BUDGET, FY 1987 - ACTUAL EXPENSES AND TRANSFER
OF APPROPRIATIONS

The Executive Board approves the report on actual expenses
in FY 1987 and the proposal for a transfer of appropriations, as
set forth in the memorandum attached to EBAP/87/124 (6/2/87).

Adopted June 5, 1987

APPROVAL OF MINUTES

The minutes of Executive Board Meetings 86/160 through 86/163
are approved. (EBD/87/150, 6/1/87)

Adopted June 5, 1987

EXECUTIVE BOARD TRAVEL

Travel by Executive Directors as set forth in EBAP/87/128 (6/4/87)

is approved.

APPROVED: December 15, 1987

LEO VAN HOUTVEN

Secretary






