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1. WORK PROGRAM AND PROPOSED TEMPORARY CHANGES IN ARTICLE TV
CONSULTATION CYCLES

The Executive Directors resumed from the previous meeting their consid-
eration of statements by the Managing Director on the work program and on
temporary changes in Article IV consultation cycles.

Mr. Mwananshiku made the following statement:

I welcome the Managing Director’'s statement on the work
program for the next semester. There is no doubt that a very busy
period lies ahead. Given time and staff resource constraints, the
tasks confronting management in achieving the objectives stated in
the statement become particularly onerous.

The drive for economic transformation in the U.S.S.R., as in
the rest of Eastern and Central Europe, is encouraging.
Notwithstanding the difficulties imposed by the uncertainty of
future political and economic arrangements in the U.S.S.R., the
commitment of the Fund to economic reform there is commendable.
The need for technical assistance for the various republics has in
fact been described as enormous and is likely to increase as more
republics assert their autonomy.

In putting emphasis on the U.S.S.R. and the republics, care
should however be taken to ensure that the interests of other
members, particularly the developing countries currently under-
taking major economic reform programs, and the traditional respon-
sibility of the Fund to the entire membership, are not jeopar-
dized. Given the difficulty of augmenting staff resources in the
short run, it is hard to see how the massive technical assistance
envisaged for the U.S.S.R. and the Baltic states would be met
without diverting resources from other areas of equal importance.
Already, it has been indicated that a number of Article IV consul-
tations will be postponed, while a few others will be put tempo-
rarily on the bicyclic or two-year cycles. Besides, some research
studies that are vital to the adjustment effort and to the pursuit
of development objectives of many developing countries will inevi-
tably be suspended in order to respond to emergency needs for
staff resources. Also, technical assistance assigmments to
certain member states will need to be delayed.

I see the need for management to keep the work program con-
stantly under review during the coming months to ensure the rein-
statement of those activities related to developing countries that
may be suspended as a result of this current exercise.

On policy and operational issues, I look forward early in
1992 to the proposed papers on management of the debt situation
and on the role of the SDR. It is my hope that the paper on the
role of the SDR will come out with concrete proposals on the
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resumption of SDR allocations and thus pave the way for the
establishment of the SDR as the principal international reserve
asset. The important role of SDRs in the management of inter-
national liquidity has always been recognized.

Equally important is the paper on the expansion of eligi-
bility for the enhanced structural adjustment facility (ESAF).
There is a need to sustain the support which the Governors have
given to the proposal by management to extend the list of ESAF-
eligible countries by securing as quickly as possible an Executive
Board decision on the modality of its implementation. In setting
out the rationale for expanding the list, the staff should be
guided by its experience with countries undertaking economic
reforms. The urgency of the matter stems from the fact that
certain low-income and lower middle-income countries that are now
excluded face excruciating debt burdens and persistent balance of
payments pressures. Such countries would benefit from conces-
sional financing under the ESAF in their effort to restructure
their economies and achieve economic viability. 1In essence, the
Fund should be willing to provide concessional assistance to
members in cases in which it would make a difference in propelling
those countries toward self-sustaining growth with a viable
balance of payments position.

Mr. Végh stated that he supported the Managing Director’s statements,
especially that on the work program for the U.S.S.R. They were well thought
out and careful, and he supported their main thrust. However, like other
Directors, he had been worried about the consequences of the new work sched-
ule on the quality and direction of the Fund’s other work, especially with
respect to its chief responsibility, surveillance. In that connection, he
supported the opinions and concerns of Mr. Posthumus and other Directors.

According to the revised schedule of Article IV consultations proposed
by the Managing Director, one of the countries in his constituency, Chile,
would be placed under the bicyclic procedure, Mr. Végh observed. He was
certain that that ran against the Chilean authorities’ desires. Although
Chile did not have a Fund-supported program at present, the authorities had
stated that they wished to have a type of enhanced surveillance mechanism,
with reviews every six months. He was not sure that they would appreciate
being moved in the opposite direction.

He, like Mr. Prader, was skeptical as to the productivity of the work
effort that the Fund was undertaking in the U.S.S.R., Mr. Végh went on,
although he understood the political reasons behind i:» decision of the Fund
management to undertake it. In that sense, he sharad zive concerns of
Mr. Evans. 1t was clear that the U.S.S.R. would not exist for very much
longer. and the Fund was thus working mainly with the republics under
Article VI of the association agreement that had been signed in Moscow on
October 5, 1991. He wondered about what had happened to the report of the
Fund and other international organizations--a considerable effort--that had



-5 - EBM/91/154 - 11,/13/91

been presented to the Heads of State of the G-7 countries on December 20,
1990. Many talented people had completed the work on the report in a very
short space of time and very efficiently; he wondered what the reaction of
the various republican authorities had been to it. For example, had the
republics made any contributions, or were they leaving the work entirely to
the Fund, the Bank, and the OECD. Perhaps it would be better for the Fund
to concentrate its efforts on training and the improvement of statistics.

He had been happy to find a reference in the Managing Director’'s
statement to the small staff teams that were employed to keep abreast of
developments and to provide policy advice, Mr. Végh commented. He had taken
note of the Managing Director’'s comment that the U.S.S.R. officials were

being overwhelmed and, indeed, even crowded out, by foreign advisors. He
had recalled the same problem in the context of certain Latin American
countries as well. The World Bank in particular needed to exercise caution

in that regard.

The question of the costs involved in the Fund’'s program of assistance
to the U.5.S.R. that Mr. Finaish had drawn attention to was a very important
one, Mr. Végh stated. Some time previously, the Board had been told that
the costs would be minor in 1991, and that a more careful assessment of the
costs and their implications for burden sharing would be made for 1992. It
appeared that the costs would be quite substantial already in 1991, not only
in terms of money, but also in terms of the use of scarce and high-quality
human resources.

Like other Directors, he supported the proposed scheduling of matters
such as an SDR allocation and burden sharing, Mr. Végh continued. Although
it was unlikely that any new system of burden sharing or the determination
of the rate of charge could be agreed upon, he agreed with Mr. Torres that
those subjects should be of concern to all Fund members. He supported an
earlier consideration of the rules for the 1992 Regular Election of
Executive Directors.

He agreed with Mr. Goos and Mr. Dawson on the possibility of estab-
lishing resident representatives in the republics of the U.S.S.R., Mr. Végh
concluded. In order to cover the increased expenditure for the Fund that
those posts would require, the Fund should consider eliminating resident
representative positions in those countries that had already made signif-
icant progress in their adjustment efforts. Also, a cost-sharing arrange-
ment for the resident representative posts in the U.S.S.R. should be put in
place early in 1992,

Mr. Noonan made the following statement:

This chair broadly supports the proposed work program and the
priority it gives at this stage to work on the U.S.S.R. The
worldwide and relatively sudden shift away from attempts to plan
economies to a far greater reliance on market mechanisms has been
accompanied by many requests for large-scale assistance from the
Fund, both technical and financial. The provision of such assis-



EBM/91/154 - 11/13/91 -6 -

tance has already placed a heavy extra burden on the Fund's
resources. Responding to the needs of the U.S.S.R. will greatly
add to that burden.

This chair also supports the Managing Director’s view that
the Fund should be able to respond rapidly to the needs of the
Russian republic, and those of the other constituent republics of
the U.S.S.R., which have embarked on their own structural and
other reforms. I recognize that the provision of assistance at
the republic level will place even greater demands on the Fund's
resources than the heavy demands which would arise if we could
limit our dealings to a single centralized authority for the whole
U.S.S.R.. In light of the impending increase in work load, the
focus of my comments will be on how the Fund should respond to
these new demands in terms of managing the limited resources at
its disposal.

We should give priority to helping the central authorities in
the U.S.S.R. to build up their own capacity to coordinate and
manage the reform process themselves to the greatest extent
practicable. There are many obvious reasons for encouraging and
fostering mutual interdependence among the Soviet republics. The
buildup of a central core of knowledge and expertise in market
economics in the U.S.S.R. would contribute to that process while
also helping to contain potential demands on Fund staff resources.
In this context, I would like to warmly commend the generous offer
by the Austrian authorities of facilities for this purpose for
Eastern European and other countries.

That point being made, we cannot ignore the rapidly evolving

situation in the U.S.S.R.. The Fund’s management must be
realistic in planning for the size of the demands that are going
to be made on Fund resources. That realism, in our view, requires

it to expect to have to deal not only with the Soviet central
authority and systemic issues, but also with individual republics.
A two-pronged strategy is required to cope with the size of these
extra demands. One element would be to increase the total of
resources available for deployment by the Fund. Further ways and
means of doing so need to be explored. The second element
requires that priorities be identified with more precision than
they have been in the past, so that existing resources can be
released from less important activities. Both elements of this
strategy seem to underlie management’'s approach to present
demands, but, in our view, there is scope to implement it more
broadly across more of the Fund’s activities.

For example, this chair helieves that the redeployment of
existing resources is an urgent task for management. Accordingly,
we look forward to the further identification of management’s
views on future work priorities in the documentation which is to
be issued soon on the Fund's budgetarv outlook in the mediuwn term.
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Like Mr. Peretz, I hope that this documentation will be succinct
and issue related. That is what is needed to catalyze an incisive
Board discussion on priorities. 1 would also wish to support

Mr. Peretz and Mr. Dawson in their calls for more focused and
shorter research papers. At the same time, we have reservations,
like Mr. Posthumus and others, about the extent to which the
Managing Director’s proposals for temporary changes in Article IV
consultation cycles will actually increase the availability of the
specific resources sought. Many of the proposed bicyclic cycles
will still require interim consultations. We would therefore
appreciate any clarification the Managing Director can give as to
the actual quantum of specific resources which he expects to be
released by means of these proposals.

Notwithstanding the scope we believe there is for releasing
further staff resources through redeployment, we also recognize
that this scope is limited in relation to prospective demands. An
important consideration in this context is that the extra demands
for Fund assistance call for the provision of specific skills and
expertise. Another relevant consideration is that these extra
demands should not be of indefinite duration, a point already
emphasized by Mr. Goos and others. Mr. Evans, of course, has made
the legitimate point that what should be the case may not neces-
sarily turn out to be the case, but I hope that he is being unduly
pessimistic in this regard.

A complementary approach to the provision of further staff
resources--and I emphasize complementary, rather than alternative-
-is the approach whereby many members have already contributed in
various ways to the Fund’'s efforts to deploy additional resources-
-in the provision of central banking expertise, for example. We
believe that there is both considerable scope to do more along
these lines on a broader front, and that the goodwill and
cooperation of Fund members is there to facilitate such an
approach. The Canadian authorities wish me to be explicit as to
their willingness to facilitate such an approach. They are at
present examining the potential they have to release specific
skilled resources to the Fund should they be so requested.

Greater use of members’ resources, under the general direction of
the Fund, would also reduce any undesirable repercussions on
country-related activities. 1In that context, we would underline
the emphasis the Managing Director has put on the importance of
flexibility in meeting the needs of members under the proposed
changes in Article IV consultation cvcles. Some Caribbean members
of my constituency listed in the Managing Director’s proposals
have particular difficulties at present and will need to be
treated with flexibility. Greater use of nonFund resources would
enhance the degree of flexibility available in meeting members’
needs. In concluding, I would urge that management of all Fund
Departments be alert to appropriate opportunities for such
short-term enhancement of the Fund’'s staff resources.
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Mr. Al-Jasser made the following statement:

The challenging work program before us highlights the
dramatic increase in the demands on the Fund and, consequently, in
the workload of the staff. As accurately noted, this increase
requires a corresponding redefinition of priorities and a
redeployment of staff resources on a temporary and exceptional
basis. As a result, it is necessary to experiment with different
procedures, in order to ensure that the Fund is capable of
fulfilling its additional responsibilities. This is advisable,
since the exceptional task of assisting the U.S.S.R. to transform
its economy is now at its peak.

Bearing this in mind, I welcome the Managing Director’s
proposal to tackle the various aspects of the special association
agreement between the U.S.S.R. and the Fund. Given the continued
uncertainty in the U.S.S.R., the nature and degree of the Fund's
involvement in providing assistance, both to the center and the
republics, are unpredictable. Nevertheless, 1 share the Managing
Director’s view that the Fund must press ahead with the provision
of technical assistance to decision makers at various levels of
the governmental structure. However, it is essential to devise a
mechanism that ensures that the Board is kept fully abreast of the
Fund’'s activity in this area. Hence, I welcome the Managing
Director's suggestion to provide periodic briefings, every two
weeks, to the Executive Board. These will prove even more helpful
if short briefing notes on the latest developments, including,
possibly, updates of tables on key economic variables, are
distributed to the Board prior to the biweekly discussions.
Moreover, it would be helpful if the Board were informed on a
timely basis about staff and administrative changes, including
recruitment.

In light of the need to redirect staff resources, I can
support the Managing Director’s proposal to alter the schedule of
Article IV consultations. However, given that surveillance is the
primary role of the Fund, this must be regarded as a purely tempo-
rary measure. Indeed, the withdrawal of staff resources from
other departments should be a one-time shift that lapses after a
specified period of time. While still on this issue, I note from
the Managing Director’'s statement on work related to the U.S.S.R.
that certain technical assistance assignments to other regions
will need to be delayed. While this is understandable, it is
important not to ignore the requirements of those of our members
which may be equally dependent on the Fund'’s technical assistance.
Indeed, priorities and needs should be measured in terms of
national as well as global priorities.

1 look forward to reviewing the guidelines on the allocation
of currencies under the operational budget. 1In this context, it
is crucial to preserve the Fund’'s liquidity position as well as
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its cooperative nature. Therefore, these guidelines should be
based on balancing a member’s position in the Fund with its gross
reserve position.

With respect to the section of the work program on the world
economic outlook (WEQ), debt and trade issues, I endorse the
proposed focus of the spring 1992 WEO, as well as the continuation
of our periodic informal sessions on exchange market developments.
However, it may be helpful if, on an experimental basis, we
prepare a paper on the management of the debt situation once a
vear rather than every six months, particularly since the WEO
covers the recent developments of this issue biannually. In
addition, I join Mr. Mirakhor in emphasizing the importance of the
study on trade requested by the Development Committee.

On systemic issues and the role of the SDR, while 1 welcome
the forthcoming study on the role of the SDR, it is imperative
that the papers dealing with key issues in international capital
markets and exchange rate issues be of operational significance.

Regarding policies on the use of Fund resources and the
design of Fund policy advice, it is essential that the annual
review of the operations of the SAF, ESAF, and ESAF Trust be
limited to pressing operational issues. 1In addition, T am
disappointed to note that the paper on issues in energy pricing
policy has not yet been placed on the agenda, despite the fact
that the staff has completed its work and that there is a strong
desire on the part of a number of Directors for such a discussion.
This issue has a special significance because the lack of a clear,
well-defined, and theoretically sound approach to energy pricing
in this institution has created many difficulties during
negotiations with member countries, as well as painful debates in
the Board.

On several occasions, the Managing Director has mentioned
that the increased demands on this institution necessitate some
prioritization of its workload. Consequently, I can support his
proposal to postpone the review of the CCFF. In addition, consid-
eration of other issues could be postponed, such as that of the
broad principles of burden sharing and the cost of Fund financing,
as well as the examination of quota formulas. 1In light of pre-
vious experience with these delicate issues, I could only expect
prolonged and heated discussions without any major conclusions.
Clearly, this is not the most opportune time to reopen these
debates that will exhaust scarce staff resources and precious
Board time without any conclusive results. In addition, I support
the views of Mr. Goos and Mr. Evans on the scheduling of Board
meetings, and T join others in calling for the establishment of an
independent evaluation unit.
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On the quota increase, I share the Managing Director’s views
on the need to approve the quota increase and the Third Amendment
as soon as possible. Here, I am glad to inform the Board of Saudi
Arabia's approval of the Third Amendment.

Mr. Ismael made the following statement:

I am in broad agreement with the proposed work program. The
focus of my intervention will be on our involvement in the
U.S.S.R.

At the recent Annual Meetings in Bangkok, the Minister of
Finance of Indonesia made the following statement:

The movement toward political freedom and democracy
must be welcomed, as must be the recent announcement of
the agreement setting out the Soviet Union's special
relationship to the Fund. However, we cannot stress too
strongly that it is equally important to a growing world
economy and trading system that the programs in Eastern
Europe and the Soviet Union are not to be at the expense
of the developing countries. After all, Eastern Europe
and the Soviet Union have large natural resources and
production facilities of theilr own. Largely what is
needed is effective mobilization and allocation of those
resources. It 1s necessary to make this point with
great urgency, and it is not a hypothetical question.

My country has already experienced the reassignment to
programs in the Soviet Union of technical experts on
whom we set great store.

This statement was promptly derided by the Asian Wall Street
Journal in its editorial review of October 17, 1991, which in part
stated the following criticism:

The least dignified sight at the World Bank -
International Monetary Fund meeting in Bangkok this week
has been that of developing nation finance ministers
waxing jealous over the attention lavished on the new
kids on the block--Eastern Europe and the Soviet Union.
Representatives of countries ranging from India to
Indonesia to Chile have complained that they fear
getting short weight in developed world aid allotments
they have come to regard as rightfully theirs.

As it now turns out, and as clearly reflected in the Managing
Director’s recent statements. our concern has not only been proven
correct, but the implications of our involvement in the U.S.S.R.
are even more wide-ranging than what we originally expected.
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Nevertheless, we are prepared to support the Managing
Director’s proposal on the temporary changes in Article IV
consultation cycles. Under the circumstances, it represents a
sufficiently satisfactory grouping of the membership.

However, we feel that more, not less, attention should be
given to the smaller member countries which will now be placed on
a 24-month cycle. These small, nonproblem, nonprogram economies
will be deprived of a highly valued opportunity for an annual
exchange of views with the Fund on their macroeconomic policies.
This loss has to be compensated; the proposed staff visits should
be geared toward filling this void.

In addition, those countries which are nonusers of Fund
resources but dependent on technical assistance, or in need of
technical assistance, should continue be given the opportunity to
receive Fund technical assistance.

Finally, redeployment of staff resources should be done
carefully and in a balanced manner. All these organizational
adjustments should not lead to the crippling of departmental
operations and the sacrifice of the quality of Article IV
consultation missions.

Mr. Che made the following statement:

I would like to thank the Managing Director for the
comprehensive and detailed information on the work program for the
period up to the next meetings of the Interim and Development
Committees in late April 1992. I am in broad agreement with the
work program proposals.

In general, I can go along with the proposed work program as
it relates to the U.S.S.R. From the number of visits Fund
officials have made, and will make, to Moscow and the republics,
and the extensive contacts already established between the various
Fund departments and both the union and republic authorities, the
Fund has indeed moved very rapidly, and this is in line with the
recent Interim Committee communique. While T can concur that work
priorities need to be reset and staff resources redeployed in
order to meet work demands related to the U.S.S.R., some caution
should be exercised. Consistency in our work, including the world
economic outlook, debt and trade issues, and country-related
activities, is of paramount importance and should not be
interrupted. Every effort should be made to ensure that any
short-term fine tuning does not damage our medium-term perspective
and long-term objectives. 1 believe that a well-balanced work
schedule will be ot great help, and, therefore, that it needs to
be worked out as soon as possible.
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With regard to the work program directly related to the
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Mr. Fukui asked whether the "first-come, first-served" approach
had been adopted in the Fund in meeting requests from the union
and the republics. T am also of the impression that the Fund has
taken a kind of passive stance in this respect. It is essential
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Regarding country-related activities, I notice from the
Managing Director’'s statement that changes in Article IV consul-
tations will fall more heavily on the European Department. At the
recent Interim Committee meeting, many members expressed their
concern about the trend of economic developments, especially the
trend in the industrial countries. I am therefore of the view
that any changes in Article IV consultation arrangements should
not negatively affect the consistency and continuity of the Fund's
surveillance role.

My authorities are very much concerned about the possible
changes in the Article IV consultation arrangements with China,
where economic development and reforms are gathering greater
momentum. They hold that the present consultation cycle should be
maintained. I also wish to emphasize that, regarding consulta-
tions with other countries, whatever changes have to be made
should be of a temporary nature, and Fund work should return to
normal as soon as possible.

I fully endorse the Managing Director’s proposal on the world
economic outlook, and the debt and trade issues. I believe that
these issues will be of great concern at the 1992 spring meeting.

As this chair stated at the last Board meeting on the work
program in May (EBM/91/69, 5/24/91), we support the proposed
studies and reviews on the international monetary system, the SDR,
and other systemic issues. 1 also wish to stress that when the
Board reviews the issue of the SDR, due attention should be given
to the important role played by the SDR and the wide support from
member countries for the resumption of SDR allocations.

I agree with the Managing Director’'s proposal to revisit the
quote increase issue. Tt is indeed our sincere wish that the
Ninth Quota Review could become effective as soon as possible,
considering its implications for a number of important issues. We
have found very helpful the Secretary’'s circulars on progress
regarding consents to quota increases and acceptances of the Third
Amendment by member countries. We believe that, in addition to
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the regular issuance of the circulars, they might be issued in a
more timely fashicn when necessary.

The Chairman, responding to Mr. Che's reservations regarding the
proposals to move China and some other countries temporarily to the bicyclic
consultation procedure, said that he appreciated the concern of the Chinese
authorities that China not be denied the opportunity for close coopevation
with, and advice from, the Fund, by way of the standard Article IV consulta-
tion procedure. China was an important country from the perspective of the
international monetary system, not only because of its obvious demographic
weight--with a population more than three times that of the U.S.S.R.--but
also because of its recent efforts at economic reform. While his proposals
to change temporarily the cycle of Article IV consultations presupposed
flexibility in their implementation on the part of the Fund, he was certain
that the Chinese authorities would bear in mind the Fund’s tight staffing
and heavy work load situation at present. It went without saying that the
periodic staff visits to China, along with the senior Fund officer assigned
recently to China as resident representative, would ensure that the quality
of the exchange of views between China and the Fund would be preserved. In
that connection, he feared that if an inappropriate degree of flexibility in
the implementation of his proposals were allowed--in respect of countries
perhaps less systemically important than China, for example--the door might
be opened to a flood of requests for exceptions, thus defeating the aim of
the proposals.

Mr. Kyriazidis stated that he was in full agreement with the outline of
the Fund’s response to the requests of the U.S.S.R. and the republics at the
current historical juncture. Of course, additional pressures would thus be
placed on the institution’s resources, and he agreed with the general
approach proposed to deal with them.

All the ways in which the pressures could be faced in the immediate
future had been enumerated by the Managing Director, Mr. Kyriazidis
observed, including an adjustment of the Fund’s activities and the redeploy-
ment of staff resources; the hiring of additional staff and secondment of
staff from other institutions; and the recruitment of outside consultants.
On that point, he came closer to Mr. Evans’s view. The Fund’s work in the
U.S.S.R. and in its republics should be considered as a more permanent,
rather than a strictly temporary, development. As Mr. Evans had said. the
republics would not go away, even though the union might. He welcomed the
upcoming discussion in the framework of the medium-term budgetary outlook on
the budgetary and recruitment implications of the expansion of the Fund's
responsibilities and activity. While such activity might well peak at some
stage, as Mr. Goos had noted, it was unlikely to disappear. The quantum
addition to the responsibilities of the Fund that had materialized would
have to be planned for in the budgetary outlook.

The second major proposal was the adjustment to the consultation cycle
tor a number of countries, Mr. Kyriazidis continued. Although he agreed
with the immediate measures suggested, the Fund should take the opportunity



EBM/91/154 - 11/13/91 - 14 -

to revisit the consultation cycles. His chair had repeatedly said that it
would be in favor of returning to the cycle that had prevailed in the early
1980s--a two-year cycle, with an update on the basis of questionnaires.

That could speed up considerably the work of the institution and save staff
time, which, as Mr. Posthumus and Mr. Peretz had pointed out, was not saved
under the bicyclic procedure, as well as considerable Board time. That
principle could be applied with flexibility in cases in which countries
wished for specific reasons to have more frequent consultations. With the
exception of the major industrial countries and the program countries, where
more flexibility would be required, the two-year cycle should be the rule.

He agreed with the proposed work on the world economic outlook and on
debt and trade issues, Mr. Kyriazidis went on. He considered particularly
useful the emphasis to be given to the reform issues in Central and Eastern
Europe and the U.S.S.R.; the mix of expenditure and tax measures in fiscal
consolidation in industrial countries as a means to raise savings; and the
factors affecting medium-term growth and employment in the major industrial
countries. An interesting short analysis had been provided in the last WEO
on the employment problem in industrial countries, mostly in Europe. He
believed that that would be worth pursuing further.

On systemic issues and the role of the SDR, he strongly supported the
work proposed on international liquidity and the SDR, Mr. Kyriazidis com-
mented. He would be particularly interested in the evaluation of proposals
for possible modifications to the SDR mechanism itself, including the ideas
put forward by Japan. He joined Mr. Goos in expressing doubt about the
usefulness of the work on the determinants of equilibrium exchange rates.

With respect to policies on the use of Fund resources, he could agree
to the postponement of the review of the CCFF, which was a difficult and
complicated compromise, Mr. Kyriazidis continued. A review of the CCFF
would not necessarily produce anything better, and a postponement was thus
entirely appropriate in the current situation.

With regard to the design of Fund policy advice and the work of the
Research Department, he joined Mr. Goos in expressing some doubts about the
usefulness of the paper on economic implications of unproductive public
expenditure, Mr. Kyriazidis remarked. The conclusion of such a discussion
could already be foreseen; it reminded him of the anecdote of someone who,
returning from church, was asked to describe what the preacher had said in

his sermon. "He had spoken about sin," said the man. "For how long?,"
asked another. "For about two hours," came the reply. "What did he say?,"
said the other. "He was against it," said the first.

He did not see much usefulness in holding a seminar on burden sharing,
Mr. Kyriazidis observed. He would propose that the discussion of burden
sharing should be taken up in combination with the review which would have
to be carried out in any case.

The Board should consider the budgetary outlook in the medium term on
the basis of realistic projections of the amount of work that the Fund would



- 15 - EBM/91/154 - 11/13/91

have to face, and the quantum change in its responsibilities that had taken
place over the current year, Mr. Kyriazidis noted.

He joined Mr. Evans in drawing attention to the burden that could be
placed on the Board if important papers were bunched in the period just
before the Interim Committee meeting, Mr. Kyriazidis concluded. He
supported Mr. Evans’'s proposal in that connection.

The Deputy Managing Director stated that the staff would be working at
both the central and the republican levels in the U.S.S.R., and with each of
the Baltic states. It was clear that all those entities would require
significant resources, judging from the Fund'’'s experience with those of its
current members in similar circumstances.

For the second half of financial year 1992, that work would require
about 150-160 additional staff, the Deputy Managing Director continued,
including about 45 economists in the European Department and about
20 economists in the functional departments, particularly the Exchange and

Trade Relations and Fiscal Affairs Departments. It was the general practice
to have representatives of those two departments participate in area depart-
ment missions. Over the succeeding 5-6 months, about 70 staff years would

be needed for technical assistance, of which 40-45 staff years would
represent Fund staff, and the rest experts and consultants. About

20 additional support staff would also be needed in the European Department
and the technical assistance departments. The supplementary budget for
financial year 1992 would include a request for additional staff years that
would allow the recruitment over the following six months primarily of
experts and consultants, but also of a few new staff members.

The Administration Department had been working intensively on recruit-
ment since the spring of 1991, and it appeared to be on target in filling
the new positions that had been created in the financial year 1992 budget,
the Deputy Managing Director related. There were a large number of
candidates in the pipeline, ready to be interviewed and considered by the
departments. Management concurred that the need to increase staffing should
not lead to a relaxation of the Fund’s standards, or to an expansion of
staff that would be difficult to reverse if necessary later on. The
management had developed a number of safeguards in order to avoid those
problems, including the hiring of a part of the additional staff on the
basis of fixed-term appointments fovr two or three vyears. Also, some of the
additional staff, particularly in the near term, would be seconded from
member countries or other institutions. Part of the staffing would consist
of experts and consultants who were generally hired on a relatively short-
term contract basis in any case. Flexibility would thus be built into the
system over time to avoid the risks that could come about when any
institution had a bulge in its recruitment of staff.

Having said that, it was nevertheless apparent that the Fund would not
be able to recruit the necessary number of staff to do the work in the
period ahead, which had led management to look at a variety of ways of using
existing staff through redeployment, the Deputy Managing Director pointed
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out. In practice, there was a limited degree of freedom in suddenly cutting
staff in one area in order to move it to another. For example, even in the
case of surveillance, most countries would not be affected by the proposed
changes in consultation cycles, because they were either program countries,
near-program countries, or leading industrial countries, so that the number
of staff that could be redeployed in consequence was not great. Shifting to
the bicyclic consultation procedure on a country-by-country basis also would
not save many staff resources, although the two-year cycle would save a bit
more., In any case, about 20 staff years would be freed up if the proposed
changes in the consultation cycles were approved.

Other changes that would free up additional staff included the post-
ponement of some technical assistance assignments to current Fund members in
order to make available staff for the technical assistance requirements of
the U.S.S.R., the Deputy Managing Director related. In some cases, the
postponement might mean a fairly long period of delay. Some Directors had
noted that they had already experienced that in their regions. Management
would attempt to limit the impact of the technical assistance requirements
of the U.S.S.R. on the rest of the membership, but it was unavoidable that
some countries would be affected by the postponements.

Significant numbers of staff from the Research Department, and some
from the Treasurer's Department, would be shifted to work on the U.S.S.R.,
the Deputy Managing Director continued. A variety of steps would be taken
to scale back work in the area of policy design and research, as indicated
in the proposed work program. The work that had been planned in the imme-
diate future, which management had been postponing for the previous year,
reflected the need to maintain contacts with aid agencies and export credit
agencies, which was important in making judgments about the financing
prospects of individual countries.

Within the Statistics Department, the focus would be shifted away from
the maintenance and collection of data for the Fund’'s external publications,
toward work on statistical issues in the U.S.S.R., the Deputy Managing
Director stated, thus saving about five staff years. Management would also
be considering ways of reducing to some extent the effort made on the world
economic outlook exercise--especially in the area of responding to requests
for data related to that exercise. In the area departments, and within the
European Department, in particular, a redeployment of country economists for
work on the U.S.S.R. had already taken place.

Management had also been making efforts to reduce the amount of lost
leave time and improve training and personnel management, the Deputy
Managing Director pointed out. Unfortunately, the current work load pros-
pects suggested that those objectives would not be met, and that pressures
on some staff would become greater, especially on those staff at the mana-
gerial level who would have to participate in missions to the U.S.S5.R. while
overseeing other work as well.

Notwithstanding management’s intention to redeploy staff and hire addi-
tional staff and consultants in order to meet the work requirements of the
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Fund’'s involvement in the U.S.S.R., it might be necessary either to postpone
some of the missions planned for the U.S.S.R., or to staff them at very
minimal levels, the Deputy Managing Director considered.

In financial terms, 150-160 additional staff working on the U.S.S.R.
would imply an additional cost to the Fund of about $20-25 million, probably
closer to the latter, the Deputy Managing Director concluded. Every
$15 million in increased expenditure translated into an increase in the rate
of charge on the use of the Fund’s resources of about 0.1 percentage point,
ceteris paribus. Therefore, an added cost of $20-25 million would imply an
increase in the rate of charge of 0.15-0.20 percentage point. For financial
yvear 1992, the impact would be smaller, because it would apply only for the
second half of the financial year. The staff hoped to develop more precise
estimates of the effects of staff redeployment and the hiring of additional
staff on the cost of using Fund resources in the future, and the staff would
return to the matter in the context of the midterm review of the budget.

The Chairman commented that he wished to draw the attention of
Directors to the tentativeness of the information which the Deputy Managing
Director had just provided. For example, the staffing profile included
staff for a Fund office in Moscow, but not for any offices in the capitals
of the U.S.S.R.'s constituent republics, the establishment of which was
becoming increasingly likely, especially in the more important republics.

In that connection, at least in the beginning, staff working in the
republics would be under the aegis of, and would be coordinated by, the
Moscow office, not least because the Fund could not presuppose the indepen-
dence of the republics. Even so, an additional 20 people would be a conser-
vative estimate of the number of staff needed for offices in the republics--
in addition to the number that the Deputy Managing Director had mentioned.
In any case, management was attempting to limit the number of new staff it
would have to hire.

The Deputy Managing Director, responding to a question from Mr. Fukui,
said that the estimate of an additional 150-160 staff members needed for
work on the U.S.S.R. included 10 new positions that had already been
included in the budget for the current financial year. The rest of the
positions would be filled through recruitment and redeployment.

Responding to a question from Mr. Posthumus, the Deputy Managing
Director explained that the 20 staff years to be saved by the change in the
consultation cycles would be reallocated to the work on the U.S.S.R.

Replying to a question from Mr. Fernando, the Deputy Managing Director
noted that the added cost of $20-25 wmillion was a gross, not a net, figure.
It did not include any possible reimbursements from the UNDP or the
Government of Japan for technical assistance expenditures, for example,
which might amount to an offsetting $2-3 million. Also, it needed to be
borne in mind that to the extent that the Fund was successful in redeploying
its staff, the added cost would be reduced. For that reason, the short-run
impact of the work on the U.5.5.R. on the budget for financial year 1992,
and on the budget for the early stages of financial year 1993, would be



EBM/91/154 - 11/13/91 - 18 -

smaller; only once the additional recruits actually came on board would the
full budgetary impact be felt. It was important that the budgetary cost to
the Fund of its work on the U.S.S.R. not be underestimated, but by the same
token, neither should it be overestimated.

Mr. Peretz observed that for the following few years the additional
cost to the Fund would therefore be a good deal less than $20-25 million,
because of the offsetting effects of the reduction of other activities and
the reallocation of current staff.

The Deputy Managing Director added that while he did not wish to antic-
ipate the supplementary budget, he hoped that, with sufficient recruitment
and budgetary support, the temporary redeplovment of staff could be unwound
by the end of financial year 1993 or the beginning of financial year 1994,
so that the activities that were to be cut could be restored.

The Chairman commented that the secondment of high-quality staff from
member governments and other organizations would help enormously in defray-
ing the cost to the Fund of the work on the U.S.S.R., and in assuring that
its other essential activities were continued. Nevertheless, the Fund might
have to reconcile itself also to the possibility that, once the situation in
the U.S.S.R. was fully assessed and the magnitude of the country’s needs
became fully apparent, the Fund’s involvement might have to be even greater
than the management anticipated at present, and the cost to the Fund commen-
surately greater as well.

The quadripartite study of the U.S.S.R. that Mr. Végh had referred to
had heavily influenced the experts and consultants who were now working most
intensively in the U.S.S.R., the Chairman observed. 1Indeed, he had been
amused to notice that many of the so-called fresh ideas they had come up
with had already been included in the study one year before. Indeed, the
study had influenced the 500-day plan for the conversion of the U.S.S.R.
into a market economy that had been put forward by Mr. Yavlinsky. Although
much had happened in the U.S.S.R. since the publication of the study, its
basic conclusions were still valid, and its orientation remained accurate.

The Secretary observed that Directors had shown a general willingness
to go along with the Managing Director’s proposals regarding changes in
Article IV consultation cycles, although there had been many notes of
caution in that connection as well. Several Directors had suggested that
the question of the revised cycles be reviewed in one year's time, rather
than by May 1, 1993.

On the basis of the present consultation cycles, area departments had
projected that in the six months through April 1992, about 83 staff reports
on Article IV consultations would be brought to the Board, including five on
interim Article IV consultations, the Secretary continued. Taking into
account the Managing Director’'s proposals, the number of staff reports on
consultations in the same period would be reduced to 67, of which 10 would
be interim Article IV consultations--a saving of up to 21 consultation
discussions. For the period May-October 1992, the savings would be somewhat
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larger. On the basis of the present consultation cycles, 71 staff reports
would come forward, including five interim reports. With the new cycles,
there would be 51 staff reports on consultations and 10 on interim consulta-
tions, suggesting a saving of up to 25. For 1992, therefore, given that
there were about 45 Board weeks in a year, a saving of up to one consulta-
tion a week was implied under the new consultation cycles, depending on how
the interim Article IV consultations were treated.

Several Directors had commented on the proposals for dealing with the
applications of the Baltic countries, the Secretary recalled. The idea put
forward in the Managing Director’s work program was that there would be one
membership committee to deal with the three applications. How they would be
dealt with would be left to the committee to decide; it could take the three
countries together, or one after the other, for example. Having one commit-
tee, with one group of Executive Directors, dealing with the three would
serve to ensure equality of treatment in the three cases. He understood
that that procedure was acceptable to Directors, and something along the
same lines would be done with regard to the applications from Micronesia and
the Marshall Islands as well.

The staff would do what was necessary to bring together the Committee
on Rules for the 1992 Regular Election of Executive Directors somewhat
earlier than usual, as a number of speakers had recommended, the Secretary
stated. He also recalled Mr. Dawson's views on the size of the Board in
that connection.

Directors had generally supported the Managing Director’s suggestion to
return to the matter of the coming into effect of the quota increase in
early December 1991, the Secretary noted, and he would suggest that the item
be added to the Board’s agenda for December 4.

With regard to systemic issues and the role of the SDR, the Secretary
continued, there had been quite different perceptions of the appropriate
priorities on the part of individual Directors. Mr. Posthumus had noted
that the work program had not given prominent attention to issues in the
international monetary system and to surveillance, for example. The paper
on international liquidity and the role of the SDR would be prepared for
discussion in February 1992. The paper on international capital markets
would be available for discussion in March 1992. The staff would look into
the question of whether it would be possible to advance the Board’s discus-
sion of the paper on exchange arrangements of formerly centrally planned
economies to a date earlier than March 1992. He recalled that Mr. Posthumus
had made the suggestion that the Managing Director deliver a speech on the
important and timely subject of currency unions between sovereign republics.

The Chairman remarked that he would wish to have the contributions of
Directors on the delicate question of currency unions before he delivered a
speech on it: perhaps the topic might be discussed at the Executive Board’s
forthcoming retreat.
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The Secretary stated that the other papers under the heading of
systemic issues and the role of the SDR in the Managing Director’s statement
on the work program, including the paper on the determinants of equilibrium
exchange rates, would be handled as had been proposed in the statement.

Speakers had generally agreed to postpone, as proposed, the review of
the CCFF, the Secretary continued. He had taken note of the differing views
of Directors on the usefulness of the papers mentioned under the design of
Fund policy advice, as well as of the comment of some Directors as to the
usefulness of clarifying better the work program of research in the Fund.

There were a number of views on the issue of burden sharing, the
Secretary recalled. Some speakers questioned whether it would be useful to
discuss the issue at all, given the delicately balanced nature of the com-
promise and the risks in upsetting it. Other speakers had noted that in the
current environment of the increase in the cost of Fund credit, such a
discussion would be indispensable. One speaker had called for identifying
better ways of running the institution financially, and another had drawn
attention to the need to share the costs of the organization more equitably.
Yet another had noted that the policy of adding to the Fund's reserves might
need to be re-examined. Perhaps those and other specific comments could be
taken up in the context of the forthcoming Board retreat in December. One
Director had also recommended looking into ways of simplifying and
amalgamating Fund facilities at some point in the future.

The staff would try to accede to Mr. Goos's request that documentation
intended for the Interim Committee be discussed by the Board no later than
April 10, 1992, the Secretary continued. Of course, in the week thereafter,
the administrative budget and certain operational country items might still
have to be dealt with, because the staff would try not to have other country
items come to the Board in the weeks immediately before the Interim
Committee meeting, as Mr. Evans and some other speakers had suggested.

The desirability of further reviewing the Board's procedures at the
forthcoming retreat of Executive Directors had been noted by Mr. Peretz, the
Secretary concluded. The paper on the attendance of outsiders at Board
meetings that he had referred to would be put in train. Mr. Peretz had also
called attention to the need for better reporting by the staff on programs
that had gone off track; that matter would be taken up with the staff.
Finally, he had noted Mr. Fukui's suggestion that there be more frequent
reporting to the Board on technical assistance activities, in view of the
sharp increase in such activities.

Mr. Al-Jasser commented that there had not been much enthusiasm for
discussing the paper on energy pricing. However, since the Fund had no
established policy on energy pricing and taxation issues, and the Board had
not provided the staff with any guidance in that connection, he wondered how
the staff intended to address those issues in its discussions with national
authorities; would the staff refrain from giving advice, for example? More-
over, he recalled that there had been long debates on the subject in the
Board; certainly it merited a discussion, accordingly.
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The Chairman replied that the staff would respond, as in all polic
matters when no formal guidelines had been give

case basis using its accumulated experience as
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Mr. Mirakhor commented that although he had not mentioned the point in

his intervention, some countries in his constituency were very interested in
energy pricing policy. Since he had heard nothing to the effect that the
paper would not be brought before the Board, he had assumed that it would
be.

The Chairman responded that he had understood Directors to have agreed
that somewhat less priority could be attached to considering the paper on
energy pricing policy in a Board discussion at an early date. Moreover, he
did not wish to overburden the Board’'s agenda in the February-March 1992
period, which was the earliest opportunity the paper could be discussed at
present, given the heavy work load.

The Special Adviser to the Managing Director was currently working on
the subject of an independent evaluation unit, the Chairman continued. The
work had been delayed, however, because of the redeployment of staff in con-
nection with the Fund’'s work on the U.S.S.R. and the consequential unavaila-
bility of staff to provide the necessary contributions. Although the paper
would be delayed beyond the end of 1991, the work remained a priority.

Mr. Prader asked whether the Fund would continue to undertake regional
reviews of Eastern Europe outside of the format of country and program
reviews, as a way of demonstrating its particular interest in the region.

The Chairman replied that it was his intention to continue such
reviews, and that the previous regional discussion had provided the Fund
with valuable guidance. However, the question of the availability of staff
needed to produce such a comprehensive review obliged him to be conservative
in that connection. That notwithstanding, it was clear that the Fund would
need to continue to monitor closely developments in Eastern Europe, in a
regional context.

Mr. Posthumus remarked that Directors should be allowed to discuss with
their authorities the issue of the introduction of temporary changes in the
consultation cycles. Fully one third of the membership would be affected by
those changes. He was concerned that the temporary changes would prove to
be not so temporary, especially as a reorientation away from annual consul-
tations for some countries appeared to be one of the cheapest and easiest
routes to achieve staff savings for work on the U.S.S.R. His concern was
all the stronger when he combined those considerations with the fact that a
number of major countries were reluctant to finance additional staff. That
was not to say that he opposed the changes in the cycles, but Directors
should have time to consult their authorities about them. He agreed with
the Managing Director that the degree of flexibility in allowing exceptions
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to the proposed changes in cycle should be limited. Finally, the Board

should formally set a date for the introduction of the temporary changes
cycle.

o

The Managing Director made the following concluding remarks:

Directors have underscored the need to take exceptional
measures to cope with the demand presented by the historic
challenge of bringing the U.S.S.R. into the world economy and to
deal expeditiously with the membership applications that are now
pending--with the Baltics, in particular. Even with the redeploy-
ment of staff, some expansion in the size of the Fund, and
improved mission planning, additional measures are required on a
temporary basis to alleviate the pressure on already strained
staff resources.

Directors endorsed the shifts in Article IV consultation
cycles which I proposed on a temporary basis, that is, from
November 22, 1991 until November 22, 1992, or until such time as I

can affirm that a return to more normal consultation schedules is
feasible.

While recognizing the need for these measures, Directors
reaffirmed the central role of surveillance in the Fund’s respon-
sibilities, and they noted that these temporary, across-the-board
changes do not diminish that role. These changes, in fact, are
intended to ensure that the Fund can remain vigilant and flexible
to respond to the needs of the membership while rising to meet the
immediate challenges facing it.

REPORT BY MANAGING DIRECTOR

The Managing Director made the following statement:

Communications from the Fund to Cambodia have been suspended
since 1979, and there have been no other official relations, as
the Fund had not recognized any of the competing factions in
Cambodia’'s Government. Aside from the recognition of a Govern-
ment, the main pending issue is Cambodia’s normalization of its
financial relations with the Fund.

Recently, there have been encouraging developments that have
raised hopes for peace in that war-torn country. In particular, a
U.N.-sponsored agreement on a comprehensive political settlement
of the Cambodian conflict was signed on October 23, 1991 by the
four factions in the civil war and representatives of 18 nations.
The agreement has established a United Nations Transitional
Authority in Cambodia (UNTAC) in order to ensure that the elec-
tions--now expected in mid-1993--will be fair and free.

in



- 23 - EBM/91/154 - 11/13/91

The United Nations will send a fact-finding mission to Phnom
Penh in early December 1991 for the purpose of facilitating the
task of UNTAC. Specifically, the U.N. mission will identify
control mechanisms within government financial agencies and draw
up guidelines and directives for their operations to avoid the
abuse of these agencies in the pre-election period by any faction.
The Fund, the Bank, and other organizations have been asked by the
United Nations to participate in the mission. I have accepted
this invitation.

The Asian Development Bank plans to send a fact-finding
mission later in November 1991 to review the economic situation of
Cambodia and to assess technical assistance needs. The Asian
Development Bank is interested in cooperating with the Fund in
technical assistance projects at a later stage, and has asked for
Fund participation in this mission. I have responded positively
to this request as well, which prepares for the normalization of
our relations with Cambodia.

For the first mission, we are in the process of finding
suitable participants, who very likely will be technical experts
from outside the Fund. For the second mission, we will be sending
a few staff members from the Central Asia Department. Both mis-
sions will be for about two weeks.

Mr. Landau commented that his chair welcomed the first move to re-
establishing a working relationship between the Fund and Cambodia. He hoped
that it could be followed by progress toward the establishment of normal
relations between Cambodia and the Fund, as the situation allowed. His
country stood ready to participate in any concerted effort to that end.

3. ALGERIA - REVIEW UNDER STAND-BY ARRANGEMENT

The Executive Directors considered a staff paper on the review under
the ten-month stand-by arrangement for Algeria in an amount equivalent to
SDR 300 million approved on June 3, 1991 (EBS/91/171, 10/1,/91).

Mr. Mirakhor made the following statement:

At the present time, Algeria is going through a most
difficult phase of its economic and political transformation
resulting from a program of wide-ranging reforms. The economic
reforms are aimed at opening the country to foreign competition
and investment, and at allowing the private sector to play a major
role in an economy with a greatly increased reliance on the market
mechanism. The reforms., which had been launched in 198
gradually built up speed through the late 1980s and culminated in
the bold and comprehensive program embodied in the request last
April for a stand-by arrangement. The system of central planning
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had left the Algerian economy with pervasive rigidities and
distortions, but the many economic reforms which were implemented
in the agriculture, services, and the public enterprise sectors
have markedly improved the performance of the economy. Beginning
in 1989, pricing, exchange, and trade policies became more active
and flexible. The fiscal deficit was substantially reduced with
the retrenchment of the Treasury from financing the investments of
public enterprises, while its own recourse to central bank
financing was dramatically curtailed.

The 1991 program was implemented under adverse external
conditions, when international oil prices were returning to their
pre-Middle East crisis levels, international reserves were
declining, and heavy debt amortization levels were putting severe
pressures on external debt management. The decision to implement
the program under difficult conditions indicates the firm determi-
nation of the authorities to transform the economy. Concurrently
with the major economic reforms, the authorities took up a further
challenge in the political arena by announcing plans for general
elections to be held on June 27, 1991. Convinced that meaningful
and long-lasting economic transformation must be accompanied by
the reform of the political process, the authorities embarked on
implementation of an orderly program of political liberalization.
Fast unfolding political events in May and June, however, not only
pre-empted the elections but also interrupted the normal
operations of the economy via work stoppages, strikes, and civil
unrest. The large shortfall in foreign financing to the tune of
$§1.1 billion, higher than programmed debt-service payments, and
continued slow disbursements, combined with political events, led
to a sharp decline in imports and output levels. In turn,
unavoidable slippages occurred in public finance, credit perfor-
mance, and in the implementation of trade and exchange liberali-
zation measures envisaged in the program. As the staff paper
indicates, however, the authorities have taken firm steps to put
the program back on track and enhance the medium-term policy
measures.

To address the financial and structural imbalances, the
authorities implemented bold measures in reforming the exchange
system and prices. Since the reform process began in 1986 and up
to 1989, the Algerian dinar depreciated by 55.6 percent; it depre-
ciated by a further 29.6 percent in 1990, by 50 percent to
February 1991, and most recently by 22 percent to September 1991.
To illustrate the impact of exchange rate adjustments, it is worth
noting that the official exchange rate, which was DA 9 to USS1l in
October 1990, is now DA 22.50. These repeated depreciations,
while improving the competitiveness of the export-oriented and
import-competing manufacturing sector, did nonetheless increase
import costs and debt servicing for public enterprises, which in
turn led to a worsening of their financial situation.

Furthermore, price increases in the manufacturing sector effected
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in order to pass through this large depreciation resulted in a
heavy buildup of inventories and contraction of industrial output.

The large currency depreciations have substantially reduced
the enterprises’ financial capacity to import raw materials and
intermediate goods. This has resulted in compression of imports
and reduced production that worsened the financial situation of
the enterprises, leaving them no recourse but to seek increased
credits from the banking system. This was the main reason for the
slippages in the monetary sector. In a sense, the overruns in the
monetary area were inevitable, given the sensitive social situa-
tion in the country and the authorities’ attempt to avoid any
further disruptions and disturbances. Indeed, the only alterna-
tive policy left to the authorities, if credit requests were to be
rejected, was to accept substantial layoffs, which would have
triggered general strikes and unrest in the country, as the large
declines in economic activity would have exacerbated the problem
of high levels of unemployment.

In the fiscal area, the slowdown in the economic activitv was
the main cause of the poor performance in non-oil tax revenues,
especially in the "taxe compensatoire" revenues. In the event,
the financial situation of the "Fonds de compensation" worsened
despite the measures taken in the 1991 Law of Finance to increase
its revenues. This, in turn, led to the slippages in the fiscal
sector despite the fact that overall budget situation was
satisfactory in a number of respects. To reform the tax and
tariff systems, the authorities intend to implement in 1992 new
codes that would simplify the existing procedures and strengthen
the fiscal situation by expanding the revenue base and stimulate
public savings. 1In addition, expenditures will be streamlined so
as to enhance the efficiency of public investment.

In the external sector, higher than expected debt-service
payments, and a shortfall in external financing due to protracted
negotiations with commercial banks, compounded by complicated
technical procedures for mobilizing bilateral lines of credit,
constrained foreign exchange availability. These constraints have
delayed somewhat the implementation of the comprehensive trade
system reform package. Despite the pressing financial needs of
the economy, strains on the balance of payments, and import
compression and its adverse effects on output, external financial
obligations have been met in a timely and orderly manner.

Firmly committed to reforms, the new Government, which took
office in July 1991, is also implementing additional measures to
correct the pressures on the balance of payments and promote
employment. The authorities have implemented a further 22 percent
depreciation of the dinar. Reduction in the "surtaxe compen-
satoire" and in the "taxe compensatoire" for machinery and equip-
ment and raw materials for industry, especially the construction
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and textiles sectors, was introduced in the supplementary Law of
Finance adopted by the Parliament in August 1991. Furthermore,
measures are being implemented to encourage wholesalers, conces-
sionaires, and qualified enterprises to import raw materials and
intermediate products necessary for the expansion of output.

Despite the precarious social situation and the upcoming
elections--set for December 26, 1991--the authorities have decided
to increase energy prices (except for gasoil) between 96 percent
and 183 percent and basic consumer goods prices by up to 300 per-
cent in order to reduce the "Fonds de compensation" subsidies as
well as to improve its financial position. The items with sharply
lower subsidies include sugar, cooking oil, powdered and
pasteurized milk, and corn. The higher fuel prices are expected
to yield budgetary revenue estimated at more than DA 1 billion for
the fourth quarter of 1991. The price increases in essential
consumer goods have permitted a substantial reduction in subsidies
from the compensation fund, and it is anticipated that for the
fourth quarter of 1991 it would be equivalent in terms of annual
savings of over DA 8 billion. 1In total, the reduction in implicit
and explicit subsidies under the initial program adopted on June
3. 1991, plus the measures implemented following the first review,
exceeds DA 21 billion for 1991. Put differently, the total
adjustments in 1991--for the subsidized items only--are expected
to amount to more than 2 percent of the GDP, a massive adjustment
by any standard.

The authorities also intend to allow greater flexibility in
the pricing policies by removing existing restrictions. In
addition to substantial price liberalization implemented thus far
(40 categories), further measures will remove restrictions on 15
other categories. To mitigate the adverse effects of this
liberalized pricing policy on the more vulnerable segments of the
population, the authorities intend to put in place a social safety
net with technical assistance from the Fund. The process of
reforms in the industry and services sectors will be further
enhanced with a comprehensive restructuring and rehabilitation of
the public enterprises beyond the 22 firms and commercial banks
addressed by the present program. To make these enterprises
accountable only to market forces, a new "code de commerce," to be
introduced in early 1992, will include provisions regarding
bankruptcy and judicial liquidation similar to those existing for
private enterprises. This will rationalize the public enterprise
sector and enable the viable firms to become competitive on a
market basis.

In order to enhance the effectiveness of exchange rate and
pricing measures, a tight monetary policy consisting of imposition
of credit ceilings on banks and the 22 public enterprises and
increases in the discount rate, the money market rate, and the
rate for credits above ceiling will be strictly implemented. For
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involvement of foreign investment in the oil and gas industry.
Additional provisions will be introduced with the aim of removing
restrictions on domestic and foreign investment and introducing
incentives, such as tax exemptions, in order to increase foreign
direct investment in the economy. These initiatives can be
expected to foster further growth of domestic production and

increase employment in the medium term.

In the pricing area, the authorities are committed to
pursuing the pace of reforms implemented so far with the objective
of allowing the full play of market forces. 1In this regard, it is
expected that all energy prices will be allowed to reflect their
economic costs by 1992, except for the price of gasoil which will
be adjusted gradually. Furthermore, all subsidized prices will be
phased out as soon as a comprehensive social safety net is
effectively in place. However, bread, semolina, and milk will
continue to be subsidized further until the social safety net is
stabilized; but prices of these items will be adjusted gradually.
In order to allow the economy to become less dependent on
hydrocarbons, exchange rate policy will play a greater role to
boost non-oil exports.

As regards the debt management policy, the authorities’
objective is to continue to discharge their external financial
commitments while seeking additional external financing. The
opening of the economy to foreign direct investment should induce
capital inflows, thereby reducing substantially recourse to
external bank borrowing, cushioning the economy against external
shocks in the short run, and strengthening the balance of payments
situation in the medium term. Since the medium-term economic
program will alleviate the financial imbalances and increase the
diversification and efficiency of the Algerian economy, the
authorities are convinced that the program will also strengthen
external creditworthiness and improve access to international
capital markets. In this regard, it is important to note that
while the debt stock of Algeria is about $25 billion, the value of
proven oil reserves alone are estimated at $150 billion. Clearly,
the problem for the Algerian economy is one of liquidity and not
solvency. This is why the authorities are determined to pursue
their strategy of debt reprofiling rather than seeking to
reschedule external debt.

All medium-term policies mentioned above will be implemented
with the ultimate objective of enabling the Algerian economy to
actively participate in the process of regional integration of the
North African economies in the framework of the Maghreb Arab
Union. In launching and implementing sound economic reforms,
complemented by a medium-term program to fully utilize all the
potentialities of the country’s resources, Algeria expects a
positive response from the international financial community in
terms of better access to international capital markets than has
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been possible thus far. Given the strategic importance of
Algeria, its enormous hydrocarbon resources, and the fact that the
country has continued to honor its international financial
obligations despite enormous social and economic costs, such
expectations should be realizable.

Mr. Finaish made the following statement:

During the period that elapsed since Algeria embarked on the
adjustment and reform program with the support of the Fund, the
authorities’ resolve has been seriously tested. Given the
substantial shortfall in external financing on the one hand and
the domestic social disturbances on the other, what is remarkable

)
is not that the financial framework as originally envisaged had to
be revised somewhat but that the authorities have been able to
maintain the pelicy momentum te the extent they have, If

anything, the experience so far this year should strengthen
outside confidence in the authorities courage and determination to
see their economic program through. It is also noteworthy that as
a result of the authorities’ prudence and the additional policy
steps they have taken recently, as well as the agreement on
financing packages with official and private creditors, the thrust
of the economic program for 1991 is likely to be achieved.

It is of course unfortunate that the exogenous factors I
referred to earlier have forced a reduction in the levels of
imports and investment, which in turn led to output stagnation
compared to a growth rate of 4.5 percent targeted in the program.
Now that these factors have largely disappeared, it is hoped that
a more balanced path of adjustment will be restored.

It was clear when the authorities embarked on their economic
program that on the broad macroeconomic level the problem facing
Algeria is basically one of liquidity. The balance of payments
scenario presented in last May'’s paper, which is again confirmed
in the paper before us, points to a strong external position in
the coming years, which will allow a significant degree of
reduction in Algeria’s external indebtedness. This does not mean
that the structural reform process should not be pursued with
vigor. Quite the contrary. The prospects for rapid growth in the
non-oil sector will depend on the authorities’ persistence in
transforming the economic environment into one that is conducive
to private sector investment and efficient allocation of
resources. But Algeria’s financial outlook does suggest that a
proper balance should and could be struck among the wvarious
policies and objectives, including those relating to external
indebtedness macroeconomic adjustment, and structural reform.
Given Algeria's current domestic circumstances, it will be crucial
that structural reform policies, and in particular those relating
to public enterprises and pricing of essentials, be complemented
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by mechanisms that mitigate their impact on employment and the
standard of living. Reform will have to be sustained, and the
risk of insufficient popular support should be avoided. The staff
report does refer to the social safety net, but it appears to us
that progress on this score could be faster, particularly in light
of the fact that prices of foodstuffs have already been increased
substantially and the chronic problem of unemployment, especially
youth unemployment.

On a somewhat related matter, we noticed that the revised
program incorporates revenues generated by external investments in
the hydrocarbon sector but up te a certain amount. Any revenue
beyond that amount is to be excluded from the fiscal target. It

would be useful if the staff could elaborate on this matter and
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ty net or to
facilitate reform in public enterprises. It seems to me that such
use of excess revenue, so to speak, may well be justified, given
the desirability of moving ahead on structural reform.

Turning to other policy areas, I would like to mention in
particular the authorities’ efforts on the fiscal front, which
will help minimize the deviation from the surplus originally
targeted in the program. This fiscal prudence, as well as the
recent substantial increase in the prices of essential commodities
at the eve of the parliamentary elections scheduled for next
month, are particularly noteworthy.

I agree with the staff that monetary policy requires special
vigilance, particularly in light of the experience in recent
months. Whether interest rate action will be needed is open to
question. What is important, however, is for the macroeconomic
situation in general, and credit to enterprises in particular, to
be consistent with a downward path for the underlying rate of
inflation. This will also be a prerequisite for an effective
exchange rate anchor, as is envisaged for the 1992 macroeconomic
program. Such an anchor, supported by appropriate demand manage-
ment, can play a significant role not only in macroeconomic
stabilization but also in enhancing the envirvonment for structural
reform.

To conclude, the authorities should be commended for their
policy performance since the beginning of this arrangement,
particularly when viewed against the particular difficulties they
have had to deal with. On the basis of the authorities’ actions
and planned policies, there is good reason to be optimistic about
Algeria's prospects, both immediate and longer term.
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Mr. Landau made the following statement:

During the first five months of its program with the Fund,
Algeria has experienced very difficult circumstances that have
included, on the economic front, a number of negative external
shocks, such as the consequences of relatively low oil prices
earlier this year. As is very clearly described in the staff
report and in Mr. Mirakhor’s statement, these developments, as
well as an accommodating stance of monetary policy prior to the
agreement with the Fund, have led to some slippages and unmet
targets under the program.

The authorities must therefore be especially commended for
having resisted what the staff rightly calls the "considerable
pressure"” on the external accounts. On the contrary, they have
reaffirmed their determination to pursue the adjustment and reform
process. Concrete and sometimes additional measures have been
taken. And this attitude has been recognized by the international
financial community, which will contribute to the financing of the
program. The authorities’ stance will thus permit them to take
full advantage of the somewhat brighter prospects on the oil
markets.

We are in broad agreement with the analysis and recommenda-
tions of the staff. I will limit myself to some comments on the
different areas of public policies and on the financing of the
program.

Developments in the fiscal accounts in 1991 have been
mitigated but, on the whole, rather positive. On the revenue
side, there have been, as noted by the staff, slippages in tax
collections. 1In this context, we welcome the authorities’
intention to proceed with their plans to introduce a major tax
reform next year. As the staff rightly stresses again in the
supplement to its report, particular attention will have to be
paid to the usual transitory effects of such reforms.

As far as expenditures are concerned, further progress is
certainly needed in view of the scheduled rise from 29 percent to
33 percent of GDP this year, a rise that was due mainly to
increases in current outlays. There have been lengthy delays in
the adjustment of some administered prices, which have exacted a
heavy toll on budgetary expenditures. But encouraging signs can
be found. Indeed, the budget surplus will increase from
3.4 percent of GDP in 1990 to 6.8 percent this year. Very
substantial adjustments were finally made on the administered
prices of many staple items in September and October. This will
help to improve the difficult financial situation of the Fonds de
Compensation. As noted by the staff, a degree of effective
financial constraints on the largest public enterprises has also
beeri introduced, and active consideration is being given to the
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definition of a proper safety net, the reform of health care
financing, and the modification of the price support system. We
would join the staff in urging the authorities to try and give the
maximum cost-efficiency impact to social programs by targeting
them to the most impoverished part of the population.

Similarly, the stance of monetary policy has turned from
accommodating in the first part of 1991 to more constraining
during the past few months, especially with the introduction of
limits to refinancing and the increase in several key central bank
rates. We fully agree with the staff that the authorities must
continue to pay full attention to monetary developments if Algeria
is to maintain favorable--i.e., stable--macroeconomic conditions
for the implementation of its structural reform program. In this
regard, and as noted by the staff, improvements in the monetary
data and reporting systems are certainly needed.

The exchange rate policy can also help in Algeria’s endeavor,
especially if it is geared toward fostering stability in the
economic agents' expectations. It is encouraging to see that the
gap between the parallel and official exchange rates of the dinar
has been reduced from 54 percent in June to 47 percent this
November. We fully agree with the staff that, after the gap has
been further reduced and taking into account the forecast increase
in foreign reserves, the authorities will be in a position to use
the exchange rate more and more as a nominal anchor. This will be
particularly useful in the current transitional process to a new
mode of economic management.

As far as structural reforms are concerned, the substantial
progress registered so far in this area is a key factor for the
success of the program. Recent developments include increased
flexibility of the price system, the consecutive reduction of
price differences between the parallel and the official markets
for goods, proposals for easing rules limiting or prohibiting
foreign investment, and last, but not least, progress toward the
definition of a policy on the restructuring of public firms. On
the latter point, we look forward to the conclusion, to be
published early next year, of the studies on the main public firms
in need of restructuring. We also welcome the authorities’
intention to expand the policy beyond the original group of 22
companies and to introduce in early 1992 a new "code de commerce."

All these structural reforms will play a key role in leading
public enterprises to adjust to international competition, in
facilitating technology transfers, and in accelerating the
much-needed process of diversification of the economy. Over the
medium term, they will also be instrumental in solving the acute
problem raised by the approximately 25 percent unemployment rate
and by the projected increase in the population.
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The authorities have also made significant progress in
ensuring the financing of the program. In the process, they have
corrected one of the major weaknesses of the economy, i.e., the
heavy concentration of debt repayments over the 1991-1993 period.

First, the current account should register a surplus of
$1 billion this year instead of the programmed deficit of
$300 million. This is essentially due to the severe contraction
of imports. Second, various sources of financing have been
mobilized. 1In particular, the EC approved an ECU 400 million loan
linked to the continuation of the agreement with the Fund. Even
more significantly, commercial banks have also agreed on the term
sheet of a $§1.5 billion refinancing operation leading to the
reprofiling of Algeria’'s commercial debt. If confirmed, we
certainly see this decisive step as a sign of renewed confidence
in the future of Algeria’'s economy. Finally, the already
mentioned new policy on foreign investment should also help, on a
longer-term basis, to provide Algeria with efficient, non-debt-
creating capital.

My authorities are of the opinion that the efforts made, the
results achieved, and the determination shown by Algeria under
sometimes very difficult circumstances merit the continued support
of this institution. We thus agree with the proposed decision.

Mr. Ismael made the following statement:

It is to be regretted that the implementation of the economic
stabilization program initiated by the Algerian authorities was
delayed for reasons partly beyond the authorities’ control.
Consequently, this has brought about a number of slippages in the
area of fiscal and monetary policies. However, I am encouraged by
the authorities’ firm action to restore the program. The program
does rightly place the emphasis on further liberalization of
domestic prices, strengthening of monetary policy, economic and
financial restructuring of the public enterprises, preparation for
the implementation of tax reforms, and improvement of the social
safety net.

As I am in broad agreement with the staff’s appraisal, I will
confine my comments to two major issues: the urgent need for
positive interest rates, and the need to avoid the use of central
bank financing in view of the existence of a budget surplus.

Regrettably, due to persistent inflationary pressures,
interest rates continue to be negative despite the recent measures
taken to increase the interest rates and impose limits on the
Central Bank’s credit expansion. In order to stop further
occurrence of disguised bank loan subsidization and a sharp
decline of domestic savings, it is imperative that the interest



EBM/91/154 - 11/13/91 - 34 -

rates be made positive as soon as possible. 1 wonder whether
there is a constraint faced in doing this, namely, that setting
the interest rates above the present inflation rate would be
considered as usury. If this is the case, how could it be
overcome? 1 also wonder whether reduction of inflationary
pressures and attainment of positive interest rates could not be
facilitated by encouraging the public enterprises--which are the
largest borrowers of the Central Bank--to have their financing
needs met by commercial institutions instead of the Central Bank.
Would the staff care to comment on these two gquestions?

I note from Table 5 that for the rehabilitation of the public
enterprises a fund of about DA 16.9 billion will be needed. I
also note that an overall budgetary surplus of DA 44.4 billion is
projected for 1991. The authorities have in the meantime
succeeded to achieve a budgetary surplus of DA 42 billion. 1In
view of these facts, I wonder why the public enterprises’
rehabilitation fund still has to be funded by the Central Bank;
why is it not funded by the budgetary surplus, which should be
less expansionary in its effect? I would be interested in hearing
from the staff why this option has not been chosen.

Mr. Fukui made the following statement:

When the Board discussed the stand-by arrangement for Algerisa
last June, this chair commended the authorities for their adjust-
ment efforts that had been carried out since 198% and encouraged
the Algerian authorities to continue persevering with the effort
to reach the targets in the program.

However, it is disappointing to know that the performance in
the first half of this year fell short of the targets and that the
review, which was to be completed in September, has been delayed.
Although, as the staff paper notes, the reasons for this include
to some extent exogenous factors, it is undeniable that the major
element that put the program far off track was the policy slippage
of the authorities. In particular, I read the staff paper with
more than usual concern with regard to the monetary developments.

Since the Chal enges for the authori

ties are well depicted in

the staff appraisal and 1 can endorse most of them. I would like
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exchange rate policy
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increased cost of inputs, most of which are imported. triggered by
the substantial exchange rate depreciatlien since last vyear, were



unable to fully pass the increased costs in higher prices and
instead resort to financing from the banking sector. The
accommodating stance of monetary policy is most to blame, but the
price rigidity was surely the determinant of the conduct of the
enterprises.

In this sense, this chair welcomes the recent Government’s

action to further liberalize 15 groups of products. Also, the
limination of the minimum waiting period required of enterprises
o change their prices is welcome as a measure to allow quick
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On monetary policy, it is clear that the policy slippage that
cur n

tbe monetary field

hough the need for a tighter monetary policy was strongly urged
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in recent months. H
as to whether this i: that
the consumer price index is now projected to increase by about

35 percent a year, the average money market rate, or the rate
applied to commercial bank overdrafts at the Central Bank, still
seems to be low. Moreover, the real interest rate is projected to
remain negative for a while this year. I would welcome staff
comment on the possibility of further tightening monetary policy.
In particular, I would like to know the staff’s assessment of the
effectiveness of the limits imposed on central bank intervention
in the money market.

With the further liberalization of prices and the already
high rate of inflation, which is now restrained by the remaining
rigidity of the price system, this chair has a strong concern
about the future intlationary trend of the economy. To minimize
the cost of adjustment, the urgent need to tighten monetary policy
cannot be overemphasized.
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The aim of the flexible exchange rate policy that the
authorities have followed so far is rather vague. Since more than
95 percent of Algeria’s exports are hydrocarbons, which are traded
at an international price and in dollar terms, the purpose of the
exchange rate could not be the maintenance of external competi-
tiveness. Given the high potential for accelerated inflation, the
time is ripe to consider the adoption of a more transparent
exchange rate policy. In this sense, I welcome the suggestion in
the staff appraisal of the adoption of a nominal anchor in the
succeeding Fund program. I believe this judgment is correct,
given the unusual structure of the external sector of the Algerian
economy, which heavily depends on imported inputs and the bulk of
whose exports are traded at international prices.

As the staff explains, the balance of payments financing for
this year envisages a financing gap of about $1.1 billion.
Although the staff suggests that this gap will be more than
financed from the various resources, it is a matter of concern
that uncertainty still remains, in particular regarding its
disbursement. Among those resources, the most important is the
rollover of the syndicated loan from commercial banks. It is
encouraging to know from the supplementary paper that an agreement
has been reached with the core group of the commercial banks. I
strongly hope that the procedure of the rollover will go smoothly
and will not cause further delay.

In this connection, I am pleased to be able to announce to
that the Export-Import Bank of Japan recently decided to extend
two loans to Algeria--cofinancing with the World Bank’s SAL and a
project loan to SONATRACH. The total will amount to about
$380 million. The Bank will soon start negotiations for loan
agreements with the Algerian authorities. I hope that these loans
help the authorities to further deepen their adjustment efforts.

I support the proposed decision.

Mr. Spencer made the following statement:

The staff paper makes it clear that Algeria has suffered a
serious lapse of performance during the initial period of its
stand-by arrangement. Most of the June performance criteria were
effectively breached, with a particularly bad overrun occurring on
domestic credit. The staff had put these failures down both to
exogenous factors--such as the shortfall in financing--and to
delays in implementing policies agreed in the initial program. On
the basis of more recent corrective measures and promises regard-
ing future actions, the staff is recommending that we (1) grant
waivers for the missed end-June performance criteria and (2) ease
the subsequent performance criteria for end-September and
end-December.
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I do not feel, however, that the staff has made a very
convincing case. In particular, I do not comnsider that Algeria
has done enough to justify the release, on schedule, of a full
half of the originally approved amount of SDR 300 million. There
would seem to be real grounds for concern both about actual policy
performance to date and about the prospects for successful
implementation of the remainder of the program. In our view, to
maintain the original access in these circumstances would
inadequately signal the Fund'’s concern about recent policy lapses.
It could also be considered to represent an unwarranted financial
risk.

Our concerns trelate to all of the main elements of the program.
The first area I will touch on is monetary policy, where a large part
of the slippage has occurred. At the original June Board meeting, I
expressed doubts about the strength of the monetary policy framework,
and T must say that T still have doubts whether it is capable of
delivering the revised program objectives.

To try and bolster the monetary framework, the authorities
have done two things: they have increased the cost of central
bank funds; and they have promised to implement the original
proposal to impose ceilings on central bank lending to the
commercial banks.

However, as noted by the two previous speakers, there is
still have an effective cap on interest rates of 20 percent,
despite an inflation rate currently running at around 35 percent
and likely to persist at high levels next year. The call by the
staff for interest rates to be set high enough to ensure that the
quantitative limits are not reached would therefore seem to be a
vain hope. There is little doubt that the quantitative limits
will in fact be tested, and this is certainly worrying, given the
Central Bank'’'s lack of commitment to date in this area. Indeed,
if anything, the political and financial incentives facing the
Central Bank may now be even less conducive to the effective
enforcement of the credit ceilings. There would therefore seem to
be a good case for testing the Central Bank's resolve before
agreeing to the release of further funds under the stand-by
arrangement.

On the fiscal side. actions again have been far from impres-
sive. First of all, about half of the fiscal policy slippage in
1991 (even after adjusting for the exchange rate change) will now
be accommodated in the form of lower treasury surplus targets. To
cover the balance. the authorities will be relying for the greater
part on extraordinarv sales of petroleum access rights and capital
expenditure cuts. Only about a third would be coming from current
expenditure cuts and price subsidy reductions. However, the
complerion of the sale of petroleum access rights this vear is
still subject to considerable uncertainty, since complex negotia-
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tions are involved and Parliament will still have to approve it.
Furthermore, the authorities have sought to soften the impact of
price adjustments by reducing compensatory taxes on key imports
with a consequent adverse effect on the budget through greater
transfer requirements to the Compensation Fund. As a consequence,
the fiscal benefits arising from recent price adjustments--now
totalling DA 3 billion--will be more than offset by compensatory
tax reductions totalling DA 3.8 billion.

As a further point, fiscal actions to adjust prices appear to
have only partially dented existing significant price distortions,
especially on oil products. Also, actions to substantially reform
the system of consumer subsidies, involving a closer targeting of
needy groups, is only due to be introduced early in 1992--beyond
the end of the program. Similarly, significant tax reforms--
including the proposed value-added tax--are also not expected to
eventuate until after the present program is fully drawn.

Turning briefly to the restructuring of public enterprises I
am concerned that delays in implementing reforms will worsen the
potential conflict between the financial restructuring of enter-
prises and the enforcement of enterprise budget constraints. In
this respect, it is important that the enterprises be rationalized
and, where appropriate, liquidated as soon as possible--and
preferably before re-capitalization occurs. In the absence of
such action, enterprises will have little incentive to perform and
losses will continue to flow, thus putting further pressure on
both the public finances and the planned domestic credit ceilings.
Unfortunately, Mr. Mirakhor tells us that legal provisions to
allow bankruptcy will only be introduced early next yvear, and from
the staff paper it is apparent that a comprehensive program of
restructuring and closure will be even further off.

The difficult circumstances facing Algeria at present suggest
that some flexibility in the application of the program is
warranted. But in view of the stark underperformance to date and
the considerable uncertainty surrounding the authorities’ ability
to bring the program back on track, we do not find it possible to
support the proposed decision in its current form.

We would, however, support a revised decision that included a
rephasing of the scheduled SDR 75 million second purchase. This
would bolster incentives for the full implementation of program
commitments and also reduce the Fund’'s financial exposure in the
event of continued weak performance.

The intended second purchase could either be spread over the

scheduled third and fourth drawings. or, alternatively, it could
be added on to the back of the program. 1 must say that, in view

of the obvious difficulty that the authorities ave having in
taking strong policy actions ahead of the Decembher election, the
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latter alternative of a lengthened payments schedule would seem to
be the more appropriate course. This approach would have the
benefit of allowing the Board to assess progress on a number of
important reforms scheduled for early in 1992, before approving
the final drawdown under the stand-by--and before being asked to

consider any proposal for a new, and possibly extended--Fund
arrangement.

In the past, the Fund has frequently made phasing adjustments
of this sort when confronted with disappointing performance and a
high degree of uncertainty over future policy implementation. I
see no reason why this approach should not also be employed here.
1f the proposed decision is approved, I would abstain from
supporting it.

Mr. Bossone made the following statement:

When we discussed the approval of this stand-by arrangement
with Algeria a few months ago, this chair praised the comprehen-
siveness of the underlying program and deemed the latter
appropriate to address the fundamental problems of the Algerian
economy. This chair warned, however, that such comprehensiveness
would at the same time be at the origin of significant diffi-
culties and risks for the success of the program. Dealing with
such difficulties and risks required extra efforts of the
authorities both to coordinate their action on the many fronts
involved by the program and to act swiftly in implementing the
agreed reforms.

Unfortunately, the occurrence of events in part beyond the
control of the authorities has since led to critical slippages in
policy performance as well as in the implementation of important
reforms. The redressing of such events should now allow the
authorities to correct the slippages. No less important than the
effect of the exogenous factors, however, is the fact that
slippages in public finance and credit performances have also been
observed and have been caused by the authorities’ implementation
delays, especially in the monetary policy area. It is in this
respect that I wish to join previous speakers in urging the
Algerian authorities to take all mnecessary measures to make up for
the delays and to reaffirm their full commitment to the program’s
policy package. 1In this connection, it is reassuring to learn
from the staff that the Government has indeed resolved to take
firm action to restore the program substantially to the course
originally set, and 1 express this chair’s agreement with the
recommendations in the staff appraisal.

I would like to add, though. a few comments on a number of
important policy issues. On the fiscal front, it is disappointing
to note that expenditures for certain subsidies have even
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increased under the program. In order to restore healthy public
finances and to establish a system of correct signals to domestic
producers and consumers, it is necessary that the ongoing price
liberalization reform be progressively extended to cover the items
whose prices are currently subsidized. To this end, I hold it
essential that the authorities’ intention to reform the subsidy
scheme for basic consumer commodities, to adjust their prices to
economic costs, and to subsequently liberalize such prices be
effected by the mid-1992 deadline, as indicated.

Reasons for concern arise also from noting that the overall
public spending target has been observed with ample margins
through reductions in capital outlays. Although such reductions
seem to have so far reflected transitory circumstances rather than
precise policy directives, it would seem that the reviewed fiscal
package designed to achieve the new treasury surplus target relies
exclusively on a capital spending squeeze, while it allows a
relevant increase in current expenditures. I wonder whether this
really is in the interest of Algeria, given the economy’s strong
need at this juncture to create the infrastructure necessary for
long-term growth.

On the revenue side, the authorities are said to remain
committed to introducing a major tax reform in 1992. 1In fact,
comparing the tax revenue projections for 1991 to last year's
results confirms that this is a priority objective. I am there-
fore concerned that a detailed outline is not yet available of
what the tax reform package is going to look like. My concern is
further heightened by the staff’s latest comments on the
complexity and inadequacy of the proposed VAT structure, said to
be leading to a potential shortfall in revenue.

Regarding monetary policy, notwithstanding the recent
increase in interest rates, the rates remain administratively
controlled and are still negative in real terms. I am concerned
about the undesirable allocative consequences that negative real
rates could engender by sending wrong signals to investors,
especially at a time when the economy needs large capital restruc-
turing, possibly with a predominant involvement by the private
sector. Wrong signals could well lead to investments that would
otherwise be unprofitable under "correct" prices.

Administered interest rates also mean insufficient incentives
for the domestic financial system to operate efficiently and
according to commercial principles. This runs counter to the
need--particularly strong at this point in time--for dynamic
financial operators that would assist in the process of capital
accumulation in the private sector. The authorities should
therefore be urged to speed up and accomplish the process of
financial liberalization.
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The authorities have continued to hold on to a flexible
stance on exchange rate policy by letting the rate further adjust
to a more appropriate level. Although I recognize the need to set
the exchange rate at a level that more closely reflects the under-
lying market forces, 1 wonder whether pursuing such an adjustment
gradually could not cause counterproductive consequences by
triggering large import flows and/or speculative operations in the
foreign exchange market in response to anticipation of new devalu-
ations. I would hold that a one-off, perhaps even consistent,
adjustment of the exchange rate, combined with strict monetary and
fiscal stances, would set the stage for a policy that would aim
more explicitly at the stability of the nominal exchange rate. 1
would appreciate staff comments on this issue.

To conclude, in view of the serious commitment of the
Algerian Government to persevere 1in the comprehensive reform
effort undertaken amidst non-negligible difficulties, I believe it
is important that the Fund and the international financial
community at large be forthcoming at this time in assisting
Algeria in its delicate endeavor. I can endorse the revised
proposed decision.

Mrs. Hansen made the following statement:

Algeria’s performance under its stand-by arrangement has been
rather mixed. On the positive side, the transition to a more
market-oriented economy has begun, bringing with it some important
reforms, including significant exchange rate adjustment, price
liberalization, and a serious attempt to liberalize trade. On the
other hand, there have also been important slippages in both
monetary and fiscal policy, which have been aggravated by an
unfortunate shortfall in external financing. We recognize that
the brevity of this ten-month program makes it difficult to devise
and implement convincing measures to bring the program back on
track. The approaching elections and difficult political climate
clearly complicate the authorities’ task as well. Nevertheless,
we would have liked to have seen the request for waivers and
program modification accompanied by more tangible evidence that
the program was heading back toward its original path.

On the fiscal side, we note that there has been a large
deviation from the original program. It appears that without
additional measures, the treasury surplus would fall about
5 percentage points of GDP short of the original target. Under
the revised program, Algeria would evidently make up only about

half of that slippage. We have some questions, however, as to
whether even this amount of fiscal correction can be achieved with
the measures envisioned. As noted by Mr. Spencer, nearly

40 percent of the correction under the revised program is to come
from exceptional petroleum revenues associated with new foreign



EBM/91/154 - 11/13/91 - 42 -

investments in the hydrocarbon sector. It is encouraging that a
draft law permitting foreign participation in the development of
existing structures is now before the parliament. However, the
staff appraisal points out that the hoped-for investment still
depends on complex negotiations with the foreign oil companies, as
well as no doubt a number of other factors. Even if these
exceptional revenues do materialize before the end of the fiscal
year. one may also ask whether the sale of access rights to
foreign oil companies really constitutes fiscal adjustment.

With so little time remaining before year-end and the final
set of performance criteria under this program, the major focus of
attention must be on 1992. For the future, the authorities need
to adjust expenditure patterns and look for new, stable sources of
revenue. In this connection, we welcome the recent increases in
administered prices and encourage the authorities to carry through
with the planned overhaul of the subsidy program so that
assistance will be appropriately targeted to the most needy and
future budgetary costs will be contained. We also note that
government wages and salaries represent nearly half of current
expenditure, and we wonder whether there is not some scope for
budgetary savings here. On the tax side, we welcome indications
in the supplementary paper that the authorities are proceeding
with a series of tax reform measures. We would join the staff in
recommending measures that are simple, easily enforced, and
universally applied. The information at hand suggests that the
authorities intend to move in the right direction, but at the
moment it is not entirely clear how or when these policy
intentions will come to fruition.

Regarding monetary policy, we welcome steps to tighten the
very accommodative stance in the first half. However, we consider
the use of quantitative limits at best a temporary expedient and
share Mr. Spencer's doubts about their effectiveness. At the same
time, we are disturbed to see how little importance seems to be
attached to moving to interest rates that are positive in real
terms. Indeed, we were surprised by the staff’s apparent willing-
ness to go along with current interest rate policy as long as the
quantitative restrictions are observed, although perhaps this
agaln has to do with the limited policy alternatives available
during the brief remaining time under the arrangement. We agree
wholeheartedly with an earlier statement in the staff appraisal to
the effect that enterprises and consumers need to face prices that
accurately and quickly reflect market forces in order to make
rational decisions in a market-oriented system, and we think this
principle should not apply equally to the price of credit.
Quantitative credit limits might allow the authorities to control
the credit expansion, but they will do little to ensure that
credit is allocated efficiently. In an economy that is supposedly
meving away from central planning to a market system, interest
rates should, in our view, play an important role in resource
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allocation. In this connection, Mr. Mirakhor’s statement that
market interest rates will become an instrument of monetary policy
is encouraging, although the timeframe for this is unclear.

With regard to structural reform, we would like to encourage
the authorities to open the economy to investment, both domestic
and foreign, and to encourage competition. This would go a long
way toward alleviating employment pressures, creating a more
dynamic domestic economy, and reducing dependence on the hydro-
carbon sector. In this connection, we welcome indications in
Mr. Mirakhor's statement that the financial restructuring of banks
and 22 public enterprises is expected to be completed by the end
of this year and that a new "code de commerce" will be introduced
in early 1992. These steps should help ensure that public
enterprises operate according to market principles. Are there any
additional plans to move beyond this financial restructuring to
privatize public enterprises and/or demonopolize the functions
they perform? With regard to foreign investment, we welcome the
authorities’ intention to review the Investment Law with a view to
encouraging foreign investment in the o0il and gas sectors, and we
hope they will also eliminate barriers to domestic and foreign
investment in other sectors as well.

Turning to the external sector, Mr. Mirakhor makes an
interesting point in noting that Algeria’s problem is one of
liquidity, not of solvency. While this is reassuring, we hope
that this fact will not dilute the authorities’ commitment to
adjustment and structural reform. With regard to the financing of
this program, we welcome Algeria’s agreement with the core group
of its commercial bank creditors. Indeed, it appears that Algeria
stands to receive more external financing through this facility in
1991 than is estimated in the main staff paper.

In conclusion, we are sympathetic to the political and
external financing problems that the Algerian authorities have
encountered during the first months of this stand-by arrangement.
Nevertheless, we are disappointed that the program has veered so
far off track, and we regret that so little time remains under the
arrangement to undertake meaningful adjustment. In this connec-
tion, we are interested to know whether Algeria has even met its
substantially eased end-September performance criteria other than
the NIR target, which I understand will be met. Looking to the
future, we hope that the policy intentions outlined in the review
paper will be carried out expeditiously. However, as noted
earlier, it is not clear at present how or when these policy
intentions will be translated into action.

Under the circumstances, we can see considerable merit in
Mr. Spencer’s proposal for rephasing the arrangement, preferably
his suggestion that the second purchase based on end-June perfor-
mance criteria he added to the end of the arrangement. This would
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provide an opportunity for Algeria to demonstrate that it can
adhere to the revised program before a substantial further
disbursement is made.

Mr. Moss made the following statement:

It is particularly difficult to assess the relative contribu-
tion of the exogenous factors and the implementation delays in
explaining the divergences between Algeria’s performance and the
objectives of its stand-by arrangement in the first half of this
year. The staff paper seems to leave the impression that both
explanatory factors are more or less of equal weight. A careful
reading of the document before us strengthens my belief that a
major part of the implementation delays was directly caused by
exogenous factors, such as the shortfall in external financing and
the social disturbances. 1t is therefore the latter elements that
primarily explain the nonobservance of several of the performance
criteria for end-June and the impossibility for the Algerian
authorities of coming fully back within the previously envisaged
financial framework for the rest of the year. Here I feel I must
disagree with Mr. Spencer’s analysis.

Let me illustrate this point briefly by referring to three
parts of the staff paper. First, it is noted that the author-
ities, notwithstanding the low level of reserves, carried through
an extensive liberalization of the trade and exchange system in
April of this year. It was only because of the uncertain
financing and the higher than programmed debt-service payments,
both of which negatively impacted on the level of reserves, that
this liberalization could only be in place de jure and not
function de facto, as the staff paper phrases it. Second, while
current budgetary expenditure exceeded the expected level, this
was accounted for by substantially higher social outlays, not
unrelated to the social disturbances. The same factor explains
the lower than expected capital spending level. More important, I
believe, is the fact that the expenditure on wages and salaries
remained below the envisaged level. Third, with regard to
monetary policy, it is quite easy to blame solely the Central Bank
for its too accommodating policy stance. The extent of the
overshooting of the original targets may also have had to do with
data problems, however, causing an information lag, as well as
with the time required for the design of a new system for central
bank credit provision to commercial banks, resulting in a long
implementation lag. The staff paper also mentions the diffi-
culties in changing the lending behavior of commercial banks, a
systemic problem that cannot be overcome overnight. Moreover,
given the limited financial room for maneuver available to
enterprises, to which Mr. Mirakhor's statement referred, the
banking sector had no incentive at all to start changing its
lending behavior.
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I wanted to stress these elements to help dispel an otherwise
lingering impression that the Algerian authorities are not firmly
and fully committed to the implementation of the stand-by arrange-
ment. As Mr. Mirakhor's statement highlights, the authorities’
determination is evidenced by the firm action that the new
Government has undertaken in response to the slippages of the
first half of this year, notwithstanding the difficult social
situation and the perspective of political elections. The staff
supplement paper even mentions that price adjustments implemented
in October not only made up for the earlier delays but in some
instance even went beyond the measures envisaged last April. It
is regrettable, of course, that these actions will start paying
off only toward the end of this year or even in 1992. Let me
therefore urge the Algerian authorities to continue their line of
action into 1992 along the five axes of broad policy priorities
outlined in the staff appraisal.

I am confident that, in doing so, they will achieve a
virtuous circle of increasingly positive economic results,
increasing confidence at home and abroad, increased availability
of financing, and, therefore, an increasing willingness to further
adjust. Such a virtuous circle of events will only be the mirror
image of the vicious circle in which Algeria seemed to get trapped
earlier in the year. Thanks to the EC loan as well as to today’s
Board approval of the second purchase under the stand-by, Algeria
should be comforted to know that the international community
continues to support its genuine efforts at economic stabilization
and structural reform. It will provide an incentive to commercial
banks to conclude rapidly the process of syndication and come
forward with external financing, thus further reducing the risk of
slippages for the program. This chair, therefore, supports the
revised proposed decision, as it currently stands, as a vote of
confidence in the economic reform program of Algeria, extending
the position that my country took at the time of the approval of
the EC loan.

This stand-by arrangement can indeed be looked upon as an
encouragement of Algeria’s drive for structural reform and perhaps
also as a stepping stone for a future extended arrangement. As we
sald at the time of the Board discussion on the role of the Fund
in the Middle East, the extended Fund facility should not serve
only heavily indebted or Eastern European countries. Perhaps we
in this Board have been fortunate to be able to discuss programs
of countries, such as the ones in Eastern Europe, where a strong
political consensus, based on democratic elections, was forged to
carry through a massive stabilization cum restructuring effort,
Today we have to deal with a country where strong commitment to
economic change is still awaiting the outcome of the political
elections. Nonetheless, the authorities have clearly demonstrated
their commitment to carry on and deepen the process of economic
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reforms into 1992, a point already emphasized by Mr. Finaish. We
commend them for that and wish them all the best in their future
endeavors.

Before ending, I have a question for the staff. As was the
case in the original document dealing with the request for the
stand-by arrangement, today's staff paper again refers to the
parallel market exchange rate and its relation to the official
rate. Mr. Landau also touched upon this point. In commenting on
a reduction in the gap between the two rates, the staff compares
the September official rate, that is after the devaluation, with
the parallel rate in July. 1In a footnote, however, mention is
made of a subsequent depreciation of the parallel rate. I would
like to return, therefore, to the question that this chair asked
at the time of the Board discussion on the stand-by arrangement
request: how significant is this parallel rate and does it
constitute an appropriate reference point for action by the
authorities or for advice by this institution, especially in view
of the very substantial depreciation of the official rate already
undertaken?

The staff representative from the African Department remarked that
there were three separate issues concerning the authorities’ exchange rate
policy: whether the exchange rate mattered, as Algeria exported only oil
and imported only intermediate inputs and raw materials: whether the
exchange rate should be adjusted to the right level immediately or
gradually; and the importance of the parallel exchange rate.

With respect to the first issue, he strongly disagreed with Mr. Fukui,
the staff representative continued. At present, Algeria was exporting
exclusively o0il and importing only intermediate inputs and raw materials
because of the exchange rate policy that had been maintained for many vyears.
Algeria would not be able to solve its various economic problems--certainly
not the huge unemployment, let alone the external imbalance--as long as it
exported exclusively one product. In sum, the exchange rate did matter very
much in the case of Algeria.

It was true, the. staff representative went on, that an adjustment of
the exchange rate would not lead to a complete restructuring of the Algerian
economy in the immediate future or ensure that within several years Algeria

would become a major exporter of manufacturing products. However, unless
the authorities took the first step, they would never reach that goal--and
the problems facing Algeria’s economvy could not be solved unless that goal

was reached.

On the second issue, the pace of exchange rate adjustment, the staff
representative said, one year ago the official rate had been 8 dinars per
U.S. dollar and the parallel rate 35 dinars. At that time, the staff
recommended moving immediately to a reasonable exchange rate, and then,
perhaps not iImmediately, but at a very early stage, to use the rate as an
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=in v, However, for political and social reasons, the Algerian authori:
i not agree. They very strongly preferred a gradual adjustment.

As to the third issue, the importance of the parallel exchange rar:
ihe staff representative continued, there were roughly $1-2 billion a year
in private transfers corresponding to workers' remittances. At present,
there were few 1f any flows through the official market. That situation
maf ieved a great deal, because it had led to a huge parallel market in
Algeria tor nearly all products, and it had serious implications for the
condiict of economic policy in general, and for the budget and import

liberalization in particular. That did not mean that the long-run equili-
hrium exchange rate was equal to the parallel market rate. But the authori-
ties could not succeed in unifying the exchange market unless the gap in the

rates was eliminated.

There were also a number of issues in the area of monetary policy, the
staff representative noted. It was true that real interest rates were mnot
positive. At the same time, the problem with respect to interest rates
probably was not as severe as it appeared. The rate of increase in the
consumetr price index was 20-25 percent. However, a significant part of the
increase was due to the fact that a major share of the index consisted of
administered prices, which, after having remained unchanged for many years,
had recently been adjusted by a relatively large amount. Hence, it was not
clear what was to be learned about the real interest rate by simply looking
at the rate of change of the CPI. In many case, interest rates above
20 percent were in violation of the usury law, and in the current political
and social situation in Algeria, changing that law would not be easy.

He fully agreed with Mr. Spencer that the quantitative limits on access
to central bank resources would undoubtedly be tested in the coming months.
the staff representative said. Therefore, in the short run, the expansion
of the monetary aggregates would not depend on interest rates, but rather on
the ability of the Central Bank to say no to the commercial banks. That
situation arose largely because there were fundamental problems with the
banking and enterprise sectors. The World Bank’s restructuring program for
both of those sectors was just beginning; the banking sector had not yet
been restructured, and its ability to collect new deposits was extremely
limited. As a result, financing of the commercial banks took place through
the Central Bank. Because of the problems with the enterprise sector,
interest rates would not play a role in limiting the demand for credit.
Enterprises would respond to interest rate policy once they had more frecdom
to adjust their staffing requirements:; at present, their freedom in that
area was extremely limited. The only way for enterprises with a large staff
and a low level of activity to pay the staff was to use bank credit.

As Mr. Finaish had observed, the target for the overall surplus of the
Treasury was adjustable upward and downward for deviations of the price of
0il from the price projected in the program, the staff representative
remarked. Under the program, the surplus resources were supposed to be
placed automatically to the restructuring fund, and those resources could
and should be used. The relevant performance criterion in the program
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referred to the overall surplus of the Treasury before transfers to the
restructuring fund. It was true that the surplus from the budget was used
for the restructuring fund, and the amount was substantial--DA 16.9 billion;
that was, in fact, the main source of financing for the fund.

The staff was not yet certain whether or not the September performance
criteria were going to be met, the staff representative from the African
Department said. Preliminary monetary data up to the end of August indi-
cated that the performance criteria could be met. However, the data typi-
cally were revised several times before becoming fairly firm. As to the
plans for privatization, they had not been discussed extensively in Algeria;
notning concrete had been agreed thus far.

Mr. Spencer said that he understood the staff’s argument in favor of
a flexible exchange rate strategy at present in Algeria. But the staff had
also referred to the possibility of shifting to an exchange rate anchor at
some point in the future. In the paper, the staff had referred to 1992 as a
possible time for introducing an exchange rate anchor. He wondered what the
staff saw as the preconditions for shifting from the present flexible
arrangement to the use of an exchange rate anchor, and whether the staff
felt that those preconditions would be met in the foreseeable future, or at
least in 1992.

The staff representative from the African Department responded that the
staff had in mind two prior conditions. The first was that the external
financing problem must be resolved. In that connection, the agreement with
the commercial banks, the financing agreement with Italy, and the loan from
the EC were major factors. 1If, in addition, the law allowing international
oil companies to invest in existing oil fields was approved by Parliament,
there would undoubtedly be a relatively large amount of foreign exchange
resources in a very short period. The second prior condition was a willing-
ness to set the exchange rate at a reasonable level. The exchange rate
could be used as an anchor only if it had first been moved to a realistic
level. Owing to the relatively large adjustment over the past 12 months,
the official rate had moved from 8 dinars per U.S. dollar to 22.5 dinars per
U.S. dollar. The parallel rate had fluctuated between 30 and 40 dinars; it
had not shown any tendency to depreciate. Hence, the authorities were not
far from being able in early 1992 to set an exchange rate that could be used
as an anchor.

Mr. Spencer said that he wondered what the staff meant in its reference
to pegging the exchange rate. Presumably that step would cause considerable
problems for the traded goods sector, particularly from the effects of
domestic inflation. In his view, before shifting to a peg the authorities
needed to have both a firm hold of domestic monetary policy and some
confidence that domestic monetary policy was going to be effective in
containing inflation.

The staff representative from the African Department commented that he
agreed with Mr. Spencer. However, it was important to bear in mind that the
rate of inflation in Algeria was not very high. Even with the recent
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substantial adjustments in administered prices, the inflation rate in terms
of CPI was of the order of 20-25 percent. 1In the past, the inflation rate
have been very low, partly because of administered prices. If the author-
ities wished to have a nominal exchange rate anchor and augment foreign
exchange reserves and control credit growth, they would have to be willing
to move to a reasonable exchange rate and they would have to rely for some
time vet on firm quantitative control over access to central bank money,
possibly with an adjustment of the interest rate. It should not be assumed
that in pegging the exchange rate the authorities could keep it pegged at
the same level indefinitely; that would be excessively ambitious. But in
those conditions the exchange rate conceivably could then rather quickly be
used as a firm anchor.

Mr. Posthumus remarked that the staff had indicated that real interest
rates probably were not very negative, given the current rate of increase in
the consumer price index. However, the real issue was the expected price
inflation. The staff paper suggested that an inflation rate of 35 percent
was expected in 1991, which probably meant that the rate had been accelerat-
ing in the final few months of the year. 1If that was the expectation in the
market, then real interest rates were really substantially negative.

The staff representative from the African Department commented that the
estimate of 35 percent had been made at the beginning of the current
program. The staff had not subsequently revised that figure downward even
though the current inflation rate was substantially below that figure. At
present, two factors were at work--the adjustment of the administered
prices, particularly the prices of key foodstuffs and energy products, which
could be quantified, but at the same time decontrol of the prices of most
products. Despite the huge parallel market, some goods were still traded in
the official market. The substantial adjustment of the official exchange
rate was bound to have an impact on the rate of inflation. For all of those
reasons, the staff had not changed the inflation target. The staff guessed
that the inflation rate would probably be around 30 percent by about the end
of December 1991. Therefore, it was probably true that interest rates were
negative in real terms.

Mr. Towe made the following statement:

Algeria’s performance during the first half of 1991 can only
be described as disappointing. Fiscal policy slippages were
substantial, monetary policy was lax, and the effective implemen-
tation of many structural reforms, including the import liberali-
zation, was delayed. As a result, we found it difficult to agree
with the staff’s suggestion that substantial progress had been
made towards a market-oriented price system.

Indeed. given the scope of policy slippages so soon after the
Board's approval of the stand-by arrangement, the staff report’'s
relatively mild assessment of performance was somewhat surprising.
as was the modest policy adjustment and the relatively generous
access recommended by the staff under the modified program.
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In particular, on the fiscal side, one cannot help but be
alarmed at the scope of the slippages in current and subsidy
expenditure that are to be accommodated. For example, current
expenditures are now projected to be 3 1/2 percentage points of
GDP higher than originally programmed, while net subsidy outlays
by the Compensation Fund are expected to be over 1 percentage
point higher. 1In this context, I note that, according to Table 5,
the increase in projected current outlays largely relates to the
other current expenditure category, which has been revised upwards
by over 300 percent. Could the staff provide some further
elaboration?

As regards subsidy expenditures, I recall that this chair
expressed surprise in our June discussion regarding the lack of
transparency in the fiscal accounts, especially as regards fiscal
subsidies, given the large amount of technical assistance that has
been provided to Algeria in the past. The staff report’'s
reference to higher than expected payments from this account for
subsidies incurred last fiscal year, as well as to delays in
effecting payments to enterprises, highlights the importance for
enhanced fiscal monitoring. As we had expressed the hope, in the
June discussion, that the forthcoming technical assistance mission
treat would this issue as a priority, could the staff indicate
what progress has been made on this front?

On monetary policy, the staff report suggests that the breach
of the credit targets was largely the result of delays in imple-
menting a system for restricting central bank credit to the
banking system. This seemed curious, since I presume that the
authorities have operated a system of direct credit controls for a
number of years, including during the period of their previous
stand-by arrangement. Thus, one could not help but wonder whether
it was a weakness in the authorities' resolve, rather than a lack
of effective instruments, that led to the breach of the targets.

This concern is elevated by the fact that while the June
program contained reference to the authorities’ commitment to
raise interest rates to positive levels by the end of the year,
the latest staff report suggests that the maximum lending rate
remains at negative 15 percent in real terms, and no significant
commitment from the authorities to raise interest rates was
obtained. 1In view of these observations, as well as the substan-
tial deviations from the program ceilings during the first half of
the year, 1 wondered why a firmer commitment from the authorities
to raise interest rates was not obtained as a precondition for the
revision to the program targets. Could the staff elaborate?

Finally, given the magnitude of the slippages and the uncer-
tainties surrounding performance for the latter half of the year,
we found the access proposed by the staff somewhat surprising. In
particular, the waivers for the end-June criteria would permit the
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authorities to purchase one half the total access envisaged under
the stand-by arrangement without having met a performance
criterion. For the same reason, it is also somewhat troubling
that the Board is being asked to approve a purchase based on

performance criteria for end-September, over a month after the
fact.

In light of these concerns, I wonder whether the staff could
indicate whether consideration was given to either reducing total
access, or to rephasing the purchase related to the end-June
performance over the latter two test dates.

Mr. Mirakhor considered that the authorities’ record showed that there
was no weakness in their commitment to the program. It was important to
bear in mind that the program had been approved in April, and that in May
and June there had been an exogenous shock in the form of political unrest,
which for all practical purposes had interrupted the basic economic life of
the society for a considerable time. Indeed, the shock waves had still been
vibrating through the economy in July. The authorities had subsequently
mounted a massive effort and had brought the program back on track. There
had been no wzakening of the authorities’ resolve to achieve the needed

structural reforms, including price adjustment. The authorities had taken
substantial action in a short period.

The suggested rephasing of the purchases under the stand-by arrangement
would send the wrong signal, not because of what the authorities had done so
far, but rather because of what the Board thought they might not be able to
do in the future, Mr. Mirakhor continued. To appreciate that point, ome
merely had to look at the record: over the past 25 effective working days,
the authorities had made massive adjustments to bring the program back in
line, which clearly indicated that their resolve had not weakened. The
authorities still had a financial sector reform program with the World Bank.
As to the privatization of the banking system, private banks were able to
operate. The authorities intended to continue discussions with the World
Bank to undertake all the reforms necessary in order to be able to continue
with privatization of the banking system in 1993-1994.

There were a number of ways in which to achieve positive real interest
rates, Mr. Mirakhor noted. Obviously, the authorities could try to reduce
the rate of inflation. At present, the magnitude of the supply response to
all the adjustments that had already been taken was unknown. To be fair,
the Board should give Algeria somewhat more time to see how it would
perform--including the supply response.

Mr. Peretz made the following statement:

Let me say straightaway that while I have a great deal of
svinpathy for the position in which the authorities find
themselves--and while 1 do not question their present resolve for
the future--I do have considerable doubts about the decision we
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are being asked to endorse this afternocon. And I have not been
reassured by what we have heard this afternoon.

Mr. Spencer, Mrs. Hansen, and Mr. Towe have expressed con-
cerns about the financial risks to the Fund of an early disburse-
ment. I agree with all the concerns they expressed. But what I
am as concerned about is the signal we will be sending to others,
if we decide to complete this review today, that the Fund
considers Algeria’s performance under the program to be satisfac-
tory; that the program approved earlier in the year has largely
been on track; and that we have confidence that it will remain so.
The Fund’s seal of approval will unlock something like a
$300 million first tranche drawing under a European Community loan
to Algeria and, it is hoped, further help from private sector
creditors as well. We owe a duty to all Fund members, including
those that hope to benefit from it in future, to ensure that the
quality of the Fund’'s seal of approval is not devalued by being
given on occasions when it is not fully warranted.

There has certainly been some commendable progress in imple-
menting economic reform in Algeria since our last discussion. I
am thinking of the reductions in administrative controls over some
prices; some limited increases in interest rates; the reduction in
the gap between the official and parallel exchange rates; and the
provision in the supplementary finance law for reductions in the
levels of the "tax compensatoire." These are all welcome
developments.

On the other hand, nearly all the performance criteria under
the program have been missed, in some cases by large margins. And
although there were external factors, I believe the failure to
meet the specific targets very largely reflects failure to
implement the proposed policy measures. I do not want to enter
into an argument about the reasons for the that. I understand the
reasons for the failure to implement them. It is of course true.
as the staff points out, that to some extent it also reflects a
shortfall in external finance. But here we would like to point
out that the attitude of providers of external finance is, in
general, closely linked to the implementation of reform and
adherence to Fund programs.

There have been serious policy slippages in both fiscal and
monetary policy, as others have pointed out. On monetary policy,
1 have to say that the staff assessment does not inspire in me a
great deal of confidence. It says that "the authorities should be
prepared...to further adjust interest rates towards levels that
are positive in real terms, should this prove necessary." But
surely it is necessary. Indeed, from what we have heard today, I
find it very hard to believe that the staff do not also believe,
as I do. that positive real interest rates are a basic requirement
for bringing the continued excessive credit growth back under
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control. It seems to me this should be a specific requirement of
the program, with prior action required.

On fiscal policy, others have discussed the slippages, and
the paper of course only gives rather sketchy information about
the measures to be taken by the authorities. Additional measures
saving some DA 18.9 billion will be needed beyond the provisions
of the Supplementary Finance Law. The supplementary note circul-
ated this week identifies implementation of further welcome
reductions in subsidies that will save about DA 2 billion.
However, the supplementary note also informs us that the authori-
ties have been unable to implement planned further price increases
which had been assumed to save a further DA 1.3 billion.

Instead, expenditure will now be reduced by DA 1.3 billion in
some other unspecified way. This cut will need to be in addition
to a rather vague commitment to reduce current and capital spend-
ing by about DA 9 billion. On top of this, the timing of the
expected DA 7 billion of exceptional petroleum revenues in
connection with new foreign investments looks rather uncertain, as
the staff points out in the appraisal. And I assume that we would
have been told by now if the staff could give any further details
about what specific capital and current spending cuts the govern-
ment has in mind to implement.

Of course, I agree with the menu of policy priorities
identified in the staff appraisal: further price liberalization
will be essential if resources are to be allocated efficiently;
much tighter monetatry policy will be needed--by which I mean
positive real interest vrates; public enterprises need to be
rationalized; early implementation of tax reforms is crucial, but,
as the staff makes very clear in the supplementary note, revenues
will only increase if new taxes are properly administered; and
improving the qualitv of economic statistics also should be a
priority. TImplementation of a program like this would certainly
warrant the Fund's seal of approval. But we are not there vyet.

Of course, I welcome the authorities’ restatement of their commit-
ment to the program. But I do think it would have been more
appropriate for the staff to delay recommending the disbursement
of the second drawing until a stronger record of implementation
had actually been achieved.

In case there is any doubt, let me make it clear that none of
this is intended as criticism of the Algerian authorities--whose
situation I well understand--nor, indeed., am I questioning their
present resolve for the future. T have very great sympathy for
the difficulty they see in implementing further specific measures
in the pericd immediatelv before an election. But the lesson I
would draw from this is that it would have been better to delay
this review until after the election.
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In the circumstances, I would like to be recorded as abstaining.

Mr. Mirakhor said that he was most surprised at the suggestion that
Algeria's creditors would commit themselves to supporting the Government’s
program and then turn around quickly and say that, as the authorities could

not implement the program, the committed financial assistance would not be
disbursed.

Mr. Goos stated that he shared the concerns that had been expressed by
Mr. Peretz and Mr. Spencer. Like them, he was greatly concerned about the
slippages that had occurred so shortly after the approval of the program in
important policy areas, especially as the problems could be traced largely
to the accommodating monetary and exchange rate policies and the failure to
implement crucial structural reforms. Equally worrying was the renewed
acceleration of external arrears. In that connection, he had noted a
contradiction between the staff paper and Mr. Mirakhor's opening statement:
Mr. Mirakhor had indicated that Algeria had punctually serviced its debt-
service commitment, but the staff had referred to a renewed accumulation of
arrears. Some clarification of that point would be helpful.

He also shared the concerns expressed by previous speakers about future
economic policies, particularly the appropriateness of monetary policy,
Mr. Goos went on. It was striking to note that domestic credit and monetary
aggregates were expected to grow at roughly the rates originally contem-
plated under the program, even though the rate of overall economic growth
had been reduced from 4.5 percent to zero. Therefore, it appeared that the
expansionary stance in the first part of 1991 would not be reversed; nor did
the authorities seem committed to interest rates that were sufficiently
positive in real terms.

He greatly sympathized with the authorities, who faced the difficult
political circumstances that Mr. Mirakhor had described, but the policy mix
envisaged for the remainder of the program period was a recipe for destabi-
lization rather than stabilization, Mr. Goos said. The authorities’ policy
mix was characterized by a combination of expansionary monetary and fiscal
policies together with negative real interest rates. That combination, and
the continued floating exchange rate, was bound to undermine stability. On
previous occasions he had repeatedly commented on the negative repercussions
of exchange rate policy in a nonsupportive financial environment. The
difficulty with such an approach was borne out by the footnote on page 15 of
the paper, which explained that, after the recent devaluation of the
official rate, the parallel market rate had depreciated more or less to the
same extent. Moreover, Mr. Mirakhor had noted the adverse impact of
currency depreciations on the financial situation of enterprises and the
ability to control domestic liquidity. Therefore, the authorities and the
staff would be well advised to reconsider the stance of exchange rate
policy, especially as by August 1992 the real effective exchange rate had
already decreased by about 55 percent from mid-1990. The staff had referred
to the need to strengthen external competitiveness in order to stimulate
export diversification. However, in view of the real depreciation of
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55 percent, Algeria’s external competitiveness should have improved
significantlly. Therefore, he could not understand why the staff had again
explicitly recommended further devaluation of the exchange rate. In the
absence of tight financial policies, that recommendation was tantamount to
an invitation to shift the burden of adjustment to trading partners through
competitive devaluations.

The Fund should not be seen as endorsing such a policy approach, which
was detrimental to Algeria's best interests, Mr. Goos considered. Nor
should the Fund associate itself with such a policy stance for the reason
explained by Mr. Peretz, namely, the misleading signal that would be sent
with respect to the seal of approval given by the Fund. Therefore, his
position was the same as that of Mr. Peretz, and he would like to be
recorded as abstaining from the proposed decision. At the same time, he was
intrigued by Mr. Spencer's proposal, which appeared to have considerable
support, to reschedule the envisaged drawings.

The staff should comment on the role it saw for the Fund after the
expiration of the present arrangement, Mr. Goos stated. As the staff
expected no need for further exceptional financing in 1992 and beyond--which
seemed highly unlikely--presumably it would therefore be appropriate for the
Fund to discontinue new financing at the end of the current stand-by
arrangement.

Mr. Landau said that it was not fair to criticize the depreciation of
the real exchange rate, which had been an objective under the program. The
program was based on the assumption that the exchange rate had been over-
valued; indeed, the main stumbling block in the negotiation of the program

had been Algeria’'s reluctance to depreciate the exchange rate. There was
cause for some concern about the future path of the exchange rate in
relation to monetary policy. The Board's approval of the current stand-by

arrangement had been based on the assumption that the authorities would
liberalize prices and establish a realistic exchange rate; both of those
objectives had been accomplished. The problem was the monetary slippages,
which lent uncertainty to the future path of the rate of inflation and the
exchange rate. The staff paper gave the impression that those slippages
were a thing of the past and that no more slippages in monetary policy were
anticipated in the program period. As a result, the readjustment of the
performance criteria for the future was designed only to take into account
developments in the past--there was no question of tolerating additional
slippages in the future.

Mr. Goos said that his concern about monetary policy was not based only
on past developments. He was concerned mainly about what might well happen
in the coming months under the authorities’ current policy stance, although
at the previous discussion on Algeria he had expressed dissatisfaction about
the continuous devaluation of the exchange rate. His main point was the
disastrous consequences to expect from insufficient financial discipline
combined with a floating exchange rate. He had also taken into account what
appeared to be the negative real interest vates; in that connection, he,
like Mr. Posthumus, was not fully convinced bv the statf’s explanations. It
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was true that the CPI included a considerable component of administrative
price adjustments, but many more such adjustments were likely to take place
in the future, and continuous inflation would probably feed back into
expectations; with negative real interest rates, the situation could be
expected to destabilize.

As to the future, he had not projected slippages in monetary policy
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tive. To substantiate that point he had referred to the fact that the
monetary target was much higher than before even though real growth was
projected to be zero and, therefore, considerably lower than in the original
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Mr. Landau said that he agreed with Mr. Goos that it would be
preferable to have a one-step adjustment of the exchange rate rather than
the kind of gradual slide that had been evident since the start of the
program. Apparently, however, that preferred approach had not been
possible.

For the future, the key question was the monetary policy under the
revised program, Mr. Landau considered. There was no need to pay too much
attention to the negative real interest rates, given the way monetary policy
was operating in the present context--mainly by quantitative restrictions on
the supply of money. In those circumstances, the negative real interest
rates were not a good indicator of the stance of monetary policy. The main
issue was whether the performance criteria in the revised program were
designed to accommodate further slippages in monetary policy or reflected
the past slippages.

The staff representative from the African Department said that it might
be helpful to comment further on the slippages in the first half of 1991.
The $1.1 billion shortfall in external financing had in fact had nothing to
do with the performance under the program. Half of that shortfall was due
to the fact that the external debt service for the first half of 1991 had
been underestimated by the authorities because of weaknesses in the
statistics on external debt. The other half of the shortfall was due
largely to two sources. First, Algeria had suddenly found itself cut off
from its main source of foreign credit, namely, trade credit, because of the

slow negotiations with the commercial banks. Second, some of the official
credit lines were not renewed as envisaged during the first half of the
year. These two latter factors had resulted in a loss of about

$500 million.

The impact of the shortfall on the budget and on monetary policy was
substantial, the staff representative continued. In all likelihood, if when
faced with the shortfall the authorities had decided in February-March 1991
to request a debt rescheduling, and had--in accordance with normal
practice--stopped payments on principal while waiting for the meeting of the
Paris Club, instead of substantially reducing imports, by $1.16 billion,
over six months, all the performance criteria for the end of June would have
been met except possibly for the one on external arrears, because most of
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the shortfall in the budget was traceable to the sharp decline in the
customs duties. It was important to bear in mind that the financing of the
Compensation Fund was based mainly on revenue from import duties. The large
shortfall in the Compensation Fund was due to the fact that the resources
from imports going to the Compensation Fund had declined enormously.
Similarly, to a large extent, the difficulties facing the autonomous
parastatal firms were due to the fact that the firms had not been able to
import inputs of intermediate products and raw materials, and production had
fallen well below capacity. Of course, in theory, the firms could have
adjusted by firing workers, but they could not do so in the current
political and social circumstances; therefore, they had had to keep paying
all the workers, and that outcome could be viewed as a slippage. But that
outcome would not have occurred if the authorities had not had to reduce
imports substantially and had asked for debt rescheduling instead.

The program was based on the expectation that there would be no
additional slippages in the second half of 1991, the staff representative
said. In fact, additional measures had been taken in the second half of the
year to cover roughly half of the deviations from the initial program that
had developed during the first half of the year. The extent of the genuine
slippages was not clear, but to some extent clearly the program for the
second half of the year was based on the view that, as far as monetary
policy was concerned, there would be no problem whatsoever--the Central Bank
would be able to limit exactly as envisaged the volume of credit to the
commercial banks, and, therefore, there would be a sharp decline in credit
expansion.

The exchange rate issue was closely related to the question of
slippages under the program, the staff representative said. Despite the
slippages, the rate of growth of money was about 20 percent at a time when
the rate of inflation was about 25-30 percent. 1Initially the rate of growth
of money was envisaged to be 10 percent, and he wished to stress that that
target had not been agreed because the staff had pushed the authorities
toward such a low rate. From the outset of the program, the authorities had
favored an extremely tight credit policy, because they wanted to reduce as
much as possible the amount of adjustment they would have to make in the
exchange rate. The staff had told the authorities from the outset that the
credit growth target was probably too ambitious at a time of significant
adjustments of administered prices, some of which had not been changed in
30 years. The staff had not revised the projection for the inflation trend,
because in the circumstances of Algeria the link between the rate of growth
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Responding to a point made by Mr. Goos, the staff representative said -

that it seemed unfair to look at the amount of real devaluation; at the time
of the adjustment., the official rate had had no meaning whatsocever, and the
amount of change in the official rate was irrelevant The important point
W that the authoriti hould have an idea of where they wished to see the
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official rate was just 8 dinars per U.S. dollar. Except for exports of oil
and imports directly controlled by the authorities, all transactions had
been taking place at a rate of about 35 dinars. Hence, an adjustment in the
official rate from 6 dinars to 22 dinars did not mean much in absolute or
percentage terms.

Technically the authorities did not have a floating exchange rate
policy, but rather a pegged exchange rate policy, the staff representative
from the African Department commented. The exchange rate had been pegged in
nominal terms at about 18 dinars per U.S. dollar beginning in February 1991
until the latest discrete adjustment to the current rate of 22.5 dinars.

The adjustment of the rate was the result of the Central Bank’s decision to
change the peg of the parallel rate. Over the past 12 months the parallel
rate had fluctuated without any major net change. The parallel rate had
depreciated in August 1991, before the change in the official rate, and once
the change in the official rate had taken place there had been no depreci-
ation of the parallel rate. The depreciation of the parallel rate had
occurred before the adjustment of the official rate on a month-by-month
basis. The adjustment of the official rate had been quite recent. The
depreciation of the parallel rate on a very short-run basis was probably
related more to the fact that there had been problems with respect to the
external payments position: there had been some accumulation of external
arrears following the difficulties in reaching an agreement with the
commercial banks. There had been a small depreciation of the parallel rate
in the recent past, but over the past three years or so there had been no
basic change in the parallel rate.

Mr. Goos commented that the main issue he had raised was whether the
authorities should float or continuously adjust the exchange rate. The
staff representative had suggested that the official rate was originally
irrelevant, and that the most important factor in exchange rate policy was
to know where the rate was heading. It would be helpful to have an indi-
cation of the staff’'s view of the equilibrium exchange rate. The staff
apparently feit that the faster the authorities could depreciate the rate
the better. 1In his view, that approach posed dangerous risks in the
circumstances of Algeria, particularly with the current financing policy
mix.

e did not agree with the staff’s argument that the official exchange
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no depreciation was needed, as it would have no effect on the country’s
economic position when the borders were opened to freer trade
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The staff representative from the African Department responded that he
had meant to say that the initial level of the official rate was irrelevant
i acceccine where the eawchance rate ultimatelyv chould eco hecauscse 1in ths
in assessing where the exchange rate ultimately should go, because in the
past foreign exchange receipts from oil exports were allocated to importers
according to administrative criteria. The price set for foreign exchange
transactions in such a system provided no information whatsoever on what the




. 59 - EBM/91/154 - 11/13/91

price should be once the administrative allocation of foreign exchange was
abandoned, as was happening in Algeria. The official rate itself would be
relevant once the centralized control of the allocation of foreign exchange
was eliminated.
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Achange rate policy was going, the staff representative from the African
Department noted. The exchange rate had been adjusted from period to period

not because that had been the only alternative available to the authorities.
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The staff and the authorities had started the program period knowing what

should happen to the exchange rate. The authorities had done what they were
supposed to do--no more, no less--under the program in the area of exchange
rate policy.

Mr. Posthumus made the following statement:

At this stage in the discussion, I should like to focus my
remarks on an area where substantial slippage has taken place--
monetary policy. As a starting point, I will take the precarious
external situation in which Algeria finds itself. Algeria has
tried to find a way out of its balance of payments problem by
inter alia resorting to a flexible exchange rate policy. But for
such a flexible exchange rate policy to be effective in addressing
balance of pavments problems, it is necessary for the economy to
be responsive to exchange rate changes.

Therefore, I will now elaborate on the sensitivity of
Algeria’s export and import volumes to exchange rate changes.
First, on exports. More than 95 percent of Algeria’'s exports
consists of hydrocarbons. In my view, it 1s fair to say that a
dinar depreciation will not lead to noticeably higher hydro-
carbons export volumes. Hence, any effect of exchange rate
changes on the current account will have to come from changes in
import volumes. It is my impression, however, that Algeria’s
economic agents have little room for adjusting prices and respond
rather to the availability of credit. In this connection, I would
argue that the recent import compression was due not so much to
the dinar devaluation, but rather to the limited availability of
external credit.

But what then was the effect of the dinar depreciation?
According to the discussion on page 9 of the staff paper, the
depreciated exchange rate relative to 1990 increased the cost of
imports. Rather than fully passing through such increased costs
in higher prices, enterprises sought bank financing. Similarly,
the output slump led to increased demands for credit rather than
to adjustment. Normally, if markets are allowed to function.
increased demand for anvthing, including credit, will raise the
price. But the price of credit is severely distorted in Algeria.
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Interest rates are substantially negative in real terms, and in
the first half of this year any sort of brake on credit expansion
seemed to be lacking.

In this light, I am not surprised that inflation is expected
to be high even though changes in government-controlled prices
have been delayed and a good crop lowered price pressures on food
items not subject to controls. I note that the expected inflation
for the whole of 19291 has remained unchanged at 35 percent (as
shown in Table 2) under the revised program. Since there was very
little inflation in the first half of 1991, am I to assume that
the bulk of inflation is expected to take place in the second half
of 1991, and that inflation on an annual basis is expected to run
at 60 percent as measured by the CPI?

That brings me to real interest rates. The maximum interest
rate chargeable on bank loans 1is set at only 20 percent. I note
that the Government has not so far expressed its readiness to
raise interest rates to positive levels in real terms but has
chosen to limit credit by making marginal lending unprofitable for
the banks, notably by raising the rate charged on central bank
interventions in the money market to about 17 percent. This is
not a good way to restrict credit, as it will eliminate the
allocative function of interest rates. Everyone will want to
borrow money at such low real rates, but the banks cannot
profitably provide it to anyone. I am not satisfied by this
policy. At the least I would have liked to see a commitment of
the authorities to raise interest rates to positive levels in real
terms within a certain timeframe.

1 began my statement with the balance of payments, then
commented on exchange rate policy and finally got to monetary
policy. Now let me briefly work my way back. If depreciation
leads to more credit rather than to adjustment, then the effect
will be increased inflationary pressures, arising from the
depreciation itself as well as from the increase in credit. These
inflationary pressures will in turn fuel further depreciations.
Meanwhile, the ultimate 1limit on the balance of payments will
continue to be the availability of external credit.

I will not comment on fiscal policy or on structural
policies, such as pricing policies, but I agree with what most
Directoers have said about them. But although I understand the
authorities’ position, I note that in this review waivers must be
given and future performance criteria adjusted by a rather
substantial amount. The suggestion is that we should finance
first, thus helping to create confidence, and let Algeria adjust
later, taking advantage of the better climate. That approach is
certainly innovative, but with all the slippages that occurred and
the lack of compensatory measures at this time, I think that the
Board should follow its normal approach.
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I do not understand why, under these circumstances and with
elections just a few weeks off, this review has been brought to
the Board, and why it is so positive. Like Mr. Peretz, I do not
doubt the commitment of the authorities. I wish to be recorded as
abstaining.

Mr. Rodriguez said that he was worried about the evolution of Algeria’s
commitment to adjustment; it was his impression that comprehensive fiscal
and monetary measures should have been introduced. The present request for
a waiver was the result mainly of the postponement of those measures and the
laxity of financial policies. The slippages were due mainly to the delays
in structural adjustment--for example, decisions defining the role of
different public sector agents and introducing harder budget constraints in
public enterprises and a new tax system. The staff paper showed that there
had been higher than expected carryover subsidies for the Compensation Fund
in the current fiscal year and that public expenditure in 1991 would be
substantially higher than projected. In addition, the end-June performance
criterion of the Treasury's surplus was observed because of the accumulation
of arrears.

The authorities’ decisions would be credible only if they were
perceived as being consistent, Mr. Rodriguez continued. There seemed to be
little consistency in what the staff had called the still ballooning cost of
subsidies or the continuation of studies of the 22 large public enterprises
in need of fundamental restructuring without a simultaneous legal framework
to define the modalities of the dissolution of those enterprises. In that
connection, however, Mr. Mirakhor's reference to the new "code de commerce,"
with new definitions of bankruptcy and judicial liquidation, was welcome.

There were also inconsistencies in the authorities’ monetary decisions,
Mr. Rodriguez noted. For instance, he had difficulty in understanding the
authorities’ decision to implement continuous devaluations while maintaining
an accommodating monetary policy and the provision of bank financing of
enterprises to prevent price increases. Given those facts, he doubted
whether the Central Bank’s responsibilities for conducting exchange rate and
monetary policy had been properly defined.

The prolonged data problems noted by the staff merited special
attention, Mr. Rodriguez considered. Correct and timely data were a basic
precondition for sound macroeconomic management. He wondered whether some
of the inconsistencies that he had noted were the product of the data
shortcomings. He was inclined to support prompt technical assistance to
improve the banking and public finance statistics. He would refrain from
making such requests, as 20 technical assistance missions had visited
Algeria over the past four vears. He hoped that future technical assistance
would prove to be more fruitful to Algeria and other present and future
members He wished to abstain from supporting the proposed decision.
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Mr. Fuleihan made the following statement:

Beginning in 1989, the Algerian authorities intensified their
efforts to transform the economy from one based on centralized
government control to one guided more by market forces. At the
outset, it was recognized that this would not be an easy task, and
that the path of progress was marked by considerable uncer-
tainties. Accordingly, success in this endeavor will require a
strong commitment and perseverance on the part of the Algerian
authorities.

The 1991 program envisaged an acceleration in Algeria’'s move
towards a market economy. In particular, a substantial liberali-
zation of the trade and payments system and an overhaul of the
public enterprise sector were programmed. These measures were to
be complemented by the liberalization of domestic prices, a
reorientation of the banking system towards the private sector, as
well as adherence to restrictive financial policies. While some
progress was made, notably with regard to the liberalization of
domestic prices, the first half of 1991 witnessed a divergence
from the program’s objectives. Exogenous factors, including a
shortfall in external financing and a rise in social tension,
contributed significantly to this divergence.

At this juncture, the task at hand is to restore the program
to the course originally intended. This will require firm
measures, and the actions that are now being undertaken by the
authorities are a step in the right direction. It is important
that, while these measures ensure that the financial targets of
the program are met, they also help promote sound growth.
Obviously, measures that achieve the same financial ends may not
be of equal merit in terms of enhancing economic efficiency. In
this respect, the Government’s continued commitment to a major tax
reform, to the further liberalization of the price system, and to
the rehabilitation of the public enterprise sector is essential.
The promotion of domestic price liberalization will have important
financial ramifications for the budget, and will also ensure that
the de facto liberalization of imports promotes an appropriate
allocation of resources. In addition, greater efficiency in the
public enterprise sector will allow for a greater share of bank
credit to be channelled to private sector agents at a time when
they need resources to respond to the realignment of relative
prices.

In view of the considerable initial uncertainties that
surrounded the external financing of the stand-by program, the
recent progress in this area is particularly welcome. Indeed, the
special loan from the EC and the agreement with commercial bank
creditors will help ensure the success of the program. As regards
prospective payments for hydrocarbon ventures, like previous
speakers, I note that there is still some uncertainty concerning
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their timing. Could the staff elaborate further on this issue?
Also, if there were delays in the receipt of such payments, what
would be the likely consequences for the program?

With these remarks, I support the proposed decision and wish
the authorities every success in the difficult but worthwhile task
that lies ahead.

Mr. Toé made the following statement:

At this late stage in our discussion, 1 shall be very brief.
I would like to associate myself with previous speakers in
commending the Algerian authorities for the courageous steps taken
to bring the program back on track in a very difficult domestic
and external environment. The measures taken, particularly the
substantial adjustments in administered prices, including the
exchange rate and the comprehensive price liberalization imple-
mented thus far, are indeed bold considering the precarious social
situation prevailing in the country. If I may offer a comment in
this connection, I would urge the Algerian authorities to move
expeditiously in setting up the new social safety net system, in
order to broaden public support for the adjustment process.

As to the exchange rate, I agree with the views expressed by
Mr. Finaish, Mr. Landau, and Mr. Fukui. Indeed, in view of the
sharp cumulative depreciation that has been already achieved, it
would be advisable for the Algerian authorities to reconsider
their exchange rate policy stance and use the nominal exchange
rate as an anchor for price stability.

We have no difficulty in supporting the request for a waiver
for the missed performance criteria at end-June and in acceding to
the request for a modification of the performance criteria for
end-September and end-December 1991 as specified in the table
attached to the authorities’' letter of September 30, 1991. The
circumstances that led to the nonobservance of the performance
criteria at end-June are well explained in Mr. Mirakhor’s infor-
mative statement and in the staff paper. 1In our view, there is no
doubt that these were beyond the authorities' control.

In supporting the proposed decision, we wish to encourage the
Algerian authorities to persevere in their adjustment efforts and
to express our confidence in their ability to steer the economy
through these difficult times. The measures taken in September
and October have, no doubt, improved the prospects for achieving
the authorities’ medium-term objectives. The policies they are
following are broadly appropriate, and their sustained implementa-
tion should go a long way in restoring external viability in the
context of balanced, noninflationary economic growth.
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Mr. Fridriksson made the following statement:

While I sympathize with Algeria’s situation and note the
comments of Mr. Mirakhor, like several previous speakers I am
disappointed with the evolution of the Algerian program, and I
agree with those who have expressed dissatisfaction with the
prospect of Algeria being able to draw half of the amount
committed under the program without having demonstrated sufficient
resolve to implement it. I would also like to echo the comments
of those who have drawn little comfort from the discussion this
evening.

First, without going into detail on policy implementation,
let me just mention that the slippages are most disappointing. In
the monetary policy area, interest rate action has been anything
but convincing, and the staff appraisal modestly suggests that the
authorities should be prepared to further adjust interest rates
towards levels that are positive in real terms, should this prove
necessary. Positive real interest rates should be established as
quickly as possible and the usury rate abolished, or at least
modified, so as to allow for a sufficiently flexible interest rate
policy. Moreover, the authorities do not appear to have broken
with the past practice of easy access of enterprises and banks to
credit on favorable terms.

Second, the fiscal side appears to have been badly deficient
at the beginning of the program. In addition, the slippages were
such that the supplementary measures introduced in August--two
months after the approval of the program--were insufficient to
render the program objectives achievable. The supplement
circulated yesterday does not provide much comfort; rather, it
raises serious further doubts about the authorities’ ability to
implement the policies agreed under the program.

Third, in the structural area, price liberalization should be
completed rapidly and the restructuring of public enterprises
given high priority. Incidentally, I failed to see a reference to
privatization in the paper, and wonder whether it plays any part
in the policy of the Government.

Finally, let me repeat that 1 am concerned about disburse-
ments being made from the Fund without Algeria having accomplished
much of what would normally be expected. Perhaps it would not be
unreasonable to suggest that Algeria establish a track record
before being allowed to draw further on the Fund. Consequently, I
have sympathy for Mr. Spencer’s proposal to rephase the drawings.
In any case, Algeria must show that it really intends to carry out
its adjustment policy. Without it, the otherwise comparatively
favorable balance of payments outlook may worsen substantially.
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Mr. Mirakhor said that some speakers appeared to have questions about
authorities’ ability to implement the program. The authorities had shown
that they were capable of bringing the program back on track, despite the
major shocks to the economy, and that they were capable of continuing to
implement the program in the future as well. The authorities were clearly
committed to the program, which they had designed with the help of the
technical assistance provided by the Fund. The World Bank staff was
currently in Algeria, and the authorities would continue to liberalize
prices and restructure the economy.

The Executive Directors then turned to the proposed decision.

Mr. Spencer recalled that he had suggested rephasing the proposed
purchases under the stand-by arrangement, which would entail moving the
second drawing to the end of the stand-by arrangement period; that drawing
could be associated with performance criteria for, say, the end of March
1992, assuming that the arrangement could be extended beyond its present
period.

The staff representative from the African Department noted that the
current adjustment program would end in December 1991. The next review
under the stand-by arrangement was to be completed by mid-March 1992 and
would be linked to the performance criteria for the end of December 1991.
The arrangement was supposed to end in mid-March 1992, and the last economic
targets under the arrangement were for the end of December 1991.

Mr. Spencer said that he preferred to extend the stand-by arrangement.
A number of policy actions were to be taken in early 1992. As the next
performance criteria were for the end of December 1991, the second review
under the arrangement would not put Directors in a position to assess the
authorities’ performance in terms of the implementation of the various
reforms early in 1992. 1If the option he favored was not possible, the
currently scheduled second purchase could be spread over two purchase
periods.

The staff representative from the Legal Department said that one way in
which to proceed on the basis of Mr. Spencer's approach would be to make the
next purchase available on the basis of the end-December 1991 ceilings and
the completion of the February 1992 review. In that event, no purchase
would take place immediately upon the completion of the ongoing review, and
a purchase of SDR 75 million would be available upon meeting the end-
September ceilings as originally contemplated, and an additional purchase of
SDR 150 million would then be available at the time of the February review
based on the end-December ceilings--that amount being the original
SDR 75 million plus the SDR 75 million based on the end-June performance
criteria.

The staff representative from the African Department noted that, as a
consequence of accepting Mr. Spencer's proposal, the program for 1991 would
no longer be fully financed with the postponement of the purchase from the
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Fund of SDR 75 million. In addition, the loan from the EC might not be
available, as it was linked to the stand-by arrangement.

Mr. Landau said that he did not see the rationale behind Mr. Spencer’'s
proposal. The next elections were scheduled to take place on December 26,
1991, but in a number of previous cases the Board had approved arrangements
with members in the weeks before an election; in those cases, the Board had
considered that its duty was to strengthen the reform process by supporting
the programs precisely in the period prior to elections. Hence, there
seemed to be no reason to delay a purchase by Algeria until several days
after the coming election. In any event, as he understood it, if
Mr. Spencer’s amendment were adopted, the financing from the European
Community would be held up, which would make it very difficult for the
authorities to implement their adjustment program. Furthermore, his overall
assessment of the authorities’ track record was that there had not been any
significant slippage under the current program. Indeed, important
liberalization measures had been implemented, including price liberaliza-
tion, and exchange rate adjustments had been made. Moreover, control of
current expenditure--including the public sector wage bill--had been fairly
good. The Government was clearly committed to financial discipline. It
would have been very easy to let the wage bill slip, especially in the
current difficult period.

Mr. Mirakhor said that he agreed with Mr. Landau that Mr. Spencer’s
approach would not be helpful to Algeria’s program; indeed, the program
would be undermined, further destabilizing the Algerian economy. It was
important to have in mind not only a standard of fairness but also the fact
that Algeria had met all its external debt obligations up to the present.
If the program was rejected and external creditors were sent the signal
that, as Mr. Posthumus had put it, the Fund's seal of good housekeeping had
not been given to Algeria, and if the expected external financing was not
made available to Algeria, the country might well be forced into the
difficult position of having to review its principle of not needing any
rescheduling of its external debt. Every effort should be made to avoid
that outcome.

Mr Bossone stated that he wished to associate himself fully with the
position of Mr. Landau.

Mr. Moss said that he had not meant to suggest that the case of Algeria
was one of finance first and adjustment afterward. There seemed to be
general agreement among Directors that the authorities were committed to
pursue the program in the months ahead and deserved financial support. The
main question at hand was whether more weight should be accorded to the past
slippages by withholding the next purchase, or to the wish to avoid
undermining other sources of financing, which could put the whole program at
risk.

Mr. Spencer commented that the intention of his proposal was not to
cast doubts on the intent of the authorities or to upset their overall
economic program, but rather to send a clear signal to all members regarding
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the need to prove policy performance in order to have programs continue. He
agreed that it would be preferable to change the phasing so that there would
be a review following the coming election and the final purchase would be
made in 1992 rather than in 1991. But if that was not possible, then, at
least by adding the second purchase to the end of the year, the authorities
would have a further opportunity to prove that their intent to implement the
intended fiscal and monetary policies had substance; thus far, the perfor-
mance had not been adequate. The staff had noted that the source of some of
the slippage had been external shocks--the fall in imports and the excess
debt-service payment--but such shocks would likely continue in the future,
and the main question at hand was whether the authorities’ policies could
hold up under such shocks. In that connection, a monetary policy with a
fixed interest rate cap was essentially asking for trouble: it would almost
certainly create an inflationary shock that would test the monetary credit
ceilings. The performance to date did not suggest that those ceilings would
hold.

Mrs. Hansen said that she agreed that there was no doubt about the
authorities’ intentions and commitment. However, normally the Board
required a track record in order for a program to continue, as Mr. Spencer
had stressed. If would be helpful to know more about the relationship
between the planned EC loan and approval of the next purchase under the
stand-by arrangement.

Mr. Landau noted that Mr. Spencer had implied that the authorities’
record thus far cast doubt on what they would be able to do in the future.
That comment clearly cast doubt on their intentions, not on their record; it
was clearly a forward-looking remark--and not a positive one. The Algerian
authorities already had a track record that, while not perfect, was
comparable with the track record of other members that had been permitted to
make purchases. Some of the performance criteria for Algeria had not been
met, but all the performance criteria affecting the government balance,
treasury balance, and outstanding short-term debt of the Government had been
met, and the authorities had recently made significant price adjustments
that were not reflected in the performance criteria.

Mrs. Hansen remarked that the staff paper noted that the end-June
performance criterion on the treasury surplus would not have been observed
but for some temporary accumulations in another account.

Mr. Landau noted that, according to the staff paper, the arrears in
question were to be eliminated in two months.

In response to Mr. Landau’s earlier comment, Mr. Spencer considered
that the authorities did intend to observe the credit ceilings, but
experience, both in Algeria and in many other countries, showed that such
ceilings were difficult to observe, particularly if a nominal interest rate
ceiling was creating very negative real interest rates. Theve was no
question of the authorities’ intent; rather, the question had to do with the
mechanism for ensuring that the credit ceilings could be adhered to.
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Mr. Towe said that he agreed with Mr. Spencer and Mr. Peretz that
the issue under discussion was not the authorities’ intentions, but rather
the consistency of Fund policy. It would be helpful to know whether the
planned EC loan was contingent on the next scheduled purchase under the
stand-by arrangement.

The staff representative from the African Department remarked that the
first disbursement under the EC loan was certainly contingent on the comple-
tion of the ongoing review and a suitable agreement with the commercial
banks. The staff was not certain whether the EC would consider that the
review had been completed if there were no purchase at the present stage.
The agreement with the commercial banks was in the final phase of
negotiation.

Mr. Towe commented that if the EC loan disbursement was not contingent
on a waiver being provided for the end-June performance criteria, and a
purchase was not made at the conclusion of the ongoing review, the issue
then was whether the delay of the next purchase would jeopardize performance
vis-4-vis the international reserve target.

The staff representative from the African Department responded that a
delay in the scheduled purchase of SDR 75 million would clearly have an
impact on the net external asset position. At the level of the budget, the
impact of delaying the purchase of SDR 75 million would probably be
relatively small. Of course, the most important question was whether the
delay in the purchase from the Fund would lead to delays in financing from
other sources.

There seemed to be two separate issues under discussion, the staff
representative continued. One was based on the performance of the first
half of the year and whether the ongoing review should be completed. While
some of the performance criteria had not been met, some of them had been
observed, and most of the measures that were supposed to be implemented had
in fact been implemented, such as those affecting the exchange rate and
interest rates. The second issue was whether the program, as revised, would
be on track at the end of September 1991. 1If all the end-September perfor-
mance criteria were met, there was no reason why the purchase would not take
place. 1If the end-September performance criteria had not been met, the
Board could decide whether or not it wished to grant a waiver.

Mr. Peretz said that he did not support Mr. Spencer’s amendment but for
a different reason from Mr. Landau’'s. His concern was about not only the
Fund’s own exposure in Algeria, but also the signal the Board would send to
other members by giving its seal of approval in completing the ongoing
review at the present meeting in circumstances in which that approval was
not vet warranted. It would have been much better not to have brought the
review to the Board’'s agenda until after the coming election, at which point
the Algerian authorities would have been able to implement additional needed
measures.
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Mr. Posthumus commented that the case of Liberia illustrated the danger
of linking financing agreements between a country and other parties to
approval of a Fund-supported program; speakers at the present discussion had
repeatedly made the point that the financing arrangements for Algeria‘s
program would collapse if the next purchase was not permitted on schedule.
That situation limited the Board’'s room for maneuver.

He did not share Mr. Landau’s perception that the present case of
Algeria was being treated by Directors differently from other comparable
cases, Mr. Posthumus said. In considering previous similar cases, he
himself had repeatedly abstained from approving the proposed decision, and
he saw no reason why he should have acted differently in the present case of
Algeria.

The Acting Chairman commented that the case of Algeria was a difficult
one, and Directors could easily spend considerable additional time debating
it, although without much benefit. It would admittedly have been desirable
to have had additional actions by the authorities on record. At the same
time, the record that the authorities had established could not be
completely discounted. In addition, the Board's decision at the present
meeting would influence other sources of financing, although in effect the
Fund brought that situation on itself by requiring financing assurances.
The Board did not often face as difficult a decision as it did in the
present case of Algeria, but on previous similar occasions the Board had
decided to go ahead and approve the proposed decisions. Management
recognized the risks involved in proceeding with the purchase by Algeria,
but it also recognized the costs of a decision not to proceed and had
confidence that the authorities would make every effort to deliver on their
commitments. The Board discussion had reflected the difficulty in dealing
with the proposed decision. On balance, Directors seemed to favor approving
the decision.

The Executive Board then approved the following decision, with
Mr. Goos, Mr. Peretz, Mr. Posthumus, Mr. Rodriguez, and Mr. Spencer
abstaining:

1. Algeria has consulted with the Fund in accordance with
paragraph 4 of the stand-by arrangement for Algeria (EBS/91/79,
Sup. 2, 6/17/91) and pavagraph 50 of the memorandum on economic
and financial policies annexed to the letter dated April 27, 1991
from the Minister of Economy and the Governor of the Bank of
Algeria, in order to review progress in the implementation of the
policies and measures descyribed in that memorandum, and to reach
understandings regarding the circumstances in which purchases
under the arrangement can be vesumed.

2. The letter with its annexed memorandum and table dated
September 30, 1991, from the Minister of Economy and the Governor
of the Bank of Algeria, shall be attached to the stand-by
arrangement for Algeria, and the letter of April 27, 1991, with
its annexed memorandum and table. shall be read as modified and
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supplemented by the letter of September 30, 1991 with its annexed
memorandum and table.

3. Accordingly, the limits for end-September and end-
December 1991, referred to in paragraphs 4(a)(l), (2), (3), (&),
(5), (6), and (7) of the stand-by arrangement for Algeria shall be

as specified in the table annexed to the letter of September 30,
1991.

4. The Fund decides that the first review contemplated
in paragraph 4(c) of the stand-by arrangement for Algeria is
completed, and that Algeria may proceed to make purchases under
the arrangement notwithstanding the nonobservance of para-
graph 4(d) (1) and purchases under it up to the equivalent of
SDR 150 million until November 22, 1991 notwithstanding para-
graph 4(a).

Decision No. 9859-(91/154), adopted
November 13, 1991

4. BURUNDI - EXCHANGE SYSTEM, AND ENHANCED STRUCTURAL
ADJUSTMENT ARRANGEMENT

The Executive Directors considered a staff paper on Burundi’s request
for arrangements under the ESAF in an amount equivalent to SDR 42.7 million
and the first arrangement thereunder in an amount equivalent to
SDR 12.8 million (EBS/91/167, 10/1/91). They also had before them a policy
framework paper for the period 1991-94 (EBD/91/276, 9/30/91), and a
statement by the Managing Director, which read as follows:

There follows for the information of Executive Directors the
text of a memorandum that I have received from the Acting
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 Committee of the Whole of the Executive Directors
of the Bank and IDA in their meeting on October 31, 1991.

Executive Directors expressed strong support for the
Government's continued implementation of a structural adjustment
program and for its efforts to promote national unity and open up
the political system. They urged the Burundi authorities to
continue the progress toward national reconciliation and to
maintain the revitalized pace of reform in order to increase the
chances for sustained economic growth in a country which faces
severe physical constraints to development. Executive Directors
also emphasized the importance of mobilizing broad political
support for the reform program and of reinforcing the Government's
implementation capacity to assure the success of the macro and
sector policy reforms.
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The Executive Directors noted with satisfaction that the
policy framework paper calls for a reduction in the role of the
state in the productive sectors. The Executive Directors also
commented that the size of the fiscal deficit was still a problem
but that the brunt of expenditure cuts should be borne by a
reduction in nondevelopmental expenditure. The Executive
Directors stressed the importance of further rationalizing the
civil service wage bill and of revenue mobilization; they also
urged the Burundi authorities to act promptly to privatize
industrial and commercial public enterprises and to restructure
those enterprises slated to remain in the public portfolio.

The Executive Directors indicated that insufficient progress
had been made in reducing the economy’s dependence on coffee.
They stressed the importance of accelerated implementation of
measures to promote agricultural production and export diversi-
fication, including further trade liberalization and divestiture
of currently inefficient public enterprises in the agroindustrial
sector. The Directors also welcomed the authorities’ efforts to
promote private sector development. In this regard, they stressed
the need for further progress in creating a suitable enabling
environment for private entrepreneurs.

Executive Directors commended the Government's record in
maintaining a satisfactory level of social sector expenditure
during the adjustment process but noted that a continued effort
was required to improve the quality of education and to shield
vulnerable groups against the transitional costs of adjustment by
means of a social safety net. The Executive Directors also noted
with satisfaction Burundi’s commitment to reduce the population
growth. With respect to the environment, the Executive Directors
commended the Government for preparing a national environmental
action plan. Executive Directors also remarked on the linkages
between environmental degradation and rapid demographic growth and
commented on the need to introduce a vigorous family planning
policy to prevent further pressure on relatively scarce
agricultural land.

Finally, the Executive Directors raised a number of other
points which merited close attention in the short to medium term
such as the role of women in development, the need to improve
skill levels in the public and private sectors, and the role which
regional integration could play in spurring Burundi’s development.

Mr Mwananshiku made the following statement:

Since 1986, when Burundi adopted a comprehensive program of
financial and structural adjustment supported by the Fund under
the SAF, considerable progress has been made in improving the
quality of economic management to achieve enhanced efficiency of
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performance. Notably, external trade and the payments system have
been substantially liberalized, while a more realistic exchange
rate has been reached through successive currency devaluation.

The thrust of fiscal adjustment has been the strengthening of
revenue mobilization while restraining expenditure growth. In the
area of monetary policy, administrative control of credit by the
central bank has been de-emphasized, while resort to the use of
liquidity ratios and interest rates as the principal tools of
credit management has gained prominence. Consequently, output
growth has rebounded somewhat, averaging 3.7 percent annually
between 1986 and 1990, and the annual rate of inflation has
moderated, averaging 6.3 percent. Attributable largely to the
substantial inflow of foreign loans and grants, an overall balance
of payments surplus emerged and has facilitated a buildup of
reserves. External financing of budget deficits has also
influenced the substantial reduction of the banking system claims
on the Government.

Despite these achievements, progress on the structural front
was limited. Constrained largely by exogenous factors, including
the sharp and persistent deterioration of the terms of trade, the
outbreak of civil disturbances and adverse weather conditions
during the program period, the structure of the economy has
remained largely unaltered and characterized by excessive reliance
on coffee and external financing, while the role of the public
sector continues to loom large, crowding out private sector
initiatives. The debt-service ratio has also shown an appreciable
rise.

While recent slippages in the implementation of fiscal and
monetary policies that contributed substantially to the widening
of domestic and external sector imbalances should be a cause for
concern, it is significant to note the resolve of the Burundi
authorities in overcoming these lapses by taking strong action,
since the beginning of 1991, to stabilize the economy, promote
growth, and diversify the economy’'s productive and export base.
It is, in fact, in the recognition that additional and stronger
measures need to be put in place and implemented in a consistent
and comprehensive manner that my authorities are requesting the
proposed three-year arrangement under the ESAF. The program is
designed to achieve a reduction in the internal and external
imbalances, facilitate the contraction in the size of the public
sector in the economy, and set the stage for sustained and
balanced economic growth.

The key medium-term macroeconomic targets are the attainment
of annual average real GDP growth of 4 percent, lowering the rate
of inflation to about 4 percent by 1993, and reducing the external
current account deficit, excluding grants, from 19 percent of GDP
in 1990 to less than 14 percent of GDP in 1994. 1In order to
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attain these targets, the authorities will pursue prudent demand-
management policies, adopt structural measures to remove rigid-
ities that hinder economic efficiency, and thereby stimulate the
supply response of the economy while giving a boost to private
sector activity. Specifically, a reduction of the overall fiscal
deficit from the equivalent of 12 percent of GDP in 1990 to less
than 5 percent in 1994 is anticipated. The growth of domestic
liquidity is to be held below that of the nominal GDP to contain
inflation. 1In the structural area, improvement in the investment
climate will be facilitated by the further liberalization of the
economy. This is expected to encourage private sector investment,
which is cardinal to the growth and economic diversification
objectives of the Government. Details of the objectives, policy
measures, and targets under the program are specified in the
Memorandum on Economic and Financial Policies of Burundi, on pages
42-53 of EBS/91/167.

Consistent with the medium-term framework, the 1991/92
program seeks to achieve real output growth of 3.3 percent in 1991
and 3.6 percent in 1992, contain the rate of inflation at no more
than 9 percent in 1991 and 8 percent in 1992, and reduce the
external current account deficit, excluding official transfers,
from the equivalent of 19 percent of GDP in 1990 to 17 percent in
1991 and 16 percent in 1992. The level of external reserves is
targeted to rise to the equivalent of 4 months of imports in 1991
and about 5 months in 1992, based on the expected inflow of
foreign grants and concessional loans, including disbursements
under the proposed ESAF arrangement.

My Burundi authorities are cognizant of the fact that the
achievement of these objectives will require disciplined economic
management that will involve tight demand-management measures and
an accelerated pace of structural reform. Indeed, as indicated
earlier, prior action has been taken in the fiscal, monetary, and
exchange rate areas. 1In addition, the Government has taken
necessary legal and institutional steps to facilitate the reform
of the public enterprise sector, including the preparation of a
detailed timetable for its privatization program. Since October
1991, further action has been taken to free the economy from
administrative control of prices, including that of fertilizer,
and to reduce the state monopoly in the coffee industry.

Measures to achieve the fiscal targets for 1991 were
specified in the revised consolidated budget approved by the
Council of Ministers on August 19, 1991. The overall fiscal
deficit, on a commitment basis and excluding grants, is expected
to fall from the equivalent of 12.2 percent of GDP in 1990 to
9 percent in 1991 and 7.5 percent in 1992. 1In order to achieve
these targets, measures have been designed to enhance the
elasticity and efficiency of the tax system. This will be
accompanied by expenditure reduction and restructuring that accord
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priority to economic infrastructure and social services to
attenuate the costs of adjustment on the vulnerable groups. More
specifically, measures have been instituted to contain the public
sector wage bill, reduce subsidies to public enterprises, and
limit public investments to ongoing projects that are economically
viable or of high social priority.

On the monetary policy front, broad money is programmed to
increase by 11.5 and 11 percent in 1991 and 1992, respectively. A
restrictive monetary policy stance will therefore be maintained in
which credit to the public sector is projected to decline by
l6 percent in order to accommodate a 32 percent credit expansion
to the private sector. The central bank has also taken steps to
promote money market development in preparation for increased use
of market-oriented instruments of credit control. In this regard,
a unified rediscount rate was attained in May 1991, with the
abolition of the preferential rediscount rate. Steps have also
been taken to free interest rates and ensure that the level
remains positive in real terms in order to enhance the allocation
efficiency of the market. The treasury certificates auction
mechanism has also been reviewed with the aim of expanding public
participation and developing a secondary market for the security.
To this end, the unit value has been reduced from F Bu 500,000 to
F Bu 100,000, while the frequency of auction has been increased to
twice a month.

In the external sector, adjustment of the exchange rate is to
be accompanied by further liberalization of the external trade and
payments system as a strategy for encouraging the growth of the
nontraditional export sector and enhancing Burundi’s competitive
position in the region.

Notwithstanding the commitment of the authorities to a strong
adjustment effort, the external sector of the economy is likely to
remain weak for sometime and continue to be vulnerable to external
shocks, especially in the coffee sector. The external terms of
trade, which deteriorated by almost 50 percent during 1986 to
1990, are projected to improve by only 4 percent annually through
1995. In the event that the anticipated recovery of coffee export
prices is not realized or turns out to be weaker than expected,
the external financing gap would exceed the projected level. In
the worst-case scenario of a simultaneous stagnation of both
coffee export prices and volumes, substantial additional external
financing assistance would be needed to support Burundi's
strengthened adjustment effort. It is in this regard that the
Burundi authorities enjoin the Fund and the World Bank to continue
to provide necessary financial and technical assistance during the
program period and thus catalyze additional concessional support
from the international community. For their part, my authorities
remain strongly committed to their adjustment effort and have
indicated preparedness to further strengthen the adjustment
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measures as and when necessary. Appropriate machinery has, in
fact, been put in place to undertake effective monitoring of the
program implementation.

I conclude by conveying the deep appreciation of my
authorities to the staff and management of the Fund for their
cooperation and valuable assistance in preparing this program.

Mr. Moss made the following statement:

Let me say at the outset that this chair is particularly
pleased to note the Burundi authorities’ resolve to continue the
structural adjustment of its economy and address the widening
internal and external imbalances that had emerged earlier on. It
is heartening to see that barely nine months after the previous
Board discussion on Burundi, the country has responded vigorously
to the critical remarks made by Executive Directors in their
evaluation of Burundi’s three-year SAF-supported program. Policy
implementation has improved, as evidenced by the revised consoli-
dated budget for 1991 approved on August 19, the monetary policy
reforms undertaken, the devaluation of August 9, the timetable for
the privatization of public enterprises, and the several other
structural policy measures adopted thus far. All this surely
constitutes a credible package of prior actions that provides a
solid basis on which the upcoming ESAF-supported program can
successfully build.

This chair is convinced that the strength and the compre-
hensiveness of the program, of which the staff paper as well as
Mr. Mwananshiku’s helpful statement testify, will succeed in
attaining its objectives, contrary to what has happened with the
previous SAF program. We therefore fully support the proposed
decisions.

Looking at the content of the three-year ESAF arrangement, it
is obvious that tight demand management forms the linchpin of the
program, and rightly so: the inflation rate will almost be halved
in 2 years’ time (from 8.3 percent this year to 4.3 percent in
1993 as measured by the implicit GDP deflator), and the authori-
ties have ensured that positive real interest rates will be
maintained throughout the program period; and the fiscal deficit
will be more than halved over the 1990-1994 period. Especially
commendable in this area is the scaling down of nonproductive
expenditures, such as subsidies and military outlays. Moreover,
wasteful use of scarce resources will be further avoided by the
partial withdrawal of the state from productive activities, which
will increase the efficiency of the remaining public investment.
Finally, the intention to reallocate, within the budget, spending
and personnel to such priority sectors as education and health
will also contribute to strengthening the productive capacity of
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the economy in the longer term, as will the focus on infra-
structure, whereas in the shorter run such budgetary reorientation
is socially very commendable, as it will benefit foremost the
poorer rural areas.

Together with an appropriate exchange rate policy, such
strict demand management will succeed in bringing down Burundi's
large external deficit. One could wonder, however, whether the
rate of decrease in this deficit, excluding grants, is suffi-
ciently high, some 5 percentage points of GDP between 1990 and
1994 to a level of some 13 percent in terms of GDP. Such a
question gains all the more weight when one considers that,
including grants, the external current account deficit is
projected to increase from 3.7 percent in 1991 to 4.9 percent of
GDP in 1994. Should we conclude from this that the demand-
management measures envisaged under the program are not forceful
enough ? Or is the staff conservatively underestimating the
strength of the intended supply-side measures and, therefore, the
buoyancy of such nontraditional exports as agriculture and
manufacturing over the medium term?

Some indication of fairly conservative medium-term balance of
payments projections by the staff seems to be found in the low
level of foreign direct investment inflows over the coming years,
notwithstanding, as is noted on page 14 of the staff paper, that
"the policies contained in the program are also expected to
attract both domestic and foreign private investment." Or are
these conservative projections to serve as a motive for further
exchange rate action? How else should we interpret the statement
on page 27 that the authorities are examining the advantages and
disadvantages of various exchange rate regimes, with a view to
determining whether a change from the present fixed exchange rate
is warranted?

If a regime change is indeed contemplated, as opposed to, for
instance, a change in the basket to which the Burundi franc is
pegged, I would like to sound a warning against such action.
Having in mind the conclusions of two recent IMF working papers,
one on exchange rate regime choice and the other on credibility
and exchange rate management in developing countries, the
credibility of the entire exchange rate policy might be put at
risk, and the happy outcome of previous exchange rate adjustments
not contributing to a surge in inflation might well be a thing of
the past, even under circumstances of relatively tight demand
policies.

Coming back to the issue of conservatism in the staff’'s
approach. let me stress that I fully concur with the introduction
of a contingency mechanism into the program, in view of the high
sensitivity of Burundi’s balance of payments situation to world
coffee prices. 1If coffee prices were to increase more rapidly
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than projected, the contingency mechanism will directly help to
investment, whereas in other cases the effects of such a positive
terms of trade shock for Burundi would only be partially reflected
in an increase of savings.

The reference to the contingency mechanism leads me to
comment on some of the elements of the first-year ESAF arrangemen
in particular. I am pleased to note the structural reforms
envisaged for the public enterprise sector in general and the
close monitoring of a group of public enterprises in particular, a
sector which this chair has referred to as a black box and a black
hole at the time of the 1990 Article IV consultation. I do agree
with the staff, however, that there is no room for complacency in
this domain, because reforms in the sector will continue to lag
progress in other areas of the economy. In view of the prospect
of privatization of state enterprises as well as the expected new
investment initiatives by the private sector, commercial bank
activity is bound to increase. While I fully endorse the need for
closer supervision of banks by the central bank, I wonder whether
commercial banks are ready for the new challenge. The last staff
report mentioned the establishment of two new deposit money banks,
which introduced an element of competition into the financial
system. The documents serving for today’s discussion do not offer
much further details in this respect. Has the staff any
additional information here?

Another area of structural policy where reforms have yet to
surpass the stage of intentions is that of the liberalization of
producer prices other than coffee. If a supply response in terms
of higher production of crops such as tea, cotton, palm oil, and
sugar cane is sought after, speedy liberalization of their
producer prices is warranted. Such a policy would also increase
exports, thereby perhaps lessening the need for further exchange
rate action, now that the real exchange rate has reached its
lowest level since the start of the 1980s. In any event, it would
constitute a safer way to expand exports than the one which seems
to be contemplated now, which is to promote exports by way of tax
incentives.

In conclusion, this chair as well as the Board in general was
rather critical at the time of Burundi’s last Article IV consul-
tation in its assessment of the economic results of the first
country to have terminated a three-year SAF arrangement. I
believe we can say today that perhaps the most important accompli-
shment of the previous SAF arrangement has been that it has laid
the basis for a much stronger and sounder ESAF arrangement. The
authorities have learned from their past mistakes, as evidenced
for instance in the much closer monitoring procedure that has now
been set up. At the same time, the new ESAF program is able to
build on the progress, albeit limited, under the SAF, as is
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We share the concerns of others about the current weak
economic situation in Burundi as well as their satisfaction that
the Burundi authorities have now agreed to take on a three-year
comprehensive adjustment program under the ESAF. It is true that
the experience of policy implementation under the SAF program does
not inspire confidence regarding the success of an ESAF arrange-
ment . However, given the number of prior actions already taken,
as well as the degree of specificity in the actions required for
the remainder of the first year under the program, in addition to
the back-loaded nature of the relatively small financing request
under the ESAF, we can support the proposed decision.

We would argue that the cornerstone of the reform effort for
Burundi is a fundamental re-orientation of the economy away from
one dominated by the public sector to one stimulated by vigorous
private sector activity. The appropriate fiscal and monetary
policies flow from this adjustment, including a reduction in the
excessive dependence on the coffee sector felt in every aspect of
economic policv making. We believe that if the ESAF program is
carried out as described in the Board documents, the Burundi
authorities’ efforts should be successful.

Severely reducing the role of the 86 public enterprises is an
essential part of the Burundi economic reform program. It was
rather disturbing to learn that 17 new enterprises came into being
during the SAF years, and that consideration of the creation of
additional parastatals is yet included in the PFP. Reduction of
the public enterprise sector will be an important factor in
meeting the authorities' noble aim of invigorating what the staff
refers to as an "embryonic" private sector. Therefore, we welcome
the authorities' plan to cut the number of enterprises through
liquidation or privatization and to impose a hard budget const-
raint on remaining enterprises by removing easy credit
access--which should allow room for substantial growth of credit
to the private sector, albeit starting from a very low base.

Given the recognized excessive dependence on the coffee sector, we
wonder why the coffee parastatal was not included in the group of
public enterprises selected for close monitoring on the basis of
their economic or financial importance.

The public enterprises also impose a heavy drain on the
fiscal accounts. The staff estimates that direct and indirect
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subsidies to the public enterprises equal about 60 percent of the
fiscal deficit. We note that the staff observes that direct
subsidies to those public enterprises that are to be liquidated or
privatized in 1991 (the number is not clear) will be eliminated in
the current budget. This does not seem to be a remarkable effort.
As these enterprises would therefore no longer be part of the
public sector, it would have been very disturbing if those
subsidies would have in fact continued. We urge the authorities
to move rapidly to eliminate direct subsidies to the remaining
public enterprises, as well as to complement the introduction of
the hard budget constraint on their current expenditures by trans-
ferring to them the responsibility for servicing their foreign
debt obligations.

The decision to focus the tightening of fiscal policy more
generally on cutting back expenditures is on the mark. As a very
large chunk of current expenditures is devoted to wages and
salaries, the importance given to holding down expenditures on
this line item in the program is appropriate. We look forward to
the elimination of ghost workers in the second year under the
ESAF. However, given the objective just stated, we wonder why any
net increase in the number of public sector employees is included
in the program. As to projected improvements in tax revenue, we
question whether the optimism on "healthy" growth in income and
import tax revenues in the current budget is warranted, even given
the tax on petroleum products. Growth is not expected to be much
different than in 1990, and imports are expected to be signifi-
cantly constrained under the program, although it is possible that
the reduction of exemptions from import duties might be a factor.
In any case, it is positive sign that initial returns on the
outcome on the fiscal accounts this year look positive, as the new
measures already implemented appear to be having an effect.

We are pleased that new official borrowing will only be on
concessional terms, and it is much preferred to the alternative of
financing budget deficits by recourse to the banking system. Even
so, foreign financing should not be a substitute for taking the
appropriate financial policy measures. Therefore, it is encour-
aging that dependence on foreign financing is projected to decline
over the program period, even as net credit from the banking
system continues to decline.

On monetary policy, it would appear that while the author-
ities appropriately moved away from direct methods of monetary
policy control, they, until now, did not usefully employ those
more indirect tools--the liquidity ratio and interest rates--left
in their possession. As described in the staff paper, the
liquidity ratio was not strictly enforced, and the level of
interest rates was little changed. As a means for enforcing the
program’s tight limits on credit growth, we therefore welcome
recent efforts to improve monetary policy implementation by better
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employing existing tools and introducing new ones. We would note
that a higher penalty is not worthwhile unless better enforced
than in the past. As to interest rate policy, we note that the
authorities plan to regularly review the rediscount rate and hope
that that will occur at least on a quarterly basis. Regarding the
smaller denominations of treasury certificates will be able to
attract more of the private sector, as opposed to the former group
of subscribers, with the goal of deepening the market in the
effort to make market-based interest rates more meaningful. For
the same reasons, we encourage the authorities in the efforts to
stimulate the development of
promote financial market reforms. These measures should also have
an impact on the extremely low level of domestic savings, now
hovering around 2 percent of GDP.
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The steps to liberalize trade are to be commended, both for
their long-term effects, as well as for the result of netting out
any inflationary impact of the exchange rate adjustments. In this
regard, as the authorities consider new options on exchange rate
policy, we hope that they keep in mind the importance of
competitiveness to assist in the vital need to diversify their
export base. We would certainly agree with the staff that closely
following the planmmed tight financial policies will be the most
critical method of maintaining stability of the exchange rate.

In conclusion, we fully agree with the staff conclusion in
the discussion of balance of payments prospects that the
vulnerable state of the economy makes it essential that the
authorities keep on top of scheduled policy implementation and
accelerate the introduction of measures wherever possible.

Mr. Dognin made the following statement:

Like previous speakers, this chair welcomes the authorities’
intention to embark on a comprehensive adjustment program, the
need for which is underscored by the mixed results achieved under
the SAF-supported program.

It is worth underlining that the authorities' commitment to
address structural impediments to sustainable growth, namely, the
State's disengagement from the economy, takes place in a favorable
context of the political process of democratization. Neverthe-
less, it is also clear that the success of the stabilization
program through tight financial policies critically depends on the
progress made through an overall liberalization of the economy and
particularly the streamlining and divestiture of the still
predominant public sector. As such a transformation of the
economic landscape will require time and fortitude of the authori-
ties, there is clearly no room for complacency, and all the
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reforms contemplated under the three-year ESAF arrangement should
be implemented in a timely manner.

As 1 broadly endorse the thrust of the fiscal and monetary
policies of the program, I will focus my comments on some specific
points on macroeconomic structural and external sector issues that
deserve the authorities’ utmost attention.

First, on the fiscal front, one cannot overemphasize the need
for a prudent fiscal policy stance to achieve the overall
objectives of sustainable growth while lowering inflation and
reducing the external current account deficit. 1In this regard,
the staff rightly focused the fiscal targets on the expenditure
etary revenues seems to be
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Therefore, the authorities’ ability to enhance government
savings through a significant reduction in military outlays and in
subsidies to public enterprises will be both the test of their
commitment to achieve a more market-oriented economy and the
prerequisite to dampen pressures on the monetary and external
fronts. This underscores the intricate nature of both macro-
economic and structural measures and outlines the need for a close
monitoring of the program targets by the Bretton Woods
institutions.

As far as monetary and credit policies are concerned, like
previous speakers 1 welcome the quantitative benchmarks set forth
in the program on all sources of financing to the public enter-
prise sector. The elimination of the preferential rediscount rate
for coffee is also a welcome step to shift the interest rate
policy to a more market-oriented policy.

As to structural reforms, the authorities should devote all
their attention to reducing the State’'s involvement in the
economy. Establishing a more market-oriented economy, especially
in the agricultural sector, while restructuring the public sector,
are critical to achieving sustainable growth over the medium term.
In this regard, the removal of price controls and the liberali-
zation of marketing in the agricultural sector are steps in the
right direction. Reforms of the regulatory framework, namely, the
proposed revision of labor laws and practices, are certainly
decisive to create an environment more conducive to private
investment.

As for the external sector, the balance of payments is
expected to improve significantly with the current account deficit
(excluding official transfers) falling from 19 percent of GDP in
1990 to less than 14 percent by 1994. Nevertheless, as outlined
by the staff, Burundi’s external position will remain very fragile
and dependent on coffee production and exports. This is, indeed,
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a cause for concern, since the fall in world coffee prices is
responsible for the current difficult financial situation of
Burundi. The staff’s helpful balance of payments projections
provide a clear insight into the sensitivity to the underlying
assumptions concerning coffee.

Given the vulnerability of the external position, I can
endorse the authorities’ policy to increase foreign exchange
reserves to cushion any unfavorable developments in coffee prices
or in the follow-up of foreign assistance.

Nevertheless, this chair is not convinced by the efficiency
of a more active exchange rate policy for two main reasons.
First, devaluation of the Burundi franc will have only a limited
effect on coffee euports, given the situation of the world market.
Second, the population density (180 inhabitants per square
kilometer) is placing so much pressure on available land that
diversification of the productive base in the agricultural sector
is not likely to occur, at least in the medium term. Furthermore,
it is clear in the case of Burundi that the impediments to
diversification and private sector investments are mainly related
to the structural issues, such as liberalization of trade and
prices, disengagement of the State, and streamlining of the
regulatory framework.

Therefore, after a correction of the exchange rate, if
needed, the exchange rate policy could play an important role 1in
backing the effort needed in fiscal and monetary areas. A policy
aimed at a more stable exchange rate would be preferable, so as to
provide an anchor for inflationary expectations, such as a
framework for financial and monetary discipline.

With these considerations in mind, we are prepared to support
the proposed decision.

Mr. Sparkes said that radical adjustments were required to bring about
the recovery of Burundi’s economy, and, 1f strictly implemented. the ESAF
program would mark a clear break from Burundi’s past recotrd of underachieve-
ment. The program appropriately focused on consolidating and encouraging
the private sector, and in both areas the program targets should be regarded
as the minimum necessary. As experience under the previous SAF arrangement
had shown, partial implementation achieved little.

The main question was whether the new program could succeed where its

predecessor had failed, Mr. Sparkes continued. Much would depend on the
authorities’ degree of commitment. Nonetheless, he would welcome the
staff's assurance that administrative capacity had been strengthened. He

wondered what further technical assistance was required.
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Despite some misgivings, Mr. Sparkes said, he could support the
proposed arrangement, in view of the substantial prior actions, the modest
level of access, and the cautious phasing of purchases under the first-year
arrangement, as well as Burundi’s excellent record of meeting its external

obligations and the close involvement of the World Bank.

Mr. Esdar said that, given the internal and external imbalances in the
economy, the proposed program, if strictly implemented, would constitute a
step in the right direction, and he agreed with the thrust of the staff
analysis and policy recommendations. The reorientation of policies seemed
to be highly required, as the experience under the preceding SAF arrangement
had turned out to be far from satisfying. Apart from substantial policy
slippages in monetary and fiscal policy, there was in particular a lack of
any comprehensive plan to start the reform of the public enterprises.

It was therefore greatly welcome that the present program addressed the
slippages and emphasized the crucial importance of a far-reaching state
enterprise reform, Mr. Esdar continued. The first steps in the direction of
privatization and rationalization of public enterprises had already been
taken. Those steps included the adoption of an adequate legal framework as
well as agreement on a detailed timetable. However, it was his impression
that concrete reform measures in each case were, to a large extent, still in
a stage of plamming and preparation. Therefore, the authorities should not
delay the necessary reform measures to proceed with the public enterprise
reform as fast as possible.

The reform of the public enterprises was essential to reduce the burden
on the fiscal budget, Mr. Esdar commented. An improvement in the fiscal
position was especially important given the urgent need to raise Burundi's
extremely low saving ratios. In that connection, he wished to underscore
the need for restraint in public spending and for a broadening of the
revenue base, which was still highly dependent on the coffee sector. The
improvement in the revenue performance in 1991 was welcome, but the footnote
of Table 3 showed that additional measures were needed to attain the
program's fiscal targets. Therefore, the authorities should proceed in that
respect as soon as possible.

According to the staff projections, it appeared that the substantial
current account deficit could be financed, Mr. Esdar remarked. However,
that outcome would depend to a large extent on the availability of a rather
high level of foreign concessional financing. The envisaged amounts were
much higher that the average amount received from 1987 to 1990 and were
expected to decrease only marginally over the program period. In addition,
and in contrast to Mr. Moss, he felt that the trade projections appeared to

be on the optimistic side. In particular, the growth in import volume was
smaller than GDP growth. although the program provided for a far-reaching
import liberalization scheme. 1In addition, the still high degree of

dependence on ceffee as the major export product contributed to the
fragility of Burundi’'s export situation, as highlighted by the staff's
alternative scenarios.
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He welcomed the authorities’ intention to liberalize imports by
adopting an open general licensing system, Mr. Esdar stated. However, the
staff should provide additional detailed information on the concrete imple-
mentation and working of that system--for example, the clearing instruments
that were envisaged if the import demand exceeded the available level and
international reserves, and the role that was played by exchange rate
adjustments. The staff paper referred only to some ongoing examinations of
the advantages and disadvantages of different exchange rate regimes.

Despite the disappointing performance under the SAF arrangement, he
could support the proposed decisions, Mr. Esdar commented. However, in
doing so he urged the authorities to adhere strictly to the program targets
and to be prepared to implement additional corrective measures 1in the event
of deterioration in the economic situation.

The staff representative from the African Department remarked that the
staff had been cautious in its projections of revenue, and exports and
imports. The growth of imports in 1990 had been substantial. For all
practical purposes, imports had been liberalized, as the limits on the
amount of foreign exchange that commercial banks could provide upon demand
had been raised substantially, to about $250,000, and the central bank had
been providing foreign exchange liberaly for legitimate purposes. There-
fore, the staff did not foresee much of an increase in imports in the coming
year; the projected increase was in line with the expected rate of increase
in real GDP.

As to exports, the staff had been particularly careful in projecting
the price of coffee on the world market and the volume of production, the
staff representative continued. In the past, the staff had sometimes
overestimated coffee price projections. As a result, the current account
excluding grants had been improving much faster than the current account
including grants, as the staff had expected that grants would continue to
decline and that Burundi’s dependence on foreign sources of financing,
notably grants, would also decline as the economic situation improved.

The staff hoped that, given the recent 15 percent devaluation, and with
strict monetary and fiscal policies in place, there would be no need for
further exchange rate adjustments down the road, the staff representative
commented. The authorities had requested technical assistance from the
Fund, and the staff had recommended moving from the peg to the SDR to a peg
based on a basket of currencies and allowing commercial banks to buy and
sell in foreign exchange at the rates fixed by the commercial banks
themselves in dealing with their clients as well as among themselves as long
as these rates were within the buying and selling rate limits announced by
the central bank. That was the first step toward the introduction of a
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completely free interbank market. Nevertheless, the staff did not expect
that the exchange rate would continue to depreciate if restrictive fiscal
and monetary policy was implemented as envisaged under the program.

As to whether or not the commercial banks were ready for the challenge
ahead, some of the banks had been established only recently, the staff
representative noted. At present, a Central Banking Department technical
assistance mission was helping the authorities both in implementing the
recommendations regarding the exchange rate regime and in improving the
monetary instruments in place.

One of the authorities’ longer-run objectives was to fully privatize
the coffee sector and permit prices in the world market to be reflected in
producer prices, the staff representative said. In 1991, the marketing of
nearly 30 percent of coffee exports was to be carried out by the private
sector, and that percentage should increase gradually over coming years.

The intermediate steps between the production and exportation had been
almost completely liberalized. Regarding the producer price, the Government
had announced that the official price would become a floor price rather than
a fixed price. There were two coffee parastatals: one was in charge of
exporting, although it would handle only a portion of total exports in 1991,
with the rest being carried out by the private sector; the second parastatal
had been completely privatized.

The reform of public enterprises was admittedly the weakest link in the
adjustment effort, the staff representative said. The staff had been
concerned about the performance of public enterprises and about how the
authorities were going to proceed with the privatization scheme and other
aspects of restructuring. The staff felt that having limits on the access
of public enterprises to financial resources from various sources would be
the best guarantee that the enterprises would live within the means
available to them. A World Bank mission was currently in Burundi to agree
with the authorities on the implementation of the reforms of the public
enterprises.

The net increase in the number of government employees was small--about
650 persons a year in 1991 and 1992, the staff representative from the
African Department commented. The increase was concentrated in the social
services sector, especially education and health. There were to be no
increases in other sectors.

Mr. Nakagawa said that he shared the concerns expressed by previous
speakers. The proposed decision on the ESAF arrangement was acceptable, as
the program seemed to be comprehensive, strong, and concrete enough. In
addition. the new arrangement was based on a very cautious approach to the
phasing of the first-year disbursement.

Like Mr. Sparkes, he urged the authorities to commit themselves
strongly to implementing of the ESAF program, Mr. Nakagawa commented. The
authorities should pav particular attention to the fiscal field and the
reform of the public enterprises. As little had been achieved in public
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enterprise restructuring under the previous arrangement, the authorities
should keep their commitments in that field. 1In the fiscal field, there was
a need to further strengthen revenue measures based on a wider tax base,
perhaps under the second-yeatr program.

Mr. Gronn made the following statement:

Burundi's recent economic experience has been mixed.
Although Burundi definitely has had its share of adverse external
developments--with deterioration of the terms of trade, civil
disturbances, and adverse weather conditions--the staff points out
that the authorities have failed to fully implement and monitor
the SAF program. Little progress was made in diversifying the
economy, external and domestic imbalances widened, and dependence
on foreign concessional financing increased, leading to a large
debt and debt service buildup.

Consequently, the results of the SAF program were not at all
satisfactory. While I acknowledge that there may be benefits to
be derived from a SAF program in terms of preparing the ground for
a more aggressive adjustment process, it is quite evident that
Burundi needed to embark on a more ambitious adjustment program,
with stronger discipline in implementation. Therefore, I welcome
the authorities’ intention to implement the ESAF arrangement with
stronger conditionality and closer monitoring, as a clear step in
the right direction.

On fiscal policy, the substantial reduction of the deficit
through expenditure restraint as well as the reorientation of
expenditures towards more productive use are most welcome.
Nevertheless, the tax base will need to be broadened.

In the monetary field, the establishment of positive real
interest rates and efforts to establish a money market are steps
in the right direction. However, I wonder how deep the financial
market is, and whether it is sufficiently developed for regular
auctions of government paper. I would also emphasize the
importance of a rapid strengthening of the functions of the
supervisory authorities.

Privatization and restructuring of public enterprises are
long overdue. Their burden on the public finances has been
growing, a trend that has to be sharply reversed.

I note that there are still few signs of an expansion of the
private sector. Specific changes in the legal and regulatory
framework, together with simplification of administrative
procedures. should encourage private sector investments. Could
the staff or the World Bank representative comment on the
prospects of an early private sector response to these measures?
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To conclude, it is important that Burundi does not repeat
previous policy slippages. Strict adherence to the program is
essential, and the authorities should stand ready to undertake
further measures if deviations from the program emerge. In view
of the prior actions taken, the relatively low access and back-
loading of disbursement, the good record on external payments to
date, and the fact that financing gaps are not expected to occur,
I can endorse the proposed decisions.

Mr. Fuleihan said that he welcomed the authorities’ adoption of a full
and comprehensive program and urged them to adhere strictly to it. He
supported the proposed decisions.

Mr. Toé stated that he supported the authorities’ adjustment program
and the proposed declisions.

Mr. Mirakhor said that he wished to associate himself with the comments
of Mr. Moss and Ms. Creane.

The staff representative from the African Department considered that
the fiscal program envisaged by the authorities was a strong one. The
current budget had recorded a negligible surplus in 1990 but was expected to
show a larger surplus in 1991 of 3 percentage points of GDP--and perhaps
reaching 5 percentage points by 1994. The pace of improvement in the fiscal
situation as indicated in the tables in the staff paper was based on the
measures currently in place. In order to fully attain the objectives of the
program further fiscal measures would be necessary to achieve the objectives
indicated in the PFP. The staff had tried to be careful not to say that the
present structure of revenue and expenditure would enable the authorities to
achieve those objectives.

Almost all the revenue measures recommended by the staff had been
implemented, the staff representative from the African Department noted.
The staff felt that, at the present stage, more emphasis should be placed on
containing the growth in expenditure than on introducing additional tax
measures, as the private sector had been complaining about the heavy fiscal
burden on them. Therefore, with a view to encouraging the private sector,
additional tax measures should be avoided. The surplus on government
operations would be the major contribution to the increase in domestic
savings; at present that share was about 2-3 percent of GDP, and it should
be of the order of 8 percent of GDP by the end of the ESAF program.

Mr. Mwananshiku said that the authorities were aware of the weaknesses
in past performance, and they were committed to a better performance under
the new program. The inclusion of a number of prior actions was an indica-
tion of their determination. He would convey to his authorities the
emphasis that Directors had placed on the need for reform of the sizable
parastatal sector, which the staff had identified as a major area of
weakness.
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The Executive Board approved the following decisions:

Exchange System

Burundi maintains restrictions on payments and transfers for
current international transactions as last described in SM/90/240
and SM/91/7, in accordance with Article XIV, Section 2, with the
exception of the limitation on remittances of foreign workers’
salaries, which is subject to Fund approval under Article VIII,
Section 2(a). The Fund approves the retention of this restriction
until end-June 1992, or the completion of the next Article IV
consultation with Burundi, whichever is earlier.

Decision No. 9860-(91/154), adopted
November 13, 1991

Enhanced Structural Adjustment Arrangement

1. The Government of Burundi has requested a three-year
structural adjustment arrangement under the enhanced structural
adjustment facility, and the first annual arrangement thereunder.

2. The Fund notes the updated policy framework paper for
Burundi set forth in EBD/91/276.

3. The Fund approves the arrangements set forth in
EBS/91/167, Supplement 1.

Decision No. 9861-(91/154), adopted
November 13, 1991

APPROVED: May 18, 1992

LEO VAN HOUTVEN
Secretary



