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L. OPERATIONAL BUDGETS - PRINCIPLES FOR CALCULATING AMOUNTS

CURRENCTES UNDER ARTICLE V, SECTION 3(d)

The Executive Directors continued from the previous meeting (EBM/90/85,
6/1/90) their consideration of staff papers on the principles for calcu-
lating amounts of currencies under the Fund’s operational budgets

selection of currencies under Article V, Section 3(d) (EBS/90/87, 5/7/90).
The Chairman made the following summing up:

This has been the first thorough discussion of this topic
since 1981, and I join Directors in welcoming the discussion,
because it deals with members’ contributions to the financing of
the Fund's day-to-day operations and transactions. I think that
the meeting has been thoughtful and wide ranging.

Directors have stressed four key principles in determining
the method to allocate currencies to be sold by the Fund: first,
the system must be consistent with the Articles of Agreement.
Second, the Fund'’s liquidity position should not be compromised,
nor its flexibility impaired, in meeting the legitimate financing
needs of its members. Third, the method of allocating amounts of
currencies by the Fund must not impose an unfair or inequitable
burden on individual creditor members. The amounts of currency
being sold by the Fund should not be beyond the member’s reason-
able capacity to finance such use, and there should also be a
reasonable and fair distribution of use among the creditors,
taking into account a member’'s capacity to contribute to financ-
ing the Fund's operations. Fourth, the method of allocating
currencies should be both transparent and also relatively stable,
but should be workable under conditions of a net expansion as
well as a net contraction of Fund credit.

These, 1 think, are guiding principles that all of us have
in mind. There is no perfect system that could meet all members'’
requirements as well as those of the Fund at all times. However,
we need a reasonable system which, while not perfect, would
broadly meet the needs of the Fund and individual members in the
light of changing conditions. Today'’'s discussion has helped us
considerably in clarifying our thoughts and possibly allowing us
to find a solution that covers all the operational budgets up to,
say, the end of 1991. I will come back to this particular point
in a moment.

A number of Directors have noted that for many countries
their official holdings of gold and foreign exchange reserves are
not as useful as in the past as indicators of their short-term
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international financial positions. The system of reserve creation
has changed fundamentally because of members’ access to private
capital markets and freely floating exchange rate regimes. The
level of reserves for a member with access to capital markets is
now demand determined. As a consequence, it is now difficult, as
we have learned from other discussions in this Board, to precisely
quantify a member’s international financial position. Tradition-
ally, the allocation of amounts of currencies for sale by the

Fund has been based principally on official holdings of gold and
foreign exchange reserves, as reported in International Financial
Statistics. A number of Executive Directors asked whether we can
reasonably continue with the present system of allocating amounts
of currencies which gives such importance to members’ reserves of
gold and foreign exchange.

A number of Directors, while acknowledging that reserves may
no longer be as good a proxy for a member's external position as
formerly, would nevertheless maintain that they are sufficiently
indicative of members’ relative financial strength. Thus,
reserves should continue to be used to allocate amounts of cur-
rencies to be sold by the Fund, bearing in mind that the acquisi-
tion of a reserve tranche position for most countries is largely a
diversification of reserves. Other Directors feel that reserves
are no longer a reasonable basis upon which to allocate currencies
because the mechanism of reserve creation currently in effect for
many members has changed fundamentally. These Directors would
suggest considering placing greater emphasis over time of members’
quotas as the basis for the allocation of amounts of currency of
those members which are sufficiently strong to be included in the
operational budget. They take this view because quotas are a
measure of members’ rights and obligations in the Fund, and are
broadly a measure of members’ relative economic size.

As many Directors have indicated, a member’'s quota enters
into the calculations used in the operational budget in a number
of ways--for instance, in the allocation of receipts, which is in
proportion to members’ reserve tranche positions, and in the con-
cept of minimum holdings of currencies, which was recently
endorsed by the Board. Many Directors believe that a greater use
of quotas would bring about a fairer and more equitable distribu-
tion of Fund positions based on the relative economic size of the
member. However, we must also recognize that, as has been noted
by most Directors, the present system has worked reasonably well
since 1962, and the Executive Board has shown considerable
flexibility in modifying the working of that system as the need
arose. It is also worthwhile to remind ourselves that members'
positions in the Fund are reserves and are as good as other
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immediately usable assets when needed for balance of payments
support. A member’'s reserves, including its Fund position, are

fungible.

These are important points to take into account. 1 believe
that it would be reasonable, as we have in the past, to continue
showing flexibility in adjusting the method in a way that, while

would also bring into

conrinuing to take reserves into account so bring into

somewhat greater prominence the role of quotas in allocating
amounts of currencies. In this connection, the staff would

prepare, as has been suggested by some Directors, a brief paper

could work. We could consider reverting to a former practice
under which the ratio of a member’s reserve tranche position to
its quota would not exceed by more than an agreed proportion the
average of this ratio for members in the operational budget. I
would hope that this paper will provide you with a clear view

of what could be a reasonable compromise. If this approach is
acceptable, we could discuss this matter again later this month,
with a view to finding a solution covering not only the next
operational budget, but also, on a trial basis, the period up to
1991, or at the time at which the quota increase would enter into
force, and after seeing better how the burden sharing and related
issues evolve.

I have been impressed that several of you, and in particular
Mr. Arora, have called our attention to the fact that this dis-
cussion is related not only to the burden-sharing issue, but
also to the broader issues relating to international liquidity.
In this connection, Mr. Arora rightly referred to the remarks of
Governor Sumita at the April 1988 meeting of the Interim Com-
mittee, inviting the Executive Board to go more deeply into the
matteyr, including, inter alia, the relevant definitions of inter-
national reserves. We can examine these matters on June 6, when
we will discuss the international monetary system. I would also
suggest that we could go more deeply into the topic with a study,
which could be prepared later in the year to try to draw conclu-
sions regarding the concept and measurement of international
liquidity and reserves in the present global context and, if
needed, after the trial period, to examine them again in the
context of the operational budget.

In concluding, T would like to call your attention to the
fact that, as has been underscored today, the total of Fund credit
outstanding is now expanding relatively fast, and we must maintain
flexibility in the system for allocating currencies in order to
fully accommodate the expansion while preserving the monetary
character of the Fund and giving the Fund’s liquidity position
the priority it deserves.
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Mr. Al-Jasser stated that he was still unconvinced that the current
operational budget system was not working and therefore needed to be
changed. He was willing to review the existing system, which was however

. . . . . . ,
still sound and should be maintained. The suggestion in the Chairman's

summing up to have a trial period could be interpreted to mean that the
current system was not working and that a different system was therefore
required. He certainly would not agree with that interpretation.

Mr. Enoch commented that he agreed with Mr. Al-Jasser that there should
be no presumption that the present system had not worked well and should be
changed. There did not appear to be a majority view in favor of changing
the system.

Mr. Evans remarked that, while there was clearly widespread agreement
that the current system was working well, there was also a large body of
opinion that the system could be improved.

Mr. Yoshikuni stated that he wished to reserve for the time being his
chair’s position on the operational budget issues. As he understood it, at
the next discussion the Chairman would present a new proposal that would
incorporate to some extent Mr. Fernandez Ordonez's proposal.

Mr. Al-Jasser stated that the next paper should not prejudice the
discussion on the existing system by starting from the assumption that there
was a need for a new system that would be introduced on a trial basis for
18 months or two years. The paper should merely enable the Executive
Directors to review the options, including one based on the fact that the
existing system had been working reasonably well.

Mr. Goos said that he wished it to be clearly understood that he agreed
with speakers who considered that the present system did not need to be
changed. At the same time, there was great merit in the argument by
Mr. Evans that the effect of certain rules on the liquidity of the Fund and
currency budgets was as positive or as negative as the willingness of mem-
bers to accept those rules. Therefore, he was willing to look into the
issues again in order to find a compromise.

In his summing up, the Chairman had given an explicit example of how
the new allocation mechanism would work, including a cap corresponding to
the average of reserve tranche positions, Mr. Goos noted. He doubted
whether it was best at the present stage in effect to prejudge the outcome
of the next discussion.

The summing up also suggested that the staff should undertake a new
study on the definition of international reserves, Mr. Goos remarked.
However, such studies had been conducted in the past, and he doubted whether
a new study would either provide much new information or benefit the discus-
sion on the currency budgets.
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The suggestion by the Chairman that the Board might agree on an
approach that could be implemented during a trial period did not seem help-
ful, Mr. Goos said, because it implicitly suggested that the Board would
reopen the issue of the currency budget after the trial period. As had been
stressed during the discussion, it was important for the smooth functioning
of the currency budget to have stable rules that would not be changed
frequently. Hence, he would caution against starting from the assumption
that the solution approved at the present stage would be applicable for only
a trial period.

The Chairman commented that he hoped that the Board would be able to
reach a consensus on a solution that would be applicable over the longer
run. In addition, the international monetary system was always evolving,
with consequences for liquidity and reserves, and it seemed reasonable to
see where things stood at present. The recent conditions in Europe alone
seemed to warrant a new look at the evolution of the international monetary
system; such an inquiry would certainly be needed before 1992.

Mr. Fernandez Ordonez stated that he agreed with Mr. Evans that the
current operational budget system could usefully be improved. At the
previous discussion on the operational budget system, the Board had agreed
to apply the current system only for an additional quarter, and thereafter
to open the question of the system for review. He hoped that the Chairman's
compromise solution would be applied in the context of the next operational
budget. If not, the Board would have to decide whether or not it approved
the further application of the existing system.

It had been suggested that those who wished to base currency selec-
tion on quotas believed that reserves were not a good indicator of
relative weakness and strength of individual countries’ positions,

Mr. Fernandez Ordonez remarked. In fact, he believed that the Board
should decide to mix the criterion of quotas with the criterion of the
ability to pay; the idea was that quotas should be used together with the
ability to pay, but the latter should not be measured by reserves. There
seemed to be widespread agreement that the ability to pay should play a
role. :

Mr. Dawson said that he had suggested a temporary period of, say,
18 months, because the issue of the operational budget system clearly needed
to be confronted. The precise timing could be subject to some compromise,
but unless the Board resolved the issue soon, it would have to face it on
the occasion of each quarterly review of the operational budget.

The Executive Directors concluded for the time being their considera-
tion of principles for calculating amounts of currencies under the opera-
tional budgets and legal aspects of the selection of currencies under
Article V, Section 3(d).
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2. PEOPLE'S REPUBLIC OF MOZAMBIQUE - ENHANCED STRUCTURAL ADJUSTMENT
ARRANGEMENT; AND EXCHANGE SYSTEM

The Executive Directors considered a staff paper on Mozambique's
request for an enhanced structural adjustment arrangement in an amount
equivalent to SDR 85.4 million (EBS/90/86, 5/4/90; and Cor. 1, 5/23/90).
They also had before them a policy framework paper for the period 1990-92
(EBD/90/130, 4/27/90; and Cor. 1, 5/17/90).

The Managing Director made the following statement:

There follows for the information of Executive Directors the
text of a memorandum that I have received from the President of
the World Bank to serve as the basis for my statement on the
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 May 22, 1990.

1. The Committee of the Whole discussed the policy
framework paper and commended the Government for its continued
implementation of the adjustment program over the period 1987-89
and its decision to deepen the reform process in a number of areas
that are keys for the successful implementation of the 1990-92
adjustment program.

2. While Directors agreed that Mozambique has implemented
nearly all the policy reforms outlined in previous policy frame-
work papers, they expressed concern that macroeconomic imbalances
have continued to worsen during the last three years. It was
acknowledged that given the destruction of economic and social
infrastructure, the rehabilitation of Mozambique’s economy would
continue to require large external inflows for several years.

3. The Executive Directors expressed concern that rehabili-
tation and privatization of state enterprises, especially state
farms, was not receiving a high enough priority. It was noted
that the Government'’s strategy encompassed several channels
through which rehabilitation of private and public enterprises
was being carried out. Although data were not yet available, it
would appear that privatization and rehabilitation accelerated in
1989-90, particularly with increased foreign investment. The key
constraint remains the lack of funds and how to value state enter-
prises which currently are operating at very low levels of capac-
ity utilization.

4. Executive Directors noted that a system for the nonad-
ministrative allocation of foreign exchange (SNAAD) had been
created in late 1989, and expressed concern that trade liberaliza-
tion was not proceeding more quickly. It was noted that trade
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liberalization was a long-term objective, the implementation of
which was being phased with tariff reform and exchange rate
adjustment. Given large existing imbalances, trade liberalization
would proceed slowly so as not to unduly worsen existing macro-
economic imbalances.

5. Executive Directors expressed concern about the social
impact of the program that might result from the Government’s
decision to limit consumer subsidies. It was noted that, in view
of Mozambique's extensive poverty, subsidies needed to be focused
on the poorest households. 1In this context, the Directors
welcomed the Government’s decision to improve the targeting of
food subsidies and to increase the integration of emergency-funded
activities within the Economic and Social Rehabilitation Program.

6. Executive Directors expressed concern that price liber-
alization was proceeding slowly. It was noted that, given the
current insecurity, marketing of produce was not assured, and
price liberalization might result in a fall in prices, discourag-
ing production. The Government's policy was to ensure that
AGRICOM, the state marketing agency for agricultural products,
would act as the buyer of last resort. In parallel with reform
of the marketing system designed to increase competition, the
Government plans to continue to reduce the number of agricultural
products subject to fixed prices and, when required, to fix min-
imum prices at the producer level.

7. The Executive Directors drew attention to the fact that
Mozambique's balance of payments shows a need for substantial debt
relief. It was acknowledged that several donors have canceled
Mozambique's external debt, and that a greater momentum in this
regard would be warranted.

8. Directors noted that the growth of exports projected for
the 1990-92 period was rapid, particularly in view of the security
situation and poor export performance in 1986-89. It was acknow-

ledged that rapid growth was feasible given the small export base.
In the short-to-medium term, transport receipts would increase
rapidly, and, in the longer term, expected foreign investment
would play a key role in export growth, particularly in the mining
sector.

9. Executive Directors noted that an end to the civil war
is vital if Mozambique is to make more rapid economic progress.

The staff representative from the African Department said that the
staff had recently received information from the Mozambican authorities on
pricing measures and monetary developments. The pricing measures that had
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originally been scheduled for June and October 1990, respectively, would now
be introduced in the first full week of June 1990. The consumer price for
white maize--produced locally and preferred by consumers--would be liberal-
ized, and only a minimum producer price would be set, with the expectation
that the change would foster local production and distribution. A fixed
consumer price would remain in effect for yellow maize, which was primarily
imported under food aid. A complete liberalization of prices for three
types of manufactures was also scheduled to be enacted at the same time.

In the monetary sector, the staff representative from the African
Department continued, partially estimated data for the first quarter of 1990
had been received. The credit benchmarks for total domestic credit and net
credit to government for that period had been met by a fairly comfortable
margin. In addition, further revisions to the domestic credit data for end-
June 1989 showed that, contrary to the staff paper, that benchmark had been
observed. However, net foreign assets had fallen by $9.8 million, compared
with the $3 million decline that had been targeted in the structural adjust-
ment arrangement.

Mr. Monyake made the following statement:

In early 1987, the Mozambican authorities launched a compre-
hensive Economic and Social Rehabilitation Program aimed at
reversing the deterioration in the economy and establishing the
conditions for sustainable growth. 1In the three years since then,
the authorities have remained steadfastly committed to the process
of adjustment and economic reform, replacing the former emphasis
on central planning with a more market-oriented approach. The
request for the arrangements under the enhanced structural adjust-
ment facility is evidence that the authorities are cognizant of
the need to sustain and strengthen the economic restructuring
program, and that they fully appreciate the vital role that the
Fund can continue to play in this endeavor.

The previous program, supported by three annual arrangements
under the structural adjustment facility, has been implemented as
envisaged; the targets have been met and the structural benchmarks
have been observed. A central element of the program has been a
flexible exchange rate policy that has led to a cumulative deval-
uation of the metical of about 95 percent in nominal terms. This
devaluation has been accompanied by extensive price restructuring,
as administrative controls have been replaced by price incentives.
To supplement these reforms, the authorities have adopted restric-
tive financial policies. 1In the fiscal area, revenue has been
enhanced through tax reforms and improvements in tax administra-
tion; recurrent expenditure has been contained, and the financial
discipline of public enterprises has improved. As a consequence,
the overall budget deficit fell from 15.3 percent of GDP in 1986
to 7.1 percent in 1989, and budgetary recourse to bank financing
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was reduced sharply from 12 percent of GDP to less than 1 percent.
Monetary policy, which has aimed at reducing the overhang of
excess liquidity in the economy and improving the efficiency of
credit allocation, remained largely within program targets, as
interest rates have been appropriately raised and simplified.

The aforementioned measures have been successful in reversing
the economic decline, as real GDP grew at a rate of 4.4 percent in
1987, 5.5 percent in 1988, and 3-4 percent in 1989. Price incen-
tives for agricultural products and improved capacity utilization
in the manufacturing sector--resulting from greater availability
of imported inputs and spare parts--contributed strongly to this
positive growth. The inflation rate, after the initial accelera-
tion, decelerated to 50 percent in 1988 and to about 30 percent in
1989.

These achievements notwithstanding, the external position
remains weak, as the current external deficit, before grants, is
equivalent to nearly two thirds of GDP. The huge debt overhang
continues to overshadow the adjustment effort; in 1989, the
servicing burden was as high as 175 percent of export earnings
of goods and services.

Although the authorities are encouraged by the gains made
thus far, they are acutely aware that much remains to be done.
Accordingly, and in close collaboration with the staffs of the
Fund and the World Bank, they have formulated a medium-term
program for 1990-92 as the basis for requests for arrangements
under the enhanced structural adjustment facility. The agreed
upon policies and objectives for the period are well detailed
in the policy framework paper and in EBS/90/86.

The broad objective of the three-year program is to achieve
economic recovery through the strengthening of macroeconomic
policies and the implementation of economic reforms aimed at
removing structural rigidities while relying more on market
signals in resource allocation. The strategy is based on greater
participation by the private sector and greater autonomy of public
enterprises.

It should be understood that, given the deep-seated struc-
tural problems and widespread poverty in Mozambique, economic and
financial viability can be achieved in the long term only through
a strategy focused on higher rates of growth in production and
exports. The country's productive capacity has been greatly
constrained by the massive deterioration in basic infrastructure
and the severe shortage of skilled manpower. Moreover, the
grinding poverty limits the scope for reducing consumption to
boost savings and release resources for investment. A viable
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growth strategy will, therefore, necessarily give priority to
expenditure on education and training facilities while directing
substantial inflows of capital toward the rehabilitation of the
physical and social infrastructure.

Given the very low living standards that exist for a large
segment of the population, the Government is particularly con-
cerned about the cost of adjustment. The program’s emphasis on
alleviating poverty and targeting relief for the most vulnerable
segments of the population reflects this concern. This is the
context in which the Poverty Alleviation Strategy is being pre-
pared. However, the strategy is demanding and will require the
support and active participation of the donor community.

With respect to the medium-term outlook, the Mozambican
authorities agree with the staff that the projected improvement
in the balance of payments outlook is critically dependent on an
improvement in the security situation. However, the authorities
are confident that current developments on the political front
will enable Mozambique to reap the benefits of its considerable
economic potential. Accordingly, they consider the export pro-
jections for the second half of the 1990s to be on the conserva-
tive side. They point out that, with the security problem
resolved, growth will accelerate on all fronts. Not only will
agricultural production benefit, but agro-industries and manu-
facturing are also expected to respond rapidly to an improved
domestic environment. Exploitation of the country'’s diverse
mineral base, including, inter alia, gold, marble, graphite, and
heavy sands, will further enhance export earnings in the future.

The authorities nonetheless recognize the downward risks
associated with the projections for medium-term viability;
accordingly, they affirm that, in the event of unanticipated
shortfalls in export earnings, they will take any further measures
that may become necessary to further strengthen the adjustment
process. However, they are also aware that, even with a sustained
and strong adjustment effort, Mozambique will continue to depend
for some time to come on debt relief, including further debt can-
cellations and substantial inflows of concessional financial
assistance to enhance external viability and maintain growth.

The Government'’'s memorandum on economic and financial
policies, included as Appendix II of the staff paper, fully
explains the measures to be implemented under the first annual
arrangement under the enhanced structural adjustment facility.
The Mozambican authorities would have preferred the financing of
the 1990 program to coincide with their fiscal year, which starts
in January. Although this did not prove to be possible, they
began implementing elements of the program in January 1990.
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Pursuing an active foreign exchange policy, the authorities
have further devalued the metical by 7.5 percent in nominal terms
against a basket of ten trading partners’ currencies and achieved
a depreciation of the real effective exchange rate of 3 percent
since the beginning of the year. In addition to further exchange
rate adjustments during the year, they intend to expand the system
for nonadministrative allocation of foreign exchange to cover more
import products. Also, reflecting concern about the continued
differential between the official and parallel exchange rates, and
in an attempt to channel more transactions through the banking
system, the authorities have agreed to establish temporarily a
secondary market, in which the exchange rate will be freely deter-
mined by demand and supply. In this connection, it is hoped that
the authorities’ efforts to improve export earnings will be com-
plemented by timely and untied aid from foreign donors.

To allow a pass-through of exchange rate adjustments and cost
developments, the Government has further increased utility tariffs
by 20-25 percent and raised prices of rationed staples by
16-34 percent. Rice and maize prices have been raised by
23-27 percent. The authorities have announced that the subsidy
on white maize will be eliminated; however, in keeping with their
policy of targeting subsidies to the poor, the subsidy on the
imported yellow maize, which is mostly consumed by lower-income
groups, will be kept.

For purposes of demand management, the budget has been made
more transparent in 1990, as the coverage of expenditures has been
substantially widened to include externally financed outlays that
were previously maintained off the budget. On the revenue side,
the rates of excise duties on tobacco and beer were increased in
late February 1990. In addition, the level and structure of
interest rates were further modified in March 1990 to encourage
domestic savings and improve their allocation.

The Mozambican authorities reiterate their commitment to
fully implementing the policies outlined for the 1990/91 arrange-
ment under the enhanced structural adjustment facility. The
strengthened policy measures and structural reforms are indeed
courageous and deserve the full support of the international
financial community. Although the Fund has a leading role to
play in supporting the adjustment effort of such countries as
Mozambique, which have demonstrated the seriousness of their
commitment, this effort must be followed by greater financial
assistance from donor countries. We sincerely hope that this
will be forthcoming.
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Continuing, Mr. Monyake noted that, over the past three years,
Mozambique had been vigorously implementing economic reforms, thereby
establishing an excellent track record. The decision to further deepen the
adjustment process through the Economic and Social Rehabilitation Program
was additional evidence of its commitment. On the basis of the past record
and the strength of the measures to be implemented, therefore, the authori-
ties felt that the extent of their access to enhanced structural adjustment
facility resources was rather inadequate.

Although they were aware that the capacity of the national institutions
for action was weak, Mr. Monyake commented, the authorities had begun to
implement several policies that required the use of sophisticated instru-
ments. The Government would therefore need substantial technical assistance
in order to carry out the envisaged measures satisfactorily.

The Mozambican authorities realized the importance of moving toward a
nonadministered exchange and trade regime, Mr. Monyake remarked. Therefore,
the Govermment intended to periodically review with the Fund staff both the
pace of real exchange rate depreciation and the broadening of the coverage
of transactions through the secondary market, with a view to reducing the
spread between the official and parallel market exchange rates. In addi-
tion, the anticipated expansion of the system for the nonadministrative
allocation of foreign exchange after a review by the World Bank staff would
be a sign of further progress. However, the success of that exercise would
depend on the availability of a substantial amount of foreign aid.

The authorities had completed negotiations on all debt rescheduling
agreements for 1987 and 1988, Mr. Monyake reported. They would seek to
reschedule obligations due in 1989 and 1990 to Paris Club and other official
creditors.

In considering Mozambique’s request, one should keep in mind the
country’s adverse economic environment, Mr. Monyake suggested. For that
reason, it would be useful for the Directors to visit developing countries
like Mozambique and view the situation firsthand.

After Mozambique had won its independence, Mr. Monyake continued,
almost all of the expatriate businessmen had left, taking their skills and
cash with them. As a result, most economic operations had ground to a
standstill. The shortage of entrepreneurs and trained workers had placed
the task of economic development in the Government’'s hands almost by
default, thus resulting in a centrally planned economy. The situation
had worsened as the externally motivated and financed insurrection had
destabilized the country politically and economically.

To revive the economy, the Government had introduced sweeping reforms
aimed at improving the investment climate and attracting private entrepre-
neurs to the country, Mr. Monyake said. 1In addition to attracting outside
skilled labor, the authorities were investing in domestic human development.
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Thus, realizing that an improved political and security environment was
vital to economic revival, the Government had adopted far-reaching
constitutional reforms while inviting the rebels to the negotiating table.
The authorities were highly optimistic about the outcome of those measures.

Although the Mozambican authorities had come a long way, they realized
that the road ahead was long and fraught with many difficulties, Mr. Monyake
observed. However, they were determined to continue on the path of economic
reform and adjustment, realizing that it was the only way to a brighter
future.

Mr. Kyriazidis made the following statement:

Taking into consideration the economic situation prior to
the adoption of the Economic and Social Rehabilitation Program in
1987, the results achieved during the past three years by
Mozambique are very encouraging. The protracted decline in output
has been reversed, and major reductions in domestic financial
imbalances have been achieved; the price system is now more inte-
grated and flexible, and the exchange rate is substantially more
realistic. Much, however, remains to be done in order to
strengthen the recovery of the economy, further contain inflation,
and reduce external imbalances. In this regard, I welcome the
efforts of the Mozambican authorities to intensify and strengthen
the adjustment process through the implementation of a vigorous
program in 1990, adopted as the first part of a more comprehensive
1990-92 structural adjustment program.

The program for 1990 continues the structural reforms
necessary to further enhance the market mechanisms of the economy
while augmenting the effectiveness of the macroeconomic policies.
I strongly believe that these two sets of measures must be imple-
mented in tandem, as the transitional phase that Mozambique is
undergoing is very delicate and could easily be compromised. The
actions in the program to increase the flexibility of the price
and exchange system are essential, but their credibility depends
importantly on the capability of monetary and fiscal policies to
preclude phenomena associated with excess demand, put in place the
necessary social safety nets, and foster economic activity.

The significant broadening of coverage in the government
investment budget to include operations that were previously off
the budget is an important element of the program that should
contribute to improved public sector expenditure management. It
is important to convert the budget into a more effective instru-
ment of fiscal policy, in order to promote efficiency in public
spending, strengthen public sector management, and enhance the
monitoring and control of government operations. The authorities’
efforts notwithstanding, current expenditures continue to increase
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more than revenues, and the overall deficit--both before and after
grants--is projected to widen in 1990. The deficit will be
financed almost wholly by concessional external borrowing and will
therefore not be a source of money creation. Nevertheless, it is
of paramount importance that the targets set in the medium-term
program should be respected and that the current deficit, on the
new coverage basis, should be eliminated.

Because the medium-term objectives for fiscal policy have
already been set, short-run stabilization efforts should rely upon
monetary policy. However, owing to the slow pace of institutional
reforms in the financial sector, monetary policy does not seem
ready to fully accomplish the tasks demanded of it. In this
respect, I warmly welcome the commitment of the authorities to
complete the separation of central and commercial banking func-
tions within the Bank of Mozambique, as a two-tiered banking
system with an independent central bank is indeed a prerequisite
for an efficient monetary policy. Financial markets would then
have to be established quickly; to that end, the recent interest
rate adjustments, in addition to encouraging domestic financial
saving and improving its allocation, would certainly promote the
diversification of financial instruments envisaged in the program.

With regard to exchange rate policy, the establishment of a
secondary market, in which transactions would increasingly be
managed by the banking system, might be an efficient intermediate
step toward the creation of a unified exchange rate market. In
the secondary market, the exchange rate would be freely determined
by demand and supply without the inefficiency and risk premium of
the parallel market. However, the measure should be temporary; I
agree with the staff, therefore, that it should be approved for
only one year from the date of adoption. Indeed, the near-term
goal must remain a unified exchange market for all current trans-
actions at a realistic rate.

With respect to the external sector and the related problem
of the financing gaps envisaged in the coming years, it is
apparent that the already dangerous foreign indebtness position,
together with the projected current account deficits, poses a
severe threat to the success of the adjustment program; therefore,
the authorities will continue to be heavily dependent on substan-
tial and highly concessional foreign assistance. I am confident,
however, that debt relief from the Paris Club and other bilateral
creditors will be sufficient to cover the envisaged gaps through
1994, at a minimum. The optimistic projections for exports, on
the other hand, should be viewed somewhat skeptically, because of
possible deviations arising from the civil war or international
price fluctuations. I would therefore like to know from the staff
whether the Mozambican authorities are ready to adopt tighter
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adjustment policies--and, more precisely, what policies they would
adopt--if the current account balance worsens unexpectedly, and if
additional support from official creditors is not forthcoming.
Obviously, the future path of growth would be strongly influenced
by those policy choices.

Although the implementation of the program is surrounded by a
high degree of uncertainty, I fully agree with Mr. Monyake that
the strengthened policy measures and structural reforms that
Mozambique has undertaken are courageous and deserve the full
support of the international community. I support the proposed
decisions; in addition, I am happy to say that, pending parlia-
mentary approval, Italy will be able to support Mozambique through
appropriate debt reduction measures.

Mr. de Groote made the following statement:

Mozambique performed exceedingly well during the past three
years, despite the destructive effects of the continuing civil war
on all sectors of the economy and on the social structure. Espe-
cially encouraging in the fiscal sector was the increase in public
revenues; this was indeed a remarkable achievement, given the dif-
ficulty of controlling wage adjustments and modifying organiza-
tional arrangements in periods of social unrest. The average
increase in revenue of 4-5 percent over several years is a remark-
able result in itself, and a most remarkable result for a low-
income, primary commodity exporter like Mozambique.

Those good results are not a cause for complacency, but
rather a basis for further progress. In which direction, however,
should that further progress take place? In the documents before
us, different avenues are presented--changing the exchange rate
system, for instance, or changing the public finance system. One
possibility is that further progress in public finance might lead
to further progress in the exchange rate regime: increasing the
scope of taxation might reduce the level of income, thereby
weakening the demand for imports; this, in turn, would shrink
the parallel market, making it possible for the authorities to
introduce additional measures to speed up the liberalization
process in the external sector.

The staff and Mr. Monyake have produced extremely convincing
documents. One wonders, however, how the staff can justify the
inflation rate projected for 1990. Wage adjustment in the public
sector will be higher than the expected rate of inflation, as will
the increases in prices for manufactured goods, staple commodi-
ties, and utilities. The establishment of secondary markets for
foreign exchange will allow many commodities to enter these
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markets at higher prices. In these circumstances, what kind of
magic trick will enable the prospective rate of inflation to be
implemented?

With respect to the composition of, and expected improvements
in, external Indebtedness, it is significant that more than one
third of Mozambique'’s debt is owed to countries whose economies
are or were centrally planned. Because it is important to know
the exact value of this portion of the debt, it would be very
helpful to know which exchange rates the staff used in making its
calculations. For instance, did they use the prevailing market
rates in the creditor countries?

In assessing Mozambique's future, it is also important to
know what debt strategy those centrally planned economies will
employ. In the arrangements adopted between the Union of Soviet
Socialist Republics and Egypt, about 60 percent of Egypt’s debt
to the Soviet Union has been rescheduled or perhaps even forgiven.
Are any arrangements of that kind envisaged in Mozambique's case?
This is an issue that is rarely raised at the Board; however,
given that one third of its external debt is at stake, such an
outcome would have a decisive influence on Mozambique'’s future,
necessitating a complete revision of the balance of payments
forecast.

I strongly support the proposed decisions. The track record
of Mozambique ensures that this country will continue to progress
in a desirable direction. We should be ready to help the country
not only by providing financing, but also by continuing to provide
appropriate advice and support so that it can make the correct
choices for its future progress.

Mr. Enoch made the following statement:

The staff paper describes clearly the desperate poverty of
Mozambique and the urgent need for economic rehabilitation and
growth. In extremely difficult circumstances, the authorities
have made a determined effort to lay the groundwork for this, with
considerable success. They have made good use of the Fund's
support through the arrangements under the structural adjustment
facility. Prices have been liberalized, reforms have been insti-
tuted in the all-important agricultural sector, and monetary and
fiscal policies have been improved. But this has been only a
beginning, and Mozambique'’'s economy stands in need of continuing
Fund support for growth-oriented adjustment. The proposed first-
year arrangement under the enhanced structural adjustment facility
embodies a useful step-up in objectives, and I can support it.
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I should add that my support comes after considerable thought
about Mozambique’s predicament, its projected external position,
and the balance of the program. Mozambique'’s poverty makes growth
an important priority, and sustained growth cannot be achieved
without an improved macroeconomic framework. However, in the
coming year the fiscal and external balances are expected to
deteriorate, and the dissaving ratio is projected to remain high
throughout the program period. I fully recognize the need for
infrastructure rehabilitation and poverty alleviation, which
Mr. Monyake stressed in his opening statement; however, this makes
it particularly important that government expenditure is allocated
only for the most productive uses--especially since a large part
of the projected higher revenue depends on an expected growth in
economic activity.

In this context, I welcome the plan to improve monitoring of
the investment program and to constrain the growth of current
expenditure. Critical to the latter effort will be the outcome
of the civil service review, which should focus on retaining
key staff while reducing the payroll where possible.

Parastatal reform is also essential, and I urge the
authorities to accelerate their program where possible. Besides
its implications for the budget, reform and divestiture of these
enterprises will help to increase the role of the private sector
in the economy. Given the important position of agriculture in
the revival of growth, this reform process will be particularly
important for the state farms.

Fundamental to the revival of the private sector will be
proper pricing mechanisms for goods, credit, and foreign exchange.
Progress has been made toward achieving positive real interest
rates, and the first steps toward the reform of the financial
sector have been taken. Staff confirmation that subsidized
interest rates are a thing of the past would be welcome. As for
liberalizing goods prices, I urge the authorities to regard the
objectives set out in the program as a minimum. In the manufac-
turing sector, the intentions seem rather limited, and the key
role of the agricultural sector makes proper incentives there a
matter of great urgency.

With respect to foreign exchange, the continuing spread
between the official and parallel market rates is disappointing,
as is the delay in implementing the limited open general licensing
system. The opening of a secondary market is clearly appropriate,
and I welcome both the inclusion of this objective as a condition
for the second disbursement and the coordination of disbursement
amounts to progress in that area.
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The importance of achieving a market rate for the currency is
emphasized by the need for efficient allocation of imports. The
importance of this objective is even more apparent in the depen-
dence of the external position on very rapid export growth.

The staff rightly goes into some detail on the vulnerability
of its baseline scenario. The downside risks to this scenario are
obvious. However, even on the most optimistic of assumptions,
including projections of foreign investment--on which I would be
interested to receive more information from the staff--large
financing gaps remain.

The persistence of these financing gaps raises some funda-
mental questions about the Fund's involvement. Mozambique will
continue to be heavily dependent on further exceptional assistance
that has not yet been committed, and which, given present institu-
tional constraints, cannot be committed. I welcome the staff's
clear exposition of the difficulties in this regard, and the
recognition that financing needs to be addressed on a medium-term
basis. More work certainly needs to be done in this area, and
Mr. de Groote has just identified one interesting and important
aspect of this problem.

I have already said I can support the proposed decisions.
In doing so, I am much reassured by the authorities’ performance
under their structural adjustment arrangements and their meticu-
lous record in meeting obligations to the Fund. Maintaining this
record is undoubtedly a necessary condition for continued Fund
involvement, and I endorse fully the staff'’s emphasis on the need
for prompt implementation of further adjustment in the face of
shocks. I would also draw the authorities’ attention to the
staff’s view that, over the period of the program, policies will
need to be broadened further.

Mr. Igbal made the following statement:

Serious handicaps notwithstanding, Mozambique has shown
determination in implementing the Economic and Social Rehabili-
tation Program with the support of the structural adjustment
arrangements over the past three years. Considerable progress has
been made in addressing the macroeconomic disequilibria and cor-
recting relative prices. Stronger fiscal efforts, changes in
utility rates, price decontrol, exchange rate adjustments, and
trade liberalization have all been very helpful. However,
Mozambique still has a long way to go.

The proposed request for the use of enhanced structural
adjustment facility resources by Mozambique needs to be evaluated
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in the context of the many structural impediments facing the
economy. In particular, the balance of payments is expected to
remain unviable in the foreseeable future, there is a huge
external debt and debt-service burden, and dependence on conces-
sional assistance will remain very heavy. Furthermore, the
magnitude of the reconstruction project is immense, inflationary
pressures are endemic, the standard of living is extremely low,
and the short-run capacity to mobilize domestic resources is
highly circumscribed. Moreover, the beneficial economic effects
of the improved regional security situation remain elusive.

In these circumstances, two issues are of primary importance:
first, the trade-off between domestic adjustment and external
financing; and, second, the adequacy and sequencing of policies
supporting the adjustment strategy. Regarding the first issue, I
am aware that heavy dependence on concessional foreign assistance
and grants will probably be required over a considerable period of
time. It is to be hoped that such assistance will materialize,
and in sufficient quantity, to avoid disruptions to financial
relations with the Fund and other international creditors. More-
over, given the magnitude of the debt and debt-service burden
relative to the country's ability to service such debt, justifica-
tion exists for a substantial reduction of debt in concert with
appropriate domestic adjustment.

However, a shortfall in the required inflows would call for a
choice between slowing down the pace of adjustment and substitut-
ing stronger domestic adjustment to compensate for lower financ-
ing. While it may be difficult, at present, to make a firm
determination, the authorities and the staff would need to
carefully weigh the consequences of this choice, especially in
light of the social costs of adjustment in an environment of wide-
spread poverty. In such a situation, how would the staff view the
proposal of an extension of the adjustment period combined with a
more gradual growth path?

The second issue is of more immediate concern. As is amply
emphasized in the summing up by the Committee of the Whole of the
World Bank Executive Directors, progress on structural reforms
has been slow. So far, the authorities have moved adequately to
implement macroeconomic policy changes and contain domestic
demand, thus generating the modest turnaround in the economy.
However, any further recovery will be heavily dependent upon a
timely implementation of structural reforms. As has happened
in other countries, hopes for recovery may fail to materialize
owing to delays in the removal of structural and institutional
barriers. It is therefore essential that the lag in rehabili-
tation and privatization of state enterprises should be quickly
made up, the financial sector reforms accelerated, price controls
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relaxed, and a foundation laid for the diversification of the
export base. It would be helpful to hear what steps the staff
would recommend to strengthen the instruments of monetary policy
and to develop a more competitive financial system.

The macroeconomic program for 1990 seems adequate and, as
Mr. Monyake'’s opening statement indicates, a number of steps have
already been introduced. However, I am a bit uncertain about the
objectives that have been assigned to specific policies. For
example, fiscal policy would be expected to generate additional
savings and investment while meeting the larger demands of social
equity. It is also expected that, should there be any slippages
in revenues, additional revenue measures and expenditure reduc-
tions would be introduced. However, it is not clear how such
measures would affect the simultaneous achievement of the twin
objectives of growth and social equity.

Similarly, the program target of cutting the rate of infla-
tion by nearly one half in 1990 might be difficult to meet if it
is to be achieved solely through monetary restraint. As
Mr. de Groote has implied, the movement toward a free secondary
market in the metical would lead to an undetermined level of
depreciation and thus have an inflationary effect. Additional
monetary restraints would have to be carefully managed so as
to avoid contraction., Should the inflation rate be higher than
assumed, correction of interest rates would then become inevit-
able. Care would also have to be taken to ensure that a vicious
circle of inflation and exchange rate changes does not develop.

Another uncertainty arises from the interpretation of the
program’s call to strengthen incentives. It is not clear how
these incentives would be financed and what the consequent income
redistribution effects would be. '

I support the proposed decisions.

Mr. Cirelli made the following statement:

Years of poor economic performance in Mozambique have been
followed by an attempt to address the very difficult economic
situation. The country is now at a crucial juncture in its
adjustment process, and the request for arrangements under the
enhanced structural adjustment facility is consistent with the
urgent need to strengthen the progress that has already been
achieved under the previous structural adjustment facility.

As underscored in Mr. Monyake'’'s opening statement, the
authorities have remained committed to implementing macroeconomic
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or unfavorable events of the projections contained in the baseline
scenario shows that the authorities cannot afford any slippages.
In any event, there is no other alternative than to strengthen the
adjustment process.

I join with the staff and Mr. Monyake in saying that, at this
crucial stage of adjustment, Mozambique deserves the support of
the international financial community. Because the most important
consideration at this point is to maintain the momentum of the
program, we support the proposed decisions.

Mr. Noonan made the following statement:

The Mozambican authorities are to be commended on the
successful completion of the Economic and Social Rehabilitation
Program begun in 1987, which was implemented with the assistance
of arrangements under the structural adjustment facility. The
main objectives of the program were largely achieved, as virtually
all performance criteria and quantitative benchmarks under the
arrangements were met. The authorities are now looking to con-
tinue and to strengthen the adjustment process within the frame-
work of the enhanced structural adjustment facility. We recognize
that the successful completion of the structural adjustment
arrangements has greatly enhanced the authorities’ ability to
implement an enhanced structural adjustment arrangement. Indeed,
it is encouraging to note that, as a sign of their commitment, the
authorities have already provided an essential ingredient of an
enhanced structural adjustment arrangement by taking prior policy
actions,

Despite recent improvements, Mozambique’s economy still faces
many difficult problems. One pressing concern is the extent of
serious poverty. A major obstacle to the alleviation of this
problem is the ongoing security situation; we agree with the
authorities that a resolution of this issue is the key to easing
many of the constraints on Mozambique'’s development prospects.

Any serious attempt to raise living standards appears to
warrant an even faster pace of economic growth than is contem-
plated at present. We believe that, because this faster growth
rate depends on a much higher level of participation by the pri-
vate sector, an intensification of the authorities’ efforts to
create conditions conducive to the growth of that sector is
necessary. While realizing that the country has come a long way,
we believe that more widespread structural reforms would enhance
this process. In this connection, we welcome the measures to
liberalize prices that were announced at the beginning of this
discussion, as well as the authorities’ plans for further price
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liberalization, which would make more readily available those
badly needed goods that are now found only in the parallel market.
We also welcome the authorities’ comprehensive plan of action for
the state enterprises, which provides for privatizing a number of
these concerns. We hope that it will be possible to adhere
strictly to the official timetable for implementing this strategy.

The contribution of financial intermediation to the develop-
ment process should not be underestimated. 1In that context, a
substantial reorganization of the banking system in Mozambique
appears to be long overdue. The recently concluded rationaliza-
tion of the Bank of Mozambique, which will allow it to function
solely as a central bank, is a step in the right direction.
However, this move should be supplemented by the establishment of
a market-related financial system and by an easing of official
involvement in this field.

Given the weakness of the private sector, fiscal policy must
continue to play a leading role in the economy for some time to
come. Consequently, the strengthening in public finances, which
was evident under the structural adjustment arrangement, must be
sustained. The authorities’ announcement of a number of general
improvements in public sector management and in budgeting provides
important reassurance that the required strengthening in public
finances will be sustained. The indications are that the
objectives of fiscal strengthening and consolidation will require
not only a curtailment, but even a reduction in expenditures. On
the revenue side, the authorities are to be commended for having
raised the revenue/GDP ratio by some 10 percentage points over the
past four years. To the extent, however, that some of the recent
revenue growth resulted from exceptional circumstances, further
increases in revenue during the medium term must be expected to be
more modest.

Although the brunt of further fiscal tightening ought to fall
on expenditure, it must be recognized that efforts in this direc-
tion are constrained by the security situation and by the need to
rehabilitate the infrastructure and shield the most vulnerable
segments of the population from the worst effects of poverty.
Moreover, an end to the fighting would encourage a return of the
refugee population from neighboring countries, thereby putting
additional pressure on social expenditure. The need to exercise
very firm control of spending programs, therefore, cannot be
overemphasized. Expenditure must be made more cost-effective and
selective, as exemplified in the targeting of subsidies and anti-
poverty outlays. Over the past two years, the authorities have
been successful in stabilizing subsidies to state enterprises, and
their current plans for divestiture of some enterprises should
reinforce this trend.
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A faster pace of structural reform and a strengthening of
fiscal policy are all the more important for Mozambique because of
the extreme vulnerability of the external sector. First, there is
the huge debt overhang, which, to quote from Mr. Monyake's opening
statement, "continues to overshadow the adjustment effort."
Second, although policies aimed at liberalizing the exchange and
trade regimes should result in some improvements in the exports of
goods and services, the full realization of the benefits of those
policies depends on a resolution of the security problem. Unfor-
tunately, such a resolution cannot be taken for granted. Third,
even if current account earnings and grants were to grow as
planned, the projections for debt cancellation and debt relief
show that large financing gaps would still remain through 1996.

It is clear, therefore, that even with the support of enhanced
structural adjustment facility resources, Mozambique will not

achieve external viability in the foreseeable future. Use of

such resources, however, would undoubtedly improve the longer-
term outlook significantly.

The implications of this case pose a number of difficult
questions for the Fund, in light of its policy on financing
assurances and the preventative component of its new arrears
strategy. However, there appears to be some grounds for an
expectation that the financing gaps will be bridged through a
combination of concessional loans, debt rescheduling, and debt
cancellation. Moreover, the staff paper notes that specific
financing assurances covering the maturity period of Fund
obligations will be available before a request for a second
enhanced structural adjustment arrangement is made. In these
circumstances, we are prepared to go along with the request;
however, we wish to underscore the importance of surveillance
in this case, especially in the context of the midterm review.

Mr. Yoshikuni made the following statement:

The Mozambican authorities implemented several important
measures under the three-year structural adjustment arrangement,
including actions to correct relative prices, reform state
enterprises, and assist in fiscal and monetary retrenchment.
Throughout the program period, structural benchmarks were broadly
met, and the macroeconomic conditions showed improvement.

As the staff report rightly points out, however, these gains
are very limited in comparison with the enormous external and
internal imbalances. Although efforts are being made on the
fiscal side, the inflation rate remains unsustainably high. In
addition, the external position is still extremely fragile, as the
current account deficit--even after official transfers--is almost
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30 percent of GDP, and the debt/GDP ratio reached 360 percent at
end-1989. Although there was a gain in economic growth in 1989,
exports fell from the previous year, mainly owing to unfavorable
price developments. The spread between the official and parallel
market rates widened again, partly as a result of the widening
current account deficit. Furthermore, the rate of reduction of
the overall deficit during the program period was rather slow,
and, in the absence of a debt rescheduling agreement, there was

a sizable buildup of external arrears in 1989.

Against this background, the authorities have requested the
Fund'’'s support for their new economic program. Looking at the
program, we note that further adjustment measures in a wide range
of policy areas are envisaged, as well as the rehabilitation of
the economy through poverty alleviation. The widening of the
expenditure coverage 1s critically important, in order to pursue
comprehensive fiscal adjustment as well as effective demand
management. In addition, the reform of the exchange system can
be seen as a step toward a more market-oriented and competitive
exchange system. However, the achievement of macroeconomic
targets hinges critically on an improvement in the security
situation. This is particularly true in the external sector,
where the difficult security situation has been one of the major
constraints on export growth.

Turning to the financing of the program, we face an extremely
difficult situation. With the unmanageably heavy debt overhang,
the long-term scenario in Table 8 of the staff paper projects
that large financing gaps will continue until at least the end
of the decade. The gaps projected until 1995 are equivalent to
100 percent of the possible debt relief, defined as 100 percent of
the reschedulable debt to Paris Club creditors, OPEC, and other
countries, plus amortization arising from the existing Paris Club
rescheduling agreements. Although the ratio of the financing gap
to possible debt relief is projected to decline at the beginning
of the second half of the decade, it will sharply increase again
toward the end of the 1990s. Sizable repayments to the Fund will
become due in the second half of the decade.

In view of the monetary character of this institution, it is
our consideration that the repayment capacity of a borrower should
be given the highest priority. In this regard, the difficult
financial situation of Mozambique needs careful assessment. The
following points need to be considered. First, according to the
operational guidelines of the enhanced structural adjustment
facility, it is a minimum requirement for approval that the
financing gap for the first year of the proposed program should
be closed. However, although this year’'s gap is expected to be
covered through debt relief measures, we are not sure about the
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specifics of such measures. The staff may wish to elaborate on
the current status of negotiations with each of the creditors.

Second, financing assurances for subsequent years seem much
weaker; because possible debt relief does not exceed the financ-
ing gaps in those years, any failure in negotiations will lead
directly to financing shortages.

Third, as the staff report rightly points out, there is
a serious downside risk in the projections. Any failure in
achieving the current account targets will generate residual
financing gaps that will significantly worsen the financing
situation in the following years. Although the staff empha-
sizes the authorities’ willingness to take additional measures
to contain imports in the event of a large decline in exports, we
doubt that the strong adjustment process already envisaged for
that period would leave sufficient room for actions to offset that
decline successfully.

With respect to long-term financing prospects, the staff
expects that financing assurances from bilateral creditors and
donors will be secured throughout the period of repayment to the
Fund. However, there seems to be no way to guarantee that appro-
priate policies will be continued after the completion of the
enhanced structural adjustment arrangements. Future policy
deviations could widen the financing gaps, thus calling into
question Mozambique's capacity to repay the Fund.

In sum, although the program envisages strong adjustment
policies, financing assurance is critically weak because of the
high degree of uncertainty surrounding both the basic current
account assumptions and the mobilization of necessary finances.
The staff and management were charged with coming to a decision
in this very difficult situation; however, in view of the dif-
ficulties described above, we have reached the conclusion, after
lengthy consideration, that we cannot support the proposed
decision.

Mr. Dawson made the following statement:

Mozambique’s progress in implementing its structural
adjustment program continues to be impressive. Despite a very
difficult internal situation, Mozambique has performed well under
its structural adjustment arrangements over the past three years
and has made substantial progress in transforming its economic
system from a command economy to a free-market one.
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Nevertheless, the request for a three-year enhanced struc-
tural adjustment arrangement raises some difficult issues for the
Fund and its members. On the one hand, as a strong performer with
a pressing balance of payments need, Mozambique is the kind of
country that the Fund must stand ready to assist in every appro-
priate way. On the other hand, Mozambique'’'s internal and external
imbalances are so large, and its reconstruction needs so great,
that the prospect of external viability is quite distant, at best.
In fact, the current budget deficit and the external current
account deficit as shares of GDP are projected to worsen in the
first years of the program. Moreover, it is not the Fund’s normal
practice to use the first-year arrangement to identify financing
for the remainder of the program.

Given Mozambique'’s circumstances, however, there has to be an
appropriate balance between the requirements of reconstruction and
the requirements of adjustment, and it is difficult to see how the
desired adjustment can occur without rehabilitating basic infra-
structure and making some minimum provisions for a social safety
net. In our view, the proposed program strikes a realistic
balance between these two necessities.

On the fiscal side, Mozambique performed well in 1989, with
the current budget deficit and the overall budget deficit below
target, both before and after grants. Although there were over-
runs on recurrent expenditure, these were more than compensated
for by higher than expected domestic revenues. For 1990, com-
pliance with the program’s fiscal targets will clearly depend
in large part on an improvement in the security situation; the
growth in military expenditure is projected to be cut in half,
and revenue projections are based on an assumption of higher GDP
growth. Even under favorable assumptions about the security
situation, there will be a pause in the consolidation of the
fiscal deficit, owing in large part to increased social spending.

In this rather fluid situation, there are greater than normal
risks of expenditure overruns and revenue shortfalls and, thus, a
particularly strong need to exercise firm expenditure control. In
this connection, it will be important to ensure, for example, that
the wage bill is contained; that food subsidies and income supple-
ments are appropriately targeted; that subsidies to public sector
enterprises are kept to a minimum; and that the enterprise reform
program moves ahead as quickly as possible. Given Mozambique's
limited resources, we welcome the decision to focus the investment
program on the rehabilitation of existing infrastructure, rather
than on new projects. At the same time, we hope that a medium-
term investment program, identifying Mozambique’s investment
priorities within the context of its available resources, will
be finalized shortly.
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Despite this year’s pause in the consolidation of the budget
deficit, we hope that the authorities will not lose sight of the
need to mobilize and use an increasing amount of domestic
resources in a manner that will generate sufficient revenue to
permit a reduction in the reliance on extraordinary external
financing in the future. One tool in mobilizing domestic
resources is interest rate policy. 1In this connection, I note
that interest rates have remained substantially negative in real
terms over the past year. However, the program calls for a sharp
deceleration in the inflation rate in 1990, which, if attained,
could result in positive real interest rates this year. Given the
need to mobilize domestic resources and to control credit expan-
sion, I would like to know how nominal interest rates stand in
relation to the inflation rate, following the March 1990 interest
rate adjustments and the consumer price developments during the
year.

By and large, Mozambique’'s medium and long-term adjustment
needs are well served by the structural measures included in the
program. Of particular importance, both on efficiency and
competitiveness grounds, is the plan to move toward a unified
equilibrium exchange rate. We strongly support Mozambique's
flexible exchange rate policy and welcome the substantial exchange
rate adjustments that have occurred thus far. We expect that
continued adjustments will be made, in keeping with the authori-
ties’' commitment under the proposed program. We welcome plans
to open a secondary exchange market later this year and hope the
authorities will rapidly expand its coverage. On this basis, we
can support the granting of temporary approval for this multiple
currency practice. Other structural reforms, including improve-
ments in the budget process, the restructuring of the central
bank, public enterprise reform, and price decontrol should help
improve macroeconomic management, resource allocation, and
production incentives. 1 would note, however, that the perfor-
mance criterion on price decontrol of manufactured goods covers
what appear to be rather curious product groups: fruit preserves,
cosmetics, and sweets. It would be interesting to know how these
were chosen and whether their decontrol will have a significant
impact on price signals in the manufacturing sector as a whole.

As other Directors have noted, even under the most favorable
assumptions about policy performance and the security situation,
large amounts of as yet unidentified external assistance will be
required to finance the proposed program. We hope that it will
be possible to obtain specific assurances on the availability of
financing before the request for the second-year arrangement under
the enhanced structural adjustment facility is presented to the
Board. 1In this connection, we expect that thorough consultations
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will soon take place with the Paris Club on financing assumptions
related to official debt rescheduling.

In these circumstances, it is essential that the reform
effort continue to be broadened and intensified to give donors
confidence that these resources will be used prudently and
effectively. So far, the Mozambican authorities have sent a
strong signal about their commitment to reform. We would
therefore like to join others in commending their efforts and
supporting the proposed decisions.

Mr. Goos made the following statement:

I join other speakers in acknowledging the efforts made by
the Mozambican authorities under the structural adjustment
arrangements, but I am somewhat surprised that many speakers have
praised the authorities for their achievements during that period.
On that point, I agree with the Executive Directors of the World
Bank, who have expressed severe concern about the lack of progress
in macroeconomic adjustment over the past three years; in fact,
the tables presented in the staff paper indicate that the macro-
economic imbalances are greater now than at the beginning of the
Economic and Social Recovery Program.

The serious deterioration in domestic savings and in the
inflation rate exemplifies this concern. Prior to the initia-
tion of the recovery program, the domestic savings rate was
1.1 percent; after three years of strong Fund-supported adjust-
ment, the rate has plummeted to -18.5 percent. Unless I have
misread the data, therefore, I can see little evidence of a strong
adjustment process at work.

One could make the argument that the performance under the
1989 structural adjustment arrangement largely surpassed the
objectives that had been set, but this outcome is probably more
of a testament to the weakness of the structural adjustment
arrangement--particularly in the area of macroeconomic adjust-
ment--than to the strength of the adjustment effort. Unfortu-
nately, despite the agreement reached to introduce additional,
commendable structural reform measures, the outlook in 1990 is
for further weakening in crucial financlal areas, particularly
the external current account balance and fiscal savings. Even
the one positive development in the economy--namely, the inflation
performance--has come under considerable doubt; as Mr. de Groote
has said, it will probably take a magic trick to achieve the
inflation target.
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All in all, I am not convince
this year meets the conditionality requirements of the enhanced
structural adjustment facility. 1In this connection, I also agree
with some of the previous speakers that some of the assumptions,
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ity. On the contrary, as the staff’'s medium-term scenario
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assumptions could produce a situation even worse than that
existing today. As most speakers have noted, these concerns are

reinforced by the absence of financing assurances for the coming
years--a feature that is difficult to reconcile with established
Fund policies.

The staff paper has mentioned as an alternative that, instead
of closing the external financing gap through direct contribution
or debt relief, Mozambique could rely on a rescheduling agreement
with the Paris Club creditors. However, this action would be
inconsistent with prevailing Fund policies, insofar as continued
financial assistance from the Fund and, hence, prolonged use of
Fund resources would be implied. Moreover, in this context, a
clear assessment by the staff of Mozambique’s ability to repay the
Fund was lacking. These considerations point to the conclusion
that a strict interpretation of existing Fund policies would not
allow approval of the program before us.

These serious reservations notwithstanding, I do not wish to
withhold my support, in view of the willingness of the large
majority of the previous speakers to support the request. In
doing so, I recognize the country’s good track record in imple-
menting the previous structural adjustment arrangements and, to
some extent, the precarious overall situation, although the latter
has never, to my knowledge, been a criterion for access to Fund
resources. My support also rests on the expectation that this
will remain an isolated case. Accordingly, I would urge that the
Fund should steer clear of financial involvement in countries like
Mozambique, which are facing economic and financial problems of a
developmental nature; these countries should be referred to aid
agencies like the World Bank for financial assistance, pending a
Board review of the Fund's structural adjustment and enhanced
structural adjustment guidelines. If there is no tangible prog-
ress toward macroeconomic adjustment in a country--regardless of
the special circumstances that might obtain--the Fund cannot and
must not compromise the fundamental principle of its policies.

Mr. Dai said that the Mozambican authorities were to be commended for

their successful implementation of three annual arrangements under the
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Progress had been significant, given the difficult circumstances

obtaining in Mozambique, Mr. Dai continued. As Mr. Monyake had observed in
his opening statement, because of the deep-seated structural pro blems and
widespread poverty, economic and financial viability could be achiev in

the long term only through a strategy focused on higher rates of growth in
production and exports. The staff had also rightly emphasized that substan-
tial external assistance and strong support from the international community
would be crucial for the recovery and rehabllltatlon of the economy in the
years to come. In that context, therefore, he supported the proposed

decisions.

It was encouraging to note that the authorities had decided to
demonstrate the seriousness of their commitment by intensifying their
adjustment efforts, Mr. Dai remarked. The authorities would continue to
pursue a prudent fiscal policy in 1990, emphasizing revenue mobilization
and containment of current expenditure growth. The Government's efforts to
convert the budget into a more effective instrument of fiscal policy would
be of great importance in ensuring the success of the 1990-92 program, as
structural reform in that area would promote efficiency in public spending,
strengthen public sector management, and emhance the monitoring and control
of government operations.

On the monetary side, the authorities’ strong commitment to a reform
effort in the financial sector was welcome, Mr. Dai said. Particularly
praiseworthy in that respect was the intention to split the central and
commercial banking functions within the Bank of Mozambique into two separate
institutions. That reform would be crucial for improving the efficiency of
banking operations and controlling credit, thus ensuring the effectiveness
of monetary policy.

Mr. Gronn made the following statement:

Like other speakers, I commend the authorities for the
continued adjustment policies followed in difficult circumstances
over the past three years under the structural adjustment
arrangements. Fiscal and monetary policies have improved, and
growth has recovered. Although the main objectives of the program
have been achieved, the external position, as the staff points
out, is still very weak. Indeed, the continuing deterioration
in the current account balance in 1990 gives rise to concern.
Therefore, I welcome the commitment to implement a necessarily
deeper and more ambitious process of reform.
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Further progress for the Mozambican economy rests on some
fundamental assumptions. First, an improved domestic security
situation is imperative for rapid growth and export expansion,
and, although, as the staff indicates, there is a likelihood that
the security constraints will be eased, the situation remains
uncertain.

Second, due attention should be given to reducing the
constraints on output growth. Because policy implementation may
be hampered by limitations on the authorities’ institutional
capacity, there is an increased need to intensify structural
reforms in the areas of budget procedures, accounting, and
organization, and to strengthen measures to improve education and
training. In addition, measures to alleviate poverty are crucial
to gaining popular support for the implementation of the necessary
reform policies. Therefore, I welcome such measures, including,
inter alia, the targeting of food subsidies.

Furthermore, the private sector in Mozambique is very small.
A key to future growth will be the fluorishing of local entrepre-
neurs, in conjunction with the development of foreign private
investment. Accordingly, privatization and reform of the enter-
prise sector are of particular importance, and incentives to
promote private sector growth should be encouraged. Furthermore,
in order that the proper signals for decision making might be
sent, the freeing of prices needs to be expedited. Information
regarding current developments in pricing measures is therefore
welcome.

To help the economic machinery function better, public
investment should focus on improving the country’s infrastructure.
An efficient financial system is also essential for the economy to
run smoothly, and the measures taken in this area are welcome.
Moreover, 1 agree with the staff that the institutional separa-
tion of the central bank and commercial functions of the Bank of
Mozambique should be carried out as rapidly as possible.

With respect to the external sector, the staff projects very
rapid export growth in the years ahead. This cannot be achieved
unless the exchange rate is set at an appropriate level. However,
it is noteworthy and worrying that the trade deficit is expected
to increase in absolute terms; through the mid-1990s the projected
increase in imports will be more than double the expected increase
in exports.

The Mozambican economy--especially the balance of payments--
is expected to be extremely dependent on further growth in foreign
grants and on additional debt relief. These projected increases
in foreign grants seem optimistic, however; a comment from the



EBM/90/86 - 6/1/90 - 36 -

staff on the realism of these projections would be appreciated,
keeping in mind possible reductions in aid from countries with
planned economies, past or present.

In December 1989, this chair stated that it was most
important that Mozambique's imports be financed solely by current
earnings and grants, and that the authorities should, if possible,
avoid contracting new loans. We also expressed some concern over
Mozambique'’s capacity to repay the Fund in the future. In addi-
tion, the still unsettled security situation places a downside
risk on export growth. Consequently, we feel that, in order to
reduce macroeconomic imbalances, the authorities must be prepared
to implement additional policy measures in the event of negative
developments.

Despite the current absence of financing assurances and the
concern that I have about Mozambique's repayment capacity, I can,
albeit with some hesitation, go along with the proposed decisions.

Mr. Fernando made the following statement:

Like Mr. Goos, I am struck by the apparent contradiction
between, on the one hand, the general impression given in the
staff papers that Mozambique's macroeconomic performance under the
structural adjustment arrangements over the past three years was
generally satisfactory, and, on the other, the concern expressed
by Executive Directors of the World Bank about the worsening of
macroeconomic imbalances over the same period. The staff papers,
including the policy framework paper, emphasize those sectors of
the macroeconomic environment--domestic credit, budget deficit,
growth, and inflation--where progress has been made since 1987,
Moreover, the policy framework paper has presumably been prepared
by the authorities in close consultation with the staffs of both
the Bank and the Fund. In these circumstances, then, it is puz-
zling that the Executive Directors of the World Bank have come
to the conclusion that the macroeconomic situation has worsened.
The answer might lie in the fact that, although, as Mr. Goos has
pointed out, there has been considerable improvement in some areas
over the past three years, the macroeconomic imbalances remain
large. Perhaps the staff or the representative from the World
Bank could shed some light on this question.

We also note the very difficult balance of payments
situation, the financing gaps, and the debt burden, which, at
360 percent of GDP, must be reduced to a tolerable level. 1In
this context, we wonder to what extent the easing of the
bottlenecks affecting the absorption of aid--principally, the
civil disturbances--could contribute to reducing the financing
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gaps. Is the magnitude of the undisbursed credits and grants
enough to make a significant impact on the balance of payments?
This question is particularly relevant in light of the need to
upgrade and reconstruct the infrastructure.

In addition, we would like further information on how the
140 percent access limit for Mozambique’s use of Fund resources
under the enhanced structural adjustment facility was determined.
We are aware that the /0 percent access limit granted to the
authorities for use of resources under the structural adjustment
facility would have had some bearing on the decision; however, it
would be helpful to know what other considerations, if any, played
a part.

Fundamental questions have been raised about Mozambique'’s
ability to repay the Fund. However, we believe that the record
established by the authorities with respect to their financial and
other obligations to the Fund is important enough to outweilgh
other matters. We also believe that continued Fund involvement in
the country is necessary; assistance from the World Bank should be
seen as complementary to the arrangements entered into by the Fund
and Mozambique, which have put a premium on the restoration of
macroeconomic balances.

Mr. Obame said that he agreed with the comments made by previous
Directors. In particular, the Mozambican authorities should be commended
for the efforts made over the past three years under the structural
adjustment arrangements to reform and rehabilitate their economy in the face
of an environment characterized by security problems. However, and despite
those efforts, it was quite clear that the adjustment process needed to be
pursued even more strongly, in order to reduce the macroeconomic imbalances
still facing the country, to lay the foundations for sustainable economic
growth over the medium term, and to alleviate poverty. In that context, the
1990-92 adjustment program, for which the authorities were requesting the
Fund’s support under the enhanced structural adjustment facility, should
help to achieve those objectives, if fully implemented with adequate and
timely external financial assistance from the international community.
Therefore, he supported the proposed decisions.

Mr. Fayyad stated that he was in broad agreement with the staff
appraisal contained in the paper on Mozambique’'s request for arrangements
under the enhanced structural adjustment facility. He supported the
proposed decisions.

Table 10 of the staff paper, entitled "External Debt by Lender,"
included a country-by-country breakdown of the amount owed to OECD
countries, Mr. Fayyad continued. However, no such breakdown was provided
for other countries, including OPEC members. It would be appreciated if
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a breakdown of the amount owed by Mozambique to individual OPEC countries
could be provided. Furthermore, as Mr. Finaish had suggested, it would
be helpful if such breakdowns could be provided in staff papers on a
regular basis, assuming that the data were available and the amounts were
significant.

The staff representative from the African Department noted that
Mozambique's pace of adjustment during the period of the structural
adjustment arrangements was an important issue. Some Directors, on the
basis of certain indicators, had suggested that financial imbalances had
widened and the economic situation had worsened since 1987. However,
some of those indicators had been strongly affected by the exchange rate
devaluations that had occurred between 1987 and 1990. For instance, the
changes in the exchange rate since end-1986 had been a factor in the
widening of the current account deficit during the following three years.
Correspondingly, the ratio of investment to GDP had risen, largely because
of an increase in the numerator--investment--that had reflected the
valuation of imported investment goods at a depreciating exchange rate.

Those indicators, however, should not be used as benchmarks for judging
the program results, the staff representative continued. On balance, the
indicators that had not been affected by exchange rate changes and had
therefore been under the control of the authorities had improved signif-
icantly during the previous three years. The ratio of the current budget
deficit to GDP had moved from a relatively large 12 percent in 1986 to a
near equilibrium 1.4 percent in 1989. Admittedly, some slippage had
occurred in 1990, owing chiefly to a justifiable decision by the Government
to introduce a social safety net that would absorb 1 1/2 percent of GDP,
and to the increase in interest rates. However, that seeming increase was
actually a reduction, if one put on a comparable basis the deficit--as
calculated under the broader budget coverage introduced in 1990--and the
investment data for that year. 1In any event, the 1990-92 program called
for further strong improvement in the current deficit.

Recourse of the budget to monetary financing had been a very important
indicator of the imbalances that had existed prior to the beginning of the
structural adjustment arrangements in 1987, the staff representative from
the African Department observed. However, the relatively high ratio of both
public and total investment to GDP in Mozambique reflected to a large extent
the strong support of the international community--mainly in the form of
grants but also including loans--for the rehabilitation effort. Insofar as
those funds were received on a concessional basis and used in accordance
with World Bank guidelines, they should not be viewed in too negative a
light. Nonetheless, the authorities had agreed that the investment ratio
should decline during 1990-92.

Mr. Goos said that, from the staff’s presentation, one would guess that
the success of the structural adjustment arrangement had been due to its
mobilization of additional external financing. The fact remained, however,
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that the underlying imbalances had substantially increased over the past
three years. In addition to the domestic savings performance, one could
cite as an example the widening of the current account deficit before
external grants: although the staff had attributed that movement to
exchange rate actions, one wondered to what extent it had been affected by
the interest rate policy that had produced highly negative rates in real
terms over the past three years. Furthermore, the negative real interest

PO

responsible for Mozambique's high inflation rate and poor capital account
performance.

The foregoing statements should not be taken to imply that the authori-
ties had not made strenuous efforts in very difficult circumstances,
Mr. Goos continued. However, those efforts--and the results--only confirmed
his view that Mozambique'’s problems should be solved by the aid agencies.

The staff representative from the African Department remarked that,
with respect to economic indicators, the revenue/GDP ratio--a measure of
the Government's ability to mobilize tax revenues--had performed well,
increasing from 13 percent in 1986 to 23 percent in 1989. However, the
phenomenon of negative real interest rates certainly needed to be eliminated
under the enhanced structural adjustment arrangement. Deposit rates had
increased from 18 percent to 24 percent since the beginning of the year; on
the basis of provisional data, they were currently positive in real terms.
Moreover, the minimum lending rate for agricultural operations was about
17 percent, and the maximum lending rate--for commercial and industrial
operations--exceeded 30 percent.

With respect to price inflation in the first half of 1990, the staff
representative continued, the discontinuation of administered prices in
March and April had caused a temporary increase; subsequently, prices had
stabilized. 1t was somewhat premature to make estimations on the basis of
the available data, but all indications were that the rate of inflation was
on target for the half year.

The projected rate of inflation for 1990 was fully justifiable, the
staff representative remarked. The wage adjustment of 16 percent would be
lower than the projected inflation rate of 18 percent. Moreover, past
experience indicated that the introduction of a secondary market would
essentially provide a more flexible channel for the purchase of foreign
exchange and should not have inflationary consequences. Most of the
imports would continue to be bought at the official exchange rate.

The adjustment of the official exchange rate that the authorities had
approved for 1990 was in line with the projected rate of inflation, the
staff representative continued. It was expected that a series of small
adjustments would result in a real depreciation of 8-10 percent and a nomi-
nal depreciation of about 20 percent for the year; however, a quarterly
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review of exchange rate movements would provide an opportunity for further
adjustment of exchange and interest rates, if necessary.

In choosing certain industries as the first candidates for price
liberalization in Mozambique, the authorities’ objective had been to select
manufactured products for which competition already existed, the staff
representative observed. To the extent that the industrial sector became
more diversified, the authorities were ready to increase the pace and scope
of price liberalization.

Mozambique's debt to the centrally planned economies, the staff repre-
sentative noted, amounted to approximately $1.2 billion, most of which was
owed to the Union of Soviet Socialist Republics. Rescheduling and refinanc-
ing that debt would obviously be an important element of the overall financ-
ing package. 1In that context, the staff had learned that the Union of
Soviet Socialist Republics was in the process of granting Mozambique debt
relief in 1990 on very favorable terms: moratorium interest payments had
been postponed, and cancellation of a substantial part of the debt was under
discussion.

Because debt negotiations with the Union of Soviet Socialist Republics
were on a year-by-year basis, the medium-term prospects for debt reduction
were still uncertain, the staff representative continued. Accordingly, the
staff had been relatively prudent in making its medium-term debt-servicing
projections: it had assumed--perhaps too conservatively--that the morato-
rium interest portion of the debt would be paid in full each year.

The possibility that the medium-term projections for exports might not
materialize had been discussed at length with the authorities, the staff
representative stated. The authorities realized that adjustment might need
to be stronger in the event of a shortfall on the export side. In that
situation, measures to contain the growth of imports--which would have a
negative effect on GDP growth--could be introduced.

With respect to possible medium-term shortfalls in grants and loans,
the staff representative remarked, it was important to remember that grants
and loans were linked to imports. If the inflow of foreign funds were less
than projected, the growth rate of imports would decline, with no effect on
the financing gap.

The authorities felt that, in the area of fiscal policy, there was room
to increase tax revenues without worsening the plight of the poorest seg-
ments of the population, the staff representative observed. In the context
of Mozambique's current stage of development, the turnover tax had provided
relatively good tax coverage; however, the recent Fund technical assistance
mission had concluded that the adoption of a generalized sales tax was still
a viable option. In addition, custom tariff reforms were under way; beyond
that, the authorities were aware that a large number of imports were still
outside the tax system.
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Data on foreign investment in Mozambique were not very comprehensive,
the staff representative from the African Department noted. However, the
authorities were relatively optimistic that large inflows of foreign invest-
ment in coming years would boost the country’s reconstruction efforts.
Measures to tax profits and regulate foreign exchange remittances were rela-
tively liberal, and neighboring countries had expressed interest in invest-
ing in the tourist sector and, to a lesser extent, the textile industry.

The staff representative from the Exchange and Trade Relations
Department said that, with respect to the general topic of bilateral debt
obligations, the staff would attempt to provide more extensive coverage in
future staff papers. As to Mozambique in particular, the staff would be
glad to share whatever additional information that it had with interested
Executive Directors on a more informal basis.

The point had been raised, the staff representative noted, that because
Mozambique'’'s problems were developmental in nature, its solutions should
perhaps have been sought with the help of international aid agencies.
However, as most Directors had noted, the macroeconomic policy framework in
Mozambique needed strengthening, especially in areas such as interest rates
and public finances. Furthermore, the difficult issue of financing could
not be disregarded. Mozambique's financing problems were not simply project
related; rather, they were strongly affected by the weakness of the avail-
able macroeconomic instruments. In fact, Mozambique'’s development needs
should properly be seen in the larger macroeconomic framework.

In general, if it were clear that there were no macroeconomic problems
and related financing needs to address, it could be argued that the Fund did
not have a financing role, the staff representative from the Exchange and
Trade Relations Department observed. However, in a case like Mozambique's,
which demanded the resolution of macroeconomic and related financing issues,
the Fund needed to be active on both fronts.

Mr. Goos said that, although he agreed with the points made by the
staff representative from the Exchange and Trade Relations Department, he
was still unconvinced of the validity of a financing role for the Fund in
the current circumstances. In an ideal situation, the Fund would help to
design and ratify the macroeconomic framework but would leave the financing
to other creditors, including bilateral and multilateral institutions. The
situation in Mozambique was further complicated by the uncertain status of
the debt rescheduling agreements; until relations between the Government and
its creditors and prospective donors had stabilized, Fund financial involve-
ment would therefore be risky.

Criteria for Fund lending, including, inter alia, medium-term viability
and assurance that the balance of payments gap would be closed, had already
been established, Mr. Goos continued. Under the existing rules, failure to
satisfy those criteria would seem to leave no room for Fund involvement.



EBM/90/86 - 6/1/90 - 42 -

Mr. Fernando remarked that, in the circumstances, continued Fund
involvement in Mozambique was justified. 1In addition to helping to correct
macroeconomic imbalances, the Fund could play an important role in support-
ing the Government's steps to reduce the crippling debt burden, including
the negotiations to buy back part of its debt from commercial banks.

The staff representative from the Exchange and Trade Relatiomns
Department said that the staff had considered a number of factors in eval-
uating the relationship between Mozambique’s ability to repay the Fund and
its request for assistance. First, it had seemed important to encourage the
authorities to adopt a framework of corrective policies with strict adher-
ence to the program’'s benchmarks. Furthermore, it was thought that, by
endorsing the program, the Fund could act as a catalyst for donor assis-
tance; withholding financial support could weaken or remove the incentives
that allowed the authorities to maintain a credible policy framework.
Mozambique's performance under the first-year enhanced structural adjustment
arrangement would therefore afford a good opportunity to mot only judge its
success in implementing policy objectives, but also to assess its progress
in securing financing through 1992.

The staff paper was candid in acknowledging that, at present,
Mozambique could not guarantee that it could fully repay the Fund, the staff
representative continued. However, because of the exceptionally difficult
financial circumstances, the recommendation had been made to give the
Government one year to work with donors in resolving the medium-term financ-
ing problems.

The expected pace of policy reform during the program period and the
authorities’ financing needs had influenced the staff to recommend access to
140 percent of quota under the enhanced structural adjustment facility, the
staff representative said. The average access in similar cases had been
about 150 percent of quota, but the uncertainty surrounding the medium-term
scenario had been a factor in choosing the lower ratio. As a result, the
ratio of Mozambique'’s debt service to the Fund to its total debt service
during the maturity period of Fund obligations would be kept at an average
of about 5.5 percent. The catalytic nature of the Fund's role was further
underscored by the fact that only 4-5 percent of Mozambique's gross financ-
ing needs during the period would be supplied by the Fund.

The lower access ratio should also not be interpreted as a sign of the
Fund's desire to withdraw from Mozambique, the staff representative from the
Exchange and Trade Relations Department concluded. It was hoped that with
the help of Fund financing, Mozambique would be able to catalyze aid flows
on a direct basis for viable projects and developmental needs. Ultimately,
the country would reach the point where it was no longer dependent on the
Fund's assistance.

Mr. Monyake said that, despite the obvious severity of the problems
facing the country, the authorities were determined to avoid slippages in
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the program. Nevertheless, in the event of a shortfall in export earnings--

or any other slippage--the authorities intended to tighten adjustment poli-
cies even further.

It had been suggested by Mr. Enoch
be given to the productive sectors, Mr.
agreed with that strategy in principle;
that time to satisfy simultaneously the infrastructure and production needs
of the economy. Nevertheless, it was undeniable that sustainable growth
should be achieved as quickly as possible.

that priority in expenditures should
Monyake continued. The authorities
however, it was very difficult at

The cost of the eventual resettlement of the refugees in Mozambique
might not be as expensive as one might think, Mr. Monyake suggested. Except

for those that might have fled through
of the refugees were living in refugee
border between Malawi and Mozambique.

drain on the resources of Malawi, but,
proximity of the refugees to their old

the jungles into South Africa, most
camps along the road that formed the
Those huge settlements were a great
from Mozambique's viewpoint, the
homes might significantly lessen

the repatriation costs. In fact, voluntary repatriation programs had been
successful thus far in relocating refugees at rather minimal expense.

In other developing countries, expenditures had tended to increase
rapidly after the replacement of the colonial governments, Mr. Monyake
observed. However, despite the growing population, budget expenditures had
been reduced in Mozambique by four fifths since the authorities had assumed
power. Analyzing the current budget against that historical background, it
was clear that, although a close monitoring of expenditures was needed, the
amount of fat that could be trimmed from the budget was very small.

The Acting Chairman said that Mr. Monyake's reference to the refugee
camps on the Malawi-Mozambique border was a reminder that the Mozambican
authorities’ efforts were taking place in a regional context. The risks
under the proposed arrangement were very high, as the staff paper had made
explicit; however, if the country could sustain its progress toward eco-
nomic reform and macroeconomic stability, the potential gains not only for
Mozambique but also for the neighboring countries in the region would be
substantial.

Perhaps an informal meeting of management and Executive Directors could
be arranged to discuss the extent to which the Fund should involve itself in
cases like Mozambique's, the Acting Chairman continued. Before the Fund
took a decision to refuse to take the admittedly risky step of supporting
a program like that of Mozambique, the repercussions would have to be con-
sidered. 1t might not be realistic, for example, to discuss the Fund's
potential role as a designer of macroeconomic programs supported by other
organizations unless changes in the lending practices of those other
organizations, including the World Bank, had already taken place.
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As the staff had noted, Mozambique’'s access to Fund resources under the
enhanced structural adjustment facility had deliberately been kept rela-
tively low, the Acting Chairman remarked. In the same vein, the Fund had
announced that it would address the long-term debt problems of Mozambique
within the year. From a systemic viewpoint, that review could encourage
both Paris Club members and non-Paris Club creditors either to approve the
continuation of their annual debt rescheduling discussions with Mozambique
or opt for large-scale debt forgiveness, However, if there were no progress
on that score, the Fund would be faced with the difficult decision in 1991
of whether or not to approve the second arrangement under the enhanced
structural adjustment facility. If that annual arrangement were not
approved, and if other organizations had not changed their lending practices
in the interim, the authorities would be forced to search for an alternative
to the macroeconomic framework that the Fund had historically provided.

The Executive Board then took the following decisions:

Enhanced Structural Adjustment Arrangement

1. The Government of the People’s Republic of Mozambique
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
the People’'s Republic of Mozambique set forth in EBD/90/130.

3. The Fund approves the arrangements set forth in
EBS/90/86, Supplement 1.

Decision No. 9448-(90/86), adopted
June 1, 1990

Exchange System

The authorities of the People'’'s Republic of Mozambique have
consulted with the Fund on the future introduction of a multiple
currency practice arising from the operation of a temporary
secondary exchange market to be established by end-October 1990,
as part of the People’s Republic of Mozambique's economic and
financial program for 1990/91. The Fund grants approval for the
introduction and retention of that multiple currency practice, as
described in EBS/90/86, until February 28, 1991 or the next
Article IV consultation, whichever is earlier.

Decision No. 9449-(90/86), adopted
June 1, 1990
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DECISTONS TAKEN SINCE PREVIOUS BOARD MEETING

The following decisions were adopted by the Executive Board without
meeting in the period between EBM/90/85 (6/1/90) and EBM/90/86 (6/1/90).

3. JORDAN - TECHNICAL ASSISTANCE

In response to a request from the Jordanian authorities for
technical assistance in the area of data processing, the Executive
Board approves the proposal set forth in EBD/90/164 (5/29/90).

Adopted June 1, 1990
4. EXECUTIVE BOARD TRAVEL

Travel by an Assistant to Executive Director as set forth in
EBAP/90/137 (5/29/90) is approved.

APPROVED: April 22, 1991

LEO VAN HOUTVEN
Secretary







