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1. VIET NAM - 1990 ARTICLE IV CONSULTATION; AND OVERDUE FINANCIAL
OBLIGCATIONS - REVIEW FOLLOWING DECLARATION OF INELIGIBILITY

The Executive Directors considered the staff report for the 1990
Article IV consultation with Viet Nam (SM/90/186, 9/24/90), together
with a staff paper on the further review of Viet Nam’s overdue financial
obligations to the Fund following the declaration of its ineligibility
to use the general resources of the Fund, effective January 15, 1985
(EBS/90,/183, 10/22/90). They also had before them a background paper on
recent economic developments in Viet Nam (SM/90/194, 10/12/90).

The Deputy Managing Director was in the chair.
Mr. Ismael made the following statement:

Viet Nam has continued to achieve impressive progress in
its comprehensive economic reforms over the past year. Key
elements in the shift to a market-oriented economy have been put
in place, including price liberalization, measures to increase
domestic and foreign competition, and the elimination of ration-
ing and subsidies.

In the countryside, where more than 80 percent of the popu-
lation lives, collectivized agriculture has been dismantled
under a system in which the land is leased to peasant families.
After having to import over 400,000 tons of rice a year through
most of the 1980s, Viet Nam last year became the world's third
largest rice exporter. Another good harvest is expected this
year, despite badly delayed fertilizer shipments from trading
partners in the Council for Mutual Economic Assistance (CMEA).

In the industrial sector too, the scope for private sector
activity has been greatly expanded with the lifting of restric-
tions on the number of workers that a private company can
employ. In addition, since July, wholly private Vietnamese
companies have been allowed to form joint ventures with foreign
investors. Most important, state enterprises have been com-
pelled to operate on a commercial basis and have been given
the necessary autonomy to enable them to do so. Sharp price
realignments and financial stringency have given rise to severe
difficulties among state enterprises: at least 200,000
workers--equal to about 7 percent of state enterprise employ-
ment--had been laid off by mid-1990. Together with the pres-
sures arising from the ongoing demobilization of troops, the
social costs of adjustment have proved to be high.

To advance the economic reform efforts, it has been recog-
nized that the legal system needs to be improved. Two important
decree-laws have come into effect this month: one governing the
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role of the State Bank, which, for the first time, is given the
formal legal powers of a central bank; and another governing the
restructuring of the commercial banking sector. Currently being
drafted for introduction during 1991 is the country'’'s first
comprehensive law on companies, which would provide a strong
legal framework for private ownership and foreign investment.
The Government also plans to introduce a law on progressive
personal income taxes. Meanwhile, new tax laws, which seek to
eliminate variable and ad hoc tax bargaining with state enter-
prises, have recently been passed by the National Assembly.

Among the more imminent changes is an overhaul of
Viet Nam's 1980 Constitution. It is felt that substantial
changes to the Constitution are mandated by the shift from a
centrally planned economy to a free market system. The new
charter will be drafted over the next several months for discus-
sion at the Party's seventh congress, scheduled for May 1991.

Unfortunately, some slippages have emerged as well during
the past year, particularly in the financial area. They stemmed
partly from the halving of Soviet aid, resulting in a loss
amounting to roughly 4 percent of GDP during 1989-90. In addi-
tion, the unanticipated need to finance rice stockpiling, owing
to successful rice production last year, made it necessary for
the authorities to resort to more financing from the State Bank
than had been initially envisaged. Last, but not least, govern-
ment expenditures increased because government procurements now
have to be paid at market prices. As a result, the rate of
inflation, which was 7-8 percent a month during the first
quarter of 1989 and had disappeared between March and September,
picked up again to about 2.5 percent a month during the last
quarter of the year and averaged 2.9 percent a month during the
first half of 1990.

Reflecting these trends, the differential between the offi-
cial and parallel market exchange rates for the dong has widened
from less than 10 percent to about 20 percent in mid-1990. 1In
an effort to keep the differential within a 10 percent range,
the currency was adjusted to D 6,200 per §1 on September 28,
1990, compared with a parallel market rate of D 6,500 per $1.
The authorities are now looking into the specifics of shortly
introducing two foreign exchange trading floors that will
marginalize the distinction between official and parallel market
exchange rates.

Looking to the challenges ahead, severe difficulties will
be faced by further cutbacks in Soviet aid in 1991, when the
current five-year plan ends; Viet Nam will also be required to
service its substantial debt to the U.S.S.R. Moreover, from the
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beginning of 1991, all trade between Viet Nam and the U.S.S.R.
will have to be paid for in dollars and be based on interna-
tional prices. The negative terms of trade impact of the latter
will further strain the balance of payments and the fiscal posi-
tion.

Despite the daunting problems that have to be faced,
Viet Nam remains committed to continuing its economic adjustment
efforts and to that end is prepared to undertake stronger and
more comprehensive policies. My authorities have now prepared,
in conjunction with the Fund staff, a comprehensive program of
technical assistance in the area of macroeconomic management to

be financed by the UNDP.

Viet Nam needs international assistance to successfully
complete its economic reform, solve its arrears problems, and
normalize its relations with the international financial commu-
nity. No country is in a position to self-finance such an
endeavor; the Fund even insists on the availability of adequate
external financing in cases of Fund-supported adjustment
programs.

Viet Nam has been making extraordinary efforts to normalize
its relations with the Fund, despite its tight international
reserves, which are now equal to only four weeks of imports.
Payments falling due amounting to SDR 17.5 million were made in
1989, and payments of SDR 12.1 million have been made so far in
1990 to keep outstanding arrears with the Fund at the end-1988
level. Viet Nam remains committed to meeting payments of about
SDR 6.3 million coming due during the remaining period of this
year. At the moment, a payment amounting to SDR 3.5 million
that was due on September 28, 1990 is still outstanding; this
delay reflects administrative problems, and my authorities
intend to make the payment in the near future.

By resolutely pursuing further adjustment measures and
staying current with the Fund for obligations falling due beyond
end-1988, Viet Nam has fully cooperated with the Fund under the
intensified collaborative approach. There is, therefore, no
reason for support to be denied under this approach. Unfortu-
nately, so far the necessary international support required for
the consummation of the intensified collaborative approach could
not be mobilized.

Therefore, it is imperative that the process of normalizing
Viet Nam’s relations with the Fund be expedited, so as to facil-
itate economic stability and advance economic growth over the
medium term.
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Extending his remarks, Mr. Ismael said that it was also imperative
that the process of normalizing Viet Nam’s relations with the Fund be
expedited in order to advance political change. Furthermore, as
Viet Nam’'s situation had changed very little since the previous review,
there was no reason to adopt a different decision than had been adopted
at that time; accordingly, he could support the proposed decision.

Mr. Cirelli made the following statement:

For more than two years, the Vietnamese authorities have
undertaken a set of bold reforms aimed at changing Viet Nam's
economy from a centrally planned one to a market-based one. The
adjustment programs in Eastern Europe have clearly demonstrated
the manifold difficulties of such a task, which further under-
scores the impressive initial results in the transformation of
the Vietnamese economy.

My authorities highly commend the Vietnamese authorities
for having maintained the momentum of reforms this year, espe-
cially as Viet Nam is one of the poorest countries in East Asia,
and the substantial results of their economic policy have been
achieved with little external assistance and in the context of
declining assistance from the nonconvertible area.

The staff report and Mr. Ismael’s statement allow us to
draw two main conclusions. First, although the task has not
been achieved, it is encouraging to note the pursuit of the
structural transformation of the economy; indeed, this consti-
tutes an essential element of the success in creating a market-
based economy. Second, the pursuit of sound financial policies
is indispensable for the resumption of sustainable growth of the
economy .

There is no doubt that the significant results obtained so
far are directly linked, first, to the conjunction of tight
financial policies adopted last year and, second, to the fact
that the key measures required to make the transition have been
taken. Among them, the liberalization of prices from adminis-
trative control, the reform of the public sector, and the liber-
alization of trade have been crucial. These policies have been
very successful in dramatically reducing hyperinflation and in
modifying economic agents’ expectations.

Two different features characterize last month's develop-
ments: omne, which is of some concern, is a sign of weakening in
the domain of financial policies; and the other, which is very
positive, is the strengthening of structural reforms.
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The slippages that have emerged in the financial area must
certainly be addressed before they jeopardize the major success
obtained so far, namely, the sharp decrease in inflation. The
main problem facing the authorities is the budget deficit.

Owing to a lack of savings and external financial assistance,
the monetary financing of the budget has been unavoidable. This
is regrettable, as such a process could fuel inflation again.

At the same time, the reduction of budget expenditures appears
very limited, given the large amount of investment needed, par-
ticularly in the infrastructure sector. Thus, the authorities
nust rely mainly on revenue increases, which could only come
from the maintenance of a general economic framework that was
propitious for growth. Several elements, however, are encourag-
ing. First, the primary fiscal deficit should be halved in 1990
to 5 percent of GDP, compared with 11.4 percent in 1989, and 1
would like to welcome in particular the prudent wage policy
adopted by the authorities. Could the staff confirm this figure
of 5 percent and give us some idea of the budgetary impact of
the recent oil prices. Second, reforms are under way to
develop nonmonetary financing of the budget, notably through the
creation of a public bond market. Finally, a wide reform of the
tax system has been adopted, which provides a legal basis for
uniform tax treatment and will improve revenue collection. With
this prospect, the forecast creation of an income tax is a
welcome step.

To provide a solid ground for growth and to foster
savings--which are currently at a very low level, despite a
welcome boost last year--a monetary policy aimed at price
stability and positive real interest rates is of the utmost
importance. The increase in savings, if channelled to produc-
tive investments, will greatly contribute to reducing the eco-
nomic bottlenecks facing Viet Nam and will therefore foster
growth. Creating the conditions for better monetary control is
important, and I welcome the reform of the Central Bank. In
this context, the distorted interest rate structure has to be
corrected as soon as possible. An immediate objective should
be to avoid exchange rate differentials between official and
parallel rates, which risk creating a process of spiralling
devaluation that would be detrimental to the stabilization of
the economy. The unification of the exchange rates is still
an objective the authorities must pursue, and I welcome the
establishment of trading floors, which will improve the func-
tioning of the exchange market.

As for structural policy, the momentum and consistency of
the reforms, which are geared toward transforming the economy,
are quite remarkable. Mr. Ismael's statement has rightly
detailed the scope of the reforms undertaken. One must
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acknowledge that the authorities are working in the right direc-
tion to address the main issues facing this transition toward a
market economy. Among them, let me stress the importance of the
proposals planned for next year to provide a legal framework for
private ownership and a bankruptcy law, which is indispensable
for the cleaning up of loss-making public enterprises. I
welcome the fact that the financial sector reform prohibits the
State Bank from directly extending credit to local banks, thus
providing the right framework to ensure that the elimination of
subsidies achieved last year will not be replaced by the cre-
ation of new indirect subsidies through bank credit. This
underscores the need to maintain strict credit control at the
central level. Finally, the equality of treatment between the
private and the public sectors, introduced by the new law, will
eliminate the distorted competition experienced so far.

All in all, the prospects for the Vietnamese economy look
very encouraging. The medium-term scenario considered by the
staff indicates that substantial progress toward a viable exter-
nal payments position is feasible in the years to come. Such a
positive outcome calls for the continued commitment of the
authorities to maintain the right policies and to protect the
gains already achieved in stabilizing the economy. But this
also calls for more external assistance to back and secure the
whole transformation process that the authorities have embarked
upon.

On the one hand, one can be reassured by the Vietnamese
authorities’ willingness to solve the problem of their arrears
vis-a-vis the Fund, and to normalize their relations with the
international community. In comparison with many other arrears
cases, Viet Nam has an impressive track record and has been able
to stabilize its arrears for almost three years. At present,
new steps have to be envisaged. I am glad that last week the EC
decided to 1lift previous restrictions against Viet Nam. As far
as my authorities are concerned, this chair has expressed--at
the previous Board review--our willingness to sponsor a group of
friends of Viet Nam, aimed at accelerating the process of nor-
malization with the financial community. Some countries have
already responded favorably. We hope that we will soon attain
the critical mass of countries expressing their willingness to
make a contribution toward Viet Nam’s financial needs, in order
to put Viet Nam in the position of fully benefiting from the
collaborative approach, and so that a meeting of the group could
be held in the near future.

On the other hand, the Fund should deepen its inveolvement
by playing a leading role in the resolution of the arrears prob-
lem, and by helping the authorities design and put in place a
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strong adjustment program to address the present macroeconomic
imbalances. In this regard, the establishment of a policy
framework paper with the authorities should be undertaken
rapidly. At this time, the Vietnamese authorities must receive
a clear signal that their efforts to rejoin the international
financial community are understood and supported; I hope

this meeting will provide a useful opportunity. I wish the
Vietnamese authorities well in their endeavors, and can support
the proposed decisions as drafted.

Mr. Fogelholm made the following statement:

The staff reports provide an excellent account of
Viet Nam's achievements over the past 18 months. The trans-
formation from a centrally planned economic system to a market-
oriented one has been quite remarkable and equals, or perhaps
even surpasses in specific areas--notably, enterprise and price
reforms--the speed of such changes in Eastern Europe. These
achievements are much more impressive when one takes into
account the fact that this was managed with very little external
support. However, despite significant progress, the structural
reform process is far from complete. Further advances in macro-
economic stabilization are also required; this implies that
financial policies will have to be strengthened considerably.

In the area of monetary policy, I share the staff’s concern
about the recent increase in liquidity resulting mainly from the
monetary financing of the budget. Although the reasons for this
are understandable, a change in policy direction is necessary if
inflation is to be curbed. In this context, it is most impor-
tant that the State Bank’'s enhanced authority--provided under
the new central banking law--be given credibility through strict
enforcement of existing credit and monetary control mechanisms.
Moreover, containment of bank credit to the Government and the
public enterprise sector requires a thorough consolidation of
the public sector and improvements in the efficiency and perfor-
mance of public enterprises. The importance of such measures is
further underscored by the destabilizing budgetary impact of the
substantial decline in Soviet commodity aid.

A more market-oriented approach to interest rate policy is
also essential, and this implies prompt establishment of posi-
tive real interest rates--a need that particularly relates to
the current lending rate structure. While acknowledging the
authorities’ concerns regarding the potentially negative impact
of higher lending rates on the financially strained public
enterprises, 1 believe that gains in efficiency in the medium
term will largely depend on correct relative prices. A
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market-based interest rate structure is, of course, also neces-
sary to improve the functioning of the financial sector and,
more generally, the allocation of capital throughout the econ-
omy. Thus, I urge the authorities not to postpone any change of
interest rate policy by linking it to future financial gains of
public enterprises.

On fiscal policy, I concur with the view that there is a
need to improve the present tax system and strengthen tax col-
lecting procedures, and I support the thrust of the staff’s
recommendations in this area. However, it is not fully clear to
me why the staff recommends that the authorities raise further
the average effective import duty rate. Does the staff mean
that, at this juncture, revenue enhancing measures should take
precedence over trade liberalization efforts?

I will limit my comments on the economic policy situation
to these remarks, which is easily done as I am in full accord
with the staff’s appraisal. Please allow me, however, to make
some general observations on the overdues situation.

I believe that there can be no doubt that Viet Nam has
actively cooperated with the Fund, both in terms of payments to
the Fund and implementation of economic policies. Nevertheless,
it is extremely important that Viet Nam stay on course in terms
of reforms and continue to make payments to the Fund at least to
the extent that the amount of arrears does not increase from its
present level. More would of course be preferable.

It is also crucial that the authorities clearly express
their commitment to further policy reforms in order to erase any
doubts--both domestically and internationally--that may exist
with regard to their intentions. However, in the absence of
external assistance, their ability to intensify these efforts
could be seriously undermined. This chair believes that, in
order to support the economic reform process in Viet Nam, the
Executive Board should acknowledge that the authorities need and
deserve the Fund’s assistance in formulating and implementing a
Fund-supported comprehensive economic adjustment program.

It is also the view of the Nordic countries that, in order
for the Fund to support Viet Nam in its efforts to clear the
arrears to this institution, member countries that until now
have blocked such settlement must show more flexibility. As
equal treatment of member countries is a central element in the
Fund's enhanced arrears strategy, and as our Governors have
agreed to amend the Articles of Agreement to render this strat-
egy more efficient, it is of the utmost importance that we show
the world that the strategy works in practice.
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In conclusion, I would suggest that the next Fund mission
to Viet Nam be given a mandate to work out a strong adjustment
program with the authorities, thereby improving our preparedness
to support the country swiftly, once the political obstacles to
the clearance of the arrears have abated.

With these remarks, I support the proposed decisions.

Mr. Grosche made the following statement:

We share the staff’'s view that the authorities’ comprehen-
sive economic reform is on the right track and that it deserves
the support of the international community. Improvements in the
political environment in the region should help to create better
prospects for international support. In order to obtain full
support, however, the authorities need to do their share as
well. They need to demonstrate their commitment to reforms
through continued adjustment in the framework of a consistent
program.

We consider the direction and speed of reform over the past
year to be broadly satisfactory, but policies can and should be
further improved. Viet Nam has the advantage of vast human and
natural resources and, with the correct system in place, its
economy has the potential of approaching those of the other very
successful countries in the region. Obviously, its starting
position is not the best: a distorted system and low income
levels make fast progress difficult. Before becoming another
of the small tigers, the country has to live through further
periods of adjustment and reform. Already, two useful lessons
can be drawn from the short experience of reform in Viet Nam.
First, severe external financing constraints need not constrain
reform. Reform measures like the ones in the agricultural
sector, for example, can yield quick results even without exter-
nal financing. Second, the country’s success in reducing infla-
tion mainly through high real interest rates can serve as strong
encouragement to other countries with protracted difficulties
in keeping prices down. However, as the staff and Mr. Ismael
inform us, some slippages have emerged. It is of particular
concern to us that the rate of inflation has picked up again.

I endorse the staff’s recommendation to enforce higher reserve
requirements. At the same time, I would also fully support
their advice to quickly raise lending rates and to submit a
timetable for an early removal of the distorted structure of
interest rates, which could cause substantial losses for the
banking system.
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Fiscal policy could be confronted with the difficult task
of making up for the cuts in Soviet aid through greater savings
and revenues. Clearly, bank financing of the already high defi-
cit needs to be contained. 1In the short run, expenditure con-
trol is of the essence, but investment outlays should be spared
as much as possible. The restoration of the country’s rundown
infrastructure is one of the key elements of the authorities’
econocmic strategy. I would be interested to learn from the
World Bank representative about the potential of the World Bank
in assisting the authorities in establishing an investment pro-
gram with clear priorities so that scarce financing can be put
to best use.

On the revenue side of the budget, a broadening of the tax
base and further reforms in tax administration should not be
delayed. Over the medium term, higher oil revenues should also
help to better balance the budget. Like the staff, we question
the large imports of gold--obviously needed to pay the farmers
for their excess rice production. To me, this demonstrates the
lack of confidence in the country’s currency and the clear need
for continued credible anti-inflationary policies.

We are deeply concerned about the expectation of rising
arrears, as well as the large balance of payments gap, the
financing of which is not yet assured. 1 am less optimistic
than the staff about the possibility of an early achievement of
balance of payments viability, especially as the calculations of
future flows are heavily burdened by uncertainties about obliga-
tions vis-a-vis the CMEA countries. In any case, increased
assistance from the convertible area should not be used to
finance net resource transfers to the U.S.S.R.

I have nothing to add on the staff's advice on exchange
rate policies, except to endorse their recommendation for firm
monetary control to prevent a vicious circle of inflation and
exchange rate depreciation.

Finally, a few words on structural matters. Viet Nam has
the big advantage that the structure of farming has been left
largely untouched by the old system, and that it can build on a
small-scale manufacturing sector. The rest of the economy,
however, remains heavily burdened by inefficient state-owned
enterprises. Much needs to be done in this area, particularly
in leaving it to the market to set prices, in reforming the
financial structure of enterprises, and in addressing the
endemic overstaffing, as the staff calls it.

With these remarks, I can support the proposed decision
concluding the Article XIV consultation. 1T support the draft
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decision on arrears in the expectation that at least the out-
standing payment that was due on September 21, 1990 will be made
very soon.

Mr. Evans said that the period since the 1989 Article IV consul-
tation had done much to confirm the perseverance and commitment of the
Vietnamese authorities to their program of macroeconomic and structural
adjustment. The authorities had not only made significant and impressive
gains in the introduction of market-oriented economic reforms, but also
had been able to sustain that momentum despite the lack of external
financial support and a deteriorating external environment, including a
larger than anticipated decline in CMEA aid. The economic results in
1990 were less impressive than in 1989, although Viet Nam was possibly
one of the very few cases about which one could say that the outcome
largely reflected external developments. Most disturbing in 1990 was the
re-emergence of inflation and exchange rate instability, the immediate
source of which could be readily traced to the loss of domestic financial
control in the face of inadequate external financing.

Neither the staff report nor the staff appraisal gave a clear view of
how those crucial issues might develop; indeed, there were no forecasts
for 1991, Mr. Evans observed. However, even without quantitative fore-
casts, the policy requirements were clear enough, and the staff and the
authorities appeared to be in broad agreement. While much remained to be
done, he supported the staff appraisal and urged the authorities to
pursue the required policies with vigor. On the basis of past perfor-
mance, he expected that the authorities would do so, provided their
efforts were not further frustrated by the international community,
External financing remained extremely difficult, and it was crucial that
Fund members not continue to deny Viet Nam the opportunity to fully
participate in the collaborative approach for dealing with arrears.
Accordingly, he supported the proposed decisions.

Mr. Igbal said that he supported the draft decisions.

The staff representative from the Asian Department confirmed that, as
noted by Mr. Cirelli, the 1990 fiscal deficit was expected to fall to
5 percent of GDP. The staff’'s most recent estimate of the budgetary
impact of the o0il price increase was that revenues would increase in 1990
by about one half of 1 percent of GDP beyond the estimate contained in
the staff report.

Some concern about the staff’s recommendation for increasing import
tariffs had been expressed by Mr. Fogelholm, as that recommendation might
be construed as favoring protection, the staff representative recalled.
One had to recognize that there was a major shift taking place in the
external orientation of policies--from quantitative controls to pricing
mechanisms- -which would clearly involve a shift toward tariffs. As
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quantitative controls had been lifted prior to the establishment of a
comprehensive tariff system, the average level of import taxes was cur-
rently only 4 percent. Moreover, some imported goods were not being
taxed at all at present, in contrast with equivalent domestic goods. It
was in that context that the staff had made its recommendations to raise
tariff rates and--equally important--to strengthen tariff collection.

The staff representative from the World Bank remarked that the World
Bank was involved in the authorities’ investment program in three ways.
First, in conjunction with the Ministry of Planning and the Korean Devel-
opment Institution, the World Bank was in the process of designing a
project to strengthen the expertise of the Ministry of Planning in manag-
ing the new situation, whereby the economy would be run by a mixture of
incentives and other measures, rather than by fiat. Second, the staff
continued to conduct its own economic analyses of the economic situation
in general, and, planning issues and the financial sector in particular.
Third, the staff produced a number of sector reports--on transportation
and agriculture, for example--which attempted to prioritize the authori-
ties' actions in the investment area.

Ms. Creane made the following statement:

We welcome the continuing efforts made to restructure the
Vietnamese economy into a more market-oriented system. In the
past year and a half, the authorities have taken key structural
reform steps that, with the additional measures planned, should
go far in improving Viet Nam's economic adjustment prospects.
The package of tight financial policies that accompanied the
structural reforms in 1989 had the positive result of shrinking
the government deficit and sharply cutting back the inflation
rate. Unfortunately, as many today have already observed, while
structural reforms continued into 1990, tight financial policies
did not, and the authorities now risk reversing the progress
accomplished last year in reducing inflation.

Like the staff, we believe that the authorities' main focus
should be on a tightening of financial policies. It is now
clear that the decline in the primary source of inflationary
pressure--bank financing of the public sector--will not be
sufficient to reduce the rate of inflation, or even to stem its
renewed acceleration. Lacking any alternative means to finance
the deficit, the only solution is a further narrowing of the
deficit. The Vietnamese authorities have already taken impor-
tant steps, such as prioritizing capital expenditures and cut-
ting subsidies. But it seems that much of the improvement might
be ephemeral--such as cuts in much-needed capital expenditures
or shifting much of the subsidy cuts onto the wage bill--rather
than rooting out less essential outlays, such as defense and the
unexplained expenditures included under the "other" category.
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The need to find alternative sources of revenue is obvious, in
view of the likely transient nature of some of this year'’'s
expenditure cuts and the significant remaining budget deficit.
We strongly recommend that the authorities supplement the tax
reform measures already taken with additional taxes and enhanced
collection efforts.

Although structural measures are being taken to avoid the
bank financing source of inflation in the future, neither the
staff report nor Mr. Ismael'’s statement indicate that the
authorities are implementing an effective short-term response to
the current monetary buildup. Credit to the public enterprises
and government continues to expand at excessively high levels--
if lower than in previous years--leaving less than 7 percent of
domestic credit to be extended to the nonstate sector. The
increase in the reserve requirement is a positive, but not suf-
ficient, tool. The lowering of lending interest rates in the
first half of this year, at the same time that inflation was
reaccelerating, makes one wonder whether the authorities had so
quickly forgotten the experience of the previous year. As a
result, we support the staff’s recommendation for an urgent
tightening of monetary policies, in particular by raising
lending rates.

On structural reform, Viet Nam continues to move in the
right direction by introducing measures that should establish a
firm basis for a market-oriented economic system. Recent mea-
sures of particular importance include legislation introducing
the legal framework for the central bank, and the restructuring
of the commercial banking system. We strongly advocate the
acceleration of those steps planned but not yet taken, such as
the introduction of bankruptcy laws, a clear and broad legal
framework for private sector activity, and well-defined property
rights for banks. We also strongly recommend, as an essential
complementary step, the freeing of administered interest rates
and the dismantling of the redeposit system at a much more rapid
pace than currently contemplated. The combination of these
measures would allow the authorities to employ indirect methods
of monetary policy control. By dissolving the structural and
credibility rigidities that currently hamper this solution, they
should also establish the environment necessary to allow nonbank
financing of the deficit through successful bond issuance.

These measures should also further encourage the nonstate sec-
tor--which already accounts for the major part of output,
despite operating under considerable constraint.

We welcome the decision on the recent devaluation of the
dong--as explained in Mr. Ismael's statement--as well as the
decision to open the two foreign exchange trading floors, which
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should effectively unite the parallel and official rates. At
the same time, we caution the authorities that this increases
the need to further tighten financial policies. Viet Nam has
made commendable progress in moving toward an outward-oriented
trade policy and in reducing its current account deficit.
Against this background, we join others in questioning why the
authorities allowed scarce resources to be diverted to gold
imports, and in recommending the policy prescription of tight
financial policies as the cure for calming market fears.

We were disappointed that Viet Nam has not yet been able to
meet its most recent obligation to the Fund. Measured by its
record of generally following through on payments within a few
weeks of its due date, the payment could have been made by
today'’s discussion and avoided the unfortunate symbolism.

With the implementation of the structural reforms planned
and further tightening of financial policies, Viet Nam is on a
track that may well lead to a normalization of relations with
creditors. For these reasons, we agree to the proposed deci-
sions.

Mr. Wright made the following statement:

I have only a little to add to the lucid and thorough
analysis contained in the staff reports. Like other speakers,
I commend the authorities on the impressive pace at which they
are transforming Viet Nam to a market economy, despite the
severe curtailment of aid from the U.S5.S.R. They have grasped
the importance of making the transition as comprehensive as
possible, as well as getting right the precise sequencing of
structural reforms, and it is gratifying that positive results
are emerging so soon.

I have only brief comments to make on the monetary situa-
tion and on Viet Nam’s relations with the external financial
community. As the experience of other countries attempting
similar liberalization has shown, a sound financial framework
is essential if inflation is not to undermine the process of
reform. In Viet Nam’s case, impressive progress has been made
in bringing inflation down, but further reductions will prove
difficult if not impossible in the absence of a credible mone-
tary policy and a proper framework in which it can operate. It
is therefore particularly disappointing that the authorities
have still not set medium-term fiscal and monetary targets;
further delay will only reinforce the doubts that have already
emerged in Viet Nam about the authorities’ resolve to bear
down on inflation. I agree with the staff’'s comments on the
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excessive rate of monetary growth, the unsustainable structure
of interest rates, and the need to take more decisive steps to
eliminate bank financing of the budget deficit.

It is particularly important that the monetary and fiscal
measures that the staff have recommended proceed in tandem with
structural reforms in the financial sector, which remains the
economy’'s weakest link; perhaps the staff could tell me when
they expect the results of the World Bank study of this sector
to be available.

Overall, I strongly agree with Mr. Grosche that, in reading
the staff paper, it is hard to avoid the conclusion--perhaps not
a very surprising one--that confidence in the financial system
is still sadly lacking. This is reflected in the large-scale
and entirely regrettable purchases of gold for transactions
purposes, and the apparent inability of the authorities to
finance their deficit in a nonmonetary form through the sale of
bonds. The re-establishment of confidence will take time, and
the authorities should begin the process without delay. The
highest priority should be given to developing indirect tech-
niques of monetary control. Steps also need to be taken to
strengthen confidence in the fragile banking system, and here I
would suggest that greater participation by foreign banks may
have a role to play.

Turning to Viet Nam'’s relations with the international
financial community, the medium-term scenarios in the staff
paper clearly show how Viet Nam would benefit from a normaliza-
tion of relations with foreign creditors and renewed access to
external finance. It might have focussed our minds still more
to know how Viet Nam would cope without rescheduling and new
lending next year. Perhaps the staff could elaborate on exactly
how precarious Viet Nam's position would be on less optimistic
assumptions.

Turning finally to Viet Nam’'s overdue obligations, I am
content with the draft decision as it stands, which is essen-
tially the same as those adopted at each of the last three
reviews. In view of the authorities’ established track record
of cooperation and the serious difficulties which they face next
year, I hope that the Fund--and, in due course, the World Bank
too--will soon be in a position to play a more active role to
ensure that Viet Nam's economic reforms are sustained and its
arrears are finally cleared.




EBM/90/154 - 10/26/90 - 18 -

Mr. Binay made the following statement:

During the past two years, the Vietnamese authorities man-
aged to match, through serious adjustment and reform efforts,
the unprecedented challenge of major changes in their external
environment. Progress has been most obvious in agriculture and
in the interest shown by foreign direct investment. Without
much improvement in production techniques or the use of fertili-
zers--only one half of the developing countries’ average--Viet
Nam’s position among the world's rice exporters continues to
improve. Foreign direct investment gained substantial momentum,
as reflected by this year’s investment license applications.

The challenge is how to support and accelerate this momentum,
not only with adequate macroeconomic policies, but also with
innovative schemes that could be devised with a view to reducing
the massive debt-service obligations of the country.

As rightly noted by Mr. Ismael and the staff, the difficul-
ties in the near future will result from the fact that foresee-
able conditions for 1991 require Viet Nam to adapt to the new
realities if the process of reform is to become self-sustaining.
Anticipated cuts in Soviet aid and expected terms of trade
losses due to changes in the trading base--if not compensated--
will threaten not only the stability of macroeconomic balance,
but also the momentum of institutional reform efforts. Accord-
ing to the staff estimates, the financing gap, taking into
account the necessary debt rescheduling during the next three
years, stands at $400 million a year. While the staff’'s analy-
sis of the medium term rightly highlights the balance of pay-
ments concerns, the importance of sufficient financing for
domestic reasons should not be neglected. There is an obvious
need to transform industries, by modernizing technology, and to
support the private sector in order to assist employment with
favorable external relative prices. But improvements in two
other areas, namely, fiscal policy and the financial sector,
have equal priority for future prospects.

- On fiscal policy, the need to establish a market-based tax
system becomes most important, as the private sector has now a
much larger share. Although I welcome the authorities’ efforts
to streamline the system during the previous months, I wonder
whether it would not be desirable to introduce a general value-
added tax system instead of more administratively complex
taxes--such as turnover and profit taxes, and the special con-
sumption tax. The transparency provided by the value-added tax
system, in terms of accounting and identification of the links
between various levels of production, would also be a preferable
method to broaden the tax base. On the expenditures side and on
state enterprises, courageous steps have been taken in the right
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direction to correct the burden of overstaffing. But future
success depends as much on the persistence of realistic wage
policies as on the private sector's capacity for job creation.

On the current status of the financial sector--which is far
from satisfying the needs of the private sector--vast problems
of disintermediation and the lack of confidence are reflected in
the increased use of gold as an exchange and savings instrument,
parallel to the expansion of an informal sector. Accelerating
institutional reform, as well as promoting the private sector
and the entry of foreign banks, would have the effect of boost-
ing confidence in the functioning of the domestic markets. On
the regulatory framework and on surveillance, I hope that the
authorities’ expectations for World Bank assistance can soon be
met.

Regarding Viet Nam's arrears to the Fund, 1 am of the view
that this country deserves to be regarded as a good candidate
for successful implementation of our collaborative approach.

The resilience of the Vietnamese economy--once appropriate poli-
cies start to be implemented--allows us to be hopeful for the
future, providing the country succeeds in reopening its access
to external sources of financing, which is the purpose of the
Fund’s collaborative strategy.

I support the proposed decisions.

Mr. Yamazaki made the following statement:

I welcome the decisive policy reforms being implemented
with the strong commitment of the Vietnamese authorities.
Indeed, the wide-ranging policy measures taken by the authori-
ties since early 1989 are impressive, and demonstrate the
authorities’ willingness to proceed with the policy reforms. It
is especially encouraging that the Vietnamese economy has been
making steady and rapid progress toward a more market-oriented
economy .

The State Bank will, beginning this October, be given the
formal legal powers of a central bank. Financial sector reforms
will be a key element in fostering greater competition in the
economy. It is also auspicious that the legislation governing
the commercial banks will come into effect, which will abolish
restrictions that limit the banks' business to specified eco-
nomic sectors and to allow the entry of new banks. At the same
time, an interbank money market will be formed. 1 am sure these
reforms in the financial sector will greatly help to introduce a
more market-oriented element into the banking system and will
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lead to the correction of distortions that have existed in the
interest rate structure. Changes are taking place in private
business, as well as in the financial sector. As Mr. Ismael
mentioned in his statement, the country’s first comprehensive
law on companies is planned to be introduced next year. This
will provide a strong legal framework for private ownership and
foreign investment. State enterprises have already been given
the right to operate on a commercial basis with full autonomy.

All these reforms are encouraging, and bear witness to the
authorities’ strong commitment to a more market-oriented econ-
omy, in line with the economies that maintain convertible cur-
rencies. These outward-looking structural reforms have led to
the projections that the capital account in 1990 will be bal-
anced, owing to the strong flow of direct investment into
Viet Nam. The Vietnamese economy is now heading in the right
direction, and I hope that the Government will keep the same
course of continued reforms.

Notwithstanding the progress made in the structural areas
and some important positive results produced by that progress,
the adjustment process still has far to go. In particular, I
would support the staff's view that the battle against inflation
is not yet won, and that the road to return to a sustainable
balance of payments position is still long and winding. In this
regard, I would continue to urge the authorities to pursue
tighter monetary control. Strong restraint on the State Bank
financing of the budget deficit is required, especially in light
of the foreseeable difficulties owing to further cutbacks in
Soviet aid.

In order to meet these objectives, the staff correctly
recommends further strengthening of budget revenue, and further
savings on the expenditure side. Measures for the former should
include a vigorous restructuring of the state enterprise sector;
this will promote tax contributions to the budget. Additional
measures will be needed, such as increased import duties and the
elimination of exemptions on capital equipment and raw
materials.

On the external side, although 1 regret the continued exis-
tence of Viet Nam’s arrears to the Fund, I welcome the fact that
since the last review Viet Nam has made payments to the Fund
that are equal to its obligations falling due, though with some
delay. Together with the authorities’ determination to pursue
comprehensive adjustment policies with Fund monitoring, the
authorities' intention to remain current in their forthcoming
obligations to the Fund is encouraging and will strengthen their
collaboration with the Fund under the intensified collaborative



- 21 - EBM/90/154 - 10/26/90

approach. In this light, I agree with the staff that no reme-
dial measures are necessary at this stage.

I support the proposed decisions and I trust that the
authorities will continue to make significant progress in their
adjustment efforts.

Mr. Kyriazidis made the following statement:

Viet Nam is at a very critical and delicate stage in its
transition toward a market-based economy. Major liberalization
measures and structural changes have been successfully imple-
mented, while others appear to be imminent. The staff report
and Mr. Ismael's statement give us a broad description and eval-
uation of these important achievements, for which the Vietnamese
authorities should be highly commended.

However, notwithstanding the impressive results of the
anti-inflationary stabilization measures introduced in March
1989, the macroeconomic structure of the economy continues to
exhibit fundamental weaknesses that could easily lead to strong
new destabilizing pressures, unless comprehensive and credible
restrictive measures are rapidly implemented. Indeed, macro-
economic stability is, at this stage, the necessary requirement
to proceed successfully along the road of institutional and
structural reforms, foster investment activity and growth, and
return to a sustainable balance of payments position. I fully
share the staff's concerns and proposals in this regard, and I
would like to comment briefly on some aspects of the necessary
macroeconomic adjustments. 1 will then present our views on
Viet Nam’s overdue financial obligations to the Fund.

The large fiscal deficit and its high degree of monetary
financing were at the roots of the near hyperinflationary eco-
nomic scenario that characterized Viet Nam’'s economy before the
adoption of the stabilization package of March 1989. The sharp
increase in interest rates to highly positive levels in real
terms, together with the devaluation of the exchange rate to a
realistic level, very effectively increased the demand for dong-
denominated assets. Impressively, inflation and inflationary
expectations were stopped. This was, however, a short-run
stabilization attempt, which lacked a comprehensive restrictive
macroeconomic package to be implemented in the medium run. Not
surprisingly, slippages in fiscal policy resulted in a sharp
increase in money creation, inevitably leading to re-emerging
inflationary pressures.



EBM/90/154 - 10/26/90 - 22 -

Notwithstanding the correct general thrust of policies that
the Vietnamese authorities intend to implement for the 1990-93
period, this fundamental macroeconomic instability, which has
its origin in the fiscal problem, continues to generate a high
degree of uncertainty about the future path of the adjustment
process. Indeed, the risk of destabilizing inflationary pres-
sures is still high and the cost of stabilizing inflation could
always be higher, carrying with it the risk of backtracking in
the structural reform process that has been highly successful so
far.

An effective, stronger fiscal consolidation, both with
regard to the budget and the state enterprise sector, is there-
fore essential at this stage. While I certainly welcome the
significant steps achieved thus far to reduce the primary budget
deficit in 1990--notwithstanding the relevant shortfall in total
foreign financing--it is a source of great concern and uncer-
tainty that the Vietnamese authorities have not yet determined
the fiscal targets for 1991, when, among other factors, the
shift of trade to world market prices with the CMEA area is
likely to increase the burden on the budget.

On the monetary front, important measures are planned,
among which is a sharp increase in effective reserve require-
ments. These measures alone, however, though establishing the
ground for an effective future policy of indirect monetary con-
trol, cannot be successful beyond the short term in containing
the excessive monetary expansion linked to the financing of the
fiscal deficit. To this end, an efficient market for public
debt instruments should be established. This would require, as
a first step, moving quickly toward a market-oriented interest
rate structure, in line with the envisaged reforms of the State
Bank and of the commercial banking sector.

These financial weaknesses of the Vietnamese economy are
certainly a source of concern, but they can and should be over-
come through the technical and financial assistance of the
international community. Viet Nam has great economic potential,
in terms of both human and natural resources. All the endeavors
and the successful results so far achieved should not be slowed
or arrested because of a lack of international support.

The solution of the problem of the arrears, both with the
Fund and with other creditors, is clearly strictly linked to
the aforementioned considerations. I am glad to note from
Mr. Ismael’s statement that Viet Nam continues to make extra-
ordinary efforts to normalize its relations with the Fund,
actively pursuing the collaborative procedures envisaged under
the cooperative strategy. It is always our position that this
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institution cannot condone the continuation of outstanding

arrears; however,

in light of the above considerations,

we

strongly believe that it is appropriate to persist in the
efforts to assist Viet Nam in normalizing its relations with
the Fund within the framework of the intensified collaborative

approach.

Mr.

One may recall that just 6 months earlier,

Arora made the following statement:
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4.7 percent in 1990. The rate of increase in dong liquidity and
domestic credit was cut down sharply--the former, to one fourth,
and the latter to much under one half. TInterest rates on
deposits, though still administered, were made positive in real
terms. In the external sector, adoption of a pragmatic exchange
rate policy led to a quantum jump in exports--mainly petroleum
and rice--to the convertible currency area. As a result, there
was substantial improvement in the external position.

These are no mean achievements, considering the sharp
decline in external assistance and the very short span of time.
In fact, their performance is much more impressive and credible
when compared with that of other countries transforming from a
centralized to an open, market-oriented economy. The evidence
1s thus strong of Viet Nam’s determination to take corrective
measures and its unwavering commitment to strong adjustment
policies. It is time the international community accepts the
evidence.

There is, of course, evidence of some recent policy slip-
pages, particularly in the area of fiscal policy, as refiected
in increases in expenditure, on the one hand, and large
increases in bank financing of state enterprises--causing sharp
increase in reserve money and dong liquidity, and a consequent
buildup of inflationary pressure--on the other. However, to the
extent that the increase in public expenditure was on account
of stockpiling of rice and the increased monetization of the
budgetary deficit--on account of the large drop in external
assistance and the inability of the authorities to sell govern-
ment securities to nonbanks--these can hardly be taken to indi-
cate loosening of control; the problem may, in the main, be
attributed to factors beyond the control of the authorities.
While on this point, I am surprised that the staff does not
consider the planned reduction in bank financing of the deficit,
from 10 percent in 1989 to 4.5 percent in 1990, consistent with
a strong anti-inflation program. The staff may like to comment
on this point.

The staff is right in emphasizing the need for a substan-
tially higher rate of investment, especially to restore the
rundown infrastructure and that, in the main, this will have to
be financed by a turnaround in savings generated by government,
surpluses of state enterprises, and larger mobilization of pub-
lic savings. However, as the authorities rightly emphasize,
resumption of capital flows from the convertible currency area
would be equally important. It will be unfortunate if, in spite
of all that Viet Nam has done on its own, its technology renova-
tion program is held up--or considerably slowed down--for want
of adequate flows of external assistance.
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As 1 see it, there are two basic issues which the authori-
ties need to firmly tackle, and on a priority basis: one
relates to the contents of monetary policy, and the other to the
functioning of state enterprises.

Regarding monetary policy, I would like to make three
points. First, in their anxiety to make bank deposits attrac-
tive, the authorities set the interest rates on household depos-
its high enough to ensure real positive returns to households.
However, the lending rates have been reduced sharply across the
board, so much so that the average rate of return to banks on
deployment of resources is considerably less than the average
cost of resources. This is hardly conducive to the healthy
growth of the banking system. Thus, while I do appreciate the
authorities’' contention to go slow on liberalization of the
interest rate structure, the situation needs to be rationalized,
not only to provide some real positive return to banks, but
also, and more importantly, to ensure better allocation of
resources. Second, while the authorities do not believe that
they could reduce bank financing of the budget deficit in 1990
below the budgeted level, they intend to tighten bank liquidity;
the key measure they are considering is a sharp increase in
effective reserve requirements. I am of the view that, with no
control on bank financing of the budget deficit, any increase in
the reserve requirement will only reduce the flow of bank credit
to the private/productive sector and would not, therefore, be
consistent with the objectives of an open and market-oriented
economy. Perhaps a better course of action would be for the
State Bank to liberalize the interest rate structure, develop
new money market instruments, and pursue active open market
operations. Mr. Ismael or the staff may like to comment on
this. Third, it seems that banks are holding their excess bal-
ances in higher interest redeposit accounts at the State Bank.
To the extent that interest paid by the State Bank adds to
reserve money, 1 doubt whether the existence of the interest
redeposit window at the State Bank really helps to sterilize
even a part of the excess bank liquidity, as asserted by the
staff. 1In fact, in my view, the scheme may actually dilute the
effectiveness of other instruments of monetary control. I would
welcome staff comment on this point.

The second issue that the authorities need to tackle
relates to financing of state enterprises. Though direct bud-
getary subsidies have been eliminated and criteria for bank
lending considerably tightened, their reliance on bank finance
remains a major factor in the large level of domestic credit
and, therefore, liquidity expansion. Apart from ensuring access
to easy and very cheap credit, which has created a sense of
complacency, the banking system’s near exclusive exposure to
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government and state enterprises will limit its ability to
finance the growing private sector and is again, therefore, not
compatible with a market-oriented economy. State enterprises
must be made to generate internal resources and be more self-
reliant; they may also be encouraged to raise resources from the
market. This will, however, require sharp improvement in their
efficiency and, therefore, performance. Moreover, as the staff
has rightly pointed out, this way state enterprises would also
be in a position to make a significant contribution to the bud-
getary resources. It is in this context that 1 welcome the move
to subject these enterprises to a capital user fee, to ensure
inclusion of the opportunity cost of capital in production and
pricing decisions.

In the sphere of foreign trade, I am intrigued by the
policy of imports of nonmonetary gold on a large scale for use
by trading companies to purchase rice surpluses and marine prod-
ucts for exports. I do not see the logic of the scheme. In my
view, this is an ill-conceived scheme, which the country can
hardly afford. On the exports front, although the staff expects
the total volume of rice exports in 1990 to exceed the record
level of 1989, the result in dollar terms is projected to
decline by some 18 percent. Does the staff expect the price of
rice to crash in the international market? I would like to know
the assumptions made by the staff in this regard.

I welcome the dismantling of the monolithic banking struc-
ture, and the two new decree laws, which, 1 hope, will help
establish a well-regulated, competitive, and market-oriented
banking system.

Viet Nam has remained current with the Fund and is commit-
ted to clear its arrears expeditiously. It has also initiated,
at great cost, measures to move toward an outward- and market-
oriented economy. The staff and the Executive Board are of the
view that economic reforms are on the right track. Viet Nam is
also committed to going ahead with the strong adjustment pro-
gram. However, there is only so much a poor country can do on
its own, without outside support. It is time the international
community also committed itself to helping Viet Nam move further
in the desired direction. The requirements are not large.

With a combination of a strong adjustment program, and a
restructuring of arrears and new debt-service obligations, the
residual financing gap is estimated at about $400 million a year
during the next three years. Such a package can be assembled by
multilateral institutions and a few interested bilateral donors,
and it is time they do so. The illustrative medium-term balance
of payments scenario sketched by the staff indicates that
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Viet Nam's external position would remain fragile and sensitive
to external shocks. 1In fact, the staff has noted that Viet Nam
would not be in a position to meet its payments in full during
the early years of the next decade, even with a substantial
drawdown of international reserves and a halt in the growth of
imports. Therefore, Viet Nam needs--and deserves--the full
support of the international community if it is not to slide
back to square one.

I am surprised that the staff has not cared to even
mention--let alone discuss--the serious unemployment problem
facing the country. The problem, accentuated by the implemen-
tation of the strong structural adjustment program, has been
further exacerbated by the crisis in the Middle East and
economic/political transformation in Central and Eastern Europe,
including the U.S5.S.R. So far, the authorities have remained
brave about the problem; but it is an issue that needs to be
resolved before it explodes. The crisis may also affect the
ability of the authorities to expeditiously clear Viet Nam’s.
I would welcome staff comment on this.

Though the Vietnamese economy is dominated by agriculture,
it has abundant skilled labor, reasonable infrastructure, and
other facilities--albeit in need of upgrading--for rapid indus-
trialization. 1In fact, it has the potential and wherewithal to
become the next Asian boom country. The catalyst to bring this
about is international finance. Should the Fund not act as the
catalytic agent?

The Vietnamese authorities have cooperated and continue
cooperating with the Fund in implementing a comprehensive pro-
gram of macroeconomic and structural adjustment. The Fund, for
its part, has promised and continues promising to assist Viet
Nam in "any appropriate way." It is high time that the Fund
translates its intentions into concrete and specific actions.
To begin with, it can at least ensure formation of a support

group.

The Fund, and other multilateral institutions, swear by
the efficiency of the market. The data indicate substantial
inflows of direct foreign investment in Viet Nam. The staff
estimates those inflows to be $220 million in the two years
ending 1990; the East-West Center in Hawaii has estimated them
at over $500 million in the past two years. The market has thus
shown its confidence in the performance and program of Viet Nam.
Should the multilateral institutions lag behind?

With these remarks, 1 support the two proposed decisions.
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Extending his remarks, Mr. Arora said that the Vietnamese adjustment
program was a successful example of the Fund’s collaborative approach,
and the management and staff were entitled to take some pride in having
assisted Viet Nam in engineering the remarkable transformation of its
economy. Indeed, in the history of stabilization policy in the region,
there were few examples of the consistency and perseverance with which
the Vietnamese authorities had implemented their own strong adjustment
policies. It was noteworthy that those efforts had been made in the
context of an extremely unfavorable external environment: assistance
from the CMEA countries had dropped precipitously--to the equivalent of
about 4 percent of GDP--and there had been little assistance from the
convertible currency area. The supply response had been truly impres-
sive, suggesting that the phrase "growth-oriented adjustment” had become
a reality, rather than merely an aspiration. While it was true that
there had been some slippages, what had been accomplished in the face of
mounting unemployment and social distress deserved unqualified support.
Moreover, the difficult challenges ahead could only be met with the
Fund's encouragement and support.

The time had come for the international community to make good on
its pledge to help those who were committed to meaningful adjustment and
reform, Mr. Arora continued. Several countries that faced similar prob-
lems were being helped, and there did not appear to be any reason why
assistance should be withheld from Viet Nam. A great deal was at stake.
The credibility of the Fund’s model of reform depended crucially on
whether the Fund aided in normalizing Viet Nam'’s relations with the
international financial community.

While he shared the staff’s assessment and supported its policy
advice, a degree of caution with respect to the recommendation on lending
rates was appropriate, Mr. Arora remarked. Implementation of the reforms
had exposed serious weaknesses in the state enterprise system--the struc-
ture of interest rates was a case in point. Clearly, further reform was
required; however, as a practical matter, the crucial issue was the
timing of that reform. It could be argued that lending rates should be
raised immediately, forcing many large enterprises to go into liquida-
tion, which would dramatically increase unemployment. In his view,
however, it would be wiser to allow some consolidation of the gains from
economic growth before administering interest rate reforms, as premature
implementation of the necessary reforms might aggravate unemployment too
much and thereby jeopardize the entire reform effort.

Mr. Hogeweg considered that the authorities’ stated need for a Fund-
supported adjustment program--to provide a framework for resolving the
remaining policy issues--was as much a call for assistance as it was a
plea for guidance in the completion of the enormous task that they had
undertaken. Moreover, they had clearly identified the key issues and had
established a clear set of priorities for the future. Nevertheless, the
attainment of some targets remained vulnerable to policy lapses, as was
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borne out by recent slippages in fiscal and monetary policies. In that
context, it was reassuring that fundamental reform of the financial
system was under way, including the introduction of a new law on the role
of the State Bank. Such structural reforms might lessen the risk of
future slippages.

The widening gap between the official and the parallel exchange rates
was worrying, Mr. Hogeweg went on, as it indicated a rise in inflationary
expectations. It was also a sign of the still precarious condition of
the economy, and of the ease with which it might revert to its former
state. Accordingly, it was absolutely vital that the authorities per-
severe in their endeavors.

Viet Nam fully deserved the cooperation of the Fund and its member-
ship in the implementation of the collaborative approach, Mr. Hogeweg
stated. Therefore, he agreed with the draft decision on overdue finan-
cial obligations and, in particular, with the reference in that decision
to the call for the membership to fully cooperate in the implementation
of the collaborative approach. It was regrettable that no progress had
been achieved on that issue since adoption of the previous decision,
which contained similar language, and he hoped that further repetition of
that language could be avoided.

Mr. Chatah said that he was in agreement with both the staff
appraisal and the remarks made by Directors regarding the policy priori-
ties for the period ahead. It was important to ensure that the deterio-
ration in certain aspects of Viet Nam’s external environment did not
cause a further weakening of the economy, as the impressive gains on the
structural front should be preserved and strengthened. In that respect,
he welcomed the increased emphasis on accelerating the establishment of
the legal and institutional framework for the transformation of the
economy.

The Vietnamese people had a history of perseverance, and he had
confidence that they would succeed in their current endeavors to restruc-
ture their economy and reintegrate it into the world economy, Mr. Chatah
continued. He fully shared the remarks made by Mr. Fogelholm, Mr. Evans,
and others on the arrears question. It was fair to say that the inter-
national community's response to Viet Nam's efforts over the previous two
years was long overdue. He supported the proposed decisions.

Mr. Noonan made the following statement:
Like other speakers, we generally concur with the staff
report and, therefore, I have little to add to the comments of

my colleagues.

Progress made in Viet Nam in stabilizing the macroeconomic
environment and in implementing major structural reforms is very
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impressive, particularly in light of the fact that Viet Nam has
suffered a major decline in external assistance, in contrast to
the increase in assistance enjoyed by other countries undergoing
a similar transition. It would appear that Viet Nam is the most
successful example to date of a transformation from a centrally
planned economy to a market economy. The success is evidenced
by a number of factors: the relatively strong economic growth
in 1989 and the forecast for 1990--GDP increased by 2.7 percent
in 1989 and is projected to increase by 6 percent this year; the
significant reduction in the inflation rate, despite a recent
acceleration; the virtual disappearance of the spread between
the parallel and official exchange rates, although recently
there has been some reversal; and their record of payment to

the Fund, despite the major decline in external assistance.

There are special circumstance that would seem to have
contributed to the better success of Viet Nam when compared with
the experience of some of the other centrally planned economies.
Foremost among these is the fact that Viet Nam is primarily an
agriculture-based economy, and it seems that the process of
privatization is considerably less complex in the agricultural
sector than in the industrial sector. Moreover, the agricul-
tural sector has substantially faster supply-side responses to
price liberalization than the industrial sector.

At the same time, it is clear that the major gains made
would not have been possible without the sweeping reforms intro-
duced by the authorities, which included the depreciation of the
currency by 500 percent, and the lay-off of close to 25 percent
of employees in the public sector--18 percent in government and
7 percent in the public sector.

However, there have been some setbacks recently--mainly an
acceleration in the inflation rate, and a new spread between the
official and parallel exchange rates--primarily the result of
slippages in credit policy. We concur with the staff on the
policy measures required to address these problems, and we urge
the authorities to quickly proceed in this direction.

I can support the proposed decisions. In our view, there
is no doubt that Viet Nam is fully cooperating with the Fund in
terms of both its payment record and in implementing economic
policies, which is the only way it will improve its long-term
payment capacity. We hope that Viet Nam will soon be in a posi-
tion to benefit from not only the Fund’s policy expertise, but
also its financing facilities.
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The staff representative from the Asian Department stated that
several technical assistance missions had examined the possibility of
introducing a value-added tax system as a means of securing additional
revenue. However, Viet Nam’s institutional structure and its accounting
system were judged to be insufficiently strong for the proper implementa-
tion of such a system; in time, further consideration would be given to
that issue.

In response to a question by Mr. Wright, the staff representative
said that a World Bank financial sector mission had recently returned
from Viet Nam, and that its draft report was in preparation. It was his
understanding that the report would be considered by the Vietnamese
Government in January 1991, and would be issued shortly thereafter.

As to Viet Nam's prospects in the event that its relations with the
financial community were not normalized, the staff representative said
that it was difficult to provide an immediate quantitative prediction,
but it was important to emphasize that the reforms would continue, as the
Government was committed to a path of reform from which it had already
derived substantial benefits. Obviously, without a normalization of
relations, it would be much more difficult to open up the economy and
increase its orientation toward the world market, arrears would inevi-
tably continue to accumulate and import growth and, therefore, output
growth in the economy would necessarily be slower. Although it was
difficult to be precise about the magnitude of those effects, it was
clear that they would be enormous.

The staff was well aware that the weaknesses of the state enterprises
implied enormous social problems that had to be dealt with, and in that
respect he fully agreed with Mr. Arora, the staff representative from the
Asian Department commented. The Government was trying alleviate some of
those social problems through its Social Impact Fund, providing retrain-
ing and a small cushion of financial support for those who were laid off.
However, the staff recommended that such support should not be provided
in a general manner, through the maintenance of negative real interest
rates on lending to those enterprises, as Mr. Arora had suggested. If
such lending did continue, there would be an opportunity cost: someone
somewhere in the system would not have access to the credit that was
being directed to state enterprises. Inevitably, it would be the non-
state sector that would have to bear those costs; however, that sector
was clearly the most dynamic part of the economy and was the most likely
source for new employment opportunities. It was in that context that the
staff had made its recommendations on interest rate restructuring.

Mr. Ismael said that he agreed with most Directors’ comments, which
included constructive advice. Undoubtedly, Viet Nam had provided ample
proof that its reform efforts had not been dependent on such assistance.
Nevertheless, the availability of international assistance would help in
providing additional incentives for Viet Nam to further its reform
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efforts. In that regard, he would draw attention to the Fund’'s own
policy, which he had cited in his opening statement, concerning the
availability of adequate external financing in cases of Fund-supported
adjustment programs. It was encouraging to hear several Directors state
that a positive and concrete response from the international community to
provide external financial assistance was long overdue.

The Acting Chairman made the following summing up:

Directors were unanimous in their praise of the wide-
ranging economic and structural reforms now under way in
Viet Nam, and in general supported the appraisal of the staff on
Viet Nam's current policies and prospects. They were concerned,
however, by recent weaknesses in financial policies and urged
the authorities to take early action to preserve the impressive
gains achieved in reducing inflation. They observed that the
process of reform needed to be deepened in order to strengthen
the outward-looking orientation that had been imparted to the
economy, and pave the way toward Viet Nam catching up with other
countries in the region. Directors welcomed Viet Nam’'s efforts
to cooperate with the Fund in resolving the problem of overdue
financial obligations. They noted that Viet Nam had made sub-
stantial payments to the Fund in an effort to stabilize arrears
at the end-1988 level, while observing, however, that some pay-
ments had been delayed. They urged the Vietnamese authorities
to continue their efforts to clear arrears to the Fund and
called on the membership at large to support Viet Nam’s efforts
to do so in the context of the intensified collaborative
approach.

The supply response to the economic reforms has been
strong, and considerable progress has been made toward the
establishment of a market-based economy. Directors expressed
satisfaction over the pace of reforms in 1990, particularly in
the areas of taxation and financial sector reform. In the for-
mer area, Directors agreed that a substantial broadening of the
tax base was needed in view of the central role that fiscal
deficits have played in Viet Nam'’s economic difficulties, and
also welcomed the authorities’ ongoing efforts to introduce new
taxes and strengthen tax administration. Several Directors also
noted that while the new banking laws set the basis for a more
efficient and market-oriented financial system, the task of
restructuring the financial system would require significant and
sustained efforts, particularly in light of the need to improve
the balance sheets of banks that were burdened with nonperform-
ing loans, as well as to strengthen the authority of the newly
established Central Bank.
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With regard to the next phase of institutional reform,
Directors strongly supported the authorities’ emphasis on formu-
lating commercial and property laws so as to provide a clear
legal framework for the private sector. Directors urged the
authorities to maximize the scope of activities that would be
open to the private sector. Directors generally agreed that the
broader reforms within the CMEA, particularly the move to trade
in convertible currencies and at world market prices, while
resulting in a considerable initial terms of trade loss for
Viet Nam, would greatly increase the potential for economic
efficiency.

The key concern of virtually all Directors was the
reemergence of inflation during 1990 and the threat that macro-
economic instability posed to the reform effort. 1In the past,
the heart of this problem had been in the area of fiscal policy.
While recognizing that external factors--most notably the sharp
decline in Soviet aid--had complicated the task of fiscal
retrenchment, Directors regretted that insufficient action had
been taken thus far to limit State Bank financing of the budget
deficit. A number of Directors expressed the view that the
level and composition of spending, especially on defense and
certain investments, should be reassessed. Directors in general
urged the authorities to implement revenue and expenditure mea-
sures in line with the staff's recommendations, establish as
early as possible a strong fiscal target for 1991, and develop a
path for fiscal adjustment within a medium-term context.

Directors strongly emphasized the need for tighter monetary
policies, including curtailment of credit to state enterprises,
rigorous enforcement of the new higher reserve requirements, and
the open-market-type operations to tighten bank liquidity.

There was also agreement that distortion in the interest rate
structure, involving lending rates set below the household
deposit rate, should be quickly removed. Several Directors
stressed the importance of containing credit to state enter-
prises.

Most Directors welcomed the authorities’ recent efforts
to keep the official exchange rate close to market-determined
levels and to achieve exchange rate unification, and emphasized
the importance of sound monetary and budget policies as an
essential underpinning to the proposed introduction of foreign
exchange trading floors.

Looking to the medium term, Directors agreed that the pros-
pects for renewed growth had been greatly improved as a result
of the structural reform effort. Given Viet Nam’'s substantial
investment needs, it was clear that an early normalization of
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trade and financing links with the rest of the world was essen-
tial. At the same time, uncertainties regarding the pace and
timing of renewed inflows of foreign capital meant that consid-
erable attention would have to be paid to increasing domestic
savings, particularly public savings, and to tailoring public
investment to the available resources. In this respect, Direc-
tors encouraged work on the formulation of a core investment
program.

While some Directors thought the financing gaps envisaged
in the staff’s projections were large, but nevertheless of a
manageable size, it was pointed out that the return to medium-
term balance of payments viability remained highly uncertain,
not least because of the pace of cutbacks in Soviet aid and the
treatment of past Soviet debt. Directors were unanimous in
urging prompt settlement of arrears to the Fund as a critical
step toward normalization of financial relations with the inter-
national community.

Most Directors expressed the view that, despite some recent
slippages in financial policies, Viet Nam had amply demonstrated
its willingness to cooperate with the Fund under the intensified
collaborative approach, and looked forward to an early prepara-
tion of Fund support for an adjustment program, and also broader
international support for assisting Viet Nam in re-establishing
financial relations with multilateral institutions under the
collaborative approach. In their view, the authorities’ recent
policy initiatives toward a market system were impressive and
the progress toward the normalization of relations should be
maintained.

The next Article IV consultation will be held on the stan-
dard 12-month cycle.

Mr. Fogelholm asked about the state of preparedness of the Fund to
negotiate a program with the Vietnamese authorities and the speed with
which a program could be worked out.

The staff representative from the Asian Department replied that it
was impossible to say how quickly that could be done, because it was a
two-way process. As Directors had remarked, there were still many
policies that had yet to be put in place, particularly those concerning
the medium-term fiscal position and the structure of interest rates.
Nevertheless, technically and analytically, the staff was ready to pro-
ceed; it had already held many discussions with the authorities about the
content of a possible medium-term policy framework paper.
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The Executive Board then took the following decisions:

Decision Concluding Article XIV Consultation

1. The Fund takes this decision relating to Viet Nam's
exchange measures subject to Article VIII, Sections 2(a) and 3,
and in concluding the 1990 Article XIV consultation with Viet
Nam, in the light of the 1990 Article IV consultation with Viet
Nam conducted under Decision No. 5392-(77/63), adopted April 29,
1977, as amended (Surveillance over Exchange Rate Policies).

2. Viet Nam continues to maintain restrictions on the
making of payments and transfers for current international
transactions in accordance with Article XIV, 1In addition, the
multiple currency practice that arises from the setting by the
Bank of Foreign Trade and the provincial governments of exchange
rates that differ from the official exchange rate by more than
2 percent is subject to approval under Article VIII, Section 3,
and the exchange restrictions that give rise to external pay-
ments arrears and those that arise under bilateral payments
agreements with Fund members are subject to approval under
Article VIII, Section 2(a). In the circumstances of Viet Nam,
the Fund approves the multiple currency practice until December
31, 1990 and urges Viet Nam to remove the exchange restrictions
subject to approval. The Fund also encourages Viet Nam to lib-
eralize the exchange measures maintained under Article XIV as
soon as possible.

Decision No. 9573-(90/154), adopted

October 26, 1990

Overdue Financial Obligations - Review Following
Declaration of Ineligibility

1. The Fund has reviewed further the matter of Viet Nam’'s
overdue financial obligations to the Fund in the light of the
facts and developments described in EBS/90,/183 (10/22/90).

2. The Fund welcomes the continuing cooperation of the
Vietnamese authorities in working toward the elaboration and
implementation of a comprehensive program of macroeconomic and
structural adjustment. The Fund also welcomes the fact that the
comprehensive economic policies put in place by Viet Nam have
already resulted in considerable benefits to the economy, but
urges the Vietnamese authorities to strengthen further their
macroeconomic and structural policies. The Fund also welcomes
the authorities’' determination to pursue comprehensive adjust-
ment policies with Fund monitoring aimed at sustained economic
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growth, financial stability, and balance of payments viability.
The Fund intends to continue to collaborate actively with Viet
Nam and continues to stand ready to assist Viet Nam in any
appropriate way.

3. The Fund regrets the continued existence of Viet Nam's
arrears to the Fund, which places a financial burden upon other
members and reduces Fund resources needed to help others. The
Fund welcomes the fact that during 1990 Viet Nam has made pay-
ments to the Fund equivalent to its obligations falling due,
albeit with delays. The Fund stresses that full settlement of
Viet Nam’'s arrears should be given the highest priority, urges
Viet Nam to effect their prompt settlement, and notes the
authorities’ continuing efforts toward settlement. In this
context, the Fund calls on the membership to cooperate fully in
the implementation of the collaborative approach so as to
achieve a speedy and successful clearance of Viet Nam’'s overdue
obligations to the Fund.

4. The Fund will review again the matter of Viet Nam's
overdue financial obligations to the Fund within six months from
the date of this decision, in the light of actions taken by Viet
Nam in the meantime to settle its arrears to the Fund and to
implement a comprehensive adjustment program.

Decision No. 9574-(90/154), adopted
October 26, 1990

2. SOMALIA - OVERDUE FINANCIAL OBLIGATIONS - REVIEW FOLLOWING
DECLARATION OF INELIGIBILITY

The Executive Directors considered a staff paper on the further
review of Somalia’s overdue financial obligations to the Fund following
the declaration of its ineligibility to use the general resources of the
Fund, effective May 6, 1988 (EBS/90/176, 10/16/90; Cor. 1, 10/18/90; and
Sup. 1, 10/25/90).

The staff representative from the Treasurer's Department said that
since issuance of the staff paper, Somalia had paid $500,000 to the Fund.
Since the previous review, Somalia had made three payments, totaling
$1.35 million, or a little under SDR 1 million. Somalia’'s arrears cur-
rently amounted to SDR 114.7 million.

Mr. Finaish made the following statement:
The Board today is being asked to make a judgment about

Somalia's record of cooperation with the Fund in accordance with
the criteria set out in the strengthened arrears strategy. But
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underlying this specific issue is a broader and more fundamental
question, namely, how the Fund can best help Somalia move closer
to the ultimate objective of clearing its arrears and resuming
normal relations with the Fund.

A solution to Somalia’s arrears problem and, indeed, to
most of the protracted arrears cases, requires three basic con-
ditions: a commitment by the authorities to put their domestic
economic house in order; the ability to implement the needed
policy and reform measures; and the availability of external
financial assistance, not only to support adjustment and reform,
but also to help in the settlement of arrears.

There can be no doubt that the Somali authorities are
committed to economic adjustment and reform. They have been
working closely with the Fund staff in formulating policies and
adopting specific measures. But the commitment of the authori-
ties can be ascertained not only from their positive and cooper-
ative attitude in their discussions with the management and
staff, but also from what they have actually done and are doing.
This is particularly clear when one looks at areas of policy
where governments usually find it most difficult to act, such as
the exchange rate, public expenditures, and pricing policies.

A few brief illustrations are in order.

First, since early August 1990, the Somali shilling has
come under severe pressure as a result of the sharp decline in
foreign exchange receipts. Nevertheless, the authorities moved
quickly to adjust the official rate and were therefore able to
achieve the target ratio of official to parallel rates of
83 percent. Second, expenditures continued to be tightly
restrained, with the share of spending on defense and security
relative to total ordinary outlays being kept at 19 percent,
compared with the original target of 26 percent. Given the
security needs of Somalia, this is not a small accomplishment.
Third, during the first half of 1990, revenues also exceeded the
target, with the ratio of domestic revenue to ordinary expendi-
ture reaching 35 percent, compared with a budget target of about
30 percent.

As far as pricing policy is concerned, as mentioned in the
staff paper, the authorities have moved decisively to adjust
various administered prices. To give an example, the price of
gasoline, which was So. Sh. 150 per liter in January 1990, was
gradually raised to So. Sh. 510 in August 1990. Following
recent developments in the oil market, the price was further
raised to So. Sh. 663 per liter. Electricity rates were raised
by 500 percent.
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The purpose of saying all this is not to paint a rosy pic-
ture of Somalia’s economic performance. Obviously, the economic
situation remains extremely difficult, and there are still seri-
ous problems that need to be dealt with urgently and decisively.
But a great deal has been done, and the authorities are working
hard to tackle the remaining weaknesses in the system, including
the financial sector and the revenue structure. The point I
want to stress is that the positive policy discussions and the
close cooperation between the authorities and the staff are
being translated into substantial policy action, and this spirit
of cooperation needs to be preserved and strengthened.

The Fund can also contribute to the kind of progress we all
want to see in Somalia’s economic performance by continuing to
provide the needed technical assistance. This is a crucial ele-
ment for a successful implementation of economic policies and
reform in Somalia. The staff paper correctly emphasizes the
administrative impediments that have obstructed implementation
in a number of areas, including reform of the financial sector
and tax administration. It is unfortunate that the technical
assistance mission on tax administration could not proceed to
Somalia as planned, presumably due to security considerations.
It is, of course, the prerogative of management to make a
judgment as to whether it is safe for the staff to travel to
Somalia, but I note that the World Bank’s resident representa-
tive is back in Mogadiscio. It is the authorities’ strong hope
that the technical assistance mission will be able to go to
Somalia soon.

As far as donor support is concerned, we are all too aware
of the fact that the attitude of some donors has been shaped by
views and perceptions about the domestic political situation in
Somalia. Obviously, the Fund is not the proper forum to discuss
these issues, and certainly one cannot tell donor governments
how to conduct their foreign policies. But it is only fair to
point out the serious efforts that have been made recently,
which are mentioned in the staff paper, to address the domestic
political situation and to move along the path of national
reconciliation. The authorities are fully aware that an
improvement in the domestic political environment is not only
important for the achievement of economic progress, but also for
the much-needed external support.

In the staff paper, the staff have looked at Somalia's
record in terms of policies and payments and have concluded
that actions in these two areas have not been sufficient to
meet the two criteria for cooperation. The proposed decision
reflects this conclusion.
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I do not want to debate the interpretation of the guide-
lines or criteria for cooperation. But I do not feel it would
be justified or useful at this stage to brand Somalia noncooper-
ative. Somalia has been making monthly payments to the Fund,
and those amounts have already been increased twice this year.
In fact, in a communication that I received a few days ago--
which was circulated yesterday as the supplement to the staff
paper--the Minister of Finance and Revenue has indicated that
the amount will be increased again, starting this month, to
$500,000. This increase comes at a time when Somalia is being
hit hard by the crisis in the Middle East, which has led to a
decline in Somalia’‘s exports to countries in the Middle East
region and in remittances from Somalis working in those
countries, and to increases in the prices of its oil imports.
Table 1 of the staff paper demonstrates the extremely tight
foreign exchange position of Somalia. With foreign exchange
receipts from exports and official capital flows falling
sharply, imports in 1990 are projected to be one-third lower
than in 1989. While $500,000 a month may appear to some as a
small amount, given the extreme shortage of foreign exchange in
the country it represents a substantial effort on the part of
the authorities.

I have already touched on the other criterion for coopera-
tion, namely, the adoption of corrective economic policies. If
there are problems of implementation in certain areas, it is not
because the authorities are reluctant to accept the Fund’'s
advice. On the contrary, the authorities have been eagerly
seeking the advice and technical expertise of the staff and are
doing their best to overcome the institutional and administra-
tive impediments that hinder implementation of the necessary
measures.

In these circumstances, it would be unfortunate if the Fund
were to send a message to the authorities that told them that
they are noncooperative. I am afraid that is the only way they
will interpret the proposed decision. I may propose some amend-
ments to the decision at the end of the discussion.

Mr. Filosa made the following statement:

On the occasion of the last review of Somalia's overdue
financial obligations to the Fund, I noted with a sense of
encouragement that the Somali authorities had agreed with the
Fund on a policy package that represented a significant effort
toward the necessary restructuring of the economy. Moreover,
the package, although it did not match the standards of upper
credit tranche conditionality, seemed nonetheless to signify a
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decisive departure from the previous policy stance. 1 also
noted on that occasion that Somalia’s cooperation with the Fund
had intensified somewhat relative to previous reviews. It was
evident, however, that much more was still required of the
authorities--in terms of both corrective policy measures and
efforts to fulfill financial obligations to the Fund--for them
to re-establish a sound track record. More generally, it was
recognized that Somalia had to create the conditions that would
encourage donors and creditors to augment the flow of financial
support.

I am still confident that, notwithstanding the difficult
political climate in which economic measures have been imple-
mented in Somalia, as well as the slippages in the pace of
reforms that have been observed during the last few months,
the authorities have not lost their intention to cooperate
with the Fund.

In this connection, one cannot fail to recognize that, in
many respects, steps have been taken in a desirable direction
and in compliance with the Fund’'s recommendations: a new com-
mercial bank has been established, while the old one has ceased
lending operations and is now recovering outstanding loans; cir-
cular checks have been totally demonetized; and initial actions
have been implemented to restructure the Central Bank. More-
over, with respect to the short term, recent data show that
monetary and credit aggregates have remained broadly in line
with targets, the fiscal outlook for the first half of the year
has been better than predicted, and the ratio of the official
exchange rate to the open market rate reached its target in
September 1990. Nor can one ignore the significant adjustments
made in administered prices.

Major reasons for concern, however, have persisted and
are today even stronger than before, as the pace of reforms
seems to have slackened considerably since August 1990. Strong
constraints seem to limit the administrative capacity of the
government'’s operational bodies. As a result, the progress
in financial reforms has been weaker than expected; at present,
the commercial banking system is not functioning, and there
seems to be some reluctance to get the new commercial bank to
operate fully. The financial system remains in a condition of
extreme fragility. Moreover, the Central Bank’'s supervision of
the banking system is weak, many of its operations need to be
streamlined and reframed within the context of the existing law,
and its institutional capacity needs to be rebuilt.

Fiscal prospects, too, are now generating concern due
to slippages observed in the second half of the year in the
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implementation of important measures, such as the establishment
of an import verification system, the introduction of the rental
income tax, and the implementation of the Fund’'s recommendations
on tax administration.

On the occasion of my last visit to Mogadiscio, the Somali
authorities agreed that the establishment of a new financial
system and the full implementation of all fiscal measures
included in the 1990 program would have represented a crucial
test of their willingness and ability to correct the main imbal-
ances in the economy. I am afraid that this test has not been
passed.

The authorities’ commitment to economic reform is clearly
at stake, and the international community needs clear signals to
be induced to extend support. The deterioration in the state of
domestic security that has occurred since the time of the pre-
vious review has made an already gloomy picture worse, discour-
aging both the implementation of development projects and the
initiatives of the Italian banking system for the provision of
technical assistance to the new commercial bank.

I note the desire of Somalia to cooperate with the Fund and
the World Bank and, in this context, the decision to increase
monthly payments to the Fund to $500,000 starting this month.

I hope that this decision will soon be complemented with appro-
priate concrete policy measures along the lines already dis-
cussed on several occasions. Should this happen, 1 am sure that
all members of the Support Group will be ready to expeditiously
resume the activity of the Support Group. At the same time,
however, as Chairman of the Support Group, I would like to
stress that the reactivation of the functioning of the Support
Group now lies entirely in the hands of the Somali authorities.
The new arrears strategy provides Somalia with a golden opportu-
nity to facilitate the correction of the many distortions and
deficiencies in the economy. If, however, Somalia fails again
to substantiate its commitment to reform, the possibility of
endorsement of a Fund-monitored program before the Spring 1991
deadline will be reduced to a minimum.

Mr. Monyake made the following statement:

Somalia is another case where security problems and an
unstable political situation have proven to be major obstacles
to the process of economic reform. The gains made during the
first half of the year have been reversed, and the Middle East
crisis has made an already critical situation worse. Evidently,
unless some positive results are achieved in the current peace
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initiatives, the objectives of early economic recovery and a
return to financial viability in Somalia might remain elusive.

Addressing the question of whether Somalia is cooperating
with the Fund to find a solution to its protracted arrears prob-
lem, it would be difficult to come to a strictly negative con-
clusion. I think Mr. Finaish has gone to some trouble to
explain to this Board the measure of cooperation that the Somali
Government is endeavoring to embark upon. It is true that there
have been slippages in the implementation of certain policies,
and that the authorities have not been able to substantially
augment payments to the Fund as promised. However, by them-
selves, these should not constitute an indictment of unwilling-
ness to cooperate with the Fund at this stage. On the one hand,
political constraints on the implementation of sound economic
policies are a fact of life, even in societies with a long his-
tory of democracy. On the other hand, the country is suffering
from an extreme shortage of foreign exchange, which is difficult
to alleviate in the short run in the absence of stepped-up
support from the donor community. As Mr. Filosa said, the donor
community is sitting on the sidelines waiting for things to
happen in Somalia. On the other hand, we are doubtful about the
injection of that much-needed foreign assistance if the Somali
people are not accumulating the foreign exchange they require.
It becomes a chicken and egg situation.

I think we might postpone the question of the Managing
Director’s communication to all Governors of the Fund and the
President of the African Development Bank at this time to see
what might result from the recently announced political reforms
and the newly formed cabinet. We should not lose sight of the
fact that, of the several countries that have to deal with the
problem of protracted arrears to the Fund, the African countries
are the ones that have been the least able to untangle them-
selves. Somalia is coming close to being the third African
country to be the subject of a declaration of noncooperation
with the Fund. Having said that, I would urge the Somali
authorities to explore all reasonable avenues of expeditiously
resolving existing social and political problems in the country,
and so create a conducive atmosphere for the implementation of
a comprehensive adjustment program that would qualify for the
Fund’s endorsement under the intensified collaborative approach.
At the same time, we hope that the international community will
give Somalia all the financial support that it needs.

Extending his remarks, Mr. Monyake stated that, as the Executive
Board was fully aware, his chair was deeply concerned about countries
that fell into arrears, a problem that continuallv confronted the
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countries in his constituency. In that regard, one aspect of the
exchange of communications between the Managing Director and the Minister
of Finance and Revenue, which were contained in the supplement to the
staff paper, was difficult to understand. The Minister of Finance and
Revenue concluded his telex with an indication that the authorities were
perplexed by the lack of appreciation among the Fund staff for the
efforts that were being made, and that Somalia appeared to be on the
threshold of being branded noncooperative. 1In his reply, the Managing
Director observed that the staff paper did not in fact propose a decla-
ration of noncooperation. The intention of that observation was unclear
and required some clarification, because the Minister of Finance and
Revenue had not suggested that the staff paper contained such a proposal;
he merely indicated that Somalia appeared to be on the threshold of being
declared noncooperative. Such language could only serve to discourage

a well-meaning government, which, after attempting to put its house in
order through all available means--including cooperation with the Fund--
found itself on the brink of being the subject of a declaration of
noncooperation. The authorities needed both assurance and assistance;
therefore, he was not prepared to support the proposed decision, par-
ticularly paragraph 4.

Mr. Cirelli made the following statement:

Like other speakers, I deeply regret the absence of real
progress since the June 1990 review of Somalia’s overdue finan-
cial obligations to the Fund, despite the desire of Somalia to
cooperate. Therefore, this desire should be transformed into
real and concrete steps.

As regards stabilization policies, fiscal developments in
the first half of 1990 indicate that tax revenue has been higher
than expected. However, nontax revenue fell below the program
target, owing notably to the disorganization of the public
sector. Moreover, the impact of the high rate of inflation
resulted in a further deterioration of the tax to GDP ratio.

On the expenditure side, the weaknesses reflected in available
data put serious strains on the sustainability of the modest
progress registered so far. Finally, as underlined by the
staff, fiscal performance in the second half of the year remains
a cause for concern. Therefore, one can only urge the new
Government to urgently implement the set of measures recommended
by the Fund technical assistance mission. Such a decisive step
will undoubtedly demonstrate the willingness of the authorities
to move ahead.

Concerning structural reforms, we, like the staff, can only
remark that it is unclear whether the authorities are fully
committed to rigorously pursuing financial sector reform.
Although monetary and credit policies were broadly on track
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during the first six months of the year, the government's posi-
tion in relation to the Central Bank appears to have deterio-
rated markedly since July 1990. As regards the pricing system,
the decision taken by the authorities to adjust administrative
prices and those for petroleum products is an encouraging step.
However, a further increase is needed in order to meet the
fiscal revenue target from this source and to offset the conse-
quences of the developments in the Middle East.

Turning now to the repayments of overdue financial obliga-
tions to the Fund, it is clear that payments made so far have
not been sufficient to prevent the accumulation of new arrears.
Therefore, in light of this consideration, I am afraid that I
must conclude that Somalia has not been cooperative enough with
the Fund in finding appropriate solutions to the deep-seated
distortions that affect the economy, as well as in making suffi-
cient repayments to the Fund.

The content of the draft decision adequately reflects the
present situation, including the information provided by the
authorities in their telex addressed to the Managing Director.
In addition to the draft decision, which constitutes, in my
view, a needed signal that more progress is expected, I also
approve the maintenance of technical assistance, which will
be essential to support the actions of the new Government.
Finally, scheduling the next review of overdue financial obliga-
tions with the Article IV consultation will allow for a suffi-
cient delay, during which strong stabilization measures may be
implemented, and sufficient repayments made, so that one will be
able to acknowledge the authorities’ resumed active cooperation
with the Fund. We urge the authorities to assess all the ele-
ments of the present situation in order to avoid the issuance of
a declaration of noncooperation at the time of the next review.

We support the proposed decision.

Mr. Grosche stated that he supported the proposed decision, as it
would send a signal to the authorities that the Fund was not satisfied
with the steps taken thus far. Somalia had not implemented strong and
comprehensive adjustment measures that could be regarded as sufficient
for a Fund-monitored program. Moreover, the country’s payments continued
to fall substantially short of what would be necessary to at least stabi-
lize the level of Somalia'’s arrears to the Fund. Therefore, the communi-
cation to all Governors of the Fund and the President of the African
Development Bank was in order. Technical assistance should continue to
be provided by the Fund, as it could be helpful in guiding the authori-
ties along their very difficult path of adjustment. The Executive
Board should consider discontinuing technical assistance only if the
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authorities did not cooperate with the Fund. A statement to that effect
was not warranted at the present juncture, and he sincerely hoped that

such a statement would not become necessary at the time of the next
review.

Mr. Iqbal made the following statement:

The policy package that was initiated in May 1990, although
not comprehensive, had the potential for establishing a firm
foundation for a sustained reversal of the deterioration of the
economy. Unfortunately, the Somali authorities’ efforts to
grapple decisively with the serious economic crisis and to regu-
larize their relations with the Fund have once again been ham-
pered by security and other exogenous factors. Consequently, it
has been difficult for Somalia to materially strengthen its
payments performance, or to progress rapidly toward finding
appropriate solutions to its economic and financial difficul-
ties, including the settlement of its arrears to the Fund.

Nevertheless, some progress has been made toward containing
monetary expansion, there have been steps toward correcting the
official exchange rate, and administered prices have been raised
in line with policy objectives. I believe that Somalia deserves
more time and consideration, so that the authorities can move
toward restoring the momentum of the policy package.

During this process, I wish to emphasize that the Fund
should continue to play a constructive role in helping Somalia
by providing technical assistance and, through the normal
Article IV consultation channels, advice. We should recognize
that perpetuation of the present impasse is beneficial for
neither Somalia nor the Fund. Therefore, I consider the pro-
posed five-month extension appropriate.

I am hopeful that the authorities will use this time to do
what is needed. I would call for tangible progress toward at
least arresting the deterioration during this period. The
authorities should strengthen the fiscal performance and consol-
idate financial sector reforms. It is essential that revenue
measures planned for the second half of the year are actually
implemented. There should also be no accumulation of payments
arrears as a way of financing expenditures. At the same time,
the authorities should be encouraged to move quickly toward
restructuring the Central Bank and asserting control over the
operation of the banking system. Regaining the credibility of
monetary management and of the financial system is crucial for
adjustment and for encouraging much-needed private sector
initiative.
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Finally, I support the proposed decision and wish to empha-
size to the authorities that they should take full advantage of
Fund support at this critical juncture in their efforts.

Ms. Hansen remarked that her authorities had been prepared to support
a decision to implement remedial measures at the time of the previous
review, believing that little was to be gained by delay. Unfortunately,
it appeared that their skepticism about Somalia’'s cooperation with the
Fund had been borne out by subsequent developments. Her authorities
understood the difficulties caused by internal security problems, as well
as the negative impact of the Middle East crisis. However, promised
measures, which could have been taken in spite of those problems, had not
been adopted, so that the resulting package was both insufficient and
disappointing as an adjustment program.

On the positive side, the measures that were taken, such as the
initial steps toward restructuring the banking system and the adjustment
of administered prices, were welcome, as was Somalia’s effort to increase
its monthly payments to the Fund, Ms. Hansen continued. Unfortunately,
that increase had not prevented a continued accumulation of arrears, and
the reform effort--which had been inadequate in any event--had quickly
faltered. The result had been a further deterioration in the credibility
of Somalia’s efforts to cooperate with the Fund.

As neither of the two criteria for determining a member’s cooperation
with the Fund had been fulfilled, Ms. Hansen remarked, she agreed with
the provision in the proposed decision that the first remedial step in
the arrears strategy should be taken. In view of the circumstances, she
also agreed with the proposed delay in concluding the next review. In
the meantime, the authorities should intensify their efforts to cooperate
with the Fund.

Mr. Wright recalled that since the previous review, which had pro-
vided a final opportunity for Somalia to improve significantly its track
record, Somalia’s record vis-a-vis the Fund had actually deteriorated.
Furthermore, the proposed increase in monthly payments would not be
sufficient to stabilize its arrears. Although the situation in the
Middle East had not helped, it was clear that weak policy implementation
was primarily to blame for the deterioration. Any further postponement
of the remedial measures would weaken the Fund’'s credibility and would
send the wrong signal to the authorities. Therefore, he supported the
proposed decision.

The international financial community stood ready to help, provided
that the authorities demonstrated their willingness to implement the
necessary reforms, and that there was a parallel improvement in the human
rights situation, Mr. Wright considered. Technical assistance should
continue to be provided for the time being, and he hoped that the
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authorities would take the opportunity of the forthcoming Article IV con-
sultation to open discussions on a comprehensive program that would start
to reverse Somalia’s economic difficulties.

Mr. Ichikawa said that he was in broad agreement with the staff
appraisal. At the previous review, the Board had urged the authorities
to strengthen substantially their cooperation with the Fund by means of
full implementation and further strengthening of the economic reform
plan, as well as by meaningful repayments to the Fund. It was regret-
table that Somalia had failed to meet both of those criteria. With
regard to policy implementation, although the authorities had initiated
some important institutional reforms before the previous review, progress
had slowed, and the objectives had not been pursued thoroughly. The
weakening of the administrative capacity had intensified, and financial
imbalances had widened. In the absence of effective adjustment measures,
there was some concern that the economic situation would worsen in the
period ahead. The deterioration of the economy had been due partly to
adverse external shocks; however, the security situation had continued
to play a critical role. 1In that respect, he regretted that progress
toward reaching a peaceful settlement had been slower than expected.

With regard to their payments record, the authorities’ efforts fell
short of expectations, Mr. Ichikawa continued. Payments made since the
previous review had been less than 10 percent of current obligations;
furthermore, it was regrettable that repayments to the Fund in 1990 were
projected to remain about one third of total debt repayments by the
authorities. In view of the discouraging record of performance, there
was no choice other than to proceed with the Managing Director’s communi-
cation to all Governors. As to the provision of technical assistance, he
fully associated himself with the view expressed by Mr. Grosche. Tech-
nical assistance would be instrumental in helping the authorities to
improve their cooperation with the Fund; however, the availability of
technical assistance would also depend on internal security conditions.
The proposed decision and the draft letter appropriately reflected his
disappointment, as well as his sincere hope that Somalia would resume
active cooperation with the Fund in a timely manner. Accordingly, he
supported the proposed decision.

Mr. Filosa stated that he had reserved his position on the decision
in order to listen to the views of other Directors. He supported the
proposed decision. He agreed with Mr. Finaish on the three principles
that should guide Somalia: their commitment should be made evident; they
had to demonstrate the ability to implement the necessary measures; and,
having adhered to the first two principles, external funds should be made
available. While he supported the proposed decision, he stressed that
the Somali authorities should not interpret the decision as having
branded them noncooperative. He agreed with Mr. Cirelli’s observation
that cooperation had not been sufficient; the reality of insufficient
cooperation was evidenced by the fact that every time the authorities
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delayed the necessary measures, the situation became more difficult. The
correct interpretation was, therefore, that there was very little time to
act decisively to adopt the necessary measures, which had been discussed
many times by the staff and the Executive Board. There were no new
measures to be discovered; what was needed was the full implementation
of the measures previously promised.

It was particularly worrisome that the financial system had col-
lapsed, Mr. Filosa continued. That was something that Somalia could not
afford if it wanted to normalize both the functioning of the economy and
its relations with creditors. He understood that members of the Support
Group were ready to resume cooperation, provided that Somalia’s record in
a number of areas--both economic and political--showed a decisive depar-
ture from past experience.

Mr. Finaish said that, in light of the discussion, it appeared that
it would be difficult to persuade the Executive Board to amend the pro-
posed decision. He had wanted to propose an amendment along the lines of
Mr. Monyake's suggestion, namely, that parapraph 4 should be deleted and
paragraph 5 amended, to delay action on a possible declaration of non-
cooperation until the next review. 1In light of the discussion, the
Executive Board'’s preference seemed to be to adopt the decision as
drafted. Nevertheless, there was one amendment that should be consid-
ered; paragraph 3 could begin with the following additional senctence:
"The Fund notes that, notwithstanding the implementation of significant
pclicy measures, particularly in the areas of the exchange rate, adminis-
tered prices, and public expenditures, subsvantial weaknesses remain,
especially in the financial sector and fiscal revenue." The proposed
amendment was offered for two reasons, both of which were recognized by
a number of speakers: first, the authorities should be given credit for
what they had achieved in those areas, which was acknowledged in the
staff paper; and second, rather than retaining a general statement on
the need to embark on an adjustment program, the decision should hbe more
specific in setting out the Executive Board’s expectations in the areas
of financial sector reform and fiscal revenue.

Mr. Filosa said that he supported the proposed amendment, with one
caveat concerning the measures on administered prices. 1Tt was his under-
standing from Mr. Finaish’s statement that there had bezn a further
increase in the prices of petroleum products. HNevertheless, although it
was difficult to be precise, it secemed that Somalia’s commitment in that
area required a much higher increase in prices. Furthermore, he had some
misgivings concerning the suggestion in the proposed amendment that cthe
measures already taken were significant. He cervtainly agreed with the
main thrust of Mr. Finaish's proposal, which was aimed at providing a
balanced picture of the content of the discussion. Some important mea-
sures had been taken, but significant weaknesses remained in the areas of
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the financial system and fiscal revenue. Accordingly, while he supported
the proposal in principle, he would be more cautious concerning the
prices of petroleum products.

The staff representative from the African Department remarked that
the authorities had recently adjusted the administered prices for petro-
leum products; however, as Mr. Filosa had mentioned, that adjustment fell
short of commitments made in June 1990. Prices were significantly below
import parity levels and did not incorporate a customs duty, as had been
anticipated. He doubted whether it would be appropriate to include price
adjustments among the authorities' accomplishments; they had taken some
actions, but in reality they had had no choice and, in any event, the
measures taken fell short of what had been expected. He also doubted
the appropriateness of recognizing actions taken in the area of credit.
Although the data were incomplete, the figures for September 1990 sug-
gested the possibility of a buildup of arrears in a number of areas. The
authorities could be given credit for exchange rate actions and for some
initial steps in the financial sector, although significant weaknesses
still existed in that sector.

Mr. Wright commented that the message given to the authorities should
be as unambiguous as possible, and, in that respect, there were two risks
inherent in the formulation that had been suggested. One was that by
referring to specific areas, the proposal would suggest that the progress
that had been achieved in those areas was sufficient, and that no further
progress would be needed; therefore, any such references should be cap-
tured in more general terms. The second risk was centered on the infer-
ence, which should be avoided, that the authorities had moved signifi-
cantly toward meeting the conditions that were required for a declaration
of noncooperation to be avoided; unfortunately, the proposed formulation
appeared to give just that impression. The decision should be balanced
by giving the authorities a certain amount of credit, but it should be
made clear that the views expressed in the discussion were not finely
balanced. Accordingly, he would be prepared to see some acknowledgment
of the measures that had been taken, but the decision should be very
clear that there was still a very long way to go before those measures
could be regarded as anything other than insufficient.

Mr. Grosche remarked that he shared the views of Mr. Wright. While
it might be appropriate to add something to paragraph 3, any amendment
should be worded in such a way as to send a clear signal to the author-
ities that what had been accomplished was not sufficient and further
action was necessary.

Mr. Finaish considered that it was appropriate to refer to the
measures that had been adopted as being significant, as that view was
reflected to some extent in the discussion and the staff paper. The
proposed amendment also referred to substantial weaknesses, especially
those in the financial sector and fiscal revenue, which implied that
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there were other weaknesses as well. Consequently, the proposed amended
text correctly referred to both significant policy measures and substan-
tial weakness. The main purpose of the amendment was to offer some
recognition of certain difficult steps that had been taken, and to be
more specific concerning the direction in which the authecrities were
expected to move in the future. As to the use of the words "significant"
and "substantial," that was a matter of judgment, but there seemed to be
apreement that there should be some recognition of the authorities’
efforts.

Mr. Igbal said that Mr. Finaish’s suggestion had considerable mevit.
Both "significant" and "substantial" could be employed as proposed; their
inclusion provided a fairly balanced view of certain conclusions in the
staff paper. One could conceivably separate administered prices from the
exchange rate and expenditure controls, but it also made sense to main-
tain the formulation proposed by Mr. Finaish,

Ms. Hansen stated that she agreed with Mr. Wright on the risks inher-
ent in including the proposed wording. While appreciating the desire to
strike a balance, she was somewhat concerned that the facts of the case
might be obscured in the search for balance.

Mr. Ichikawa said that he supported Ms. Hansen's comments.

Mr. Aderibigbe commented that there was a considerable difference
between "significant" and "adequate," and it was for the members of the
Board to assess whether the measures taken were significant. To say that
the measures were significant should not be construed as implying that
they were adequate; if they had been adequatz, the last part of the
proposed sentence would not be necessary. The proposed sentence appeared
to be well balanced and would send a clear signal to the authorities that
they were on the right track, despite all the difficulties that they had
encountered; without the proposed sentence, the decision had the appear-
ance of discouraging the authorities.

Mr. Evans remarked that he agreed with Mr. Wright on the proposed
amendment of the decision. The proposed decision already contained a
reference to the need for Somalia to adopt a comprehensive set of mea-
sures, and it was preferable not to be specific about the particular
measures that might be required. The Somall authorities already undet-
stood what was expected of them, and the Executive Board should not have
to spell out the specific measures required at each review of a member's
overdue financial obligations.

The Acting Chairman said that the summary of the discussion., which
was to be sent to the Somall authorities, could include a reference to
the Executive Board’'s recognition of the implementation of some difficulc
measures, and an indication that there was a need for further measures.
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Mr. Finaish asked whether the reference to measures already imple-
mented would be included in the letter to all Fund Governors and the
President of the African Development Bank. If that were the case, he
would not insist on amending the decision. In addition, the authorities
had moved decisively to adjust various administered prices in line with
their policy objectives, as had been explained in the staff paper.

The staff representative from the African Department suggested that
the beginning of the fourth sentence in the third paragraph of the draft
letter could be amended by inserting a phrase that would indicate that
the authorities had taken a number of difficult policy measures.

The Acting Chairman said that such a reference could be included in
the summary of the discussion that was to be sent to the authorities, as
well as in the letter to all Fund Governors and the President of the
African Development Bank. That reference could be in lieu of an amend-
ment to the proposed decision.

Mr. Wright considered that including the proposed reference was a
sensible alternative, as it would obviate the need for an amendment to
the proposed decision; accordingly, he supported the Acting Chairman’s
proposal.

The Executive Board then took the following decision:

1. The Fund has reviewed further the matter of Somalia’s
continuing failure to fulfill its financial obligations to the
Fund in the light of the facts and developments described in
EBS/90/176 (10/16/90).

2. The Fund deeply regrets the continuing failure of
Somalia to fulfill its financial obligations to the Fund, which
places a financial burden upon other members and reduces Fund
resources needed to help others. The Fund notes the increase in
Somalia’'s most recent monthly payment to US$0.45 million and
again urges Somalia to give the highest priority to increasing
substantially its payments and to settling fully and promptly
its overdue financial obligations to the Fund.

3. The Fund urges Somalia to adopt as a matter of urgency
a comprehensive set of measures within the context of the inten-
sified collaborative approach that would bring about necessary
economic adjustment. The Fund continues to stand ready to
assist the authorities in support of efforts to formulate and
implement a comprehensive adjustment program.

4, In the absence of Somalia’s active cooperation with
the Fund in seeking a solution to the problem of its overdue
financial obligations, the Fund decides that the Managing
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Director of the Fund shall communicate with all Governors of the
Fund and the President of the African Development Bank regarding
Somalia’s continued failure to fulfill its financial obligations
to the Fund.

5. The Fund will review the matter of Somalia’s overdue
financial obligations to the Fund again at the time of the 1990
Article IV consultation or not later than five months from the
date of this decision, whichever is earlier, in the light of
actions taken by Somalia in the meantime regarding payments to
the Fund and implementation of a comprehensive adjustment pro-
gram. At the time of that review, in the event that Somalia has
not resumed active cooperation with the Fund in seeking a solu-
tion to the problem of its overdue financial obligations to the
Fund, the Fund may consider a declaration of noncooperation
concerning Somalia.

Decision No. 9575-(90/154), adopted
October 26, 1990

The Managing Director then assumed the chair.

3. EXECUTIVE DIRECTORS

The Chairman bade farewell to Mr. Feldman and Mr. Mawakani upon the
conclusion of their service as Executive Directors.

APPROVED: August 30, 1991

LEO VAN HOUTVEN
Secretary



