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I. Introduction 

On May 15, 1989, the Fund approved for Kenya a three-year 
arrangement under the enhanced structural adjustment facility (ESAF), 
in support of an economic and financial program covering the calendar 
years 1989-91, and the first annual arrangement thereunder, in support 
of the program for 1989 (EBS/89/84, 4/27/89). Total access under the 
ESAF arrangement, which replaced Kenya's arrangement under the struc- 
tural adjustment facility (SAF) and the 18-month stand-by arrangement 
(canceled at the request of the authorities), is equivalent to 
SDR 241.4 million (170 percent of Kenya's quota), with annual access 
amounting to SDR 80.5 million (56.7 percent of quota) under each of the 
three annual arrangements. The first semiannual disbursement equivalent 
to SDR 40.2 million was made on May 31, 1989, and the second semiannual 
disbursement will be available after October 31, 1989, subject to 
compliance with the end-September 1989 performance criteria and 
completion of the midterm review. 

The discussions on the midterm review of the first annual arrange- 
ment under the ESAF were conducted by a staff mission that visited 
Nairobi during August 28-September 11, 1989. l/ In the attached Letter 
to the Managing Director from the Vice President and Minister for 
Finance and the Governor of the Central Bank dated September 26, 1989 
(Appendix I>, the authorities review progress in policy implementation 

l/ The mission comprised Mr. P.S. HeLLer (head-AFR), Ms. J. Horne 
(FXD), Ms. N. Calika (AFR), Mr. R. Feldman (ETR), Mr. J. Hiwatashi 
(AFR), and Mrs. L. Duffield-Sorkowitz (secretary-ETR). Mr. E.L. Borne- 
mann (AFR) joined the mission during the second week. Mr. T. Allen from 
the World Bank mission in Nairobi participated in some of the 
discussions. 
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under the first annual ESAF arrangement and economic and financial 
developments through September 1989, and describe the policies that they 
intend to pursue for the remainder of the year. 

As of September 30, 1989 total Fund credit outstanding to Kenya was 
equivalent to SDR 305.7 million, or 215.3 percent of quota (Table 1). 
Taking account of scheduled repurchases and the prospective second 
semiannual disbursement under the ESAF, total outstanding Fund credit at 
end-December 1989 would amount to SDR 314.5 million, or 221.5 percent of 
quota. By end-December 1991, when all the disbursements under the 
three-year ESAF arrangement would have taken place, total outstanding 
Fund credit would amount to SDR 370.1 million, or 260.6 percent of 
quota. 

Summaries of Kenya’s relations with the Fund and the World Bank 
Group are presented in Appendices II and III, respectively. 

II. Background 

In the face of deteriorating financial and economic conditions, in 
late 1987 Kenya adopted a major stabilization and structural adjustment 
program. The program, which was supported by an 18-month stand-by 
arrangement and arrangements under the SAF (both of which became effec- 
tive on February 1, 19881, aimed at maintaining the real growth rate, 
containing the rate of inflation, and reducing the current account 
deficit to a sustainable level. To attain these objectives, the Kenyan 
Government adopted a tight fiscal and monetary stance and initiated a 
flexible exchange rate policy, as well as a phased introduction of 
structural reforms in agriculture, industry, the financial sector, 
public enterprises, and government expenditure policy. The major 
elements of the adjustment program were successfully implemented during 
1988 and, as a consequence, the objectives of the program with regard to 
growth, financial stability, and the external sector were to a large 
extent achieved (Table 2). A/ 

In early 1989 the Kenyan authorities requested support under 
arrangements under the ESAF for their 1989-91 program, which was 
designed to broaden and reinforce the adjustment process. 21 The 
program aims to achieve a real GDP growth rate higher than-the popula- 
tion growth rate, to reduce the rate of inflation to the average of 
Kenya’s main trading partners, to curtail substantially the external 
current account deficit, and to build up Kenya’s net official inter- 

l/ For details see Staff Report for the 1989 Article IV Consultation 
an2 Request for Arrangements Under the Enhanced Structural Adjustment 
Facility (EBS/89/84, 4/27/89). 

21 For details see EBS/89/84 (4/27/89) and Enhanced Structural 
AdSustment Facility Policy Framework Paper for 1989-91 (EBD/89/123, 
4/26/89). 



Table 1. Kenya: Use of Fund Credit, September l98Ftikcenber 1991 

outstandirrg 1989 l.992 I991 
Sept. 30, Oct.- Jan.- April- JUW Oct.- Jan.- Apd- Julr oct.- 

1989 Dec. March JUIZ Sept. Dec. ?tarcb JUne Sept. Dec. 

Total transactions (net) 
Transactions under tranche 

policies (net) 

Reprrrchases 
Ordinary resamzes 
Borrd !x?sources 

Tmnsactims under special 
facilities (net) 
c3-F (net) 

EsAFloan3 

Total Fund credit a~tstanding y 
Under tranche policies 
Under specfal facilfties 
Under SK? 
lJnderELSAF1/ 

Total Fund credit cutstadiq 1/ 
llnder tramhe policies 
Under speclal facilities 
Under SAF 
UnderES4F1/ 

8.82 

305.65 314.48 
(173.33) (146.66) 

(63.69) (58.95) 
(28.40) (28.40) 
(4o.W (80.47) 

215.25 
(122.07) 

(44.85) 

e.o.00) 
(28.33) 

221.46 
(103.28) 

(41.51) 
(20.00) 
(56.67) 

-26.67 
26.67 
(5.33) 

(21.34) 

4.74 
(-4.74) 

40.23 

-19.25 

-14.51 
14.51 
(5.33) 

(9.19) 

-4.74 
(-4.74) 

295.23 
(W2.15) 

(54.21) 
(28.40) 
(80.47) 

207.91 
(93.06) 
(38.B) 
(20.00) 
(56.67) 

-20.38 
20.38 
(3.46) 

(16.91) 

-4.74 
(-4.74) 

40.23 

3uJ.35 
(lll.77) 

(49.48) 
(28.40) 

(120.70) 

218.56 
(78.71) 
(34.85) 
(20.00) 
(85 .a~) 

28.61 

-6.89 
6.89 

(2.l.3 
(4.76) 

4.74 
(-4.74) 

40.23 

338.% 

~l.@.W 
(44.74) 
(28.40) 

(160.93) 

-20.26 

-15.52 
15.52 
(2.U) 

(13.39) 

-4.74 
(-4.74) 

- 

318.70 
(89.36) 
(40.00) 
(28.40) 

(160.93) 

(As percent of quota) 

233.70 221 A4 
(73.86) (62.93) 
(31.51) (28.17) 
(20.00) (23.00) 

(W.33) (l13.33) 

35.48 

-4.76 
4.76 

- 

(4:76; 

- 

C-1 

40.23 

354.18 
(84.60) 
(40.00) 
(28.40) 

(201.17) 

249.42 
(59.58) 
(23.17) 
(20.00) 

(141.67) 

-8.29 
8.29 

(1.96) 
(6.34) 

- 

C-1 

345.89 
(76.31) 
(4o.a)) 
(28.40) 

(201.17) 

243 33 
(53.74) 
(28.17) 
wmo) 

(141.67) 

-8.67 
8.67 

(3.91) 
(4.76) 

- 

C-1 

40.23 

377.45 
(67.64) 
(aal) 
(28.40) 

(241.40) 

265.81 
(47 -63) 
(28-Y) 
(20.00) 

(l70.03) 

-7.38 

-7.38 

(E) 

(3.46) 

- 

C-1 

- 

370.07 
(60.27) 
(~-Co) 
(28.40) 

(241.40) 

260.62 
(42.44) 
(28.17) 
(20.03) 

(170.00) 

I 

w I 

I 

sources: IX, Treasurer’s Departumt; ad staff estimtes. 

_U Jixddes use of FSAF Trust resources. 
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national reserves. To attain these targets, the program for 1989-91 
stresses further tightening of the fiscal stance, tackling structural 
issues related to the budget, implementing a financial sector restruc- 
turing program and ke.y reforms in the trade and industrial sectors, and 
pursuing flexible exchange and interest rate policies, as well as other 
market-oriented domestic policies. The reforms in the financial and 
industrial sectors are also being supported by the IDA through sector 
adjustment credits l/ and by cofinancing by other multilateral and 
bilateral donors. - 

Within the context of the program’s overall medium-term objectives, 
the first annual program under the ESAF targeted a rate of growth of 
5.1 percent in real GDP, deceleration in the rate of inflation to 8 per- 
cent (from 10.4 percent in 1988), a reduction in the external current 
account deficit (including official transfers) to 4.0 percent (from 
4.5 percent in 1988), and a buildup of SDR 58 million in net official 
international reserves. 

III. Program Implementation in 1988189 

In 1989 considerable progress has been made in impLementing the 
program, which remains essentially on track. The quantitative and 
structural benchmarks for June 1989 were observed, in some cases by a 
wide margin (Table 3). 

After a rise of 5.2 percent in real terms in 1988, owing primarily 
to favorable weather conditions and the impact of the agricultural 
structural measures implemented over the last few years, the real GDP 
growth rate in 1989 is expected to decelerate slightly, reflecting less 
favorable weather conditions at the beginning of 1989, Lower-than- 
anticipated coffee production, and higher oil prices. During the first 
half of 1989 the inflation rate exceeded 10 percent, considerably above 
the target of 8 percent for end-1989, owing to increases in producer and 
consumer prices early in the year and a somewhat-greater-than-expected 
growth in broad money. 

The overall budget deficit on a cash basis in 1988189 (July/June), 
at 3.9 percent of GDP, was well below the 4.5 percent target (4.4 per- 
cent in terms of revised GDP) 21’ originally programmed (Table 4). 

l/ The Industrial Sector Adjustment Credit (ISAC) was approved by the 
World Bank in mid-1988 for US$112 million , and the Financial Sector 
Adjustment Credit (FSAC) and Financial Sector Technical Credit (FSTC) 
were approved in mid-1989 for L&$125 million. 

21 The Kenyan authorities have revised their GDP figures for the past 
several years. As a consequence, the current GDP figure for 1988189 is 
2.3 percent higher than initially estimated. In the remainder of this 
paper, program targets in terms of GDP are (unless stated otherwise) 
those presented in EBS/89/84 and do not reflect the revised GDP figures. 
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Table 3. Kenya: Performance Under the First Annual 
Arrangement Under the Enhanced Structural AdJustment Facility 

1989 
June 

(In millions of 
Kenya shillings) 

Quantitative benchmarks 

Total domestic credit 11 
Ceiling 
Actual 

Net bank credit to the Government 21 
Ceiling 

Banking system 
CSFC 

Actual 
Banking system 
CSPC 

55,044 
52,422 

15,620 
(19,321) 
(-3.701) 

13.670 
(17,510) 
(-3,860) 

(In millions 
of U.S. dollars) 

New noneoncessional external loans contracted or 
guaranteed by the Coverwaent z/ (cumulative per 
calendar year) 

a. 1-12 years’ maturity 
Ceiling 100.0 
Actual 56.4 

b. Short-term credits of less than one year’s 
maturity 51 
Celling -- 

Actual -- 

Hinimum cumulative increase in net official inter- (In millions 
national reserves from end-December 1968 L/ of SDRa) 

Benchmark 42 
Actual 80 

Structural benchmarks Status 

Implement the import liberalization program and Dons 
provide on monthly basis, data on import license 
applications, approvals, and corresponding foreign 
exchange allocation by end-September 1989. 

Adopt fiscal measures, including user charges in 
health, education. and other sectors beginning 
July 1989. 

On target 

Confine the growth of the Government’s personnel 
uage bill to 7.5 percent beginning July 1989. 

On target 

Maintain positive real interert rates throughout 1989. On target 

Sources: Memorandum of economic and financial policies attached to 
the letter of April 18, 1989; letter of intent dated September 26, 1989: 
and data provided by the Central Bank of Kenya and the !4inistry of 
Finance. 

L/ Total domestic credit of the banking system is the sum of net 
credit to the Government, other public sector credit, end private sector 
credit. It includes bank credit utllized by the Cereals and Sugar 
Finance Corporation (CSFC). 

21 Net credit to the Government is net credit to the Government from 
thz banking sector. The ceiling excludes the operations of the CSPC. 

/ In conformity 4th existing regulations. no public enterprise will 
borrov on nonconcesslonal terms without government guarantee. 

A/ Other than related to imports. 
‘55 Net offlclal international reserves are defined as the Central 

Bazk of Kenya’s net foreign reserve assets (SORE, gold, and foreign 
exchange holdings) minus its short-term deposit liabilities to 
foreigners; plus the Central Government’s net foreign reserve assets 
(excluding those related to Fund transactions); plus Kenya’s reserve 
posltlon in the Fund; minus Kenya’s net use of Fund credit. 
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Table 4. Kenya: Cowmnt FInancea, 1986/u7-1989190 

19%/87 l!B7/a3 
Prelim. 
Actuds 

l988/89 l989/90 
Program 1/ Prelim. Program I./ Revised - 

.ictwls Progr.rm 

Revern,r and .ganta 
Revenue 
Grants 

Exp,edltrne and net ledlrlg 
Recurrent expeendlture 

Of uhich: wage bill 
Developrent expenditure 

and net lending 

Overall deflc1.t (treasury 
accmts) 

@era11 cash daficlt 

Overall rnsh deficit 
(excludlq grants) 

kveme rind grnnts 
l?PK!,n1e 
Grants 

Ergenditure and net lending 
Rearrent expediture 

Of wltich: wage btll 
Deve~qnwnt eXppradtNe 

ad net lend@ 
Ova-at1 cash deftcit 
Overall cash deftclt 

(excbdtng grants) 
Foreign flnanclng 
Dcsrrstic financLl~ 

Of which: b3tiiing 
system and CSFC 

Ftnanclng &~p 

29,614 
27,999 

1,615 

39,755 
29,511 

ww 

35,637 
32,710 

2,927 

10,244 

-10,141 

716 

-9,4u 

9,425 
542 

a.883 

(5,923) 

39,815 
30,646 21 

w.508)- 

9,169 21 - 

* 

-1,505 t/ 

-5,683 

5,683 
1,522 
4,161 

(-78) 

- 
- 

- 
- 

-11,cho -8,610 

23.9 25.1 
22.6 23.0 

1.3 2.1 
32.1 28 .o 
23.8 21.6 

(a.0) (8.1) 

a.3 6.5 
-7.6 -5.0 

-8.9 -6.1 
0.4 1.1 
7.2 2.9 

(4.8) 

- 

(-0.1) 

- 

(In ndlliom of Keya shilliqss) 

41,816 
37,9&I 

3,836 

48,967 

37,040 
(12,632) 

Ll.927 

-7,151 

- 

-7,L51 

7,151 
3,893 
3,258 

(2,2rx)) 

- 
- 

-10,957 

41,506 
37,892 

3,614 

47,768 
36,426 

(L3.352) 

47,591 
43,073 

4,518 

55,117 
41,588 

(U.579) 

11,342 l.3,529 

6,262 

-58 51 - 

6-s 

-7,526 

- 

6,320 
4,567 
1,753 

(219) 

- 

-7,526 

6,529 
4,560 
1,969 

(1,074) 

997 - 

-9,9Jh 

(In prccnt of GDP) 

26.2 25.5 
23.R 23.2 

2.4 2.2 
30.7 29.3 
23.2 22.3 

(7.9) (5.2) 

7.5 6.9 
-4.5 -3.9 

-6.9 -5.1 
2.4 2.3 
2.0 1.1 

(1.4) (0.1) 

- - 

49,1l8 
44 219 

41899 

56,765 
42,719 

(14,353) 

14,046 

-!,647 

- 

+s.l7- 

7,647 
5,526 
2,071 

(1.m) 

- 
- 

-L?,w -l2,%fi 

26.6 26.7 
24.1 24.1 

2.5 2.7 

6.8 w.9 
23.2 23.3 

(7.6) (7.8) 

7.6 7.6 
-4.2 4.2 

-6.7 -6.8 
2.5 3.1 
1.1 1.1 

(0.6) 

0.6 

(O.fi) 

- 

Sources: [kta protided ty the Kenyan ~tlnrlties; and staff estlwtes. 

11 As presented in EDS/89/84 (4/27/89), as revised progrwn. 
?/ Exchks an eathuated :mxmt of K Sh 2,rXn million in recurrent and developrent expenditures, for 

wt;ich the tssue of checks h?d teen delayed Lnto 19%3/89. 
3/ lhe .?d?djushwnt factor arises pwtly bec=use financing data are #derived frcm sources other thqn 

&em, and qxnllture data. It also includes a ftoat ehnt resulting fnm differences betveen checks 
Iswed and checks rushed and statlsttwl discrepancies. 

4/ Includes the cwnterpart to the reduction in the cherk float of K Sh 1,700 ndlllm &rlq 1987/88. 
%/ Includes an estimated increze in the check float of K Sb 1,840 Fallllon durtng l.958/89. - 
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Excluding grants, the deficit remained at its 1987188 level of 6.1 per- 
cent of GDP, rather than the 6.9 percent originally targeted. The 
fiscal outcome reflected primarily a better-than-programmed performance 
of both recurrent and development outlays, with total expenditures 
remaining at K Sh 1.2 billion (0.7 percent of revised GDP) less than 
previously anticipated. The preliminary data indicate that while 
recurrent expenditure was about K Sh 600 million (0.4 percent of GDP) 
below its programmed level, the projected wage bill was higher by about 
K Sh 720 million (owing to more-than-anticipated wage increases), 
implying a growth of 16 percent, well above the projected growth of 
9.8 percent. Total revenue was slightly below the program target, 
reflecting mainly lower-than-programmed receipts from import duties and 
from the sales tax on imports. 

Financing of the deficit was largely from external and domestic 
nonbank sources. Net foreign financing amounted to K Sh 4.6 billion 
(2.8 percent of GDP), compared with K Sh 3.9 billion in the program, 
while the bulk of the K Sh 1.8 billion in domestic financing, in 
contrast to the program, was from nonbank sources. Net bank credit to 
the Government at end-June 1989 was about K Sh 400 million above its 
June 1988 level (1.0 percent of the beginning-of-period broad money 
stock), compared with the programmed increase of K Sh 2.2 billion 
(5.5 percent of beginning broad money) (Table 5). As a result, bank 
financing of the deficit (excluding the Cereals and Sugar Finance 
Corporation) was K Sh 2.0 billion (1.2 percent of GDP) below the end- 
June 1989 program benchmark. As in the previous fiscal year, this 
development was largely due to the authorities' postponement of cash 
payments toward year-end, as reflected in a buildup of K Sh 1.8 billion 
in the stock of unpresented checks at end-June 1989. 

During 1988189, total domestic credit rose by only 8.3 percent, in 
sharp contrast to the programmed 13.7 percent. As 8 consequence, tot81 
domestic credit at end-June 1989 was K Sh 2.6 billion below the pro- 
grammed ceiling. During the fiscal year ended June 1989, net credit to 
the Government expanded by 2.3 percent compared with 12.8 percent in the 
program, and credit to the nongovernment sector rose by 11.6 percent 
instead of the targeted 14.2 percent. As a result, net domestic 
assets rose during the year by 1 percent less than the 15.2 percent in 
the program. Broad money, however, increased in 1988/89 by 17.8 per- 
cent, more th8ff the 17.0 percent progranXned, reflecting a higher-than- 
projected increase in net foreign assets. 

In the external sector, the current account deficit in 1988 
narrowed to 5.3 percent of GDP from 6.3 percent in the previous year, as 
the deterioration in the merchandise trade deficit was more than offset 
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by higher, mostly official, transfers (Table 6). l/ Net services were 
essentially unchanged. The overall balance of payments deficit was 
about half the size of the previous year's deficit. Gross foreign re- 
serves rose by SDR 20 million in 1988, while net international reserves 
fell by SDR 43 million; net credit from the Fund was SDR 64 million, 
which included a purchase in October 1988 equivalent to SDR 40 million 
under the compensatory financing provisions of the CCFF. 21 

During the first half of 1989, external sector policies were in 
line with the program. The exchange rate was flexibly managed, depre- 
ciating by 2.7 percent in real effective terms during this period, 
compared with 2.2 percent in calendar year 1988 (Chart 1). Official 
external borrowing on nonconcessional terms was reported to have been 
confined during the first half of 1989 to USS56.4 million for loans in 
the l- to 12-year maturity range. The available trade data for the 
first half of the year suggest that the growth in receipts from tourism 
and "other exports," 3/ when compared with the same period in the 
previous year, has be& strong; the growth in tea receipts has been more 
moderate and in coffee receipts, about flat. Non-oil import growth has 
also been strong. 

Net official reserves during the first half of 1989 increased by 
SDR 80 million, in part reflecting SDR 50 million of external borrowing 
in April by the Coffee Board of Kenya; excluding this external borrow- 
ing, net official reserves increased by SDR 30 million, compared with a 
target of SDR 42 million. It should be noted that the Coffee Board 
borrowed to finance large inventories of coffee that had built up when 
export quotas were in effect and to facilitate payment to producers. 
This loan, which will be repaid in less than one year from when the 
funds were received, and with payments starting in October 1989, was not 
guaranteed by the Government; it was backed by collateral in the form of 

l/ The current account deficit for 1988 had been previously estimated 
to-be SDR 283 million (or 4.5 percent of GDP in EBS/89/84), compared 
with most recent data showing a deficit of SDR 340 million. The 
merchandise trade deficit is now SDR 20 million larger than the earlier 
estimate, while net service receipts are SDR 31 million lower and mainly 
reflect revisions to investment income receipts, port earnings, and 
receipts from embassies and international organizations. 

21 The purchase was based on a net shortfall in merchandise exports 
and cereal imports for the year ended April 1988. CCFF, compensatory 
and contingency financing facility. 

31 Total export receipts excluding coffee, tea, and oil products. 
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the Coffee Board’s coffee stocks. l/ Given the short-term nature of the 
coffee borrowing, it will have no permanent effect on the stock of debt 
after April 1990; the interest payments will amount to about 0.25 per- 
cent of the average annual current account receipts for 1988-89. 

On the structural side, the authorities made significant progress 
in 1989 in implementing the program’s measures. Producer prices were 
raised in February and July to enhance agricultural production. The 
organisational and financial restructuring of the National Cereals and 
Produce Board (NCPB) proceeded essentially as scheduled. New NCPB staff 
began to be recruited, training within the NCPB was strengthened, and a 
system of monitoring the availability and distribution of food grains 
was initiated. The financial restructuring of the NCPB was completed 
with the write-off of K Sh 5.3 billion in the 1988189 budget and the 
conversion of the Cereals and Finance Corporation’s outstanding loans to 
the NCPB into equity or irredeemable non-interest-bearing capital from 
the Government. 

A number of fiscal structural reforms were announced at the presen- 
tation of the 1989190 budget involving discretionary tax measures, user 
charges, and expenditure rationalisation (see Section IV.3 below for 
details). Further steps were taken in 1989 to restructure public 
enterprises and to monitor and define their financial relations with the 
Central Government. In particular, the Government allowed Kenya 
Railways to begin operating on commercial principles, and continued its 
financial restructuring of both the Railways and the South Nyanza Sugar 
Company. The Government started monitoring the financial performance 
and flow of funds of ten nonfinancial public enterprises (selected on 
the basis of size and reliability of data) and initiated work with 
technical assistance from the United Nations Development Program (UNDP) 
to formulate a policy framework for public enterprises. Market rates of 
interest on direct loans from the Government to the public enterprises 
began to be charged. Moreover, work commenced on the systematic 
categorization of the Government’s portfolio of loans to public 

1/ At the time of the formulation of the 1989 program, it had been 
indicated, for purposes of setting the quantitative benchmarks on net 
international reserves and the ceiling on nonconcessional external 
borrowing, that no public enterprise could borrow on nonconcessional 
terms without government guarantee. Although the Coffee Board had 
already just signed the loan agreement when the negotiations for the 
program were taking place at the Fund in April, the authorities present 
at the discussions were unaware of this occurrence. The authorities 
have subsequently explained that there are a few public enterprises 
which can borrow on commercial terms without government guarantee based 
on their own collateral (e.g., the Coffee Board, Kenya Post and 
Telecommunications Corporation, National Oil Company, and Kenya Pipeline 
Company) ; the authorities have recently assured the staff that there are 
no plans for such enterprises to borrow on this basis for the rest of 
1989. 
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enterprises, with the intention of clarifying the Government’s pcsition 
as net creditor to public enterprises and strictly enforcing the 
collection of loans. A study of development finance institutions was 
completed in June 1989 and Cabinet approval was obtained on the 
principles and guidelines for the financial and organizational 
restructuring of such institutions. 

The implementation of the industrial sector adjustment program, 
particularly the measures associated with the external sector, has 
continued in 1989. On the import side, the structural performance 
criterion relating to the implementation of the import Liberalization 
program and the development of an effective system for monitoring its 
operations has been observed. In this regard, the import Licensing 
system has been streamlined and the new monitoring system indicates that 
there has been a considerable shortening of the interval between the 
application for an import License and the acquisition cf the corres- 
ponding foreign exchange. Furthermore, the quantitative restri.ctions on 
import items in Schedule III9 were Lifted in mid-1989 as planned 
(thereby raising the value of imports licensed without restrictions to 
about 94 percent of the value of total 1986/87 imports), and replaced by 
tariffs as the sole form of protection. The tariff categories for all 
import schedules were also rationalized in the process of reducing the 
number of these categories from 17 to 12. At the same time, the 
weighted average tariff for items in Schedules I, II, and IIIA combined 
were reduced as programmed. Although average tariffs were raised for 
items in Schedule IIIB, the actual increases, with only three excep- 
tions, were smaller than those proposed by the recent study on tariff 
equivalents. Finally, the Government has investigated whether dumping 
has been a serious problem in Kenya and has concluded that anti-dumping 
Legislation is not required. 

In addition to the import measures cited above, which will help 
encourage investment and nontraditional exports, progress has also been 
made in 1989 in enhancing export prospects. Three additional 
manufacturing-in-bond facilities have been approved. A study was 
completed on export incentives for Kenyan industry. While the 
insufficient level of detail in the study precluded the immediate 
development of an action program for a medium-term export promotion 
scheme, the study did provide helpful comparative analysis along with 
policy guidelines and recommendations, and was very useful for garnering 
support for Kenya’s outward-looking policies. On the investment side, 
important measures to strengthen the functioning of the investment 
approval process were taken. To help remove some bottlenecks, a high- 
Level Cabinet Sub-Committee on Investment, headed by the Vice President, 
was established. The management of the Investment Promotion Center *zas 
strengthened, with the expectation of significantly reducing project 
approval delays, and investment guidelines were published in May 1989. 
In Line with the objective of improving the efficiency and competitive- 
ness of the industrial sector, in September 1989 the number of items 
under the Price Control (General) Order was reduced to 19 with the 
decontrol of the prices of animal feeds and animal salts. 
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In the context of the Government’s financial sector adjustment 
program and in Line with the policy of maintaining positive real 
interest rates, the minimum savings deposit rate for commercial banks 
was raised 2 percentage points in April, to 12 percent. Moreover, with 
a view to encouraging commercial banks to make longer-term loans and in 
pursuit of the eventual objective of market-determined interest rates, 
the maximum lending rate for loans with maturities greater than four 
years was raised by 3 percentage points to 18 percent. To help remove 
inefficiencies in the financial system, a revised Banking Bill was 
presented in mid-1989 to Parliament and subsequently passed. The Act 
strengthens the supervisory role of the Central Bank by allowing it to 
intervene in institutions--prior to insolvency--to restructure, effect 
mergers, or liquidate as appropriate. The Act also limits advances to 
insiders and redefines exposure and capital adequacy requirements. 
During 1989 the Central Bank strengthened its supervisory capability by 
developing standardised financial reporting formats, written examination 
and inspection procedures, and appropriate provisioning guidelines. The 
Bank also prepared restructuring programs for ten weak financial 
institutions. To facilitate the’promotion, development, and regulation 
of the securities market, a bill to establish the Capital Markets 
Authority was presented to Parliament in mid-1989. 

IV. Policies for the Remainder of 1989 and 1989/90 

In addition to the assessment of economic and financial develop- 
ments in 1988 and the first half of 1989, the midterm review discussions 
concentrated on the prospects for the remainder of 1989 and 1989/90, 
with special emphasis on the adequacy of policy implementation for 
achieving the growth, inflation, and balance of payments targets of the 
program. In view of the unexpectedly difficult external environment as 
well as the inflationary pressures early in 1989, the authorities have 
decided on the adoption of a more restrictive monetary and credit 
stance, including higher real interest rates, and an exchange rate 
policy that attempts to address the more difficult external situation. 

1. Economic overview 

In view of developments during the first half of 1989, real GDP 
growth in 1989 is estimated to be 4.9 percent, slightly Less than the 
targeted 5.1 percent. This outcome, compared with the targeted growth 
for 1989, may be attributed primarily to the less favorable performance 
of the agricultural, transport, and trade sectors and the more favorable 
performance of the finance, building and construction, and ownership of 
dwellings sectors. The manufacturing and government sectors are 
expected to perform as initially envisaged. 

The domestic resource balance, or savings-investment balance, is 
expected to deteriorate marginally in 1989. Total consumption (at 
current prices) is projected to increase slightly, from 79.5 percent of 
GDP in 1988 to 79.9 percent in 1989, reflecting an increase in private 
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consumption. The domestic savings ratio will fall commensurately, 
Largely owing to the projected decline in private savings, while 
government savings is expected to improve. The decline in private 
savings in 1989, due in part to the fall in real interest rates at the 
beginning of the year with the high inflation rate, is expected to be 
reversed, aided by the planned monetary policy measures in late 1989 and 
in early 1990. Gross investment relative to GDP is likely to increase 
slightly in 1989, in part because of the favorable impact of import 
Liberalization on private investment. 

The month-on-month inflation rate, which began to decelerate after 
May 1989 and was about 9 percent in August 1989, is anticipated to 
remain at about 9 percent at end-1989, compared with the targeted 
8 percent. The expected slowdown in inflation during the second half of 
1989 reflects in part the tighter monetary stance. 

2. Balance of payments outlook and external policies 

The external sector outlook for 1989 and 1990 appears less 
favorable than initially projected. l/ For 1989, the current account 
deficit is now expected to widen slightly, from 5.3 percent of GDP in 
1988 to 5.5 percent in 1989, rather than narrowing to 4.0 percent of GDP 
from 4.5 percent of GDP as envisaged in the program. External capital 
inflows, however, are likely to be substantially higher than originally 
projected, such that the programmed buildup in net official reserves of 
SDR 58 million by the end of 1989 is still expected. 

The current account deterioration in 1989 is Largely due to a 
higher trade deficit. The original program had assumed almost no change 
in SDR terms in the average export price of Kenyan coffee in 1989, 
whereas these coffee prices are currently expected to be 24 percent 
Lower than in the previous year, reflecting the drop in world coffee 
prices in the wake of the collapse of the quota system under the 
International Coffee Agreement. Mostly because of this revision, 1989 
coffee export receipts are now Likely to be SDR 30 million below the 
level assumed in the program. Oil export projections have also been 
lowered to reflect reduced sales to neighboring countries. Imports are 
expected to be higher than previously envisaged, because of both higher 
government imports as well as the strong demand thus far in 1989 for 
nongovernment imports, which reflects in part a stronger-than- 

1/ Revised balance of payments projections , presented in Table 6, are 
based on discussions with the Kenyan authorities and broadly reflect the 
most recent commodity price projections from the Fund's Research Depart- 
ment at the time of the mission, but with coffee and tea prices at some- 
what lower Levels. Consistent with these latter projections--which have 
average coffee prices rising by about 20 percent by the fourth quarter 
of 1990 from their level in the third quarter of the previous year-- 
there is to be a significant rebound from the prevailing low Level of 
current coffee prices. 
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interest payments on the Coffee Board loan and lower airport services 
receipts following an increase in the minimum jet fuel price to a level 
above world prices. Receipts from tourism are expected to be only 
modestly lower than in the program, as recent incidents in the game 
parks appear not to have had much of an overall adverse effect on 
bookings. 

The higher capital inflows in 1989 largely reflect developments 
under the ISAC as well as the Coffee Board borrowing discussed 
earlier. The second tranche of the ISAC from IDA is expected to be 
disbursed before the end of 1989, as scheduled. However, the amount of 
associated cofinancing, which already had accounted for a significant 
amount of programmed inflows, is now expected to be even higher than 
previously anticipated, because of both additional funds and some speed- 
ing up of disbursements. Under the FSAC from IDA, about SDR 50 million 
will be disbursed in 1989, in Line with expectations. 

The deterioration in the current account observed in 1989 should be 
reversed in 1990. A significant decline in the deficit to 4.1 percent 
of GDP is now projected for 1990, against the somewhat smaller deficit 
of 3.7 percent of GDP originally targeted. Coffee exports are projected 
to rebound in 1990 because of both higher prices, expected to increase 
by 5 percent in SDR terms in 1990 from the previous year’s level, and 
higher volume; the anticipated 15 percent rise in volume reflects 
declining inventories, higher production, the Coffee Board’s projected 
sales program, and the quality premium on Kenyan coffee. The value of 
coffee exports, as a result, is above the original projection. A! Tea 
exports will benefit from unexpectedly higher prices while the remaining 
categories of exports are little changed. On the import side, the 
growth in nongovernment, non-oil, imports is expected to decelerate from 
about 5 percent in real terms in 1989 to half that in 1990, in line with 
cautious macroeconomic policies and the assumed drawdown of imported 
inventories accumulated during the previous phases of the import 
liberalization program. With little change in import prices, the growth 
rate still implies that the value of these imports in 1990 will be about 
5 percent higher than earlier projected. In the services account, 
tourism is expected to remain a buoyant source of foreign exchange 
earnings, although projected net services receipts have been scaled 
back. 

With net capital inflows only somewhat higher than previously 
projected and insufficient to offset a wider-than-programmed current 
account deficit, current indications suggest that the financing gap for 
1990 has grown moderately to SDR 93 million, taking into account the 

1/ Should coffee prices not rebound but remain at about their fourth 
quarter 1989 level, the value of coffee exports in 1990 would stay 
around its level in the previous year. Clearly, less robust export 
volume growth would also put pressure on the external position. 
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unchanged reserve target. There are reasonable prospects that the 1990 
financing gap will be filled by cofinancing of the FSAC, IDA reflow 
funds, and additional aid inflows. Moreover, some official bilateral 
creditors are expected to write off their loans to Kenya. 

To support Kenya's adjustment effort, a flexible exchange rate 
policy will continue to be pursued. This is particularly necessary in 
light of the unexpectedly less favorable external environment, the need 
to support the trade reforms being implemented, and the goal of 
expanding and diversifying the export base. In this regard, the real 
effective exchange rate was depreciated by an additional 2.2 percent in 
July and August, so that the depreciation in the first eight months of 
1989 amounted to 4.9 percent. A/ 

On the structural side, more detailed work has begun on assessing 
the impact on domestic industries of unrestricted import licensing, 
which will be ultimately directed toward the preparation of an action 
program for restructuring viable public enterprises adversely affected 
by liberalization. A proposal to study and recommend policies for 
restructuring the textile industry has been approved by IDA for funding 
through its Project Preparation Facility. As regards the export 
compensation scheme, the Government clearly recognizes the need to 
improve administrative arrangements to ensure prompt payment of export 
compensation; the aim is to reduce delays in obtaining compensation, 
with one month targeted as the maximum time for obtaining compensa- 
tion. Further work on a comprehensive medium-term export promotion 
program is currently under way, with the expectation that a program for 
export processing zones will be formulated by June 1990. In this 
connection, an initial study has been commissioned to evaluate the 
enabling environment for an export processing zone near Mombasa, which 
should be completed before the end of the year. Another study, which is 
to be financed through the World Bank Special Project Preparation 
Facility and Special Project Facility, and which is to be commissioned 
by the end of the year for completion by mid-1990, will evaluate the 
enabling environment for an export processing zone near Nairobi; further 
detailed and technical work will be undertaken as needed. 

3. Fiscal policy and structural reforms in the budget 

In Line with the medium-term fiscal and macroeconomic objectives, 
the fiscal program for 1989190 provides for the containment of the 
overall cash deficit at 4.2 percent of GDP (6.8 percent excluding 
grants) and includes structural revenue and expenditure reforms. This 
program target, although representing an increase in the cash deficit of 
0.3 percentage point above the estimated 1988189 outcome, is to be held 

l/ Calculations of the real effective exchange rate are based on data 
(on country coverage, price indices, exchange rates, etc.) agreed with 
the Kenyan authorities, and not the same as the data utilized in the 
Fund's Information Notice System. 
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close to the 4.2 percent budget deficit (4.1 percent in terms of revised 
GDP) originally targeted in order to accommodate the programmed inflow 
of concessional external resources amounting to 3.1 percent of GDP while 
maintaining the programmed domestic financing of the deficit. The 
1989/90 budget , as presented to Parliament, also allows for the possible 
absorption of additional highly concessional external financing (equal- 
ing about 0.8 percent of GDP) of meritorious projects supportive of 
growth, should this not jeopardize the achievement of the macroeconomic 
targets. 

To achieve the deficit target, total revenue and grants are pro- 
grammed to increase to 26.7 percent of GDP in 1989190, 1.2 percentage 
points above the 1988189 level. Foreign grants are targeted to increase 
by about 0.5 percent of GDP. Total revenue in 1989/90 is projected to 
rise by 0.9 percentage point, to 24.1 percent of GDP. Targeted addi- 
tional revenue from the introduction of user charges is anticipated to 
amount to about 0.4 percent of GDP, with the remaining receipts 
projected to come primarily from additional tax revenue from import 
duties and the sales tax on imports. As in the previous fiscal year, 
about 0.6 percent of GDP (K Sh 1.2 billion) is expected to be raised 
from new discretionary tax measures introduced in the 1989/90 budget. 
About K Sh 500 million, or 43 percent of this amount, is projected to 
come from the increase in the sales tax on beer introduced earlier in 
1989 and the sales tax/value-added tax (VAT) reform. The raising of 
excise duties on cigarettes and tobacco in April 1989 is expected to 
bring in additional revenue of K Sh 300 million (26 percent), while 
changes in the existing tariff structure (to replace quantitative 
restrictions) are anticipated to yield K Sh 200 million (17 percent), 
with the remaining receipts coming from income tax and miscellaneous 
other measures. In particular, the introduction of a presumptive tax 
of 5 percent on the value of gross sales of agricultural produce is 
expected to yield revenue of about K Sh 812 million. Additional 
taxation measures include the lowering of the effective corporate tax 
rate and the top rate of personal income tax, a widening of personal 
income tax brackets, and an increase in income tax personal exemp- 
tions. The net effect on revenue from the new income tax measures and 
miscellaneous taxes is about K Sh 160 million (14 percent), allowing for 
a projected loss in receipts of about K Sh 510 million from the 
elimination of the export tax on coffee and tea. 

On January 1, 1990, the manufacturing sales tax will be replaced by 
a VAT that retains the multiple rate structure, while a uniform 17 per- 
cent VAT will be levied on business services. The net receipts from the 
sales tax/VAT reform, allowing for reduced sales tax rates on some goods 
under the 1989/90 budget, should yield K Sh 180 million (0.1 percent of 
GDP) in 1989/90. Moreover, in line with the program’s objective of 
financing a rising share of recurrent expenditures through user charges 
on health, education, and other public services, about K Sh 860 million 
will be raised from newly introduced charges. In the health sector, 
K Sh 228 million will be raised from the introduction of fees for 
hospital services in district and provincial hospitals, as well as at 
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the Kenyatta National Hospital. In the education sector, higher fees 
for tuition and boarding at the universities, reduced allowances at the 
teacher training colleges, and the netting out of existing charges to 
parents from secondary school budgetary grants, will yield K Sh 564 mil- 
Lion. 

Government expenditure is targeted at 30.9 percent of GDP in 
1989/90, close to the 30.8 percent originally programmed (30.0 percent 
in terms of revised GDP). The upward revision of expenditure in terms 
of revised GDP reflects primarily an increase in development spending 
that is higher than initially programmed as a result of the Appro- 
priations-in-Aid (A-in-A) development grants of K Sh 764 million 
(0.4 percent of GDP), and an upward revision in some recurrent outlays, 
including external interest payments and personnel expenditures. Taking 
into account the lower-than-expected expenditure outturn for 1988J89 and 
the presently programmed outlays for 1989J90, the annual average total 
expenditure in terms of GDP for the two fiscal years is projected to be 
about 30 percent, as originally programmed. 

An important element of the 1989/90 program is the introduction of 
a ceiling of 7.5 percent on the growth of the wage bill (total personal 
emoluments in all ministries, including the Ministry of Education) to 
help restrain total expenditures and to correct the imbalance between 
government wages and nonwage and maintenance outlays. The Government 
has introduced a number of measures to curtail growth in civil service 
employment, including: (1) the freezing of all posts that had been 
vacant for more than six months as of end-April 1989; (2) a ban on the 
further upgrading or creation of posts during 1989190, except with 
specific authority from the Treasury; (3) the extension of control over 
recruitment at lower grade job levels; (4) the withdrawal of guaranteed 
government employment for trainees from government training institu- 
tions; and (5) a reduction in the number of untrained teachers employed 
without Government approval. The authorities believe that these 
measures should be sufficient to meet the program's target for the 
growth in the wage bill. 

In conformity with the budget rationalization program, the 1989/90 
budget Limits capital expenditures to a small number of high priority 
projects and provides for real increases in operations and maintenance 
expenditures in priority sectors, including education, health, road 
maintenance, water supply, and agricultural services. A monthly moni- 
toring system of wage bill developments and operations and maintenance 
outlays will be implemented in 1989. To increase the effectiveness of 
the process of government expenditure planning, the Government will 
prepare a public sector project list in December 1989, distinguishing 
ongoing from new projects and classifying projects according to 
budgetary subheads. Additionally, a public fixed investment program 
will also be formulated, embracing the capital expenditure of both the 
Central Government and selected nonfinancial public enterprises. 
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The program provides for an increase in external financing of 
0.3 percentage point, to 3.1 percent of GDP in 1989/90, in line with 
Kenya's greater recourse to concessional external resources. Domestic 
financing of the deficit remains as programmed, at 1.1 percent of GDP, 
with the increase in bank credit limited to 0.6 percent so as to provide 
sufficient room for credit expansion to the private sector. In the 
event that net external financing (excluding A-in-A financing) or 
domestic nonbank financing of the deficit exceeds that programmed, the 
target for net credit to the Government during 1989/90 (as measured at 
the end of June 1990) will be adjusted downward by the amount of the 
excess (Table 7). The programmed financing of the 1989/90 cash deficit 
also excludes recourse to delayed payments by the Government, consistent 
with the program's aim of limiting the size of the float. The level of 
unpresented checks at the end of June 1990 will not exceed their end- 
June 1989 level of K Sh 2.9 billion. 

In the medium term, the Government seeks to reduce the overall 
budgetary deficit to a level compatible with available foreign financing 
and noninflationary domestic financing. The Government aims at reducing 
the overall cash deficit from 4.2 percent of GDP in 1989/90 (6.8 percent 
excluding grants) to 3.7 percent of GDP in 1990/91 and 3.2 percent of 
GDP (5.8 percent excluding grants) in 1991/92. Attainment of these 
targets will require the implementation of structural measures to raise 
total revenue by 0.5 percentage point, to 24.6 percent of GDP by 
1991/92, and to reduce the expenditure/GDP ratio by about 0.5 percentage 
point, to 30.4 percent of GDP in 1991/92. Moreover, by 1991J92, almost 
all additional domestic bank credit will be channeled to the private 
sector. Structural reforms in taxation policy will further broaden the 
tax base and increase the elasticity of the tax system, and will include 
the extension of the proposed manufacturing and business services VAT to 
the retail sector by 1991/92, the modernization and strengthening of tax 
administration in the revenue-collecting department, and improved tax 
policy formulation capabilities of the Treasury. An increasing share of 
recurrent costs will be financed by user charges for educational and 
medical services. On the expenditure side, the Government remains 
committed to reducing gradually the share of the budget claimed by 
personnel expenditure, through annual ceilings on the growth in the wage 
bill, while increasing real nonwage operating outlays in priority 
sectors. Beginning in the next annual budget and the 199OJ91-1992J93 
forward budget exercise, the Government will present an economic 
classification of expenditures and also distinguish between ongoing and 
new development projects. 

4. Public enterprise reform 

In the course of 1989J90, the Government intends to pursue further 
its efforts toward public enterprise reform, with the overall objective 
of increasing their efficiency and financial viability. The Government 
will continue the ongoing program of organizational reform of the NCPB 
and the financial restructuring of the Kenya Railways and the South 
Nyanza Sugar Company. The monitoring of the financial performance and 
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Table 7. Kenya: Perfomewe Criteria Rnd 8enchmrk.s of the First 
Amuql 4rrongmmt Under the Enlmccd Stmctuml Mjmmnt Pmzlltty 

1989 
JZ 

Actual 

I.989 I990 
Sept. 1/ Dec. y March 31 Jme 3f 

Quantitative Perfonamce criteria 
(In QdmuIs of Kenya ShllUnga) 

Total dwstic credit 41 

Net bark credit to the Govzmwnt 51 - 
Barktng system 
CSFC 
Debt assd fran psrastati 

52,422 56,897 58,060 57,371 57,712 

l3,670 17,420 17,270 15,631 14,772 61 
(17,5U) (21,891) (21,741) (20,241) (19,382)- 
(-3,840) (-3,701) (-3.701) (-3,840) (-3,sw 

c---j (-770) (-770) (-770) (-770) 

(In tillions of U.S. dollars) 
New -sslo~l e%ernaL Lsms contracted or 

a. l-l.2 years’ why‘ity 

b. Short-tern credits of less 
than ow year’s mmrity &I 

56.4 

Mlnimm cullulati\n? increase 111 net OfflCIal 
internetid feeePIFS frm eI?dua&r 1988 9/ 80 - 

Wquanti.tative Perfommce criteria 

llIO.0 

37 

M.0 . . . 

58 . . . 

Review: A midterm revler vi11 be ccqleted by &toter 1989 to assess iqlmentatlm of structural mzamres, the 
l989/90 ta&t. exchge ad interest rate poUdes, the finsting of the 1989 Lmlance of pynents, and the benchmrks 
and perfomnce criteria &ring first half of 1989/w. 

Trade and Payuents Restrtctlons: 
The Govemnt of Keqa will contime to mAltato a liberal wrhange ami trade systm and WfLl not intro&Ice any nev, 
or intensify Cdstlng, restrictloos. 

StrwturaL Pelforclwnce Criterton -- 

Implezmt the irqmt Liberalimtion program and provide 
on mnthly basis data on lqmct Ucense q&cations, 
approvals, and corrca.ponding foreigo C?x&mge all5xtion. 

Tar@ Date 

~tember 1989. 

stmchlra1 Benctmrks --.- 

Maintain pithe real interest rates. lllmghmt 1989. 

ScNrcP: fhmr& attached to the letter of reqwst of Keqan authorities of April 18, 1989; and the letter of 
intent dated September 26, 1989. 

I./ Perforamce criteria. 
z/ cj.mtitatiw hnhrks. 
k hdicat1ve targets. 
ii Total donestic cred1.t of the ba~tiking systm is the sun of oat c&t to the Govemwnt. other plbllc scctur 

cr&t, nrd private sector credit. It in&&s bnk credit utilhed bj the @reals and Suqr Fioancz Cixpxation 

ox=c). 
5/ Net credit to the Gowtment ts net credit to the Govemmmt frm the tarking sector. The cetlnq ex&des tlw 

op&tiona of the CSE,, and the mmnt of pub& enterprise debt assured by the Govermmt and reclassified frm cut- 
standing private sector credit. 

6’ ‘Ihis target till br ad)lsted dlvlamrd to the extent that net mema ftnrurcirg of the deficit during the 
JI& l9895me I.990 pet-bad, exrhding A-in-A finawing, exceeds K Sh m miLlion, or to the extent that dcmstlc rum&k 
finsnciog exeeds I7 Sh 0.9 billion. 

7/ In confodty with existing remlatiom, ~13 p&lic enterprise vill torrw on nowmcessio~l terms vithmt 
GoG-t guarantee. For pn-poses of cmverting IW narrncessim~l exteml loans into U.S. dollars, the U.S. dolLw 
exchange rates cabled to the Central Bark of Kenya frm t‘he Federal Reaeme Bark of Gw York for Jammy 3, 1989 will be 
lx¶ed. 

8/ Other than related to imports. 
$/ Net official intermtlmal reserves are defined as the Central Bank of Kenya’s net fore&n reserve assets (SLRs, 

pi-d, and fore&n exchange holdlqs) mims its short-term de-it liaMLities to foretgners; plus the Central Govxn- 
me's net focelgn reserve assets (excluding those related to Fund tramactlm); plus Kerya’s reserve posltlm in the 
Fmd; I&US Keqx’s net use of Fmd credit. 
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flow of funds of selected nonfinancial public enterprises will be 
further expanded and refined in 1989/90. The draft policy framework 
paper on public enterprises should be completed by December 1989. 
Moreover, preliminary action in restructuring the Industrial Development 
Bank and the Industrial and Commercial Development Corporation is 
expected by the end of 1989; by June 1990 action is to be taken as to 
which subsidiaries of these institutions will be privatized, restruc- 
tured s or Liquidated. In the course of 1989/90, the Government will 
begin to address the need for a major re-equipping and organisational 
restructuring of Kenya Airways and its likely borrowing requirements 
over the course of the three-year program. The Government has indicated 
that it will seek the assistance of the Fund and the World Bank in 
evaluating the investment program of Kenya Airways and ensuring that the 
program can be undertaken within the framework of the macroeconomic 
program. 

5. Monetary policy and financial sector reform 

During the remainder of 1989 and the first half of 1990, monetary 
policy will seek to reduce inflationary pressures and support external 
adjustment. Total domestic bank credit is programmed to increase by 
10.1 percent in 1989/90, with net credit to the Government expanding by 
10.7 percent. l/ This target for credit expansion is consistent with an 
expansion of 8,2 percent in broad money and an increase in velocity, 
from 3.48 at end-June 1989 to 3.62 at end-June 1990. This is a tighter 
monetary stance than in the original program, which targeted broad money 
to expand by more than 12 percent, and reflects concerns with infla- 
tionary pressures as well as the unexpectedly Less favorable external 
current account positions for 1989 and 1990. 

Financial sector reform will continue during the remainder of 
1989. In Line with the objective of achieving eventual market deter- 
mination of interest rates and in view of inflationary pressures thus 
far during 1989, certain adjustments in the interest rate structure will 
be undertaken. By October 15, 1989, the minimum savings deposit rate 
for commercial banks will be raised from 12.0 percent to 12.5 percent, 
the commercial banks’ maximum Lending rate for maturities of three years 
or Less will be raised to 15.5 percent from 15.0 percent, and those for 
more than three years will be raised to 18.0 percent. At the present 
time the 18.0 percent maximum lending rate applies only to maturities 
greater than four years. Moreover, should the inflation rate during the 
remainder of 1989 be higher than currently envisaged, additional 
interest rate action will be taken at the beginning of 1990. 

A/ In the comparison of the program targets with the original program 
targets, account needs to be taken of the fact that in September 1989 
the Government assumed K Sh 770 million of the Liabilities of the public 
enterprises to the banking system. Until then the liabilities had been 
recorded as bank claims on the nongovernment sector. 
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During the last quarter of 1989, progress is expected in the 
introduction of monetary programming. Although the Monetary Policy 
Committee has been actively meeting and handling a variety of issues, 
the introduction of reserve money management and the active use of 
available monetary policy instruments have been somewhat delayed owing 
to unavoidable delays in securing technical assistance to the Central 
Bank. Fund technical assistance, in the form of an Advisor on Open 
Market Operations to the Central Bank, is expected to be available in 
October 1989. Regarding the development of the capital market, it is 
anticipated that the Capital Markets Authority will be established soon 
after Parliament approves its legislation. 

V. Social Implications of Program 

The potential social impact of the structural measures being 
implemented in Kenya in relation to most other African countries is 
relatively small since the economic distortions and imbalances in the 
country are comparatively much less. The adverse effects of some of the 
programmed measures are also being minimized in Kenya by their gradual 
application and by the Government's active efforts to ameliorate their 
impact. Thus, the introduction of higher fees at the university has 
been accompanied by a loan program through the commercial banks to 
assist needy students. The introduction of fees in the hospitals is 
being matched by an effort to raise the quality of care provided as well 
as a program to strengthen services at health centers and dispensaries, 
which provide much of the care for the most vulnerable groups. In 1989, 
the Government also established a Ministry of Reclamation and Develop- 
ment of Arid, Semi-Arid and Wasteland in order to help transform those 
areas from being recipients of welfare to being providers of employment, 
surplus food, and growth. Moreover, plans are under way for the Govern- 
ment to Launch a Small-Scale Enterprise Program to help create 
additional jobs , particularly in the growing urban centers outside 
Nairobi. 

VI. Staff Appraisal 

Kenya's 1989 program, supported by the first annual arrangement 
under the ESAF, remains essentially on track. The quantitative and 
structural benchmarks for mid-1989 were all observed, in some cases with 
a wide margin. Moreover, the structural performance criterion relating 
to the implementation of the import liberalization program and import 
License monitoring system was met before the scheduled program date of 
end-September 1989. The program targets for real economic growth and 
international reserves are on the whole expected to be realized in 1989, 
but the targets for the current account deficit, owing mainly to 
unanticipated external developments, and for the inflation rate are 
Likely to be exceeded. 
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In view of these developments, for the remainder of 1989 the 
authorities should maintain their present policy stance, which includes 
a tighter monetary and credit stance than originally programmed and the 
flexible management of the exchange rate. Moreover, even though the 
end-December credit benchmarks in the program remain as originally set, 
the authorities would be well advised to keep credit expansion below 
these benchmarks. In this connection, the authorities' plans to raise 
interest rates are to be commended, both in terms of the needed current 
monetary stance and in terms of the medium-term objectives of the 
program. 

The cash budget deficit for 1988189 was below the program target. 
As in the previous fiscal year, however, this outcome was achieved by 
the postponement of cash payments and by the buildup of unpresented 
checks at the end of the year. The authorities' commitment to confine 
the Level of unpresented checks at the end of 1989/90 to their end- 
1988189 Level is welcomed. It is essential for the authorities to be 
vigilant in their efforts to attain the programmed fiscal deficit target 
and to maintain the pace of structural fiscal reforms during 1989/90. 
In this regard, the authorities will need to continue their commitment 
to reduce the growth in personnel expenditure to the 1989/90 program 
target through the implementation of measures recently introduced to 
limit government employment and the containment of average annual salary 
increases to within-grade increments. 

Considerable progress has been made with the implementation of the 
import Liberalization program. The staff also commends the authorities 
on the exchange rate policy followed thus far in 1989 and on their 
commitment to continue pursuing a flexible exchange rate policy that 
takes into account trade reform, external developments, and the need to 
encourage export diversification and expansion. Such a flexible 
approach to policy in general is particularly important in the Light of 
the vulnerability of Kenya's balance of payments to adverse external 
developments, which has once again been demonstrated in 1989. The more 
immediate external prospects now Look weaker than previously envisaged, 
and without appropriate policy adjustment so will the medium term. 
Thus, the authorities should stand ready to accelerate the pace of the 
depreciation of the real effective exchange rate during the remainder of 
1989 and to take stronger corrective measures if the need arises. More- 
over, the authorities should adhere firmly to their policy of borrowing 
from abroad on concessional terms, which is essential for the attainment 
of the program's projected decline in the debt service ratio. At the 
same time, the authorities' efforts to take corrective actions and 
strengthen the external position will need to be supported by adequate 
and timely external concessional assistance. 

During 1989 the programmed structural measures have been imple- 
mented essentially as envisaged, and the authorities are encouraged to 
continue with their structural reform efforts in the remainder of the 
year. In this regard, the export compensation scheme needs to be 
improved and the development of a medium-term export promotion program 
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needs to be hastened. Moreover, further progress should be achieved on 
the reforms scheduled in the public enterprise sector, the tax system, 
the financial sector, and price decontrol. 
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VII. Proposed Decision 

The following draft decision is proposed for adoption by the 

Executive Board: 

The Fund determines that the midterm review specified in para- 

graph 2(c) of the first annual arrangement under the enhanced structural 

adjustment facility (EBS/89/84, Sup. 1, 5/26/89) has been completed. 



L :;7 - APPENDIX I 

September 26, 1989 

Mr. Michel Camdessus 
Managing Director 
International Monetary Fund 
Washington, D.C. 20431 
U.S.A. 

Dear Mr. Camdessus: 

1. The Memorandum on Economic and Financial Policies, which accompanied our 
letter of April 18, 1989, outlined the structural adjustment program that the 
Kenyan Government intended to pursue during the three year period January 
1989-December 1991, and presented in detail the objectives, policies, and 
measures for the first year of this program. In support of this program, on 
May 15, 1989 the Fund approved a three-year structural adjustment arrangement 
under the enhanced structural adjustment facility (ESAF) in an amount 
equivalent to SDR 241.4 million, 170 percent of Kenya's quota, and the first 
annual arrangement thereunder. 

2. During the first half of 1989, considerable progress was made in program 
policy implementation and the program remains essentially on track. The 
program's fiscal target for 1988/89 (July-June) was achieved, restraint in 
overall credit policy was maintained, flexible exchange and interest rate 
policies were continued, and significant reforms were introduced under the 
financial sector restructuring and industrial sector adjustment programs. The 
program's quantitative benchmarks for end-June 1989 were observed and the 
structural benchmarks are being implemented as scheduled. 

3. The overall economic growth target for 1989 has been reduced slightly 
from 5.1 percent to 4.9 percent. This reduction mainly reflects Less 
favorable weather conditions at the beginning of 1989, Lower than anticipated 
coffee production, and higher oil prices. The inflation rate during the first 
half of 1989 has remained relatively high; at the end of June 1989, the 
weighted month-on-month rate of inflation was 10.3 percent (viz., end-June 
1989 relative to end-June, 1988). This development may be attributed to 
increases in producer and consumer prices in February and April, increased 
excise and sales tax rates brought forward from the 1989/90 budget to April 
1989, and a somewhat greater-than-anticipated growth in broad money. While 
the inflation rate has begun to abate since the peak of 11.5 percent in May to 
8.9 percent in August, the weighted month-on-month rate of inflation in 1989 
is still estimated to be about 9 percent instead of the targeted 8 percent. 
In the external sector, net official reserves, excluding the external 
borrowing by the Coffee Board of Kenya, increased by SDR 30 million during the 
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first half of 1989, compared with the target of SDR 42 million, despite 
preliminary customs data which indicate strong import growth in the first five 
months of this year. The Coffee Board, which operates on a commercial basis, 
borrowed SDR 50 million in April 1989 to finance large inventories of coffee 
that had built up when export quotas were in effect and to facilitate payment 
to producers. This loan, which will be repaid in less than one year, was not 
guaranteed by the government, and was backed by collateral in the form of the 
Coffee Board's coffee stocks. 

4. Based upon preliminary actual data, the 1988/89 fiscal program target of 
an overall cash deficit of 4.5 percent of GDP (6.9 percent excluding grantsj, 
was attained, with a cash deficit of 3.9 percent of GDP (6.1 percent excluding 
grants). Government revenues were K Sh 88 million below the program target, 
while total expenditure was K Sh 1.2 billion (0.7 percent of revised GDP) less 
than originally anticipated. External financing of the budget amounted to 
K Sh 4.6 billion (2.8 percent of GDP), compared with K Sh 3.9 billion in the 
program. The bulk of the K Sh 1.8 billion of domestic financing, in contrast 
to the program, was from nonbank sources. As a result, net bank credit to the 
Government at end-June 1989 was about K Sh 2.0 billion below the program 
benchmark. However, the stock of unpresented cheques increased from 
K Sh 1.1 billion at the end of June 1988 to K Sh 2.95 billion at the end of 
June 1989. 

5. Overall domestic credit developments through the first half of 1989 were 
more contractionary than programmed. Net domestic credit grew by 8.3 percent 
in 1988189 (July-June), compared with 13.7 percent in the program. Credit to 
the Government increased by only 2.3 percent during this period, in contrast 
to the targeted 12.8 percent, while credit to the nongovernment sector rose by 
11.6 percent, compared with the programmed 14.2 percent. Broad money, 
however, expanded by 17.8 percent in 1988189, in contrast to a growth of 17.0 
percent in the program, while net foreign assets were higher than projected. 
Positive real interest rates continued to be maintained. 

6. External sector policies during the first half of 1989 were in line with 
the program. The exchange rate was flexibly managed, depreciating by 2.7 
percent in real effective terms during this period. At the same time, 
official external borrowing on nonconcessional terms was confined to USS56.4 
miilion for loans in the 1-12 year maturity range at the end of June, 1989. 

7. Progress was also made during the first half of 1989 in implementing the 
program's structural policy measures. Producer prices were raised in February 
for beans and in July for maize and wheat to improve the incentives for 
agricultural producers to expand production. In the area of parastatals, the 
financial and organizational restructuring of the National Cereals and Produce 
Board (NCPBj has proceeded essentially as scheduled. The Government also 
began to charge market rates of interest on direct loans to public 
enterprises, completed the study of development finance institutions, and 
began to allow Kenya Railways to operate on commercial principles. Fiscal 
structural reforms introduced in mid-1989 included the elimination of the 
export tax on coffee and tea, the lowering of the effective corporate tax rate 
and the top rate of personal income tax, an increase in income tax allowances, 
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and, to widen the income tax net, the introduction of a tax on the value of 
gross sales of agricultural produce. 

8. Within the context of the Government's financial sector adjustment 
program, a number of policy actions have been taken. To ensure positive real 
interest rates, the minimum savings deposit rate for commercial banks was 
raised 2 percentage points to 12 percent in April. At the same time, with a 
view to encouraging commercial banks to make longer term loans, the maximum 
lending rate for loans with maturities greater than four years was raised from 
15 percent to 18 percent. In mid-1989, a revised Banking Bill was passed by 
Parliament and is awaiting Presidential assent. It should strengthen the 
supervisory role of the Central Bank vis-a-vis the commercial banks, Limit 
advances to insiders, and redefine exposure and capital adequacy require- 
ments. At the same time, Legislation was tabled to establish a Capital 
Markets Authority, a semipublic institution to promote, develop, and regulate 
the securities market. In support of these reforms, in June 1989 the World 
Bank approved for Kenya a US$125 million financial sector adjustment credit 
and financial sector technical credit. 

9. The implementation of the industrial sector adjustment program, which 
came into effect in mid-1988 and is being supported by the IDA and other 
multilateral and bilateral donors, continued in 1989. In line with the 
program's aims of encouraging investment and nontraditional exports, the 
quantitative restrictions on import items in Schedule IIIB were removed in 
mid-1989, and replaced by tariffs as the sole form of protection. At the same 
time, the number of tariff categories for all import schedules was 
rationalized and reduced from 17 to 12. In the process, the weighted average 
of tariffs for items in Schedules I, II, and IIIA combined were reduced. 
While average tariffs were raised for the items in Schedule IIIB, the actual 
increases in these tariffs were, with only three exceptions out of a thousand, 
smaller than those proposed by the recent consultants' study on tariff 
equivalents. Moreover, the import licensing system has been streamlined; the 
weekly data provided by the new monitoring system indicate that the time it 
takes from applying for an import License to acquiring the corresponding 
foreign exchange has been reduced considerably and there has been an 
improvement in confidence in the system. As a result of these measures, the 
program's structural performance criterion relating to import liberalization 
has been met before the targeted end-September 1989 date. With an eye toward 
further enhancing export prospects, a study was completed on export incentives 
for Kenyan industry. The Government has taken several measures to strengthen 
the functioning of the investment approval process, which can also play an 
important role in enhancing export prospects through foreign participation in, 
for example, manufacturing-in-bond and export processing zones. A Cabinet 
Sub-Committee on Investment, headed by the Vice President, has been estab- 
lished to remove some of the bottlenecks in the investment project approval 
process. At the same time, the management of the Investment Promotion Centre 
has been strengthened. It is expected that project approval delays will be 
significantly reduced. With respect to the restructuring of development 
finance institutions (DFIs), a study on this topic was completed in June 
1989. Cabinet approval was obtained on the principles and guidelines 
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to guide the restructuring program, and a detailed DFI action plan has been 
prepared and approved. 

Policies for 1989190 

1.0. In line with the program's objectives, the program fiscal target for 
1989/90 is to be confined to an overall cash deficit of K Sh 7.65 billion, or 
4.2 percent of GDP (6.8 percent excluding grants). Net external financing of 
the program cash deficit will amount to K Sh 5.6 billion or 3.1 percent of GDP 
(K Sh 204 million, net of Appropriations-in-Aid (A in A) financing), while 
domestic financing will be about K Sh 2 billion or 1.1 percent of GDP (with 
K Sh 1.1 billion or 0.6 percent of GDP from the banking system). In the event 
that the net external financing (excluding A in A financing) or domestic 
nonbank financing of the budget deficit exceeds that programmed, the target 
for net bank credit to the Government during 1989/90 as measured at the end of 
June 1990 will be adjusted downward by the amount of the excess. Consistent 
with the Government's intention to Limit the size of the float, the Level of 
unpresented cheques at the end of June 1990 will be no larger than their 
end-June 1989 level. In formulating the 1990 annual program, the fiscal 
targets will be reviewed in the light of macroeconomic considerations, fiscal 
and balance of payments prospects, and the availability of additional external 
concessional assistance. 

11. Total revenue will be raised by 0.9 percent of GDP to 24.1 percent of GDP 
in 1989/90; or about 0.4 percent of GDP is expected to be raised from newly 
introduced user charges in health, education, and other public services, while 
the remainder is projected to come primarily from additional tax receipts from 
import duties and sales tax on imports. As in the previous fiscal year, about 
0.6 percent of GDP is projected to come from new discretionary tax measures, 
with about 40 percent of the increase in revenue from these measures from the 
increase in the sales tax on beer in April 1989 together with the reform of 
sales taxation, while the remainder is to be derived from tariffs, excises, 
and miscellaneous other measures. The introduction of a presumptive tax of 
5 percent Levied on the value of gross sales of agricultural goods is expected 
to yield revenue of about K Sh 812 million, and this tax will more than offset 
the projected loss in receipts of about K Sh 510 million from the elimination 
of the export tax on coffee and tea. A bill to replace the sales tax by a 
multiple tax rate value added tax (VAT) on manufactured goods and a 17 percent 
tax on business services was tabled in mid-1989, and the VAT will be 
implemented on January 1, 1990. The introduction of the VAT is projected to 
yield K Sh 180 million (0.1 percent of GDP) in net additional revenue in 
1989/90. It is intended that the VAT will be extended to the retail level. 
Moreover, during 1989190, K Sh 860 million will be raised from newly 
introduced user charges for health, education, and other public services. In 
particular, K Sh 228 million will be raised from the introduction of 
additional charges for hospital services in district and provincial hospitals 
as well at the Kenyatta National Hospital. In the education sector, higher 
fees for tuition and boarding at the universities, reduced allowances at the 
teacher training colleges, and the netting out of existing charges on parents 
from budgetary grants to some secondary schools, will yield about K Sh 564 
million to the budget. 
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12. In terms of expenditure policy, the Government will continue with its 
budget rationalization program. In line with the fiscal program's aims to 
restrain expenditure growth and to begin to correct the prevailing imbalance 
between wage and nonwage operating and maintenance expenditure in recurrent 
outlays, the increase in the wage bill (personnel emoluments in all 
Ministries, including subventions to Teachers Service Commission) will be 
limited to 7.5 percent in 1989/90, compared with the preliminary estimate of 
16 percent in 1988/89. This will require a deceleration in the growth of 
government employment to about 3.5 percent and a containment of average wage 
increases to the 4 percent normally arising from within-grade salary 
movements. The following measures have been introduced to help achieve this 
target: (1) the freezing of all posts which have been vacant for more than 
six months as of April 26, 1989; (2) a ban on further upgrading or creating of 
posts during 1989/90, except with specific authority from the Treasury; 
(3) control over recruitment of non-technical and lower grade job groups; 
(4) the withdrawal of guaranteed employment in Government for trainees from 
Government training institutions; and (5) a reduction in the number of 
untrained teachers. The Government will also provide for a real increase in 
outlays for operating expenses in priority sectors, including education, 
health, road maintenance, water supply, and agricultural services. A system 
for the monthly monitoring of the wage bill and operating expenses will be 
implemented during 1989. 

13. With regard to public enterprise reform, the financial restructuring of 
the NCPB has been completed with a write-off of K Sh 5.3 billion in the 
1988189 budget. The ongoing organizational restructuring of the NCPB 
(including cereal sector reform) is expected to be completed in 1991. The 
financial restructuring of the Kenya Railways and the South Nyanza Sugar 
Company are expected to be completed by 1991/92. During 1989, the Government 
began to monitor the financial performance and flow of funds of 10 sample 
nonfinancial public enterprises with the intention of extending the coverage 
so as to facilitate measurement of the consolidated public sector deficit by 
1990/91. The Government has also initiated work to formulate a policy 
framework for public enterprises with technical assistance support from the 
UNDP. A draft of the proposed policy paper is expected to be completed in 
December 1989. An action plan for restructuring (or divesting) two develop- 
ment finance institutions and their portfoLios-- the Industrial Development 
Bank (IDB) and the Industrial and Commercial Development Corporation 
(ICDC)--has been prepared. By June 1990, a decision will be taken as to the 
subsidiaries of these institutions that will be privatized, restructured or 
Liquidated. Finally, the Government is concerned about the operating 
situation of Kenya Airways and believes that a substantial infusion of equity 
capital will be required in the next three years to upgrade equipment, 
strengthen management, and improve maintenance capacity. Additional borrowing 
to address these problems will be consistent with the overall program targets 
to be negotiated, and will be the subject of close consultation with the Fund 
and the World Bank in view of the heavy capital borrowing requirements. 

14. During the remainder of 1989 the Government will continue with its reform 
of the financial system, with a view to improving the efficiency of resource 
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mobilization and allocation and to broadening the range of financial instru- 
ments available to savers and investors. In particular, with technical 
assistance from the Fund, reserve money management will be introduced 
gradually and active use of available monetary policy instruments through the 
Monetary Policy Committee will be initiated. The available monetary policy 
instruments will be refined. Interest rates will be maintained positive in 
real terms. In pursuit of the program's target of market determination of 
interest rates by June 1991, and in view of the recent inflationary pressures, 
the minimum savings deposit rate for commercial banks will be raised by one 
half percentage point to 12.5 percent by October 15, 1989. Simultaneously, 
the commercial banks' maximum lending rate for maturities of three years or 
Less will be raised to 15.5 percent and the maximum lending rate for matu- 
rities in excess of three years will be 18 percent. This latter adjustment 
raises the interest rate on loans of maturities between three and four years 
from 15 percent to 18 percent. If at the end of November, the annual weighted 
average inflation rate is above 10 percent, the Government will further raise 
the interest rate ceiling on loans of three years or Less to 16 percent by the 
middle of January. Interest rate policies will be reviewed further at the 
time of the discussions for the second annual arrangement under the ESAF. 
Finally, an effort will be made to remove some of the inefficiencies in the 
financial system by strengthening the capacity of the Central Bank's staff to 
supervise banking institutions. Restructuring programs have been prepared for 
weaker financial institutions. To encourage the development of a capital 
market, the Capital Market Authority will be established by early 1990 and the 
Capital Issues Committee's jurisdiction over the pricing of domestic equity 
issues will be removed shortly thereafter. 

15. Monetary policy will continue to be geared toward reducing inflationary 
pressures and with a view toward achieving a manageable external account 
position. For the first half of 1990, the credit targets will be as indicated 
in attached Table 1. These indicative targets, which will be reviewed at the 
time of the elaboration of the annual program to be supported by the second 
annual arrangement under the ESAF in early 1990, are projected to be 
consistent with a 8.2 percent increase in broad money in 1989190. 

16. In the external sector, the current account deficit in 1989 is expected 
to be wider than originally programmed; it is now expected to widen slightly 
from 5.3 percent of GDP in 1988 (revised) to 5.5 percent in 1989 (rather than 
falling to 4.0 percent of GDP from 4.5 percent as envisaged in the program). 
Exports receipts are now projected to be less than originally envisaged, 
reflecting lower coffee exports in the light of recent trends in coffee prices 
in July and August following the collapse of the International Coffee 
Agreement, as well as lower net services receipts. It appears that import 
growth for the year as a whole will be higher than originally projected, in 
part reflecting the import Liberalization measures discussed earlier but also 
that government imports, while falling, are higher than originally foreseen. 
Receipts from tourism are anticipated to be only slightly lower than 
programmed since recent developments appear not to have much of an adverse 
effect on the tourism industry. The programmed build-up in net official 
reserves of SDR 58 million, however, is expected to be achieved, since 
external capital inflows are likely to be substantially higher than originally 
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projected. The exchange rate will continue to be flexibly managed; by the end 
of July it had depreciated by 4.7 percent in real terms from its end-1988 
level, based on provisional estimates. 

17. Within the context of the industrial sector adjustment program, the study 
commissioned to calculate equivalent tariffs also contained a section 
examining the impact on domestic industry of unrestricted import Licensing. 
More detailed work in this latter area has started and will be ultimately 
directed toward the preparation of an action program for restructuring viable 
public enterprises adversely affected by liberalization. A proposal to study 
and recommend policies for restructuring the textile industry in particular 
has already been approved by IDA for funding through its Project Preparation 
Facility. As regards the export compensation scheme, the Government clearly 
recognizes the need to improve administrative arrangements to ensure prompt 
payment of export compensation. The aim is to reduce delays in receiving 
compensation, targeting one month as the maximum time for receiving reimburse- 
ment. Further work contributing to a comprehensive medium-term export 
promotion program is currently in the pipeline. In this connection, an 
initial study to evaluate the enabling environment for an export processing 
zone near Mombasa has been commissioned and should be completed before the end 
of the year; another study financed through a World Bank Special Project 
Preparation Facility and a Project Preparation Facility to evaluate and design 
another export processing zone near Nairobi will be commissioned by the end of 
1989 and completed by mid-1990. The Government expects to formulate a program 
for export processing zones by June 1990. With regard to price controls, in 
September, the price of animal feed was decontrolled, reducing the number of 
controlled items to 19 under the General Order. 

18. Finally, we would Like to assure you that the Government of Kenya is 
firmly committed to achieve the objectives set out in our structural 
adjustment program and will take any further measures that are necessary in 
this regard. 

Sincerely yours, 

Professor George Saitoti 
Vice President 

and Minister for Finance 

Eric C. Kotut 
Governor 

Central Bank of Kenya 

Attachment 
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KENYA - Relations with the Fund 

(As of September 30, 1989) 

I. Membership Status: 

a. Date of membership February 3, 1964 
b. Status Article XIV 

A. Financial Relations 

II. General Department 

a. General Resources Account: 

(I) Quota SDR 142.0 million 

(ii) Total Fund holdings of 
Kenya's currency SDR 366.82 million 

(258.32 percent of 
quota) 

(iii) Fund holdings of Kenya's 
currency subject to 
repurchase SDR 237.02 million 

(166.91 percent of 
quota) 

Of which: credit 
tranche 

EAR 

CFF - cereal 

CFF - export 

(iv) Reserve tranche 

SDR 80.98 million 
(57.02 percent 
of quota) 

SDR 92.36 million 
(65.04 percent of 
quota) 

SDR 23.69 million 
(16.68 percent of quota) 

SDR 40.00 million 
(28.17 percent of quota) 

SDR 12.22 million 
(8.60 percent of quota) 
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Kenya - Relations with the Fund (continued) 

APPENDIX 11 

b. Special Disbursement Account: 

(1) Structural adjustment 
loan SDR 28.40 million 

(20 percent of quota) 
(ii) Enhanced structural 

adjustment loan 1/ SDR 21.30 million - 
(15 percent of quota) 

III. Current or Previous Stand-By Arrangements 
and Special Facilities 

(a> Previous arrangements: 

One extended arrangement approved in July 1975, and seven 
stand-by arrangements approved, respectively, in November 
1978, August 1979, October 1980, January 1982, March 1983, 
February 1985, and February 1988. Amounts range from 
SDR 17.25 million to SDR 241.50 million. Cumulative 
purchases made under these arrangements amounted to 
SDR 521.0. 

(b) Special facilities: 

(1) Under the compensatory financing facility for export 
shortfalls and cereal imports, Kenya made purchases 
of SDR 60.4 million (58 percent of then quota) in 
June 1982, SDR 37.9 million (27 percent of quota) in 
December 1985, and SDR 40.0 million (28 percent of 
quota) in October 1988. 

(ii) A loan under the structural adjustment facility 
became effective on February 1, 1988. Purchase of 
SDR 28.4 million was made in February 1988. The 
arrangement was replaced by an ESAF on May 15, 1989. 

(iii) A loan under the enhanced structural adjustment for 
SDR 241.4 million for 36 months became effective on 
May 15, 1989. Purchase of SDR 40.23 million was made 
on May 31, 1989. 

-- 
l/ Utilization of outstanding ESAF comprises SDR 21.30 million from the 

Special Disbursement Account (SDA) and SDR 18.93 million from the ESAF Trust. 
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Kenya - Relations with the Fund (continued) 

SDR Department 

(a) Net cumulative allocation - SDR 36.99 million 
(b) Holdings: amount to SDR 6.25 million or 

16.89 percent of net cumulative allocation 

Administered Accounts 

(a) Trust Fund Loans: 

(1) Disbursed - SDR 46.91 million 
(ii) Outstanding - SDR 2.55 million 

(b) SFF Subsidy Account: 

(1) Payments by Fund - SDR 13.84 million 

cc> ESAF loans: Trust Account 

(1) Disbursed - SDR 18.93 million 
(ii> Outstanding - SDR 18.93 million 

Financial obligations to the Fund: 

Overdue 
Financial 

Obligations 
(9/30/89) 

Principal and Interest Due 

Principal 
Repurchases 
Trust Fund 

Repayments 
SAF Repayments 

Charges and interest 
including SDR and 
TF (provisional) 

-- 
- -- 

-- 
-- 

-- 

1989 l/ 1990 1991 1992 1993 ---- -- 

32.3 77.7 29.3 58.8 44.4 - --- 
31.4 76.2 29.1 58.8 41.5 

0.9 1.5 0.2 -- -- 
-- -- -- -- 2.8 

4.1 20.1 14.5 10.3 5.3 - ---- 

Total -- 36.4 97.7 43.8 69.1 49.7 - - ---- 

B. Nonfinancial Relations 

VII. Exchange System: Pegged to composite. At end-August 1989 the 
exchange rate was K Sh 21.3858 = US$l 

--- ---- -- -- 

I/ lo/l/89 - 12/31/W. - 
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Kenya - Relations with the Fund (concluded) 

VIII. Last Article IV Consultation 

The 1989 Article IV consultation (EBSi89i84, 4/27/89, and 
SMi89i83, 5/9/89) was concluded by the Executive Board on May 15, 
1989. The following decision was adopted: 

1. The Fund takes this decision relating to Kenya's exchange 
measures subject to Article VIII, Section 2(a), in the light of the 1989 
Article IV consultation with Kenya conducted under Decision No. 5392- 
(77/63), adopted April 29, 1977, as amended (Surveillance over Exchange 
Rate Policies). 

2. Kenya maintains restrictions on payments and transfers for cur- 
rent international transactions subject to Fund approval under Article 
VIII, Section 2(a), in the form of limits for remittances of rental 
income of nonresidents and of a foreign exchange budget on the basis of 
which licenses for nonliberalized import items are issued. In the 
circumstances of Kenya, the Fund grants approval for their retention 
until June 30, 1990, or the conclusion of the next Article IV 
consultation with Kenya, whichever is earlier. 

Kenya is on the standard 12-month cycle for Article IV 
consultations. 

IX. Technical Assistance 

CBD: Technical assistance missions on Kenya's financial system 
(March and May-June 1984), on bank supervision procedures (June 1988), 
and on the operational aspects of monetary policy implementatin 
(November 1988). 

FAD: Technical assistance in fiscal field (1981). 

BUR: Technical assistance mission on money and banking 
statistics (November 1987). 
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Relations with the World Bank Group 

The World Bank has a large ongoing program in Kenya. As of 
Yarch 31, 1989, it had committed almost USS2.5 billion, of which 
USS2.0 billion had been fully disbursed (Table 1). 

1. Agriculture 

The Bank's assistance to agriculture is centered around a policy 
reform program supported by a quick-disbursing sector adjustment credit 
which was approved in June 1986. Among the components of this program 
are: (I) measures to increase the availability and distribution of 
agricultural inputs (especially fertilizer); (ii) movement towards price 
flexibility and deregulation; (iii) rationalization of government 
expenditure in the sector; (iv) the divesting of some agricultural 
parastatals and the restructuring of others in the context of better 
defined policies on parastatals; and (v) improvements in agriculture 
credit programs. Second tranche was approved in February 1988. 

These policy measures are complemented by ongoing investment 
projects in coffee rehabilitation, forestry, agriculture research, 
rehabilitation of animal health services and the provision of country- 
wide extension services. 

For the future, Bank assistance to the sector will continue to 
emphasise adjustment lending with a view to broadening and consolidating 
a policy framework that is conducive to a more vigorous contribution to 
growth by agriculture. Investment lending will continue to complement 
the policy reforms with greater attention being given to implementing 
the results from pilot projects in the areas of agriculture credit, 
livestock development, land and environmental management and arid and 
semi-arid agricultural techniques. The Bank is currently developing and 
testing new methodologies or approaches in these areas in order to 
ensure replicability before embarking on large scale national 
investments. 

2. Energy 

The Bank's efforts in this sector are concentrating on lessening 
Kenya's dependence on imported oil through hydroelectric development, 
geothermal development, and petroleum exploration promotion. While 
future lending will be consistent with the least cost recommendations of 
the recently completed power study, greater attention will be focussed 
on alleviating policy constraints (e.g. pricing and distribution) to 
attain a more efficient and integrated energy sector. 

3. Industry/finance 

Until recently, Kenya's industry has obtained World Bank lending 
through development finance intermediaries. In support of an industrial 
reform program in June 1988 an industrial sector adjustment credit for 
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Kenya - Relations tith the World Bmk Group (continued) 

Table 1. The Status of Bank Group Operations in Kenya 

A. Statement of Bark Loans and IDA Credits as of Narch 31, I.989 

Amxrnt (less camellations) 

(In millione of U.S. dollars) 

Loan or 
credit no. Year Borrmer Purpose Bah IIN Undiskursed 

Forty three (43) loans, of which six were cancelled, thirty-six 
(36) credits and two (2) Third Winda~ kms Folly DisLursed 1/ 

1107 
2098 
1237 
1238 
I387 
2319 
I390 
2359 
2409 
m17 
1486 
I.566 
2574 
I.673 
1675 
1718 
1738 
II58 
1820 
1859 
A0360 

1927~ 
1927-l 
1973 
1974 

I981 Kenya Fifth education 
1982 Kenya Forestry III 
1982 Kenya Cotton Processing and Marketing 
1982 Kenya Integrated Rural Health and Fondly Plannfng 
I.983 Kenya Nattonal ExtelYsicln 
I983 Kenya Secondary Tams 
1983 Kenya Secondary Twos 
I.984 Kenya Kiambere Hydroelectric 
l!% Kenya Second Hi&way Sector 
1984 Kenya Second Hi&way Sector 
l%4 Kenya Geothermal Exploration 
1985 Kenya Water Engineering 
1985 Kenya Third Telecwrslnications 
I.986 Kenya Sixth Fizlucation 
1986 Kenya Petrolem Exploration Technical Assistance 
I!%6 Kenya Agricultural Sector Management 
I.987 Kenya KIE 2nd Small Scale InQlstry 
I987 Kenya Mm1 Health Services 
1987 Kenya second Railway 
1988 Kenya Agriculture Research 
I%8 Kenya Industrial Sector Operation 
l%8 Kenya Population III 
I.988 Kenya Industrial Sector Operation 
I989 Kenya Industrial Sector Operation 
l%9 Kenya Geothermal Develqment 
I989 Kenya Rural Services 

11.50 
40.00 

7.03 

95.00 
5.00 

22.00 
23.00 
l5.00 

22.m 

32.60 

4o.m 
24.50 

6.03 

37.50 
6.00 

11.50 
6.0~1 

rJ.c?I 
28~x1 
19.60 
lo.03 
12.20 

102.00 
53.70 
‘N.70 
20.80 

Total 
Of which: has been repaid 

977.92 
282.44 

l~I23.45 
14.99 

Total IKW outstanding 
Amamt sold 

695.48 l,m8.46 

Of which: has been repaid 11.74 

Total nm held by Bank and IDA 683.74 
62.53 

1,008.46 
Total undisbursed m.l.2 

826.82 467.95 

16.98 
6.80 
3.53 
9.35 
7.27 
6.98 

13.41 
24.09 

3.65 
43.07 

5.69 
2.64 

21.00 
43.90 

5.27 
8.85 
6.67 

14.96 
26.07 
19.91 

- 

11.63 
46.63 
53.48 
40.82 

20.02 

462.U 

462.64 

l/ In addition, Kenya was one of the beneficiaries of Kl loans totalliq US$244.8 million, which were extended for 
the developnent of cmn services (railways, ports, telecomunlcations, and finarxe for industry) operated regionally 
for the three partner states of the former East African Conmmity @AC). 
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Kenya - RelatCocrs with the ‘World Bark Croup (continuaI) 

Table 1. The Status of Bark Group Operations in Kenya (cowluded) 

B. Statmt of IFC Investments in Kenya as of March 31, 1989 

4PPEmlx ILL 

Fiscal year Obliger Type of business 
hxmt in rnllllons of U.S. dollars 

Loan fwty Total 

1967, 1968, end 
I.973 

1970, 1974, 
1977, 1979, 
1981, and lx!a 

1972 

I.976 

1977 

1983, 1983, 
and 1987 

1981 

I.982 

I.982 

l982,l!.l86 

1983 

I984 

I.985 

1986 

19% 

1987 

Kenya Hotel Properties Hotels 5.2 0.7 5.9 

Pan Afrlcan Paper Hills 

Tourism Pmmtlon Servlcea 

Rift Valley Textiles Ltd. 

Kenya Ccmwrclal Bank Ltd. 

Pulp and Paper 25.7 

Hotels 2.4 

Textiles 6.3 

cepltal Ftarket 2.0 

Developwnt Finance 
Ccnpany of ‘Kenya Ltd. 

Kenya Comaerclal Finance 

DevelopPent Finance 

mncy and Capital Market 

Cment and Cmstnrtlon 
Material 

8.1 

5.0 

Bankurl Portland CBaRlt 
Co., Ltd. 

Dlamnd Trust of Kenya 
Ltd. tbnq and Capital Warket 

44 . 

- 

kdustrlal Prcmtlon 
Services (K-a) Ltd. Honey and Capital Market - 

Tetra Pak Converters Ltd. Pulp and Paper Products 2.2 

Leather T&tries of 
Kenya Ltd. 2.1 

M3dw Paper International 
Ltd. 

Eqmtorlal Beach Properties 

Pulp and Paper Pro&cts 

ToUrlSm 

Oil Crop Developnent Ltd. 

hgro Developnent Limited Agrl-Business 

Total Gross comnibwnts 
Less cancellations, 
terminations, repayments 
and sales 

37.1 

5.6 

9.7 

1.3 - 

117.1 

90.9 

Total Camltnmts nav 
held Ly ZFC 26.2 

Total Urdlsbursed 1.5 1.2 2.7 - - - 

6.3 

-Y 

2.8 

- 

32.0 

2.5 

9.1 

2.0 

1.3 9.4 

5.0 

- 4.4 

0.8 0.8 

2.0 2.0 

0.4 2.6 

0.6 

2.0 

1.4 

- 

2.1 

39.1 

5.6 

11.1 

1.3 

18.3 135.4 

6.0 - 

12.3 

96.9 

38.5 

1/ us$44,937. 



- 42 - APPENDIX III 

Kenya - Relations with the World Bank Group (continued) 

US$112 million was approved. In order to stimulate investment, promote 
export production, and make industries more efficient, the reform pro- 
gram covers areas such as trade liberalization, tariffs, price controls, 
export promotion, corporate taxation, financial sector policies, and 
industrial public enterprises. A complementary financial sector adjust- 
ment operation was approved in .June 1989. It addresses inter alia -- 
interest rate reforms, rationalization of the banking regulatory 
framework, restructuring of depository institutions, and the development 
of capital and money markets. 

I 
4. Infrastructure 

Highway projects and the promotion of railways have accounted for 
most of the lending to date. A major water supply project for Nairobi 
was approved in July 1989. In addition, the Bank is preparing an urban 
development project whose main feature will be to enhance the financing 
and management capacity of municipal authorities. 

5. Population 

The third IDA-financed project to help the Government promote 
fertility was approved in 1988 and is now being implemented. 

6. Zducation and health 

The Bank’s attention is currently directed at developing viable 
financing and management capacity in both sectors. Lending operations 
designed to promote more efficient utilization of resources and to 
implement appropriate mechanisms to increase cost sharing are being 
prepared. 

7. Adjustment lending 

The World Bank negotiated and fully disbursed two structural 
adjustment loans (SAL) to Kenya. The first, negotiated in March 1980, 
was for USS70 million and was fully disbursed by September 1980. The 
second, negotiated in July 1982 for SDR 130 million, was disbursed in 
two t ranches: in September 1982 and January 1984. The SAL programs 
were implemented under adverse external circumstances which negatively 
affected Kenya’s performance. The protracted balance of payments crises 
of 1981 and 1982, as well as the coup attempt in August 1982, forced 
adjustments in the Government’s policies and led to delays and reversals 
in policy initiatives included in the SAL programs. The speed of 
implementation was also affected by a shortage of technical personnel 
and the preoccupation of the authorities with short-term stabilization 
efforts. 
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Kenya - Relations with the Norld Bank *Group (concluded) 

It has been agreed between the Bank and the Government that, for 
the near future, Rank financtal support for the Government’s structural 
adjustment efforts will take the form of sector adjustment loans rather 
than the comprehensive SAL. As noted above, an agricultural sector 
adjustment loan was approved by the Sank’s Board in June 1986, an 
industrial sector adjustment loan was approved in .June 1988, and a 
financial sector adjustment loan was approved in June 1989. Further 
sector adjustment operations are scheduled in agriculture, education, 
and health. 
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