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1. KENYA - 1989 ARTICLE 1V CONSULTATION; AND ENHANCED STRUCTURAL
ADJUSTMENT ARRANGEMENT

The Executive Directors considered the staff report for the 1989
Article IV comsultation with Kenya and its request for arrangements under
the enhanced structural adjustment facility (EBS/89/84, 4/27/89: and
Cor. 1, 5/11/89), together with a policy framework paper for Kenya
(EBD/89/123, 4/26/89). They also had before them a background paper on
recent economic developments in Kenya (SM/89/83, 5/9/89).

The Managing Director made the following statement:

There follows for the information of the Executive Directors
the text of a memorandum that I have received from the President
of the World Bank to serve as the basis for my statement on
the matter to the Board. This text summarizes the main points
covered by the Executive Directors of the Bank and 1DA in their
May 11, 1989 discussion in Committee of the Whole of a paper
entitled "Kenya: Policy Framework Paper, 1989-91."

1. The Executive Directors concluded that the policy
framework paper under review provides a sound and realistic basis
for continuing Kenya’'s adjustment efforts. They noted, however,
that the program would have been stronger with a somewhat quicker
pace of adjustment and greater specificity. They emphasized the
need for the Government to implement fully, and sustain, stabi-
lization and structural policy reforms aimed at improving Kenva's
prospects for economic and social growth. Greater efforrs will
be required by the Government to ensure effective implementation
and follow-up to policy reform measures.

2. The Executive Directors offered the following more
specific observations regarding the implementation of the program
of adjustment. Fiscal discipline and adherence to the agreed
macroeconomic targets is clearly a prerequisite for the attain-
ment of objectives in the industrial and financial sectors.
Although noting recent progress in fiscal adjustment, the level
of public expenditures remains high over the program period, and
expenditure reduction pclicies needed strengthening. Several
Directors stressed the need for stronger management by the
Government to ensure that external assistance in support of
Kenyva's public investment program was consistent with the priori-
ties of the reform program. The Government should continue to
take steps to eliminate constraints facing the private sector and
improve the climate for private domestic and foreign investment.
Such steps must foecus on further relawation of and faster prog-
ress on import and price controls, a more rapid liberalization of
interest rates, enceuragement of capital markets and the reduc-
tion in the reole of the state in agricultural and industrial
production. Specifically, Directors expressed concern about the
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adverse impact on industrial efficiency of the delay in import
liberalizatien, which should proceed henceforth in irreversible
fishion. Priority must be given to dealing with the parastatal
issue. Implementation of existing and emerging plans for their
improved efficiency, restructuring and possible divestiture must
proceed expeditiously. Attention must be given to sustain gains
from previous policy reforms. In particular, there should be no
reversal in the progress in reducing the monopoly role of NCPB.
Action must be taken to support private sector capacity to
procure and market grains. Concrete measures aimed at mitigating
adverse effects of adjustment on the more vulperable segments of
the population must be developed and adopted, particularly in
relation to proposed measures to increase reliance on user
charges in the social sectors, and increases in administered
prices. Greater attention should be given to envircnmental
issues including matters to do with land use, forestation,
wildlife management, and strengthening of institutional capacity.
One speaker oxpressed concern about the environmental situation
in and around Lake Victoria. In this context, the Govermment
should also review land tenure arrangements and revisions of land
taxes with the objective of improving productivity of land use.
Greater integration of women into Kenya's economic life was also
urged.

The Depury Director of the African Department said that the Kenyan
quthorities had regquested the cancellation of the existing stand-by
zrrangement, so that in the operational sense the performance criteria for
end-Yarch were no longer applicable. Nevertheless, the performance cri-
teria for March under the stand-by arrangement had been observed. Credit
to the Government had continued to be well below the ceilings, whereas
credit to the private sector had been above the target. The ceiling on
total domestic credit had been respected with a considerable margin. Net
foreign assets had improved by SDR 40 million during the first quarter of
1988, with gross official reserves increasing by SDR 23 million. Those
developments were about in line with expectations.

Mr. El Kogali made the following statement:

On behalf of the Kenyan authorities, I am grateful to the
staff for the excellent staff papers and the economic appraisal,
with which my authorities concur. As the staff papers have
eloquently described the progress made to date as well as the new
policy measures to be implemented under the program, I will only
bring out the thrust of the structural program, in three major
areas: reorientation of domestic production; natural resources
preservation: and the external vorientation of industrial
production.
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The primary structural focus of the mediwe-term adjustment
effort is to enhance efficiency in resource allocation and use
so as to create employment opportunities, ensure the appropriate
manpower training, and encourage growth and financial stability.
These structural concerns have been the cornerstone of a major
reorientation of the education system, which has recently been
modified to increase the number of years students spend at the
primary school level, and toc render those who do not proceed with
higher education more employable. Also, the time spent at the
college/university level will be extended, so that graduates
become better trained in solving the typical problems of Kenya.
These changes, together with an increase in the number of higher
vocational training institutions, have entailed higher expendi-
tures, which are translated into higher budgetary deficits, but
the authorities have countered part of this by progressively
introducing user charges.

Against this background, fiscal policy is geared to the
dual role of progressive reduction of the budgetary deficit so
as to phase out bank financing by the end of the program, while
restructuring the content of expenditure. As explained in the
staff report, some of the main structural measures on the revenue
side include the phased replacement of the sales tax with a
value-added tax starting in the 1989/90 budget, and the wider
application of user charges in education, health, and other
services. On the expenditure side, in addition to slowing down
the rate of growth, the Government is restructuring the composi-
tion of expenditures in order to reduce the relative share of
personnel expenditures, while raising non-wage operating and
maintenance expenditures. The primary objective is to foster the
effectiveness of public resource use in education, health,
transport, and rural development. However, the impact of the new
expenditure reorientation will be more fully reflected in the
second and third years of the program, because in 1989/90 the
wage bill will continue to increase Ffast, due to the need to hire
more teachers as part of the new education system. The Govern-
ment now foresees a steady reduction in the budgetary deficit
from 4.2 percent of GDP in 1989/90 to 3.2 percent of GDP in
1991/92. Out of the first year’s deficit, 2.5 percent of GDP
will be foreign financed, while the proportion of the deficit
that will be financed domestically will be reduced progressively,
thus opening up increased room for domestic [inancing of produc-
tive enterprises.

In the monetary sector, the authorities' program Includes
structural measures to strengthen further the financial system
while increasing its market orientation. The authorities are
revising the Banking Act to give more power to the Central Bank
to intervene in financial institutions' operations to forestall
any crisis. The Covernment is seeking to develeop a financial
system that functions more efficiently through open market
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operations rather than quantitative credit controls. In this
connection, reforms under way are aimed at gradually freeing

interest rates so that by the end of the program in 1990/91,

interest rates will be completely market determined.

Notwithstanding the considerable progress that has been made
recently in restructuring and strengthening public enterprises,
the authorities believe that the formulation of a clear policy in
this field is essential to puide and expedite further progress.
Accordingly, in 1989/90 a comprehensive government parastatal
policy will be formulated which will define the objectives of
public enterprises, including the areas of activity in which
public enterprises would be preferred to private enterprises,
and criteria and procedures for rehabilitation, privatization, or
liquidation of existing public enterprises.

Kenya's worsening envivonmental problems of soil erosion
and the destruction of forests and wildlife have been attributed
to rapid population growth and limited natural resources. As
described in the staff report, the authorities have recently made
some progress in curbing the rate of growth of population through
a multisectoral family planning apptroach involving a number of
ministries, such as Information, Education, Culture, and Social
Services, with the support of IDA.

The priority attached in the program under the enhanced
structural adjustment facility to the rest of the fundamental
environmental problems is underscored by the creation this month
of a new Ministry of Reclamation and Development of Arid,
Semiarid, and Wasteland. With the support of IDA, the authori-
ties are implementing a program to strengthen forestry legisla-
tion and increase resources allocated to reforestation and forest
protection. The Government is also preparing a wildlife program
to reinforce conservation.

A crucial element in the medium-term structural adjustment
program is the external reorientation of the Kenyan industrial
sector to increase investment, enhance efficiency, and expand and
diversify exports. As explained in the staff report, the author-
ities made considerable progress in 1988 on import liheraliza-
tion, as 88 percent of the value of imports--import items on
Schedules T, TI, and I1IA--started to be licensed without
restrictions. 1t is important to realize that the wvarious import
schedules reflect the role of import items relative to domestic
production. The items on Schedules I and Il represent essential
inputs and other requirements, while those on Schedules IT11A, B,
and C cover imports which compete in varying degrees with domes-
tic production, as follows: Schedule 1, mainly primary raw
materials, intermediate inputs, and capital goods; Schedule II,
bulk import items requiring ministerial approval; Schedule [IIA,
high priority items which are not available domestically in
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sufficient quantities; Schedule I1LB, ivems that competr with
domestic products and lower prioricty items; and Schedule TTIC,
other competing items, luxury items, and goods restricted for
health or safety reasons.

Under the 198% program, the Government has improved further
the system of streamlining import licensing to expedite informa-
tion. license approvals, and foreign exchange allocatioen. 1Tt
has also switched some items between Schedules T111B and ITIC
to better reflect the relative competitiveness of the various
domestic industries, while unrestricted licensing of the revised
Schadule ITIB will start in June, when gquantitative restricrions
under this category will be replaced with equivalent tariffs.
Inrestricted licensing of most items on Schedule TIIC will begin
in the nemt two years. The authorities are in the process of
formulating a program for undercaking, with IDA assistance, a
comprehensive restructuring of the textile sector befere liberal-
izing rextile import items under Schedule IT11C. The authorities
are also lowevring and evening out industrial protection to
improve efficiency, while taking measures to promote production
for export markets. Begimming in 1989/90, the Government will
start implementing a medium-term export promotion program, under
which the export compensation scheme will be considerablv widened
to cover more export items, while a public/private agency will
provide potential exporters with information support to promote
nentraditional exports.

The autherities’ effort to increase the external orientation
of the economy rests equally on the continuation of a flexible
exchange rate policy. Directors will have noted from the staff
report that between end-June 1987 and December 1988, the exchange
rate depreciated by 12 percent in real effective terms. This
policy will be continued under the program, with the adequacy
of ewxchange vate policv being reviewed from time to tine, The
authorities recognize, however, that considerable patience and
perseverance will he required, as coffee and tea, which repre-
sented 46 percent of export receipts last yeav, will still
account for 45 percent of the value of expeorts by 1992, They
are equallv aware that medium-term balance of pavments prospects
will remain difficult, underscoring a cautious borrowing policy.
Indeed, the program projects that the debt service ratio will
decline to only 24 percent by 1991, Despite a sharp reduction in
the current account deficit from 4.0 percent of GDI this year to
2.7 percent in 1991, Kenya will still carry an overall balance
of payments deficit--albeit nuch reduced, to SDR & million. The
authorities hope that the international financial community will
be forthcoming with concessional assistance as stipulated under
the program, and the required assistance to fill the remalning
financing gaps in the later vears of the program.
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Mr. Enoch made the following statement:

I very much welcome this request from the Kenyan authorities
for an enhanced structural adjustment arrangement, and I can
support it. I would like to congratulate the staff for their
clear paper, which sets out the issues in a commendably compre-
hensive manner.

It is evident that the authorities' commitment to sound
policies has been renewed, after the unfortunate slippages in
1887; this is reflected in the successful implementation of the
current stabilization and structural adjustment program supported
by both a stand-by arrangement and a structural adjustment
arrangement. When approving the latter arrangement, the Board
rightly emphasized that negotiation on an enhanced structural
adjustment arrangement would depend upon satisfactory performance
under the structural adjustment arrangement. That performance
seems particularly important, given that the request for an
arrangement under the enhanced structural adjustment facility
before the Board is of a size rather greater than normal, repre-
senting 170 percent of Kenya's quota.

One unwelcome development in recent performance has been the
acceleration in consumer price inflation to above 10 percent.
While no specific target was set, this is somewhat disturbing.
However, comfort can be taken from the explanation provided, that
this acceleration reflected in part the lagged effect of earlier
monetary laxity, and in part the bringing forward of the process
of price liberalization. Moreover, the credit ceilings set under
the program were met with a welcome margin of comfort.

On the external side, the current account deficit was a
little larger than expected, but again, this reflected the
influence of a welcome development--the long-delayed import
liberalization program. A higher level of capital inflows kept
the overall balance of payments deficit to close to the projected
level, but it was a disappointment to see reserve growth falling
short.

In terms of specific program targets and benchmarks, one was
missed, and this was quite serious. The failure both to examine
public enterprises for proposed restructuring or divestiture,
and to define appropriate procedures for these actions, must be
rectified as soon as possible. The program under the structural
adjustment facility and the proposed program under the enhanced
structural adjustment facility place great emphasis on private
sector vitality, and it is inappropriate to allow delay in
reforming those parastatals which absorb scarce resources and use
those resources inefficiently.
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In general, I concur with the staff that the Kenyan authori-
ties have implemented their current program satisfactorily.
Turning to the enhanced structural adjustment arrangement, the
first stage is to compare expected developments under the
enhanced structural adjustment facility with those under the
structural adjustment facility, to justify the increased access
and concessionality which will be provided. The staff’'s provi-
sion of figures for both the current and envisaged programs in
1989 is very helpful in this context, although a similar com-
parison for 1990 would have been useful.

The need for information in the later years of the program
becomes particularly apparent when the staff states that, over
the medium term, GDP growth will be higher than in the earlier
program, rising to 5.5 percent by 1992, although a comparison
of the policy framework papers for this program and the last
actually shows a slower rate of growth to 1990. This growth
acceleration is reported in the paper to result mainly from more
efficient investment, rather than greater volume. Nevertheless,
investment as a proportion of GDP is planned te be higher in the
new program, although the national savings ratio, while rising,
is lower.

Higher growth by the end of 1992 would indeed be welcome,
especially as inflation decelerates more rapldly than before.
Improvement in the current account deficit is apparently delayed,
due to more rapid growth in imports than previously envisaged;
but this is without significantly weaker performance in the
accumulation of reserves, Overall, this seems appropriate, with
higher imports being associated with improved growth and effi-
ciency. 1 would welcome the staff’s comments on the relationship
between the nature of import growth and the higher level of
investment, and how this compares with earlier projections.

I can generally endorse the various elements of the program
under the enhanced structural adjustment facility. With respect
to fiscal policy, the authorities envisage a wide range of
actions to enhance revenues. [ welcome in particular the
replacement of the sales tax with a value-added tax. and also
the provision of technical assistance in this area. 1 would be
interested to hear more about the projected rate of increase in
revenue, which looks very modest, as revenue as a proportion of
GDP rises by only 0.5 percent by 1991. Is this really the best
that can be hoped for?

On the expenditure side, 1 very much welcome the intention
to limit the growth of the government wage bill and te increase
the proportion of nonrecurrent expenditure. Given the Kenyan
authorities’ previous difficulties in containing expenditure,
they must ensure that they carry out their commitments in full,
especlally because, even with these measures, the projected path
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of government spending as a proportion of GDP shows very little
improvement either in absolute terms or relative to the earlier
program, and remains above 30 percent of GDP.

I note from the policy framework paper’s matrix of intended
measures that the authorities are to implement an improved systenm
of information about, and control of, parastatal finances, and
that such institutions are to pay market-equivalent interest
rates. This is essential not only from the budgetary point of
view, but also for improved productive efficiency.

The financing of the government deficit will remain impor-
tant. The intended reduction of bank financing is welcome, and
the initiation of treasury bond auctions during 1988 should help
to achieve such a reduction. 1 note that by 1991, increased
private sector domestic access to credit is projected to be
possible, while total domestic credit creation is subdued, as
the public sector reduces its dependence on the banking system.
However, Table 5 of the staff report suggests that although
nonbank financing of the deficit increases through to 1991, taken
together with a decline from current levels of foreign financing,
that increase is insufficient to substitute fully for bank
finance. There must therefore be some risk that this will lead
again to enforced recourse to the banking system.

In the financial sector as a whole, great progress has
already been made toward creating a free and efficient sector,
and I welcome the intention to strengthen the long-term debt and
equity markets. However, I note that it is not planned to have
interest rates determined by the market until 1991, despite all
the preparatory steps being taken this year. 1 would welcome the
staff's evaluation of this delay.

The structural policies for the program are, in the main.
appropriate. In the agricultural sector. the pushing back of the
Government's role to education is essential, as is the emphasis
on creating an environment with proper price incentives. I urge
the authorities to expedite the restructuring of the National
Cereals and Produce Board (NCFB) and to continue with the liber-
alization of fertilizer supply. As noted in the policy frameworlk
paper, liberalization of the import system will be central to
alding agriculture from the input side.

Apart from these, the major general structural reforms seem
to be those related to unrestricted licensing cof imports and
replacing quantitative restrictions with tariffs. While these
are welcome, the licensing system still appears very cumbersome,
and it seems unambitious not to simplify the system before the
June 1991 end-date referred to in the policy framework paper.

I note from the staff report that the restrictions under
Article VITI for which approval is sought seem rather limited.
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I would be interested in staff comments on prospects for Henya
agreeing to accept Article VIII status, and whether this subject
came up Iin the discussions.

1M ANTo 7
improvement in t

c L
response to liberalization will require
rate. TIn this connection, 1 welcome the authorities' intention
to operate a flexible policy. Given the higher than expected
domestic inflation rate, the authorities will have to watch the
exchange rate closely. 1 understand that paralliel market premia
increased in 1988, and would welcome staff comments as to whether
this indicates anv problem in the exchange rate field.

The policv framework paper places great emphasis on exporc
growth in manufactures, and on the effect on export growth of the
manufacture-in-bond schemes. Tt is not entirely clear just how
great an impact such schemes are expected to have, or when they
are likely to come on stream. Furthermore, the role of foreign
investment in such schemes is not specified; wiil specific
incentives be available, for example? On foreign investment in
general, I welcome the authorities’ recognition of the need to
attract such inflows, and I urge them to continue with measures
to encourage them.

I would note that despite the projected high rate of growth,
per capita income will rise onlv slowly. This reflects the rate
of population growth, which is among the highest in the world,
and the risk that natural resources will be over stretched. The
Kenvan economy may thus Face a situation, faced by the economies
0f so many other countries, in which it will have to run ever
faster just in order to stand still.

I have one technical guestlon. On page 74 of the background
paper on recent ecconomic developments, there is an interesting
table showing changes in the consumer price index for high,
middle, and low-income households in Nairohi. The table breaks
down the weights of various items of expenditure across the
various income groups. One difference is that power and fuel and
transport account for only 7.5 percent of the expenditure of the
low-income households and almost 20 percent of the expenditure of
the high-ilucome households. This might seem to contradict the
conventional wisdom that increases in fuel and transport costs
tend to fall disproportionately on the pror. However, it is
possible that the low expenditure by low-lncome households on
these sectors is due to suhsidies which pertain to them. 1 would
be interested in any staff elaboration of this peoint.
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I fully support the request for an arrangement under the
enhanced structural adjustment facility. I note that the Kenyan
authorities have an admirable record of fulfilling their obliga-
tions to the Fund. 1 urge them to stick closely to this program
and to evaluate continually whether they can move even faster in
some areas.

Mr. Orleans-Lindsay made the following statement:

We commend the Kenyan authorities for successfully imple-
menting all the key elements of the 1988 stabilization and
structural adjustment program. We note with satisfaction that
the overall objectives were achieved; economic growth was above
its target; the financial situation of the Government showed
a marked improvement, and the balance of payments position is
estimated to have strengthened, benefiting from a substantial
reduction in the external current account deficit. It is worth
noting that the buildup of international reserves has permitted
Kenya to continue to service, on a timely basis, its external
debt obligations. Also, all the performance criteria under the
stand-by arrangement were met, and most of the benchmarks und

the first-year, structural adjustment arrangement were observed.

1t is evident from the staff papers that the Kenyan authori-
ties have made substantial progress since early 1988 to reduce
the financial imbalances that emerged in the economy in 1986, and
to alleviate the structural impediments to sustained economic
growth. They have undertaken important structural measures,
particularly in the agricultural sector, in which production
incentives have been maintained for grain, tea and coffee, and
the subsidy on tea abolished. Under their industrial sector
program, with assistance from the World Bank, measures covering
trade and price reductions have been taken to encourage manufac-
turing exports and investment. These efforts have contributed to
the creation of an enhanced macroeconomic framework within which
the authorities now wish to continue the adjustment process, to
address the remaining structural problems impeding accelerated
growth. In the light of these favorable developments, and given
the Government’s overall objectives as outlined in the updated
policy framework paper for 1989-91, we support Kenya's request
for continued Fund assistance under the enhanced structural
adjustment facility and the first-year arrangement thereunder.

The proposed medium-term program, which seeks to reinforce
and enhance demand management policles and structural reforms, is
comprehensive, and we endorse its general thrust and objectives.



[

The focus on the bhasic macrueconomic ohjectives. namely. the
attainmment of real GDP growth ot at least 5 percent a vear, the
reduction of inflation in line wich the level of that of Henya's
trading partners, and a substantial narrowing of the currvent
account deficit, seems appropriate.

We welcome the continued importance that the authoricies
attach to making further progress toward achieving a sustained
economic growth rate that is higher than that of pupulation
growth, so that the population can share the fruits of the
adjustment efforts. We agree that this is critical, since
vigorous efforts In this area will contribute to the creation of
more productive employment to absorb the rapidlvy expanding labor
force. To this end. sustaining FEenva's growth patential over the
medium term would seem to depend on the asuthorities’ ability ro
expand opportunities and create a move favorable envivoument for
private domestic and foreipn investment, particularly in the
agricultural and industrial scetors, where state pavticipation
needs to be reduced. In the agricultural secrar, there 1s the
necd to ensure that adeguate incentives to producers are main-
tained; and in the industrial sector, the adjustment program
being undertaken with the assistance of the World Bank to
restructure and diversify the production hase should be pursued
with vigor.

As to the broad objective of reducing the vate of inflation
from its present level of 10.4 percent to 5.5 percent by the end
of the three-vear program period, we ncte that the current high
level was the result of the delayerd effects of previous expan-
sionary financial policies and the vapid libevalizatinn of the
trade and pricing svstem. We ave therefore pleased to note that
a gradual approach toward atlaining this objertive i3 heing
adopted, although a4 faster rate of adjustment would have been
preferable and more appropriate. The authorities should endeaver
to implement on schedule the structural reforms in the financial
sector, in the context aof the economy’'s rvapid marker orientacion
In the fiscal sector, the need teo turther rveduce the budget
deficit is important. In particular, the level of expenditure
mast be contained, while revenue-enhancing policies must he
strengthened, thereby helping tn minimize Jowmestic bank financing
of the budpet. In this context, we suppotrt the measures to
broaden the tax base and increase the elasticity of the vax
system, as well as to improve tax administvation.

We note that the introducrion of uszer churpes for health,
education., and other services, as part of the autbericies’
expenditure reducticn strategv, constitutes one obf the structural
benchmarks for monitoving the first annual arvvangement. Given
the high social and political sensitivity and the poszsible
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adverse social impact of introducing such novel measures,
especially the user fees and charges for education and health, we
hope that the staff would show not only realism, but also flexi-
bility, in monitoring performance in these areas.

The staff has asserted that the potential adverse effects on
the poorer segments of the Kenyan population of the structural
reforms that are to be implemented would be correspondingly
smaller, because the prevailing economic distortions and imbal-
ances in Kenya are far less severe than in most other African
countries that have embarked on similar adjustment programs,
This may be true. However, while we endorse the authorities’
intention to encourage supply responses to minimize the impact
of actions such as price increases and the reduction of consumer
subsidies, we would urge them to begin formulating specific
proposals that could merit the support of the international
community, and not wait for events to overtake theum.

We are satisfied with the comprehensive reforms envisaged in
the financial sector, aimed at improving its efficiency in order
to encourage resource mobilization. All in all, we believe that
these far-reaching reforms, including the adoption of new mone-
tary instruments and techniques, would help to meet the private
sector’'s demand for credit, to maintain the private sector’s
revitalized role, and, above all, to help the authorities in
achieving their medium-term inflation target.

In the external sector, it is clear from the medium-term
scenarios that much of the expected improvement In economic
activity, particularly in the industrial sector, would depend on
the continued improvement of the export sector, given the vulner-
ability of the economy to external shocks. We are therefore
pleased to note that the authorities desire to continue their
export promotion and diversification policies with the support of
a flexible exchange rate policy.

Based on Kenya's more than satisfactory record in the
implementation of previous adjustment programs., we feel assured
that the authorities will persevere in implementing the com-
prehensive policies envisaged for the medium term. The timely
flow of appropriate external financial assistance in support
of these adjustment efforts would be in order. We support the
propesed decisions.

Mr. Hubloue made the following statement:
The staff appears to recommend to the Kenyan authorvities

that they continue to improve the policies which they implemented
remarkably well in 1988, and observes that Kenya is bound to
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become, in consenuetce, d star performer among low-income African
countries. | coneur fullv wich this wview. Adjustwent is well on
track, and denievement ot medium-term viability appears possible
in the not-too-distant future.

voncerning the social impact of the program, T was pleased
te read that many of the reforms under consideration will
directly Lenefit the lower-income groups. This is clearly the
kind of approach that {s conducive ©o obtainirg the social
ronsensis needed to sustain adjustmenl over a sufficient period.
AL some stage of the adjustment--and the sooner the better--
countries’ scvabilization programs should produce increasing
social benelits, and not be limited simply to reducing the social
costs which programs ave hound to entail. Otherwise, there will
always be the risk that the authorities will come under increas-
ing pressure to rernvn to purely expansignavy poalicles. once a
minimum degree of stabilization has been achieved. and the need
for further adjustment becowes less pressing.  Only where pro-
grams jncovporatée components with strong positive social returns
can this risk be aveided.

This being said, it is clear that Kenva's adjustment program
will svill produce a mmber of negative social effects which will
have to he successfully addressed. In this connection, I was
reassured to note that adequate measures are being prepared to
limit the initial costs owf subsidy reduction, but I failed to
identify any parallel measures or policies fov offserting the
initial emplovment cosecs which zould result frem the planned--and
necded--reduction in the growth of government emplovment. 1s any
plan being considered for accommodating the social effects of
the rationalizarion of public sector emplovment, or is it simply
expected that the labor resources released by the public sector
will be sbsorbed easily by the private sector as private sector
activity eupands? Some clarirication of this issue would be
welcome, since it would be especially unfortunate it public
sector emplovees and the rapidly growing number ot voung emplov-
ves were toe beavy a dispropourtionate shave of the adjustment
hurden, Part of the answer may be the wide-vanging training and
cducation program which the autherities have just put in place,
and which My, El Fogall considers correctly to be one of the
coruerstones of Fenva’'s developmenrt process.

Fenya's continued asccess ta concessional asszistance has been
inscrumental In bringing about an external position which will
be more wasily managed in the medium term. The application of
Torontn tevins to Kenya's ftoreipn debt--in which the Federal
republic ot Germany has taken a leading role--will reinfeorce
Fenva's external posirien. The ztaff's advice to limit veliance
on nonconcessional flows is in line with its strategy of permic-
ting concessional assistance to have the full effesl on Kenya's
debit service ratis. While rhe shiftt from mavket-celated ro
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concessional flows o deava's external debt profile Is cercuainiy
welcome, 1 wonder whethoer discouraping priviate cagital ioflows
ig really desirable under all circumstances--especially In choese
s in which ir is pussible to ldentifvy investment oppor-

-

case
tuntivies pronising a high rate of revurn, which should soon e
possible in tenya.  Should we not also be trying more pgenerally
to identify the conditions uader which a prudent veturn of long-
term private capital flows to low-income Africa would he pos-
sible, and even welcome?

With respect to the sensitivity to external! shocky ot

rraya’s brlance of payvments situvacion, I read in the statf reporc:

t the aothwribices omet ctand ready o take correctrive mednure:
sieneve s Tie nesd ariscs. 1 ohope that this raadincess ol=e
waplies thnat the Fung w11 stand ready te support the implemsnts-
sloa al these measures with couringeney {ivancing 1o dppropriate
cmounly, and chat we will not hgwe to face a situation in which
ir 1s considered too difficult te adapt the wodaiirios of Ca
contingency mechanism to the needs of a low-income councry
shifting from a stand-by arrangement tuv an arrangement unday the
enhanced soructural adjuetmant facility bevause v is fmplement
ing a sound structural pregram,

Citer

Mr. Goos made the tollawing stavement:

T breadly shave the stafif’'s appraizsal, locluding its generv-
ally positive assessment of Kenva’s adjustment record and policv
intentions. I am particularly pleased te note that the authori-
tivs have implemonted all the major elements of their previous
program, and that they have comgitvted themselves to sustain and
deepen their adjustment cffort in the vears aghead. Lo general,
I would agree that the comnitments as decalled in the palicy
Yramework paper and the first arrangement under the enhanced
structural adjustment facility desevve the Fund's support; they
should vield a further fmprovament in Fenya’s external finarciasl
poasition.  But the staff’'s detailed advice wich regard to prompt
and vigorcus implemenctation of the agreed weasures will no doubr
be ceritical to rthe success of the program.

Scill., I have some doubos ahour whether [t would noc be i
Fenva’'s intecest o strive for a sumewhat faster pace of macro-
cconomic adjustment, so as to strenpgthen the foundatvion tor its
ambitious growih ohjectives. 1 fecl prompted to make this point
tecause of the slippapes in the iuflation tacgers, and also in
rezponse to the financing gnps shown for both the fiscal pasivion
dud the bolance of pavments--which are expected to rise despite
agsumpt lons about the inflow of official grancs, which might in
any cane rarn out te be ontimicric, parrticularly having in miod
the ouperience of lazt vear. In this regard, ! also noted with
concern thaet the lony-term balance ol payments scenario--covering
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the period until the year 2001--dnes not envisage any tangible
reduction in the country’'s dependence on net cfficial capital
inflows and official transfers, which are expected to remain
above 4 percent of GDP. I found this projection rather difficult
to reconcile with the obhjective of sustained progrezs in exter-
nal adjustment, which T would have thought should reduce the
ceuntry's dependence on such capital inflows. Similar concerns
arise i1f one looks at privatce capital flows, which, although
exzpected to increase by 1897, will continue to constitute onlv a
small fraction of the countrv's external financing requirements,

T certainly do not wish to minimize the adjustment achieved
so far and the difficulties associated with further progress.
However, 1 found it somewhat unfortunate that the authorities
were not able to capitalize more on last year's better than
expecled export performance. Also, this year, despite continued
favorable export projections, rhe rargeted improvement in the
fiscal position would appear to be vather marginal, leaving the
deficit still larger than what was achieved in 1487, HMoreover,
one has to note that the exteirnal current account target for LY9R3
represents a substantial shortfall from the deficit originally
projected for this vear under the previous program, if the debt
cancellation granted by the Govermmeut of the Federal Republic of
Germany is excluded.

Against this bhackpground. 1 have considerable svmpathy for
the recommendations of the Bank's Comrittee of the Whole when
it emphasized the need to improve domestic savings portormance
through preater fiscal restraint, wmore vigorous public sector
enterprise reform, as well as liberalization of Interest rates
and encouragement of capital markets. As to publjc enterprise
reform, I might add that 1 share Mr. Enoch's cuncern about the
slippages that occurred under the previous propram.

Domestic and external stabilizaction will no doubt be
assisted substantially by the reduced reliance of the budget on
domestic bank fipnancing, which teol a mest impressive turnaround
last year. By the same teken, one might of course have wished ro
see a more substantial part of that turnaround presevrved under
this year’'s program. On a related matter. | should like to
welcome last vear's deceleratlion in the pace of exchange rate
depreciation, which should help reduce the upward pressure on
both domestic inflation uand interest rates. [ would therefore
encourage the authorities to maintain, if not strengthen, this
cautious approach to exchange rvate policv, without, of course,
endangering the external competitiveness ol the countrv. How-
ever, it appears that the authorities have bullc up 4 guite
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considerable competitive margin over recent years, so that
greater emphasis on exchange rate stability would indeed appear
justifiable.

I endorse the staff appraisal, and support the proposed
decisions.

Mr. Fernando made the following statement:

We support the proposed decision concluding Kenya's
Article IV consultation, as well as that on the request for an
arrangement under the enhanced structural adjustment facility.
In assessing Kenya's request to move from an arrangement under
the structural adjustment facility to one under the enhanced
structural adjustment facility, we would note the following three
points.

First, over the last 1 1/2 years Kenya has implemented a
strong stabilization program of sufficient specificity and
quality to merit upper credit tranche support from the Fund.
Second, the program performance and achievements have been quite
satisfactory. Third, even on objective criteria, macroeconomic
imbalances have been reduced to low levels, so as to provide a
sound basis for an arrangement under the enhanced structural
adjustment facility.

The authorities should be commended for the resolve with
which they have maintained their commitment to the adjustment
path, and this track record should be given tangible recognition.

The authorities' task is to consolidate these stabilization
gains., Quite rightly, the emphasis is now on broadening and
deepening structural reform. The support to build up external
assets through the use of enhanced structural adjustment facility
resources would be an important assurance for the authorities as
they take bold actien in the areas of industry and trade liberal-
ization. That should provide the driving force for investment,

It is striking that beginning with an extended arrangement
in 1975, Kenya has had a succession of six stand-by arrangements
with the Fund. While this close involvement has provided an
incentive for domestic stabilization, we would note that it has
also catalyzed external support for Kenya’'s economic objectives,
Kenya's low-income levels and the high rate of population
increase underline the case for considerable external financial
support to sustain growth. Additionally, Kenya's adjustment
effort has had to contend with adverse exogenous developments, as
well as with a debt service ratio that is quite high. Kenya's



- 19 - EBM 84,55 - 5715,

excellent vecord of servicing deblt should be given tanpible
recopnition by its exnternal creditors. We welcome che recent
concribution in that regard given by the German authorities., in
the form of debt cancellation.

Tt seems clear that the veal challenge for the authoricties
is how ro sustain growth at a level which would permic a meaning-
ful increase in per capita incomes and provide jobs for the
growing work force. Here, we would note that the stance of
policies should aim at maximizing the use of labor. In keeping
with the authorities’ announced policy of private sector-led
development, we ohserve a steady narrowing of the differential
in average monthly earnings between the public sector and the
private sector. By 1987 however, the private sector was still
lagying behind by 13 percent. The narrowing of this differential
has so far rvested on private sectory earnings having increased atc
a faster pace than goverument awards. The minimum wages decree
that went inte affecc in Mav 1957 could further increase the
sttractiveness of the private sector vis-a-vis the public sector.
However, vare must be taken to ensure that the wage level is
sufficiencly econvmic for private sector emplovers to avoid
subsritucring laber with capital. Any such tendency cuuld be
further heiphtened with trhe progressive liberallzation of trade,
which would, in Kenva's circumstances, increase the avallability
of capital goods in particular. Economy-wide considerations
would thus argue tor wage restraine, especlallv in the public
secter, which wonld increase the relatlve attractiveness of
cmplovwment in the private scotor, which, in turn, would help the
authorities’ objecrive of bringiug about a better halance between
wape and nonwage expenditure. Besides the wape rate, we would
like to hear anv sraff comrent on other aspects of labor market
conditions that would influence employment practices and the
chioice ot preductrion strategies.

Concerning the medium-term balance of pavments projectiaons,
exports of nontraditiconal poods and tourism receipts, which
have shown only a moderate upward trend so far, are expected to
register signiticant increases over the program period, and ewven
bevond. Looking to the policy environment in which this would
occul, we note that the program calls for a steady evolution
of Fenva’s adjustment and structural pelicies., rather than new
iniviatives. Somwe claboraticon by the stattf as to how the course
of future policies could strongly influence nonrraditional
experrs and travel receipts would be neceesary. Since these do
not Figure spueeci{ically in the bhalance of pavments sensitivity
analysis, is it jmplicd thar the downside visks are minimaly We
vould appreciare some clarifiration.

= L_';
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Mr. Kiriwat made the following statement:

I am in broad agreement with the thrust of the staff
appraisal, and I can endorse the proposed decisions. I am
(EBM/88/13, 2/1/88) the Kenyan authorities have continued to make
commendable progress in the implementation of their adjustment
efforts, which have been supported since February 1988 by a
stand-by arrangement and an arrangement under the structural
adjustment Facility. It is indeed encouraping te note that all
rhw: performance criteria and most of the benchmarks under those

«willties were observed. What is more important, as a result of
~hiese efforts, the objectives of the program for 1988--with cthe
-uception of the inflation targetb--were broadly achieved.

During the previous discussions in February (EBM/88/13,
2/1/88) and Cctober (EBM/88/156, 10/21/88) last year, this chair
expressed the view that given the long-term nature of the prob-
lems faced by Kenya--its need to minimize the debt service burden
in particular--and its good record in policy implementation, it
would be more appropriate for the Fund to support Kenya's adjust-
ment program through the enhanced structural adjustment facility
rather than through the stand-by arrangement and the arrangement
under the structural adjustment facility. I therefore welcome,
and strongly support, the authorities’ request to replace the
present arrangement under the structural adjustment facility with
an arrangement under the enhanced structural adjustment facilirty,
and to cancel the current stand-by arrangement. Since I can also
broadly support the medium-term objectives and policies elabo-
rated in the policy framework paper, I would only like to offer
some comments on the three major areas of policy--namely, fiscal,
monetary, and external.

On fiscal policy, I am pleased to note a significant reduc-
tion of the overall cash deficit in 1987/88. owing largely to a
reduction in expenditure. T also note with satisfactien that
the fiscal target for 1988/89 is likely to be achieved. Never-
theless, Kenya's fiscal position remains fragile and heavily
dependent on grancts and external borrowing. It is, therefore,
important for the authorities to persevere with their fiscal
efforts in order te reduce further the budpget deficit to a more
sustainable level. 1In this context, I welcome the authorities’
intention to broaden the tax base, increase the elasticity of the
tax system, replace the sales tax with a value-added tax (VAT),
and introduce user charges for certain services. It must be
noted, however, that the revenue to GDP ratic in Kenya is already
relatively high compared with those in many developing countries.
The attainment of the fiscal objective, therefore, will depend
largely on the authorities’ success in containing the growth
of recurrent expenditures, especially with regard to wages and
salaries.
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The authorities’ fiscal measures should also be strengthened
through further efforts to improve the financial situation
of public sector enterprises. 1 am pleased to note that con-
siderable progress has been achleved in this respect since 1986.
However, as pointed out in the staff report, the Government was
unable to determine the public enterprises that needed to be
restructured and divested, and could not define the procedures
for restructuring and divestiture as programmed, owing to delays
in initiating a study of these enterprises. Under the circum-
stances, I would urge the authorities to implement fully their
present plan to formulate a comprehensive policy on parastatals
during the course of 1989/90. 1In addition, further improvements
in a few large public enterprises, such as the National Cereals
and Produce Board {(NCPB) and the South Nyanza Sugar Company,
should be continued.

The primary objective of monetary policy should continue
to be the containment of inflation. Inflation increased at a
double-digit rate during the past year, the first time since
1985. This, together with the need to support the external
position, as well as the authorities’ plan to Ilncrease user
charges and further liberalize prices, would call for a cautious
stance of monetary policy. The authorities’ intention to further
reduce the budget deficit and government recourse to the banking
system and to maintain positive real interest rates is in the
right direction, and to be welcomed. I also welcome the authori-
ties' financial sector adjustment program, which includes mea-
sures to gradually liberalize interest rate policy while reducing
reliance on quantitative credit controls, strengthening the role
of the Central Bank, and establishing and developing a capital
market. I am pleased to note that this program will be supported
by an IDA loan, as well as by technical assistance from the Fund
and the Bank.

On external policy, I commend the authorities for the
considerable progress they have achleved during the past year
in removing import restrictions on categories of imports account-
ing for almost 90 percent of the total value of imports. 1 am
encouraged to note that the remaining restrictions--except those
pertaining to a few strategic items--are expecied to be removed
gradually in the next two years. This effort, together with the
authorities’ commitment to maintaining a flexible exchange rate
policy, will strengthen nontraditiocnal exports, especially
exports of manufactured goods, which are crucial for the improve-
ment of Kenya's medium-term external pesition. I support the
authorities’ efforts and intention to promote foreign investment
and develop a comprehensive export promotion scheme toward this
end. I strongly support the staff’s view that Kenya's adjustment
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efforts in the coming vears will continue to require adequate and
timely external assistance. Since commercial borrowing is likely
to make Kenya's problem less tractable, assistance should be made
available on concessional terms.

Mr. Serre made the following statement:

Like previous speakers, this chair commends the Kenyan
authorities for the progress they have already achieved under the
current arrangements with the Fund. We are pleased that all of
the performance criteria with regard to the tavgets for growth,
financial stabilization, and development of the external sector
for 1988 and March 1989 have been met. However, the persistence
of a high level of inflation demonstrates the need to reinforce
stabilization policies. The objectives outlined in the policy
framework paper are consistent with the exisving reforms, which
are aimed at reinforcing the conditions for growth, addressing
inflation, and reducing the external current account deficit,
together with buiiding up reserves. We are pleased to note that
the policies that will be implemented focus on these three key
targets, thus facilitating program monitoring. We agree with the
thrust of the staff report.

Regarding structural policies, Mr. El Kogali’s statement
provides very interesting infeormation on ways to revitalize and
reorient domestic producticn. Henceforth, sector-specific
policies must clearly bhe implemented without delay, in collabo-
ration with the World Bank, so as to lay the groundwerk for a
growth rate consistent with the rate of population growth and the
urgent need for creating employment. Public sector reform needs
to be accelerated in order to improve the allocation of financial
resources, as well as to stimulate the private sector.

We welcome the far-reaching progress already made in reduc-
ing the budget deficit and the Govermment's recourse to the
banking system. However, as rightly underscored in the staff
report, financial stabilization will depend mainly on the pursuit
of structural budgetary measures. In particular, if the authori-
ties intend te maintain their objectives In educatiocn, health,
and social services, the taxation policy aimed at broadening the
tax base and increasing the elasticitv of the tax svstem must he
implemented without delay. Further effurts should also be made
to rationaiize the structure of public spending so as to prevent
the emergence of new demestic payments arrears at a time when
expenditures are being reordered.

Monetary and financial sector policies are also critical at
this stage of the program to support the market orientation of
the economy, and to restare scundness to the structure of
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financial intermediation. In particular, we welcowme the reform
aimed at broadening the range of financial instrumencs available
to investors.

We agree with the staff that Kenya's prospects for strength-
ng its external position in the medium term are

are confident in the authorities’ commitment to pursue a prudent
foreign borrowing policy. However, attainment of the program
objectives will require the forceful implementation of the
present trade liberalization and industrial sector reform scheme,
supported by adequate and timely external financial assistance,
as well as continued implementation of a cautious, flexible
exchange rate policy.
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It is clear that this program must be implcmented as a
package in a timely and coordinated manner, because delays In one
sector could seriously undermine progress in others. We support
the proposed decisions.

Mr. Masse made the following statement:

The Kenvan authorities deserve our support in their continu-
ing efforts at economic stabilization. The countuy’s performance
under the stand-by arrangement and structural adjustment arrange-
ment was commendable. All of the criteria under the stand-by
arrangement were met, and most of the benchmarks under the
structural adjustment facility had been cbserved by the time of
the first review. Plans for monitoring the proposed arrangement
under the enhanced structural adjustment facility, in both its
quantitative and qualitative dimensions, appear comprehensive,
and in accordance with approved guidelines.

The obhjectives of the arrangement under the enhanced struc-
tural adjustment facilitcy have been rightly termed ambitious;
they commit the authorities to policies which are well geared
to sustained growth and development. We mote, in this respect,
plans to raise per capita income above the current low level. We
are particularly pleased by preposals to deepen the financial
sector and caplital market; success on these fronts is crucial
to augmenting the role of the private sector as both savetr and
invester--a major plank of the economic recovery program,

We are also encouraged by the fact thar, on average, the
overall balance of payments deficit will decline from the
SDR 33.2 million recorded during the last four yvears, to
SDR 12.6 million during the preogram period. This reversal will
lay the feoundation for a longev-term improvement in the external
accounts, chavacterized by a sustained overall surplus, improved
impert cover, and a fall in net Fund credit.
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5till, it is necessary to comm
More rapid progress has to be made on the restructuring of public
enterprises, import liberalization, improving tax administration,
and moving toward market-determined interest rates. We are aware
that these changes are to be informed by sectoral studies, and
that they need to be completely formulated and implemented.
However, under the enhanced structural adjustment facility,
studies are not an acceptable substitute for actions. We urge
the authorities to formulate their policy intentions with a high
degree of specificity, and implement them with greater expedition
than was the case under the structural adjustment facility.

ent on some areas of weakness.

Higher than planned public expenditure was evident in 1988.
Directors have commented on this fiscal slippage in the past,
which resulted primarily from wage settlements which were above
program targets. We are pleased to see that policies are now
in place to forestall such a recurrence. However, the need for
tight expenditure contrel assumes greater importance because
proposals to enhance revenue growth through user charges have
already met public resistance.

During 1988, improvemants in the balance of pavments wer
generally below target, and consequently, the authorities should
resist pressure to dilute stated policies. This is all tle more
impartant since the balance of payments projections remain
sensitive to changes in key variables, especially import growth.
Relatively large financing gaps for 1989 and 1990 are to be
covered mostly by World Bank credit, and we urge other potential
donors to heed the request for additional financing assistance.

Mr. Chasimi said that he welcomed the discussion of the staff report
for the 1989 Article IV consultation with Kenya, and the request for
arrangements under the enhanced structural adjustment facility. Like the
staff, he believed thar Kenya deserved the Fund’'s full support for the far-
reaching structural and growth-oriented adjustment program that it had been
undertaking during the 1980s. It was indeed heartening to note that Kenya
had successfully implemented its adjustment program in the first half of
the 1980s. Unfortunately, a combination of policy slippages and a sharp
deterioration in the terms of trade had led te the temporary reversal of
that success after 1986.

A strong adjustment program supported by a Fund stand-by arrangement
and arrangements under the structural adjustment facility were effectively
implemented at the beginning of 1988, with a view toward raising the rate
of growth, lowering the rate of inflation, reducing significantly the
external current account deficit, and raising the level of reserves,

Mr. Ghasimi noted. Although those objectives had appeared very ambiticus
and difficult to attailn simultaneously, with the help of favorable weather
conditions the authorities had striven te reach them, and he was glad to
note that the results under the first year had been breadly in line with
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the objectives. All the performance criteria under the 1988/89 stand-by
arrangement, and most of the benchmarks of the first annual arrangement
under the structural adjustment facility. had been observed. Moreover,
economic growth had been maintained at close to 5 percent, and inflation--
aithough higher than programmed--had remained moderate. The budgetary
deficit had declined from 7.6 percent of GDF in 1986 to 4.5 percent of
GDP in 1988, while the external current account deficit had declined from
6 percent of GDP in 1987 to 4.5 percent of GDP in 1988.

Kenya continued to service fully its external debt despite the rela-
tively heavy debt burden, Mr. Ghasimi stressed. It was also worth noting
that Kenya had implemented strong structural measures in the fields of
agriculture, industry and pricing policies, as well as in the fiscal and
monetary sectors, with the assistance of the Fund and the World Bank. He
could therefore support Kenva’s request for arrangements under the enhanced
structural adjustment facility without hesitation, and he approved the
proposed decisions. In doing so, he firmly believed that Kenya had
successfully passed the test set by the Board when it expressed its will-
ingness to replace a stand-by arrangement and an arrangement under the
structural adjustment facility with an arvangement under the enhanced
structural adjustment facility provided that the adjustment program
remained on course and was underpinmed with strong and timely structural
measures.

He agreed with the thrust of the program outlined in the policy
framework paper for 1989-91, Mr, CGhasimi went on, and he believed that
its objectives could be attained. He was also pleased to learn from
Mr. El Kogali that the Kenyan authorities were undertaking several positive
initiatives for the preservation of natural resocurces.

Given the track record of adjustment efforts in Kenya, Mr. Ghasimi
observed, he was not sure whether there was a need to accelerate the pace
of adjustment. Kenya was a low-income country striving very hard to follow
a growth-oriented adjustment policy, while at the same time meeting fully
its external debt obligations. 1In such a situation, a quicker pace of
adjustment and a stronger program might not provide better results. Also,
as the staff had emphasized, the success of the program hinged on the
provision of adequate and timely inflows of external assistance.

He welcomed the emphasis in the report on the social impact of the
program, and he hoped that specific measures would be implemented to
micigate the adverse social impact of adjustment, Mr. Ghasimi coencluded.

Mr. Adachi made the following statement:

We would like to join other Executive Directors in commend-
ing the authorities for their steady and successful implementa-
tion of the adjustment program that was initiated in late 1987.
The external and internal imbalances that emerged in 1987 have
been redressed by tighter demand management as well as flexible
external policies.
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However, much remains to be done. Kenya’'s balance of
payments situation is expected to remain precarious. Two major
agricultural products, coffee and tea, make up half of the
exports. Kenya will have to continue to rely on concessional
external financing into the next decade. 1In addition to the
vulnerable external situation, Kenya faces major domestic chal-
lenges. Strong growth should be maintained; inflation should be
reduced to a more comfortable level; and the efficiency of the
economy should be improved through structural reforms.

These issues require a comprehensive approach and a medium-
term policy orientation. Therefore, we basically support the
proposed medium-term adjustment program, in which the authorities
rightly recognize the major challenges they are facing. However,
we should also emphasize that the program will require determined
policv implementation, which will also be the key to the mobili-
zation of external support. Having said this, we would like to
stress some of the important elements of the program.

First, the reduction of the budget deficit will be essential
to the successful attainment of the program objectives. The
objective of sustained annual growth of more than 5 percent can
be attained only through sustained investment, which, in turn,
will require sustained national savings. Therefore, the authori-
ties will be required to make a major effort to contain the
growth in government expenditure, as embodied in the program. On
the revenue side, introduction of the proposed revenue measures
is particularly important. We would also urge the authorities
to monitor budgetary developments closely, and to implement
additional measures if necessary. Moreover, in the context of
efficient resource allocation, we would encourage the authorities
to expedite the formulation of an overall policy framework for
public enterprises.

Second, trade liberalization will have to play a major role
in streamlining the economy. We encourage the authorities to
consider the possibility of expediting the liberalization sched-
ule, as well as of expanding it.

Third, the maintenance of a positive real interest rate is
essential. We would also encourage the authorities to study the
possibility of expediting the interest liberalization schedule.
Like Mr. Enoch, we would welcome the staff’s comment on the
timing of interest liberalization.

In conclusion, we support the proposed decision, while
emphasizing the need for the authorities to implement the program
fully and in a determined manner. We would also reconfirm our
continued support for Kenya. However, our support for the
request for the arrangement under the enhanced structural adjust-
ment facility should not be taken as a precedent, as we are not
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comfortable with the proposed access level--which, at 170 percent
of quota, is higher than average--in light of the strength of the
program, which falls short of our expectations, particularly with
regard to progress toward external viability, and in light of the
cancellation of the stand-by arrangement, which implies that the
enhanced structural adjustment facility resources are taking the
place of General Resources Account resources,

The Chairman observed that speakers had noted that because Kenya had
a well-established track record of cocoperation with the Fund, an above
average level of access to resources under the enhanced structural adjust-
ment facility appeared to he justified.

Mr. Guribye made the following statement:

Like other speakers, 1 teoo welcome the program to be sup-
ported by an arrangement under the enhanced structural adjustment
facility. This program constitutes an appropriate framework for
the economic stabilization and structural adjustment policies
that have been adopted by the Government. In this connection, it
is encouraging to note that all the performance criteria under
the latest stand-by arrangement have been met, and most of the
benchmarks under the first annual structural adjustment arrange-
ment were observed.

The medium-term program contains an ambitious growth target
of at least 5 percent annually. In order to achieve and sustain
that rate, the adjustment measures envisaged under the program
need to be implemented swiftly. The key areas for adjustment are
financial policies and further structural reforms,

I endorse the staff’s assessment and recommendations. Since
I also note that the cverall economic picture does not appear now
to be significantly different from what it was at the time of the
Board's last consideration of Kenva in October 1988 (EBM/88/156,
10/21/88), I have not much to add at this juncture.

Regarding fiscal tightening, there is clearly a need for
combined effeorts to restrain expenditures and to strengthen
revenues. HNevertheless, in Ocrober oI last vear, this chair
raised concerns regarding the introduction of cost-sharing
schemes for some public services, notably in the areas of health
and education. 1 note from the policy framework paper that the
Government plans to adopt a phased approach on this issue. 1
believe that some caution is warranted when moving in this
dirvection, not least in view of the importance of education for
longer-term economic development.
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The large population increase in Kenya puts a significant
strain on the economy, including public services. Furthermore,
this increase limits the per capita effect of the overall high
growth rate of GDP. I am therefore pleased to see from the
policy framework paper that there has recently been a small but
significant development in this area, and I hope that further
progress will be made.

The balance of payments outlook remains difficult throughout
the program period, as evidenced by a small residual financing
gap. This clearly illustrates the importance of a strengthening
of Kenya's external position. 1In addition to the structural
reforms designed to expand nontraditional exports and to further
liberalize trade, it is also necessary to continue flexible
exchange rate and interest rate policies, to provide adequate
support for overall structural adjustment.

Both the staff and Mr. El Kogali emphasize the need for
adequate and timely external assistance in the years ahead. The
program before us is certainly in itself a step in this direc-
tion. I support the proposed decisions.

Mrs. Hansen made the following statement:

Economic management has generally been more successful in
Kenya than in many other countries in the region. Despite rapid
population growth, per capita GDP has grown, and some structural
adjustment has taken place. Meanwhile, Kenya has continued to
service its external debt in a timely fashion. Nevertheless,
serious structural impediments remain and need to be removed in
order for Kenya to realize its development potential.

Broadly speaking, the proposed program under the enhanced
structural adjustment facility appears to provide a sound macro-
economic framework for economic growth and structural reform. In
particular, we welcome the emphasis on contrelling inflatioen,
and on developing more effective monetary policy tools and the
capital markets. However, the main challenge appears to be to
increase the efficiency and dynamism of the Kenyan economy, so
as to sustain an acceptable level of economic growth and provide
productive employment to a rapidly growing labor force. The
extent to which these goals can be achieved will depend crucially
on the authorities’ commitment to structural change and their
willingness to take some difficult--but we believe necessary--
actions,

With regard to fiscal policy, we share the concern expressed
in the staff report about the imbalance in the government expen-
personnel costs. The Government’'s decision to increase expendi-
tures on the former, while limiting the rate of increase in the
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wage bill and in government employment, are steps in the right
direction. However, pgiven the need to control overall government
expenditure and free scarce public resources for more productive
uses, such as maintaining the economic infrastructure, stronger
action to curb the size of the civil service appears warranted.

We see a pressing need for reform of the parastatals as a
means to reduce strains on the government budget, to improve
economic efficiency, and to avoid crowding out private sector
activities, which the documents state the Govermment is trying
to promote. We note that one of the principal shortcomings in
FKenya's performance under the structural adjustment arrangement
was the failure to ldentify public enterprises to be restructured
or divested and to agree upon the procedures for doing so, which
was to have been done by December 1988. The structural adjust-
ment arrangement also called for the authorities to begin imple-
menting these decisions by June 1989, CGiven the importance of
these actions, it is very disappointing that the current policy
framework paper and the enhanced structural adjustment arrange-
ment appear to have dropped these steps from the program. We
would appreciate the staff's comments on the rationale for this
omission.

[ understand that a study on parastatal reform is nearing
completion and is under discussion with the World Bank. This is
somewhat encouraging, although I understand that further studies
may be undertaken before action is actually taken on individual
enterprises. We hope that the Fund will pursue this issue with
the Kenvan authorities, to ensure that there is meaningful
progress on parastatal reform in the coming period. 1In addition,
we would expect the next annual enhanced structural adjustment
arrangement tou include a specific timetable for continuing this
reform.

The staff report emphasizes the need for trade liberaliza-
tion as a part of the program in order to improve the efficiency
and competitiveness of the industrial sector. Some noteworthy
progress has already been made in increasing the number of
imports subject to unrestricted licensing and in streamlining the
imporc licensing procedures. HNevertheless, with the redefinition
of Import Schedules I11B and I11C and the postponement of variocus
implementation dates, it would appear that this process is now
slowing down. Moreover, it seems that the date for suhjecting
the important textile sector to trade liberalization has been
postponed indefinitely, given that it will await completion of
that sector’'s restructuring, and agreement has not been reached
on the terms and scope of the sctudy to formulate a restructuring
plan. Perhaps the staff would comment on the pace of reform in
the textile sector, and on the pace of the trade liheralization
program more generally. In view of the delays which have alveadvy
occurred in this area, my authorities expect the first review
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mission under the enhanced structural adjustment arrangement to
look carefully at the progress on trade liberalization made by
that time, and to ensure, in particular, that the measures to be
taken by June of this year are firmly on track.

We note that the medium-term balance of payments projections
show, on the one hand, an improvement in the current account,
which is expected to be achieved mainly through a renewed expan-
sion in tourism receipts. On the other hand, we see that the
policy framework paper draws attention to Kenya’'s poor management
of its natural resources, and the resulting destruction of
natural habitats and decline in the number of wildlife--perhaps
Kenya's principal tourist attraction. Do the balance of payments
projections take these developments into account, and in the
staff’s view, are the administrative steps and conservation
measures now under way, and described by Mr. El Kogali. suffi-
cient to protect this valuable source of foreign exchange
earnings?

Mr. Evans said that the staff’s papers had helped him in coming to an
easy decision to support the Kenyan authorities' request for an arrangement
under the enhanced structural adjustment facility. The authorities’ own
efforts, and the considerable progress they had made under the current
program, had laid the foundation for that support.

Fiscal policy would be central to the success of the program and the
attainment of the authorities’ basic objectives, Mr. Evans observed., In
that respect, the medium-term projections were a cause for some concern, of
which he was certain the Kenyan authorities were themselves already well
aware. He had noted that the authorities intended to restrain the growth
of the government wage bill, but, like other speakers, he believed that
more could be done to place a tighter reign on such expenditures. That
would contribute to the fiscal task itself, allow expenditure on higher
priority activities, and free up scarce resources that would be required
for private sector development.

He was pleased to see the Kenyan authorities tackle the issue of user
charges, Mr. Evans continued, an Ilssue which was still being addressed--and
in many respects not as well--in much more developed countries than Kenya.
There had been some setbacks in that regard, which was not surprising; he
would be interested to know if the authorities were on schedule with the
changes they had proposed for the following financial year, and the staff's
view of the prospects for success.

More could be done also with respect to the liberalization of interest
rates, which would benefit the program, Mr. Evans went on. It had been the
experience of many countries--including his own--that once the authorities’
intentions regarding liberalization of interest rates was known, the
markets would push ahead rather quickly, and, indeed, would develop the
techniques to do so. The authorities would find themselves constrained
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in that regard if there was an inflexible program in place that delaved
progress. Also, It had been shown in most countries that it was a myth
that control of interest rates benefited those with low incomes in a
society. That had not been the experience of countries that had undergone
such liberalization, thus, he would suggest that the authorities bear those
observations in mind, and take any opportunities that might present them-
selves to make faster progress in interest rate liberalization.

He supported the proposed decisions, Mr. Evans concluded.
Mr. Othman made the following statement:

Like other speakers, I wish to commend the Kenyan authori-
ties on the progress they have achieved so far in stabilizing
their econoemy, and for their demonstrated commitment to continue
to address vigorously the prevailing internal and external
imbalances. The successful implemencation of all the performance
criteria under the stand-bvy arrangement and most of the bench-
marks under the first annual arrangement under the structural
adjustment facility is noteworthy in this respect. Of course,
there is more to be done. In this regard, I believe that the
staff has identified the key areas in which more efforts are
needed, particularly in the fiscal area.

Although the authorities have been quite successful In
reducing the fiscal deficit, the staff report clearly brings out
the weakness in the overall budgetary situation. 1 am pleased
that the authorities have agreed to improve fiscal performance
not only through expenditure restrictions and restraint, but also
through a broadening of the revenue base and improvement in the
elasticity of the tax revenue system. In this connection, 1
noticed that one of the revenue measures the authorities are
contemplating in addressing the fiscal deficit is user charges in
health, education, and other public services. It is important
that the implementation of these measures be such that the
development ohjectives are safeguarded and that the poorer
segments are well protected.

In the structural area, it is clear that considerable
progress was made in implementing the envisaged measures. The
efforts of the authorities, and their renewed commitment under
the new program to pursue the process of structural reform, are
welcome. In this connection, it is alse encouraging to note that
the process of structural reform in the Kenyan case encountered
fewer distortions and imbalances than those encountered in most
other African countries, and that public enterprises in Kenya
have not experienced major financial difficulties like those of
other developing countries. However, those favorable factors
should not cause the authorities to delay taking the necessary
measures to address the social impact of the adjustment process.
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In the external sector, it is encouraging to note that the
balance of payments outlook shows that the financing gaps for
1989/90- -despite their large size--are expected to be fully
covered through external financing. This clearly underscores
Kenya’'s need for an adequate and timely supply of external
assistance. In this regard, we share the hope expressed by
Mr. El Kogali that the international financial community will be
forthcoming with the necessary concessional assistance.

The progress achieved so far by the Kenyan authorities,
together with the high external vulnerability of the Kenyan
economy and the need for concessional financing, are convincing
arguments in support of Kenya‘’s request for the use of resources
under the enhanced structural adjustment facility, and 1 can
therefore endorse the proposed decisions.

Mr., Al-Assaf said that he agreed with the thrust of the staff report.
The authorities should be commended for their past performance, and for
achieving one of the highest rates ¢f growth in sub-Saharan Africa in 1983,
in particular. The satisfactory implementation of the program supported by
the structural adjustment facility and the stand-by arrangement had proved
the authorities’ commitment to adjustment, and he therefore could support
the authorities' request for an arrangement under the enhanced structural
adjustment facility without hesitation. Such an arrangement, given its
concessional terms, was most appropriate in the case of Kenya.

A close adherence to the fiscal objectives would be of central impor-
tance, Mr, Al-Assaf continued, and would clearly require special efforts on
the expenditure side. The containment of growth of personnel expenditure
would be a key aspect of the overall effort, and would need to be pursued
in a determined manner.

The present policy of further opening up the economy should be con-
tinued, Mr. Al-Assaf commented, and the program provided for a number of
important steps in that direction. Fostering a higher degree of competi-
tion within the domestic economy would be an essential step in improving
resource allecation and raising long-term growth potential,

In view of the rather broad scope of the program and its likely impact
on many segments of the economy--and on the population, in particular--he
believed, like Mr. Ghasimi, that it would be important to monitor carefully
the social impact of the program, Mr. Al-Assaf concluded. One area that
perhaps deserved special attention in future programs in that regard--as
Mr. Evans had drawn attention to--was the impact of interest rate policies
on the poor.

A Deputy Director of the African Department said that the authorities’
request to cancel the stand-by arrangement and convert the structural
adjustment arrangement into an enhanced structural adjustment arrangement
could be understood more easily if it was recalled that the autherities had
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hoped, as Mr. Abdallah, the former Exzecutive Director represencing Kenya,
had eloquently stated, to benefit from the start from resources under the
enhanced structural adjustment facilitv as soon as that facility became

operational. 1In the event, the documentation for Kenya had been ready in
January 1988, before the enhanced structural adjustment facility had become
operational. The stand-by arrangement and the structural adjustment

facility had been implemented for Kenya essentially as an interim measure.
The essential elements of the program had been discussed as early as
November 1987.

The staff agreed that faster progress in a number of areas might
perhaps have been advisable in the program, as some speakers had commented,
the Deputy Director went on. The program had been developed in close
consultation with the Kenyan authorities, and reflected their owm economic
and financial priorities. Because the FKenvan authorities laid considerable
emphasis upon a consensual approach to structural adjustment, thev had
opted For incremental, rather than rapid, progress, so as ta ensure that a
consensus would be secured. Such an approach also made it less likely that
the authorities would be forced later to go back on their commitments.

Because Kenya had avoided major economic disequilibria, the staff did
not believe that shock treatment of the type that had been necessary in
more severe cases was needed, and that there was thus less need for special
measures to protect the disadvantaged from the social costs of adjustment,
the Deputy Director observed, However, having taken mote of Directors’
comments, the staff would place more emphasis on that aspect of the program
in future reviews. He recalled that the same comments had been made by
Directors of the World Bank, and the staff of the Fund would be cooperating
closely with World Bank staff in that repard.

Although certain public enterprises continued to exert a consider-
able drain on the treasurv--the National Cereals and Produce Board, in
particular--as a whole the public enterprise sector was not as lavge a
financial burden on the Government as in many other countries. the Deputy
Director went on, The need to deal with them was thus perhaps not as
urgent as it might have been if the drain had been more significant,
Nevertheless, the staff repretted the delays in the reform of the public
enterprises. A World Bank mission was presently in the field finalizing
studies relating to the development banks, the portfolio restructurings of
certain public enterprises, as well as a study on the restructuring of the
textile industry, which would be sipnificant.

A question had been raised about the link between the growth of
imports and the overall rate of economic growth, the Deputy Director
recalled. Because the rate of growth In the present program was more
ambitious, the projected increase in imports was greater as well. Also,
the original level of imports that had been projected was on the low side,
and the current projections reflected more accurately the effect of tvade
liberalization and other actions on lwport volume,
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The staff recognized that on the fiscal side, the projected improve-
ment in the ratio of revenues to GDP was relatively modest, the Deputy
Director went on. Nevertheless, at about 24 percent of GDP, Kenva's tax
burden was already relatively high, so that neither the authorities nor
the staff had believed that it would be desirable, given the aim of accel-
erating growth in the private sector, to increase the tax burden. Conse-
quently, the improvement in the fiscal position would have to be borne
mostly on the expenditure side.

A number of Directors had drawn attention to the delays in the time-
table for the reform of the financial sector and the removal of interest
rate controls, the Deputy Director continued. The Central Bank and the
Governor had felt more comfortable with a somewhat less ambitious, but
achievable, timetable for finmancial sector reform. They wished to learn
how the new policy instruments would affect the financial system.

With respect to the exchange rate. the premium for foreign currencies
in the parallel market had existed for some time, the Deputy Director
observed, and reflected political developments and the fact that the trade
and payments system was not completely liberalized. There was therefore an
incentive for illegal capital exports. The widening of the gap between the
official and parallel rates was temporary and mot a cause for concern, and
the staff hoped that the exchange rate system would remain manageable with
the maintenance of present policies,

The point Mr. Enoch had raised about the relative proportion of
household income spent on fuel and transport by high, middle, and low-
income sectors of the population, and the fact that a smaller proportion of
income was shown to be spent on those items by low-income households than
by high-income households, was difficult to explain, the Deputy Director
remarked. However, part of the answer might be that the price of charcoal,
upon which lower-income households might depend for a large part of their
fuel requirements, was controlled. The staff would nevertheless lock at
that measurement more closely.

The idea of cost sharing in the areas of education and health services
had been that of the Kenyan authorities, the Deputy Director stressed.
They saw cost sharing as the only way to avoid large expenditure increases
in those areas, given the high population growth rate and the large
increases in the demand for services which had resulted. There would
doubtless continue to be resistance to cost sharing, as there had been
already, especially in the area of higher education. Nevertheless, the
staff believed that the authorities were on schedule with the implemen-
tation of cost sharing measures. Further measures were expected to
be announced at the time of the presentation of the 1989/90 budget to
Parliament around the middle of the year.

The program targeted a deceleration in the rate of growth of public
sector employment, the Deputy Director continued, not a cut in such employ-
ment, Because of the need to hire teachers and professors to maintain the
educational infrastructure, employment in the public sector would continue
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to grow rapidly in relation to public sector employment in many other
countries. The question of how to handle released public sector employees
was thus not really relewvant. The emphasis of the structural reform
efforts nevertheless was on making economic growth dependent on the
private, rather than the public, sector, and in that respect the focus of
future efforts to increase overall employment levels would be not on an
increase in public sector employment, but rather on ways to stimulate
private sector growth and employment. through, inter alia, the various
measures in the program.

The financing gap to which the staff had referred in the report was
not a gap in the usual sense, the Deputy Director explained, because it
would not require exceptional financing. The gap existed only because a
World Bank financial sector lean had not vet been formally approved by the
World Bank Board--it was currently scheduled for discussion in June. The
staff did not believe that it would have been appropriate to consider such
financing as already in the pipeline in those circumstances. However, that
loan, together with the cofinancing which it was hoped would thereby be
attracted, would almost fill the entire financing gap. Approval of the
loan was thought very likely. ©On a related point, it was not unreasonable
to assume that, with the authorities’ continued efforts to implement
structural adjustment measures, continued financing on concessional terms
from bilateral and mulrilateral sources could be secured by Fenya to the
year 2000 and bevond, the Deputy Director noted.

The speed of implementation of trade liberalization measures had
slowed compared with what had been anticipated originally, the Deputy
Director remarked. That had been the result of comprehensive and diffi-
cult discussions between the Kenvan authorities and the staffs of the Fund
and the World Bank. The authorities preferred to proceed more slawly,
and to analyze fully the consequences of such measures before they were
implemented--that was especially true with respect to the area of textiles,
and with other Fenvan domestic industries. Progress on import liberalica-
tion had been fairly rapid, however. as 88 percent of iLmports were no
longer subject to import licensing, and further import liberalization
measures would be taken. It was expected that the process would be com-
pleted by 1991.

The question of Kenva's acceptance of the obligations of Article VIILI,
Sections 2, 3, and 4 of the Articles of Agreement had not been discussed
during the recent misslion, the Deputy Director concluded.

The staff representative from the Exchange and Trade Relations Depart-
ment commented that Henya's purchase under the compensatory financing
facility--which had amounted to approximately 28 percent of quota--and the
stand-by arrangement--which had amounted to about 5%.Y percent of quota--
represented a significant commitment of resources from the Fund’s General
Resources Account. Those resources had effectively supported Kenya's
stabilization efforts, and had provided the basis for the structural
reforms that were currently under way with the support of resources under
the enhanced structural adjustment facility. Without the support provided
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by the resources of the General Resources Account, the formulation of a
sound program to be supported by resources under the enhanced structural
adjustment facility would have been impossible. The program for the
enhanced structural adjustment facility specified fairly diverse policy
reforms, in the areas of trade liberalization, the financial sector, and
the structure of incentives.

Although the program for the enhanced structural adjustment facility
was a strong one, the staff representative continued, there were some
initial costs. The level of imports in the immediately forthcoming period,
as well as the current account deficit, were higher. Nevertheless, in the
later years the trajectory of the current account deficit placed it below
what it would have been otherwise, so the adjustment would be effected
faster than before. It was difficult to see how the same outcome could

have been achieved with a program supported only by the resources of the
General Resources Account.

The staff’s assumption in the long-term scenario that official trans-
fers and other capital inflows would remain flat at 4.2 percent of GDP past
the year 2000 reflected its calculations of what Kenya could support, in
that respect, given the other assumptions of the growth rates of imports
and exports, the terms of trade, and the current account deficit, among
other considerations, the staff representative explained. The focus of the
exercise was to determine whether, on current assumptions and projections,
the present level of external flows could be maintained, and the debt
service ratio kept manageable. It needed to be borne in mind that the
figure of 4.2 percent compared with a figure of about 7 percent at present.
The staff had not attempted to determine whether the future level of
4.2 percent encompassed only official capital inflows or private sector
capital flows, or what the relative proportiocns might be, as it was
extremely difficult to foresee such a refinement of the statistics so far
into the future, and the issue became somewhat judgmental in any case.
However, it might be reasonable to assume that, with the liberalization of
foreign exchange and financial markets, a somewhat larger share of capital
inflows would be from private sources. The flat ratio to GDP of long-term
capital inflows was a function of the staff's projections methodology, and
was not intended as a prescription or a target.

Mr. Goos commented that the composition of foreign capital inflows was
immaterial given the point he had tried to make. The implication of the
staff's long-term scenario appeared to be that Kenya would remain dependent
on an inflow of foreign savings--either official or unofficial--to the
extent of 4.2 percent of GDP into the indefinite future. That appeared to
be inconsistent with what he took to be one of the objectives of a program
under the enhanced structural adjustment facility, namely, external adjust-
ment, including a lessening of dependence on external savings over time.
With such a long time horizon to contend with, he understood that making
forecasts was difficult, but if those forecasts could not be made more
usefully specific, perhaps some thought should be given to dispensing with
them altogether.
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The staff representative from the Exchange and Trade Relations Depart-
ment said that the point the staff had tried to make was that, even if the
authorities were not very ambitious, and with conservative assumptions
about the improvements that would result, Kenya could manage the debt
service that would result were foreign inflows to remain at 4.2 percent of
GDP past the year 2000. That number represented, in effect, the remainder
in the staff's analysis, and was not meant to have any implications about
the thrust of the program.

Mr. El Kogali observed that Directors had commented upon the heavy
social burdens of the program. The authorities had focused on reinforcing
the education system so that it could be used as an instrument in efforts
to find a long-term solution to the rapid growth of the labor force and the
problem of unemployment. The cost sharing measures in education therefore
constituted a significant social burden, but a necessary one, given the
need to contain expenditures,

The program also laid stress on the environment and conservation,
Mr. El Kogali continued. A new ministry for the enviromment was to be
established, with the aim of preserving the rain forest and wildlife. It
was hoped that those efforts might attract additional tourism as well.

The authorities were taking import liberalization measures which
were socially and politically difficult in the short term, Mr. El Kogali
remarked, but they hoped that such measures would serve to reorient indus-
try toward exports in the long term. Unfortunately. even by the end of the
program little progress would have been made in export diversification. It
was to be hoped that developed countries would open their doors to Kenyan
products of all types, both traditional and nontraditional exports. Access
to developed country markets would obviously be a precondition for the
success of Kenya's export efforts.

The Kenyan authorities had established a good track record in adjust-
ing to difficult external circumstances, Mr. El Kogali concluded. He
appreciated the Board's agreement to grant Kenya access to Fund resources
equivalent to 170 percent of quota.

The Chairman made the following summing up:

Executive Directors commended the authorities for having
adopted and implemented successfully in 1988 a major stabiliza-
tion and structural adjustment program, which was supported by an
18-month stand-by arrangement and the first annual arrangement
under the structural adjustment facility. They noted that the
program, which was geared to deal with the serious economic and
financial problems stemming from the deterioration in Kenya's
terms of trade and expansionary financial policies in 1987, aimed
at maintaining the growth momentum of the economy, containing
inflationary pressures, reducing the external current account
deficit, and building up gross official reserves. Directors
observed that the authorities had attained those targets in 1988
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through a reduction of the budget deficit, the pursuit of a tight
monetary policy, the liberalization of import controls, the
maintenance of a flexible exchange rate policy, and the decontrol
of prices of a large number of manufactured products, as well as
the implementation of a wide range of other structural measures.
As a consequence, the performance criteria under the stand-by
arrangement had been observed in 1988, and most targets of the
1988 program had been realized, thus providing a valuable con-
tribution in laying the groundwork for a new program under the
enhanced structural adjustment facility.

Directors noted that the authorities' three-year program for
1989-91, for which support was being requested, would broaden
and reinforce the adjustment process. Accordingly, the program
aims at attaining an annual real growth rate of GDP of at least
5 percent, curtailing the rate of inflation to approximately the
level of that of Kenya’s trading partners, significantly reducing
the current account deficit, and building up net official inter-
national reserves. Directors endorsed those objectives and the
measures to attain them--namely, the further tightening of the
fiscal stance, the continuation of flexible interest and exchange
rate policies, and the implementation of structural reforms in
the budget, the financial sector, and the trade and Iindustrial
sectors to encourage private domestic and foreign investment,
Directors welcomed the recorganization of the education system and
welcomed the indication that a number of the structural reforms
would directly benefit the lower-income groups.

Directors stressed the need to continue to implement in a
timely manner the programmed measures, and to avoid slippages.
While noting the considerable progress that had been made in
narrowing the fiscal deficit and reducing the Government's
recourse to bank financing, Directors emphasized the need to
address rigorously structural issues in the budget.

In particular, they considered it essential for the authori-
ties to implement fully and in a timely manner--if not ahead of
schedule--the proposed structural reforms in taxation policy,
to widen the coverage of user charges, to pursue vigorously the
expenditure rationalization program, and te proceed with the
reform of public enterprises. Directors commended the authori-
ties’ determination to limit the growth of the government wage
bill.

The timely implementation of financial sector reforms was
also viewed by Directors as paramount for supporting the increas-
ing market orientation of the Kenyan economy, improving resource
mobilization and allocation, and broadening the range of finan-
cial Instruments available to savers and investors. In that
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regard, Directors commended the authorities' determination to
maintalning positive real interest rates, and urged them to
achieve complete market determination of iInterest rates earlier
than the present target date of mid-1991.

Directors regarded the attaimment of the objectives of the
industrial sector adjustment program as extremely important, not
only for the additional employment opportunities the program was
likely to generate for Kenya's rapidly growing population, but
alsoc for the future expansion of Kenya’'s nontraditional exports.
Birectors underscored the need for the vigorous and timely
implementation of the trade liberalization and export promotion
measures,

Directors welcomed the pursuit of market-oriented pricing
policies and flexible interest and exchange rate policies, and
stressed the importance of such policies in the context of the
structural adjustment strategy.

While commending the authoricies for the timely serwvicing
of their external debt, Directors stressed that kenya needed to
continue to adhere firmly to a prudent foreign borrowing policy
in order te ensure a decline in the debt service ratio. Direc-
tors emphasized the impertance of limiting noncencessional loans.
They welcomed the cancellation of debt on the part of the Federal
Republic of Germany. In view of the vulperability of Kenva's
balance of pavments to external shocks., Directors stated that
the authorities should stand ready to take additional corrective
measures if the need arose. They also emphasized the importance
of timely inflows of external assistance for Kenva's adjustment
efforts.

1t is expected that the next Article 1V consultation with
Fenva will be held on the standard l2-month cvele.
The Executive Board then took the follewing decisions:

Exchange Measures Subject To Article VITI1

1. The Fund takes this decision relating to Kenva's
exchange measures subject to Article VIII, Section 2(a), in the
light of the 1989 Article IV consultation with Kenya conducted
under Decision Na. 5392-(77/63), adopted April 29, 1977, as
amended (Surveillance over Euchange Rate Policies).

2. Kenva maintains restvictions on pavments and transfers
for current interpational transactions subject to Fund approval
under Article VIII, Section 2(a), in the form of limits for the
remittances of rental income of nonresidents and of a foreign
exchange budget on the basis of which import licenses for
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nonliberalized import items are issued. In the circumstances
of Fenva, the Fund grants approwval for their rvetention unril
June 30, 1990, or the conclusion of the next Article IV consul-
tation with Kenva. whichever is earvlier.

Decision No., 914€-(89,55), adopred
May 15, 1989

Enhanced Sctructural Adjustment Arrangement

1.+ The Coverwmrent of ¥enva has requested a three-year
structural adjustment arrangement under the enhanced structuratl
adjustment facility. and the first annual arrangement thereunder.

2, The Fund notes the updated policy framework paper for
FKenva set forth in EBD82.7123.

3. The Fund approves the arrangements set forth in
EBS /849784 Supplement 1.

Decision No. 9L47-(89/535), adopted
May 15, 198y

I MADACASCAR - ENCHANCE SYSTEM, AND ENHANCGED STRUCTURAL ADJUSTMENT
ABRRANGEMENT

The Fxecutive Directors considered the staff paper on Madagascar's
request for an arrvangement under the enhanced structural adjustment facil-
iy (EBS/89/80, 4,/20,89), together with a policy framework paper forv
Madagascar (EBD/R9/113, 4720789,

The Managing Director made the following statement:
There follows for the infermation of the Executive Direcrtorvs
the text of a memorandum that T have received from the President
of the World Bank to serve as the hasis for my statement on
the matter to the Board. This text summarizes the main points
covered by the Executive Directors of the Bank and IDA in theiv
May 10, 1989 discussion in Committee of the Whele of a paper
entitled "Madagascar: FPolicy Framework Paper, 198%-4]l."
Executive Directors comnendad and expressed strong support
for the comprehensive policy program prepared by the Government
of Madagascar for the next three years, which will make the
economy open and mavket oriented. They noted with satisfaction
the turnaround in the country's economic situation and prospects.
Mevertheless, some Directors expressed a certain concern about
the breadth and durability of the recent turnaround.
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A number of speakers stressed the importance of clese and
vigorous implementation of this program, which has heavy admin-
istrative and institutional requirements. Madagascar has com-
paratively strong administrative capacity, but donors should
stand ready to offer all appropriate technical assistance, if
requested.

Directors stressed the importance of conducting a review of
the civil service. Some Directors advised caution and a measure
of gradualism concerning the planned retrenchment in the civil
service, which is comparatively small; they referred in this
comnection to the possibility of redeploving civil servants into
high-priority public services. Directors emphasized the need to
pay careful attention to the social aspects of the adjustment
program of Madagascar.

The Committee recogniced that the first phase of reform of
the parastatal and financial sectors was off to a good start,
Regarding public enterprises. however, some Directors suggested
the desirability of accelerating the pace of implementation,
while others counseled a degree of caution so as not to overwhelm
the administrative capacity of the Government.

Directors applauded the Government's commitment to address
the social dimension of development and to initiate urgent
measures to arrest the deterioration of Madagascar’s unique
environment. Madagascar could set a good example in addressing
these issues. At the same time, they stressed thatr, over rhe
longer term, neither the environmental nor the social objectives
are likely to be achieved without sustained sction te control the
growth of population.

Directors weve pleased with the favorable economic develop-
ments of recent months. Nevertheless, they expressed some
concern about the realism of the projected growth rates, partic-
ularly for investment and exports. Directors stressed the
continued need to pursue the current liberalization policies and
review the Investment Code to ensure a stable incentive environ-
ment for export oriented, private sector development. They
noted. however, the risk that world demand for traditional
exports mav be worse than anticipated, and stressed the impor-
tance of specific export promotion activities to assist produc-
tion and external marketing of nontraditional export commodities.
They also stressed the desirability of new debt relief solutions
for this heavily indebted, good-performing economy, to support
the budding recovery.
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Mr. Mawakani made the following statement:

Under previous stabilization and structural adjustment
programs supported by stand-by and structural adjustment arrange-
ments, the Malagasy authorities have implemented far-reaching
measures which have helped to reduce significantly price distor-
tions and market rigidities, while at the same time increasing
the participation of the private sector in production and market-

ing activities. The authorities have complemented these measures
with important reforms in the fiscal and public enterprise
sectors, and have pursued prudent monetary and credit policies.
While the programs achieved their objective of financial stabili-
zation, growth in per capita real GDP remained unsatisfactory,
and the economy remains wvulnerable to external shocks. It is
with these factors in mind that the authorities have decided to
undertake, with the assistance of the Fund and the World Bank, a
comprehensive three-year adjustment program aimed at reversing
the adverse economic trends, while continuing to reinforce the
reorientation of the economy toward an open, market-oriented one.
In support of this program, the authorities are requesting Fund
assistance under the enhanced structural adjustment facility and
the first annual arrangement thereunder. The authorities there-
fore wish to cancel the curvent stand-by arrangement and the
existing arrangement under the structural adjustment facility.

The economic, financial, and structural policies to be
pursued by the Government, as well as the measures envisaged
under the program, are well described in the policy framework
paper. The key objectives of the medium-term program are to
achieve an average rate of economic growth of 4.5 percent, to
reduce the inflation rate, as measured by the GDP deflator, from
17 percent in 1988 to 10 percent by 1991, and to reduce the
external current account deficit to 7.1 percent of GDP by 1991,
while gradually improving the external debt profile. The author-
ities expect that the measures envisaged, especially those in the
areas of trade liberalization and others in the area of privat-
ization, will remove the constraints that have hitherto impeded
economic development, and will lead to a significant expansion in
output.

The program of structural reform covers all the main
sectors of the economy, with special emphasis on the agricultural
and trade sectors, and the public enterprise and financial
sectors. The measures envisaged are also expected to expand
nontraditional exports by about 50 percent in veolume terms and
return Madagascar to the position of a net exporter of rice.

In the agricultural and trade sectors, the liberalization of
markets and prices, the incentives to producers, the removal of
certain government controls, as well as the abolition of state
monopolies and controls on profit margins, are expected to give
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the necessary impetus to the private sector to increase its
contribution to total output. Furthermore, the Govermment
intends to reorganize the agricultural extension services and to
encourage agricultural diversification. These measures, aided by
better access of farmers to bank credit, should help to increase
agricultural output in the medium term.

In order to ensure sustainable growth in the medium term,
the authorities have prepared a public investment program with
the assistance of the World Bank, that covers the period 198%-91.
This investment program is consistent with the development
objectives set for the medium term, the countiy's implementation
capacity, and with the financing assurances that have already
been obtained. In addition, and in view of Madagascar's heavy
debt burden, the authorities have made sure that the costs of the
investment program will not add to this burden. Thus, of the two
thirds of the investment program that will be financed exter-
nally, 40 percent will ke in the form of grants. and 60 percent
in the form of concessional loans.

The authorities have decided to accelerate the reform of the
public enterprise sector. They have established with the assis-
tance of the World Bank a comprehensive program of raticnaliza-
tion. The aim of the authorities is to divest or liquidate those
enterprises that are considered nonviable, and to restructure
those that are to remain in the state portfolio. It is expected
that the size of the public enterprise sector will be reduced by
haif by 1991. However, because of the importance of the public
enterprise sector as the sole emplover and the main source of
income for a nunber of people in the rural areas, the authorities
will implement the reform in stages over a three-year period,
s0 as to keep its adverse social impact te a minimum. In this
context, the Government has set up a compensation fund to finance
severance pay for affected employees, and is taking other mea-
sures aimed at facilitating their integration into the private
sector.

The authorities believe that the financial sector can play a
more active role in support of the reforms in the other sectors.
Accordingly, the restructuring of the financial sector will be
accelerated. New banking laws which will allow the private
sector to own a majority of capital in financial institutions
have been enacted, and measures aimed at stimulating private
savings and broadening the financial services of the banks will
be introduced. The authorities have also requested technical
assistance from the Fund to help with the recorganication and
deregulation of the financial system.

In 1989, real CGDP is projected to increase by 4.5 percent
compared with 1.8 percent in 1988. This significant increase in
real output is predicated upon a good performance of the
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agricultural sector, which should benefit from the incentives
being provided to producers and more favorable weather condi-
tions. The liberalization of external trade should alse provide
many industries with the needed input to expand production.
Similarly, the construction and tourism sectors are expected to
contribute positively to economic growth in 1983.

The authorities are committed to continuing reforms in the
fiscal sector. Under the 1989 program. they intend to implement
the second stage of the tariff reform as well as the reform of
domestic taxes, and to gradually reduce the effective taxation of
traditional exports. The temporary surcharges introduced last
year have been reduced from 30 percent to 10 percent, and tariff
rates are now in the range of 10 percent to 80 percent for almost
all products. Moreover, the authorities have implemented the
recommendations of the Fund technical mission with regard to the
individual and corporate income tax. Similarly, the Government
is implementing the recommended measures to enhance the monitor-
ing and control of its financial operations. Overall, the 1989
budgetary position is expected to strengthen, with revenues from
international trade showing a significant increase. As a result,
the current fiscal balance is projected to register a surplus of
5.3 percent of GDP. However, with the projected increase in
capital expenditure, the overall fiscal deficit, on a cash basis,
is projected to increase from 4.5 percent of GDP in 1988 to
4.9 percent of GDP in 1989.

Monetary and credit policies will continue to be cautious
in 1989, while providing the private sector with adequate finan-
cial resources for expansion. Thus, credit to this sector will
increase by 17.3 percent. Conversely, credit to the public
sector will be nepative, as the Government is expected te make a
net repayment to the banking system. Furthermore, the authori-
ties will ensure that interest rates remain positive in 1989,

In the external sector, the authorities have abolished the
exporter card and speeded up the processing of export documents.
This, together with the pursuit of a flexible exchange vate
policy, should further strengthen the external sector. However,
for 1989 the external current account deficit is projected to
increase to 8.7 percent of GDP, from 6.8 percent of GDP in 1988.
This projected deterioration in the current account for 1989 will
stem from increased imports and related service payments owing to
the implementation of the public investment program and from the
effects of trade liberalization and a worsening of the terms of
trade in general. But the overall balance of payments is pro-
jected to improve on account of higher capital inflows, which
will allow for higher cash repayments of external arrears.
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The Malagasy authorities believe that the measures they
are implementing will help them achieve their medium-term objec-
tives. They are committed to the adjustment program and te the
objectives set in the policy framework paper. However, to be
successful, the program will require adequate support from the
international financial community. The authorities appreciate
the assistance they have received so far, and it is their expec-
tation that the international financial community will continue
to fully support their efforts.

Mrs. Ploix made the following statement:

I commend the Malagasy authorities for the significant
progress they have already achieved under the current arrange-
ment. It is worth noting that there is a strong consensus in
favor of adjustment in Madagascar, which will henceforth sustain
reform policies. The policy framework paper and the staff paper,
as well as Mr. Mawakani's statement, clearly demonstrate that
economic growth will be influenced mainly by domestic and exter-
nal trade liberalization measures, and by reforms in both the
financial and public enterprise sectors.

Concerning structural policies, one can recognize the
decisive steps already taken, under the current stand-by arrange-
ment, in particular. Removing domestic controls in the pricing
and marketing policy areas will undoubtedly continue to boost
the economy, and lay the groundwork for reaching the target of
increasing GDP growth to 4.5 percent in 1989 and thereafter.
However, this objective seems rather ambitious, taking into
account the evolution of imports and exports in 1988. Further-
more, the program emphasizes the role of nontraditional exports.
We wonder whether, in view of the present deterioration of the
production system as a whole, these projections are not too
optimistic. We are not sure whether local and foreign investors
will be able to accommodate very quickly an increase in the
overall level of output, especially as a rather small rate of
investment is assumed in the program. To achieve the growth
objective, I can only emphasice the urgent need to revise the
investment code, and to eliminate the recurrent moncpolies in
the agricultural sector. We would appreciate some comments from
the staff on these developments, and on the creation of free
trade zones; we have in mind the successful outcome obtained by
a neighboring island in this field.

The reform of the public enterprise sector will be of
paramount importance for the success of the program. We are
pleased to note that the authorities have renewed their commit-
ment to implement the plan of action without delay. However,
we are concerned about the absence of a more precise timetable,
which deserves more attention in the future.
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We commend the Malagasy authorities for the progress they
have already achieved in the area of macroeconomic policies. In
the budgetary field, we welcome the aim of fully including the
public investment program in the budget for 1989, and at con-
solidating all receipts from specialized export-based funds for
1990. A stronger monitoring of the financial operations of the
Government is crucial at this stage. On the revenue side, we
urge the authorities to pursue the broadening and simplification
of the tax and customs base. because this will contribute te
the overall process of stimulating the private sector more than
anything else. On the expenditure side, we appreciate the
distribution of investments among sectors that has been defined
by the authorities, together with their intention to undertake a
further review of personnel outlays.

In the financial intermediation area, timely implementation
of the reform of the banking system, along with the pursuit
of the same prudent monetary and credit policy as before, are
essential. We welcome the technical assistance provided by the
Fund to improve gradually the instruments of monetary contrel, in
order to stimulate the allocation of both financial resources and
private savings. We fully sympathize with the objectives of the
program, but we would appreciate further comments on the present
rather high level of real interest rates in relation to the
financial capacity of private investors, particularly small local
investors.

The prospects for the external sector depend partly on
elements that are beyond the control of the authorities, rein-
forcing the need to adjust and to implement structural reforms as
soon as possible. The anticipated deterioration of the external
current account deficit in 1989, and the staff’'s sensitivity
analysis, show clearly that there is no room for complacency.

The authorities’ strong commitment would be indispensable in
pursuing the liberalization of the import and export sectors

so as to offset further ewxchange rate adjustments. Moreover,
exchange rate policy should aim at maintaining the stable finan-
cial environment that is necessary to sustain private sector con-
fidence. We commend the authorities for their prudent management
of external debt during the past years, which has improved the
maturity profile of debt. We have no doubt that such a policy
will secure the external assistance that will be required to
reduce the debt service burden, in particular, under the World
Bank's Special Program of Assistance.

We regret that, with the approval of the enhanced structural
adjustment arrangement, the current stand-by arrangement will be
canceled. We think that the poorest countries should continue to
benefit from the Fund's general resources, in view of the tempo
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rary character of the enhanced structutral adjustment facility,
Furthermore, a more even use of the two kinds of arrangements
could enhance the catalytic effect of the programs.

Madagascar has already reached a number of impressive
targets, and the present program will reinforce the prospects for
a sustainable rate of growth consistent with the future growth
rate of population. However, we stress that delays in one sector
could undermine progress in others. Many things have been done,
but Madagascar remains very sensitive to external and internal
shocks. The program must therefore be implemented as a package,
in a timely and cocordinated manner. We support the proposed
decisions.

Mr. Enoch said that when the Board had discussed Madagascar’s request
for a stand-by arrangement the previous year (EBM/88/138, 9/2/88), a number
of Directors had expressed their willingness to consider sympathetically
any future request for an enhanced structural adjustment arrangement if the
program supported by the stand-by arrangement was well implemented, He
concurred with the staff that the authorities had implemented the stand-by
arrangement satisfactorily. There had heen impressive progress in a number
of sectors, including the financial sector, in moving the economy from a
heavily controlled one toward a free one. The economy’'s failure to achieve
the program targets in certain areas seemed to have been due to exogenous
factors, including a drought and a decline in export demand. The failure
to meet one of the benchmarks--the planned reduction in net credit to the
Government - -seemed to have been due to the decline in export demand.

He therefore welcomed and endorsed the request for an enhanced struc-
tural adjustment arrangement, Mr. Enoch went on. Madagascar had persis-
tently adopted measures to achieve the desired restructuring of its
economy, which had been hampered by inappropriate policies, and which was
currently saddled with a heavy debt burden.

It was difficult to compare the projections for the program under the
enhanced structural adjustment facility with those that had been made for
the stand-by arrangement the previous year, Mr. Enoch observed, because
of setbacks to the authorities’' program owing to drought and lower export
demand. Nevertheless, the current program envisaged higher levels of
investment and growth, an improved balance of payments position, and some
accumulation of reserves, although on the monetary side, the inflation
performance was envisaged to be less satisfactory than what had been
forecast previously.

The measures that were to be implemented to achieve those targets
were, for the most part, set out clearly in the policy framework paper and
the staff paper, Mr. Enoch commented. One point of slippage in the program
supported by the stand-by arrangement had been the failure to establish a
special office for the management of enterprises that were to remain in the
public sector. Given the importance of reforming the parastatal sector,
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it was essential that the authorities paid close attention to policy in
that area, and that they adhered to the proposed timetable of action.

Mr, Mawakani had noted a number of significant measures which the authori-
ties were presently taking in that respect, which were most welcome.

The problems associated with the low level of traditional exports that
had arisen in 1988, and the sensitivity of the projections in the staff's
analysis to shortfalls in export earnings, served to underscore the impor-
tance of maintaining and enhancing export competitiveness--both of tradi-
tional and nontraditional exports--through structural reform and a competi-
tive exchange rate, Mr. Enoch continued. He welcomed the progress that
had been made on trade liberalization, and he noted the commitments of the
authorities to carry the liberalization further. The projected growth of
exports--of 50 percent in volume terms by 1991--was ambitious, and high-
lighted the need for the authorities to pursue vigorously and effectively
measures to improve export performance.

He concurred with the staff's emphasis on the need for strict monitor-
ing of public investment and the encouragement of private sector invest-
ment, and supported Mrs., Pleix’'s comments about the need to revise the
Investment Code, Mr. Enoch remarked. The establishment of an adequate
infrastructure, and a capital stock that was sufficient to take advantage
of that infrastructure, were urgently required. It therefore seemed
appropriate that transport and communicatlons would comprise the largest
share of the public investment program.

He agreed with the staff that restructuring the banking system and
adapting monetary policy weuld be a key point in the program, Mr. Eneoch
went on. He welcomed the new banking law, and hoped that private sector
participation in the National Bank for Rural Development and the Naticnal
Bank for Commerce would soon be forthcoming. Apart from the Government's
credit position, credit creation in 1988 had been well contalned, and he
noted the authorities’ intention to make sizable net repayments of govern-
ment credit. However, the intention to Improve methods of indirect mone-
tary control did not seem to be supported by any specific proposals or
timetable. That was a weak link in the overall program, which should be
strengthened- -possibly with technical assistance.

He welcomed the section in the staff paper on the envivorment and
population policies, Mr. Enoch concluded. The paper on Madagascar's
request for an enhanced structural adjustment arrangement was the first
instance that such a section had appeared in that type of paper. He
welcomed the fact that the authorities recognized the central importance of
those issues. He supported the program. 1t was appropriate that the Paris
Club had made Madagasscar one of the first beneficiaries of Toronto terms,
and that Madagascar should benefit from the enhanced structural adjustment
facility.

Mr. Goos sald that he shared the staff's positive assessment of
the performance of the previous year, which attested to the authorities’
determination to bring about a fundamental reorientation of the overall
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policy stance. It was encouraging to note the first signs that adjustment
was paying off. Although the improvement did not yet appear to be firmly
established, it indicated that the authorities were moving in the right
direction. The international community had responded favorably to the good
performance, which should encourage the authorities. What would be needed
in the future was perseverance and strict adherence to the measures that
had been agreed upon under the program, so that private sector confidence
in the sustainability of the new policies could be restored. In that
regard, he was somewhat concerned about the recent reports of social unrest
in Madagascar, and the adverse repercussions such unrest might have on the
investment climate. He hoped that the remarkable social component of the
program would help to overcome that problem. He was in general agreement
with the staff appraisal, and joined the staff in praising the authorities
for the far-reaching structural reforms they had implemented so far.

In examining some of the projections--on the overall rate of growth
and the rate of growth of exports, in particular--it appeared that the
program was quite ambitious, Mr. Goos commented. He shared the doubts that
had been expressed by the World Bank’s Committee of the Whole about the
realism of the projections. He took it that the staff had good reasons
for painting such a faverable picture, but he noted with some concern that
gross domestic savings were expected to stagnate in terms of GDP over the
projection period, after an admittedly strong performance in 1988. He
would therefore conclude that there would be no real improvement in the
underlying resilience of the economy. Adverse external developments might
therefore necessitate substantial--and possibly painful--revisions te the
high expectations, and to the general policy stance.

He appreciated the Government's concern about maintaining living
standards, Mr. Goos continued, but he wished to note that the discussions
in the World Bank Board had stressed the fact that the social objectives
were unlikely to be achieved without sustained actions to control the
growth of population.

Another indication that might suggest that expectations were a bit
optimistic was the substantial slippage that had occurred in price perfor-
mance in 1988, and the prospect that the rate of inflation would remain
rather high over the projection period, Mr. Goos observed. The anticipated
developments in the external current account, combined with the high debt
service ratio, also advised for caution.

The rapid pace of exchange rate depreciation that had taken place over
the previous few years had certainly contributed to inflationary pressures,
Mr. Goos remarked. Against that background, he wondered whether the time
had not come to strive for somewhat greater exchange rate stability, which
might perhaps necessitate a tightening of demestic financial policies in
the short run. In the longer run, however, such an action should improve
domestic economic stability. He therefore welcomed the new approach to



EBM,/89/55 - S/15/89 - 50 -

exchange rate policy, which should go a long way toward meeting that
concern. However, the more or less automatic and instant adjustment to
external cost and price differentials the policy suggested might be too
accommodative.

Those factors pointed to the need to maintain, if not strengthen, the
domestic savings effort, Mr. Goos went on. He recognized and appreciated
the impressive current fiscal surplus, and the fact that interest rates
were being kept positive in real terms. Nevertheless, the overall situa-
tion, and the concerns he had just expressed, indicated that it might he
advisable to do more in that regard. Alternatively, a somewhat lower
implementation rate for the public investment program might be considered.
1f the authorities decided to adopt that approach, they might take comfort
from the staff's medium-term sensitivity analysis, which showed a rela-
tively low sensitivity of overall rveal growth to the level of investment.

He supported the proposed decisions, Mr. Goos concluded.

Mr, Kiriwat said that the Malagasv authorities should be commended
for the far-reaching structural reforms they had implemented in 1988, which
had paved the way for the ecomnomy to move toward a more open and market-
oriented one. He had been encouraged te note from the staff paper that the
impact of the reforms had already been felt in late 1988, as reflected in a
favorable change in the trends in key variables. The Government had drawn
up a comprehensive three-vear program, representing a continuation of the
significant shift in the country's macreoeconomic policy stance, which would
enhance econcmic growth while preserving financial stability at the same
time. Given the country’'s determination and commitment shown in 1988, its
proposed adjustment program deserved the Fund’s support. He was in broad
agreement with the staff appraisal, and endorsed the proposed decisions.

He concurred with the staff that timely and coordinated implementation
of reform measures would be essential for the success of the program,
Mr. Kiriwat continued. Delays in one sector could indeed undermine prog-
ress in other sectors. The pregram needed the support of the country'’s
creditors and donors, as the external debt service burden would remain
large over the medium term, with the debt service ratio falling only
moderately to 81 percent by 1991, from an average of over 90 percent in
1985-87. He hoped that Madagascar’'s creditors--official creditors in
particular, to whom Madagascar owed about SDR 1.6 billion--would lend
suppotrt to the country's adjustment efforts. Assistance from donors would
also be essential.

Regarding the macroeconomic targets in the program, like other Direc-
tors, he wondered whether the projected growth rates for real GDP and
exports were not too optimistic, Mr. Kiriwat commented. Real GDP growth
was projected to accelerate to an average of over 4 percent over the three-
vear period, from 1.8 percent in 1988, while exports were projected to
increase by an average of over 14 percent in volume terms over the same
period, after recording a decline of 4.4 percent in 1988,
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Administrative constraints might hinder the smooth implementation of
the public enterprise reforms that were envisaged, Mr. Kiriwat concluded.
In addition, private investors in those enterprises might not be forthcom-
ing, as had been evident In 1988, which would thus delay the scheduled
divestiture of enterprises, and limit the number that could be privatized.
He urged the Government to set up, as scheduled under the program, a
specific office to manage those enterprises which would remain in the
public sector.

Mr. Monyake made the following statement:

I support the proposed decision regarding Madagascar's
request for arrangements under the enhanced structural adjustment
facility, and 1 am in agreement wich the retention of exchange
restrictions,

Since 1980, the Malagasy authorities have implemented
successfully a sequence of programs under stand-by arrangements,
and more recently, under the structural adjustment facilicty.
These programs have built confidence in Madagascar's commitment
to strong adjustment, and have to a large extent reduced external
and domestic financial imbalances. However, the countrv’s
economic situation remains difficult, as Madagascar is among the
poorest countries in the world. The most serious challenge has
been the slow rate of growth of the economv, persistently lagging
behind the growth of the population. T therefore note with
satisfaction that the main objective of the three-vear scructural
adjustment program heing undertaken by the authorities is to
achieve real per capita growth. This economic expansion is to
be broad based, with the agricultural, industrial, and service
sectors all contributing, spurred by domestic and external trade
liberalization.

I commend the Malagasy authoritles and the staff on the
appropriateness of the proposed adjustment program. 1 would like
to enderse two aspects of it, and express my concern on one
other. We welcome the ecmphasis being placed through the public
investment program on infrastructural projects. Bottlenecks like
those in transport and telecommunications constitute serious
obstacles to productive investment. both domestic and foreign. 1
was pleased to see the importance given in the policy framework
papetr to social policy. The social impact of the adjustment
measures on specific vulrnerable groups is to be addressed via
activities in the areas of health care, population, nutrition,
protection of homeless children, and employment generation.
Without such humane measures, it would be virtually impossible to
muster the necessary political support for the program.

My main concern, however, is regarding the debt situation.
As the staff notes, Madagascar's balance of payments situation
is likely to remain difficult over the medium term. The debt
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service burden is expected to remain a source of concern through-
ocut the program period, and it is estimated that, even after the
rescheduling obtained from official and commercial creditors,
debt service will take up more than 60 percent of export earnings
in 1989. Given these projections, and Madagascar’s wvulnerability
to external changes as depicted by the staff's sensitivity
analysis, debt relief as seen so far is clearly insufficient for
attaining the ultimate objective of balance of payments viability
and a desirable rate of growth. In view of the ongolng debt
strategy discussions, I urge the international community, and
creditors in particular, to give more attention to the plight of
low-income countries with such heavy debt service burdens.

Madagascar is an island economy the linkage of which to
neighboring economies is handicapped by distance and poor commu-
nications. The Board needs to bear that in mind when considering
the progress Madagascar has already achieved, and will achieve
in the future. The Board should remember to consider countries
case by case; no two countries, despite the apparent similarity
of their problems, ever respond in the same way, even when the
policy prescriptions are the same.

I commend the Malagasy authorities’ adjustment efforts, and
support the proposed decisions.

Mr. Schoder said that in the early 1980s, with the financial and
technical advice of the Fund and the World Bank, the Malagasy authorities
had decided to reorient their closed, administratively controlled economy
toward a more market-oriented and open economic system. The authorities
were well advised to request s three-year arrangement under the enhanced
structural adjustment facility and to cancel, accordingly, the present
stand-by arrangement and arrangement under the structural adjustment
tacility. The program supported by those arrangements had testified to the
authorities’ continued commitment to macroeconomic and structural adjust-
ment. He approved the proposed decisions,

Madagascar was well prepared to continue undertaking the far-reaching
structural adjustments that arrangements under the enhanced structural
adjustment facility required, Mr. Schoder continued. What was most impor-
tant, an arrangement under the enhanced structural adjustment facility was
the best tool the Fund could offer Madagascar to address the two basic
problems in its otherwise positive and confidence inspiring track record,
namely, the high level of external debt, and low real growth rate.

Mr. Mawakani had referred to the fact that growth in per capita real GDP
remained unsatisfactory. Perhaps that was an understatement; the Malagasy
ecocnomy had experienced real growth rates below 2 percent for nearly

20 years, which had caused a steady decline in real per capita CDP. The
arrangement under the enhanced structural adjustment facility addressed
both of those problems, because through the largely concessional character
of its resources it gave a high priority to economic growth.
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Although the acceleration in the rate of real economic growth was
desirable in itself, Mr. Schoder noted, and in order te generate broad
popular support for the authorities' structural changes, it would also be
instrumental in alleviating the constraints on the economy stemming from
the high level of external indebtedness--of about 180 percent of GDP. A
reduction of that indebtedness--to about 140 percent of GDP, with the debt
service ratio leveling off at roughly 70 percent of GDP by 1992--would be
accomplished principally through an acceleration of the growth rate.

The stock of debt would remain very high, despite the progress that
was being made with respect to debt management, Mr. Schoder went on. Also,
the debt projections assumed real growth rates more than double the rate
that had prevailed over the previous two decades. That being said, perhaps
the staff could comment on the realism of the projections. The projections
also showed high rates of growth for both traditional and nontraditional

exports. The share of nontraditional exports in total exports was expected
to rise from 39 percent in the period 1985-88 to 59 percent at the end
of 1991, Such a reorientation of the components of exports was indeed

impressive, especially given the fact that past experience with export
diversification had not met the authorities' expectations. He wondered
whether the latest figures for early 1989 confirmed the staff’s expectation
that the response of the private sector to the growth stimuli which the
authorities had gradually introduced through the liberalization measures
had in fact occurred.

He welcomed the well-designed and well-financed three-year rolling
public investment program, Mr. Schoder commented, which should have sub-
stantial growth multiplier effects. The program would play a substantial
role in building the necessary foundation for an acceleration of the rate
of prowth. However, he wondered what share of the expected increase in the
rate of growth could be attributed to the public investment program. The
staff’'s sensitivity analysis suggested that with the implementation rate of
the publie investment program at between 80 percent and 90 percent of the
programmed level, GDP growth would actually be lower over the period by
0.5 percent. The absurd conclusion that such an analysis seemed to suggest
was that the total absence of the public investment program would result in
a stagnation of the growth rate. Perhaps the staff could comment on the
direct, versus the multiplier, effects on growth of the implementation of
the public investment program.

The restructuring of the large public enterprise sector was a major
feature of the Malagasy structural adjustment process, Mr. Schoder
observed. Financial and human resources would thereby be freed, providing
an effective crowding in process for the private sector. He welcomed the
steps that had already been taken in that regard, and urged the authorities
to implement fully the restructuring measures as planned. Although
rastructuring the public enterprises would clearly be essential, he did
not understand the rationale behind the starvation policy with respect to
financial resources that was apparently being applied to high risk public
enterprises. No further budgetary transfers or increase in bank credit



EBM/89/55 - 5/15/89 - 54 -

would be allowed for those enterprises in 1989, Admittedly, financial
starvation was one form of restructuring, although a rather radical one,
and not necessarily the most effective one. He would be interested in
knowing the reasons for it.

He urged the Malagasy authorities not only to lay the groundwork for,
but to actively seek, foreign private sector participation in the restruc-
turing process, Mr. Schoder went on. The inflow of human and financial
foreign private resources, by providing the necessary expertise previously
unavailable in a closed economy, would serve to make the economy more
dynamic, and would prevent any collusive and rent seeking behavior on the
part of the domestic private sector. He had noted that direct foreign
investment was expected to increase steadily over the projection period.
He wondered whether the staff could confirm that no restrictive measures
would apply to the sectoral localization of foreign direct investment.

The staff’'s analysis of Madagascar’s capacity to meet its financial
obligations to the Fund was highly appropriate, given the country’s high
level of external debt, Mr. Schoder remarked. He agreed with the staff's
assessment. However, it might also be appropriate to include indicators of
credit not only from the Fund, but from the World Bank as well, in future
staff papers, especially in cases involving policy framework papers, which
were joint ventures of the Fund and the Bank. On a related point, he had
noted that there had been delays in World Bank disbursements under program
lending, which had caused net capital inflows to be significantly lower
than programmed. Perhaps the staff could provide the reasons for those
delays.

He welcomed Madagascar’'s social policy measures, especially those
targeted to the groups that would be most severely affected by the process
of adjustment, Mr. Schoder concluded. Putting those measures firmly in
place before the significant restructuring of the public enterprise sector
had been a wise policy on the part of the authorities, which would serve to
foster the social and political consensus that would be necessary to ensure
the timely and full implementation of further adjustment measures.

Mr. Al-Assaf made the following statement:

The Malagasy economy has made significant progress in recent
years through a series of adjustment programs. The proposed
arrangement under the enhanced structural adjustment facility
confirms the authorities’ strong determination to make further
progress in this direction, and, in particular, to open up and
liberalize the economy.

However, the situation remains fragile. GDP growth in 1988,
in particular, remained at a level inconsistent with either the
improvement or the stabilization of the standard of living. The
new program to bhe supported by the enhanced structural adjustment
arrangement makes sustainable growth one of its main priorities,
a feature that is most welcome and that should be adequately
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safeguarded. In this connection, it is Important to note that
growth projections are sensitive to even modest variations in
assumptions relating to the external enviromment, and the pace of
the Implementation of structural measures. In this respect, 1
found the alternative of Scenario Il very informative.

A second central element of the program is the continued
promotion of efficient resource allocation. The process of
liquidating and restructuring a number of public sector enter-
prises, already initiated in previous programs, must be pursued
actively. The effective streamlining of public sector enter-
prises, along the lines envisaged in the program, can make
a substantial contribution to the freeing of the financial
resources of the banking system.

The streamlining of parastatals, however, represents only
one step--although an essential one--in the improvement of
resource allocation. The ultimate objective remains the develop-
ment of a strong and diversified private sector, and this is
consistent with the new policy orvientation of the authorities.
Progress in this direction appears to have been somewhat slow,
which can be explained by the crowding out of private borrowers
in 1988 as a result of constraints on credit availability. 1In
order to stimulate savings and the efficient allocation of
corresponding resources, a timely implementation of the program
of financial liberalization is essential. A second, important
factor over the shorter term will be the need to minimize pres-
sures on the financial sector through the close adherence of
fiscal policy to program cobjectives.

In this respect, the decline in tax receipts in 1988, and
the related increase in the budget deficit, illustrate the need
to strengthen budget performance in the context of the present
set of reforms. I therefore welcome the intention to improve the
menitoring and control of central government operations, and the
further extension of Fund technical assistance to this area.

I would like to emphasize the importance of not overlooking
certain social aspects of the present program, especially with
respect to the availability of some essential goods and services,
Two considerations here, among others, should be the medium-term
nature of the program, and the value of maintaining public
support for the program over this period and beyond.

In conclusion, I would like to express my full support for
the far-reaching structural adjustment program outlined in the
present arrangement. I am particularly encouraged by the efforts
to provide support to structural reforms through the adoption of
a restrictive demand management stance.
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Mr. Othman made the following statement:

The Malagasy authorities are to be commended for the suc-
cessful implementation under the current stand-by arrangement of
a number of comprehensive macroeconomic and structural measures
that have effectively turned Madagascar's economy from a con-
trolled economy into an open and market-oriented one.

The set of measures envisaged in the new comprehensive
three-year program constitutes a significant continuation and
consolidation of the adjustment process which the authorities
have embarked upon since 1980.

The success of the contemplated measures in bringing about
the intended outcome depends on the rigor with which the authori-
ties will execute their macroeconomic and structural policies,
and on the public acceptance of the adjustment process, as well
as the external enviromment. In this connection, it is encourag-
ing to note that the social impact of the adjustment program over
the medium term is expected to be positive, through the accel-
eration of growth and better income distribution, and that the
authorities are determined to address the social implications of
the adjustment process in the short run. Particularly noteworthy
in this respect is the economic management and social action
project put in place by the World Bank on March 15, 1989, which
contains emergency measures for the disadvantaged and vulnerable
groups, This will undoubtedly enhance the public acceptability
of the adjustment process.

I am in broad agreement with the staff appraisal, and have
only a few points to make.

The main challenge facing the authorities is the rate of
growth, which has remained sluggish since 1985--averaging only
1.7 percent annually, well below the rate of population growth
of 3.1 percent. It is encouraging to note that the growth rate
projected over the program period is 4.5 percent. However, given
the low average rate of growth over the last five years, and the
high vulnerability of the Malagasy economy to external factors,
like other speakers, I feel that the growth projection may be on
the optimistic side.

I noted from the staff paper that the privatization program
for 1988 did not attract private investors, and it is expected
that the enterprises that were to be privatized in 1988, but were
not, will be added to the second stage of the privatization plan,
thus increasing the number of public enterprises that will be
divested during this year. While I understand the desirability
of accelerating the pace of implementation, as the staff empha-
sizes, I wonder whether the administrative capacity of the
Government, together with the weak institutional financial setup
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and the unfavorahble response experienced during 1988, are not
good reasons for a more cautious and gradual pace. In this
connection, I fully share the staff's urgent call for the revi-
sion of the investment code as a first step in the process of
encouraging the participation of the private sector.

It is evident that the country’'s external debt situation
will continue to be difficult. The already high debt service
ratio, in particular, is expected to increase to 109 percent of
GDP by 1989, before starting to decline to 81 percent by 1991. I
wish to join Mr. Mawakani and other speakers in emphasizing the
importance of concessional financing for Madagascar, in order to
enable the country to build the foundation for sustained growth.

Given Madagascar’'s determination to continue with the
adjustment process and its commendable track record in imple-
menting the agreed measures, we support the proposed decisions.

Mr. Morita made the following statement:

I welcome today's discussion on Madagascar'’s request for
arrangements under the enhanced structural adjustment facility,
and support the proposed decisions.

The program aims at achlieving per capita income growth
under a sound macroeconomic framework, while balance of payments
viability should be atrained by 1991. The program tries to
realize these aims through an open, market-oriented approach, in
which the role of the public sector will be reviewed closely, and
private sector activities will be promoted. We think that this
is the right direction, but that the achievement of these goals
will be a formidable task for the authorities.

The enhancement of domestic resource mobilization will be
one of the important issues. Ongoing financial sector reform is
a positive facror, and could contribute to an increase in private
savings. Having said that, we wonder whether the size of the
increase in private savings will be significant, given the
country’s low per capita income. 1t would be safer to place
greater emphasis on the need for a reduction of public sector
dissavings in order to narrow the investment-savings gap.

On the fiscal side, the revenue raising and expenditure
corttrol measures which are envisaged in the 1989 program seem
appropriate, but if the above-mentioned factors are taken into
account, the measures could be further strengthened. Fund
technical assistance seemed to have already had a visible impact.
Further technical assistance will be useful for Madagascar, and
we welcome and support the request for technical assistance,
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A large public investment program is envisaged in the
program for the enhanced structural adjustment arrangement.
Because of the possibility that the program will have a huge
impact on overall economic performance, caution will be required
in implementing it. In particular, its implementation should be
linked closely to the timing of financing from foreign sources.
Careful review will be necessary if domestic financing is sub-
stituted for foreign financing, even when the substitution is
temporary.

We welcome the fact that the public enterprise reform is now
under way, and is expected to be mainly concluded by the end of
the three-year program period. We attach great importance to the
observance of this benchmark.

On the external side, medium-term balance of payments
prospects seem very vulnerable. 1In addition, we have some doubts
about the export growth projections. In the policy framework
paper, exports are projected to grow steadily at the rate of
about 14 percent during the program period, whereas they showed
large fluctuations over the preceding five years. This projected
growth rate of exports seems to count on the rapid expansion of
the nontraditional sector. The export growth rate projection has
important implications for the medium-term outleok and for the
overall program, as evidenced by the staff’s Scenario II. At any
rate, we note that the flexible exchange rate policy is expected
to play a key role in achieving the original projection.

In light of the economy’s vulnerability in the external
sector, as evidenced by the remaining financial gap and the large
size of rthe external debt in terms of GDP, the authorities should
not hesitate to take additional measures in the event of unfavor-
able domestic and external developments, to avoild an overall
worsening of the economic picture in the medium term. We recog-
nize that concessional resources would be suitable for an economy
like Madagascar’'s. However, programs supported by stand-by
arrangements and enhanced structural adjustment arrangements
should have a different emphasis placed on the specific measures
of the respective adjustment efforts. From this viewpoint, we
are somewhat uneasy about a country entering into an enhanced
structural adjustment arrangement while canceling a stand-by
arrangement, because it looks like the resources of the enhanced
structural adjustment facilicy are replacing the resources of
the General Resources Account. When a stand-by arrangement would
be more suitable, it should not be ruled out in the future; an
enhanced structural adjustment arrangement is not a perfect
substitute for a stand-by arrangement. Therefore, the case of
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Madagascar should not be taken as a precedent for converting a
stand-by arrangement into an enhanced structural adjustment
arrangement. Nevertheless, taking the strength of the program
under the enhanced structural adjustment facility into account,
the use of that facility appears appropriate.

The Chairman commented that bailing out the General Resources Account
wivh resources of the ESAF Trust was of course not at issue; such a proce-
dure was clearly inappropriate. In the case of Madagascar, the stand-by
arrangement had laid a strong foundation for a program that could be
supported by the enhanced structural adjustment facility. In some cases,
an enhanced structural adjustment arrangement had been postponed because
the strength of the previous policy measures had been inadequate and
further reforms were required, and a stand-by arrangement had been applied
as an interim measure--although it had been more costly for the country.
That was the Fund's strategy to support the formulation of more effective
programs under the enhanced structural adjustment facility. which he hoped
Mr. Morita and Mrs. Ploix could support.

Mr. Rieffel made the following statement:

My authorities continue to be impressed by the progress
being made in transforming the inward-looking economy of
Madagascar into an outward-looking one, and from a controlled
to a market-oriented one. In the discussion last September of
Madagascar's request for a stand-by arrangement (EBM/88/138,
9/2/88), this chair noted that the foundations for growth
appeared to be more solid, and the growth projections contained
in the latest policy framework paper seem to bear this out.

We are pleased to suppert Madagascar's request for an
enhanced structural adjustment arrangement. In fact, the
strength of Madagascar's program could justify a higher level
of access, although balance of payments trends provide a good
argument for the level of access proposed by the staff. 1I1f the
balance of payments strengthens faster than anticipated, however,
and it appears possible to avoid recourse to further debt relief,
it may be appropriate to raise access in the third year.

We regard the current account and inflation objectives in
the policy framework paper as quite conservative, and hope that
somewhat more ambitious objectives can be incorporated into next
yvear’'s policy framework paper. We also view the projected growth
in the domestic savings rate as quite modest, and hope that the
authorities are looking for ways to raise it more rapidly. We
welcome the program of tariff reform outlined in the policy
framework paper, but would like to see a maximum tariff lower
than 50 percent by 1992
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On a more positive note, we commend the authorities for the
emphasis they have placed on public sector enterprise reform and
financial sector restructuring. In addition, we are extremely
pleased with the attention devoted in the policy framework paper
to the threat posed to Madagascar's unique envirconment by the
rate of soil erosion--which the staff notes is the highest in the
world--and by the high rate of population growth.

With respect to the program for 1989, the staff paper states
that the Stabilization Fund (FNUP) will be eliminated this year,
and yet FNUP receipts and expenditures are shown as line items in
the projections of government financial operations through 1992.
Why is this? Also, I note that duties and taxes on international
trade are projected to represent almost one half of total budget
revenues in 1989. 1T would be interested in knowing whether this
share is expected to decline in the years ahead.

The performance criteria and benchmarks for 1989 appear
adequate, with one exception. The staff paper notes that the
1988 program included the establishment of a special office to
monitor public enterprise performance, but that this office has
not yet been set up. Under the circumstances, it would have
been desirable to include the establishment of this office as a
performance criterion for mid-1989.

In the area of investment, we agree with the staff on the
importance of revising the investment code, and we would like to
have this completed before considering Madagascar's second annual
enhanced structural! adjustment arrangement.

From the procedural perspective, we are not entirely com-
fortable approving a program for 1989 so far into the year. I
would be interested in knowing why it was not possible to bring
this arrangement to the Board before the end of March,

We commend the staff for its analysis of Madagascar's
capacity to repay the Fund, and the prominence it has given to
this analysis in the paper.

We can agree to approve Madagascar's exchange restrictions
until the end of the year, or the midterm review. However, we
consider such restrictions to be inconsistent with the objectives
of the enhanced structural adjustment facility, and therefore
urge that they be eliminated at least before the beginning of the
third annual arrangement.

In conclusion, Madagascar is a model of adjustment from
which Fund members should be able to draw some important lessons,
In particular, we wonder if it is possible for much larger
economies to undergo a similar transformation--from central




- 61 - EBM/89/55 - 5/15/5%

planning to market pricing--in the same amount of time, with as
little inflation as Madagascar has experienced. We wish the
authorities well as they take further steps toward growth without
the need for exceptional balance of payments financing.

The Chairman agreed that Madagascar was an Iinteresting case of a
centrally planned economy being reoriented toward a market economy without
encountering dangerous inflationary pressures.

Mr. Hammoudi made the following statement:

We are very pleased that Madagascar is successfully imple-
menting a comprehensive adjustment program aimed at directing the
economy toward an open market supported by a flexible exchange
rate policy, an appropriate monetary policy, and structural
reform in public enterprises--in particular, in the banking
system,

We welcome the measures that have been taken to promote
exports and to liberalize imports, reflected in the tariff reform
as well as the liberalization of the financial sector--evidenced
by the new banking law that was published in May 1988. Ve
welcome the authorities’ intention to carry out a three-year
public enterprise reform program in cooperation with the World
Bank. A compensatory mechanism has been created so as to assist
those employees that are laid off in training and redeplovment.

The structural measures implemented in 1988 have produced
quite positive results, as almost all of the performance cri-
teria were observed. The structure of the balance of payments
improved, with the diversification of exports of goods and
services. The external current account deficit, at 6.8 percent
of GDP, was below the programw target of 10.5 percent, and the
balance of payments had a surplus of SDR 64.4 million, against a
program target of SDR 26.3 million. thanks to the more favorable
terms of a Paris Club rescheduling agreement.

We are in broad agreement with the thrust of the staff paper
and the peolicy framework paper.

Concerning the public finances, an enhanced contrel and
monitoring svstem should be 1introduced inte the budget process,
so as to channel more efficiently investment funds to economi-
cally productive activities. Moreover, promotion of a new
investment code iIs of paramount importance in order to streamline
investments. It is also very important that steps be taken to
reduce unnecessary expenditures and improve tax administration.
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Further efforts to reform public encerprises are definitely
needed, especlally in the banking system, in order to strengthen
the financial sector. Such reform is vital for an efficient
system of resource allocation, to stimulate the management of
private sector activities, and to introduce financial discipline
in the public enterprises.

With respect to the medium-term scenario, we share the
staff's view that improvements in the fiscal sector and increases
in government revenue through the meonitering of budgetary expen-
ditures and the implementation of a rigorous monetary poliecy will
increase the chances for the program’s success. The full support
of the international financial community will also be necessary
in that regard, as Mr. Mawakani has stated.

The authorities are to be commended for the adjustment
efforts they have made so far, in the face of financial and
economic difficulties, and for the measures they have undertaken
to mitigate the adverse social impact of structural reforms. We
support the staff recommendations and the proposed decisions.

The staff representative from the African Department said that the
staff had attempted to bring the request for an arrangement under the
enhanced structural adjustment facility to the Beoard as early as possible,
following the staff's mission to Madagascar in November 1988. However,
preparations for the three-year public investment program had not gone as
quickly as had been expected, so that the staff. in agreement with the
authorities, had believed that it would he better to postpone the request
so that the ultimate program could be stronger. The staff had returned
to Madagascar in February 1989, making the presentation to the Board of
Madagascar's request for an arrangement under the enhanced structural
adjustment facility somewhat tardy.

The delay in disbursements of a loan from the World Bank had been due
to the decline in imports in 1988, the staff representative noted, but
those disbursements had taken place in early 1989,

There had been some soclal unrest in Madagascar in April, the staff
representative went on, but judging frem recent reports, and frem the
staff's own contacts with the authorities of only that morning, it was
subsiding. Nevertheless, it needed to be realized that parliamentary
elections were scheduled for the end of May, and some social unrest might
recur in connection with the elections.

A number of Directors had called attention to the staff’s projec-
tions of export growth for 1%89 and thereafter, the staff representative
recalled.  In brief, the staff believed that the projections were rein-
forced by the fact that the authorities’ determined structural adjustment
program had already been effective in stimuiating growth in the export
sector, and that further growth could be expected. The liberalization of
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internal and external markets for trade, combined with the nearly 50 per-
cent devaluation of the Malagasy franc over the previous two vyears, had
provided strong export incentives. As the number of small entrepreneurs
had increased, the number of exporters had increased as well. Nontradi-
tional exports had grown by 1/ percent in SDR terms in 1988, and were
expected to grow bv nearlv 20 percent in 198%, Tvaditional exports--
coffee, vanilla, cloves, and pepper--which together accounted for somewhat
less than one half of total export value, continued to be constrained by
depressed world demand for those commodities. Traditional exports were
projected to remain below their 1987 level, although to increase by about
7 percent from the low level of 1988.

Another question of Directors had been in connection wich the high
rate of prowth of investment, the staffl representative continued. The
major contribution to the overall level of investment was represented by
the first public investment program, which had been carefully preparved in
cocperation with the World Bank and other donors. lts financing had been
assured. The public investment pregram envisaged a significant expansion
in investment expenditure oriented in particular toward economic and social
infrastructure projects. The World Bank staff was satisfied that the
public investment program met the criteria of assured extevnal financing,
coherent project financing, adequate implementation capacity, and high
project quality. The authorities had established a task force to manitor
the implementation of the public investment program, to ensure that ir
would be put in place. As new capavity was put In place for the expanding
internal and external markets, private capital expenditures were also
projected to grow at a real rate of § percent a vear.

Continued real GDP growth of 4-5 percent a year would result from the
growth in private sector activity arising from the structural adjustments
that had been taken, and would be taken, over the vears, the staff repre-
sentative commented. Controls had been abolished on producer prices,
prefit margins, wholesale and retail prices, export markering, and foreign
exchange for imports. The banking and public enterprise sectors weve being
reformed. The gains due to the recent exchange vate devialuation had been,
and would continue to be, maintained by a policy of fleuible exchange
rates. Frivate agents were starting to respond te the new environment, as
evidenced by an increasing level of activity since the middle of 1938, as
well as by the rapid growth of nontraditional exports. Because of the new
incentive structure, consolidated and implemented at all levels of admin-
istration, the staff believed that growth throughout the program period
should be broad based, with contriburions from agriculture, services, and
industry.

The establishment of a free trade zone had been under consideration by
the authorities for some time, the staff representative noted. A study had
been completed, and the authorities wevre currently negotiating an agreement
with an Asian country to help establish it.
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was the key action-oriented document for the country, the basis for a
pragram of structural adjustment that was not simply a reform, but an
economic revolution.

The record of the program so far had been good, the Chairman went on.
It was to be hoped that the program to be supported by the enhanced struc-
tural adjustment facility would serve as the catalyst for broader inter-
national support. Because the following three years would be crucial,
it would be essential that a continuing dialogue between the Fund and
Madagascar be maintained, through the establishment of a resident represen-
tative post, which he welcomed. The staff's statistics and projections
were but an outward manifestation of the extraordinary economic transition
that was taking place in Madagascar.

The Executive Board then took the following decisions:

Exchange System

Madagascar maintains restrictions on payments and transfers
for current international transactions as last described in
EBS/88/145 and SM/88/155, in accordance with Article XIV, Sec-
tion 2, except that the specific limits on the availability of
foreign exchange for certain invisible payments are subject
to Fund approval under Article VIII, Section 2(a). The Fund
approves the retention of these restrictions by Madagascar until
December 31, 1989, or the completion of the midterm review of
the requested first-year annual arrangement under the enhanced
structural adjustment facility, whichever is earlier.

Decision No. 9148-(89/55), adopted
May 15, 1989

Enhanced Structural Adjustment Arrangement

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

2. The Fund notes the updated policy framework paper for
Madagascar set forth in EBD/89/113.

3. The Fund approves the arrangements set forth in
EBS5/89/8B0, Supplement 1.

Decision No. 9149-(89/55), adopted
May 15, 1989
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internal and external markets for trade. combined with the wnearly 50 per-
cent devaluation of the Malagasy franc over the previous two vears, had
provided strong export incentives. As the number of small entrepreneurs
had increased, the number of exporrers had increased as well. Nontradi-
tirnal exports had grown by 17 percent in SDR terms in 1988, and
expected to grow by nearly 20 percent in 1989. Traditional exports--
coffee, vanilla, cloves, and pepper--which together accounted for somewhat
less than one half of total ezport wvalue, continued to be constrained by
depressed world demand for those commodities. Traditional exports were
projected to remain below their 1987 level, altheough to increase hy abcut
7 percent from the low level of 1988,

werlre

Another question of Directors had been in connection with the high
rate of growth of investment, the staff representative continued. The
major contribution te the overall level of investment was represented by
the first public investment program, which had been carefully prepaved in
cooperation with the World Bank and other donors. Its financing had been
assured. The public investment program envisaged a significant expansion
in investment expenditure oriented in particular toward economic and social
infrastructure projects. The World Bank staff was satisfied that the
public investment program met the criteria of assured external financing,
coherent project financing, adequate implementation capacity. and high
project quality. The authorities had established a task force to monitor
the implementation of the public investment program, to ensure that it
would be put in place. As new capacity was put in place for the expanding
internal and external markets, private capital expenditures were also
projected to grow at a real rate of B percent a vear.

Continued real GDI' prowth of 4-5 percent a year would result from the
growth in private sector activity arising from the structural adjustments
that had been taken. and would be taken, over the vears, the staff repre-
sentative commented. Contreols had heen akoclished on producer prices,
profit margins, wholesale and retail prices, export mavrketing, and foreign
exchange for imports. The banking and public enterprise sectors were being
reformed. The gains due to the recent exchange rate devaluation had been,
and would continue to be, maintained by a policy of flexible exchange

rates. Private agents were starting to respond to the new environment, as
evidenced by an increasing level of activicy since the middle of 1988, as
well as by the rapid growth of nontraditional exports. Because of the new

incentive structure, consoclidated and implemented at all levels of admin-
istration, the staff believed that growth throughout the program period
should be broad based, with contributions from agriculture, services, and
industry.

The establishment of a free trade zone had been under consideration by
the authorities for some time, the staff representative noted. A study had
heen completed, and the authorities were currently negotiating an agreement
with an Asian country to help establish it.
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A number of speakers had noted the high real interest rates, the staff
representative went on. Lending rates were relatively high, and although
deposit rates were positive in real terms, they were not unduly high. The
real problem was the wide spread between lending and deposit rates, which
was necessary to ensure that the banks remained profitable, given their
past unfortunate experiences with doubtful and nonperforming loans in their
portfolios. The loan portfolios were in the process of being restructured,
and most of the negotiations in that respect had been concluded. The
restructuring had largely been completed by the end of April 1989.

In order to pave the way for the changeover to a more indirect finan-
cial and monetary policy, the staff representative related, the Central
Banking Department would send a technical assistance mission in mid-August
1989, to be followed by the establishment of a resident representative in
Antananarivo in Cctober 1989.

The level of domestic savings was certainly not unduly high, the staff
representative remarked. However, given the decline in living standards
and in per capita income of the previous few years, the staff believed that
it would be unrealistic to expect a large increase in the savings rate in
the first year of the program supported by the enhanced structural adjust-
ment facility. Over time, it was hoped that domestic, as well as foreign,
savings would be utilized increasingly.

Credit allocation to state enterprises had been a significant problem
in Madagascar, the staff representative commented, and some enterprises had
absorbed undue amounts of credit for reasons sometimes unrelated to eco-
nomically productive purposes. In the framework of the restructuring of
the entire public enterprise sector and of the financial sector, certain
enterprises had been classified as nonperforming, to which credit would be
curtailed. In fact, many of those enterprises had already been closed; it
had not been a question of gradually stifling such enterprises.

The staff, in agreement with the World Bank staff and the authorities,
had decided upon a bell-curve shape for the implementation rate of the
public investment program, the staff representative noted, with some
increase in investment in 1989, a further Increase in 1990, but with some
decreases thereafter.

Although there appeared to be some inconsistency in including a line
item for the FNUP in the statistical tables when in the text of the paper
that entity was sald te have been dissolved, the staff could assure Direc-
tors that the FNUP had been abolished, the staff representative explained.
The line item had been included only for purposes of comparison with
statistics of the previous year.

A technical assistance mission from the Fiscal Affairs Department had
done some work on decreasing export taxes, and the findings of that mission
were to be implemented with the 1990 budget, the staff representative
concluded.
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Mr. Mawakani said that many factors lay behind the unsatisfactory rate
of economic growth over the previous years, the most important of which had
been poor weather conditions. Over the previcus 3-4 years, the agricul-
tural sector had been affected by either dro
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ght or cyclones. Another
factor had been lack of imported inputs because of the shortage of foreign
exchange. which had had a significant impact on the industrial sector. The
economy’s lack of responsiveness to market signals may have exacerbated
those negative factors, as well. With improved weather conditions in the
first half of 1989, the structural measures that had been introduced by the
authorities over the previous two years, and with the expected adequate
amounts of ewternal finance, growth should increase at a faster rate in the

future,

Significant progress had been made in the rehabilitation of the public
cibterprise sector, Mr. Mawakani went on, and would be accelerated, because
of the authorities’ desire to direct the cconomy toward greater market
orientation. Howewer, the authorities were cautious about excessive
speed in that regard, first, bhecause of the social impact of the changes.
Second, there had been a paucity of investors in the private scctor to take
up some of the public enterprises. Because investors had been aware of the
requirement that the Government undertake divestitures under the structural
adjustment program, the Covermment was wary of conducting fire sales of
enterprises at any price. The Covernment believed that privatization
should be done in an orderly way, without incurring additional, and unne-
cessary, losses. An ad hac committee of the Interior Ministrv, under the
authority of the Prime Minister, and with private sector participation, had
been established to manage the liquidation and divestiture process.

He wished to reiterate the firm commitment of the Malagasy authorities
te the structural adjustment program, Mr. Mawakani concluded.

The Chairman commented that he had had the privilege of visiting
Madagascar with Mr. Mawakani in December 1988. He had had a long discus-
sion with the Council of Ministers about the policy framework paper. He
had noted the tremendous difficulties the authorities faced, as well as
their remarkable dectermination to proceed with structural adjustment.

Madagascar was one of the poorest economies in the world, and an
island economy with unique problems, the Chairman continued. It was a case
of a strongly centrally planned economy being turned, with equal if not
greater strength, toward a market orientation. The authorities had to
confront all of the tensions that were inevitable 1n the process of such a
transformation. Moreover, the economy had a poor rescurce base, with an
underdeveloped infrastructure that made bottlenecks in many areas of the
economy unaveidable.

The Board could be assured of the seriousness with which the Prime
Minister and other key authorities appreached the program and their commit-
ment to moniter it closely, the Chairman said. The policy framework paper
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was the key action-oriented dmcument for the country, the basis for a
program of structuval adjustment thalt was not simply a rcform, but an
economic revolution.

The tecord of the program so Far had been good, the Chaivrman wenc on.
It was to be hoped that the program to be supported by the enhanced struc-
tural adjustment facility would serve as the catalyst for broader inter-
national support. Because the following three vears would be crurcial,
it would be essential that a convinuing dialogue between the Fund and
Madapascar be maintained, through the establishment of a resident represen-
tative post, whicl he welcomed. The staff’'s statistics and projections
were but an outward manifestation of the extraordinary economic transition
that was taking place in Madagascar.

The Executive Board then took the following decisions:

Exchange System

Madagascar maintains restrictions on pavments and transfers
for current international transactions as last described in
EBS/88/145 and SM/88/155. in accordance with Article XTIV, Sec-
tion 2, except that the specific limits on the availabilicy of
foreign exchange for certain invisible pavments are subject
to Fund approval under Article VITI, Section 2¢a). The Fund
approves the retention of these restrictions bv Madagascar until
December 31, 1989, or the completion of the midterm review of
the requested first-vear anmual arrangement under the enhanced
structural adjustment facility, whichever is earlier.

Pecision Mo, 9148-08Y%755), adoprted
Mav 15, 1989

Enhanced Structural Adjustment Arrangement

1. The Covernment nof Madagascar has requested a three-year
structural adjustment arrangement under the enhanced structural
adjustment facility, and the fiyst annual arrangement thereunder.

A The Fund uwotes the updated policy framework paper for
Madagascar set forch in EBD,89/113.

3. The Fund approves the arrangements set forth in
EBS/89,/80, Supplement 1.

Decision Na, 9149-(B9535)1, adopted
May 15, 1989
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DECISIONS TAKEN SINCE PREVIOUS BOARD MEETING
The following decisions were adopted by the Executive Board without
meeting in the period between EBM/89/54 (5/15/89) and EBM/89/55 (5/15/89).

3. EXPERT GROUP MEETING ON FINANCIAL FLOWS AND BALANCES - RELEASE
OF REPORT

The Executive Board approves the proposal to transmit the
report on the meeting of the Expert Group on Financial Flows and
Balances as set forth in SM/89/78 (5/5/89).

Adopted May 15, 1989

4. EXECUTIVE BOARD TRAVEL

Travel by an Assistant to Executive Director as set forth in
EBAP/89/124 (5/10/89) is approved.

APPROVED: December 12, 1989

LEO VAN HOUTVEN
Secretary






