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1. GABON - STAND-BY ARRANGEMENT

The Executive Directors considered a staff paper on Gabon'’'s request
for an 18-month stand-by arrangement in an amount equivalent to SDR 43
million (EBS/89/169, 8,/23/89).

Mr. Mawakani made the following statement:

As Directors are aware, Gabon--whose economy rests largely
on oil resources--has been faced since 1986 with a profound
economic crisis arising from the fall in world oil prices. The
drop in oil revenues has led to a drastic contraction of GDP and
a substantial deterioration of domestic and external balances
and has brought into focus the structural weaknesses of the
Gabonese economy.

The authorities reacted immediately to the crisis by
adopting an adjustment program for which they subsequently
requested Fund support. This program had two broad objectives:
re-establishing domestic and external equilibria within the
context of sustained economic growth, and reducing the vul-
nerability of the economy to exogenous shocks through a policy
of economic diversification.

Despite some slippages in implementation, the program,
which covered the period from December 1986 to December 1988,
produced important results. In the fiscal area, thanks to the
application of budgetary austerity measures--including a cutback
in both current expenditure, notably the wage bill, and capital
expenditure, together with the adoption of measures aimed at
improving the management of public resources--the budget defi-
cit, on a commitment basis, was curtailed, from 14.9 percent of
GDP in 1986 to 8.9 percent of GDP in 1988. At the same time, in
the external sector, despite unfavorable conditions in the oil
market, the current account deficit was reduced appreciably,
from roughly 32 percent of GDP in 1986 to about 19 percent of
GDP in 1988. Moreover, the rate of inflation as measured by the
consumer price index is estimated to have fallen from 6 percent
in 1986 to a negative figure in 1988.

Significant results have also been obtained in the imple-
mentation of structural reforms, particularly in the public
enterprise sector and in the liberalization of the economy.
Several measures have been implemented within the framework of
the World Bank'’s structural adjustment loan, aimed at rehabil-
itating the public enterprise sector through reorganization,
privatization, and liquidation. Moreover, to improve the
efficiencv of the economy and to revitalize the private sector,
the Government has liberalized imports and prices and undertaken
a review of the labor and investment codes.




Despite these achievements, my Gabonese authorities believe
that much remains to be done in order to overcome the current
imbalances facing the Gabonese economy. In this context, they
have decided to remain steadfast in the pursuit of their adjust-
ment efforts by implementing a new financial program for which
they are requesting Fund assistance. This program, which covers
the period September 1989 to March 1991, has the following
objectives: promoting overall economic growth of 5 percent in
1989 and 6 percent in 1990; containing the rate of inflation at
3 percent in 1989 and 2 percent in 1990; and reducing the
external current account deficit from 18.7 percent of GDP in
1988 to 11.0 percent in 1989 and 5.2 percent in 1990.

To achieve these macroeconomic objectives, my Gabonese
authorities will continue to base their strategy on containment
of domestic demand and the implementation of structural mea-
sures, including the promotion of the private sector and the
rehabilitation of public enterprises.

In the fiscal sector, significant measures have been
implemented within the framework of the revised 1989 budget.
These measures, which are described in detail in the aide-
mémoire annexed to the staff paper, are intended to increase
revenue and to reduce expenditure. On the revenue side, excise
taxes have been increased, a "solidarity tax" on all wages
and salaries has replaced the compulsory loan on salaries and
corporate sales, and tax collection efforts have been strength-
ened. On the expenditure side, the wage bill will be limited
to CFAF 104 billion in 1989 and held at the same level in 1990.
A committee has been set up under the Minister of Finance to
monitor closely outlays on goods and services, which will be
reduced by about 5 percent in 1989. The level of capital
expenditure has been fixed on the basis of the availability of
domestic and external resources, and the choice of projects will
be based on the rate of return of investment. These measures,
which will extend into 1990, are expected to bring about a
reduction in the budget deficit to 4.7 percent of GDP in 1989
and 2.5 percent of GDP in 1990.

In support of fiscal adjustment, the authorities intend to
pursue prudent monetary and credit policies consistent with the
domestic and external objectives established in the program.
Moreover, to promote domestic saving, the authorities will
pursue an active interest rate policy.

The improvement in the external accounts is expected to
occur as a result of, first, the implementation of the demand-
management measures included in the program and, second, the
increase in o0il export receipts projected for the short term.
Over the program period, however, the overall balance of pay-
ments will show a sizable financing requirement, which the
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authorities expect to cover through reschedulings from official
creditors and commercial banks and through exceptional financing
for which firm assurances have already been obtained.

While 'recognizing the dominant role of the oil sector in
the economy, the authorities have, nevertheless, with assistance
from the World Bank and the African Development Bank, undertaken
a series of structural reforms aimed not only at the reorganiza-
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lization of the non-oil sector and the strengthening of the
competitiveness of the economy. A number of measures have been
launched since 1987 to rehabilitate the public enterprise
sector. It has already been decided to close several economi-
cally unsound or unprofitable enterprises, and reorganization
actions are under way for enterprises that are potentially
profitable or that belong to key sectors of the economy. For
the latter--including in particular the national airline

Alr Gabon, the railway company OCTRA, and the power and water
distribution company (SEEG)--contract programs have been signed
with the Govermment, setting the terms for their management and
financial rehabilitation.

As regards structural reforms in the non-oil sector, one of
the objectives of the authorities is to reduce the high factor
costs that block the sector’'s expansion and competitiveness. To
this end, and as stated in the aide-mémoire, the authorities
have decided to undertake a study of the structure of costs in
the Gabonese economy and in the timber sector, in particular.
The conclusions are expected by end-June 1990. Another study is
planned on the agricultural producer pricing system, with a view
to encouraging coffee and cocoa exports. Based on the findings
of these studies, a program of action will be implemented by
the authorities in 1990. At the same time, the authorities
are finalizing the new investment and labor codes, which are
expected to promote investment in the non-oil sector and estab-
lishment of small and medium-sized enterprises, as well as to
increase labor market flexibility.

In conclusion, the Gabonese authorities are convinced that
the measures contained in the program will contribute to solving
the current economic and financial problems facing the country.
While determined to pursue their adjustment efforts, they would
nevertheless like to emphasize that the success of the program
will depend critically on effective support from the interna-
tional financial community.



de the fellowing s

This chair welcomes Gabon’s request for a stand-by arrange-
ment as evidence of the authorities’ commitment to giving an
appropriate response to the need to stabilize the Gabonese
economy. Indeed, it is clear that the difficulties encountered
during the implementation of the 1986-88 program were due
largely to the fact that the prescribed measures were not fully
implemented. Therefore, we commend the authorities for having
resumed sound macroeconomic and structural policies elaborated
in close collaboration with the staff. Moreover, the favorable
short-term prospects for oil exports should be regarded as an
opportunity to strengthen the Gabonese economy in a durable
manner. Firm adherence to this program will undoubtedly attract
the necessary support of the international financial community.
In this respect, my authorities are well aware of the situation
and will follow developments closely.

This program strengthens the fundamental reorientation of
the authorities’ policy stance, which emphasizes macroeconomic
policies as well as structural reform. Concerning macroeconomic
policies, improving public finance as a whole is critical to the
successful outcome of this program. In this respect, we welcome
the measures adopted recently to increase the share of non-oil
fiscal revenues. Too much reliance on the oil sector was a
structural weakness of the Gabonese budget in the past, as
illustrated by the slippages that occurred. Reducing excep-
tional tax exemptions as well as increasing specific taxes and
streamlining income taxes constitute a sound rationalization of
the revenue structure. We also commend the decision to discuss
with the Fund the appropriate use of possible excessive oil
Tevenues.

On the expenditure side, one cannot overemphasize the
paramount importance of reducing the wage bill. We strongly
encourage the authorities to pursue the measures undertaken to
reduce high salaries, with a view to equitable sharing of the
overall adjustment burden. It is clear that this policy should
be complemented by a freeze in the number of civil servants. 1In
this context of austerity measures, close attention should also
be given to transfer and subsidy developments as well as goods
and services expenditures. The investment program should be
revised to complement the general restructuring of public
finance for a better allocation of resources.

As regards monetary and credit policies, the authorities
should rely on a prudent demand-management stance. In this
respect, we welcome their intention to have only moderate
recourse to government bank financing. However, some concerns
remain about the settlement of arrears vis-a-vis the banking
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system, and comments from the staff would be appreciated on this
matter. We note that, thanks to the stable financial environ-
ment, interest rates are positive.

Stringent budgetary and credit policies are consistent,
in our view, with the objective set in this program to reduce
further the current account deficit. Exceptional debt resched-
uling during the program will contribute to its successful
outcome and to the attainment of a viable balance of payments
by 1991, as underlined by the staff.

We agree with the staff’s analysis of structural reforms.
There is no doubt that improvement of the overall competitive-
ness of the economy is urgently needed. Identifying the weight
of factor costs in the different sectors of the economy is a
first and indispensable step, and we welcome the study that will
soon be undertaken. However, it is necessary to address rapidly
the present impediments to establishing a proper business
climate. In this respect, progress already achieved in the
areas of price liberalization and tariff reform is encouraging,
but this progress must be strengthened through the adoption of
the new investment and labor codes, which will boost the par-
ticipation of the private sector.

We are also pleased that the authorities are committed to
pursuing the reform of the public enterprise sector with the
assistance of the World Bank and the African Development Bank.
We hope that, in focusing on a few strategic enterprises, the
momentum of the rehabilitation process will be strongly sus-
tained. In this respect, we would like to draw the staff's
attention to the fact that the cost of the public enterprise
sector seems to have been assessed according to the donors’
likely participation rather than to the real needs of the
sector. Some comments from the staff on this issue would be
welcome, given the consequences on public finance.

In spite of the progress already achieved, further efforts
are needed to keep up the momentum of this program. Once again,
we urge the authorities to take advantage of the present favor-
able situation to remain steadfast in the pursuit of their
adjustment endeavors. This is the sine qua non for strengthen-
ing the economy in a durable manner. With these considerations,
we have no difficulties in supporting this request.

Mr. Monyake made the following statement:

The dominance of the o0il sector, reflecting the lack of
diversification, and high labor costs have been the main weak-
nesses of the Gabonese economy. These weaknesses were high-
lighted in 1986 when the severe deterioration in Gabon’s terms
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of trade resulted in a reversal of the buoyant economic growth
that was sustained during the early 1980s. Although significant
progress was achieved in the context of the 25-month stand-by
arrangement adopted at the end of 1986, results were less than
satisfactory. Budgetary expenditure overruns were significant
and the external current account deficit widened owing mainly
to deteriorating terms of trade, reflecting, in part, unfavor-
able petroleum prices. Against this background, we are pleased
to note the authorities’ determination to continue the adjust-
ment process via an economic and financial program for 1989-91.

The objectives of the program are set in a medium-term
context, and they seem to be targeted in the right direction--a
return to a viable balance of payments position and a recovery
in economic growth. Although we applaud the adjustment, we
remain concerned that high factor costs are expected to continue
to constrain economic diversification in the medium term. The
projections given in Table 7 of the staff paper show the con-
tinued dominance of o0il exports in Gabon. Economic growth and
prosperity in Gabon are thus expected to remain at the mercy
of developments in world oil prices. In this respect, we are
pleased by assurances that deviations from oil price projections
in excess of $2 a barrel will trigger consultation with manage-
ment on appropriate readjustment. However, for the restructur-
ing of the economy to bring about meaningful diversification,
it appears necessary for the authorities to implement a longer-
term structural program rather than a program for the stand-by
arrangement period. I would appreciate comments by the staff
or Mr. Mawakani on this view, although we note that studies
are under way to examine avenues of labor cost reductions and
diversification in production. A crucial aspect of the adjust-
ment program is the fiscal area. We welcome the prompt adoption
of revenue-enhancing and expenditure-reduction measures envis-
aged under the program. The reform measures adopted by the
authorities in the public enterprise sector are commendable and
appropriately geared toward reducing budgetary subsidies and
making the entities economically efficient. We encourage the
authorities to continue their efforts. In the monetary sector,
we note the restrictive credit policy necessary to achieve the
budgetary objective and to contain inflation.

In sum, we are convinced of the appropriateness of the
financial and economic policies envisaged under the 1989-91
program and, more important, we believe that the Gabonese
authorities are committed to implementing these policies and
will undertake any necessary measures to avoid recurrence of
slippages such as those of 1988. The reviews incorporated in
the stand-by arrangement are adequate to ensure that the program
remains on track. We therefore support the proposed decision.
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Mr. Enoch made the following statement:

I welcome Gabon’s request for a stand-by arrangement
designed to stabilize the economy at the present critical
juncture. The proposed program aims not only to reverse the
policy mistakes seen in 1988 and to reduce the resulting
domestic and external imbalances, it also seeks to ensure
that appropriate use is made of the significant growth in oil
receipts expected this year and next--to ensure, in the staff’s
words, that there is no recurrence of the "petroleum syndrome."

As the staff paper makes clear, the performance of Gabon's
economy in 1988 was extremely disappointing, coming on top of
the deep recession of 1987. In particular, significant slip-
pages were seen in both monetary and fiscal policy, and this
overexpansionary macroeconomic stance led directly through to
the external sector. As a result, the current account deficit
overshot the program target by a wide margin, rising to the
unsustainable level of nearly 19 percent of GDP. In addition,
little progress was made in the structural area--public enter-
prise reform was put on ice, value added in the main non-oil
sectors declined or stagnated, and there was further upward
drift in the wage bill.

Against this unpromising background, the new program
rightly focuses on the overriding need to restore discipline
to financial policy and to support this prudent macroeconomic
framework with measures to improve the competitiveness and
responsiveness of the economy. Within its constraints, the
program seems well designed. Indeed, it is particularly welcome
to note that even under the staff’s worst case scenario for
world oil prices, the.program--if fully implemented--is expected
to deliver external viability over the medium term.

As the paper argues, fiscal adjustment is central to the
program’s success. In 1988, the full extent of Gabon’s underly-
ing fiscal imbalance was somewhat obscured by the very sharp
fall in capital spending, associated with slippages in the
structural reform program. Over the next few years, however,
the authorities will need to focus their efforts on curbing
current expenditure and reforming the tax system.

The new program makes a good start in both areas, although
there is considerable scope for additional adjustment. It is
notable, for example, that despite the significant fall in the
price level over the past two years, the Government's wage bill
has been held broadly constant in nominal terms and last year
absorbed nearly 11 percent of GDP. Given that civil servants in
Gabon are still the highest paid in sub-Saharan Africa, it is
absolutely critical that the target for the wage bill finally
agreed under the program be closely monitored and strictly
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adhered to. It is disappointing that the introduction of
mandatory retirement at age 55 could not have been accompanied
by a freeze on recruitment. And the staff paper notes that in
1988, in order to coordinate the reform of other ministries, a
new ministry was established. I would be interested to hear
whether the staff was in favor of this bureaucratic expansion.

On the revenue side, while useful progress is envisaged
under the program, a more thoroughgoing tax reform program might
yield higher revenues at lower cost over the medium term. I was
particularly struck by the extreme volatility of oil revenues,
which appear to bear little or no relation to the level or value
of oil production. In addition, I wonder whether there is any
prospect of rationalizing the current system of direct taxa-
tion--at present, there seems to be not only a basic income tax
but also an income tax surcharge, in addition to the new soli-
darity tax.

As in all CFA franc zone countries, fiscal adjustment must
be at the heart of Gabon's stabilization program. Indeed, the
deflationary policy stance imposed upon CFA zone members by the
maintenance of the current exchange rate parity is well exemp-
lified by Gabon’'s experience in recent years. As Chart 1 of the
staff paper demonstrates, since 1984 the authorities have been
faced with a sustained appreciation in the nominal effective
exchange rate. In these circumstances, the maintenance of real
competitiveness has required sharply deflationary conditions,
reflected in the astonishing collapse in nominal GDP since 1985.

Once again the staff paper is completely silent on the
advantages and disadvantages for Gabon of the existing CFA franc
zone regime, despite the crucial role it plays in setting the
reform agenda and policy options for the country, and the strong
deflationary impulse it gives to the adjustment process. The
staff notes that the authorities are undertaking a comprehensive
examination of the cost structure of the economy, but it is
unclear whether this is to cover the key issue of the exchange
rate. I wonder whether the time has not come to have a full
Board discussion on the issue, given the major imbalances
currently confronting several members of the Banque des Etats de
1"Afrique Centrale (BEAC), particularly the other oil exporters
such as Cameroon and the People’s Republic of the Congo, and the
difficulties of combining a fixed nominal exchange rate with
growth-oriented adjustment. If the monetary and exchange rate
policies pursued by the BEAC cannot be reviewed or appraised in
the context of individual country discussions, then a more
general, regional review would seem to be the best alternative.
The staff conducted a very thorough study of the CFA franc zone
a few years ago, but times have moved on--the real oil price,
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In the meantime, the Gabonese authorities will need to find
less direct ways of maintaining competitiveness in an attempt
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useful start was made last year with the elimination of profit
margin controls on a number of products, and this has recently
been extended through further deregulation and trade liberali-
zation. 1In addition, the authorities’ decision to adopt a law
on competition is welcome, although I would be grateful to hear
from the staff how this will work and whether it was implemented
by end-August as scheduled. It may be very difficult to impose
competition from above--genuine competition may well take root
only when significant capital, money, and labor market restric-
tions are eliminated. 1In this context, I would be interested to
hear from the staff whether credit flows in Gabon are market
based or determined by more dirigiste allocation methods, such
as quantitative ceilings.

Hand in hand with these general measures to improve the
competitiveness and the responsiveness of the economy, the
authorities need to press ahead with their efforts to expand
Gabon'’s export base. For the foreseeable future, it is clear
that Gabon will remain overwhelmingly dependent on oil. Indeed,
as Mr. Monyake has noted, under staff projections, oil exports
are still expected to account for 73 percent of total export
receipts in 1995--precisely the same proportion as in 1989,
despite the recent elimination of most non-oil export duties
and the planned comprehensive study of the economy'’s entire
cost structure. Certainly, over the medium run, part of the
answer to Gabon's problems will lie in the revitalization of the
agricultural sector, reversing the rural exodus associated with
the first o0il boom. This in turn will require a shift in
relative prices in favor of the rural sector, to be achieved
by squeezing nonagricultural wages and ensuring that adequate
producer prices are in place. It is notable in this connection
that Gabon currently imports roughly 50 percent of its food
requirements.

In the short term, however, Gabon's prospects will depend
critically upon the world oil markets and on how efficiently
the expected surge in o0il receipts is utilized. In this con-
text, I was a little surprised by the staff suggestion that if
oil prices turn out to be weaker than currently expected, the
investment program would take the strain. This view, together
with the emphasis placed by the staff on the need for "quick-
yielding” public investment projects, does not give much comfort
that the current oil expansion will pave the way for a more
durable recovery in Gabon’'s fortunes.
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The program envisages that 1
barrel below the price assumed in the program, consultations
with management will be triggered. This is welcome and gives
sone assurance that developments in the oil market will not
blow the program off track. However, equally important for the
program targets is the assumption that Gabon’s oil output and
sales can be dramatically increased over this year and next.

But this in turn rests on the assumption that OPEC will agree

to increase Gabon’s quota, perhaps by as much as 40-50 percent.
I would have thought it rather unlikely that OPEC would be pre-
pared to sanction a 50 percent increase in quota for any one
country. In these circumstances, Gabon would be able to achieve
the export levels assumed in the baseline only by producing well
above quota. Is this what the staff expects? I hope that, if
Gabon's o0il output falls below the assumed level, this too will
trigger consultations with management. With these comments I

can support the proposed program.

Mr. Al-Jasser made the following statement:

I welcome the renewed efforts by the Gabonese authorities
to adjust the economy in response to lower export earnings. I
hope that they will have greater success in the implementation
of the proposed adjustment program than they had during 1986-88.
The previous program had incorporated appropriate measures aimed
at containing the growth in aggregate demand and facilitating
the diversification of the economy. However, its mixed results
reflected, in large part, difficulties in implementation,
particularly the less rigorous control of public sector expen-
ditures in the face of revenue shortfalls. In the process,
domestic economic activity contracted without resulting in a
commensurate improvement in the external current account, while
external debt rose.

The primary thrust of the new program is, quite appropri-
ately, directed at reducing public sector financial imbalances.
This will be supported by structural measures for reforming the
public enterprises, by domestic economic liberalization that
will encourage private sector participation, and by the reduc-
tion of labor costs to promote competitiveness. Therefore,
and in view of the experience with the previous program, the
authorities will need to pursue resolutely monetary discipline,
government expenditure containment, and public enterprise
reform. However, caution should continue to be exercised to
avoid adjustment through excessive reduction in capital expen-
ditures. The authorities will need to scrutinize such expendi-
tures closely to ensure quality investment and growth. It is
gratifying to note that much-needed civil service reforms and
wage restraint are being implemented to contain the wage bill,
a policy crucial to restore Gabon's competitiveness. I would



appreciate staff comments on the steps that the authorities can
undertake to protect competitiveness, in the absence of addi-
tional wage adjustments.

Given' the extended period required for the effective
implementation of parastatal reforms, I urge the authorities to
implement such measures without delay. In this context, the
continued and close collaboration of Gabon with the World Bank
and the African Development Bank will be of particular impor-

tance and benefit. I would appreciate learning from the staff
the extent to which measures have already been implemented and
the timetable contemplated for the remaining measures.

In view of the expected increase in debt-service payments
in the medium term, and despite the potential easing of oil
receipt constraints, the authorities should continue to exercise
restraint on foreign borrowing. In addition, they should imple-
ment a growth strategy characterized by greater emphasis on
domestic savings and export diversification. 1 hope that the
pursuit of structural reforms will facilitate a greater role for
private investment in the medium term and lay a solid foundation
for self-sustaining growth. I support the proposed decision.

Mr. Ghasimi said that he was pleased to note that the Gabonese
authorities were actively pursuing their adjustment efforts despite the
economic difficulties encountered during the 1986-88 program. Indeed,
heavy external debt, limited manpower, and high labor costs had undermined
the progress initially contemplated by the authorities. The 1989-90
program aimed at improving the external current account, fostering growth
in the non-oil sector, and limiting inflation.

The success of the 1989-90 program required the adoption of a com-
bination of demand-management and structural policies, Mr. Ghasimi con-
tinued. Appropriate incentive measures to promote private sector activity
and implementation of reforms in the public enterprise sector were impor-
tant. He welcomed the budgetary and tax measures, aimed at improving the
fiscal performance, and measures to establish a sound public investment
program in order to promote productive investment and to improve the
economic infrastructure needed for the better functioning of the economy.
Maintenance of positive interest rates would assist the authorities in
fighting capital flight and stimulating savings, which were at a low level
in Gabon.

The authorities had already taken some measures to improve the
external account position, Mr. Ghasimi remarked. However, further mea-
sures were needed to enhance the competitiveness of the economy. Further-
more, to reduce Gabon's dependency on the o0il sector, which was the main
source of export revenues, it was vital for the authorities to diversify
the economy. In that connection, he was aware of the authorities’ deter-
mination to implement the necessary measures. The studies and the program
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rescheduling with the Paris Club and commercial banks, and he hoped that
the Gabonese request would receive a timely and positive response.
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Mr. Yoshikuni made the following statement:

Like other developing countries whose economies are heavily
dependent on oil products, Gabon has suffered from the downward
trend of oil prices since 1986. Furthermore, investment policy
since the beginning of the 1980s, based on an optimistic assump-
tion for oil prices, had made the Gabonese economy more vulner-
able to an adverse external environment. As the staff paper
clearly illustrates, the 25-month economic program supported by
the previous Fund stand-by arrangement did not bring about a
substantial improvement in the Gabonese economy, mainly because
the authorities failed to fully implement the program owing to
an expansionary macroeconomic policy and a lack of effective
monitoring skills.

Against this background, I welcome the new stand-by
arrangement in support of a program that includes a number of
structural measures. Given the difficulties facing the Gabonese
economy, however, there is no room for complacency. The author-
ities are urged to implement the program without any slippages,
thereby paving the way for the restoration of a viable external
position in the 1990s.

In view of the uncertainty regarding oil prices, the
authorities should be prepared to take strong additional mea-
sures 1f the external environment turns unfavorable. In fact,
the staff’s medium-term scenario assumes a substantial increase
in oil exports after 1990, and that assumption is the key to
restoring a viable external position and consolidating the
fiscal position. A deviation from this assumption would,
therefore, necessitate a prompt change in the adjustment policy.
In this connection, I am pleased to note that the program
incorporates a contingency consultation mechanism in the event
of an unexpected change in oil prices.

With respect to fiscal policy, I attach particular impor-
tance to ongoing efforts aimed at reducing wage bills, includ-
ing a general freeze on the number of civil servants. On the
revenue side, the introduction of a solidarity tax is particu-
larly welcome, although further efforts aimed at a comprehensive
income tax are warranted. In the medium term, however, as 1
already noted, the improvement in the fiscal position will be
crucially predicated upon a very high increase in o0il revenue,
with the share of non-oil revenue in overall central government
revenue declining constantly. Thus, the medium-term fiscal
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further strengthen non-oil revenue. I therefore look forward to
new revenue measures by the time of the first review under the
stand-by arrangement.

W]

On structural policy, I agree with the staff that there is

a clear need to strengthen the competitiveness of the Gabonese
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economy. Given the CFA franc flxed exchange rate system,
however, there is no scope for a flexible exchange rate policy.
Like Mr. Enoch, I would appreciate the staff’'s comments regard-
ing the implication of the CFA franc system on the Gabonese
economy. Having said that, under the current system, a sig-
nificant cost reduction through wage constraint is necessary to
restore the cost structure consistent with the world prices of
Gabon's primary export goods. Also, the importance of increas-
ing non-oil exports cannot be overemphasized. The medium-term
scenario clearly shows that, even assuming a substantial
increase in o0il exports, the external viability of the Gabonese
economy crucially depends on the smooth flow of foreign aid,
including sufficient debt relief. This situation underscores,
in turn, the importance of maintaining the confidence of the
international financial community and, therefore, the need to
fulfill the objectives of the adjustment program.

It is difficult to separate the monetary policy of Gabon
from that of the regional central bank, the BEAC. I would ask
the staff, therefore, how, and to what extent, the central bank
takes into account the economic situation of individual coun-
tries in formulating its overall credit policy. Conversely,
how do the Gabonese authorities manage to control credit if
there is an exogenous change in the policy of the BEAC?

Given the insufficient results of the preceding stand-by
arrangement, I once again urge the Gabonese authorities to
implement fully the adjustment policies under the new stand-by
arrangement. I support the proposed decision.

Mr. Zhang stated that he supported the proposed decision. The basic
objectives of the 1989-90 program were to reduce the external current
account deficit, contain the rate of inflation, and achieve a modest
growth in the non-oil sector. The program involved a number of demand-
management and structural measures,

He had noted with interest that both the Gabonese authorities and the
staff shared the view that the key element of the program would be fiscal
adjustment, Mr. Zhang said. He welcomed the measures taken by the author-
ities in that respect. At the same time, as political stability was a
basic guarantee for the smooth implementation of the program, it was
important to be sensitive to social tolerances and pressures when under-
taking relevant administrative measures. Therefore, he commended the
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authorities for the strong steps already taken in their adjustment effort
and for their continued and consistent actions to bring about successful
adjustment. In that connection, it was crucial for the international
community and the commercial banks to render timely debt reduction support
and adequate financial assistance.

Mr. Kleine commented that the program before the Board deserved
support. If the prescribed measures were fully implemented, medium-term
balance of payments viability should be within reach. Given the promising
prospects for full financing, outright approval of the arrangement
appeared in order.

He broadly shared the thrust of the staff appraisal and the comments
of previous speakers, Mr. Kleine continued. Considering the insufficient
coverage of the important issue of exchange rate policy in the staff
paper, he could not but endorse Mr. Enoch’s position on that point.
Indeed, surveillance over members’ exchange rate policies, which was the
major responsibility of the Fund, needed to be conducted in a balanced and
comprehensive manner. Therefore, the staff should include as a matter of
course an appropriate discussion of exchange rate policy, and accordingly,
there was no scope for special treatment of certain members.

He was impressed by the highly pragmatic manner in which the staff
and the authorities intended to respond to unexpected deviations from the
export price of o0il assumed under the program, Mr. Kleine remarked. That
simple and straightforward approach to external contingencies seemed to
offer advantages over the highly complicated procedure under the compen-
satory and contingency financing facility.

In general, the outcome under the 1986-88 program had been disap-
pointing, Mr. Kleine observed. Thus, it appeared appropriate and neces-
sary that important prior actions had been taken and that three reviews
had been scheduled to strengthen the monitoring of the present program.
Program monitoring and implementation could also benefit from improvement
in the statistical data base. The Fund had provided Gabon with short-term
technical assistance in various fields in the past, and bearing in mind
the weak administrative capacity of the authorities, more needed to be
done. He supported the proposed decision.

Mrs. Hansen made the following statement:

We agree with most of the staff’s analysis and support
Gabon’'s request for a new stand-by arrangement. Gabon clearly
faces a difficult situation, suffering, as the staff paper puts
it, from the effects of the "petroleum syndrome." The previous
Fund stand-by arrangement had aimed at correcting the economy’s
external and internal imbalances through demand-management
measures and through structural reforms designed to diversify
the economy away from the oil sector. Partly owing to a short-
fall in petroleum export earnings and to a relaxation of fiscal
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and monetary discipline, performance under that arrangement in
1988 had been disappointing, notwithstanding some structural
measures undertaken to streamline public sector enterprises.
Although Gabon’'s circumstances might well have become much worse
without that stand-by arrangement, it is questionable how much
progress was actually achieved in accomplishing one of the
program’'s principal aims, that of diversifying the economy and
thereby laying the basis for sustained growth.

The authorities’ decision to step up adjustment under a new
18-month stand-by arrangement is commendable, and we welcome the
prior actions, which, we hope, will establish the momentum that
seemed to be lacking in last year’s performance. As in other
programs where the number of policy tools is limited, a restric-
tive fiscal policy will be especially important for the overall
success of the program.

On several occasions over the past few years, this chair
has expressed concern about the impact of high labor costs on
Gabon's competitiveness in the non-o0il sector. We are pleased
to see that this problem is explicitly recognized in the staff
paper and that various measures are being taken, not only to
restrain domestic wages but to increase competitive pressures
on costs, liberalize trade, reduce anticompetitive practices,
and increase labor mobility. While these measures are needed
and, indeed, welcome features of the program, we continue to
wonder whether the authorities should not also be considering,
within the context of the monetary union, some adjustment in the
exchange rate.

Absent some exchange rate change, it would appear that
improvements in Gabon’s external competitiveness can occur only
by further compressing domestic demand and forcing downward the
movement in domestic prices and nominal wages. While restrained
domestic demand and further structural change are certainly
warranted in any case, an important question remains as to
whether Gabon can indeed become competitive through domestic
policies alone. Achieving this would require, among other
steps, the successful implementation of measures to increase
factor productivity, eliminate anticompetitive and inefficient
practices in the commercial sector, and reduce labor costs in
the public and private sectors, as well as completion of a major
restructuring of the public sector enterprises. While Gabon
should certainly continue to strive to achieve these goals, it
would be unrealistic to expect such changes to take place
overnight.

From this perspective, we are disappointed that the
exchange rate issue receives so little attention in the staff
paper, which simply notes that the real effective exchange rate
depreciated by a cumulative 5.5 percent between 1984 and 1988
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and by 13 percent in 1988. However, the calculation of the real
effective rate has evidently been made on the basis of a con-
sumer price index that, as the staff observes, is based on old
household survey data and outdated weights, is limited in geo-
graphic coverage, and is no longer representative of the con-
sumption pattern. Although there may not be any more reliable
indicator of domestic price movements available, the dubious
quality of this index does cast doubt on the validity of the
real effective exchange rate calculation. For example, had the
staff used the also inadequate consumer price index for middle-
income Libreville, which showed prices rising by 5 percent in
1988, rather than declining by 7.2 percent, the picture would
have loocked somewhat different. Chart 1 in the staff paper also
shows that, data problems aside, the real effective exchange
rate is lower now than it has been at any time in the last
decade or more. Yet this does not address the question of
whether the exchange rate has actually been at an appropriate
level during this time.

We see no alternative but for Gabon to redouble its efforts
to strengthen fiscal and monetary discipline and continue
structural adjustment. These are prerequisites for effective
adjustment in any case. However, we continue to question
whether Gabon’s prospects would not be considerably brighter
if some exchange rate adjustment were also part of the policy
prescription.

As Mr. Enoch has pointed out, this issue is not confined to
Gabon, although this country does seem to present an especially
vivid example of the adjustment problems faced by a number of
countries in similar circumstances. In fact, this chair has
often noted the additional burden placed on fiscal policy when
exchange rate adjustment is not among the range of available
policy tools. Therefore, we fully support Mr. Enoch’s proposal
that the Board take an early opportunity to discuss monetary,
exchange rate, and competitiveness issues in the CFA franc zone.
Meanwhile, we support the proposed decision.

Mr. Morshed made the following statement:

Recent developments in Gabon highlight the difficult
economic situation facing the country as well as its continued
vulnerability to movements in the international price of oil.
Slippages in the implementation of measures under the 1986-88
program have served to delay the adjustment process, necessi-
tating a renewed and prolonged adjustment effort. The prior
actions required for the program being considered today, par-
ticularly the adoption of the supplementary budget law, are
indicative of the resolve of the Gabonese authorities to
take the measures that are required to achieve a viable and
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growth in the non-oil sectors I also welcome the proposed
studies on the cost structure of certain sectors of the Gabonese

economy. However, the benefits of such structural measures
typically accrue over the medium term. Indeed, many of Gabon's
problems appear to be medium term in nature.

Second, the design of the program recognizes the desta-
bilizing influences of adverse oil price movements on Gabon's
developmental prospects through the consultative process that
has been agreed upon between the Fund and Gabon. I would only
like to underscore the need for the level of external capital
flows to be commensurate with any adverse oil price movements.

I wonder whether the staff has discussed the possible use of the
compensatory and contingency financing facility with the author-
ities and, if so, what has been their reaction.

Third, while I recognize the need to reduce the public
sector wage bill and to freeze the total level of employment, I
am concerned that any recommendation should not induce too much
rigidity in the system. In many developing countries, the level
of public sector efficiency is impaired because restrictive
salary scales do not allow retention or recruitment of appro-
priately qualified or skilled senior personnel. Remuneration
levels should reflect marginal productivity considerations, even
though I recognize that this is much easier said than done.

Fourth, I would have liked to see further staff analysis
on the impact of real effective exchange rate movements under
the existing arrangement on the competitiveness of non-oil
exports, particularly on the competitiveness of timber exports
and related products. I can endorse the views of other Direc-
tors on coverage of exchange rate developments.

Finally, deforestation has become an important problem for
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difficult times. The results of the corrective program undertaken
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as part of the Fund stand-by arrangement covering the 25-month period to
December 1988 had been unsatisfactory on all counts because of slippages
in the implementation of economic policy. Hence, a new program covering
the 18-month period to March 1991 was necessary to reverse the earlier
trend. Although the target set in terms of non-oil real GDP growth--from
no change in 1988 to 1 percent growth in 1989 and 2 percent a year there-
after--was modest, in fact the minimum, the package of wide-ranging,
supply-oriented, and demand-management policies as well as structural
changes might seem stringent. That situation was perhaps necessary given
the serious nature of the problems facing the country.

The key element was a balanced mix of fiscal and monetary restraints,
Mr. Raza observed. Successful implementation would require not only
strong will on the part of the authorities but also the full support of
the international community. The authorities had affirmed their willing-
ness and determination to pursue the requisite policies. It was therefore
up to the international community to demonstrate its willingness to help
the authorities bear the cost of the strong adjustment program. In that
context, he fully supported outright approval of the Gabonese authorities’
request for a stand-by arrangement that would help them on the path to
stable growth. He hoped that there would be no serious policy slippages.

Mr. Kwon said that he also supported Gabon's request for a stand-by
arrangement for the period September 1989 through March 1991. He hoped
that the authorities would be successful in their endeavors to achieve a
more viable external position by 1991 with a greater contribution from the
private non-oil sector. Those aspirations were understandable and commen-
dable, and if vigorously adhered to, the program should go some way toward
achieving those targets.

In light of the poor performance under the previous program, however,
the staff paper left him unconvinced that all of the barriers to achieving
the significant restructuring envisaged had been adequately addressed,

Mr. Kwon remarked. Apparently, there was a question of political commit-
ment and administrative capacity. He could only take the authorities’
promise of improved commitment in good faith. He welcomed the staff'’s
confirmation that the prior actions promised regarding the supplementary
budget law, finalization of Air Gabon's contract, and implementation of
the administrative measures relating to the wage bill had all been taken.
The question of administrative capacity, however, did not seem to have
been addressed, despite his impression that shortcomings in that area had
played a major role in the failure to hold to the fiscal objectives of the
previous program. The staff’s comments would be appreciated.

Like other speakers, he was also surprised that the paper did not
contain any discussion on exchange rate policy, particularly given the
references to declining international competitiveness and the central role
exchange rate adjustments could play in reinforcing restructuring via
relative price signals, Mr. Kwon noted. He acknowledged the policy
constraints imposed by membership in the BEAC, but nevertheless, like
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Mr. Enoch and Mr. Yoshikuni, he was inclined to see some merit in devoting
resource f not at present, then perhaps later--to the issue of the
strength and weaknesses of that arrangement.
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to reduce the external current account deficit and to promote economic
growth. He broadly concurred with the staff’s assessment of the design
of the program, and he supported the proposed decision. However, like

Mr. Enoch, Mr. Yoshikuni, Mr. Kleine, and others, he was somewhat sur-

prised by the staff paper’s silence on exchange rate issues, and he could
broadly endorse those speakers’ remarks. He would have preferred to see a
staff evaluation of the effects of the exchange rate measures to improve
competitiveness and, thus, to achieve a speedier correction of the exter-
nal deficit. The staff should have paid more attention to that policy
option. Moreover, it would seem appropriate for the Board to discuss the
exchange rate arrangements under the BEAC at a suitable time, and he could
support Mr. Enoch’s suggestion in that regard.

Mr. McCormack observed that on reading the paper he had been struck
not only by the difficulties the authorities were facing, but also by the
behavior of wage costs and prices and the exchange rate, which presented a
unique set of circumstances. Nevertheless, he was not surprised by the
relative failure of the staff to address the exchange rate issue at great
length, nor would he view that failure as special treatment of members.
The staff could not visit a member country of a monetary union, examine
the exchange rate policy, and expect the officials to discuss the situa-
tion frankly, given their awareness that other countries' experience was
also relevant. Obviously, Directors’' concern was rooted in the surveil-
lance exercise, but more difficult issues were involved. His constituency
included a number of countries that were members of a monetary union;
admittedly the countries were small, and thus few questioned the rationale
behind membership. But basic arguments for a monetary union, in terms of
the discipline involved and the merit of regional cooperation, should be
given appropriate emphasis. 1In principle, such an arrangement could
maintain internal discipline and cohesion while allowing wider flexibility
collectively vis-a-vis the world.

A greater regional focus was needed by the Fund whereby the issue
could be discussed in an unchallenging format without suggesting that the
only option was to break up a monetary union, Mr. McCormack observed. In
that way, a more positive response could be obtained from the authorities
of all the countries in the region and from the central bank. An infor-
mative analytical review of the West African Monetary Union had been
published in 1985 as an Occasional Paper. It would be worthwhile to
consider presenting updated information on the monetary unions, with
increased participation of the authorities. While he had considerable
sympathy for the staff and the officials in such a situation, he acknowl-
edged the disquiet expressed by Directors, and he agreed that--perhaps in
the form of a seminar--procedures should be implemented to allay those
concerns.
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CFA franc zone, and he concurred with the comments made on Gabon’s compet-

itiveness. He too had noted in reading the staff paper that a discussion
of Gabon’'s exchange rate policy was conspicuous by its absence.

Some information had been presented on Gabon's competitive position,
Mr. Hogeweg observed. Chart 1 showed a fluctuating but gradually depreci-
ating real effective exchange rate, and he had noted in that regard the
remarks made by Mrs. Hansen on the quality of the data. Mr. Enoch had
also referred to the steady nominal effective appreciation since 1984
shown in the same chart. From bilateral contacts with the staff, he
understood that the presentation might be meaningless and confusing
because it seemed to be heavily influenced by the steep depreciation of
the Brazilian cruzeiro owing to hyperinflation in that country. 1If his
understanding was correct, the chart could be interpreted quite differ-
ently; perhaps it should not have been presented in the paper if that were
the case.

The staff had also stated that Gabon'’s economy continued to suffer
from a lack of competitiveness resulting from its high cost structure,
which formed an important obstacle to diversification of the economy,
Mr. Hogeweg continued. He understood that diversification was the basic
objective of the program.

He was very much in favor of a fixed exchange rate policy and he
recognized the advantages of regional monetary cooperation, as mentioned
by Mr. McCormack, Mr. Hogeweg said. At the same time, that framework
should not preclude, in principle, a correction of an obvious misalign-
ment. He agreed that exchange rate policy should be studied not so much
in the particular case of Gabon, but rather with a more regional focus.

He asked the staff to describe the exchange rate policy it would have
advocated for Gabon if that instrument were at the disposal of the author-
ities.

The staff representative from the African Department said that on the
question of arrears in the Gabonese economy, notably with respect to the
banking system, a consolidation had taken place. The authorities were
making interest payments, but they had made little progress in reducing
the outstanding amount of debt, with the implicit consent of the banking
system. The arrangement with the banks was being monitored and might
require formalization.

The view had been expressed that public enterprise sector reform
might be related to the amount of donor support, the staff representative
recalled. In fact, evaluation of the whole package, including restructur-
ing and the settling of cross debt, was an ongoing process as part of the
continuous relationship between Gabon and the World Bank. Financial
amounts that had been built in at the moment represented the amount of
financing available rather than the total cost of the program.



The staff had not been consulted about the establishment of the new
ministry to implement the streamlining of the civil service, and that
perhaps explained the slippage that had occurred in the size of the public
sector and number of employees, the staff representative explained.

The nominal effective exchange rate as presented in Chart 1 was
heavily distorted by the inclusion of Brazil, with a weight of about
5 percent in the calculations, the staff representative said. As noted,
the source for that chart was the Information Notice System, under which
the Board was informed of exchange rate movements, and the staff had
presented on that basis, although it did not give a totally accurate
picture. Brazil’s impact was nullified when looking at the real effective
exchange rate because the Brazilian currency’s appreciation moved along
with a high rate of inflation. The methodology for each country was based
on existing data, and admittedly the statistical base in Gabon--as in many
other countries--was weak and should be strengthened. '

Speakers had commented that roughly half of Gabon’s food supply had
been met through imports and that the agricultural sector should be
revitalized through, inter alia, the setting of adequate producer prices,
the staff representative noted. It was fair to say that, while Gabon had
a rural tradition, the country did not have an agricultural tradition; it
would be somewhat innovative, in the Gabonese context, to move heavily in
the direction of agriculture. The statements in the letter of intent
showed openness in exploring that area and in using producer prices and
other instruments to that end.

According to an OPEC press release of early June 1989, Gabon's quota
had been set at 175,000 barrels of oil a day, the staff representative
reported. Indeed, projections for 1989 and 1990 exceeded that amount on a
daily rate. The staff had been informed by the Gabonese authorities that
they had been in contact with OPEC and had received assurances that the
high rate of sales was compatible with overall OPEC policy. That area, as
well as others, would be monitored by the staff during the program period.

The staff had been informed that an antimonopoly law was in place,
the staff representative said. Its effectiveness remained to be assessed,
but it was an important step in setting the stage whereby economic actors
in the Gabonese economy could no longer be assured that they had a unique
and monopolistic position.

Gabon had received a structural adjustment loan from the World Bank,
and discussions were under way about the release of the second tranche,
the staff representative stated. Public enterprise reform had entailed
extensive audits of 22 enterprises, with a number of liquidations and
privatizations. The World Bank-supported program aimed to study and
implement policies to promote economic diversification and growth, con-
centrating initially on the public investment program and parastatal
enterprise reform. That program was being implemented satisfactorily.




The question had been raised on the role of credit policy in an
individual country within a monetary zone, the staff representative noted.
While interest rates were set according to zone-wide considerations, each
country had a margin that allowed some flexibility in setting the rates.
Somewhat heavier weight was placed on credit ceilings in Gabon as an

instrument for the allocation of credit, compared with the use of interest
rates as a market mechanism.

Although the staff had discussed the possibility of access to the
compensatory and contingency financing facility for Gabon, it had been
decided that, at the present stage, the rather simpler, straightforward
contingency provisions that had been made part of the program were easier
to monitor and to work with, the staff representative remarked. In
addition, in terms of access to Fund resources, a careful balance had been
found between what could be made available at present and what would be
held aside if the authorities opted for the use of Fund resources under
the compensatory and contingency financing facility.

The staff was reluctant to state what advice it would have given the
authorities if the exchange rate was available as a policy instrument, the
staff representative from the African Department commented. A variety of
factors, including the reserves and credit targets, would have to be
considered. The staff’s analysis and assumptions had led to the con-
clusion that balance of payments viability was possible in 1991 within
the context of current institutional arrangements. The authorities were
aware that a fixed exchange rate had both benefits and disadvantages. It
was their perception, of course, that at the present stage the benefits
to be derived from membership in a currency zone of a monetary union out-
weighed the favorable effect on adjustment that could be derived from a
more flexible exchange rate. Exchange rate arrangements within a union
allowed the possibility of moving the rate for all countries as a whole,
and while that possibility was known to the authorities, it had not been
implemented. As to whether another study should be undertaken on the
issue of monetary unions, the decision would have to be made outside the
context of Gabon.

The staff representative from the World Bank remarked that, over
the past two years, the World Bank had consulted closely with the Fund;
therefore, the views of both staffs were unified. The Fund stand-by
arrangement had singled out public enterprise reform for five major public
enterprises. The World Bank had monitored closely that aspect of the
program; it had solicited financing for the auditing of public enterprises
and had made the progress in restructuring decisions of a set of public
enterprises a condition for disbursement of the second tranche of the
Bank’'s loan. The Bank was fully satisfied that the reforms would be
implemented and was looking at technical details. As indicated by the
Fund staff, thus far about seven public enterprises had been liquidated
and about the same number had been privatized. For the remaining enter-
prises, a number of performance contracts had been devised and were being
signed, and restructurings had been put in place. The implementation of
the reforms would be guided somewhat by donor support because such an
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exercise was costly and could not be incorporated completely in the
budget. The Bank had an agreement that 20 percent of the public enter-
prise cross-debt would be settled as a condition for disbursement of the
second tranche, and the Bank was confident that it would be disbursed in
November. The other elements of the structural adjustment program--trade
liberalization and the removal of price controls--had also been imple-
mented, giving further evidence that the second tranche would be dis-
bursed.

Mr. Mawakani said that he appreciated Executive Directors’ support
for the Gabonese authorities’ program. He agreed with the staff represen-
tative’s remarks on exchange rate policy and its implementation in the
context of Gabon. He also appreciated the comments made by Mr. McCormack
and Mr. Hogeweg. The authorities were aware of the advantages and dis-
advantages of the current system, but he did not consider it appropriate
to address that question in the context of the discussion on the Fund-
supported program. Gabon was not the only member of the CFA franc zone,
and if any action concerning the zone were to be taken, consultation would
be necessary among all the members. He agreed that further study of the
exchange rate issue could perhaps be undertaken by the Fund staff.

While Gabon could consider the possible use of other mechanisms
instead of the stand-by arrangement, as suggested by Mr. Monyake, he
believed that, as the first step, it was necessary to stabilize the
economy, which the authorities were in the process of doing, Mr. Mawakani
stated. If necessary, perhaps an extended arrangement could be envisaged
to further support the program. While the authorities had not excluded
use of the compensatory and contingency financing facility, they did
not think that recourse to that facility was necessary at present. His
authorities were committed to the adjustment program, and they would take
any actions necessary to attain the objectives they had set.

The Acting Chairman suggested that the study of exchange rates in a
regional context was a matter that could be discussed further at the time
of the Executive Board’'s consideration of the next work program.

The Executive Board then took the following decision:
1. The Government of Gabon has requested a stand-by
arrangement for the period from September 15, 1989 to March 14,

1991, in an amount equivalent to SDR 43 million.

2. The Fund approves the stand-by arrangement set forth
in EBS/89/169, Supplement 1.
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3. The Fund waives the limitation in Article V,
Section 3(b)(iii).

Decision No. 9257-(89/128), adopted
September 15, 1989

2. ECUADOR - STAND-BY ARRANGEMENT

The Executive Directors continued from the previous meeting
(EBM/89/127, 9/15/89) their consideration of Ecuador’s request for a
stand-by arrangement in an amount equivalent to SDR 109.9 million
(EBS/89/164, 9/21/89; Cor. 1, 9/13/89; and Sup. 1, 9/14/89), together with
the letter of intent from the Ecuadoran authorities (EBS/89,/161, 8/15/89).

The Acting Chairman said that a revised decision and a revised
stand-by arrangement 1/ were being circulated to Executive Directors; they
embodied the compromise proposal suggested by the Managing Director at
EBM/89/127.

Mr. Grosche said that he had a slight problem with the language of
the decision, which acknowledged implictly that Ecuador had no satisfac-
tory arrangement in place to meet its external financing needs. By
deleting the reference to the debt strategy that had appeared in the
original decision, no mention was made of the rationale that had been
developed by the Board for applying a more flexible approach to the
financing assurances policy. Nevertheless, he supported the deletion
of paragraph 3 of the original decision, and he could go along with the
suggested wording because of the special circumstances of the case. The
sense of the meeting clearly indicated that the Board wished the authori-
ties to make stronger efforts with regard to their adjustment policies
as well as their relations with creditors in order to embark on the debt
reduction operation that had been advanced by the Fund. Thus, although
the Fund was, as an exception, disbursing into a financing gap, and
although he had some concerns about that situation, he could accept the
proposed language.

Mr. Warner said that the purpose of his intervention at the previous
meeting had been to help reach a compromise between the Board and the
authorities while urging Ecuador to move toward a stronger program. He
believed that the revised decision accomplished that objective. While
it was not perfect--and he shared many of the concerns expressed by
Mr. Grosche--at the present stage of the discussion and in the general
interest of Ecuador, the decision served the purpose. He only hoped that
when the Board returned to discuss Ecuador, a substantive, comprehensive
program would be in place that would meet the standards of the strength-
ened debt strategy, thereby making Ecuador eligible for further support

1/ Subsequently circulated as EBS/89/164, Supplement 3 (9/21/89).
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and assistance from the Fund in its role of helping to solve the
country’'s debt problems. On that basis, he could support the revised
decision.

Mr. Kyriazidis stated that his difficulties in supporting the pro-
posed decision, which he had mentioned at the previous meeting, had
increased after reading the text of the revised decision. The Board
remained in the position of approving a stand-by arrangement in antici-
pation of a program, a situation that was made clear by the fact that the
revised stand-by arrangement introduced a paragraph that provided that no
purchases would be made after November 29 unless certain program arrange-
ments were in place. As a matter of principle, he found it difficult to
go along with that procedure. He regarded the two proposals made at the
previous meeting--postponement or approval in principle until an appro-
priate program was in place--as feasible, rather than outright approval
of the proposed decision.

Mr. Warner said that while he appreciated Mr. Kyriazidis’'s continuing
concerns, he had understood from Mr. Kafka that his authorities would not
accept approval in principle or a postponement. Moreover, the Board was
being asked to respond to what appeared to be a revised request from the
authorities.

Mr. Fogelholm asked the staff or Mr. Kafka to indicate the feasibil-
ity of achieving a stronger, fairly extensive program in the short time
span provided in the revised text of the decision.

Mr. Kafka explained that, at end-November, Ecuador’s budget for
fiscal year 1989/90 would have been approved and should prove to be an
efficient vehicle for a strengthened program.

The staff representative from the Western Hemisphere Department said
that the authorities were working on structural reforms, particularly in
the tax area and the trade system. The staff expected the additional
negotiations with the authorities on the performance criteria for 1990
to conclude favorably. Therefore, it was possible to achieve the desired
intensification of the program. The authorities could maintain the
stand-by arrangement supporting stronger structural measures, or they
could shift to a three-year program with medium-term structural elements
under an extended arrangement.

Mr. Kafka pointed out that the Government had been in office only
since mid-1988; the authorities were interested in having a viable medium-
term program because they would be in office until 1992.

Mr. Enoch wondered whether it was feasible to revise the first
paragraph of the decision to state that the stand-by arrangement was
essentially covering a three-month period, given the fact that the Board
was aware that the program would be rewritten between the date of approval
and the first review. It was not clear that the authorities would meet
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the November 29 deadline, and, if that deadline was missed, it might be
more awkward for the Ecuadoran authorities to have a program go off track
than to implement a follow-on program.

Mr. Kafka observed that it was rare for the Board to approve a
program that coincided exactly with the period of the stand-by arrange-
ment. The proposed arrangement was for a 15-month period, and the
authorities were committed to making that stand-by arrangement a good
one. They would request an extended arrangement as soon as possible, when
appropriate. Meanwhile, it would be unfortunate if the proposed stand-by
arrangement was not approved.

Mr. Posthumus suggested that the 15-month period for the stand-by
arrangement remain as proposed. A "medium-term framework" had not been
defined by the Board, and a debt-reduction support program was possible
within a medium-term framework supported by either a stand-by arrangement
or an extended arrangement. The debate on how to follow up a three-month
stand-by arrangement would complicate matters for both the authorities and
the Fund. He strongly supported the revised decision as drafted.

Mr. Ghasimi remarked that a number of appropriate and satisfactory
economic measures had been taken and would be taken by the Ecuadoran
authorities, although some other Directors had implied that those measures
were not strong compared with those taken by other countries. In any
event, a decision should not be delayed, because doing so would send the
wrong signal to the international community. Therefore, he supported the
compromise decision.

Mrs. Filardo said that she fully supported the revised decision, but
she hoped that a contradiction did not exist as a result of the deletion
of paragraph 3 of the original decision, referring to arrangements for the
financing of Ecuador’s program and the member’s intention to request debt-
service reduction. She wanted it to be clear that the authorities, if
they undertook a proper program, would be able to adopt a debt reduction
and debt-service reduction scheme supported by the Fund.

Mr. Raza said that the revised decision was an appropriate compro-
mise, and he strongly urged the Board to accept it.

Mr. Kyriazidis said that the remarks by Mr. Kafka underlined his
concerns. He did not consider the stand-by arrangement a good one,
although he understood that the proposed decision was in response to a
modified request, in a manner of speaking, from the authorities. He would
consider it more appropriate to receive another formal request from the
authorities, in view of the Board’s debate.

Mr. Fogelholm observed that the request was for a normal stand-by
arrangement without financing assurances, a request that had arisen in
specific circumstances because of the compromise suggested of moving from
one program to another. He hoped that the record of the meeting would
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indicate that the Board had not approved a program without financing
assurances but had merely approved a classical stand-by arrangement.

The Executive Board then took the following decision, with
Mr. Kyriazidis abstaining:

1. The Government of Ecuador has requested a stand-by
arrangement in an amount equivalent to SDR 109.9 million for the
period from September 15, 1989 to February 28, 1991.

2. The Fund approves the stand-by arrangement set forth
in EBS/89/164, Supplement 3.

3. The Fund waives the limitation in Article V,
Section 3(b)(iii).

Decision No. 9258-(89/128), adopted
September 15, 1989

3. ZAMBIA - 1989 ARTICLE IV CONSULTATION; POLICY FRAMEWORK PAPER;
AND OVERDUE FINANCIAL OBLIGATIONS - REVIEW FOLLOWING DECLARATION
OF INELIGIBILITY

The Executive Directors considered the staff report for the 1989
Article IV consultation with Zambia (SM/89/186, 2/28/89; and Cor. 1,
9/13/89), together with the policy framework paper for Zambia for the
period 1989-93 (EBD/89/265, 8/28/89) and a staff paper on the sixth
review of Zambia’s overdue financial obligations to the Fund following
the declaration of Zambia’'s ineligibility to use the general resources of
the Fund, effective September 30, 1987 (EBS/89,/183, 9/11/89; and Cor. 1,
9/12/89). They also had before them a background paper on recent economic
developments in Zambia (SM/89/180, 8/24/89) and a statement by the
Managing Director.

The Managing Director’s statement read as follows:

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 state-
ment on the matter to the Board. This text summarizes the main
points covered by the Executive Directors of the Bank and IDA in
their September 12, 1989 discussion in Committee of the Whole of
a paper entitled "Zambia: Policy Framework Paper, 1989-93."

1. The Executive Directors were pleased to note that
Zambia has reached agreement with the Bank and Fund on the first
phase of a structural adjustment program. The delay in ini-
tiating adjustment had been costly to all concerned. In this
connection, it was noted that the program reflected in the
policy framework paper requires further elaboration in many
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respects, and the Government was urged to broaden and deepen the
adjustment process as quickly as possible. On the other hand,
the Committee recognized the political and social sensitivities
of many of the adjustment measures, especially given the past
experience with adjustment in Zambia. Notwithstanding these
sensitivities, the Committee felt that the seriousness of the
distortions in the economy, the prospect of a weakening of
copper prices and depletion of minable resources in the not

too distant future, and the long time needed to restructure the
economy required early and resolute action by the authorities.
Several Directors encouraged support to Zambia aimed at ensuring
that its implementation capacity was strengthened. They under-
lined the importance of coordinating donor technical assistance
for this purpose and urged IDA to play an active role in this
area.

2. On the macroeconomic framework, the Directors stressed
the importance of the incentive structure and of adequate
exchange rate adjustment and reforms of the trade regime, in
particular, for the stimulation of nontraditional exports and
an appropriate structure of imports. On the monetary program,
fiscal deficit, and inflation targets, the Committee emphasized
the need for stronger and more comprehensive measures. They
stressed the importance of moving rapidly to positive real
interest rates, essential for encouragement of domestic savings,
and a rationalization of the financial sector.

3. The authorities were urged to expand incentives for
the private sector and to work on establishing the proper
business climate in agriculture, industry, and the informal
sector. The emphasis given to policy reform and investment in
agriculture was commended. Greater attention needed to be given
to long-term factors that could trigger a significant supply
response and a renewal of growth. The consensus of the Commit-
tee on the public expenditure program and the proposed para-
statal reform program was that both are important for improving
the efficiency of the public sector, and the Bank was urged to
pursue them vigorously with the Government.

4. Although restructuring incentives was considered
essential to get the productive sectors moving, the Executive
Directors cautioned against neglect of the social sectors. They
indicated that careful attention should be given by the authori-
ties to building a broader domestic consensus in support of the
reform programs. In this connection, attention should be
devoted to devising measures to protect the more vulnerable
groups in the econmomy. Although the problem is not as serious
as it is in some other countries, several Directors encouraged
the formulation and presentation of a more definitive program
to prevent a possible deterioration of Zambia’'s environment.
Executive Directors also encouraged the authorities to give
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attention to long-term problems, including implementation of the
Government'’s proposed national population strategy.

5. Committee members noted the extraordinarily high level
of Zambia's external capital requirements in 1990 and 1991 and
urged a focus on the arrears problem and the continuing debt-
servicing problems so that some resolution might be found.
While an array of existing and perhaps new measures could be
employed, the prerequisite for a successful effort implied by
these requirements is firm and effective implementation of a
strong Zambian adjustment program. Once the program is more
firmly established, IDA would expect to resume lending and
encourage donors to adequately support the program with the
various sources of finance and debt relief which comprise the
Special Program of Assistance.

The staff representative from the African Department said that on
September 12, 1989 the kwacha had been devalued by 4 1/2 percent. That
was the first periodic move under the Bank of Zambia’s new authority to
manage the exchange rate flexibly. Also, during the staff’s visit to
Lusaka in late August, the Minister of Finance had indicated that Zambia
intended to resume making periodic payments to the Fund as it had during
the period March-June. Although the staff had been advised that day that
a payment of $200,000 was being transferred, that amount was less than the
staff had expected.

Mr. El Kogali made the following statement:

Zambia has experienced a painful and persistent decline in
economic activity over a prolonged period. This is, perhaps,
amply demonstrated by the sharp fall in per capita income to
half the level enjoyed in 1980, from $580 to an estimated $290
in 1988. However, output growth improved in the latter year,
when GDP rose by 6.7 percent, indicating some potential for
rapid expansion. Although this strong performance was expected
to be short lived, the fact that the nonmining sectors, par-
ticularly agriculture and manufacturing, provided the main
impetus gives one confidence that the target growth rate of
5.5 percent for 1993 could be reached as projected in the policy
framework paper.

Notwithstanding these favorable developments, the near-
and medium-term prospects will continue to be dominated by the
mining sector, particularly copper, which still accounts for a
significant proportion of GDP and contributes 85 percent of
export earnings. Unfortunately, ore reserves are being rapidly
depleted, and Zambia faces the prospect of the exhaustion of its
main mine in about ten years. At the same time, copper prices
have been experiencing a secular decline over the years, owing
in part to continued shrinkage of the market, even though some
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improvement was recorded in 1988. All these developments have
exerted considerable pressure on the Zambian economy to adjust
to a lower level of resource availability. Although Zambia has
considerable economic potential, it is not expected that the
nonmining sector will be able to pick up the slack, so as to
bring the economy back to the prosperity enjoyed in the 1970s,
within the foreseeable future.

In view of the deep-seated nature of the problems facing
the economy of Zambia, the Government adopted a long-term
strategy of economic realignment and restructuring, in addition
to the more immediate concern for stabilization. This was
enunciated in the Fourth National Development Plan, 1989-93,
published in January 1989. The Plan, which sets out broad
macroeconomic objectives and targets, formed the starting point
of the discussions and helped in articulating the package of
measures contained in the policy framework paper. Furthermore,
the prospective public investment program for 1990-93 that will
be integrated in the 1990 budget will also be drawn up in the
context of the Plan, taking into account, in particular,
resource availability.

For the near term, however, the emphasis of economic
policies is aimed at stabilizing the economy by, among other
things, curbing inflationary pressures, which had intensified
in 1988 owing partly to the expansionary fiscal and monetary
policies prevailing in the past and partly to the tight supply
situation. A high priority is also being given to eliminating
price distortions that had become prevalent as a result of
administrative controls. The measures taken on June 30, 1989,
when all prices were freed and the kwacha devalued by 50 per-
cent, had a strong impact on the economy and the general public.
The price level rose by 30 percent in one month, including large
increases in the cost of basic foodstuffs and services. This
rise imposed a substantial burden on the population, particu-
larly the urban population, leading to some civil disturbances.
This major corrective price adjustment has, however, been
achieved without a repetition of the events of December 1986.

An important hurdle has, therefore, been crossed.

Administrative control on prices is now limited to maize,
which is the country'’'s main staple food. It will be noted from
the staff report that a coupon system was introduced to target
and contain the amount of maize meal subsidy. The value of the
coupon is now set at K 21 while the price of mealie meal has
this year been revised from K 19 to K 114 per 25 kg bag.
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Another related price increase that will have salutory effects
on the budget is fertilizer prices, from an average price of
K 151 to K 374 per 50 kg bag.

The staff has estimated that some of these maize and
fertilizer pricing measures, which were announced on August 24,
1989, would reduce the budgetary subsidy by an amount equivalent
to 2 percent of GDP. This implies that the steps taken to date
are already running ahead of the timetable envisaged in the
policy framework paper, which sought a reduction amounting to
1 percent of GDP in 1990. Indeed, the authorities intend to
phase out progressively the subsidies for maize and fertilizer
over the medium term. Moreover, the restructuring of public
enterprises, which is already under way, is aimed at further
strengthening profitability to enhance the enterprises’ con-
tribution to government revenue. These measures are being
implemented in conjunction with other efforts to restructure
expenditure and to strengthen control and budget implementation.
On the revenue side, the objective is to broaden the tax base
and strengthen tax administration, since the marginal tax rate
is already too high. Specific measures designed to address some
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resources for servicing all external obligations will continue
to be severely constrained. The authorities have stated,
however, that they would like to address this problem in a
collaborative manner and to normalize relations with creditors.
The authorities are hopeful that, within the framework of the
policy framework paper, cooperation with Zambia's donors will be
rekindled to pave the way for a meaningful process of winding

down the debt overhang.

To conclude, my Zambian authorities wish to reassure the
Board that they are fully committed to implementing the program.
The measures currently being taken are a first step toward the
adoption of a Fund-monitored program that would be implemented
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in the context of the 1990 budget. However, it is recognized
that Zambia will need considerable donor support on highly
concessional terms to clear arrears to the World Bank and the
Fund and to embark upon effective restructuring and diversifi-
cation of the economy. Table 2 in the policy framework paper
is self-explanatory in showing the magnitude of the financing
requirements over the program period. While total requirements
are very large, it should be noted that the net resource trans-
fer to Zambia is consistent with estimated normal flows of
bilateral and multilateral assistance. Exceptional assistance
is sought to address the problem of Zambia's very large external
debt burden, including arrears. For their part, my authorities
have already implemented important and difficult adjustment
measures and they stand ready to take additional ones if deemed
necessary to ensure the success of the reform program. Early
donor support, and timely disbursements, will also be essential
to the success of these efforts.

Mr. Mawakani made the following statement:

The very difficult economic and financial conditions that
Zambia has had to face since 1981, and the Zambian authorities’
policy responses to them, including a series of Fund arrange-
ments in support of their adjustment efforts, have been well
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staff papers before us, and the authorities’ policy framework
paper, have brought us up to date on the renewed efforts of
the authorities, under the Fourth National Development Plan
announced in January 1989, to redirect economic policy toward
short-term stabilization and diversification of the economy away
from copper in the long term. This reorientation of policy in
Zambia is a welcome development, given that the prospects for
export earnings from copper are not bright in the near term, and
in the long term the authorities will face rising production
costs and a depletion of copper ore reserves

—
0
0
g
©
3
Q.
o
o
)
N
)
3
>
o
3
v
t R
3
O
1
1
>
n
-+
o)
~
I
oy
o
hol

1 problems,
n

and for working -loselv with the staff of the Pnnd id the World
Bank in developing a macroeconomic and structural adjustment
strategy, as fully set out in the policy framework paper

The general thrust of the policy framework paper appears to
be broadly appropriate, and we welcome the reassurances of the
Zambian authorities, as reflected in Mr. El Kogali'’s statement,

that they are totally committed to the complete and successful
implementation of the adjustment program. Therefore, we are
greatly encouraged to note that measures were already taken in
June, July, and September of this year in the exchange rate,
price decontrol, and financial system areas. These are indeed
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important steps toward re-establishing the appropriate macro-
economic environment by removing widespread distortions, which
will allow market forces to play a greater role in the economy,
while establishing incentives that could help to promote
activity in the noncopper sectors, particularly in agriculture.

In the real sector, the authorities’ redirection of agri-
cultural policies holds great promise for the economy’s long-
term prospects, given that this sector is now recognized as
having the greatest potential in the long run to replace the
copper industry as the mainstay of the economy. In this regard,
we are encouraged by the greater focus that the authorities have
given to this sector in the policy framework paper. The impor-
tant actions taken in June and August 1989 to rationalize the
pricing mechanism in the agricultural market for maize and
fertilizers are therefore initial steps in the right direction.

With regard to macroeconomic policies aimed at stabilizing
the economy, we endorse the high priority that has been accorded
to the need to bring down inflation through a comprehensive
fiscal program supported by monetary and credit policies that
are aimed at reducing excess liquidity in the system as well as
channeling adequate credit to the vital sectors of the economy.
Policies geared to increasing saving and investment are also
appropriate, and we encourage the authorities to adhere to
their flexible interest rate policies to foster saving and lay
the basis for revival of investment and growth.

The challenges facing the authorities are formidable, to
say the least. Zambia faces an extremely difficult external
situation, and as the staff points out, "the authorities are
undertaking their adjustment program at a time when copper
prices are expected to weaken considerably." Moreover, the
external debt-service burden and the payments arrears constitute
a great impediment to further progress if adequate financing
is not made available to support Zambia’'s renewed adjustment
efforts. This underscores the need for Zambia to formulate
its strategy in a comprehensive manner, in the context of the
intensified collaborative approach, so as to find a solution to
its arrears problems, particularly to the Fund. It is in this
respect that we welcome the active cooperation of the authori-
ties in their efforts to prepare a program that could merit
Fund monitoring, and we are most encouraged by the authorities’
intention to work with the international donor and creditor
community to find a cooperative solution to their external debt
problem. We support the staff proposal that continued Fund
technical assistance should be provided, given the need to
improve certain macroeconomic data and the financial system's
accounting procedures. This should help to strengthen the
framework in which macroeconomic policies are formulated and
monitored.
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We urge the Zambian authorities to maintain their adjust-
ment efforts and to develop them into a full-fledged program
that could be monitored by the Fund. Firm implementation of the
program is crucial for establishing the confidence of Zambia'’s
creditors and donors and thus for mobilizing the necessary
financing in support of the program and the elimination of the
arrears to the Fund. I support the draft decisions.

Mr. Enoch made the following statement:

Zambia's economic decline, associated with the long-term
decline in copper prices and inappropriate economic policies,
has been severe, and per capita incomes have fallen dramati-
cally. The important economic measures recently introduced by
the authorities, and the policy framework paper agreed between
them and the Fund and the World Bank, foreshadow Zambia’'s return
to the fold of African countries undergoing macroeconomic
stabilization and structural adjustment. In July, the Board
welcomed the reopening of constructive dialogue between the Fund
and the Zambian authorities, and we can now see the first fruits
of that dialogue. The various policy initiatives recently
undertaken, as well as the intentions outlined in the policy
framework paper, are consistent with many of the prescriptions
recommended by the Board last year and offer the Zambian author-
ities their best hope of creating the conditions for a broad-
based recovery.

To see these policies through will require strong commit-
ment on the part of the authorities. As Table 3 in the policy
framework paper shows, the program of adjustment involves short-
term sacrifices before real per capita incomes begin to rise.
This is the price of delayed adjustment. However, as the
authorities must recognize, to put off long-overdue stabiliza-
tion and structural measures for much longer would make the
situation even worse. As I am sure the staffs of the Fund and
the Bank have impressed on the authorities, the donor community
is scarred by its involvement with Zambia's previous attempts at
economic reform, most notably the program that collapsed in 1986
and which led to the buildup of substantial arrears to the two
Bretton Woods institutions. The Board will need convincing
evidence now of a firm and lasting change in the economic
philosophy and practices of the authorities before renewing
financial support to Zambia.

In this regard, the policy actions already taken have been
helpful. The general decontrol of prices, the increases in
producer prices, the further reduction in the maize subsidy, and
the tightening of monetary policy are all steps in the right
direction. And the most important signal of all--to donors and
domestic producers alike--the kwacha exchange rate, was not left
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untouched in the July measures although it remains well short of
the competitive rate. These actions and the publication of the
policy framework paper are important first steps on the road to
adjustment. But they are only first steps, as the staff recog-
nizes, and I welcome the explicit recognition in the policy
framework paper of the need to broaden and deepen the adjustment
next year. With this in mind, I would like to touch on four
areas of policy that require more detail and attention in the
coming months.

The staff stresses macroeconomic stabilization through the
importance of sound monetary, fiscal, and exchange rate poli-
cies, without which the proposed liberalization measures would
have little chance of succeeding. This is appropriately
reflected in the policy framework paper. Given Zambia's past
experience of stabilization policies that were quickly abandoned
in favor of fiscal and monetary largesse and that have caused
the current inflationary pressure and economy-wide dissaving,
the Board will need to look very closely at the projected fiscal
balance. 1 take some comfort in the staff’'s reassurance that
the underlying fiscal deficit will decline between 1989 and
1993, although the accounting is complex and the statistical
discrepancies revealed suggest that some considerable improve-
ment is needed in the budgetary process. On the monetary side,
with domestic savings at such a low level and with a need to
keep firm control of inflation, the target date of 1991 for
achieving positive real interest rates is too distant, and the
authorities should consider accelerating the process. Regarding
monetary policy, the staff notes in the paper for the review of
overdue financial obligations that the recent currency substitu-
tion action caused a brief disruption. Can the staff confirm
that there has been no lasting detrimental impact?

As both the staff and the policy framework papers empha-
size, the Zambian economy needs to be restructured very rapidly,
given the constraints of a large external imbalance and the
expected decline in copper production. These constraints call
for the early adoption of reforms that switch the pattern of
incentives toward nontraditional activities that save or earn
the foreign exchange Zambia so desperately needs. The estab-
lishment of the Export Promotion Board and an export revolving
fund are helpful in this regard, as is the promised streamlining
of the export licensing system. Nevertheless, the most impor-
tant action will be further depreciation of the kwacha toward a
market-clearing level. The rate of depreciation will almost
certainly need to be more rapid than is implied by the target
date of mid-1992 if nongovernment investment and nontraditional
exports are to grow at the rates envisaged.

I also agree with the staff’'s view that liberalization of
the export retention scheme would help to support a strong
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supply response from exporters. 1 would welcome an elaboration
from the staff on how the retention scheme would work. This
relates to my next observation, regarding actions that will help
to promote the role of the private sector in the economy. In
Zambia, despite the statist character of the economy, there is
still a battered but long-standing private sector in agriculture
as well as a more recent one in the so-called nonformal sector.
In recent years, the pre-emption of resources, including scarce
foreign exchange, by the public sector has led entrepreneurs
into activities in the parallel economy. I therefore welcome
the agreement of the Government to orient the public investment
program toward rehabilitation and maintenance, as this will
release some additional resources for the private sector.
However, I think that the Government might do more in this area.
One possibility that is not mentioned in either the staff paper
or the policy framework paper is the privatization of those
parts of the parastatal sector that could be run more effi-
ciently in private hands.

A final point on program design concerns the implementation
capacity of the Zambian Administration. It will certainly
require more than the resolve of a few senior civil servants to
ensure that the structural reforms and budgetary actions prom-
ised in the policy matrix are carried out on schedule or, if
possible, accelerated. 1 would be interested in a staff assess-
ment of the commitment of the Administration as a whole to the
adjustment process, and also of its awareness as to what the
process is likely to involve. It is vitally important also
that both the World Bank and the Fund, together with bilateral
donors, identify administrative gaps and provide appropriate
technical assistance, as noted by the staff.

These are difficult days for Zambia. The economy des-
perately requires stabilization to allow the adjustment and
modernization needed to face the postcopper era. In time, and
provided there is no wavering in commitment, Zambia could become
an economic linchpin for southern Africa. However, the imme-
diate financing requirements of the program are dauntingly
large because of the need to clear arrears to the World Bank and
the Fund before new money from these institutions can be made
available. Some imaginative thinking by the international donor
community, and the Zambian authorities, will be required to get
over this initial hurdle.

Concerning Fund arrears, the Board was able, at the time of
the previous review, to welcome payments by the Zambian author-
ities. These represented a substantial portion of Zambia's
reserves. It is disappointing now to find that no further
substantial payments have been made, with further obligations
of SDR 40.6 million. I note that this is quite appropriately
regretted in the proposed decision, which I can support.
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In these difficult days, the authorities have shown con-
siderable courage in taking the important first steps on the
road to economic stabilization and restored creditor relations,
and they are to be commended for these actiomns.

Mr. Jalan made the following statement:

Zambia has passed through arduous times, and it is grati-
fying that it is now in the process of adopting comprehensive
measures for adjusting and restructuring its economy. The
country is at a crucial juncture; the authorities have initiated
a process of reform, and they are ready to take additional
measures, if necessary. The policy framework paper is well
conceived. I am happy to note the broad support for this
program from the Executive Directors of the World Bank, even
though there are some differences in emphasis and scope for
further action by the authorities. The Executive Directors of
the Bank have wisely cautioned against neglect of the social
sector and have emphasized the need to protect the more wvul-
nerable groups in the economy.

It is quite obvious that the economic program in Zambia
and minimum protection of the social sectors are not feasible
without adequate and timely help from the international com-
munity. In Zambia, as well as in other countries in Africa,
expectations from this program are naturally positive. We urge
multilateral institutions and bilateral donors to launch imme-
diately a new bold program of assistance to Zambia.

The problem of arrears is an important one and must be
faced squarely. The backlog of arrears is now so huge that
it cannot be eliminated by any feasible policy action by the
authorities. Arrears to the Fund alone at the end of 1988 were
SDR 585 million, compared with gross international reserves of
SDR 103 million and exports of about SDR 800 million. Arrears
to the World Bank and the Fund amount to close to Zambia's total
exports. We do not condone the arrears and regret that they
have been allowed to arise. We also recognize that the respon-
sibility for this state of affairs, whatever the contribution of
external factors such as the fall in copper prices, must ulti-
mately be that of the country concerned. However, we are faced
with an issue that must be addressed--how this problem can be
realistically tackled. I would urge that a judgment be made
by the staff as to whether the arrears can be cleared in the
foreseeable future by any conceivable or feasible set of actions
by the authorities. If the staff’s judgment is that this is
feasible, we must press the Zambian authorities to clear the
arrears within a meaningful time frame. If the judgment is that
this is not feasible, then we have to develop an alternative
approach in the context of a strong program.
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After some time, official agencies are now coming forward
to help middle-income countries to reduce their debt to private
creditors and they are assuming greater risks. In his recent
farewell remarks, Mr. Massé urged the Board to develop a similar
approach for low-income countries whose arrears are primarily to
official bilateral and multilateral agencies. He also reminded
us that most countries have had to introduce suitable domestic
legislation to deal with the intractable debt problems of their
financial and other enterprises. We would do well to heed his
advice and quickly come to grips with the challenge of finding
a new and innovative response to the debt problem of countries
like Zambia within the context of a strong adjustment and
restructuring program.

Mr. Hogeweg made the following statement:

I appreciate the background information provided in the
staff report, which puts Zambia’'s current situation in the
right perspective. Fifteen years ago, Zambia had one of the
highest per capita incomes in sub-Saharan Africa, and it is
clear that even though the need was recognized, failure to
diversify away from copper has left the economy unduly wvul-
nerable. At the same time, an unwarranted focus on the main-
tenance of consumption levels has led to a large debt burden,
falling savings and investment, and the maintenance of severe
distortions in the economy, which stand in the way of successful
development. Many attempts to adjust the economy have failed
owing to the lack of perseverance because of swings in copper
prices and the absence of political consensus.

Especially unfortunate were the events of May 1987, when a
Fund program was abandoned and policy restraint was replaced by
administered controls and an evidently overvalued exchange rate.
The devastating results of these experiments are no surprise.
They were masked to some extent by better copper prices and good
harvests--both of which are unrelated to Zambia's policies and
temporary. Most detrimental, for both Zambia and international
cooperation, was the arbitrary limit on debt-service payments
and the priority given by Zambia to those creditors from whom
net inflows could be expected without policy conditionality.
Extending credit without conditionality in these circumstances
was not helpful.

The failure of policy was so clear and the outlook for
copper so grim that a fundamental reassessment was necessary.
It is gratifying that the authorities and the staff could
broadly agree on the diagnosis early this year. On that basis,
a policy framework paper was written with a blueprint for
important policy actions in the coming years to tackle the
situation. I have noted the extreme caution in the staff
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appraisal. The policy framework paper is described as a strat-
egy that should provide the structure of incentives and the
macroeconomic environment needed to begin the transformation of
the economy away from its dependence on copper. This beginning
would, as I understand it, occur toward 1993, and we already
know that Zambia's largest copper mine will be depleted by the
year 2000 and that a structural weakening of copper prices is
expected much earlier after a new mine starts operations in
Chile in 1991. These developments indicate how regrettable it
is that so much valuable time has been lost. The adjustment
effort 1s now made significantly more difficult by the foreseen
deterioration in the current account owing to lower copper
prices and production--factors that in the past have frustrated
steadfast implementation of policies. Moreover, the staff
mentions that the foreign exchange requirements of copper
production cannot be significantly reduced without affecting
production. Does this indicate that copper’s contribution to
Zambia’s balance of payments could disappear even earlier than
envisaged at present?

Of course, the policy framework paper contains many highly
important and welcome policy intentions, and I wish to pay
tribute to the bold measures already carried out. I sincerely
hope that this direction of policies can be adhered to and
sustained. Zambia's economy has a long and difficult way to go,
and the international community will have to face problems in
finding solutions to Zambia's arrears.

I have doubts regarding three related issues in the program
that present a clear example of unjustified gradualism and that
concern areas that should be strengthened significantly in the
first year if this is to qualify as a Fund-monitored program.

I refer to the exchange rate, interest rates, and the pace of
inflation reduction. In these areas, gradualism is most danger-
ous and may work against the program’s objectives. The authori-
ties want to reach a market-clearing exchange rate before mid-
1992, and I have the impression that the staff can accept this
slow pace only when exports can be boosted by liberalization of
the export retention scheme. 1 agree that it will be difficult
to determine a correct exchange rate level after the prolonged
period of overvaluation, but it is essential to proceed much
faster. It is far better to adjust a serious misalignment
promptly, so that a new anchor can be found, rather than prolong
the perception of continuing depreciation, induced also by a
gradual pace of inflation reduction which can easily stall.
Moreover, I note that the authorities link removal of restric-
tions subject to Article VIII to the attainment of a market-
clearing rate.

Interest rates should be set at positive real levels long
before 1991. In Zambia's case, this is especially essential
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in view of the high investment needs of the noncopper sectors,
supposedly a large part of which are of a nongovernment nature.
Positive real rates are essential to allocate these investments
in the most productive way as well as to promote savings.

Staff projections anticipate resumption of normal aid flows
in response to forceful implementation of the program, and that
assumption seems reasonable. Yet, in the meantime, flows that
may have been diverted to other countries may not easily be
redirected or might well be redirected at the expense of other
countries.

Zambia'’s policy framework paper contains many welcome
policy elements, and I admire the bold measures that have been
taken already, but the time lost in past years is regrettable
and reinforces the need for swift and decisive adjustment now.
I regret that Zambia has made no payments to the Fund since the
last review, while only a very small amount is on its way now,
and only in connection with this review. Zambia’'s welcome
efforts toward adjustment do not imply any less urgency with
regard to fulfilling its obligations to the Fund.

Mr. Goos said that he wished to associate himself with Mr. Hogeweg's
analysis of the causes that had led to Zambia’'s difficult economic situa-
tion. Against that background, he welcomed the authorities' adoption of
the policy framework paper, which he took as a demonstration of their
willingness to tackle the problems of the country in a comprehensive and
consistent framework based on the eventual achievement of normalized
creditor relations. In that regard, the payment to the Fund announced by
the staff was both welcome and disappointing. Given that the arrears to
the Fund had continued to rise substantially since the previous review
of Zambia’s overdue financial obligations, the authorities should commit
themselves to making more substantial and regular payments to the Fund.
The noncommittal indication in the paper on overdue obligations regarding
the authorities’ intention to make periodic payments seemed to fall short
of the requirements for active collaboration with the Fund in the search
for full settlement of Zambia’'s overdue obligations. Substantial improve-
ment in payment performance would no doubt be helpful in connection with
Board consideration of a possible Fund-monitored adjustment program.

As to recent economic policies, he could not but be impressed by the
adjustment measures introduced in 1989 on the exchange rate, price, and
monetary policy fronts, Mr. Goos stated. The introduction of the maize
meal coupon system was particularly noteworthy as well as being exemplary
with respect to the efficient use of scarce resources in meeting social
considerations.

The authorities’ medium-term intentions, outlined in the policy
framework paper, generally pointed in the right direction, Mr. Goos
continued. Indeed, apart from the immediate concern of macroeconomic
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stabilization, highest priority needed to be given to the task of diver-
sifying and strengthening the economy, notably exports. Among other
policy instruments, the exchange rate and interest rates would have to
play a crucial role in realizing those objectives. But it was exactly
those areas where the appropriateness of the envisaged course of action
raised the most serious questions. He was in full agreement with

Mr. Hogeweg'’s comments on those policy areas. The concerns expressed by
Mr. Hogeweg were compounded when one considered that the weaknesses of
exchange rate and interest rate policies could easily combine in a desta-
bilizing policy mix. That risk would arise if the intended staged adjust-
ment of the exchange rate--especially if it were a gradual exchange rate
adjustment over a number of years, as was often seen under Fund programs--
gave rise to depreciation expectations, which, in the absence of offset-
ting interest rates, would exacerbate inflationary pressures, stimulate
capital flight, and reduce external competitiveness. In such a setting,
the so-called market-clearing rate--a concept with which he had diffi-
culties because it depended on so many factors--would become a moving
target that would be all the more difficult to reach. Therefore, like
Mr. Hogeweg, he urged the authorities to act more forcefully on both the
exchange rate and interest rate fronts, action that appeared warranted
also in view of the disquieting widening of the external current account
deficit envisaged under the program. Positive real interest rates would
also help to contain monetary expansion at a pace consistent with the
authorities’ inflation target, which did not seem particularly ambitious,
at least with respect to 1990.

He wondered whether the high priority assigned to stabilizing the
domestic and external economy would not call for a more cautious expansion
of domestic investment than envisaged in the policy framework paper,

Mr. Goos said. In view of the declining trend in gross national savings,
that expansion was bound to add substantially to the already precarious
debt burden, thereby complicating the return to a viable balance of
payments position. The authorities’ concern with increasing the living
standards of the population was understandable, but in order to eventually
achieve meaningful results, the investment effort needed to be supple-
mented by decisive efforts to reduce the high rate of population growth.

He appreciated the fundamental policy reorientation initiated by the
authorities and the impressive adjustment measures already taken, Mr. Goos
remarked. Such action boded well for Zambia's economic future. He hoped,
however, that the authorities would deepen and strengthen their adjustment
effort in the framework of the forthcoming annual arrangements, notably in
the areas of exchange rate and interest rate policies. He was convinced
that doing so would contribute to more rapid stabilization and faster
recovery of sustainable growth. Visible progress and strict implementa-
tion of the policies undertaken would also be essential to mobilize the
exceptionally large external fimancing required in the years ahead. He
supported the proposed decisions but he would suggest that the decision
on overdue financial obligations be amended to take account of the recent
payment announced at the meeting by the staff representative.
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Mr. Serre made the following statement:

Like previous speakers, we welcome the agreement reached
between Zambia and both the Fund and the World Bank as an
encouraging first step toward resuming a normal relationship
with the international financial community. Since we agree with
the thrust of the staff papers, I will only stress some major
points that deserve special attention.

First, one cannot overemphasize the fact that the adjust-
ment process is only beginning, given the present widespread
macroeconomic imbalances and structural distortions. Indeed,
delays in implementing sound policies in the recent past have
led to aggravation of the economic situation as well as social
instability. Moreover, the Zambian economy has not been able
to take full advantage of last year's favorable trend in the
international copper market and the country's good agricultural
performance to improve the overall situation in a durable
manner.

The measures implemented since November 1988 and the set of
policy actions launched at the end of June constitute a signif-
icant shift in the authorities’' economic policy stance. This
development is encouraging, and we support the emphasis that has
been placed on exchange rate policy, the greater reliance on
market-oriented pricing, and the reduction of excess liquidity
in the economy. However, concerns regarding inflationary
pressures remain, with the major risk of undermining the overall
competitiveness of the economy. 1In this respect, getting
inflation under control will constitute a good test for the
successful outcome of this program. We also consider that the
authorities should pay more attention to improving the foreign
exchange retention scheme.

Second, the adjustment process is undoubtedly beginning
to fit into a long-term perspective--as underlined by previous
speakers and the World Bank Committee of the Whole discussion--
implying that, more than anything else, it is of paramount
importance to keep up the momentum of reform. We have no
difficulty in supporting the economic and financial policy
framework elaborated with the Fund and the Bank. However, it
should be more specific regarding the priority actions to be
implemented and the timing of the process, taking into account
the need to maintain a front-loaded approach. We hope that the
next step, a Fund-monitored program, will focus more on this
matter.

Finally, the high level of Zambia's external financing
requirements in 1990 and 1991, through both normal flows and
exceptional assistance, implies the full mobilization of the
international financial community. As to the two criteria used
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for judging the degree of cooperation of a member with pro-
tracted arrears vis-a-vis the Fund, we can say that appropriate
policies have been adopted, but Zambia’s payments performance
remains to be established. 1In this regard, we regret that only
a modest payment has been made since the previous review in
July. Other countries have made significant efforts recently
to stabilize the amount of their protracted arrears, and we are
strongly in favor of parallel treatment in this case. There-
fore, we urge the authorities to demonstrate their commitment by
settling current obligations due to date. We also have some
reservations regarding the use of a Fund-monitored program as
the basis for a Paris Club rescheduling in the absence of a
clear assessment of financing assurances.

Compared with several other sub-Saharan African countries,
Zambia undoubtedly has potential for sustainable growth. We
hope that the present difficulties will be overcome rapidly
through strong implementation of adjustment policies. We
support the proposed decisions.

Mr. Ghasimi made the following statement:

It is encouraging to note that after a number of years
of bitter experiences owing to the failure or interruption of
several Fund arrangements in Zambia, the authorities seem to
have reached the conclusion that, without implementing a compre-
hensive structural adjustment program aimed at achieving a
number of essential economic objectives, sustained improvement
of Zambia’s economy could not be realized. Three main elements
are included in these objectives: first, transformation of the
economy from its heavy dependence on copper through promotion
of nontraditional exports; second, adaptation of the economy in
the medium term to the reality of the decline in copper produc-
tion and income, as well as to its worsening terms of trade;
and third, rapid reduction in inflation and the enhancement of
national savings and investment. These three elements con-
stitute the cornerstone of the authorities’ policy framework

paper.

We can support the other policy measures set forth in the
policy framework paper, and we are in general agreement with the
thrust of the staff appraisal. A favorable external environment
is crucial for the success of the program. In particular,
adequate and appropriate external resources, in tandem with the
authorities’ firm determination and political will, could help
to bring about successful implementation of the program and thus
put the country on the right track for sustained growth.

As we recall, most of the policy measures and objectives
contained in the present program had also been incorporated in




the previous Fund-supported adjustment programs arranged for
Zambia. All these arrangements were unfortunately interrupted
or abandoned to some extent owing to the petrsistent downward
trend in world copper prices. Therefore, given Zambia’'s diffi-
cult financial situation, the present prolonged, strong adjust-
ment efforts will not prove to be fully successful unless they
are accompanied by sufficient financial support from the inter-
national community and a conducive world economic environment.

The heavy debt burden continues to be a major impediment to
the country’s economic recovery. In this connection, it is of
paramount importance that the authorities give the highest
priority to resolving Zambia's overdue financial obligations to
the Fund. As a goodwill gesture., Zambia has taken the initial
step by making some payments, albeit small, in settlement of
part of its huge overdue obligations to the Fund during this
year. We hope that further, serious efforts in this direction
will be made by the authorities.

With regard to the country's commitment to the present
program, we join the staff in commending the authorities’ move
to decontrol most prices. We support the authorities' policy
of maintaining a positive return on individual and corporate
savings. The staff also supports this policy on the grounds
that it would generate additional savings and discourage capital
flight. However, an increase of the order of 25-35 percent in
the bank lending rate, as envisaged in the program, may have
some adverse effects on investment. The objective of maintain-
ing a positive return on savings might be better accomplished by
reducing inflation through implementation of other appropriate
measures. Finally, we support the proposed decisions.

Mr. Peétursson made the following statement:

Earlier attempts by Zambia to embark upon a comprehensive
restructuring of the economy failed hecause of insufficient
policy actions and weaknesses in program implementation.
Zambia's new undertaking--in the context of the policy framework
paper--to implement an ambitious adjustment program is, there-
fore, most welcome. Some measures--such as the abolition of
most price controls and a substantial adjustment of the exchange
rate--have already been put in place; as they were, no doubt,
the result of politically difficult decisions, their implementa-
tion can be seen as proof of the authorities’ firm commitment to
a policy of structural adjustment. The relatively large role of
the Zambian authorities in preparing the policy framework paper
is also welcome.

It is crucial that the adjustment of the economy., as
described in the policy framework paper, be implemented



- 47 - EBM/89/128 - 9/15/89

according to plan. The economy needs to be diversified and
released from its dependence on copper, and emphasis should be
given to development of the agricultural sector. In fact, it

is fair to say that Zambia has no alternative, nor is there much
time available for such diversification of the economy if the
decrease in copper production, envisaged for the next

10-15 years, is to be compensated for.

In the policy framework paper, the range of proposed
measures i1s extensive, as they cover most areas of the economy.
However, one wonders whether the Zambian Administration has
the capacity to implement all these measures and reforms simul-
taneously. In a sense, the staff has already responded nega-
tively by noting that the projected fiscal reforms alone will
probably strain the existing managerial capacity. A clear
sequencing of the key measures to be implemented could make the
task more feasible. Obviously, technical assistance from the
Fund will be required if the reforms are to succeed. Comment
from the staff would be appreciated. The role of fiscal policy
will be crucial and the reforms in this area demanding, covering
both revenue enhancement and restructuring of expenditure,
including a reduction in subsidies.

The exchange rate is supposed to converge toward the
market-clearing rate in mid-1992. I agree with the staff that
substantial further real exchange rate adjustment will be
required to reach this objective. The authorities should,
therefore, move with determination in making periodic exchange
rate adjustments. A three-year time span before reaching a
clearing rate is a long time--so long, in fact, that it could
even become counterproductive because of expectations and
distortions in the allocation of investments. An acceleration
of the foreign exchange reform should, therefore, be seriously
considered. Moreover, it is of great importance that action be
taken to liberalize the retention scheme in order to make
exports more profitable.

I agree with the staff that a tight monetary policy is
needed to contain inflation. In this respect, the measures
taken in July are welcome. I would, however, urge the authori-
ties to consider reaching positive real interest rates in less
than two years, as this would spur savings and improve the
allocation of credit.

A proper and efficient allocation of financial resources
and real investments is obviously crucial in laying the founda-
tion for sustained growth. The policy framework paper empha-
sizes, to that end, the rehabilitation of existing assets rather
than the introduction of new investments. 1 agree that main-
tenance and rehabilitation of, for instance, infrastructure are
a prerequisite for a smoothly functioning economy. I would, in
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this context, urge caution in putting resources into the exist-
ing parastatals before the financial viability and efficiency of
these enterprises have been thoroughly scrutinized. The author-
ities may well end up closing some of these enterprises in order
to allow the release of resources for more productive projects.

In light of Zambia's poor economic prospects in the short
term and the country’s substantial arrears, it is essential
that the growing confidence in Zambia’'s economic policies be
strengthened, both domestically and abroad. Thus, it is of the
utmost importance that the commitment contained in the policy
framework paper be systematically transformed into concrete
yearly programs, and that the planned prior actions be imple-
mented.

It is, of course, also necessary that Zambia change its
policy with regard to arrears to the Fund and the World Bank,
and start paying its overdue obligations regularly. While we
note the small payment made by the authorities today, stronger
action by Zambia in this area would send a firmer signal to its
creditors and to the international financial community at large,
and could be interpreted as an indication of progress in the
implementation of reform policies and of the authorities’
commitment to pursuing them. We can support the proposed
decisions.

Mr. McCormack made the following statement:

We are happy with the decision of the Zambian authorities
to opt for the comprehensive set of policies described in the
policy framework paper. The New Economic Recovery Program of
May 1987 to December 1988 was a failure in most key respects.
Even at its inception, it was clear that it would do little to
return the country to a path of economic growth and viability.
The current approach allows Zambia the opportunity to start
afresh, to rebuild confidence both at home and abroad, and
ultimately, to begin to grow out of poverty and debt.

We wish, however, to emphasize that, given the stark
realities of the situation, there is no room for complacency or
slippage. This is why, although we are in favor of most of the
proposed measures, we have some difficulty with the pace of
reform in certain areas. For example, several planks of the new
economic strategy will require trained accounting and auditing
personnel in the Ministry of Finance, yet training programs
will not begin until 1990. Other important measures affecting
investment are not scheduled for implementation before the
time of the 1990 budget. Again, since the realization of real
interest rates is crucial to the whole effort, the target period
of 1991 appears somewhat distant. We realize that the very high
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overall level of inflation means that positive real interest
rates cannot be achieved overnight; however, we encourage an
accelerated pace of adjustment.

With the rapid decline in Zambia’s copper reserves and the
adverse price trends on the world market, the authorities are
rightly giving priority to diversification. We welcome the
renewed emphasis that is being placed on the promotion of non-
traditional merchandise exports and tourism. In this regard,
we are encouraged by the recent flexibility in exchange rate
policy, the structural reforms, and the greater reliance on
market forces. While acknowledging Zambia’'s tourism potential,
we wish to point out that a realistic expansion of tourism will
require heavy investment in hotels, recreational facilities, and
social infrastructure. Perhaps Mr. El Kogali, or the staff,
could indicate whether, at this stage, there are concrete
proposals with respect to the future financing and ownership of
this sector.

The authorities are correct to make control of inflation a
focal point of their new strategy. We find particular encour-
agement in the fact that there is now apparently widespread
recognition that inflation in Zambia is primarily a monetary
phenomenon. The fact that there is now a common understanding
about the nature of inflation, and the appropriate means of
controlling it, is itself a major advance and constitutes a
defense against any tendency there might be to revert to earlier
approaches. The annual rate of 130 percent, which was reported
for early 1989, is clearly untenable. Accordingly, we support
the measures designed to reduce commercial bank liquidity and
credit. However, we wonder whether there is not room for
somewhat slower growth in the money supply, compared with the
"less than 50 percent” rise indicated for 1989.

Success in the new adjustment effort will require a sub-
stantial measure of fiscal discipline. On the expenditure
side, the authorities are already beginning to discourage bank
financing of government operations and have put in place mea-
sures to reduce waste in the public sector. We urge them to
speed up those reforms that are geared to improving management
and expenditure control functions. In this regard, we support
the staff’'s suggestion for technical assistance. Moreover,
there should be little delay in introducing measures to enhance
the operations of state enterprises and to reduce the degree of
reliance on government subsidies.

There is sizable potential for revenue enhancement, and, to
this end, a comprehensive list of proposals is outlined. While
we agree with the items included, we wonder whether the exercise
may not be somewhat ambitious at this time, given the prevailing
administrative weaknesses. There is an obvious need for
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fundamental tax reform, but it may be necessary to focus in the
immediate future on measures to strengthen revenue in the short
run.

We have referred to administrative weaknesses in the fiscal
area, but the problem is a more general one. We attach con-
siderable importance to developing Zambia’s implementation
capacity--a theme stressed repeatedly during the World Bank's
discussion on the policy framework paper. We can scarcely over-
estimate the importance of this task. Mr. Pétursson’'s remarks
about sequencing are also relevant in this connection.

The medium-term outlook for the foreign sector is poor.
Rising earnings from nontraditional exports are not expected to
offset the decline in receipts from copper. The situation is
compounded by an already high level of arrears on debt owed to
the Fund and other foreign creditors. However, Zambia has now
embarked on an appropriate corrective course. With the major
devaluation of the kwacha in June, as described by
Mr. El Kogali, an important hurdle was crossed. This initial
depreciation will be followed by regular adjustments, the first
of which was announced at the beginning of the meeting. Under-
standings as to the precise objectives to be pursued will be
reached at the time of the annual program and midyear reviews.
It would be helpful if the guiding principles--or even quantita-
tive formulas--could be agreed in advance, so that basic issues
will not be reopened at each successive review; protracted
discussions would risk delay in implementing the required
adjustment. It would also reduce the danger, referred to by
Mr. Goos. of the market-clearing rate becoming a moving target.

Now that Zambia has a well-defined plan for economic
restructuring, we consider that it is beginning to look like an
appropriate and realistic candidate for implementation of the
collaborative approach. It is clear that the large residual
gaps of the financing program mean that Zambia will require
exceptional assistance from the international community.

We urge the authorities to continue to strengthen their
active collaboration with the Fund, with a view to adopting a
Fund-monitored program. We also urge the authorities to make
greater and more regular efforts toward settlement of Zambia's
arrears. In this connection, we regret the fact that the onlvw
payment since the July review has been the relatively modest one
announced at the beginning of this meeting. We can support the
proposed decisions.

Mr. Prader said that after a long period of ill-advised policies and
of noncooperation with the Fund, there were clear signs of a shift in
economic policy in the direction of real adjustment and rapprochement
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with the Fund. He welcomed the policy framework paper as an essential
element of that new approach. The authorities had taken ambitious mea-
sures to correct economic imbalances and to restructure the economy, and
he commended their actions. He encouraged the authorities to continue
and to strengthen those policies; and a Fund-monitored program seemed an
appropriate framework within which those promising policies could be
broadened and deepened.

With appropriate policies more or less in place, the possible clear-
ance of arrears to the Fund became more realistic, Mr. Prader commented.
In some respects, Zambia, rather than Guyana, could be the test case for
the applicability of the intensified collaborative approach, because in
relative and absolute terms the size of Zambia'’s arrears was enormous,
reflecting the seriousness of the situation--which could hardly be over-
stated--and the memories of Zambia's highly publicized confrontational
approach to the Fund remained fresh. Zambia’'s past relations with the
Fund, its former inappropriate economic policies, and the size of its
arrears suggested that the results of the new adjustment measures and the
record of payments would have to be consistent and credible to turn around
the situation with regard to both the country itself and the confidence of
the international community. Stop-and-go attitudes would be counterpro-
ductive.

In that context, he noted with concern the disturbing phenomenon that
Zambia had made no payment until that day since the previous review, and
further obligations had fallen due, Mr. Prader continued. Such contradic-
tory signals would not help to mobilize the required exceptional financial
support of donors, who were already reluctant. The announced intention of
the authorities to resume payments was welcome but might have come too
late to dispel doubts about the consistency of the authorities’ resolve.

Another issue in the present case was the principle of uniformity of
treatment, Mr. Prader remarked. It was surprising to see that the draft
decision on Zambia's overdue financial obligations was more favorable than
that on Viet Nam, whose arrears were much smaller and whose indication of
cooperation in terms of period and size of adjustment was much stronger.
Also, in contrast with Zambia, Viet Nam had settled all obligations that
had fallen due during the present year. He did not want to change the
text of the decision on Zambia to the member's disadvantage; he simply
wanted to draw attention to the problem, so that, on the occasion of
the next review of Viet Nam’'s overdue obligations, the decision would be
drafted appropriately. Finally, he associated himself with the remarks
by Mr. Enoch on the implementation capacity of the authorities and the
need for technical assistance.

Mr. Zhang said that he agreed with the staff's analysis and appraisal
and supported the proposed decisions. Zambia had achieved a high economic
growth rate of 6.7 percent in 1988, compared with 2.2 percent in 1987.
That strong economic performance was attributable mainly to a bumper
harvest and a sizable expansion in manufacturing. Total exports had
expanded by 20 percent in SDR terms, with nontraditional exports growing
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by a similar amount. However, the fiscal deficit had continued to widen,
money supply growth had continued to accelerate, and the inflation rate
had continued to rise, from 50 percent in 1987 to 64 percent. The share
of GDP taken up by consumption had remained high while fixed investment
had remained stagnant. External debt had continued to increase and at the
end of December 1988 was estimated at SDR 5.1 billion. The scheduled
debt-service payments were equivalent to 83 percent of exports of goods
and services in 1988.

He concurred with the staff's analysis that the distortion in the
Zambian economy was of a deep-seated nature, Mr. Zhang continued. Exports
of copper represented about 85 percent of foreign exchange earnings.
However, the outlook for copper prices both in the near term and over the
long run was poor, and copper production was expected to decline. It was
encouraging to note, however, that the Zambian authorities had already
taken a series of major economic adjustment measures in late 1988 and
early 1989, including the devaluation of the kwacha by 25 percent in local
currency terms and other specific reforms on the monetary and fiscal
fronts.

As outlined in the staff report, the rapid acceleration in inflation
could undermine the country’s adjustment efforts, Mr. Zhang said. The
major objective of the policy framework paper was to bring about a stable
economic environment in Zambia. Regarding fiscal strategy, it was impera-
tive to emphasize measures that would reverse the decline in the revenue
to GDP ratio over recent years, while keeping expenditures firmly under
control in order to channel more resources into productive areas and away
from consumption.

It was crucial for the monetary authorities to mop up excess liquid-

ity in the system and to manage bank loanable funds to keep the total
expansion in domestic credit in line with inflationary objectives,
Mr. Zhang remarked. As smooth implementation of those monetary policies
and the attainment of those objectives were of great importance, improve-
ment in a timely bank reporting system could help the authorities under-
take careful monetary management.

He was impressed by the determination and commitment shown by the
Zambian authorities in undertaking the economic adjustment program,
Mr. Zhang commented. It was obviously arduous work for the authorities to
implement comprehensive adjustments to cover virtually every aspect of the
economy. Therefore, it was absolutely essential that the international
community render timely and necessary assistance to Zambia. As mentioned
by the staff, the authorities’ efforts merited and required the support of
the international community.

Mr. Kwon made the following statement:
The past few months have witnessed significant progress in

the formulation by the Zambian authorities of a comprehensive
program to contain serious macroeconomic imbalances while
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pursuing the much-needed fundamental restructuring of the
Zambian economy. We can support the policy framework paper
before us today, although the staff emphasizes in its report
that this is only a first step. The challenges confronting the
Zambian authorities are daunting, and the authorities will need
to be fully committed to their program to resist slippages and
deal with the inevitable exogenous shocks that in the past have
repeatedly undermined other well-intentioned adjustment efforts.

As in the case of Viet Nam recently considered by the
Board, the strength of the Zambian program derives from its
fully integrated approach. For example, it recognizes the
crucial interdependence between price decontrol--an area where
the authorities have moved with commendable and courageous
zeal--and the maintenance of appropriately firm financial
policies to contain its inflationary impact.

The central role given to full economic pricing in the
pursuit of the program’s sectoral objectives is also commend-
able, although I agree with the staff that early action in the
area of tariff reform and in monitoring and improving the
efficiency of the parastatals is also crucial. 1 harbor some
concern, however, regarding the proposal to delay the establish-
ment of a market-clearing exchange rate until possibly as late
as mid-1992 while deferring the achievement of positive real
interest rates until 1991. In both cases a faster adjustment
track should not be ruled out. And it is a pity that the
authorities feel constrained by past mistakes not to resurrect
an auction system for the allocation of scarce foreign exchange.
However, as long as the credibility of both these policy targets
is preserved, these shortcomings can probably be accommodated
within the program.

A more important concern, as Mr. Enoch noted earlier,
relates to the serious shortage of administrative capacity
within the Zambian bureaucracy, particularly in the areas of
monetary and financial management. The authorities have recog-
nized the problem, and this no doubt underpins in part the
reference to the need for continued expansion of current expen-
ditures in selected areas. Fund technical assistance will also
obviously have to play an important role in building the neces-
sary administrative capacity.

The staff report suggests that the first annual arrangement
under this program might take the form of a Fund-monitored
program for 1990. We would prefer not to comment on this
suggestion at the present stage, but I would note in passing
that it would seem to imply more progress to date in the forma-
tion of a support group for Zambia than we had thought the
case.
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A stumbling block that remains to be addressed is Zambia's
continued poor performance in clearing its arrears to the Fund.
Active cooperation, in the terms of the collaborative approach,
implies efforts on both policy and payment. We welcome the
authorities’ indication of partial payments and recognition that
the earlier unilateral restraint on debt-servicing payments was
ill-considered. However, the failure to establish a more
credible track record of regular and significant repayments to
the Fund is regrettable.

We support the draft decisions.

Mr. Rieffel said that he had relatively little to add to the comments
of other Directors, and he wished to associate himself especially with the
views of Mr. Enoch. Progress since the previous Article IV consultation
discussion had been impressive; the new Government appeared genuinely
committed to more sensible economic policies, and payments to the Fund had
been resumed. He supported the proposed decisions.

Nevertheless, Mr. Rieffel continued, it had to be recognized that,
among the ten members with protracted arrears, Fund exposure in Zambia was
the largest. Thus, the basic issue was whether Zambia was cooperating
satisfactorily with the Fund in an effort to settle its arrears. He had
serious concerns with regard to both tests of cooperation--policies and
payment. With regard to policies, he joined other Directors in commending
the authorities for implementing a series of much-needed reforms since the
beginning of 1989; the decontrol of prices was especially important. The
staff report discussed those reforms in considerable detail, and he
broadly agreed with the staff appraisal.

He was very encouraged by the seriousness with which the authoricies
had negotiated a new policy framework paper, Mr. Rieffel commented. He
had also noted the efforts by the Fund and Bank staff to help the authori-
ties focus on the critical reform issues and to craft a document that was
sensitive to domestic political constraints without making major conces-
sions to the imperatives for reform. As noted by other Directors, how-
ever, the policy framework paper was only a first step. Efforts put into
that document would be wasted if Zambia delayed in following up with a
strong program of macroeconomic and structural adjustment.

In that connection, he had two major concerns regarding the policy
framework paper, Mr. Rieffel remarked. First, the objective of an
exchange rate that cleared the market was absolutely correct, but a
program that would take three years to achieve that objective would not
be credible. Likewise, the objective of positive real interest rates was
essential, but a program that would not aim for that objective before the
end of 1990 would be difficult to support.

He had three other concerns, Mr. Rieffel continued. First, it was
not clear to him to what extent the parastatal sector was contributing or
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absorbing resources; the policy framework paper should have some concrete
benchmarks in that area. Second, the policy framework paper stated that
an increasing proportion of the Public Investment Program would be
financed from domestic sources but did not indicate the amount; he would
also like to see concrete benchmarks in that area. Third, the policy
framework paper noted that new public sector industrial investments would
be subject to careful analysis. He believed that the Government should
not be undertaking new investments of an industrial nature; rather they
should be left to the private sector. More generally, the attitude of the
authorities seemed surprisingly complacent in face of the precipitous drop
in foreign exchange earnings from copper projected for the coming decade.

If the normalization of relations with the international financial
community was to be achieved, exceptional levels of donor assistance would
be required, Mr. Rieffel observed. Such assistance was not likely to
materialize unless Zambia's adjustment program appeared stronger and more
front-loaded than programs of other low-income countries.

With regard to the second test of cooperation--payment--he was very
disappointed that efforts in that area since the previous review were not
consistent with the efforts being made on policies, Mr. Rieffel said.
Given the burden imposed on other members as a result of overdue charges,
he believed that a minimal effort at the present stage was to pay in the
second half of 1989 an amount larger than that paid in the first half and
to begin making payments on a regular--biweekly or monthly--basis.

Zambia had gained credibility in recent months, and he was encouraged
that the member was no longer conditioning reforms on external assistance,
Mr. Rieffel commented. Apparently the authorities recognized that assis-
tance followed reforms, instead of leading them. The route to normaliza-
tion would be long and difficult, but the goal would be reached sooner if
the start was not delayed, if the pace was fast, and if no detours were
taken along the way.

Mr. Adachi said that he welcomed Zambia's agreement with the Fund and
the World Bank on its policy framework paper and the several important
measures that the authorities had implemented as a first, but significant,
step toward Zambia's economic adjustment and the normalization of its
relations with its creditors, including the Fund: the authorities had
eliminated nearly all price controls; the direct maize meal subsidy had
been eliminated; monetary control had been tightened; and the exchange
rate had been depreciated substantially. The authorities were to be
commended for those encouraging actions.

Looking ahead, however, the path the authorities had to follow would
be long and difficult, Mr. Adachi observed. The policy targets set forth
in the policy framework paper, in particular the growth and investment
targets, were ambitious, and the authorities would have to make extraordi-
nary efforts to achieve them. 1In that context, he basically endorsed the
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staff's policy recommendations, and he encouraged the authorities to
develop the program for 1990 along the lines of the policy framework
paper.

The authorities’ efforts would have to be made under adverse cir-
cumstances, such as a decline in copper prices and a heavy debt burden,
Mr. Adachi remarked. The large financing gaps that were envisaged in the
years to come would necessitate far-reaching adjustment, which would be a
key to mobilizing external resources.

Fiscal policy should assume the major responsibility to that end,
Mr. Adachi continued. Establishment of discipline in expenditure as well
as in tax reform should be expedited. Monetary policy should be pursued
carefully, given the rapid price increases in recent months, although such
price movements should be of a one-time-only nature. It was also impor-
tant that the authorities establish positive real interest rates quickly.

Structural measures to address the deep-rooted rigidities would be
essential, Mr. Adachi remarked. 1In that context, he, like Mr. Enoch,
encouraged the authorities to consider the possibility of privatization of
public enterprises. He welcomed the flexible exchange rate adjustments
that the authorities had begun, and he encouraged them to pursue further
rate adjustment.

Finally, with regard to Zambia's arrears to the Fund, he welcomed the
authorities’ intention to resume periodic repayment and the payment that
was being transmitted, Mr. Adachi said. However, he would like to see a
substantial repayment from Zambia as a sign of the authorities’ strong
intention to cooperate with the Fund. He supported the proposed deci-
sions, with an amendment to paragraph 3 of the decision on Zambia's
overdue financial obligations, reflecting the modest repayment announced
that day.

The staff representative from the African Department said that in
assessing the authorities’ commitment the staff could state that not only
the policy framework paper but also various preliminary issue papers that
had been prepared in the process had been discussed extensively within
the Zambian political hierarchy. The policy framework paper had had two
readings by the Party Central Committee; the staff had had no difficulties
with the Committee’s comments on the first paper, and in the second round,
the document had received the unanimous endorsement of the Committee. In
addition, during a recent meeting in Lusaka with the heads of mission of
major donor countries, one of the ambassadors, supported by others, had
commented that in the past few months he had observed for the first time
that the Zambian authorities were acknowledging their problems without
blaming other parties and were identifying the program as their own.

A recurring theme of the Board discussion had been the need for
faster adjustment on inflation, interest rates, and the exchange rate,
the staff representative remarked. The staff report should have made a
clearer distinction between underlying inflation, on the one hand, and
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absorbing resources; the policy framework paper should have some concrete
benchmarks in that area. Second, the policy framework paper stated that
an increasing proportion of the Public Investment Program would be
financed from domestic sources but did not indicate the amount; he would
also like to see concrete benchmarks in that area. Third, the policy
framework paper noted that new public sector industrial investments would
be subject to careful analysis. He believed that the Government should
not be undertaking new investments of an industrial nature; rather they
should be left to the private sector. More generally, the attitude of the
authorities seemed surprisingly complacent in face of the precipitous drop
in foreign exchange earnings from copper projected for the coming decade.

1f the normalization of relations with the international financial
community was to be achieved, exceptional levels of donor assistance would
be required, Mr. Rieffel observed. Such assistance was not likely to
materialize unless Zambia's adjustment program appeared stronger and more
front-loaded than programs of other low-income countries.

With regard to the second test of cooperation--payment--he was very
disappointed that efforts in that area since the previous review were not
consistent with the efforts being made on policies, Mr. Rieffel said.
Given the burden imposed on other members as a result of overdue charges,
he believed that a minimal effort at the present stage was to pay in the
second half of 1989 an amount larger than that paid in the first half and
to begin making payments on a regular--biweekly or monthly--basis.

Zambia had gained credibility in recent months, and he was encouraged
that the member was no longer conditioning reforms on external assistance,
Mr. Rieffel commented. Apparently the authorities recognized that assis-
tance followed reforms, instead of leading them. The route to normaliza-
tion would be long and difficult, but the goal would be reached sooner if
the start was not delayed, if the pace was fast, and if no detours were
taken along the way.

Mr. Adachi said that he welcomed Zambia's agreement with the Fund and
the World Bank on its policy framework paper and the several important
measures that the authorities had implemented as a first, but significant,
step toward Zambia's economic adjustment and the normalization of its
relations with its creditors, including the Fund: the authorities had
eliminated nearly all price controls; the direct maize meal subsidy had
been eliminated; monetary control had been tightened; and the exchange
rate had been depreciated substantially. The authorities were to be
commended for those encouraging actions.

Looking ahead, however, the path the authorities had to follow would
be long and difficult, Mr. Adachi observed. The policy targets set forth
in the policy framework paper, in particular the growth and investment
targets, were ambitious, and the authorities would have to make extraordi-
nary efforts to achieve them. In that context, he basically endorsed the
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corrective price adjustment, on the other; the figures in the policy
framework paper were intended to be ex post measured inflation which
captured both. The program incorporated substantial corrective price
adjustments; for example, the maize meal price adjustment would add

10 percentage points to the 1989 consumer price index, but that was not
inflation. Measured inflation was significantly above interest rates at
present; however, interest rates would exceed the rate of monetary growth
six or seven months into the program,

The Zambian economic team would like to see faster adjustment, the
staff representative commented. The policy framework paper incorporated
those measures the authorities believed they could commit themselves to
implement fully at the present time; they would like to do more. The
evidence of the past few months indicated their commitment, as the author-
ities had moved significantly ahead of schedule in a number of areas. On
subsidies, they were already at the position programmed for the end of
1990. The original schedule of price decontrol had provided for a phas-
ing-in period of 18 months, but the Zambian authorities had decided to
implement it in one day. Thus, in two key areas the authorities had moved
faster than originally agreed.

Government transfers of subsidies to the parastatals in Zambia were
miniscule, the staff representative pointed out. The problem was that the
parastatals, although a dominant force in the economy, paid a very low
level of taxes to the Government; therefore the program was focusing on
measures whereby the parastatals would pay not only taxes but also divi-
dends on government equity. Subsidies existed for fertilizer, which was
in the private sector, and for consumer goods--particularly the consump-
tion of maize. As to whether the currency reform would have a lasting
detrimental impact, the staff had met with both private farmers and
private businessmen, most of whom believed the reform had not done much
damage and was not a source of great concern.

The staff had discussed technical assistance with the authorities,
who were working on a list of priorities, the staff representative from
the African Department said. The authorities had asked for Fund technical
assistance to improve their loan and grant monitoring system, and they had
indicated that they would also be requesting technical assistance in the
monetary, fiscal, and statistical areas.

Mr. El Kogali made the following concluding remarks:

I am glad to note the change of weather in our discussion
on Zambia. The difficulty that was previously encountered in
persuading Directors to give more time to the authorities to
mobilize a political consensus for tough adjustment is still
fresh in my memory. About two years ago (EBM/87/114, 7/31/87),
the Board considered for the first time the proposition to
declare Zambia ineligible. At that meeting, we asked for
patience, and we requested the Board to change its mind and
provide more time. Many of my colleagues were rather frustrated
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about the situation in Zambia. Fortunately, and indeed we
remain grateful to Directors, the decision adopted proved to be
somewhat favorable, and Zambia was given time to put things
together.

Mr. Prader and other Directors have referred to the period
of confrontation, which is also fresh in the minds of Directors.
That state of the relationship between Zambia and the Fund has
been exploited extensively in African circles, particularly
during regional conferences. As a matter of fact, a school of
thought emerged from these conferences that Africa needed an
alternative framework for adjustment from that followed by the
Fund. We have seen this theme repeated in various forums held
in Africa.

However, 1 am glad that Zambia discovered its own way of
doing things and came back to the Fund very positively. The
main concern emerging from Directors’ interventions appears to
be centered on the commitment of the Zambian authorities to
the adjustment program. In a letter sent to the Paris Club by
President Kaunda on July 23, the Government's commitment to the
reform program was stated very well. Among other things, the
President said: "This policy framework paper is based upon a
mandate from our Central Committee and has, therefore, the full
support of the leadership of the Party and its Government. We
are fully determined to see this implemented. Our delegation

has a clear mandate to convey this determination." At the end
of the letter, he said: "As leader of the nation, I want to
assure you of our total commitment to implementing this pro-
gram." This is indeed gratifying.

It is apt to point out that Zambia is in a unique situa-
tion, with seven crops, seven minerals. and 7 million people.
Therefore, the country has all the ingredients for successful
economic development. For example, Zambia does not yet have the
problem of overpopulation. It does not have the problem of dire
poverty like other sub-Saharan countries. We are, therefore,
hopeful that Zambia will be successful in its adjustment
efforts. However, it is significant to note that a nation only
25 years old is already faced with the depletion of its single
most important mineral resource. The question of diversifica-
tion, therefore, becomes more urgent and should be examined more
closely.

The main problem facing Zambia is the debt overhang.
Table 2 in the policy framework paper shows the amount of
assistance that is required if Zambia is to regularize relations
with its creditors, including the Fund. In my statement on
Venezuela yesterday, I supported the proposed debt reduction
operations. I think that this concept should be extended to
poor sub-Saharan African countries. In my view, the main threat
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to Zambia's adjustment program is not the political will or lack
of commitment to adjust; rather, it is the large debt burden.
Mr. Massé made reference to this point yesterday in his farewell
statement as a member of the Board. Mr. Jalan also made similar
references that I would like to acknowledge.

I believe that Mr. Rieffel said that external assistance
to Zambia should follow the reform measures and not vice versa.
We have discussed this issue on many occasions in the past. I
recall the African countries that have cooperated continuously
with the Fund in their adjustment efforts. One country under-
took two shadow programs and devalued its currency by as much
as 40 percent. However, the apparent delay in the disbursement
of external assistance forced the country to fall back on its
adjustment program. The question, therefore, is not one of
choosing which comes first, the measures or financing; rather,
the Fund should help to mobilize financial support that can be
disbursed on a timely basis. 1If assistance is too late, the
will to adjust is likely to dissipate. 1In other words, we are
asking for a synchronization of disbursements to effectively
support the measures being taken.
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to the required policies and their decision to set out in a
policy framework paper a medium-term macroeconomic and struc-
tural adjustment strategy. Directors agreed with the priority
accorded in the policy framework paper te bringing down the rate
of inflation by establishing firm control over monetary growth
and budgetary performance and to fostering a more liberal and
open economic environment in order to provide the basis for
sustainable growth in the noncopper sectors Directors stressed
that success in achieving those objectives would require the
most determined and steady implementation of policies; indeed,
many Directors encouraged the authorities to accelerate signif-
icantly the pace of planned reform to improve the prospects for
success.

Directors were in broad agreement with the views expressed
in the staff appraisal. The outlook for the copper sector, and
particularly the depletion of Zambia's largest mine by the end
of the next decade, underscored the need for strong and early
action. Directors therefore commended the series of important
measures that the authorities had taken over recent months.
Following the recent monetary policy measures to absorb excess
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liquidity in the banking system, it was crucial that the author-
ities act decisively on the fiscal front. Action to reduce
budgetary subsidies would be essential, and Directors noted the
important contribution that the coupon system and the recent
maize and fertilizer pricing measures would make in that regard.
Directors were in general agreement with the authorities’
strategy of broadening the tax base, while reducing tax rates,
to increase incentives to production while improving revenue
elasticity. They also shared the authorities’ view that there
was a need to focus spending on essential services, particularly
on maintenance and rehabilitation.

Directors welcomed the authorities’ intention to reduce the
rate of inflation, to establish positive real interest rates,
and to attain a market-clearing exchange rate. A number of
Directors considered, however, that it was essential to make
much faster progress toward each of those objectives than was
envisioned in the policy framework paper. A more rapid deceler-
ation of inflation would facilitate the early attainment of the
authorities’ real interest and exchange rate objectives and
would contribute to restoring stability and confidence in the
economy. This would, in turn, help to secure the needed recov-
ery of domestic savings and investment to promote growth.

Directors emphasized that Zambia needed to achieve an early
and strong expansion in nontraditional exports. They attached
importance to the authorities’ intention to liberalize the
export retention system so as to make such exports more remuner-
ative and to streamline the export licensing system. Success in
achieving the authorities’ objectives for economic growth would
also require efficient use of Zambia's scarce foreign exchange

1:\__“

resources. Speakers welcomed the intention to liberalize import
and exchange arrangements

Directors were of the view that more market-oriented poli-
cies would be essential to achieve efficient economic restruc-
turing and sustainable growth of the noncopper sectors Thev
therefore saw the recent action te decontrel all prices eucept
that for maize to have been a particularly advisable first ster
in the restructuring process, and thev agreed with the authori-
ties’ assessment that the private sector would need to plav an
increasingly important role in generating investment and growtt
Directors generally endorsed the sectoral strategies set out in
the policy framework paper. especiallwy the emphasis on agricul-
ture and on rehabilitating the transport system. Particular
care would also need to be taken in weighing the resource neseds
of the copper sector against the alternative economic returns
from the use of those resources in activities of economic diver-

sification.
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Directors considered the adjustment strategy set out in the
policy framework paper to be comprehensive in scope, but spe-
cific programs of action and implementation remained to be
elaborated in a number of areas. The World Bank and the Fund
were prepared to work together with the Zambian authorities and,
in that context, several Directors noted Zambia’s need for tech-
nical assistance to strengthen its administrative and implemen-
tation capacity.

While domestic policies would be key, Directors emphasized
that the success of Zambia's economic restructuring program
would also depend on its ability to mobilize sufficient external
support in a timely manner. A steady resumption of normal
bilateral and multilateral aid flows would be required, as would
exceptional assistance to address the problem of Zambia's large
outstanding arrears and current debt-service burden. In gener-
al, such assistance would need to be on highly concessional
terms. Directors noted that the Zambian authorities had already
taken important and difficult measures toward the implementation
of the strategy set forth in the policy framework paper. Those
efforts merited the backing of the international community, but
Directors underscored that the availability of such assistance
would depend on the Government’s continued demonstration of its
firm commitment to adjustment and on Zambia's own efforts toward
regularizing its position with the international community. In
that regard, Directors expressed their serious disappointment
that outstanding financial arrears to the Fund continued to
increase; they urged the authorities to accord the highest
priority to the settlement of those arrears and to step up
significantly payments to the Fund pending full settlement.

It is expected that the next Article IV consultation with
Zambia will be held on the standard 12-month cycle.

The staff representative from the Treasurer's Department noted that
the decision on Zambia's overdue financial obligations could be amended to
reflect Directors’ comments regarding Zambia's payments record since the
previous review.

The Secretary suggested that the second sentence of the third para-
graph in the decision be changed to read: "The Fund also regrets Zambia's
pavments performance since the last review."

The Executive Board then took the following decisions:

Decision concluding Article XTIV consultation

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

2. As described in SM/89/180, Zambia continues to main-
tain restrictions on the making of payments and transfers for
current international transactions in accordance with
Article XIV. The following exchange measures maintained by
Zambia are subject to Fund approval under Article VIITI,

Section 2(a): limitations on the availability of foreign
exchange for imports and for certain other current transactions,
including personal remittances; the nonavailability of foreign
exchange for tourism; the limitation on the availability of
foreign exchange for the servicing of external debt which has
given rise to the accumulation of external payments arrears; and
the requirement of counterpart deposits with respect to certain
external payments arrears. The Fund encourages the authorities
to remove these exchange restrictions as soon as possible.

Decision No. 9259-(89/128), adopted
September 15, 1989

Policy Framework Paper

The Fund notes the policy framework paper for Zambia set
forth in EBD/89,/265 (8/28/89).

Decision No. 9260-(89/128), adopted
September 15, 1989

Overdue Financial Obligations - Review Following
Declaration of Ineligibility

1. The Fund has reviewed further the matter of Zambia's
overdue financial obligations to the Fund in the light of the
developments described in EBS/89/183 (9/11/89).

2. The Fund welcomes the active cooperation of the
Zambian authorities in working toward the adoption and implemen-
tation of a comprehensive set of structural reform and adjusc-
ment policies in the context of the policy framework paper.

3. The Fund regrets the continued existence of Zambia's
arrears to the Fund, which place a financial burden upon other
members and reduce Fund resources needed to help others. The
Fund also regrets Zambia's pavments performance since the last
review. The Fund again urges Zambia to make full and promp:
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settlement of its overdue obligations to the Fund and stresses
that settlement of arrears to the Fund should be given the
highest priority.

Decision No. 9261-(89/128), adopted
September 15, 1989

APPROVED: May 25, 1990

LEO VAN HOUTVEN
Secretary







