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1. EXECUTIVE DIRECTOR 

The Chairman bade farewell to Mr. Jalan on the conclusion of his ser- 
vice as Executive Director. 

2. ENLARGED ACCESS POLICY - EXTENSION AND ACCESS LIMITS FOR 1990 

The Executive Directors considered a staff paper on the enlarged access 
policy and access limits for 1990 (SM/89/220, 10/27/89; Sup. 1, 11/l/89; and 
Sup. 2, 11/28/89). 

The Deputy General Counsel explained that the draft decision was being 
presented to the Board in the context of the reference in the communiqu;! of 
the Interim Committee, to the effect that the enlarged access policy should 
be maintained for 1990 and reviewed in the light of the outcome of the Ninth 
General Review of Quotas. The draft decision was similar to the decision 
the Board had taken the previous year, which had made the link between the 
review of access limits and the outcome of the quota review more explicit, 
b\r stating that the effective date of the review should not be later than 
the effective date of any increase in quotas under the Ninth General Review. 
However, there was no such reference to the effectiveness of the quota 
increase in the Interim Committee communique, and the question that had been 
raised in the discussion in the Committee of the Whole on the Ninth Review 
of Quotas was whether it would be preferable to specify a precise date, 
namely, June 30, 1990 for the review of the enlarged access policy. 

Mrs. Filardo said that that would imply that even if an agreement were 
reached on an increase in quotas in January 1990, the present access policy 
would apply until the end of June 1990. 

The Deputy General Counsel explained that in the absence of a decision 
by the Board at present, the enlarged access policy and the Board's author- 
ity to approve stand-by arrangements and extended arrangements with enlarged 
access would lapse. If the Board decided to extend the enlarged access pol- 
icy through 1990, but make it subject to a review before midyear, the access 
limits would remain unchanged from January 1990 until the end of 1990 at the 
latest, unless a decision otherwise was taken. 

Mr. Dawson commented that he believed that the date of March 31 would 
be more appropriate, because the Board was operating on the assumption that 
the quota discussion would be completed by the end of January or early 
February 1990, perhaps after a special meeting of the Interim Committee. 
The enlarged access policy could then be examined after a few months. 

Mr. Grosche said that he had understood that one of the reasons for 
postponing a review of the enlarged access policy until midyear was so that 
the Interim Committee's discussion of May 1990 could be taken into account, 
which, he recalled, would deal with the world economic situation and the 
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debt situation, as well as the quota increase. The future enlarged access 
policy could be formulated with the Interim Commi!tee meeting's conclusions 
and the advice of the Ministers in mind. 

Mr. Kafka said that the present discussion seemed to lend weight to 1li:; 
suggestion that the enlarged access policy be extended, subject to review 
when the Board believed that it was appropriate. It did not appear to him 
that setting a date by which time the review would be completed was partic- 
ularly helpful. Moreover, to set a date might suggest to outsiders that tlli- 
Board had in mind more than it actually had in that respect. 

Mr. Grosche said that he could not go along with Mr. Kafka's suggestion 
because it would change the character of the decision on the enlarged access 
policy. Past precedent had always been to set a date by which time the 
decision would lapse unless the Board decided otherwise. 

Mr. Chatah said that the decision the Deputy General Counsel had sug- 
gested would estend the enlarged access policy for all of 1990, unless the 
Board decided to abrogate it at the time of the midyear review. It might he 
more in keeping with the language of the Interim Committee communique to 
specify that the review would take place not later than four weeks following 
the adoption of the resolution of the Board of Governors on the quota 
inccease. 

The Deputy General Counsel said that the exact date for the review was 
up to the Board to decide. He had referred to the date of June 30 because 
that date had been put forward in the discussion that morning in the Commit- 
tee of the Whole on the Ninth General Review of Quotas. 

Mr. Hogeweg said that he had understood the consensus in the morning 
discussion to have been in favor of extending the enlarged access policy 
until June or July 1990, after which time it would lapse, unless the Board 
agreed to extend it. The most recent suggestion appeared to be to extend 
the decision for 12 months, but with the provision that it could be reviewed 
by a certain date. 

The Deputy General Counsel stated that it would be legally possible to 
extend the decision for a certain period, past which time it would lapse 
unless the Board decided otherwise. The other approach would be to assume 
that the decision would estend for a period of 12 months, but with a review 
at a certain time, at which time the decision could be taken either to ter- 
minute the enlarged access policy, to extend it, or to modify it in light of. 
the discussion on quotas. 

Mr. Grosche said that he had been among those who had suggested a shor- 
t?r period of time before the review, in order to force the Board to take 
into account the new developments that might be analyzed by midyear. Hc 
could also go along with the test as it stood, with the understanding thr,t 
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the Board would examine the enlarged access policy in the light of the 
outcome of the discussion on quotas and other matters, such as debt, for 
example. 

Mr. Al-Jasser observed that regardless of what decision was taken at 
present, he understood that any Executive Director could call at any time 
for a review of the decision, especially in the light of developments in the 
quota discussions. 

The Deputy General Counsel stated that provision could be made for ad 
hoc reviews by the Board, if it so agreed. In any event, one provision of 
the decision on the enlarged access policy specified that the policy would 
be reviewed annually. 

Mr. Al-Jasser said that the last paragraph of the decision also made it 
possible to review the decision in the light of the developments in the 
quota discussion. That being said, he would support Mr. Grosche's proposal 
to extend the decision until June 30, 1990. If in March 1990 it appeared 
that a review was warranted, it could be done then. 

Mr. Hogeweg said that he also would prefer to extend the decision for 
less than one full year. The Board needed to be forced to take into account 
other factors when it reviewed the decision. He could agree therefore to 
extending the decision until June 30, 1990, after which it would lapse 
unless the Board decided otherwise. As the Chairman had suggested in the 
morning discussion at the Committee of the Whole on the Ninth General Review 
of Quotas, that timing would also allow the Board to examine the access pol- 
icy for the remainder of 1990 and for the following year as well. 

Mr. Enoch said that he could go along with what Mr. Hogeweg had said, 
that the decision be extended until June 30, 1990, with the understanding 
that it would lapse at that time unless the Board decided otherwise. 

Mr. Dawson wondered whether the decision the Board might be called upon 
to make in June 1990 might be expected to extend through the balance of 
1990, or to the point of activation of the next increase in quotas. 

The Acting Chairman said that that would have to be determined at the 
time of the review. 

Mr. Dawson wondered whether there were any limits on the period of 
extension of the decision. He wondered whether the Board would be able 
to vote to extend the decision for a further 18 months. Would the general 
requirement that the enlarged access policy be reviewed annually still 
apply p or could the Board override that provision and extend enlarged access 
for a period longer than one year without any review? 

The Deputy General Counsel said that the original decision on the 
enlarged access policy had established a certain period for its 
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application--to December 31, 1984. The decision also made extensions pos- 
sible, but did not give any specific period for the extension. Another pro- 
vision specified that the policy and the access limits under it would be 
reviewed annually, although no specific date was given. That review had 
normally been undertaken in August, but there was no legal impediment to 
the Board deciding in June 1990 to extend the enlarged access policy for 
18 months. 

Mr. Chatah commented that the draft decision the staff had presented 
would need to be changed if the Board were to agree to extend the decision 
until June 1990. 

Mrs. Filardo commented that she understood that the policy would remain 
in effect through 1990, and that the Board could decide to change it, if it 
felt it was appropriate, in June 1990. 

The Acting Chairman said that whether the enlarged access policy would 
be extended past June 30, 1990 would have to be decided at the time of the 
review to be held not later than June 30, 1990. That was in line with what 
the Managing Director had proposed at Committee of the Whole on Review of 
Quotas Meeting 89/16, namely, to extend the enlarged access policy and the 
access limits until the end of June 1990, and review them not later than 
that date in the light of the outcome of the discussions on the quota 
increase and the Interim Committee's discussion of the world economic out- 
look. 

Mrs. Filardo commented that that implied that if the increase in quota 
were less than about 50 percent, access would be reduced between June and 
December 1990. 

The Acting Chairman said that there were no such implications about the 
amount of access, which the Board would decide at the time of the review not 
later than June 30, 1990. He took it, therefore, that the Board agreed to 
extend the decision on the enlarged access policy until June 30, 1990. The 
Board would review the decision not later than that date. 

The Executive Directors took the following decision: 

The Fund, having reviewed the Decisions on the Policy on 
Enlarged Access and the limits on access to the Fund's resources 
under that Policy and under the Buffer Stock Financing Facility of 
the Fund, and confirming that the Policy on Enlarged Access will 
be reviewed in the light of the outcome of the Ninth General 
Review of Quotas, decides that: 

1. In paragraph a. of Decision No. 7599-(84/3), as amended, 
"1989" shall be replaced by "June 1990." 
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2. (a) In the third sentence of paragraph a. of 
Decision No. 7600-(84/3), as amended, "1986, 
1987, 1988, and 1989" shall be replaced by 
"1986, 1987, 1988, 1989, and the first six 
months of 1990." 

(b) In paragraph b. of Decision No. 7600-(84/3), 
as amended, "1989" shall be replaced by "June 
1990." 

The review of the Policy on Enlarged Access and access 
limits thereunder in the light of the out-come of the 
Ninth General Review of Quotas shall be completed not 
later than June 30, 1990. 

Decision No. 9326-(89/167),adopted 
December 20, 1989 

3. PHILIPPINES - 1989 ARTICLE IV CONSULTATION; EXCHANGE SYSTEM; AND 
EXTENDED ARRANGEMENT - REVIEW AND MODIFICATION 

The Executive Directors considered the staff report for the 1989 
Article IV consultation with the Philippines and the first review under 
the extended arrangement for the Philippines approved on May 23, 1989, 
along with a request for a waiver and modification of the extended arrange- 
ment (EBS/89/229, 12/l/89; and Cor. 1, 12/15/89). They also had before them 
a background paper on recent economic developments in the Philippines 
(SM/89/256, 12/5/89). 

The staff representative from the Asian Department made the following 
statement: 

Following the failed coup attempt in early December, a staff 
team visited Manila during December 11-14 to discuss with the 
authorities the likely economic implications of the recent events 
and corrective policy measures. The staff team met with 
President Aquino, the Secretaries of Finance and Planning, the 
Governor of the Central Bank, and other senior officials. The 
Government reaffirmed its continued full commitment to the objec- 
tives and policies of the economic program for 1990 and stressed 
its preparedness to take additional measures as may be required; 
the staff appraisal contained in EBS/89/229 (12/l/89) does not 
need to be changed. 

In large measure, the immediate disruptive effects of the 
coup attempt on the economy have by now been overcome. The stock 
and foreign exchange markets have reopened under circumstances of 
relative stability, international transactions have been fully 
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resumed, and supply bottlenecks have been removed. On December 5 
the Government imposed price ceilings on eight basic commodities 
(rice, milk, sugar, chicken, pork, flour, kerosene, and liquid 
propane gas) for the Metro Manila area effective through December 
31, 1989. To prevent potential economic disruption and disloca- 
tions, a national state of emergency was declared on December 6, 
which enables the Government to take over or direct private busi- 
nesses, delivering public service or otherwise affecting public 
interest. The provision of somewhat broader emergency powers for 
the President is being considered by Congress. 

At this early juncture, it is difficult to gauge the full 
economic implications of recent events. A principal risk arises 
with regard to the possible impact on investment and thus on 
growth and the path to medium-term viability. While press reports 
have attributed second thoughts to some foreign investors, the 
authorities noted that first indications from a number of large 
foreign investors were for a continuation of their plans. One 
area of likely shortfall is the tourism sector, which had been 
growing rapidly. While there is thus a possibility that GNP 
growth in 1990 might be lower than programmed, particularly in 
the first half of the year, the authorities at present consider 
the 6 percent target of the program as still attainable. Tl=Y 
are fully aware that to achieve this growth target, reduce infla- 
tion to the program target of 8 percent by end-1990, and ensure 
sustained strong foreign investment and prevent capital flight, 
the policies incorporated in the program will need to be implemen- 
ted vigorously. In particular, fiscal restraint, a prudent mone- 
tary stance, and an improvement in external competitiveness remain 
core elements of their program. In addition, they recognize the 
need to boost investor confidence and to strengthen structural 
policies. In this regard, there are plans to accelerate trade 
policy reform and the current review of foreign investment regula- 
tions. 

Regarding monetary developments, commercial banks faced large 
cash withdrawals by the public in the first days of December and 
currency issue by the Central Bank increased substantially as a 
result. Furthermore, the inability to conduct open market tran- 
sactions during the disruption of activity in the financial dis- 
trict led to an additional sizable infusion of liquidity from 
maturing treasury bills. The consequent increase in base money 
during the period is estimated at about P 9 billion (over 10 per- 
cent); however, the impact on total liquidity was dampened by the 
rise in the currency/deposit ratio. Cash withdrawals by the pub- 
lic have since subsided, and on December 8 open market operations 
resumed. As a result, base money declined by about P 7 billion 
during the second week of December, reversing most of the earlier 
increase. While observance of the indicative end-December base 
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money target may prove not to be possible, it is the authorities' 
firm intention to ensure that monetary developments return fully 
to the program path by early 1990. The volume of open market ope- 
rations has already been increased. 

The official foreign exchange market, which reopened on 
December 6, witnessed a moderate depreciation of the peso from an 
exchange rate of P 22.23 per U.S. dollar prior to the coup attempt 
to P 22.32 per U.S. dollar on December 14. The premium in the 
unofficial exchange market has remained small (about 1 percent), 
and central bank sales of foreign exchange in the official market 
have been negligible ($1 million). However, the authorities feel 
that the substantial net purchases of foreign exchange by the Cen- 
tral Bank assumed under the program for the month of December will 
be difficult to achieve in the immediate circumstances, and that 
therefore the indicative target for net international reserves 
(NIR) for end-December may be missed. Nevertheless, the author- 
ities are committed to achieving the end-March performance crite- 
rion for NIR. Stock market prices fell by about 8 percent on the 
first day of trading (December ll), followed by further moderate 
declines in subsequent days, resulting in a cumulative drop of 
some 15 percent through December 14. 

In the fiscal area, the authorities remain fully committed to 
the programmed reduction in the consolidated public sector deficit 
from 4.4 percent of GNP in 1989 to 2.9 percent in 1990. Excluding 
the costs of reconstruction (which are not yet known but are not 
expected to be substantial), the estimated net effect of the coup 
attempt on the public finances in 1990 is an increase in the defi- 
cit of about P 2 billion (0.2 percent of GNP). Outlays for com- 
pensation of the armed forces and increased veteran benefits are 
likely to be about P 1.7 billion higher than programmed. In addi- 
tion, there is the possibility of a delay in Congressional appro- 
val of discretionary revenue measures; if these measures were to 
go into effect in April instead of at end-1989 as originally 
envisaged, revenue in 1990 would be reduced by about P 1 billion. 
These changes would be partly offset by savings deriving from a 
deferment of less essential capital expenditures. Moreover, to 
keep the fiscal program on track, the Government is considering 
additional tax measures, which would beimplemented around mid- 
1990. These measures would be mainly in the area of business 
taxes, user charges, and a reduction of investment tax credits. 
In addition, the present program includes a P 2.0 billion contin- 
gency to deal with unforeseen events. The authorities stressed 
that the substantial increases in prices of petroleum products on 
November 30 (averaging 25 percent, slightly lower than indicated 
in EBS/89/229 but sufficient to eliminate current oil price 
losses) underscore their intention to reduce substantially the 
public sector deficit. They emphasized that they remain committed 
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to continued oil price flexibility and to maintaining the present 
structure and level of taxation of petroleum products. 

With regard to trade policy, the Government has, as provided 
for under the program, identified additional 45 import items 
(mainly spare parts) in December for which prior approval require- 
ments will be replaced by tariffs. 

The Government intends to implement the agreement reached 
recently with foreign commercial banks. The debt buyback opera- 
tion, involving the redemption of $1,312 million of debts at a 
discount of 50 percent, is expected to be closed as scheduled on 
January 3, 1990. Present commitments for new money amount to 
somewhat over $600 million, but the Government hopes that further 
commitments will be received up to the time of the signing of the 
agreement, now planned for early February. The preparations for a 
second round of debt operations are continuing. 

In sum, the immediate economic consequences of the coup 
attempt have not been as severe as might have been expected a pri- 
ori. Moreover, the authorities have acted quickly to mitigate any 
adverse consequences and to bolster public confidence. Possible 
longer-run consequences cannot be forecast with any precision at 
this stage. What is of critical importance now is that the 
authorities demonstrate decisive economic leadership, hold firmly 
to prudent financial policies, ensure that the efficiency and com- 
petitiveness of the economy is strengthened as necessary, and 
within the framework of such policies also deal boldly with the 
problem of widespread poverty. It is encouraging that the author- 
ities have declared their firm intention to pursue the policies 
and targets for 1990 set out earlier and, indeed, to do so with 
renewed determination. Given the uncertainties that are likely 
to persist for some time, it is crucial in the period ahead to 
adhere to the basic principles of sound economic and financial 
policies and take bold and urgent steps to deal with the under- 
lying social and economic problems of the country. 

The staff representative added that the Advisory Group of commercial 
banks was meeting on that date to discuss in advance operational matters. 
The Chairman of the Group, with whom he had spoken recently, expected that 
endorsement of the financing package that had been agreed earlier with the 
Philippines would be reconfirmed and he had confirmed that no bank had with- 
drawn or reduced the amount of its new money commitment. 
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Mr. Evans made the following statement: 

On behalf of the Philippine authorities, I would like to 
express appreciation of the staff's untiring efforts and profes- 
sional assistance in presenting a fair and comprehensive assess- 
ment of Philippine developments. The authorities agree with the 
thrust of the staff appraisal. 

As the staff report conveys, major progress has been achie- 
ved on both structural adjustment and macroeconomic reforms, An 
economy which, just four years ago, was characterized by extreme 
debt difficulties, recession, financial instability, and govern- 
ment monopolies is now experiencing robust growth in an environ- 
ment of substantially reduced government intervention, greater 
financial stability, and much improved economic efficiency. The 
private sector has responded favorably to the authorities' 
efforts, and the authorities, in turn, have been encouraged to 
pursue more vigorously the objectives set forth in their medium- 
term development plan. Though there were some temporary setbacks 
in 1989, the Philippine authorities expressly and firmly remain 
committed to the objectives and policies of the economic program 
for the coming years. 

Performance in 1989 was mixed. While the authorities sus- 
tained the growth and investment momentum and succeeded in attrac- 
ting foreign direct investment (including reversal of flight capi- 
tal) , this progress was accompanied by worsening inflation and a 
larger than expected current account deficit. The deviations from 
program targets can be traced to some delays in the implementa- 
tion of oil pricing policy and higher domestic demand fueled by 
larger than expected minimum wage adjustments. The fiscal effects 
of these developments resulted in a larger than programmed public 
sector deficit, exacerbated by higher public debt service incurred 
in controlling the monetary effects of that deficit. 

Monetary policy, which was relaxed temporarily to accommodate 
the strong private credit demand and the growth momentum apparent 
in the first semester, was subsequently tightened as signs of 
inflation and inflationary expectations were building up. Mean- 
while, the growth momentum generated strong import demand for cap- 
ital and intermediate goods, thereby widening the current account 
imbalance. 

The policy slippages in mid-1989--since corrected--were 
directly related to the need to maintain a domestic consensus 
around the basic program objectives. Both the minimum wage 
increases and the delay in implementing necessary oil price 
increases flowed from dissatisfaction at the speed with which 
improving growth performance was being reflected in generalized 
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improvements in living standards. By the latter half of 1989, the 
monetary and fiscal policy slippages had been corrected, although 
not without incurring considerable electorate reaction. 

Meanwhile, important gains have been achieved in restructur- 
ing the economy toward greater efficiency: government agricultu- 
ral monopolies have been dismantled, and have not been replaced by 
private monopolies; privatization of nonfinancial public corpora- 
tions is proceeding ahead of schedule; the financial sector reform 
has already resulted in a successful sale of 30 percent of the 
stocks of the government-owned commercial bank to the public, and 
substantial operational profits for this bank; the reform of the 
government-owned development bank is almost complete, and a reform 
program was initiated in 1989 to strengthen the whole commercial 
banking system; the Central Bank is also being cleared of its 
involvement in agricultural credit allocation, and is gradually 
transferring quasi-fiscal losses to the National Government; the 
continuing trade liberalization program has proceeded as sche- 
duled, with only a few remaining quantitative restrictions to be 
eliminated and replaced by tariffs; land reform, which is an 
important element of the authorities' economic restructuring 
efforts, is being rephased to take account of some legal impedi- 
ments in the treatment of public land. It remains the firm inten- 
tion of the authorities to implement as expeditiously as possible 
the comprehensive agrarian reform program; structural improvements 
in the fiscal system have also increased tax elasticity and fac- 
ilitated administrative reforms, which, in turn, have bolstered 
the tax effort. 

Substantial progress was achieved in 1989 in securing exter- 
nal financing for the adjustment program. Debt relief from Paris 
Club creditors amounting to P 1.7 billion was obtained immedia- 
tely after the Fund Board approval of the extended arrangement. 
Soon after, new loan commitments under the Multilateral Assistance 
Initiative/Philippine Assistance Plan for $3.5 billion for 1989/90 
were secured from official bilateral and multilateral sources. 
The authorities have agreed with commercial bank creditors a vol- 
untary and market-based financing arrangement involving provision 
of new money in the form of new money bonds (which will be exclu- 
ded from future restructuring and the new money base), debt and 
debt-service reduction, and restructuring of existing bank debt 
at terms more favorable than earlier arrangements. 

The buyback component firmly in place is to be executed in 
early January 1990, consequent on Fund and Bank approval of essen- 
tial support under the debt strategy. For the new money bond 
issue, a one-month extension (to mid-February) has been decided. 
The extension should permit the Advisory Committee and the 
Philippine Government to encourage additional contributions to the 
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present $600 million new money commitments. The Advisory Commit- 
tee will meet in New York on December 20, 1989 to, inter alia, 
discuss procedures for the extension. 

The authorities have taken vigorous steps to normalize opera- 
tions following the recent coup failure. On the political front, 
the Philippine Congress has provided the President with temporary 
emergency powers to ensure a speedy return to normalcy. Important 
statements of support have been obtained from the country's major 
trading partners, including the United States, Japan, the EEC and 
ASEAN, and Pacific countries. 

On the financial front, Central Bank action to support banks 
experiencing mild runs prevented a system-wide disturbance. Con- 
sequently, interest rates remained stable, as reflected in the 
movement of short-term treasury bill rates. The stock market's 
decline in reaction to the attempted coup was much smaller than 
had been anticipated. While it is still premature to assess the 
coup's effect on medium-term investments (positive statements have 
been obtained from major foreign investors), the authorities have 
decided to accelerate their review of investment incentives with 
a view to greater market openings. Other measures to prevent dis- 
ruption of trade and tourism were implemented with the aim of 
restoring immediately the momentum that had been obtained before 
the political disturbance. 

While these recent developments necessarily increase uncer- 
tainty, and must result in some short-term blips in program per- 
formance, the Philippine authorities fully agree with the staff 
that the 1990 program objectives-- including the March 1990 perfor- 
mance criteria- -are achievable, albeit with heightened difficulty. 
What scope might have existed, when the program was agreed in 
early November 1989, to outperform the policy targets, has now 
evaporated. Indeed, any such attempt now could well spark detri- 
mental policy reversals not too far down the road. 

Notwithstanding that, the authorities remain firmly committed 
to the program as indicated by their recent actions. On the fis- 
cal front, domestic petroleum prices were increased to reflect 
international oil prices on December 1, 1989, and the correspond- 
ing adjustment of electricity rates has been made. In addition to 
following up previous steps to improve tax administration, the 
authorities have submitted to Congress for approval several pro- 
posals for tax increases and new tax measures. Combined, the 
second phase of tax administration improvement and new revenue 
measures are expected to generate an additional 1 percent of GNP 
for 1989. The authorities have also decided to abolish the Oil 
Price Stabilization Fund (OPSF) around the third quarter of 1990, 
as soon as arrears to the OPSF are cleared, thus eliminating one 
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of the major sources of the higher fiscal deficit in 1989, and a 
perennial political headache. 

In the monetary area, it remains the intention to address 
policies to the reduction in inflation to around 8 percent by 
end 1990. The expansion in liquidity necessitated by the December 
disturbance will be reversed during the first quarter of the year. 
Maintenance of external competitiveness remains a key policy 
objective. The peso has remained stable--i.e., has continued 
to depreciate at an orderly pace--and the difference between the 
parallel and official rates has remained minimal. In any event, 
the Central Bank will be guided in its exchange rate policy both 
by the requirement of competitiveness and by the international 
reserve target under the economic program. 

As indicated earlier, the Philippine authorities remain 
firmly committed to the achievement of stable and sustained growth 
within the framework of the Fund program. They would like to 
express their appreciation to those who have been sensitive to 
their difficulties and necessary domestic priorities. At the same 
time, they are seeking the full support of the Board to be able to 
continue implementing the economic adjustment program. An essen- 
tial component of the program is the debt operation with commer- 
cial banks, for which the authorities have requested a limited 
acceleration of set-asides under the Fund guidelines for debt 
reduction. Without approval of that element, the whole program 
would fail. In recognition of that, the authorities agree to 
abide by the early repurchase requirements recently agreed by the 
Board, notwithstanding that those requirements postdate their let- 
ter of intent. 

With the economic performance remaining basically on track 
and the financing from commercial banks very much in progress, I 
endorse the staff's judgment that the Philippine authorities' 
requests for the second drawing under the extended arrangement and 
the acceleration of funds set aside for debt reduction for 1990 
deserve the full support of the Board. 

Mr. Kyriazidis stated that the staff had presented a rather unsatis- 
factory picture of the economic situation in the Philippines. The growth 
and investment objectives of the program had been basically achieved, but 
only at the expense of all other program goals, such as the inflation tar- 
get, the current account target, and the public deficit target. Further- 
more, action on some important structural reforms, such as land reform, 
seemed to be behind schedule. 

It was regrettable that performance under the program had been so dis- 
appointing, Mr. Kyriazidis went on. In fact, the Philippines was the first 
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case in which a Fund program approved under the new debt strategy guidelines 
had gone virtually off track in such a short period of time. Furthermore, 
by proposing substantial modifications of the extended arrangement, the 
staff implicitly recognized the failure of the authorities to pursue a pro- 
gram which could not in any case be considered as exacting by any standard. 

It was clear that the inability of the authorities to pursue the badly 
needed fiscal adjustment was at the root of the present situation, 
Mr. Kyriazidis commented. The increasing public deficit had fueled the 
upsurge in inflation, and had caused the sizable deterioration in the cur- 
rent account. Moreover, the permissive stance of fiscal policy, coupled 
with a restrictive monetary policy in the second part of the year, had 
caused an unwarranted appreciation in real terms of the peso, which, toge- 
ther with large wage increases in the private sector, had affected nega- 
tively the competitiveness of Philippine exports. 

In order to put the program back on track, it was necessary to imple- 
ment a fiscal policy geared--at least--to the initial targets, so as to 
remove the extra burden recently put on monetary policy, Mr. Kyriazidis 
stressed. The recent change in domestic oil prices was a step in the right 
direction. Furthermore, an adequate exchange rate policy seemed to be nec- 
essary to support an adequate level of export growth. 

It was regrettable that the increase in the public sector deficit was 
connected with higher expenditure on items which were under the direct con- 
trol of the authorities, namely, wages and subsidies, and that no approp- 
riate countermeasures had been taken when the size of the fiscal slippage 
had become apparent, Mr. Kyriazidis continued. The importance of achieving 
a stricter control of recurring items of current expenditure needed hardly 
to be emphasized. 

The staff indicated that the unexpectedly large increase in the civil 
service wage bill had occurred because of the implementation of the wage 
standardization scheme, which had been intended to correct unjustified wage 
disparities among different categories of employees, Mr. Kyriazidis recal- 
led. He could understand the authorities' preoccupation with achieving a 
more balanced structural remuneration within the public sector, and the pro- 
vision of the correct pecuniary incentives to important categories of public 
workers, but the pursuit of those social goals should not have been allowed 
to put in jeopardy the policy of strict control of current expenditure, 
which was a basic component of the entire fiscal package. Under the present 
circumstances, even strict adherence to the executive order which limited 
the hiring of public workers to health, education, and revenue agencies, 
could only restrain, but not prevent, further increases in the total public 
sector wage bill. 

It was regrettable that the increase in subsidies, resulting mainly 
from the deliberate oil pricing policy of the authorities, had been among 
the causes of the increased consolidated public sector deficit, 
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Mr. Kyriazidis stated. It was unfortunate that the higher deficit of the 
OPSF had resulted in the accumulation of sizable domestic arrears, which 
would put a heavy burden on the 1990 budget. In that regard, he welcomed 
the fact that the OPSF would be included in the public sector borrowing 
requirement under the new program. Nevertheless, it was not clear to him 
why the OPSF had not been included in the program from the very beginning. 

With respect to the modifications of the program, Mr. Kyriazidis went 
on, the staff appeared to be proposing that the slippage which had occurred 
in 1989 be only partially rectified. The new objectives of the program, 
both in the external and the fiscal fields, appeared less ambitious than 
those set in the original program. A government deficit equal to 1.7 per- 
cent of GNP was set for 1990, whereas the original program had envisaged a 
deficit equal to 0.9 percent of GNP, for example. 

While the abandonment of the objective of maintaining expenditure at 
the level of 17.6 percent of GNP in 1990 could be explained by the impos- 
sibility of fully compensating for the slippage in wage expenditure which 
had taken place in 1989, and by the increase in interest payments expected 
in 1990, the reduction in the revenue target from 16.7 percent to 16.2 per- 
cent of GNP could only be explained partially by the reduced nontax reve- 
nues, Mr. Kyriazidis pointed out. Total revenues under the revised target 
were expected to increase in 1990 by 0.5 percent of GNP, whereas the origi- 
nal program had envisaged an increase of 1.1 percent of GNP. He would wel- 
come the staff's comments on what had caused them to revise downward the 
expected increase in the ratio of revenues to GNP. 

In the external sector, Mr. Kyriazidis went on, less ambitious targets 
had been set for 1990 under the revised program, basically as a result of 
the higher income elasticity of imports, and in spite of higher than origi- 
nally envisaged services and transfer receipts, and a higher current account 
deficit to GNP ratio, which would also be reflected in the lower reserve to 
import ratio. As a consequence, the elimination of the financing gap in 
1990 that was envisaged would be made possible only through larger resched- 
uling and bilateral flows. 

On the whole, the proposed changes made the program even weaker than it 
had been at the time of the approval of the original arrangement, 
Mr. Kyriazidis remarked. One might wonder whether the program still fit the 
Fund's guidelines on the debt strategy. Furthermore, large financing gaps 
remained in the medium-term, even if they were smaller than originally 
envisaged. In light of the reluctance shown by the banks to provide new 
medium-term funds to the Philippines, it was unlikely that future financing 
gaps would be filled by bank credit. Therefore, financing gaps in the 
medium-term could only be closed by an adequate flow of foreign direct 
investment, by the return of flight capital, and by adequate bilateral 
flows. However, whether a sufficient flow of capital--both private and 
official--to support the program would be forthcoming depended ultimately 
upon the authorities' commitment to stabilizing the economy's macroeconomic 
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environment, and to implementing adequate financial policies. He wondered 
whether the Fund program, as it stood at present, ensured the achievement of 
those goals. The positive conclusion of the discussions with the commercial 
banks represented the achievement of what appeared to be a necessary, but 
not a sufficient, condition for medium-term stability. 

Fund and Bank financing had played a crucial role in making possible 
the agreement between the Philippines and commercial banks, Mr. Kyriazidis 
observed. At present, the agreement with the banks was among the few posi- 
tive and tangible results the Philippine program had achieved. However, if 
the intention was to make the Philippine program more than an exercise in 
financial engineering, the country would have to strengthen considerably 
its adjustment efforts, certainly beyond what was presently envisaged. He 
therefore attached great weight to adequate assurances that the program 
would be significantly strengthened, particularly in the fiscal sector, by 
the time of the next review. 

At the time of the first request for an arrangement, his chair, toge- 
ther with others, had decided to abstain, Mr. Kyriazidis recalled. That 
decision had been difficult and painful. However, he had the same feelings 
at present, given the fact that the amended program was weaker than the one 
that had been approved in May 1989. One would loathe to envisage having to 
apply the decision on early repurchase expectations--which had just been 
taken- -at the time of the review of the Philippine program. 

The importance of the case went well beyond its country dimension, 
Mr. Kyriazidis concluded. It represented a crucial episode in the debt 
strategy. Therefore, he felt obliged, before making a final decision, to 
sense the opinions of the Board. He wished therefore to reserve his posi- 
tion until his colleagues had had an opportunity to provide their insights. 

Mr. Yamazaki made the following statement: 

We share Mr. Evans's view that the economic performance of 
the Philippines, as well as the financing package agreed with com- 

mercial banks, certainly justify the Philippine authorities' 
request for the second drawing under the extended arrangement, and 
the acceleration of set-asides for 1990. We support the proposed 
decisions. 

Having said that, we certainly recognize the uncertainties 
and risks involved in the program. In particular, as Mr. Evans 
has mentioned, the margins incorporated in the program when it was 
formulated in early November might now have been lost. However, 
it should be noted that the authorities have continued to express 
their firm commitment to the program, as well as their willingness 
to adopt additional measures, if necessary. Thus, the Fund should 
encourage the authorities to sustain their adjustment efforts, 



EBM/89/167 - 12/20/89 - 18 - 

aimed at the continued recovery of the economy from the heavy debt 
burden. 

Nonetheless, we regret that the authorities are facing the 
same challenges they faced at the beginning of the arrangement. 
In fact, the difficulties that the authorities have to overcome 
could be even more serious. The policy slippages in mid-1989-- 
although since corrected--have widened the domestic and external 
imbalances. Therefore, it is crucial that the authorities per- 
severe with the 1990 program. Since this is virtually the first 
case in which the Fund is providing its own resources for a debt 
reduction operation, we urge the authorities to recognize that the 
performance under the program will have significant implications 
not only for the Philippines itself, but also for other heavily 
indebted countries that have already embarked on, or are about to 
embark on, far-reaching economic adjustment while taking advantage 
of debt and debt-service reduction. 

In this context, we attach particular importance to the man- 
agement of fiscal policy. We strongly hope that the recent poli- 
tical turbulence will not delay the adoption of discretionary rev- 
enue measures. Should slippages occur, it would be essential for 
the authorities to implement contingency measures without delay, 
as they have already committed themselves to. Furthermore, in the 
long run, it would be essential for the authorities to make bolder 
efforts to increase tax revenue beyond the currently planned minor 
revamping of revenue measures, since the relatively low tax rev- 
enue/GDP ratio seems to illustrate the deep-rooted inefficiency of 
tax administration. Since, in our view, the tax base seems to be 
large enough, an overall review of tax administration would be 
essential, despite the encouraging progress that has been made so 
far. In this context, we would like to know whether the staff 
plans to provide further technical assistance to improve tax 
administration. 

On the expenditure side, the establishment of discipline is 
crucial. In particular, we urge the authorities to resist any 
pressure to increase wage compensation for government workers, 
notwithstanding the recent political upheaval. It is also crucial 
to adjust the prices of petroleum products in order to reduce the 
public sector deficit. We encourage the authorities to expedite 
the schedule. 

The role of monetary policy should also be emphasized. In 
this connection, it is important that the central bank be freed 
from the burdens arising from treasury operations. 

We have nothing to add to Mr. Evans's statement on the 
exchange rate policy. However, it is a matter of concern that the 
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indicative target for net international reserves for end-December 
may be missed. Therefore, it could be essential for the author- 
ities to monitor the situation closely and take appropriate cor- 
rective measures, if necessary. 

The recent political developments have certainly made it dif- 
ficult to project the balance of payments situation even in the 
near future. However, we have been encouraged by the recent capi- 
tal inflows. We are inclined to think that ongoing major projects 
will sustain the increase of direct investment, and that the infl- 
uence of the recent political upheaval might be minimal. 

On the financing package, we welcome the early agreement 
reached with the commercial banks, and the fact that the cash buy- 
back transaction will be held on January 3, 1990, although it is 
somewhat disappointing that the issuance of the new money bonds 
will be delayed. We are also encouraged by the staff's report 
that the package remains on track--in particular, that no bank has 
withdrawn its new money offer. Furthermore, we would like to urge 
the authorities to expedite their negotiations with commercial 
banks on the second stage of the debt and debt-service reduction. 

Mr. Dawson stated that he agreed strongly with some of the comments of 
Mr. Kyriazidis, especially regarding the authorities' record of performance 
in 1989, which had indeed been mixed. Nevertheless, he would tend to inter- 
pret that performance in a bit more positive light, since the authorities 
had acted--albeit slowly- -to correct the slippages stemming from the oil 
price subsidy and loose monetary policy in the middle of the year. The 
authorities should be commended, rather than criticized, for having res- 
ponded so forcefully, although with some delay. 

The Board also needed to be sensitive to the added burden which the 
recent political difficulties had placed on the authorities, Mr. Dawson 
pointed out. Although it was true that some of the targets that had been 
established for 1990 could be considered as a step backward from the program 
that had been originally envisaged in May 1989, the authorities appeared tc 
have recognized the problems that had occurred in 1989, and were committed 
to avoiding their recurrence. The staff report and Mr. Evans had drawn 
attention to that commitment. 

For 1990, vigilance in strengthening fiscal policy measures would be 
essential, since the full impact of the public sector wage increase would 
be felt during 1990, which would have to be kept under close scrutiny, 
Mr. Dawson noted. 

He was pleased to learn that the Philippines' external creditors had 
maintained their commitment to the buyback and new money packages, 
Mr. Dawson commented. 
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His chair might have preferred a debt reduction package for the 
Philippines that was structured a bit differently as between debt reduction 
and debt-service reduction elements, Mr. Dawson went on. However, he noted 
that the authorities envisaged debt-service reduction in the second phase of 
their debt reduction program. He looked forward to that being incorporated 
into the debt reduction operation for 1990 even though that had not been 
mentioned in the staff paper. 

He strongly supported the staff's recommendation for approval of the 
waiver and modification of the extended arrangement, Mr. Dawson concluded. 
Any decision otherwise might send the wrong message, not least to the 
authorities themselves, who had been trying to set the economy back on a 
sound footing, and with more success than might have been expected under the 
circumstances. 

Mr. Obame made the following statement: 

Since the recent developments in the Philippine economy have 
been well documented by the staff and Mr. Evans, and since I am in 
broad agreement with the staff appraisal, I will make only a few 
remarks on fiscal and external policies, and on the structural 
reforms which we find will be critical for the achievement of the 
program's medium-term objectives. 

Following the disappointing fiscal performance observed in 
the first part of the program period, I find the authorities' 
intention of strengthening fiscal policies for the 1990 program 
appropriate. Those policies are expected to contain the expansion 
of domestic demand, while contributing to the achievement of the 
fiscal targets. In this regard, I note that the authorities 
remain committed to reducing the consolidated public sector defi- 
cit from 4.4 percent of GNP in 1989 to 2.9 percent of GNP in 1990, 
through wide-ranging fiscal measures combining a balance of new 
revenue measures, expenditure restraint, and a further strength- 
ening of tax administration. 

On the revenue side, I note that tax revenues are projected 
to increase significantly, owing mainly to the introduction of 
discretionary revenue measures, including, inter alia, an increase 
in excise taxes on consumption products (cigarettes, alcoholic 
beverages, and soft drinks), and the broadening of the coverage of 
the value-added tax. The authorities' efforts aimed at improving 
the flows of information between government agencies, and compu- 
terizing value-added tax transactions at the Bureau of Internal 
Revenues (BIR), are welcome steps, which should improve the 
efficiency of tax administration. On the expenditure side, I also 
note that the authorities intend to reduce in 1990 the expected 
increase in civil service employment by about 3.9 percent through 
the containment of the wage bill. Furthermore, other expenditures 
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have been made subject to tight budgetary ceilings. All these 
measures, and the recent steps taken toward deregulating domestic 
prices of petroleum products in particular, will go a long way 
toward improving the overall financial position of the public sec- 
tor. 

The widening of external imbalances that was recorded under- 
scores the need to strengthen external policies and ensure strong 
export growth through a policy of economic diversification. I 
welcome the authorities' recent efforts in removing most of the 
impediments to foreign investment, through trade and investment 
liberalization and reforms. These efforts, however, need to be 
pursued, and even accelerated, so that the Philippines could 
attract the much-needed foreign direct investment flows that its 
Asian neighbors and partners are taking advantage of. Moreover, 
the authorities' early ratification of the Articles of the Multi- 
lateral Investment Guarantee Agency (MIGA) would be helpful in 
attracting such external flows. 

If ensuring strong export growth is a prerequisite for 
strengthening the country's external sector position, it appears 
also that actions aimed at reducing the external debt and debt- 
service burden and at mobilizing appropriate financing are equally 
crucial for the viability of the program per se. With respect to 
external debt, we are pleased to note that the authorities are 
well advanced with their operations of debt buyback and interest 
support for debt-service reduction. We agree with the authorities 
that the successful completion of these operations with commercial 
banks could facilitate the achievement of the investment and 
growth targets of their medium-term economic program. 

The information provided by the staff on the status of the 
implementation of structural reforms under the program is encour- 
aging. The reform of the public enterprise sector and of the fin- 
ancial sectors seems to be progressing broadly as programmed, but 
I note that slippages have occurred in agrarian reform. This is 
indeed a source of concern, because the distribution of land to 
the population is one of the ways of alleviating poverty in the 
Philippines. Therefore, we expect that the reform will not be 
too delayed, and that the authorities will take steps to rectify 
the slippages. 

The staff and Mr. Evans have underlined the efforts that the 
authorities intend to make under the program to achieve their 
medium-term objectives. While emphasizing the critical role that 
fiscal and external policies and appropriate external financing 
would play in this respect, we wish also to point out the impor- 
tance of a stable social and political environment for the success 
of any economic program. Indeed, recent events in the Philippines 
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could have raised doubts as to whether or not the implementation 
of the current program was sound. However, the information pro- 
vided by the staff and by Mr. Evans is reassuring, and I therefore 
support the proposed decisions, including the release of the set- 
asides. 

Mr. Prader made the following statement: 

The Philippine economy displays impressive prospects for 
long-term economic expansion, and the potential for reducing the 
hardships of poverty which presently affect a great majority of 
the large population is equally impressive. During the last seve- 
ral years, substantial progress has been made on both fronts. 
However, performance in 1989 was mixed, as Mr. Evans has phrased 
it. 

The growth and investment objectives for 1989 have been 
broadly attained, an outcome which contrasts sharply with the wor- 
sening of most other macroeconomic variables: acceleration of the 
inflation rate to 13.5 percent, stagnation of the savings/GNP 
ratio, marked degradation of the current account, and a substan- 
tial overrun of the fiscal deficit target. 

These disappointing outcomes are largely, if not wholly, the 
result of two major policy errors; first, the more than substan- 
tial 40 percent increase in the minimum wage, which the staff 
finds equivalent to an average nominal wage increase of about 
25 percent, and the accompanying 25 percent to 30 percent increase 
in average civil service remuneration; and second, the asymmetri- 
cal adjustments of domestically administered oil prices to world 
price developments. 

Mr. Evans explains these policy slippages as directly con- 
nected to the need to maintain the domestic consensus around the 
basic program objectives. Be that as it may, such a connection 
does not seem to be the fundamental reason for the slippages, 
which are rooted rather in the authorities' difficulty of finding 
appropriate remedies for the worrisome problem of poverty, and 
appropriate ways of implementing the long promised land reform, 
which is still behind schedule. The lack of progress on the land 
reform issue also contrasts with recent progress in the fiscal and 
monetary fields, where policy slippages have finally been more or 
less corrected. 

From the macroeconomic standpoint, the Philippine economy's 
prospects now look less certain than they did last May, at the 
start of the extended Fund program consisting of debt and debt- 
service reduction operations. Programs which include this kind 
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of Fund-supported operations are supposed to be characterized by 
the strength of the economic poli.cy measures, in particular. The 
strength of the economic policy measures is especially important 
at the present juncture, because the need for adjustment is just 
as pressing as ever. 

The staff has done an excellent job of highlighting the past 
policy slippages and precisely identifying the corrective actions 
which must be taken from now on. These include the car-rection of 
domestic oil prices, on which it is heartening to note that the 
authorities have already reacted appropriately. I can entirely 
agree with the staff appraisal of the present situation,of the 
Philippine economy, and with its conclusions as to the policy 
directions and the precise policy measures now to be taken. I 
would urge the authorities to implement this policy matrix 
strictly and thoroughly, in order to demonstrate clearly their 
command of the situation. Recent developments, both economic and 
political, call urgently for such a demonstration. Special empha- 
sis should be given to measures for strengthening the political 
and social consensus for the adjustment program, both domestically 
and internationally. 

Most urgent, from the domestic standpoint, is addressing the 
problem of widespread poverty and the long overdue land reform, 
but these efforts must not of course compromise the fiscal adjust- 
ment target. Most urgent, from the international standpoint, is 
to boost investor confidence in the economy by a prompt overhaul 
and relaxation of the Omnibus Investment Code and the Board of 
Investment procedures. 

I fully agree with and endorse the staff's policy recommen- 
dation. I have one question concerning the reduction of the 
investment tax credit, which is one of the additional tax measures 
that was proposed after the failed coup attempt to keep the fiscal 
program on track. This measure, although reasonable enough from 
the fiscal standpoint, could easily prove an obstacle to such 
other desirable objectives as the encouragement of domestic inves- 
tor confidence, achievement of the growth target, and avoidance of 
a further weakening of export competitiveness. The staff's com- 
ments on this point would be welcome. 

Whether the report is right in saying that the balance of 
payments outlook is now better than before remains to be seen. 
On the outlook itself, I have three questions. First, the export 
performance projections for 1990-92 retain the average volume 
growth target of 10.5 percent. It is clear that this projection 
assumes an improvement in the present level of export competi- 
tiveness, but seems too high even if the assumed improvement is 
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fully realized, especially over the next 12 months--over which 
time a 12 percent increase is expected. 

Second, substantial net inflows of foreign direct investment 
are assumed, and the report adds that these have been estimated 
conservatively. Since the actual direct investment inflow for 
1989 fell far short of the programmed amount, on what basis does 
the revised program adjust this flow upward from the assumptions 
of the initial program? 

Third, the income elasticity of imports has also been adjus- 
ted upward, to about 1.5, which is the main reason for the higher 
current account deficits estimated for the rest of the program 
period. But the report gives very little information on the 
reasons for such changes in the economy, stating simply that this 
structural change was made in the light of the experience in 1989. 
Could the staff be more explicit on this point? 

The Board is now confronted with the Philippines' request for 
accelerated purchases of set-aside amounts. I am not sure we 
should approve this request, since, according to the Fund's guide- 
lines, the phasing of set-aside purchases should be in line with 
program performance. The major policy errors of the recent past, 
and their consequences, therefore seem to call for maintaining the 
normal phasing of these set-aside amounts for now. It will be 
easier to approve such a request at a later stage, perhaps in con- 
junction with the Board's consideration of a Philippine request 
for augmented interest support. 

Of course, these remarks have a wider application than just 
to the case before us today: they are intended to be general, and 
reflect this chair's view that similar situations should be 
avoided in the future. We should come back to this point when the 
guidelines on the Fund's involvement in the strengthened debt 
strategy are reviewed. The constellation of events before us 
today is quite unfortunate, and appears to leave us no alternative 
but to endorse the proposed requests. First, the payment date for 
the debt buyback, already agreed to, is January 3, 1990. Second, 
the Fund's disbursement of set-aside amounts is needed to trigger 
the disbursements of other institutions, and a refusal of today's 
request would leave the Philippines practically without the 
resources to accomplish the buyback. Third, in Mr. Evans's frank 
assessment, without approval of that element, the whole program 
would fail. This leaves us no choice but to approve the proposed 
decisions, however reluctantly. 

Our agreement is based mainly on three expectations. First, 
that debt and debt-service indicators will show substantial impro- 
vement over the medium term. Second, that total Fund credit will 
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fall during the period of the extended arrangement. And third, 
and most important in the present context, the Philippines' excel- 
lent record of discharging its obligations to the Fund gives 
reason to expect an equally diligent maintenance of these obliga- 
tions in the future. 

Mr. Grosche stated that at the time the Board had approved the present 
extended arrangement for the Philippines, he had been among those Directors 
who had voiced concerns regarding the financing of the program. He had also 
wondered whether the pursuit of an ambitious growth target without strong 
measures in place for higher public savings, might not compromise price sta- 
bility and balance of payments viability. As it had turned out, his concern 
seemed to have been well founded. 

He welcomed the fact that an agreement had been reached recently with 
foreign commercial banks, Mr. Grosche went on. At the same time, he could 
not but be disappointed that the total financing from the package--new 
money, in particular had fallen short of the amounts envisaged. Also, the 
necessary rephasing of the reserve targets of the program was most unfortu- 
nate. It implied not only that there was a thinner cushion against adverse 
external developments, but also that the Fund's money was put at an even 
greater risk. 

The staff report revealed some developments which he believed warranted 
close attention, with a view toward countering major program deviations in a 
timely manner, Mr. Grosche stressed. He had in mind in particular inflatio- 
nary developments and the deterioration of the external current account, 
both of which were closely linked to insufficient savings in the public sec- 
tar. 

It was certainly reassuring to note from the paper that the authorities 
recognized the crucial importance of greater price stability and external 
viability for sustaining growth at high levels, Mr. Grosche commented. He 
welcomed their decision to tighten policies. However, he feared that the 
policy measures that were being contemplated for 1990 might be too modest to 
ensure a return to the program path. To aim at an inflation rate of 8 per- 
cent for 1990 was clearly not ambitious enough. He was also concerned that 
the scope for monetary and credit expansion remained on the high side, 
especially bearing in mind the still substantial liquidity overhang which 
appeared to exist in the economy. In any case, a sufficiently restrictive 
monetary stance would help to stimulate gross national savings, which in 
1989 were expected to fall substantially short of earlier expectations. It 
could also make an essential contribution to improving further the external 
capital account. 

Similar, and perhaps additional, concerns arose in the fiscal policy 
area, Mr. Grosche went on, where revised estimates for 1989 indicated not 
only that insufficient progress had been made, but that even a reversal of 
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adjustment gains achieved in 1987 and 1988 might have come about. He wished 
therefore to strongly endorse the intention to tighten the fiscal stance and 
to keep the 1990 consolidated public sector deficit in line with the orig- 
inal program target. 

The importance of credible fiscal action could hardly be overempha- 
sized, Mr. Grosche remarked. It not only had an immediate bearing on 
resource availability to the private sector, but also on the cost of those 
resources, and the overall savings performance of the economy. It also 
related to the need to restore business confidence as a prerequisite to sus- 
tainable growth. While that confidence seemed to have been affected first 
and foremost by the existing political uncertainties, it would be bound to 
suffer even further if the authorities were to allow significant program 
deviations to occur. 

In May 1989, he had already raised some doubts concerning the envisaged 
export growth, which he had considered to be on the high side, Mr. Grosche 
recalled; he continued to have doubts. The strong export growth envisaged 
for 1990 would require the adoption of aggressive export policies, as well 
as an easing of supply constraints. That in turn would require the main- 
tenance of an adequate degree of external competitiveness. He therefore 
believed that the authorities would be well advised to take into account the 
staff's advice regarding exchange rate policy. He would add, however, that 
such a policy should be regarded as a second best approach, the first one 
being tight domestic financial policies. 

With respect to the structural reform process, the agrarian reform 
was in his view a crucial element of the whole reform package, Mr. Grosche 
observed. Like the staff, he felt that much stronger efforts would be 
required in that area. 

Despite his serious concerns, he could support the proposed decisions, 
Mr. Grosche concluded. He expected the authorities to fully live up to the 
confidence that the international community was displaying in supporting 
their policy commitments. He could also go along with the staff's recom- 
mendation to approve the authorities' request regarding an acceleration of 
the release of set-asides, in order to make the bank package succeed. Unfor- 
tunately, he shared Mr. Prader's view that the Fund had no other choice. 

Ms. Powell made the following statement: 

We are concerned with the slippages in the Philippines' pro- 
gram in 1989. Although all but one of the end-September perfor- 
mance criteria were met, it is clear that the slippages were more 
serious than this suggests. Substantial wage increases, a more 
expansionary stance of financial policies, and the failure to 
adjust oil prices in line with world prices, contributed to strong 
domestic demand growth and a significant acceleration of infla- 
tion. The trade and current accounts were also weaker than had 
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been anticipated earlier. Even though growth was slightly below 
the target of 6.5 percent, the results suggest that, as well as 
policy slippages, this target was probably overly ambitious. 

The authorities have taken a number of measures to bring the 
situation back under control, and we welcome these steps, in par- 
ticular, the tightening of monetary policy and the adjustment of 
oil prices. 

They have also continued to make progress on structural mea- 
sures. 

We can agree to the request for a waiver, as the ceiling on 
monetary base growth was exceeded by only a slight amount, and 
monetary policy has been tightened. We are also prepared to sup- 
port the proposed modifications of the end-March 1990 performance 
criteria, albeit with some reluctance, as we have serious reserva- 
tions about the program. 

Our reservations essentially relate to two major concerns. 
The first is that, notwithstanding the slight reduction in the 
growth target for 1990- -to 6 percent from the original 6.5 per- 
cent--we continue to believe that this may well be an overly ambi- 
tious target. We are not convinced that a program based on growth 
targets of 6 percent next year, and 6.5 percent in the following 
two years, is consistent with the necessary reduction in inflation 
that would allow for sustained growth. We also doubt whether it 
is consistent with external viability. Given the inflationary 
pressures in the economy that have built up as a result of the 
large wage increases, and the boom in construction and real 
estate, inflation may not moderate as planned. 

Our second concern relates to the possible economic impact of 
the attempted coup. According to the staff, the immediate conse- 
quences of the coup attempt are not as severe as might have been 
expected a priori, and the staff has not suggested modifications 
to the program. We would agree that it is difficult, at this 
stage, to gauge the economic implications of recent developments. 
Nevertheless, the possible impact of the coup attempt has height- 
ened our concern about the adequacy of the program. Although we 
hope we are wrong, it could have more serious consequences for the 
short and medium term than the authorities and the staff are 
apparently assuming at present. In particular, one must question 
the assumptions built into the program regarding direct foreign 
investment and return of flight capital. There could also be 
delays in other financing flows, and, as the staff notes, an 
impact on tourism revenue. 
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Until the impact of,the coup attempt can be assessed more 
fully, a high degree of uncertainty surrounds the program, partic- 
ularly with regard to the possible impact on investment, and hence 
on medium-term growth and external viability. We agree with the 
staff that it is absolutely essential that the authorities show 
decisive economic leadership. In particular, there can be no 
weakening in their intention to follow prudent financial polices, 
and they must move ahead rapidly with measures to strengthen the 
efficiency and competitiveness of the economy. However, given the 
uncertainties, we also feel that it is critically important that 
the authorities monitor the situation closely and be prepared to 
take corrective measures, should the assumptions underlying the 
program prove to be overly optimistic. We would be very concerned 
if the authorities were to adopt stimulative measures because of 
concern that growth was falling short of the target. This could 
add to inflationary pressures, and make what could well be a less 
favorable than projected external position even worse. 

Looking more specifically at financial policies, we are 
pleased to note, from the staff statement, that the infusion of 
liquidity during the coup attempt has been largely reversed. We 
would urge the authorities to continue with measures that will 
bring monetary policy in line with the program, as soon as pos- 
sible. We very much welcome the measures being taken by the 
authorities to eliminate the losses of the Central Bank, and 
enable it to conduct an independent monetary policy. On fiscal 
policy, we are concerned that increased expenditures, as a result 
of the attempted coup, together with possible delays in Congres- 
sional approval of revenue measures, could make meeting the fiscal 
target more difficult. Our concern is all the greater, given that 
foreign savings may be less available than has been assumed, 
thereby increasing the need for higher domestic savings. The 
authorities have made progress in improving tax administration 
and in closing loopholes, but need to continue with this process 
of fiscal consolidation by controlling expenditures, particularly 
wages, and, if necessary, by introducing additional revenue mea- 
sures. 

The authorities are to be commended for the progress they 
have made on needed structural reforms. However , we would agree 
with the staff on the need to move ahead more quickly on agrarian 
reform, and for better targeting of expenditures that are designed 
to alleviate poverty. Recent developments would appear to have 
made progress in these areas all the more urgent. 

Despite our considerable concern about the strength of the 
program in the current circumstances, and the possibility of a 
significantly less favorable balance of payments outcome than pro- 
jected, we can support the request for an acceleration of the 1990 
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set-asides. The debt buyback will, over time, provide consider- 
able savings to the Philippines, and should help to build confid- 
ence. 

Mr. Landau made the following statement: 

Today's discussion clearly has revealed the authorities' 
commitment to restore the economy to a path consistent with the 
medium-term macroeconomic objectives of the extended arrangement. 
The performance of the economy in 1989 has been mixed. On the one 
hand, the real economy's resilience has been remarkable; indeed, 
GNP growth was around 6 percent for the third year in a row, 
investment was buoyant, reaching about 20 percent of GNP, and 
export diversification away from traditional products continued, 
with a strong increase in exports of manufactures. We are also 
encouraged by the significant amount of private capital repatria- 
tion. On the other hand, large wage adjustments and significant 
slippages in public finances have stimulated a too rapid growth of 
domestic demand, fueling inflation and leading to a serious degra- 
dation of the current account deficit. 

My authorities are well aware of the difficult internal cir- 
cumstances of the Philippines. However, we must keep in mind that 
any further slippages of the magnitude of recent ones would cer- 
tainly jeopardize the strong growth adjustment process, which has 
been led over the past two years by a strong recovery of invest- 
ment. Therefore, the modified program before us constitutes the 
minimal requirement for the return of the Philippine economy to a 
sustainable growth path. 

I am in broad agreement with the staff's recommendation on 
fiscal policies. The subsidization of oil prices has been one 
major cause of the recent slippages, and I fully agree that the 
subsidy should be eliminated. The deregulation of oil prices and 
the envisaged increase in power tariffs are of great importance. 

On the expenditure side, a strict control over current expen- 
diture seems warranted, particularly with respect to the wage 
bill, after the large wage increases granted this year. We wel- 
come the news that the 1989 target for public investment has 
almost been reached, implying a significant improvement in the 
authorities' capacity to reach their objective in this area. 

We are encouraged by the good performance which has been reg- 
istered so far this year on the revenue side. However, we wonder 
why, given this positive outcome, the target has been revised 
downward for 1990. This seems inconsistent with the measures the 
authorities intend to take to further strengthen tax administra- 
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tion, and broaden the scope of the value-added tax. A more ambi- 
tious target in this area would certainly have been welcome. 

I generally agree with the staff appraisal on monetary and 
exchange rate policy. Fiscal developments have clearly compli- 
cated the handling of monetary policy. The authorities have 
rightly reacted in strengthening monetary policy, which has indu- 
ced an increase in real interest rates and a further real appre- 
ciation of the peso. The present mix could put undue pressure on 
investment and export growth, and should be reoriented through 
fiscal adjustment. 

Foreign investment is vital to ensure both an adequate level 
of investment and equilibrium in the balance of payments. Recent 
events have done nothing to help in this regard. I would welcome 
any further staff comments. 

We are encouraged by the staff's assessment of the medium- 
term prospects. The international financial community has respon- 
ded quickly to the Philippine authorities' commitment to sound 
macroeconomic policies and structural reforms. Furthermore, dis- 
cussions with commercial banks have proceeded rapidly, and the 
final package should be signed next month. The projections 
clearly show that the debt-service ratio will decrease signifi- 
cantly in the years ahead. 

On the whole, provided that the authorities avoid further 
slippages and stand ready to take any measures which might be 
necessary, financing gaps should be reduced as compared with the 
original program projections. 

We can support the proposed decisions. 

Mr. Lombard0 made the following statement: 

During 1989, the Philippine economy continued to make pro- 
gress toward the objectives of the medium-term strategy. The 
strong growth in real GNP and the investment performance during 
1989 were certainly encouraging, and a clear consequence of the 
implementation of sound financial policies and fundamental struc- 
tural reforms during the past years. Particularly welcomed is 
the substantial progress made in terms of medium-term external 
viability, and in securing external financing necessary for the 
economic program. However, despite these positive developments, 
some weakening in financial policies was observed during 1989, 
resulting in higher price inflation and a wider external current 
account deficit. 
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All the performance criteria for September 1989 under the 
extended arrangement have been met, with the exception of the 
ceiling on the monetary base, which was slightly exceeded. Given 
the efforts and the progress that have already been made, and the 
authorities’ commitment to return to the program path, we can sup- 
port the proposed decisions on the review, waiver and modification 
of the extended arrangement, as well as on the exchange system. 
In particular, we support the decision regarding the disbursement 
and acceleration of set-asides to assist the financing of the buy- 
back operation agreed to with commercial banks. 

We are in general agreement with the thrust of the staff's 
appraisal and recommendations, and have only some few specific 
comments on the areas of fiscal and monetary policy. 

The large increase in minimum wages and the large subsidy for 
oil consumption seem to be behind the weakening in financial poli- 
cies and the unexpected growth of domestic demand observed during 
1989. The large subsidy for oil consumption and the over-run in 
current expenditures associated with the salary increase and 
higher interest payments resulted in a higher public sector defi- 
cit, despite buoyant tax revenues. In this regard, we welcome the 
authorities' intention to return in 1990 to the original fiscal 
target, through a balanced combination of revenue measures and 
expenditure restraint, as indicated in the policy memorandum, 
Elimination of the subsidy for oil (amounting to close to 1 per- 
cent of GNP in 1989) and deregulation of oil prices are certainly 
crucial policy actions in the right direction. 

Furthermore, actions to reduce and eliminate the Central 
Bank's losses in the medium term are especially needed, not only 
to reduce the consolidated public sector deficit, but also to per- 
mit the conduct of an independent monetary policy, In this 
regard, we encourage the authorities to adopt the needed measures, 
in particular, the transfer to the National Government of liabili- 
ties incurred by the Central Bank in functioning as a fiscal 
agency, and the rationalization of interest rates paid for Natio- 
nal Government deposits in the Central Bank. 

The experience in 1989 shows that one of the weaknesses of 
monetary policy was the difficulty in selling treasury bonds, and 
of mopping up liquidity in the economy through other instruments 
of monetary policy. We wonder whether the diversification into, 
and issuance of, new instruments by the Central Bank could play a 
role in this regard, making the implementation of monetary policy 
more flexible. 

A more flexible application of monetary policy could also 
have a positive effect in reducing the monetary impact of the debt 
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to equity conversion operations. The revival of such a scheme--as 
planned- -could be helpful not only to achieve a reduction in 
external debt, but also for the transfer of technology and repat- 
riation of capital flight. 

We fully share the staff's view on the need to have a more 
balanced combination of fiscal and monetary policy in order to 
reverse the recent loss in competitiveness. In this regard, the 
authorities' firm commitment to implement the needed fiscal 
adjustment, while reducing the pressure on monetary policy, in 
order to facilitate a depreciation of the peso, is most welcome. 
An adequate level of competitiveness is certainly a necessary con- 
dition to ensure the strong export growth and diversification that 
the external viability objective requires. 

I commend the Philippine authorities for the progress they 
have already made in securing the external financing necessary for 
the medium-term program. We note the loan commitments obtained 
from official bilateral and multilateral creditors, the agreement 
reached with the Paris Club, and the completion soon of a finan- 
cial package with commercial banks. The broad support received by 
the Philippines from the international financial community is an 
encouraging recognition of the serious effort that the country is 
making in addressing its economic and social problems. 

Mr. Enoch made the following statement: 

The last six months have been difficult ones for the 
Philippines. The fiscal and current account deficits are now 
projected to be substantially larger than the program targets, 
inflation has increased sharply, and some of the important struc- 
tural measures planned by the Government appear to have run into 
the sand. This is not the sort of commitment that is necessary 
under an extended arrangement, after 15 years of protracted use, 
nor that under a program within the new debt strategy. As 
Mr. Kyriazidis has noted, this is the first such program to have 
gone off track. While an agreement has been reached with the com- 
mercial banks, they have not been prepared to lend new money in 
the amounts that it was originally thought would be essential to 
the viability of the program. Earlier in December 1989, the sit- 
uation was confused further by an attempted coup. As the staff 
says, at this early juncture, it is difficult to gauge the full 
economic implications of the coup attempt, but it can hardly have 
improved an already difficult situation. It should certainly make 
the Board pause before approving a substantial front-loaded loan. 

The program for 1990 seeks to address these problems, and in 
the staff's view is sufficient to correct them. The question is 
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whether the authorities can implement this program, especially 
since some of the slippages from the 1989 program targets were the 
result of a failure on the part of the authorities to implement 
essential measures. 

This applies particularly in the area of fiscal policy, where 
most of the authorities' problems stem from excessive wage settle- 
ments in the public sector and the maintenance of subsidies on 
domestic oil prices. If the program Is to be successful, it is 
absolutely crucial that the authorities address these issues. In 
particular, the authorities must hold the line on salaries. On 
oil prices, the measures which the authorities have now taken are 
welcome, but I agree with the staff that it is essential that they 
continue to adjust domestic prices to reflect changes in inter- 
national prices and the exchange rate. The political difficulties 
attendant on moving the oil price are characteristic of a situa- 
tion in which prices are not freely determined. 

On the revenue side, the authorities have proposed a number 
of important measures to Congress, but Congress has yet to decide 
on them. I would hope that these measures can be implemented 
swiftly, although this must be far from certain. If they are not, 
then the authorities will need to consider alternative means of 
improving the fiscal position, 

In the area of monetary policy, the authorities have asked 
for a waiver of one of the performance criteria for September 30 
under the program- -that of the ceiling on base money. I can go 
along with this waiver on an exceptional basis, as the limit was 
only slightly exceeded. However, the underlying factor--which is 
of considerable concern--is the increase in the rate of inflation. 
It is essential that the authorities bring this under control, and 
their willingness to implement an interest rate policy which 
involves significantly positive real interest rates is an encour- 
aging sign in this respect. But if the authorities' anti- 
inflationary policy is to be successful, fiscal policy must take 
up more of the strain. I welcome the recognition of this in the 
staff paper. 

The appreciation of the real exchange rate in 1989 is also a 
source of considerable concern, given the prospects for the bal- 
ance of payments over the medium term, and the repeated focus of 
past Board discussions on slippages in this area. I would agree 
with the staff that greater weight should be given to exchange 
rate policy, and that the authorities should aim to reverse 
quickly the recent loss in external competitiveness. I would 
be interested to hear how firm are the authorities' assurances 
in this area. 
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In the area of structural policies, many measures have 
already been taken. I would commend the authorities for their 
rigorous action in the field of privatization. But it is very 
disappointing that land reform, which is the centerpiece of the 
authorities' structural measures, appears to have stalled. I 
hope that more progress can be made on this over the next year. 

A great deal more effort will be required from the authori- 
ties if this program is to be successful. But even if the author- 
ities do take all of the necessary measures, there may be problems 
in financing the program. In this chair's view, the financing 
assumptions in the original program were optimistic; those in the 
latest paper are even more so. For example, export growth is 
expected to be 15.5 percent per annum from 1991 onward, and fore- 
casts of direct investment have been revised upward in every fut- 
ure year. Even if this was central before the coup attempt, it 
would not be so in its aftermath. The commercial banks, which 
originally would have been expected to contribute $1.7 billion 
toward the financing gap, will now be contributing much less. 

Virtually the only aspects of the financing which have def- 
initely improved are inflows in the form of bilateral aid and more 
generous than expected rescheduling from the Paris Club. Of 
course, this amounts to a further shift of the financing burden, 
and transfer of risk from the private to the official sector, 
given the shortfall in the commercial banks' contribution. The 
coup attempt can only have damaged the prospects for capital 
inflows, and even on the basis of the assumptions regarding capi- 
tal inflows in the paper, the target of building up gross reserves 
to three months of imports has been deferred, from 1989 in the 
original program, to 1991. Financing gaps, of course, remain in 
the outer years of the program. In the light of all of this, one 
would have to say that the financing of the program remains pre- 
carious. 

The debt buyback which has been agreed with the commercial 
banks should, of course, improve the Philippines' financial posi- 
tion in the long term. I have a few comments and questions about 
this part of the proposed decision, however. 

First, I am disturbed by the delay in the agreement on new 
money from the commercial banks. Conducting the buyback operation 
first means that the Fund and the World Bank will be making their 
contributions somewhat ahead of the commercial banks. While the 
assurances about new money given by the staff at the beginning of 
the meeting provide some comfort, it is nevertheless of concern 
that the banks could still back out if there are adverse develop- 
ments. I would be grateful for staff confirmation of this. 
Second, I assume that the Philippines will have adequate resources 
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to effect the buyback. It would have been helpful if more infor- 
mation on this could have been given in the staff paper. 

I note that the staff paper refers to the Philippines using 
some of its own reserves to finance the buyback, and that the 
reserves used in this transaction would be replenished over time 
by the use of remaining set-asides from the Fund and the Bank. I 
presume that this means that only potential additional resources 
would be available to finance the kind of second-stage debt reduc- 
tion operations which are referred to in the paper. Perhaps the 
staff could elaborate on this. 

There are a number of features in the review which seem to be 
a cause for some concern. The program has clearly gone off track 
in policy .terms in 1989. Although the 1990 program does contain 
the kind of measures that are needed to bring it back on track, 
the authorities will need to pursue them resolutely, and will also 
need a certain amount of luck, especially with respect to the fin- 
ancing of the program. We are also concerned about the extent to 
which the Fund and the World Bank are now out in front of other 
creditors, especially when the accelerated set-aside resources are 
taken into account. 

I would be interested in the staff's response to 
Mr. Kyriazidis's question about the possibility of strengthening 
the program, especially on the fiscal side, at the time of the 
first review. 

Mr. Ismael made the following statement: 

So far in 1989, the adjustment program for the Philippines, 
which was approved by the Executive Board in May 1989, has been on 
track in regard to the growth and investment objectives. However, 
both the inflation rate and the current account deficit have wor- 
sened, and some slippages in policy implementation have occurred. 
This does not come as a complete surprise, considering how ambi- 
tious the program is, and the events that have occurred since. 
It is still too early to determine for sure the extent to which 
the recent disturbances may have damaged the chance of achieving 
the program targets. However, it would be prudent in any case for 
the authorities to be prepared for the worst. 

I commend the authorities for their competent handling of 
what could have become an economic crisis. I agree with them that 
fiscal restraint, a prudent monetary stance, and improved external 
competitiveness should remain the core elements of their program. 
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The fiscal policy measures planned for 1990 comprise expen- 
diture restraint, new revenue measures, and a further strength- 
ening of tax administration. These are steps in the right direc- 
tion, and should be pursued with determination. A tighter fiscal 
policy will help ease some of the burden of monetary policy. The 
-Latter must remain cautious, and be adapted quickly to any change 
in circumstances. The present policy of permitting interest rates 
to find their market level should continue to be followed. 

The large increase in wages which became effective in 1989 
for both the civil service and the private sector appears somewhat 
excessive. I urge the authorities to exercise greater restraint 
in the future in this area. Negative effects are likely on the 
Government's fiscal position, the inflation rate, and export com- 
petitiveness, which the Government can ill afford to risk. I am 
inclined to wonder whether a reliance on fiscal and wage restraint 
will be sufficient to maintain external competitiveness; a more 
flexible and active exchange rate policy may be appropriate. 

Reasonable progress has been made in the area of structural 
adjustment, including tax reform, oil pricing policy, reform of 
government corporations, and financial sector reform. I commend 
the authorities for their strong commitment to continue with their 
reforms, and I urge greater attention to agrarian reform, which 
appears to be lagging. A greater diversification of crops will 
help provide a cushion for external price fluctuations. The suc- 
cessful abolition of the OPSF by the third quarter of 1990-- 
although overdue--would be a bold step, and could serve as an 
example for other countries which have found a similar move to be 
politically difficult. The price controls imposed on some commod- 
ities in the aftermath of the coup attempt would hopefully be eli- 
minated as well. 

I note that the debt operation with commercial banks is an 
essential component of the adjustment program. I urge official 
and commercial bank creditors to continue playing an appropriate 
role in the required financing. For their part, the authorities 
should continue to pursue prudent economic and investment promo- 
tion policies in order to attract direct foreign investment. 

I also urge the Philippines' trading partners to help by 
opening up their markets, so that the country will be in a posi- 
tzion to earn foreign exchange to service its debts. 

I endorse the authorities' request for the release of set- 
asides in order to finance the debt buyback. I am also prepared 
to endorse the Fund's continued support, including the waiver that 
has been sought. I commend the Philippine authorities for their 
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commitment, and urge them to persevere with the program. I can 
therefore support the proposed decisions, 

Mr. Ghasimi made the following statement: 

In spite of political disturbances, an unfavorable external 
environment, and severe financial impediments, the Philippine eco- 
nomy has shown a satisfactory economic performance in recent 
years, resulting in a rather high annual rate of economic growth 
of about 6 percent during 1987-89. It is quite clear that the 
shift from a consumer-led to an investment-led economy, manifested 
in a high level of investment-- estimated to account for 20 percent 
of GNP in 1989--has contributed to this satisfactory economic 
growth in recent years. It is indeed heartening to note that such 
an economic recovery has been accompanied by further indications 
of a repatriation of capital flight, a decline in external debt, 
and the containment of the current account deficit at a rather low 
level of GNP. 

It is quite clear that considerable challenges will confront 
the authorities in the future, as a result of the susceptibility 
of the economy to both internal and external shocks. In such a 
situation, it can hardly be denied that the attainment of sustain- 
able economic growth, along with the achievement of more balanced 
internal and external conditions, depends upon not only firm com- 
mitment in implementing the appropriate adjustment measures, but 
also a favorable and conducive external environment and the exten- 
sion of considerable financial support from the international fin- 
ancial community. 

In fact, the preliminary results for 1989 indicate that, in 
many areas, the achievements so far have been positive. However, 
the performance of the economy with regard to inflation and the 
appropriate level of national savings has not been satisfactory. 
Despite the improvement in tax collection, the government deficit 
was somewhat larger than previously envisaged, because of higher 
current expenditures. 

Looking to the future, we are pleased to note that the 
macroeconomic framework for 1990-92 proposes and accommodates 
the necessary corrective policy measures to reduce the prevailing 
internal and external imbalances. The further expansion of 
investment that is anticipated over the period 1990-92, and its 
financing mainly through higher levels of domestic savings, are 
definitely steps in the right direction. 

Financial sector reform continues to be an essential element 
of the structural policies in the Philippines. In this respect, 
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the legislation to enhance bank supervision procedures will be 
crucial to improve the management of the banking system and the 
allocation of bank credit according to economic criteria. 

The public corporate sector, which expanded very rapidly 
during the 1970s and early 198Os, contributed to and, in a sense, 
complicated the task of the Government in trying to reduce both 
the current account and public sector deficits during the 1980s. 
The authorities' structural reform program to privatize and 
strengthen financial institutions and enhance their management and 
operations was definitely a step in the right direction. The 
authorities should be encouraged to implement the measures neces- 
sary to enhance the efficiency of the public enterprise sector. 

We also welcome the second phase of the authorities' com- 
prehensive program to strengthen tax administration, especially 
the acceleration of the computerization of the value-added tax 
system and the training program. 

In the foreign trade sector, recent trends show that the 
expansion of exports of manufactured goods from the Philippines 
has played a crucial role in the successful recovery of exports 
since 1986. However, as noted by the staff, a considerable part 
of this increase has been due to the expansion of small domestic 
value-added activities. In this respect, and given the recent 
rising trend of urban unemployment--from 11.9 percent in 1988 to 
12.6 percent in 1989--the authorities must now decide whether to 
expand the domestic value added in the export of manufactured good 
at the risk of confronting higher degrees of protection for the 
more processed goods in the markets of the developed countries. 

We support the proposed decisions, including the acceleration 
of the set-aside for debt reduction for 1990. 

Mr. Al-Jasser made the following statement: 

Commendable progress has been made in implementing structural 
reforms and adjustments in the Philippines. In particular, tax 
administration has been streamlined, government intervention has 
been significantly curtailed, and higher exports of manufactures 
have been registered. However, the internal and external dis- 
equilibria worsened in 1989, as excessively expansionary financial 
policies, lax incomes policy, and delays in the adjustment of cer- 
tain administered oil prices caused domestic demand to grow 
sharply. Inflation picked up, and the Philippine peso appreciated 
substantially in real effective terms. In the process, and des- 
pite larger-than-expected capital inflows, the balance of payments 
weakened, and the buildup of gross official reserves fell far 
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short of the program target. Moreover, the delay in the implemen- 
tation of the land reform program is to be regretted. 

It is helpful to note that the authorities recognize the need 
to correct past deviations from the adjustment path by reining in 
the growth of domestic demand and restoring external competitive- 
ness in 1990. Their emphasis on moderating demand growth through 
public sector expenditure restraint and the much-needed upward 
adjustment in domestic oil prices to international levels is 
appropriate. Clearly, the success of the renewed initiative will 
depend critically on a stronger and more determined implementa- 
tion of these policies. It also presupposes the availability of 
adequate financing from commercial banks. It is very disappoint- 
ing that commercial banks have so far fallen behind expectations 
with respect to the provision of new money. It is important that 
the Fund exert as much moral suasion as possible on commercial 
banks to fulfil1 their obligation of meeting the Philippines' 
financing needs. 

Perhaps the most important issue relates to the implications 
of the recent attempted coup for the ability of the Government to 
strengthen adjustment efforts. I am happy to note from the 
staff's statement that the short-term effects of the abortive coup 
may be minimal. However, the medium-term effects may be more 
important. The export performance in 1990 may fall short of 
expectations, and the much-needed inflow of foreign direct invest- 
ment and flight capital may not materialize. These events clearly 
imply that while reforms can no longer be delayed, the needed fur- 
ther stringency consistent with poverty alleviation and an early 
and broad-based growth would not be easy. That is why it is ess- 
ential that the world community strengthen the ability of the 
Philippine Government to continue on the agreed adjustment path. 
In this context, a more comprehensive analysis by the staff of the 
implications for the period ahead would have been helpful. 

I am in favor of releasing the accrued set-asides and the 
requested accelerated release of set-asides for 1990 to facilitate 
the buyback of commercial bank debt. Since the financing that is 
expected from the Fund and the World Bank might not be able fully 
to meet the authorities' requirements, it would be desirable if 
the bilateral contributions were to be forthcoming without delay. 
The debt-equity swap, which has so far helped in reducing the 
external debt by over $800 million, should be continued, and 
applied vigorously. It is incumbent upon the authorities to con- 
tinue pursuing other avenues to reduce debt, and to shift toward 
acquiring nondebt foreign liabilities, such as foreign direct 
investment. In this context, I urge the authorities to move 
quickly toward ratifying the MIGA convention, and also to take 
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concrete steps to rationalize the regulations and incentives 
applying to foreign direct investment. 

I support the proposed decisions. 

Mr. Dai made the following statement: 

It is encouraging to learn from the latest information pro- 
vided by the staff that, despite the present difficult situation 
in the Philippines as a result of the recent political turbulence, 
the authorities have reaffirmed their full commitment to the 
objectives and policies of the economic program for 1990. 
Although, as the staff indicates, the immediate economic conseque- 
nces of the coup attempt were not as severe as had been expected, 
the determination demonstrated by the authorities in overcoming 
the disruptive effects, and in promptly restoring economic and 
business order, is commendable. 

According to the staff report and Mr. Evans. the performance 
of the Philippine economy over the past year indicates that the 
main objectives of the adjustment program remain broadly on track. 
It is estimated that real GNP growth for 1989 will reach about 
6 percent, and total investment will rise to about 20 percent of 
GNP. On the external front, payments problems have been avoided, 
despite a heavy burden of debt and debt service. Progress in the 
areas of structural policies has also been generally in line with 
the objectives of the program, except for land reform, which has 
fallen behind schedule. Nevertheless, in light of the recent 
acceleration of inflation and the widening of domestic and exter- 
nal imbalances, it is obvious that much remains to be done in 1990 
and beyond. I am in broad agreement with the thrust of the staff 
appraisal. 

On the overall economic situation, although the pattern of 
domestic demand that has developed in the past few years has 
helped to produce a sound growth of output and to return the bal- 
ance of payments to an acceptable level, it cannot be sustained 
over a long period of time without bringing adverse consequences 
to the economy. As a result of substantial wage increases in both 
the private and public sectors, which have bolstered private con- 
sumption over the past year, excessive growth of domestic demand 
continues to place pressure on prices and on current payments. By 
the end of the year, the inflation rate is expected to accelerate 
further, to some 13 l/2 percent, and the current account deficit 
would continue to widen, due to a large increase in imports--out- 
pacing export growth--and a significant deterioration in the terms 
of trade. In order to cope with demand pressures, monetary pol- 
icy, which was lax at midyear, has been tightened recently. 
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Although this tightening appears to be necessary in the short run, 
the impact of the resulting higher interest rates on investment 
and on the exchange rate should be monitored carefully. 

On the financial policy front, although by the latter half of 
1989 the monetary and fiscal policy slippages had already been 
corrected, the policy mix of a relatively lax fiscal policy and 
tight monetary policy during the year has put upward pressure on 
the exchange rate, adversely affecting external competitiveness. 
In this regard, the staff is correct to emphasize fiscal policy 
as a key area in which strong measures need to be taken to further 
reduce the budget deficit. Nevertheless, in light of the social 
impact that is often associated with such austere policies, the 
fiscal adjustment measures would need to keep a good balance bet- 
ween expenditure restraint, new revenue measures, and a further 
strengthening of tax administration. Given the difficult situa- 
tion facing the authorities after the recent political turbulence, 
it is important for the authorities to pursue fiscal restraint in 
a prudent manner, particularly when some of the structural reforms 
have yet to be complete. 

It is encouraging to see that substantial progress was achie- 
ved in external financing in 1989, and that the outlook for uncov- 
ered financing gaps after 1990 would be smaller than originally 
projected. But, it is noted that total financing from the com- 
mercial bank package, in particular the new money element, has 
fallen short of the amounts envisaged. As pointed out by the 
staff, this support from the international banks would be crucial 
not only to the success of the entire debt reduction package for 
the Philippines, but also to the country's economic growth and 
financial stability. It is to be hoped that progress in this 
regard will be made, in light of the negotiations and agreement 
between the Advisory Committee and the Philippine Government. 

Given the fact that the economic performance of the 
Philippines is basically on track, and given the firm commitment 
of the authorities to carry on with economic adjustment despite 
the recent domestic turbulence, it is appropriate to approve the 
authorities' request for the second drawing under the extended 
arrangement, the acceleration of funds set aside for debt reduc- 
tion for 1990, the waiver of the nonobservance of the performance 
criterion on the monetary base for end-September 1989, and the 
modification of performance criteria for March 1990. I fully 
support the proposed decisions. 
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Mr. Fernando made the following statement: 

We are in general agreement with the thrust of the staff 
appraisal, and the recommendation. The debt reduction operation 
will require a contribution from all the parties concerned if it 
is to be meaningful and successful. In particular, from the Fund 
the use of Fund resources and provision of policy advice will be 
needed, and from the country itself, a contribution in terms of 
resources and adjustment will be required. We are encouraged by 
the results of the first round of the debt reduction exercise. 
The impact of the exercise has to be judged in terms of whether 
it was the most efficient way of using scarce resources. While 
the evidence provided in the papers suggests that this condition 
has been satisfied, the lasting benefits of the exercise will be 
seen only over time, This underscores the need for a strong and 
sustained commitment to economic adjustment and reform policies, 
particularly in the light of some negative perceptions about poli- 
tical stability. The economic message to the private sector 
should be stronger than it was before. Such an adjustment path 
should also lead logically to a declining reliance on domestic 
debt to finance government operations. The authorities' actions 
to correct the recent slippages are welcome. 

The authorities' strategy is to reduce the debt burden on 
a lasting basis through a blend of growth and direct actions to 
reduce the outstanding stock of debt and debt service. Concep- 
tually, this is indeed sensible, as such a strategy enhances fut- 
ure prospects. But inevitably, questions arise as to the sus- 
tainability of the high level of investment and the growth rate. 
Growth and industrial product exports have a high import coeffi- 
cient. In this context, the relationship between the growth rate 
and debt reduction operations, on the one hand, and financing 
gaps, on the other, is obvious. A question which might be addres- 
sed is whether the financing gaps that were induced by the growth- 
oriented debt strategy have caused the banks to question whether 
they should have a role in filling them. This is even more rele- 
vant in the context of the apparent shortfall in new money pled- 
ges. In any event, a high value should be attached to improving 
the efficiency of existing investments through adequate mainte- 
nance expenditure--an aspect usually not that attractive to pol- 
icymakers, as opposed to new projects--as well as through 
strengthening the competitive forces in the economy. 

In the light of the developments affecting the objective of 
regaining access to private credit markets, it might be observed 
that markets would show a greater willingness to lend to the pri- 
vate sector than in the period when sovereign lending was the 
rule. Lending decisions are thus obviously going to be more 
difficult. We should expect a more rigorous screening of pro- 
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jects, in both the private and public sectors. We cannot 
overemphasize the contribution that a stable macroeconomic 
environment, an appropriate incentives structure, and a viable 
public investment program can make to facilitate such screening. 

There should be no doubt that monetary policy will attach the 
highest priority to dampening inflation. Inflation can reverse 
all the gains in the external sector, including from debt reduc- 
tion. Indeed, it is a healthy sign that the gap between the offi- 
cial and parallel exchange markets is very small, and this should 
not be reversed. But, inflation can disturb this, while also 
requiring a rate adjustment to restore competitiveness. We note 
the proposals that have been made and the actions that have been 
taken to restore competitiveness through a nominal depreciation, 
but we would like to see less pressure on the exchange rate from 
inflation, as we recognize that exchange rate actions have other 
objectives, including in support of trade liberalization. The low 
domestic value added of manufactured exports would also seem to 
urge caution in relying on the exchange rate to offset domestic 
policy slippages. Thus, we would like to see a strong monetary 
policy. 

Of course, the question of high interest rates acting as a 
brake on private investment is relevant, but could be addressed in 
a number of other ways, such as, inter alia, measures to further 
reduce bank intermediation costs, measures to increase the effi- 
ciency of the financial sector through greater competition, and 
measures on the labor front. Control of and timely attack on 
inflationary tendencies through monetary action can also dampen 
any risk of capital flight, through maintenance of positive real 
interest rates. 

We take note of the official community's strong endorsement 
of the Philippine program. Higher-than-expected official capital 
inflows have mitigated the external financing gap, which is accom- 
modating growth-driven import expenditures and the target level of 
reserves. The authorities should take advantage of the margin 
thus provided to consolidate program implementation--for export 
performance to cover the import needs, and for a lower level of 
government involvement, which could act to reduce government 
claims on official external reserves. We support the proposed 
decisions, including the release of set-asides for June and 
December 1990, as the negotiations for the first round of debt 
reduction are drawing to a close. 
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Mr. Hogeweg made the following statement: 

The staff report was written before the recent political 
upheavals. I was struck by Mr. Evans's statement that the slip- 
pages which occurred in mid-1989 were directly related to the need 
to maintain a domestic consensus around the basic program objec- 
tives, and that the correction of these slippages by the latter 
half of the year had caused a considerable reaction from the elec- 
torate. I take this to mean that the Philippine authorities feel 
that they are operating on the edge of what is politically feas- 
ible. I would stress that political feasibility is not a constant 
which is to be taken as given; it can be influenced by the author- 
ities' actions. However, together with the recent coup attempt, 
this raises a doubt as to the ability of the authorities to pursue 
their policy intentions for the remainder of the program, which 
aims at restoring the original development path. In the meantime, 
the damage of the slippages is not undone as quickly as the cor- 
rective tightening of the policies themselves. The public sector 
borrowing requirement has been brought to a higher level, and the 
current account position is weaker than before. If, as the staff 
suggests, a higher level of imports is needed to sustain the 
targeted growth rate, I might conclude that perhaps the growth 
objectives are too ambitious. I note that Mr. Evans ascribes part 
of the widening of the current account imbalance more directly to 
the higher domestic demand fueled by the slippages. However that 
may be, I feel that the program has been weakened by the slippages 
that have occurred. This is all the more regrettable, since the 
political tolerance for adjustment is now in part used to undo the 
damages of slippages. That does not bring the country much 
further. 

In addition, there now is the impact of the recent coup 
attempt to be dealt with. It is indeed premature to assess the 
effects of the coup attempt on investment and private capital 
flows, both of which are essential pillars on which Philippine 
economic developments rest. I am sure that different judgments 
can be made on the issue; after recent discussions with the 
authorities, the staff appears to be remarkably sanguine. I 
really do not know what to believe, but at the very least, some 
important additional measure of uncertainty has been added to the 
program, which struggles now to regain its envisaged path. 

Official financing of the Philippine program is developing 
beyond expectations. As a result, in spite of the increased 
external imbalances, the financing gaps now seem smaller than 
before. I have mixed feelings about that, especially when seen 
in combination with the outcome of the financing package with the 
commercial banks, which provides less new money than envisaged, 
and it seems questionable whether the one-month extension of the 
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signing of the package will generate significant additional 
amounts. However, the banks have offered larger amounts of debt 
for the buyback scheme than the Philippines can finance at pre- 
sent, given the separations between debt stock and debt-service 
reductions. I think, however, that the buyback part of the bank 
package is a positive market-based example of how debt reduction 
operations can work. 

Apart from the program review, the waiver, and the modifi- 
cations of the extended arrangement, the Board is also asked to 
agree to acceleration of set-asides becoming available through 
1990, and to approve the release of the set-aside amounts to help 
finance the buyback operation. This is the first time that the 
Board is called upon to decide on the release of set-asides, and 
I feel therefore that we should be very careful. The staff feels 
that the proposals fit in with the guidelines approved last May. 
At the time of approval of this program, I had a major difficulty 
with respect to the financing assurances, and the fact that a med- 
ium-term scenario illustrating the way the envisaged debt reduc- 
tion operation would decisively help the country to attain exter- 
nal viability and renewed spontaneous market access was absent. 
The absence of that, at that time, means that now, a clear yard- 
stick to measure the efficiency of the use of those resources is 
also lacking, and I must conclude that the strength of the program 
on which the operations are based has been weakened since its 
approval. 

I would urge the Philippine authorities to be very much aware 
that they should, at the very least, adhere firmly to the program 
as it has been amended, and, if at all possible, do better, espec- 
ially in the fiscal area. That is the only way to maintain con- 
fidence, which will be crucial for their success. Although there 
are clearly big risks involved, I am willing to go along with the 
proposed decisions, precisely because I believe that Fund support 
is essential to prevent a loss of confidence--which might be fatal 
at this juncture. As to the set-asides, I very much appreciate 
the authorities' explicit agreement with the Fund's recent deci- 
sion on early repurchase expectations, which covers both the case 
of misuse of set-asides, as well as program derailment. This 

facilitates our support for the front-loading which is involved, 
which seems to be very much needed to finance the operation. 
Front-loading should, however, remain the exception, rather than 
the rule. I believe that these funds should be disbursed at the 
moment they are actually needed to effect the intended transac- 
tions; like Mr. Enoch, I wonder what exactly is the relationship 
between these transactions and the signing of the package in 
February 1990, and what separate timing implies for the position 
of the Fund. 
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Mr. Garcia stated that the overall performance of the Philippine eco- 
nomy over the previous four years had been without question favorable and 
encouraging. Major progress had been achieved in reducing macroeconomic 
disequilibria and improving resource allocation. As a consequence, infla- 
tion had been kept under control, and real GDP had grown at rates slightly 
more than double the rate of population growth. The return of flight capi- 
tal and the bolstering of foreign investment were further evidence of the 
effects of that excellent performance. The progress was even more encour- 
aging if it was compared with that of other countries with similar problems 
at the time the Philippines had begun its adjustment efforts in 1986, and 
taking into consideration the fact that progress had been made in a context 
of social and political instability. 

There had been some weaknesses in program implementation during the 
first half of 1989, Mr. Garcia pointed out. However, according to the staff 
and Mr. Evans, the authorities were committed to maintaining the program on 
track. He encouraged the authorities to continue with the pace and strength 
of the adjustment process, particularly on the fiscal front and with respect 
to external competitiveness, in order to avoid losing the progress that had 
been made so far. He was however well aware of the internal difficulties 
the authorities were confronting. 

He concurred with the staff appraisal and fully agreed with the points 
that had been raised by Mr. Evans, Mr. Garcia concluded. When the extended 
arrangement with the Philippines had been discussed by the Board in May 
1989, the major concern had been with respect to the uncertainty of the fin- 
ancing gap. At present, the outlook was different, as there was more evi- 
dence that the financing gap might be covered, In that respect, he welcomed 
the contributions that had been made by several bilateral donors, and the 
commitment of the Paris Club to ease the financial burden of the 
Philippines. However, he regretted the reluctance of commercial banks to 
make a commitment to contribute on a lasting basis, even though the 
Philippines was making great efforts to correct the past mismanagement of 
the economy. That notwithstanding, the agreement that was expected to be 
signed in January 1990 with the commercial banks would be an important step 
in the direction of covering part of the remaining financing gap and redu- 
cing the debt overhang. As Mr. Evans had stated, the acceleration of a 
limited part of the set-asides was an essential component of the program, 
and the Philippines deserved the Fund's full support for that operation. 
He supported the proposed decisions. 

Mr. Bindley-Taylor stated that he was in broad agreement with the staff 
appraisal. He also had been heartened by the rate of economic growth in the 
Philippines, but he regretted the slippages of 1989. Those slippages had 
been caused by an overrun in the fiscal deficit and a certain amount of 
monetary expansion, which had contributed to inflationary pressures and 
widened the current account imbalance. He was heartened by the fact that 
the authorities had responded to those slippages, albeit at a relatively 
slow pace. The policy measures in the revised program, if implemented 
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vigorously, would ensure that the program stayed on track, and that the 
benefits of adjustment would be realized. 

He urged the authorities to pursue fiscal adjustment, particularly wage 
restraint, measures to enhance revenue, and the elimination of domestic 
price supports, Mr. Bindley-Taylor went on. What was even more Important, 
he urged financial reform, especially to free the central bank from treasury 
operations that encumbered it at present. 

With respect to structural reform, Mr. Bindley-Taylor continued, he 
wished the authorities to renew the drive for agrarian reform, and to con- 
tinue the privatization process of certain state enterprises. The relaxa- 
tion of controls on foreign investment would certainly help in that connec- 
tion. He noted that in the external sector, the strong export growth that 
was projected in the program was predicated upon export competitiveness. He 
therefore urged the authorities to redress the recent loss in competitive- 
ness through their own form of exchange rate action. 

While it was clear that the authorities were attempting to strengthen 
their adjustment efforts, and the Fund was preparing to lend its support to 
the program, he was concerned that the commercial banks had been hesitant in 
their response, and that was certainly to be regretted, Mr. Bindley-Taylor 
concluded. He supported the proposed decisions. 

Mr. Fogelholm made the following statement: 

The case of the Philippines is certainly a most problematical 
one, particularly in light of recent developments, which have com- 
pounded the uncertainties. Last time we discussed the Philippine 
program in the Board, this chair was of the opinion that the pro- 
gram was too growth oriented, and did not sufficiently stress 
adjustment. This first review clearly shows that this criticism 
on the whole was well founded. On the one hand, growth has indeed 
been rapid, with investments being the engine. Performance cri- 
teria have also been met, with only one minor deviation. On the 
other hand, it is fair to say that the program has not led to the 
sought-for internal stabilization of the economy, or improvement 
in the external accounts. 

All in all, the basic problem still lies in an excess of 
demand, which makes the maintenance of the internal and external 
balance increasingly difficult. Unfortunate policy decisions, 
such as the unduly large minimum wage increase, have contributed 
to this outcome. It is obvious that further corrective action 
must now be taken, and it is imperative that the redesigned pro- 
gram be implemented more strictly. 

The program for the following year can still be considered to 
be too ambitious, and placing too much emphasis on growth. It 



EBM/89/167 - 12/20/89 - 48 - 

could well prove to be impossible to maintain the growth target at 
6 percent while simultaneously aiming at a reduction in the rate 
of inflation and the current account deficit, given the supply 
constraints in the economy and the deterioration in competitive- 
ness. Also, the staff seems to have similar doubts about the sus- 
tainability of the growth target, judging by the stress it puts on 
the need to keep the realism of the growth objective under close 
review. 

The route back to a more balanced economic development in 
1990, in line with the program, will undoubtedly demand a coordi- 
nation of efforts in many different areas. Generally, a more 
restrictive economic policy is required, including a clear shift 
in the policy mix, with the emphasis moving from monetary to fis- 
cal policies, if the twin goals of dampening demand and improving 
competitiveness are to be achieved. We are also afraid that the 
long lasting effects of the increase in the minimum wage, both on 
employment and on inflation, might have been underestimated in the 
staff paper, and that the correction of imbalances will require 
more time than anticipated. Thus, wage restraint will now be more 
than necessary, and the foreign exchange rate policy will have to 
be kept under close review in light of developments in external 
competitiveness. 

Further structural measures are also essential to improve the 
environment for utilizing fiscal and monetary policy indepen- 
dently. In this connection, I am pleased to note that the struc- 
tural policies have, by and large, been implemented in line with 
the program. In particular, I note that more effective tax admin- 
istration has resulted in a substantial increase in tax revenues. 
However, in one crucial area, that is, in land reform, the program 
has fallen behind schedule. Recent events clearly indicate that a 
swift resolution is needed, and that more resources have to be 
allocated to this purpose. 

The financing situation is apparently still unresolved, and 
the planned debt reduction operation is subject to further delay, 
according to Mr. Evans. However, this situation seems to have 
arisen because of a renewed attempt to increase the commitments 
for new money from the commercial banks. Nevertheless, it is dis- 
turbing to note that in the present projections, the financing gap 
for 1990 is only being closed through a reduction in the reserves. 

Furthermore, it is quite possible that the current account 
outlook may prove to be even more precarious than portrayed in the 
staff report. Some Directors have already noted the optimistic 
export growth assumptions, and it is also possible that foreign 
direct investments will--at least temporarily--be severely 
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affected by recent events, which, of course, also might induce 
capital flight. All in all, it would seem that the program risks 
have definitely increased. 

Against this background, it is with concern that we view the 
proposal to disburse accelerated set-asides for the upcoming debt 
reduction operation. One possible solution to alleviate these 
concerns would be to disburse only a part of the set-asides for 
1990 now, and the remainder after the next review. Such action 
would signal that accelerated set-asides presuppose stable adjust- 
ment and realistic financing prospects also for the near future. 
It is not at all certain that these requirements can be completely 
fulfilled in the prevailing circumstances. Nevertheless, we 
acknowledge the compelling need to alleviate the debt burden and 
the consequent need for enhancements. 

The authorities should be encouraged to continue with their 
adjustment efforts. Moreover, we would like to underline the 
importance of the staff being prepared to react quickly if any 
element of the program begins to deviate from the expected path. 

With this pronouncement of great concern, this chair can 
approve the proposed decisions. 

Mr. Morshed stated that recent developments in the Philippines were a 
major cause for concern, as they added to the vulnerability of an already 
fragile economy. It was perhaps too early to assess the impact on foreign 
direct investment, capital flight, and the attitudes of commercial banks, 
all of which could have a significant effect on the macroeconomic situation. 
It could be assumed, however, that the internal disturbances would have ser- 
ved to affect adversely the risk in the program. The implications for the 
design of a Fund-supported program thus disrupted were that a fine balance 
would have to be struck between stronger economic measures to reduce program 
risks and sensitivity to the political constraints to adjustment. 

He welcomed the continued commitment of the authorities to the program, 
and to the correction of fiscal and monetary policy slippages in particular, 
Mr. Morshed went on. He generally endorsed the thrust of the staff report. 
Fiscal stabilization measures would be central to the program, measures 
relating to public sector expenditure restraint in particular. At the same 
time, there was a need for monetary restraint and for the elimination of 
central bank losses incurred in supporting the Government's fiscal policies. 
Maintenance of a competitive exchange rate and continued structural reform 
were also necessary ingredients in the comprehensive policy package. He 
associated himself with the remarks of Mr. Fernando on debt reduction opera- 
tions and access to private capital markets. 
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He wished to endorse the suggestion made by a number of speakers that 
measures directed at poverty alleviation in the program be better defined 
and strengthened, Mr. Morshed concluded. While continued economic growth 
was an integral part of an adjustment program, it was also essential that 
the benefits of growth improve the quality of life--directly or indirectly-- 
for the weaker segments in the society, so that growth could be sustained 
over the medium term. 

The staff representative from the Asian Department said that, with 
respect to the authorities' fiscal policy, the increases in the minimum wage 
and in public sector wages which the Government had submitted to Congress 
had been entirely consistent with the program, and the program expectations 
had been based on them. In that event, however, Congress doubled the amount 
of the increase suggested by the Government. The largest fiscal slippages 
had occurred in. the domestic oil price subsidies, over which the Government 
had more influence, however. Regarding the corrective measures for 1990, 
priority needed to be attached to the consolidated public sector deficit, 
so that it would return to the program path that had been originally envis- 
aged. 

Over the previous few years, the staff had attempted to increase the 
coverage of the consolidated public sector deficit to capture more entities 
that were outside of the national government, in addition to the loss making 
enterprises, the staff representative remarked. There was at present an 
economically meaningful and broad coverage in consequence. Even though, as 
Mr. Kyriazidis had pointed out, the deficit of the national government in 
1990 was somewhat higher than originally programmed, this reflected to some 
extent the effect of the oil price policy in 1989, which required settlement 
of overdue claims by oil companies over'the course of 1990. The key point 
was that the consolidated public sector deficit would return to the program 
path. The overall effect of the corrective fiscal measures that would be 
taken was equivalent to well over 2 percent of GNP, including the oil price 
adjustment. Some of those measures remained to be approved by Congress--the 
increased taxes on alcohol and cigarettes, for example. 

The downward revision of the total revenue target of the national gov- 
ernment for 1990 was due entirely to a technicality, the staff representa- 
tive pointed out. The downward revision could be attributed mainly to the 
measurement of nontax revenues, where there would be a shortfall, because 
the Government would no longer receive interest payments on certain loans 
that it had extended to public enterprises. Those interest payments had 
been financed through subsidies, and, by converting the loans into equity, 
the Government was doing away with both the subsidies and the interest pay- 
ments. Thus, the national government's subsidy payments, as well as nontax 
revenues, were seen to decline substantially, leading to a decline in total 
revenue. However, tax revenue, which was the key concern and where the pol- 
icies had their greatest effect, could be seen to conform to the original 
program target. 
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Fiscal adjustment was the cornerstone of the program for 1990, the 
staff representative stressed. The program envisaged accordingly a reduc- 
tion in the growth of total domestic demand to 5.3 percent in 1990, compared 
with 7.7 percent in 1989. That also bore greatly upon the likely balance of 
payments outturn. 

There was no question that the failed coup attempt would have some fis- 
cal implications, the staff representative remarked. The fiscal program had 
contained a small margin of about 0.2 percent of GNP to deal with contingen- 
cies, which unfortunately was surely gone. Nevertheless, the authorities 
had under consideration various measures that could be put into effect to 
bolster the fiscal position, either through administrative action or Con- 
gressional approval. Those included some reduction in investment tax cre- 
dits, which it was believed could be afforded because of the current invest- 
ment boom. The question arose as to whether those tax credits were really 
needed. 

Foreign direct investment had been on an upward swing and had had a 
beneficial impact on the economy until recently, the staff representative 
continued. The smaller gross flows of foreign direct investment were due 
entirely to the fact that fewer debt equity conversions had taken place. 
Other forms of investment had increased very rapidly--portfolio investment, 
in particular. Foreign investment applications and approvals had increased 
twofold to threefold in 1989. The most recent political developments might 
have an impact on foreign investment over the next few months, and much 
would depend on the strength of the authorities' policy response in that 
regard. Nevertheless, the estimates of foreign direct investment had orig- 
inally been quite conservative for 1990, given the extent of that investment 
in 1989. 

The authorities nevertheless realized that more needed to be done to 
encourage foreign direct investment, the staff representative related. A 
review of the investment regulations was presently being undertaken--a pol- 
itically touchy subject. The authorities were considering relaxing the 
40 percent limit on foreign ownership of certain companies, although there 
was no such limit on export industries and investment in so-called pioneer 
areas, which encompassed those areas of manufacturing and exporting which 
represented the Philippines' future. Some administrative measures could 
be taken to improve--and in some cases, do away with--the approval machi- 
nery. An examination of discouragements to investment would be the focus 
of the next review for the second year program. 

Following the recent political turmoil, there was an increased recogni- 
tion on the part of the Government on the need to address such socially 
important issues as land reform, the staff representative commented. The 
land reform program was important but highly sensitive politically. 
Although a great deal of preparatory work had been done, the transfer of 
privately owned and publicly owned land to new beneficiaries had fallen 
behind schedule. A new Secretary of Agrarian Reform had been appointed in 
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the summer of 1989, and it was to be hoped that she would act more energeti- 
cally and avoid past problems. The Government had moved in the direction of 
compulsory land acquisition, with pilot programs in certain areas of the 
country. The staff agreed that the agrarian reform measures should be 
implemented more rapidly. 

Questions had been raised about the realism of the export projections, 
the staff representative recalled, Although export growth rates were pro- 
jected to be fairly high, export growth in 1989 had in fact been quite high 
as well, especially in the important areas, such as manufactures. Volume 
growth in 1989 had been 17 percent, notwithstanding the shortfalls in the 
traditional export sector that were adversely affected by special supply 
and demand factors. Manufactured exports had grown rapidly, and given the 
Government's undertaking to reverse the losses in external competitiveness, 
there was no reason to believe that, with continued strong foreign demand, 
the export targets for 1990 and subsequent years would not be achieved. 
Also, because of better weather conditions, the staff anticipated an 
improvement in traditional exports, such as coconut oil and other agri- 
cultural products. On the whole, therefore, assuming that the right poli- 
cies would be in place and that the exchange rate would not serve as a dis- 
couragement, the export targets seemed achievable. 

The increase in import elasticity which the staff had incorporated into 
its analysis had come about because of the staff's experience in 1989, when 
the high import elasticity of investment had come as a surprise, the staff 
representative remarked. Investment was very import elastic, and since the 
staff expected investment to remain buoyant, it was realistic to expect a 
somewhat more rapid growth of imports. 

Questions had been raised about the growth targets in the program, the 
staff representative went on. The Philippines had grown at an annual rate 
of about 6 percent for the previous 3 1/2 years. Foreign direct investment 
remained strong, and there did not appear to be any supply side constraints 
that would prevent growth of that order of magnitude from continuing. Nev- 
ertheless, the latest coup attempt might result in some shortfall in growth 
in the short run, and in making its projections the Government had accepted 
the possibility that growth in 1990 might be lower than it had been in 1989 
and before. At the time of the next review of the program, the staff would 
look at the growth projections for 1990 and beyond very carefully, to see 
whether they were indeed realistic. If the staff concluded that somewhat 
lower growth projection would be warranted, the appropriate revisions to 
the program would have to be made. 

Improvement of tax administration in the Philippines was a key issue, 
the staff representative stated. Although the tax system and the nominal 
tax rate schedule were fundamentally sound, there were problems in the area 
of tax compliance--especially with respect to the income tax. The staff 
would also provide technical assistance in the area of the value-added tax. 
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The short-term impact of the coup attempt had been remarkably well 
absorbed, the staff representative observed. There had been virtually no 
impact on the exchange rate, no evidence of capital flight, and the margin 
of the black market exchange rate over the official rate had remained almost 
constant, The infusion of cash into the system shortly after the coup 
attempt was currently being reversed. There was a very firm program of 
monetary retrenchment, and it could be expected that monetary policy would 
return to normal by early 1990. 

Stimulatory measures on the fiscal side in response to the most recent 
events would be inappropriate given the need for fiscal adjustment, the 
staff representative commented. It was reassuring that not only the Govern- 
ment, but also the Congress, held the view that the Philippines must remain 
on the path of fiscal adjustment. 

The question had been raised as to whether the Central Bank should 
issue additional paper in order to absorb liquidity, the staff representa- 
tive recalled. In the past, there were two kinds of paper--treasury bills 
and central bank bills--which the Central Bank considered to be a problem, 
because of market segmentation. Thus, the issuance of central bank bills 
was discontinued, and treasury bill issues in excess of the Government's 
own financing need are the main requirement to absorb excess liquidity. 
Making the Treasury realize that it was at the root of the problem of the 
Central Bank's large net negative income position was an important step. 
Therefore, the current program provided for the gradual transfer of debt 
service from the Central Bank to the Government. The redirection of the 
negative net income position of the Central Bank would greatly assist the 
implementation of monetary policy in the forthcoming period. 

The change in the mix of policies that was envisaged for 1990, along 
with greater fiscal restraint, should allow lower interest rates, and there- 
fore a gradual depreciation of the peso within the floating exchange rate 
system, the staff representative noted. The aim of the Government's direct 
intervention in the foreign exchange markets had been to reverse the deter- 
ioration in external competitiveness by the early part of 1990, the staff 
representative continued. The target on net international reserves for 
December 1989 might not have been achieved because of the coup attempt, 
because the program had provided for substantial purchases by the Central 
Bank in that month in the foreign exchange market, which probably had not 
been possible under the circumstances. Nevertheless, the Government was 
firmly committed to compensating for that in the early part of 1990, so 
that the performance criteria for March 1990 would be met. 

The debt buyback operation, which the Government had a legal obligation 
to engage in, was scheduled for January 3, 1990, which had been chosen 
because some loan repayments were to become due on January 5, the staff rep- 
resentative stated. Two types of resources would be provided for the buy- 
back: the set-asides from the Fund, of $120 million, and a World Bank loan 
for set-asides of $150 million, which would be taken up by the Bank Board 
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the following day. The Fund's positive decision would enable the disburse- 
ment also of a regular purchase of $90 million and a loan from the Export- 
Import Bank of Japan for import financing of $300 million, in parallel with 
Fund lending. The provision of resources before January 3 would be very 
important, because otherwise the buyback would not go ahead as planned, and 
the Government would be put in the position of having to abrogate a legal 
obligation. Any new money from the commercial banks would also effectively 
be cancelled. The new money agreement had already been delayed for tech- 
nical reasons, because the Advisory Committee believed strongly that the 
free riders should be brought on board, and the Committee wished to have 
more time to pursue them. Consequently, a date in February 1990 had been 
envisaged for signing the new money agreement; disbursement would follow 
subsequently. Sixty percent of the new money would be provided once the 
technical work following the signing had been completed. Another 20 percent 
would be made available around the middle of 1990, and a final 20 percent at 
the end of the year. Those last two tranches of new money would be linked 
to the Fund purchases under the program. 

The second stage debt operations that the Philippines had foreshadowed 
would essentially involve interest support, directed primarily at those 
banks which had remained on the sidelines in the present package, the staff 
representative concluded. The timing, size, and modalities of the opera- 
tions were uncertain. The program of debt-equity conversions first needed 
to be put in place before the second stage operations could occur. It also 
depended on the preference of the banks. 

The Deputy Director of the Exchange and Trade Relations Department 
stated that the general decision on early repurchases in connection with 
the debt operations had become effective by lapse of time the previous 
evening. The staff was circulating an addendum to the proposed decision on 
the Philippines which would give effect to the provisions of the general 
decision which had become effective the day before. The precise figure of 
$1312 million for the amount of the buyback had been included, because that 
was the amount that had been contracted, and under the circumstances the 
staff did not wish to provide an approximation or range, which might have 
given rise to doubts about what had actually been intended. In the future, 
such precision would probably not be necessary, and the present case should 
not be taken as a precedent. He wished to assure Mr. Evans that minor 
immaterial deviations in what was ultimately actually executed would not 
give rise to the initiation of a proposal by the staff or the management 
under the early repurchase decision. Such a proposal would only be made 
if something fundamentally at variance with the purpose of the operation 
arose. 

Mr. Evans said that like the Philippine economy in 1989, the comments 
of his colleagues had been very mixed, which was not unexpected. He had 
found much criticism of performance, which had not surprised him. 
Mr. Kyriazidis's impressions of the extent to which the program had gone off 
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track had been addressed by the staff, and, beyond a quibble on a detail or 
two, he had no problems with the substance of what he had said. 

With respect to the new money package, he understood that the $600 mil- 
lion which was already committed--which was locked into the arrangement with 
the commercial banks--would not be put at risk by the delay in concluding 
the arrangement, Mr. Evans went on. The delay was intended to increase the 
final amount that would be committed. 

A number of Directors had observed that the timing of the debt buyback 
in the present case left the Board with little choice as to the decision it 
would need to take, Mr. Evans concluded. That lack of choice was also inhe- 
rent in the type of procedure in which the Fund was involved, where the Fund 
was requiring--and desiring--the debtors and the banks to reach agreement 
within a specified time. The Fund was requiring that the Board review the 
agreement before it could finally go ahead, and very tight time limits were 
set up. In such cases where a program was to be reviewed under pressure of 
time, the Board indeed often had very little choice, because the whole fin- 
ancing package would fail unless the program was approved. However, putting 
it in those terms was taking it out of context, in his view, because the 
authorities themselves also had very little choice in coming to a decision 
as to whether or not to proceed with the buyback. He made that point advis- 
edly, from watching the process of the Philippines, and noting the close 
contact between the authorities, the staff, and the management over the past 
several months. The staff and the management had made it clear to the 
Philippine authorities that they had no choice but to put their program back 
on track, and to take certain measures before a paper could go to the Board. 
Therefore, although, in the end, it became a matter of presenting a case for 
the Board to approve about which it had little choice, a prerequisite for 
the paper itself was a program which the authorities had accepted, along 
with the authorities' prior measures. In the case of the Philippines, the 
measures had been taken even before the paper had come to the Board, and in 
that respect, the authorities had been put in the situation of having no 
choice either. Such a dynamic was probably unavoidable in situations like 
the present one. 

Mr. Enoch said that in light of the comments of Mr. Evans and the 
staff, he could support the proposed decisions, with the addendum that had 
been just circulated. Like other Directors, he had been assisted in that 
decision by the authorities' acceptance of the Board's recent early repur- 
chase decision. He urged the authorities to pay close attention to the 
points that had been raised by Directors during the discussion, and to just- 
ify the support which the Executive Board had shown them by implementing the 
proposed program in full. 

Mr. Kyriazidis said that he had noted that his concerns had been echoed 
by a number of other speakers. He had also taken note of the arguments 
Executive Directors had made supporting approval of the proposed decisions. 
As he did not wish to strike a discordant note, he was willing to go along 
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with the proposed decisions. He was particularly grateful to Mr. Evans for 
his assurance that the concerns of Executive Directors would be brought to 
the attention of the Philippine authorities. 

The Acting Chairman made the following summing up: 

Directors observed that the economic results of the 
Philippines in 1989 were mixed. Although the economy had conti- 
nued to grow strongly and investment had gained momentum, infla- 
tion had accelerated, and domestic and external imbalances had 
widened. 

Directors expressed their disappointment with the serious 
policy slippages that had underlain those negative developments. 
The potential adverse economic impact of the recent coup attempt 
also gave cause for concern. Directors therefore stressed that 
at the present juncture, it was crucially important to restore 
confidence in the economy and to build on the progress that had 
been made since 1986. In that context, they urged the authorities 
to demonstrate the political will to adhere to the program sup- 
ported by the extended arrangement. A number of Directors 
believed that the policy objectives set for 1990 were not 
ambitious enough, and thus encouraged the authorities to stand 
ready to take such additional measures as might be required. 

Directors emphasized in particular the importance of pol- 
icies to curb domestic demand expansion and improve external com- 
petitiveness, as well as strengthened implementation of structural 
reforms. They also called attention to the fact that, in the 
light of the additional uncertainties resulting from recent 
events, the pursuit of unrealistic growth objectives could under- 
mine the financial and inflation conditions that would be neces- 
sary to support sustained growth. 

Directors expressed disappointment at the increase in 
inflation in 1989. That increase was attributable, they observed, 
to a rapid growth in domestic demand that was fueled by excessive 
credit expansion in the first half of the year, large wage 
increases in the private sector, and an increase in the fiscal 
deficit associated with the civil service wage increases and the 
substantial subsidy arising from the OPSF. They welcomed the 
tightening of monetary policy in the third quarter of the year, 
and emphasized the need to maintain monetary policy on a steady 
anti-inflationary course and to let interest rates find their 
market levels. 

Directors also encouraged the speedy and full implementation 
of measures to eliminate over time the losses of the Central Bank. 
They underscored the critical need for a major strengthening of 
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fiscal policy, and of public sector savings. In that connection, 
they welcomed the recent adjustments in the domestic prices of 
petroleum products, and encouraged the authorities to move ahead 
quickly with the envisaged deregulation of petroleum prices. They 
considered it essential to press on with the efforts to improve 
public sector resource mobilization through further strengthening 
of tax administration and implementation of new revenue and public 
enterprise pricing measures as envisaged in the program, and any 
further revenue measures that might be needed to assure 
achievement of the 1990 fiscal target. 

Directors stressed the need to contain expenditures, by 
holding the line more firmly on public sector wages and employ- 
ment, in particular. Directors commended the authorities on the 
progress that had been made in trade liberalization, financial 
sector reform, and reform of public corporations, including the 
privatization program. However, they noted with concern the 
delays in the program of agrarian reform, and encouraged the 
authorities to address urgently the factors constraining its 
implementation. Directors emphasized that continued progress 
with structural reforms in all of those areas would be of the 
utmost importance for promoting balanced and sustained economic 
growth. 

Directors observed that the targeted improvement in the 
balance of payments was a central element of the program, and was 
dependent on the pursuit of appropriate domestic policies and on 
the continued support of the international financial community. 
They emphasized that the gains of recent years in the growth of 
nontraditional esports, inflows of foreign investment, and the 
return of flight capital should not be allowed to erode. Doubts 
were voiced about the realism of the projections in each of those 
areas. Moreover, the recent loss in external competitiveness 
should be reversed quickly, and the international reserve position 
of the Central Bank should be strengthened, speakers commented. 
Those considerations should guide exchange rate policy, which 
would be supported by the shift in the mix of monetary and fiscal 
policies toward greater fiscal restraint. In addition to the con- 
tinuation of trade liberalization measures, Directors encouraged 
the authorities to make foreign investment regulations less 
restrictive, and called for early implementation of the revised 
debt equity conversion scheme. 

Directors commended the Philippine authorities for their 
efforts to reach agreement on a new financing package with com- 
mercial bank creditors. However, they expressed disappointment 
that the new money element had fallen short of expectations, as 
the medium-term prospects would be within reach only if the banks 
provided a substantial share of the external financing the 
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Philippines would require. Directors noted that the debt buyback 
schedule for 1990 would help to alleviate the debt and debt- 
service burden and enhance prospects for investment and economic 
growth. They welcomed the authorities' intention to carry out a 
second stage of debt operations that would include an option for 
interest reduction. 

In sum, a number of Directors found themselves deeply con- 
cerned about the adequacy of the Government's policy performance, 
but expressed the hope that continued Fund support, along with 
other external support, would provide the authorities with an 
additional impetus to strengthen policies and establish a stronger 
basis for lower inflation and sustained economic growth. Direc- 
tors wished to be reassured by the time of the next review that 
such a strengthening of policies had taken place. 

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

The Executive Board then took the following decisions: 

Exchange System 

The Fund approves the restrictions on payments and transfers 
for current international transactions that remain pending the 
finalization of the bilateral agreements with Paris Club cre- 
ditors until the completion of the next review under the extended 
arrangement or June 30, 1990, whichever is earlier. 

Decision No. 9327-(89/167), adopted 
December 20, 1989 

Extended Arrangement - Review and Modification 

1. The Philippines has consulted with the Fund in accor- 
dance with paragraph 4(c) of the extended arrangement for the 

Philippines (EBS/89/59, Sup, 3, 6/l/89) in order to review pro- 
gress in implementing the program supported by the extended 
arrangement and establish suitable performance criteria. 

2. The letter dated December 1, 1989 from the Secretary of 
Finance and Governor of the Central Bank with annexed Supple- 
mentary Memorandum on Economic Policy, 1989-92 will be attached to 
the extended arrangement and the letter dated March 20, 1989 with 
annexed memorandum shall be read as supplemented and modified by 
the letter dated December 1, 1989 with annexed memorandum. 
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3. Accordingly, 

(1) the ceiling on the borrowing requirement of the 
monitored public sector referred to in paragraph 4(a)(i) of the 

extended arrangement shall be as specified in Table 2 of the Sup- 
plementary Memorandum on Economic Policy annexed to the letter 
dated December 1, 1989; 

(ii) the ceiling on base money referred to in para- 
graph 4(a)(ii) of the extended arrangement shall be as specified 
in Table 2 of the same memorandum; 

(iii) the floor on net international reserves of the mone- 
tary authority referred to in paragraph 4(a)(iii) of the extended 
arrangement shall be as specified in Table 2 of the same 
memorandum; 

(iv> the limits on the approval of nonconcessional loans 
with l-12 year maturities, including the sublimit on the approval 
of nonconcessional loans with l-5 year maturities, referred to in 
paragraph 4(a)(iv) of the extended arrangement shall be as 
specified in Table 2 of the same memorandum; and 

(VI the limit on outstanding short-term external debt 
referred to in paragraph 4(a)(v) of the extended arrangement shall 
be as specified in Table 2 of the same memorandum. 

4. The Fund decides that no further understandings are 
necessary and that the Philippines may proceed to make purchases 
under the arrangement, notwithstanding the nonobservance as of 
September 30, 1989 of the ceiling on base money referred to in 
paragraph 4(a)(ii) of the arrangement. 

5. (a) The Philippines has requested that the Fund make 
available, in accordance with paragraph 2(b) of the arrangement, 
the equivalent of the set-aside amounts involved in the reductions 
which, pursuant to paragraph 2(b) of the arrangement, (i) were 
made in the purchase already made under the arrangement and (ii) 
are to be made in the purchase scheduled to become available on 
December 15, 1989 under the arrangement. 

(b) The Philippines has also requested that the Fund make 
available, in accordance with paragraph 2(c) of the arrangement, 
the equivalent of the set-aside amounts involved in the reductions 
to be made, pursuant to paragraph 2(b) of the arrangement, in the 
purchases scheduled to become available under the arrangement 
during 1990, with corresponding adjustment to the phasing and dis- 
continuance of the setting aside of amounts for debt reduction 
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with respect to the purchases scheduled to become available under 
the arrangement during 1990. 

(c) In the light of these requests and the representation of 
the Philippines, the Fund has reviewed the financing of the 
Philippines' program supported by the extended arrangement, and 
determines that the debt reduction involved is consistent with the 
objectives of the program and that the purchase of the amounts 
referred to in subparagraphs (a) and (b) above is needed for the 
making of payments in connection with the Philippines' debt reduc- 
tion operation. 

(d) Accordingly, the Fund decides that 

(i> The amounts referred to in subpara- 
graphs (a) and (b) above shall be available to the 
Philippines under the arrangement; 

(ii) Paragraph 2(a) of the extended arrangement 
shall be modified to read: "Purchases under this 
arrangement shall not exceed, without the consent of the 
Fund, the equivalent of SDR 94.37 million until December 
15, 1989, the equivalent of SDR 235.92 million until 
June 15, 1990, the equivalent of SDR 306.70 million 
until December 15, 1990, the equivalent of SDR 
377.48 million until June 15, 1991, the equivalent of 
SDR 471.85 million until December 15, 1991, and the 
equivalent of SDR 566.22 million until April 30, 1992." 

(iii) Notwithstanding paragraph 2(b) of the exten- 
ded arrangement, the purchases scheduled to become 
available under the arrangement during 1990 shall not be 
reduced. 

(e) For purposes of Decision No. 9331-(89/167) adopted 
December 19, 1989, the amounts referred to in subparagraphs (a) 
and (b) above are to be used by the Philippines in a purchase for 
cash, within 60 days of this decision, of an amount equivalent to 
$1,312 million of debt to commercial banks at a discount of 
50 percent. 

(f) Paragraph 5 of the extended arrangement shall be modi- 
fied to read: "The Philippines will not make purchases under this 
extended arrangement during any period of the arrangement in which 
the Philippines has an overdue financial obligation to the Fund or 
is failing to meet a repurchase expectation pursuant to the 
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Guidelines on Corrective Action in respect of a noncomplying 
purchase or pursuant to Decision No. 9331-(89/167), adopted, 
December 19, 1989. 

Decision No. 9328-(89/167), adopted 
December 20, 1989 

4. TUNISIA - REVIEW UNDER EXTENDED ARRANGEMENT 

The Executive Directors considered the staff paper on the second review 
under the extended arrangement for Tunisia approved on July 25, 1988 
(EBS/89/231, 12/4/89; Sup. 1, 12/5/89; and Sup. 1, Cor. 1, 12/18/89). 

Mr. Ghasimi made the following statement: 

The Tunisian authorities welcome this renewed opportunity to 
review with the Fund the progress achieved so far under the exten- 
ded arrangement. They continue to find the regular discussions 
with the Fund, as well as recommendations by the Executive Dir- 
ectors, very constructive and helpful. They would also like to 
convey to the Executive Board their appreciation for the valuable 
technical assistance provided to them by the Central Banking and 
Fiscal Affairs Departments. 

Indeed, developments in Tunisia in 1988 and during the first 
half of 1989 highlighted the importance of macroeconomic policies 
and their timely modification to accommodate the changing circum- 
stances. It has now been rightly acknowledged that appropriate 
macroeconomic policies are all the more critical for an economy 
undergoing significant internal deregulation and substantial 
external opening, while still remaining vulnerable to exogenous 
factors. 

In the early months of 1989, the Tunisian authorities were 
confronted with two main challenges. On the one hand, the rapid 
monetary expansion in 1988 necessitated adoption of a restrictive 
monetary stance so as to absorb the excess liquidity emanating 
from the balance of payments surplus. On the other hand, the much 
awaited investment recovery made it somewhat difficult for the 
authorities to induce a rise in interest rates, which were in fact 
kept at a relatively low level. 

This accommodative monetary stance was, however, not really 
easy to sustain, as by midyear it became evident that the balance 
of payments was under growing pressure. Aside from the impact on 
domestic credit, and subsequently, international reserves, of a 
policy of low interest rates, the pressures on the balance of pay- 
ments were compounded by the effects of a continuation for the 
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second consecutive year of a severe drought, as well as by the 
larger-than-anticipated fall in nontraditional tourism receipts. 

The risks of overheating of the economy and of building pres- 
sures on the balance of payments prompted the authorities to 
forcefully tighten monetary policy, and adopt a more active mone- 
tary management for the second half of 1989 and early 1990. The 
monetary program for this period includes a substantial reduction 
in the volume of liquidity auctioned weekly by the Central Bank on 
the money market; increases in the money market interest rate, 
from the low level of 8.6 percent at the beginning of the year, to 
11.3 percent in early December; issuance of treasury bills for a 
total of D 165 million between October and December 1989, of which 
D 140 million is to be directed to nonbank holders. Despite some 
start-up delays associated with the introduction of this new ins- 
trument, particularly with regard to its marketing to the public 
as a financial instrument, it is the authorities' firm intention 
to widen rapidly the secondary market for treasury bills. In this 
connection, the latest available information indicates that an 
amount of D 157 million of treasury bills was auctioned, of which 
D 52 million was subscribed by the public. The authorities also 
introduced a temporary reserve requirement equivalent to 100 per- 
cent of any increase in excess of 4 percent in short-term bank 
deposits, between September and December 1989. This reserve 
requirement is additional to the existing reserve requirement 
of 2 percent on bank deposits introduced in May 1989. 

The authorities are monitoring closely monetary developments, 
particularly the expansionary impact on liquidity stemming from 
developments of the net foreign assets of the banking system, as 
well as the sale of treasury bills to the public. Their aim is 
not only to comply with the monetary target for the end of 1989, 
but, more importantly, to introduce the necessary flexibility in 
the conduct of monetary management, without, however, deviating 
substantially from the main objectives of the adjustment program, 
namely, achieving external viability, as well as sustaining non- 
inflationary economic growth. 

Although monetary policy received a great deal of attention 
from the authorities in 1989, other important issues were not 
neglected, particularly in the areas of tax reform and rational- 
ization of subsidies. Since these and other elements of the pro- 
gram were sufficiently detailed in both the letter of intent and 
the staff report, I will confine myself to highlighting some of 
the major accomplishments. 

With regard to tax reform, it should be noted that after 
introducing the value-added tax in 1988, and concurring with the 
advice of a recent Fund technical assistance mission, the 
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authorities are now finalizing a fundamental reform of direct 
taxation. In establishing the new system, the authorities were 
guided by the objective of achieving greater simplification and 
coherence of direct taxation. Indeed, they consider that with the 
further liberalization of the economy, rationalization of the tax 
burden should support the efforts of sustaining private initiative 
and achieving more efficient resource allocation. They also 
believe that the new system should be more equitable, and help to 
rehabilitate tax compliance in order to reduce tax evasion, which 
is generally associated with inefficient tax systems. It is worth 
mentioning that prior to the introduction of the reform, the 
authorities embarked upon several initiatives designed to improve 
tax administration. Furthermore, they will closely monitor the 
new system, and stand ready to introduce the necessary corrective 
measures so as to minimize any adverse impact of the reform on the 
budget. 

With regard to subsidies, the authorities are carrying for- 
ward a profound reform of the operations of the Caisse G&&r-ale de 
Compensation. This reform, supported by technical assistance from 
the U.S. Agency for International Development and the World Bank, 
is being monitored by the recently created Higher Council on Price 
Compensation, chaired by the Prime Minister. While reaffirming 
the need for continuing subsidies for the poorest segments of the 
population, the authorities aim at achieving a better targeting 
and rationalization of the operations of the compensation system. 
These structural measures will be supported by price increases 
designed to reduce the overall cost of subsidies. In this con- 
nection, the first adjustment in prices was implemented in August 
1989, and resulted in increases ranging from 6 percent to 32 per- 
cent. 

Finally, Directors may note that the Tunisian authorities 
have not made any purchases under the extended arrangement in 1988 
and 1989. They have also indicated that they do not intend to use 
the Fund's resources for the time being. The issue of purchases 
under the current extended arrangement will be considered further 
by the authorities on the occasion of the next program review. 

Mr. Menda made the following statement: 

From 1986, Tunisia's authorities initiated an impressive set 
of economic reforms. We are pleased to note that despite the 
adverse consequences of exogenous factors, recent economic per- 
formance has been broadly satisfactory. We are particularly 
pleased to note that private investment has responded, although 
with some delay, to the changed economic environment, which will 
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contribute to the good performance of the external sector. We 
also note that, as a result of careful debt management, the debt- 
service ratio was reduced once again. 

Nevertheless, some slippages have occurred in recent months. 
We are reassured by the fact that the authorities responded, 
although with some delay, to the situation of overheating and of 
external pressures experienced this year. Furthermore, 
Mr. Ghasimi's statement clearly demonstrates the commitment of 
Tunisia's authorities to sound macroeconomic policies and struc- 
tural reforms. 

At present, there is no other option for the authorities but 
to continue their adjustment effort. I broadly share the staff's 
views. 

We cannot but emphasize the crucial role of fiscal policy in 
Tunisia's economic performance. We ask the authorities to pay 
particular attention to the fiscal deficit. The deficit will be 
large in 1989 and has only been stabilized with the supplementary 
finance law passed in October. 

On the expenditure side, we encourage the authorities in 
their willingness to reassess their subsidy policy, in particular 
by focusing on the more vulnerable categories. This is all the 
more important given the deficit of the Caisse Generale de Com- 
pensation. My authorities fully agree with the staff that this 
problem is worrying and requires long-lasting solutions. We are 
aware that the authorities have already taken some courageous mea- 
sures, and we fully understand that the present system constitutes 
a cornerstone of Tunisia's safety net. However, given the burden 
on public finances, ways have to be found to tackle the problem 
and gradually eliminate subsidies. 

We are pleased to note that the authorities have reached 
their objective on the revenue side and that the implementation 
of the value-added tax has been satisfactory. We encourage the 
authorities to pursue this course of action by introducing per- 
sonal and income tax reforms in a timely fashion. We agree with 
the staff that the authorities should closely monitor tax receipts 
to ensure the revenue neutrality of the tax reform, and stand 
ready to take any needed additional measures in case of further 
slippages. 

Concerning monetary policy, we welcome the corrective mea- 
sures which have been taken by the authorities. We strongly 
encourage them to remain vigilant in formulating their interest 
rate policy, which should be a major instrument in orienting the 
economy. Further liberalization of the financial sector seems 
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warranted, and in particular, the elimination of the remaining 
restrictions on interest rates. We also encourage the authorities 
to continue the development of a broad-based market in government 
paper, which should contribute to a better implementation of mone- 
tary policy. In the present circumstances, the utmost attention 
has to be given to monetary policy, because it has to rely more 
on new instruments, in particular. 

The authorities must be commended for the broad range of 
structural reforms which have already been implemented. Fiscal 
reform and reform of the financial system remain well on track. 
However, I would like to emphasize the need to pursue liberal- 
ization and the opening of the economy, and to accelerate the 
pace of reforms in these areas. The removal of price controls, 
along with a reduction of consumer subsidies and import liberal- 
ization measures, are of the utmost importance in stimulating 
private investment in competitive sectors. 

The Tunisian authorities have undertaken far-reaching eco- 
nomic reforms. As the staff rightly points out, the authorities 
are now faced with problems of fine-tuning, which require approp- 
riate commitment and perseverance. My authorities fully support 
them in their endeavors, and support the proposed decision. 

Mr. Ismael made the following statement: 

Despite unfavorable exogenous developments--the prolonged 
drought and the sharp decline in tourism receipts--the overall 
performance of the Tunisian economy so far this year has been 
broadly satisfactory. I am pleased to note, in particular, that 
the strong performance of exports has helped to contain the 
adverse impact of exogenous developments on the external position, 
thereby assisting the process of adjustment and economic recovery. 
On the domestic side, inflation pressures arising from the invest- 
ment recovery and the relaxation of price administration on con- 
sumer staples have also been contained satisfactorily. 

It is indeed heartening to note that private investors are 
beginning to gain confidence, and to respond strongly to the 
authorities' adjustment measures, which have been supported since 
1988 by an estended arrangement with the Fund that is now under 
review. In this regard, I note with satisfaction that the buoy- 
ancy in investment has been concentrated in export-oriented sec- 
tors, auguring well for the authorities' efforts to diversify the 
economy and the export base over the medium term. 

Nevertheless, I agree with the staff that although the eco- 
nomy has shown greater resilience, it remains vulnerable to 
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unexpected adverse exogenous developments. Partly as a result of 
these factors, I note that most of the macroeconomic targets set 
under the program for this year are unlikely to be achieved. With 
the benefit of hindsight, it can be said now that the targets 
might have been too optimistic. 

I believe that these factors, together with the authorities' 
accommodative monetary stance--resulting from their primary 
concern not to disturb the still-fragile economic recovery--have 
contributed to the authorities' failure to observe the performance 
criteria on net foreign assets of the Central Bank and domestic 
credit. 

Exogenous factors aside, I believe that the authorities' 
response to the growing signs of external pressures and the risks 
of economic overheating has been commendable, done as it was in a 
way that the momentum of the economic recovery was not broken. 
I am pleased to note in this respect that, while attempting to 
strengthen monetary management through the introduction of trea- 
sury bills, the authorities have adopted a tighter stance of mone- 
tary policy by reducing substantially the volume of liquidity and 
increasing money market interest rates. 

On the fiscal side, I welcome the introduction of corrective 
fiscal measures under the supplementary finance law to compensate 
for higher expenditures. For the year to come, it seems that the 
draft budget is quite realistic, and I agree with the staff that 
both the revenue and expenditure sides need to be monitored more 
closely, because of the vulnerability of both sides, and the 
structure of revenue and expenditure. 

Let me express my appreciation to the authorities for their 
efforts, under difficult circumstances, to keep the structural 
elements of the program broadly on track. I endorse the proposed 
decision. 

Mr. Al-Jasser made the following statement: 

The Tunisian authorities have exhibited determination and 
resourcefulness in strengthening and modifying the policy package 
in order to bring performance back on track under the extended 
arrangement. This has been a three-pronged operation: a sign- 
ificant tightening of monetary policy, enhanced fiscal efforts, 
and the maintenance of external competitiveness. Monetary growth 
has been tightened significantly in the second half of 1989 in 
order to rein in the sharp monetary expansion in 1988. Effective 
reserve requirements have been increased, and the sale of govern- 
ment treasury bills will keep liquidity in check. Interest rates 
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have consequently been allowed to move upward. It is important 
that the authorities stand ready to take additional measures, if 
necessary, to contain liquidity growth within the newly agreed 
limits. 

Expenditures were cut in the last quarter of the year, and 
new tax and nontax measures were taken to contain the budget defi- 
cit at a level close to that originally envisaged. As the staff 
paper indicates, the draft 1990 budget intends to continue the 
restrained fiscal policy stance, despite, as the staff rightly 
emphasizes, vulnerabilities on both the expenditure and revenue 
sides. It is good to note that, notwithstanding the likely short- 
term negative revenue effects, the authorities have continued to 
pursue the reform of the direct taxation system. It is to be 
hoped that the authorities will take any necessary steps if the 
potential revenue shortfall exceeds present expectations. 

In view of these measures and the authorities' demonstrated 
determination to implement additional steps, if necessary, I have 
no hesitation in supporting the proposed decision modifying the 
performance criteria on domestic credit and net foreign assets of 
the Central Bank for end-1989. 

Quite apart from the issue of the adequacy of measures to 
meet modified criteria and to return to the adjustment path under 
the extended arrangement, Tunisian policies need to be evaluated 
in a longer-term context. The economy remains quite vulnerable to 
exogenous disturbances, despite the recovery in investment and a 
strong performance of the export sector. Self-sustaining growth 
must pick up, in order to ensure a reduction in unemployment and 
to strengthen the ability to withstand disturbances. For this, 
there is a need to diversify the production and export bases, 
which will require a continued and heightened policy vigilance. 
The authorities should speedily reduce distortions in financial 
intermediation and discontinue, as soon as possible, the prefer- 
ential lending interest rates and other restrictions on a freer 
operation of the money market. In the same vein, it is crucial 
that the benefits of trade liberalization and increased import 
competition are not neutralized through the operation of the pro- 
posed import safeguard system. As this chair stressed at the last 
Board discussion on Tunisia, I wish to emphasize again that steps 
need to be taken to encourage foreign direct investment, so that 
the shortage of indigenous investment can be offset by foreign 
investment. 
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Mr. Enoch made the following statement: 

Tunisia has had an impressive track record with Fund- 
supported facilities since 1986, although it is somewhat disap- 
pointing that the Board is being asked to modify two performance 
criteria under the extended arrangement. I have little difficulty 
in supporting the proposed decision, in view of the authorities' 
intended modifications to their policy, and this chair‘s confi- 
dence in their commitment to the overall program. 

The first review of this program alerted the Board to the 
problems associated with the persistence of the drought into this 

year, and the sharp drop in foreign exchange inflows from neigh- 
boring countries. The exogenous nature of these developments 
seems fully to justify an amendment to the net foreign assets per- 
formance criterion. However, the quarterly progress of net assets 
is akin to that of a roller coaster. I would welcome staff com- 
ment on why the particularly strong third quarter is expected to 
be followed by such a rapid decline to the end of the year. The 
letter of intent seems to point to buoyancy in the whole of the 
latter part of the year. 

Exogenous influences have been compounded by import growth, 
which is due at least in part to a relaxation of monetary condi- 
tions, rather than import liberalization measures--which have 
slowed. This relaxation has in turn created the need for a pro- 
gram modification in respect of credit growth. 

Approval of the credit benchmark modification is therefore 
predicated on the authorities' recognition of the need for a sign- 
ificant monetary tightening. The need for tight monetary policy 
is underscored by the upward revision to inflation projections 
shown in the staff paper. 

What is essential now is that steps to tighten monetary con- 
ditions are made effective by improvements in financial interme- 
diation, and I fully endorse the staff's emphasis of this point. 
Foremost among these improvements must be the elimination of pre- 
ferential interest rates and the lending rate cap, especially as 
the arrival of a foreign bank branch should serve to promote more 
competition within the financial sector. Within this, a broaden- 
ing of the short-term government paper market should help in a 
shift from direct to indirect means of monetary control. 

Most other structural measures are progressing well, but I 
would urge the authorities to allow no further slippage from the 
timetable for import liberalization. The deviation the from the 
program in respect of subsidy expenditures is serious, because of 
the effect it is having on the fiscal position. The admirable 
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restraint in other forms of current expenditure has been swamped 
by the overrun in consumer subsidies. I welcome the initial steps 
taken to raise prices of subsidized goods; but I urge the author- 
ities to stick with their commitment further to reduce subsidies, 
and if possible to accelerate their envisaged timetable. On the 
revenue side of the budget, the authorities are persisting in 
their bold tax reforms, but the delay of the petroleum tax 
increase was unfortunate, and I welcome the indication that it 
is to be implemented shortly. 

There is no doubt that the Tunisian authorities remain com- 
mitted to the program, and their willingness to adjust to develop- 
ments was clearly demonstrated in the implementation of this 
year's supplementary finance law. I also note the authorities' 
intention to assure that by the end of the program period the 
debt-to-GDP ratio will be within the original program parameters. 

Despite difficulties, the authorities have refrained from 
making purchases under the program this year, and I welcome 
Mr. Ghasimi's statement that the authorities do not intend to make 
purchases until the third review is completed. This shows admir- 
able restraint and a determination to make the necessary policy 
adjustments. 

I support the proposed decision, with confidence in the 
Tunisian authorities' commitment to sound adjustment. 

Mr. Fanna made the following statement: 

The Tunisian authorities have recently confronted a typical 
economic policy dilemma; on one hand, a strong recovery of private 
investment is taking place, together with a sustained growth in 
demand for consumer goods. On the other hand, this pressure on 
resources is negatively affecting the trade balance, with a con- 
sequent loss of foreign reserves. The authorities have initially 
accommodated the much-awaited investment recovery, accepting a 
higher than programmed credit growth and a decline in interest 
rates. They decided to take action to contain demand pressures 
only in the second half of 1989, mainly through a tighter monetary 
policy. 

The present recovery of private investment is of the utmost 
importance, since the unemployment rate is still worryingly high, 
and the economy continues to exhibit signs of vulnerability to 
exogenous shocks, as recent developments caused by the drought in 
the agricultural sector confirm. At the same time, I do not fore- 
see immediate problems on the external front. Consequently, I 
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fear that the tightening of monetary policy could lead to a too 
large and unwarranted surge of interest rates that could slow down 
the favorable pace of investment. 

Financial markets in Tunisia still contain some rigidities. 
I am aware of the importance of the structural adjustments on 
these fronts that have to be undertaken under the program. These 
adjustments are aimed at reaching a higher degree of efficiency in 
financial markets, in ordej‘ to improve the effectiveness of mone- 
tary control through indirect instruments. 

I wonder what the appropriate timing is for eliminating 
the still-existing rigidities in financial markets, however. 
Indeed, maintaining fixed key lending rates in some sectors of 
the economy may still be appropriate. In other words, I wonder if 
there exists, at present, a trade-off between reaching efficiency 
in financial markets and maintaining favorable developments in 
real markets, namely, in investment performance. If such a trade- 
off exists, priority should be given to favoring the developments 
in real markets, thus delaying structural adjustments in financial 
markets. 

In order to discern whether such a trade-off exists, it would 
be useful to have some elaboration from the staff on a number of 
issues. For example, it would be interesting to know what is the 
percentage of bank credit at preferential rates, which sectors of 
the economy benefit from these rates, and whether these sectors 
are those experiencing the present expansion of investment perfor- 
mance. What is the meaning of the one-third adjustment of the 
preferential rate to the money market interest rate, given that 
the latter can fluctuate freely? Indeed, while the former has 
been raised by 0.8 percent, the spread between the two has wide- 
ned. Moreover, it would be helpful to know how much the present 
recovery of investment depends on credit, and how much on funds 
generated internally by firms. 

If interest rate rigidities were to partially accommodate the 
recovery of investment, then clearly, trade balance developments 
could worsen. However, there are some qualifications to make. In 
1989, exports of agricultural products were affected negatively by 
the unforeseen prolongation of the drought, which--optimisti- 
cally--should soon end. Moreover, imports of consumer goods, 
which grew strongly in 1989, should slow down following the deve- 
lopments in financial markets. Indeed, the recent re-establish- 
ment of a Treasury bill market aimed at directing the bulk of the 
issues to nonbank agents should have the effect of shifting finan- 
cial resources from consumer goods to financial savings. 
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These developments could compensate for the expansion of 
capital goods imports that would inevitably accompany a further 
expansion of investment, without creating too many tensions on the 
external front. In this regard, I would like the staff to confirm 
that the possibility remains that the financing gaps in the bal- 
ance of payments will eventually be covered. Given the past per- 
formance with respect to the repayment of foreign debt and the 
relatively low debt to GDP ratios, it seems that the Tunisian 
authorities are in a relatively favorable position for obtaining 
foreign credit, if needed. If this is true, this should diminish 
fears that it would be impossible to finance the balance of pay- 
ments, even before a policy designed to accommodate the present 
recovery of investment and the expansion of capital goods imports 
that that might entail. 

I support the proposed decision. 

Mr. Othman made the following statement: 

The performance of the Tunisian economy under the medium-term 
adjustment program on which the authorities embarked last year has 
been quite satisfactory in most respects. The authorities' policy 
response in the middle of this year to the demand pressures was 
particularly welcome, as it again demonstrates the authorities' 
commitment to maintaining a stable macroeconomic environment as a 
necessary condition for improving the growth and employment pros- 
pects. We are also encouraged by the steady implementation of 
structural reforms, in the areas of the tax system and public 
enterprises, in particular. Although there is still some uncer- 
tainty regarding the budgetary impact in 1990 of the reform of 
direct taxes, the fact remains that the tax reforms provide a more 
efficient and more equitable system of domestic source mobiliza- 
tion. We have also taken note of the authorities' readiness to 
introduce corrective measures in the event of an adverse impact of 
tax reform on the budget. The authorities also need to be vigi- 
lant in monitoring and controlling spending by the Caisse Generale 
de Compensation (CGC)--or subsidy fund. This is not to minimize 
the importance of maintaining affordable prices of basic foods for 
the lower-income groups. To the contrary, we believe that alle- 
viating the adjustment burden on the most needy is an important 
requirement for the sustainability of the reform process. It is 
also important, however, that such spending be well targeted at 
the intended groups. We therefore welcome the consideration being 
given to reform to be put in place in 1990, which aims at reducing 
the financial costs and distortion of the system. 

We note that the pace of import liberalization has been 
somewhat slower than initially targeted. However, I am not sure 
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that this was altogether unexpected or undesirable, given the bal- 
ance of payments situation which prevailed this year. With the 
current account deficit significantly more than programmed--for 
the reasons explained by the staff--I am not sure that a stepping 
up of import liberalization would have been useful. Actually, 
during the first review last May, the staff recommended an accel- 
eration of import liberalization only if the balance of payments 
situation were to strengthen. In any event, I note that the 
authorities expect to step up the pace in the coming months, which 
would be consistent with the expected improvement in the balance 
of payments. 

However, I note that the balance of payments projections for 
1990 are based on an import volume growth of only 3 percent, which 
is due to the tapering-off of the effects of the exceptional cir- 
cumstances of 1988-89. Nevertheless, this figure seems to be on 
the low side, and perhaps the staff can elaborate a little more on 
their assumptions regarding imports of capital goods, which in 
1989 grew by 24 percent in volume terms, particularly in light of 
the indication of a pickup in investment activity. 

Let me express our satisfaction with Tunisia's performance 
under the extended arrangement, which the authorities have so far 
treated only as a stand-by credit--stand-by in the original sense 
of the word. We support the proposed decision. 

Mr. Hubloue stated that, as Mr. Ghasimi had suggested in his statement, 
appropriate macroeconomic policies were all the more critical for an economy 
undergoing significant internal deregulation and substantial external open- 
ing , while remaining vulnerable to external shocks. The monetary policy 
corrections which the Tunisian authorities had introduced in the second half 
of 1989 had proved how strongly they were committed to that principle. It 
was especially encouraging that, after two years, private investment had 
begun to respond favorably to the new policy climate, and that that response 
was concentrated in the export sector. While he could understand that the 
authorities' initial policy reaction to the overheating of early 1989 had 
been rather cautious, for fear of undermining the recovery, he would point 
out that the chances of a durable improvement in investment performance were 
now brightened by the comprehensive monetary measures which had been intro- 
duced recently. He hoped that those measures would be strengthened by 
actions along the lines of what had been suggested by Mr. Fanna. 

With respect to tax reform, Mr. Hubloue continued, Mr. Ghasimi had sub- 
mitted that the rationalization of the tax burden should support efforts to 
sustain private initiative and to achieve a more efficient allocation of 
resources. He fully agreed with the view that tax reform should be an 
essential component of programs aimed at liberalizing and privatizing the 
economy, even though they might create some uncertainty on the revenue side 
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of the budget in the short term. Although the staff recommended that in 
such a situation the authorities should stand ready with additional tax mea- 
sures to offset any revenue shortfalls, such a course was not always the 
most appropriate one under all circumstances. If the shortfall resulting 
from the present reform was a permanent one, he could agree that additional 
revenue enhancements would be called for. However, if the shortfall was 
expected to be only temporary, additional revenue measures could blur need- 
lessly the structural objectives of tax reform. In the case of a temporary 
shortfall, more appropriate solutions might be to accept a temporary devia- 
tion from the program's original budget targets, or to accelerate temporar- 
ily the envisaged reductions in expenditure. 

The operations of the Caisse Generale de Compensation imposed a burden 
on the budget and on the economy at large, Mr. Hubloue concluded. He wel- 
comed the fact that the reform of Tunisia's subsidy system was being given 
the highest priority by the Prime Minister, and that decisive measures in 
that regard were to be taken during 1990. Tunisia's extended arrangement 
with the Fund could not be considered successful unless a durable reform of 
the system of subsidies was introduced, before the expiration of the present 
arrangement. The measures that had already been taken generally went in the 
right direction, in aiming for an increase in the intervention price and a 
better targeting of subsidies to the poorest segments of the population. 
The successful accomplishment of that reform, in a socially acceptable way, 
would have effects which would extend far beyond the case of Tunisia, as it 
would set an example for other countries, the economies of which suffered 
from unsustainable subsidies and pricing systems. He supported the proposed 
decision. 

Mr. Noonan made the following statement: 

I start from the position that it is Tunisia's future growth, 
and particularly its export performance, that will under-write the 
country's ability to service its foreign borrowings. The extent 
to which its future output and exports will grow depends on many 
determinants, but among them, productive capacity must rank as of 
major importance. I have therefore focused on Tunisia's recent 
and current investment performance as a guide to that capacity. 
In doing so, I do not wish to imply that other determinants, such 
as competitiveness, are not just as important. Rather, my objec- 
tive is simply to draw attention to what may be a weakness on the 
investment side in the commendable progress otherwise being 
achieved by the authorities under their adjustment program. 

On looking at the performance of the Tunisian economy over a 
number of years, including some years before the present program, 
I have been struck by the extent of the decline in the relative 
share of investment in total domestic expenditure. Expressed as 
a proportion of GDP, investment fell from 32 percent in 1984 to 
19 percent in 1988. Indeed, it would seem that, if 1986 is 
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excluded, all of the external adjustment which has been brought 
about in Tunisia has been achieved at the expense of aggregate 
investment. A similar pattern is evident on the fiscal side, 
where capital expenditure has borne the brunt of the adjustment 
to both a reduced overall deficit and a decline in revenue and 
grants, the two being expressed as a percentage of GDP. 

The recent growth in exports was far greater than that ant- 
icipated in the original program. One view of that rapid growth 
might be that it was the result of liberalizing measures adopted 
under the adjustment program, having the effect of unleashing the 
productive potential of preprogram investment. If there is sub- 
stance in that view, the current investment ratio of just over 
19 percent of GDP, which is low in the historical context, must 
give cause for some concern. 

It is unlikely that improvements in the efficiency of new 
investment would be of such a magnitude as to offset the substan- 
tial decline in total investment. Moreover, the authorities seem 
anxious to have a higher investment ratio. 

Demand pressures, including a substantial rise in government 
expenditure on food subsidies, forced the authorities in mid year 
to adopt corrective measures. The measures included raising 
interest rates and mopping up liquidity from the nonbank sector. 
Those particular measures might have been expected to exert a 
dampening influence on any emerging private sector investment 
recovery. The staff appraisal, however, concludes that following 
two years of a wait-and-see attitude, private investors finally 
appear to be responding strongly to the changed policy environment 
and incentives for investment. 

In view of my concern that investment may have been asked to 
carry too much of the burden of adjustment to date, I would be 
interested in having clarification of whether the strong private 
sector response referred to by the staff preceded the midyear pol- 
icy corrections, and, if so, whether there is any evidence that 
that investment response was adversely affected by the correc- 
tions. 

I appreciate that the various recent reforms of the taxation 
system and the continued drought imposed constraints on the extent 
to which the authorities could have gone further by way of fiscal 
measures in making their midyear corrections to the economy. 
Nevertheless, I would like to have the staff's view on whether it 
would have been reasonable, notwithstanding those constraints, to 
have expected the authorities to have given a greater role to 
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fisca 1 measures in making their midyear corrections, especially 
if that would have reduced any adverse impact on private sector 
investment. 

Although I have raised some queries on the investment per- 
formance, the progress otherwise being made under the structural 
adjustment program warrants, in my opinion, continued support for 
that program, and for the proposed decision. 

Mr. Gronn made the following statement: 

It is regrettable that there have been deviations from the 
performance criteria, and that the overall adjustment process in 
Tunisia seems to have weakened. To put the program back on a sus- 
tainable track, the authorities must make a strong commitment to 
the implementation of appropriate policies. 

However, there have also been positive developments. The tas 
reforms, corrective measures in monetary policy, and measures to 
improve the efficiency of the pricing system, are all on the posi- 
tive side. Discontinuation of the exchange rate guarantees and 
steps to liberalize imports have also contributed to enhance the 
competitiveness and to open up the economy. 

On the negative side are the slippages in the economic 
adjustment efforts, which will have to be corrected resolutely. 
It is worrisome that the current account deficit target will be 
exceeded quite substantially this year, despite the corrective 
policies already in place. To look ahead, the basis for the 
export projections would seem to be uncertain with regard to 
receipts from tourism and other exports. Also, continued lib- 
eralization of imports could weaken trade performance, and thus 
add to the pressure on the exchange rate. In these circumstances, 
and given that demand policies could prove to be inadequate, 
exchange rate flexibility would seem to be appropriate. 

The tightening of monetary policy this year and in 1990, as 
described by Mr. Ghasimi, is highly appropriate and welcome. A 
more flexible interest rate should indeed be encouraged as an 
essential ingredient of a more effective monetary policy. The 
elimination of preferential lending rates to priority sectors 
should also be expedited, to improve the efficiency of resource 
allocation. 

Two items need attention with regard to fiscal policy. 
First, the authorities are at present in the midst of a compre- 
hensive tax reform that makes revenue collection rather uncer- 
tain. While these reform initiatives are welcome, developments 
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need to be closely monitored, and the authorities should stand 
ready to take further fiscal measures if required. I would not, 
however, overemphasize revenue neutrality in connection with the 
tax reforms, as fiscal tightening seems to be a key factor in sus- 
taining the adjustment program. Enhanced tax coverage and impro- 
ved tax collection alone might have been adequate to facilitate 
some reduction in the tax rates to stimulate private sector 
activity. 

Second, while a re-examination of subsidies on a broad scale 
is welcome, it is somewhat unclear when these measures will become 
effective. Moreover, I would urge the authorities to speed up the 
reform efforts in the public enterprise sector. Increased 
profitability and efficiency in these enterprises could both 
enhance competitiveness and strengthen fiscal performance. 

With respect to incomes policy, I understand that no nominal 
public sector wage increases are expected, apart from those 
resulting from changes in the tax system. Continued restrictive 
policies in this area would seem to be appropriate. However, in 
light of the fact that consumer prices are expected to increase by 
7-8 percent, this would entail a further drop in real incomes. I 
note, in this context, that the authorities intend to target food 
subsidization more closely to alleviate the most severe price 
effects upon the poorest segments of the population. This is a 
move that I welcome. 

I support the proposed decision. 

Mr. Kwon made the following statement: 

The Tunisian authorities have performed reasonably well so 
far under their extended arrangement with the Fund. Although some 
performance criteria have been missed, the authorities have taken 
corrective monetary and fiscal measures which should put the pro- 
gram back on track. Overall, the staff paper gives the impression 
that the authorities remain fully committed to the program, and 
are willing to take remedial measures where necessary and to con- 
tinue to implement structural reforms. The pace of the latter has 
been a little slower than expected in one or two areas, but good 
progress has been reported in others, including in the public 
enterprise sector. 

Overall, the situation in Tunisia could be characterized as 
one of steady, though not spectacular, progress. Given the policy 
corrections implemented by the authorities, I have no problems 
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with the proposed decision, as the modifications requested do not 
appear to be significant. However, there are some areas where I 
feel that more could be accomplished. 

In the financial sector, there are still controls on inte- 
rest rates, including the cap on lending rates and preferential 
rates for some sectors. The authorities' unwillingness to remove 
these distortions appears to relate to concern over the level of 
competition in the financial sector, and in this connection I 
share the views expressed by previous speakers, particularly the 
point raised by Mr. Fanna. It is not clear what is being done to 
encourage more competition in the financial sector, but it would 
appear that a good start could be made by removing the remaining 
controls on interest rates and allowing them to be determined by 
the supply and demand for funds. This will also help direct 
investment funds to the most productive projects, an important 
point, given the importance attached to the level of investment 
by the authorities. 

Given the recent unfortunate experience with a too accommo- 
dating monetary policy, we might welcome the acknowledgment by 
Mr. Ghasimi as to the necessity of appropriate macroeconomic pol- 
icies for an economy in the throes of deregulation. Monetary pol- 
icy appears to be now on the right track, with some success having 
been experienced in selling treasury bills to the public sector, 
and the authorities should aim at maintaining a consistent stance. 

On the fiscal side, I cannot add much to the staff's com- 
ments. The reform of direct taxation is to be welcomed, but I 
would like to know more about the rationale for taxing agriculture 
and fishing at a much lower rate than other activities. I would 
be appreciative if the staff could comment on this. Reform of the 
Caisse Generale de Compensation (CGC) is essential. The staff 
recommendations are along the right lines, and work on a reform 
package for the CGC should be given a high priority. The budget 
deficit for 1989 must not be allowed to exceed the recently 
upwardly revised estimate. 

On the external side, we might join the staff in urging the 
authorities to bring the process of import liberalization into 
line with the initial targets of the program, and use macro- 
economic policy to achieve their current account objectives. 

Ms. Montiel made the following statement: 

During 1989, Tunisia's economy was adversely affected by 
exogenous factors which, in the presence of intensified demand 
pressures, caused a deterioration in the external sector. As 
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Mr. Ghasimi points out, the authorities, faced with risks of over- 
heating the economy while trying to maintain the momentum of pri- 
vate sector investment, adopted a more active monetary management 
during the second half of the year, and proposed a 1990 draft bud- 
get which reflects a more restrictive fiscal policy. 

With respect to the fiscal stance, we concur with the staff 
on the necessity of breathing new life into the medium-term fiscal 
adjustment process. In that regard, we welcome the envisaged tax 
reform, aimed at achieving a more equitable and flexible tax sys- 
tem; however, since in the short run the reform does not ensure 
revenue neutrality, the authorities should take all necessary mea- 
sures to correct potential shortfalls in tax revenues, including 
curbing expenditure, Indeed, the reform of the CGC and of the 
subsidy system is essential in order to keep fiscal discipline. 
Although in the 1990 draft budget the consumer subsidies will 
decrease in nominal terms by 20 percent, the rest of the transfers 
will increase by 16 percent, leaving the expenditure on transfers 
and subsidies virtually unchanged in nominal terms. I would 
appreciate some clarification from the staff on the nature of 
these transfers. 

Regarding monetary and financial policies, although we wel- 
come the recent increase in interest rates and the restrictive 
liquidity management of the Central Bank on the money market, the 
improvement in the efficiency of the financial intermediation pro- 
cess requires a greater reliance on market instruments. However, 
we have some doubts about the effectiveness of the treasury bills 
as an instrument of monetary policy in the short run. There is no 
guarantee as to the capacity of this instrument to absorb liqui- 
dity in the short run, because of its government financing charac- 
ter and the lack of an established secondary market. We would 
appreciate some comments from the staff on the possible advantages 
of central bank paper versus treasury bills as instruments of 
monetary policy in Tunisia's case. Nevertheless, treasury bills 
would seem to be helpful in the process of eliminating preferen- 
tial interest rates, and would stimulate greater competition in 
the banking system. 

The progress the Tunisian authorities have achieved in imple- 
menting structural reforms, particularly the reform of the public 
enterprise sector, deserves our commendation. We support the pro- 
posed decision, including the modification of some of the end-1989 
performance criteria. 

Mr. Scheid made the following statement: 

Considering the difficult tasks the Tunisian authorities are 
facing, we are very pleased with the quite satisfactory overall 
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economic performance they have achieved so far this year. The 
authorities had to deal with demand pressures, resulting mainly 
from a rapid monetary expansion in 1988, and with adverse exogen- 
ous factors, particularly the continued drought and unexpected 
shortfalls in tourism receipts. In consequence, the pressure on 
the balance of payments increased substantially. 

Against this background, the Tunisian authorities adopted a 
number of corrective measures from mid-1989, with a view to tight- 
ening the monetary and fiscal policy stance. The results have 
been encouraging. According to the most recent figures, prospects 
for the current account and public deficit reduction in 1990 have 
improved further. We commend the authorities for their strong 
commitment to pursue appropriate macroeconomic policies, while 
continuing the process of structural reforms, and their willing- 
ness to cooperate closely with the Fund. In particular, we are 
pleased to note from Mr. Ghasimi's statement that Tunisia, at 
least for the time being, will continue not to make purchases 
under the extended arrangement. This is a clear indication of 
the quality of the program, and it serves as a useful example, 
underlining the true stand-by character of the Fund's resources. 

I broadly share the staff's appraisal with regard to the 
policy recommendations. Tunisia demonstrates the dangers of a 
monetary policy that is not kept on an even keel. After having 
been too expansionary in 1988, the risks that are anticipated on 
the internal and external sides made a change of gears inevitable. 
If such a change is being delayed--as seems to have been the case 
in Tunisia--the correcting measures will have to be relatively 
harsh, creating risks for the recovery of economic activity and 
private investment. 

It is rather clear that durable investment growth cannot be 
based on lax monetary policies. The still-high inflation rates 
over the medium term indicate that the scope for a monetary relax- 
ation is quite limited. Even if the current restrictive course 
would lead to a temporary deceleration of investment activity, the 
Tunisian authorities should nonetheless abstain from a "stop-and- 
go policy," and should not try to fine-tune investment activity by 
means of monetary policy. 

The proper way to enhance medium-term investment and growth 
prospects is to improve the internal return on investment, by fur- 
ther liberalizing the economy and removing impediments to growth. 
This is a precondition for reducing the worrisome high level of 
unemployment, by creating lasting employment opportunities. Sub- 
stantial progress has already been made in restructuring the eco- 
nomy, but much remains to be done. It is regrettable that the 
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envisaged liberalization of prices and imports is somewhat behind 
schedule. The authorities should therefore speed up their 
efforts. 

The progress achieved in restricting monetary expansion can 
only become fully effective if supported by fiscal policy. This 
underlines the need for closely monitoring public revenue and 
expenditure. Although the ongoing tax reform in Tunisia has 
produced commendable improvements in the tax structure and in the 
efficiency of tax administration, the overall impact on revenues 
has been quite unclear. At least in the short term, revenue 
shortfalls cannot be excluded. A strict expenditure control is 
therefore of critical importance if the budget deficit is to reach 
the envisaged target for 1990. Since the higher than expected 
deficit this year was to a large extent due to overruns in the 
expenditure of the Caisse Generale de Compensation, I welcome the 
authorities' intentions to streamline the subsidy system, and to 
lower subsidies steadily. A courageous step was already taken by 
increasing prices of subsidized consumer goods in August. 

I fully agree with the authorities' view that further steps 
are necessary, and that they have to be based on a broad social 
consensus. But I wonder how this assessment fits in with the 
increase in the public sector wage bill, as envisaged in the draft 
budget for 1990. Even without a general salary increase, the wage 
bill is expected to be 5.2 percent higher than in the previous 
budget. Moreover, a special reserve of D 30 million has been set 
aside to compensate the public sector for negative impacts of the 
tax reform. I would appreciate some additional comments on this 
isubject. 

I can accept the modest modifications in the domestic credit 
and net foreign asset targets, as requested by the Tunisian 
authorities. I support the proposed decision. 

Mr. Ichikawa made the following statement: 

In the first half of 1989, the Tunisian economy was still 
negatively affected by the major setback of the preceding year 
in the agricultural sector. It is regrettable that Tunisia has 
failed to observe some important performance criteria in the pro- 
cess of its economic recovery. However, as the economy is rapidly 
returning to the original adjustment path, I can support the pro- 
posed decision. That being said, the economy is still very vul- 
nerable to exogenous factors, and the continuous improvement of 
macroeconomic policies is encouraged, in order to keep the economy 
on the track of appropriate adjustment. In this regard, I have 
little to add to the staff's appraisal. 
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In the fiscal area, I welcome the fact that the tax measures 
of the supplementary finance law have offset the shortfall in tax 
revenue. However, the further reform of the tax structure is war- 
ranted, in view of the weaker than expected revenue performance of 
indirect taxes on domestic transactions. In this connection, I 
would appreciate it if the staff could identify the causes of the 
optimistic forecast on value-added tax revenue in 1989. I also 
welcome the proposed rationalization of direct taxes, such as the 
elimination of double taxation in corporate tax. At the same 
time, however, the authorities should closely monitor tax 
receipts, as Mr. Menda suggested, to prevent a shortfall in over- 
all revenue. In such an event, additional revenue-enhancing mea- 
sures might be necessary. 

In view of the projected decline in grants, tight control of 
the budget is warranted. In this connection, a substantial 
streamlining of the CGC's financial structure is particularly 
necessary. While I understand that a shock approach might not be 
productive under current circumstances, the authorities should be 
encouraged to develop a workable framework of phasing out subsi- 
dies and price controls. 

On the monetary front, while the recovery of private invest- 
ment is welcome, the unsustainably high level of credit expansion 
was a matter of concern. While the steps taken so far to absorb 
the excess liquidity seem reasonable, I agree with Mr. Enoch that 
further improvement in financial instruments will be helpful to 
accelerate the stabilization, while sustaining the growth momentum 
of the private sector. In this connection, I welcome the author- 
ities' intention to introduce a market-based solution, namely, the 
sale of treasury bills. However, the effectiveness of such an 
operation will depend on the quantity of bills actually absorbed 
by the nonbank sector. In this regard, I share the staff's con- 
cern about the relatively low interest rate on the bill. I am 
interested in knowing what kind of improvements are recommended 
to secure a desirable distribution of the bills, in the staff's 
view. 

I agree with the staff that the ceilings on lending rates 
should be removed. This will contribute to the authorities' 
market-based approach to the overheating problem. The spread 
between the market and preferential rates should also be closely 
monitored. A flexible response by the authorities in this area 
is important. 

In the external sector, the widening of the external imbal- 
ances in the first half of this year was a source of concern. 
However, I note in the staff paper that encouraging progress has 
been achieved in the structural element. The authorities are 
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encouraged to maintain a liberalized trade regime, while strength- 
ening demand management and monitoring the exchange rate closely. 

The Tunisian economy is successfully resuming its growth- 
oriented adjustment, thanks to the authorities' commendable 
efforts. I am confident that further improvement in macroeconomic 
policy will support the economy's rapid achievement of the adjust- 
ment targets. 

Mr. Newman made the following statement: 

In recent years, Tunisia has made considerable progress 
through implementation of a cautious macroeconomic policy and a 
gradual, albeit wide-ranging, structural reform program, which has 
increased the market orientation of the economy. The course cor- 
rection being undertaken as part of the second review is consis- 
tent with the objectives of the extended arrangement, and should 
help put the program back on track. Consequently, my authorities 
can support the proposed decision and the modification of the per- 
formance criteria. 

The economy is expected to recover this year and resume 
growth to near previously targeted levels. However, achievement 
of sustained growth will require that demand pressures be curbed 
to avoid increased price pressures. The recent tightening of 
monetary policies to restrain credit to the economy is a prudent 
and welcomed step which should prevent undesirable overheating, 
while permitting the maintenance of an improved investment cli- 
mate. The effectiveness of monetary policy would be enhanced by 
a further broadening of the government securities market, and by 
increased reliance on market-determined interest rates. We are 
therefore disappointed by the delays in meeting the programmed 
target for reducing the differential between the money market and 
preferential rates, and hope that the widening of the differential 
which took place during the year will be reversed. 

The authorities have moved promptly to contain the over- 
shooting of the budget deficit this year, although the draft bud- 
get for 1990 projects a deficit as a share of GDP some 20 percent 
above the program target. Continued effort will be required to 
improve revenues and restrain expenditures. In particular, we 
welcome efforts under way to curb the costly consumer subsidy pro- 
gram, by targeting assistance and reducing operating costs. My 
authorities have considered the comprehensive reform of the tax 
system as one of the most impressive aspects of the extended 
arrangement, and believe that its full implementation will improve 
incentives for domestic saving and investment, as well as 
strengthen the financial position of the Government. We were 
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disappointed by the delayed implementation of the income tax 
reforms. Our own experience with tax reform points up the inevit- 
able uncertainties regarding the initial effects on revenue, which 
highlights the importance of curbing expenditures in order to 
avoid an unanticipated rise in the budget deficit due to unfore- 
seen revenue shortfalls, or increases that may prove temporary. 

The sharp deterioration in the external position this year 
highlights the continuing need to maintain a restrained demand 
management stance. While export performance is improving nicely, 
the staff‘s medium-term projections suggest that the economy is 
likely to remain vulnerable to external shocks. In these circum- 
stances, we believe that maintenance of a flexible exchange rate 
policy will be crucial, and is preferable to a slowing down of the 
liberalization of the trade sector. Indeed, we continue to beli- 
eve that a more rapid liberalization of imports and reform of the 
tariff levels would be feasible and desirable. 

Progress is being achieved on a comprehensive structural 
reform that will make the economy more market oriented. Price 
reforms are proceeding, although at a slightly slower pace than 
the very gradual pace contained in the program. We hope that 
reforms in this area could be speeded up, especially in the area 
of distribution margins, in order to improve the efficiency of 
resource allocation. The significant privatization of public 
enterprises that is under way is welcomed, and should help to 
reduce the drain on public resources once current financial lia- 
bilities are settled. 

I understand that at the next review of Tunisia's program, 
the Executive Board will consider the second year of the extended 
arrangement. At the time of the initial approval of the arrange- 
ment, we had suggested a number of procedural changes to reflect 
issues which had been discussed in the context of the review of 
the extended Fund facility. In particular, we raised the possibi- 
lity of having semiannual, rather than quarterly, performance cri- 
teria, and the inclusion of specific structural reforms as perfor- 
mance objectives. We would like to know whether the staff has 
considered these suggestions in connection with the second year of 
the program. 

Tunisia is making headway in reforming its economy through 
prudent demand policies and a gradual structural adjustment. The 
authorities have acted effectively to undertake needed course cor- 
rections, as developments warranted, in order to keep the program 
on track. That they have been able to do so without drawing on 
Fund resources under the program is truly impressive. We applaud 
their efforts, and urge them to accelerate this process in the 
next phase of the extended arrangement. 
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The staff representative from the African Department said that the 
Tunisian economy was in the process of ongoing structural reform and struc- 
tural adjustment. Many of the points by Directors had been discussed with 
the authorities, especially with respect to the efficiency of financial 
markets. 

The authorities shared the concerns with regard to the importance of 
greater interest rate flexibility, the scope of preferential interest rates, 
and the cap on lending rates. The first steps in those areas had been taken 
early in 1989, and the staff would encourage the authorities to adhere to 
their target of achieving liberalization in those areas before the end of 
the program period. However, the financial system was quite segmented, and 
certain of the preferential treatment and definitions of priority sectors 
that had been inherited from the past would be difficult to change over- 
night. A commitment had been made to narrow the gap between the preferen- 
tial interest rates and the money market rate early in 1989, by raising the 
preferential interest rate by about 0.8 percent. However, given the 
requirements of macroeconomic management, the money market rate had had to 
be allowed to rise, so the gap had not been narrowed as had been hoped. 

A number of Directors had commented on the link between interest rates 
and investment activity, the staff representative recalled. The tightening 
of monetary conditions and of interest rates would affect not only consump- 
tion and consumer goods imports, but investment activity and capital goods 
as well. The sectors that were given preference--including export activi- 
ties, agriculture, housing, and investment by small and medium-size enter- 
prises--were sheltered from interest rate adjustment in the money market, 
and the authorities recognized that it would be wrong to assume that a 
strict trade-off existed between greater efficiency in the financial markets 
and preserving the pace of the economic recovery. 

There was a relatively strong, but not necessarily stable, seasonality 
in the balance of payments which made forecasting quite difficult, the staff 
representative went on. In the third quarter, there was generally a very 
strong inflow of receipts from tourism and workers' remittances, which 
tended to taper off in the fourth quarter. There also tended to be a large 
lumpiness in debt-service payments due toward the end of the calendar year. 

The projections for 1990 would be reviewed at the time of the next 
review of the program. The authorities had reaffirmed the 1990 balance of 
payments projections, which were consistent with the original program. There 
had been a number of exceptional developments in 1989 which suggested that a 
slowdown in imports need not be reflected in a slowdown in economic acti- 
vity, and it was hoped that consumer goods imports would slow down while 
capital goods imports would remain at a relatively high level. 

There were a number of factors behind the weakness in investment and 
the fall in the ratio of investment to GDP, the staff representative pointed 
out. Some of the long-term decline in the ratio of investment to GDP could 
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be explained by the fact that the structural reform had focused on invest- 
ment in small and medium-sized businesses, economic diversification, and the 
export-oriented sectors, rather than large-scale industries. That was in 
contrast with the late 1970s and early 198Os, when there had been large 
investments in the phosphates and petroleum sectors. 

Some speakers had wondered whether the mix of monetary and fiscal pol- 
icies might have been better, and whether there might have been more scope 
in 1989 for reliance on fiscal policy as opposed to monetary policy, the 
staff representative recalled. The authorities had felt that the margin for 
maneuver on fiscal policy during the course of 1989 had been rather limited. 
They had adopted a relatively ambitious target on the fiscal deficit to 
begin with for 1989, and in the first quarter of 1989 it had already become 
clear that expenditures on consumer subsidies would increase because of the 
continued drought, combined with continued high world prices for cereals and 
the very large dependence of Tunisia on cereal imports. Also, the author- 
ities had been in the process of implementing the reform of indirect taxes 
that had been introduced in 1988, and were in an advanced stage of preparing 
the reform of the system of direct taxation for introduction in 1990. 
Attention was therefore focused on monetary policy instruments, because they 
were regarded as a necessary element of the structural reform. In that con- 
nection, it was thought that the introduction of treasury bills, which had 
been envisaged for some time, and which had been recommended by a past Fund 
technical assistance mission, could serve to assist in meeting the macro- 
economic objectives for 1990. In that respect, a number of comments had 
been made about liquidity absorption and the effectiveness of treasury bills 
in that regard. There had been a very rapid monetary expansion in 1988, 
more than twice the rate that had been foreseen in the program, reflecting 
the very large balance of payments surplus arising from the boom in tourism 
and in particular, the increase in tourism receipts from the neighboring 
countries of North Africa. It had been expected that the favorable impact 
on the balance of payments of those factors would decline over the course of 
1989 but, on the basis of the statistics for the first quarter of the year, 
it was not known how rapid the effect would be, or whether it would be only 
temporary. With the benefit of hindsight, one might say that the introduc- 
tion of treasury bills should have been accelerated. The staff had hoped 
that they would have been introduced earlier in the year, and that they 
would have made a substantial contribution to macroeconomic management over 
the course of 1989. However, treasury bills were a new instrument, and the 
uncertainties connected with it would have to be accepted. 

The interest rate on special savings account deposits was somewhat 
higher than that on treasury bills at present, and the special savings 
accounts enjoyed tax benefits, the staff representative stated. It was not 
certain that treasury bills would necessarily be absorbed by households; 
they might instead be absorbed up by small or medium-sized enterprises which 
had done well from the economic boom outside of the agricultural sector. 
The objectives the authorities had set in respect of the issuance of trea- 
sury bills remained attainable. 
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There had been some initial overestimation of the amounts that would be 
garnered by the value-added tax. In part, this was because the amounts that 
were garnered from taxes which the value-added tax had replaced were larger 
than expected--chiefly owing to the payment of taxes overdue under the old 
system, the staff representative concluded. As the value-added tax came on 
stream, the other payments would decline. 

Mr. Ghasimi stated that while the Tunisian authorities were encouraged 
by their achievements since 1986, they considered that further diversifica- 
tion of the economy and the enhancement of nontraditional exports would be 
needed to compensate for the expected decline in the oil sector. The 
authorities were well aware of the impact on the budget of the introduction 
and simultaneous implementation of several structural adjustments, espe- 
cially in the areas of direct taxation, public enterprises, and subsidies. 
Their assessment of the needs in those areas, combined with their objective 
of sustained economic growth and a desire to alleviate the problem of unemp- 
loyment, presented the authorities with real challenges, which in fact ser- 
ved to reinforce their commitment to further adjustment efforts. Those 
efforts were well reflected in the medium-term scenario, which encompassed a 
reduction of both current and budget deficits to 2.3 percent of GDP by 1991, 
as envisaged in the program. 

The question of preferential lending rates had been raised by a number 
of Directors, Mr. Ghasimi concluded. He wished to emphasize that the 
authorities were conducting a far-reaching review of the problem in the con- 
text of efficient resource allocation. The aim was to reassess the appro- 
priateness of maintaining preferential rates to the priority sectors at a 
time when the interest rate was expected to play an important role as an 
indirect instrument of monetary and credit policy. 

The Executive Board took the following decision: 

1. Tunisia has consulted with the Fund in accordance with 
paragraph 4 of the extended arrangement for Tunisia (EBS/88/119, 
Sup. 1, 7/28/88) and paragraph 36 of the memorandum on the eco- 
nomic and financial policies of Tunisia annexed to the letter from 
the Governor of the Central Bank of Tunisia, the Minister of Plan- 
ning, and the Minister of Finance, dated June 16, 1988, in order 
to reach understandings with the Fund on the circumstances in 
which purchases can be resumed by Tunisia after December 31, 1989, 
and in order to complete a review of the program with the Fund. 

2. The letter dated December 1, 1989 from the Governor of 
the Central Bank of Tunisia and the Minister of Planning and Fin- 
ance shall be attached to the extended arrangement for Tunisia and 
the letters of June 16, 1988, together with its annexed memorandum 
on the economic and financial policies of Tunisia, and of March 
23, 1989, shall be read as supplemented and modified by the letter 
of December 1, 1989. 
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3. Accordingly, the performance criteria on domestic credit 
and the net foreign assets of the Central Bank at end-December 
1989, which are referred to in paragraphs 4(a)(i) and (iii) of the 
extended arrangement, shall be modified as specified in the letter 
dated December 1, 1989 and its annexed table. 

4. The Fund decides that the second review contemplated in 
paragraph 4(c) of the extended arrangement is completed, and 
Tunisia may proceed to make purchases under this extended arrange- 
ment, subject to performance criteria, after December 31, 1989. 

Decision No. 9329-(89/167), adopted 
December 20, 1989 

5. BURKINA FASO - 1989 ARTICLE IV CONSULTATION 

The Executive Directors considered the staff report for the 1989 
Article IV consultation with Burkina Faso (SM/89/253, 12/l/89). They also 
had before them a background paper on recent economic developments in 
Burkina Faso (SM/89/275, 12/18/89). 

Mr. Mawakani made the following statement: 

The performance of the Burkinab;! economy in 1988 was satis- 
factory in many respects. Real GDP, rebounded sharply from the 
depressed level recorded in 1987 and grew by about 8 percent, a 
rate that compares favorably with the annual average rate of the 
three-year period 1985-87; the rate of inflation, as measured by 
the consumer price index, although on the rise after two con- 
secutive years of decline, was contained at 4.2 percent; and the 
overall fiscal deficit, on a commitment basis and including 
grants, was reduced from 6.7 percent of GDP in 1987 to 4.8 percent 
in 1988. Moreover, the overall balance of payments position 
registered a surplus, and official foreign exchange reserves 
increased to a level that represented 6.6 months of imports of 
goods and services at the end of 1988. However, the external 
current account position deteriorated, with the deficit reaching 
3.2 percent of GDP and a tight liquidity position of the Treasury 
led to a further accumulation of payments arrears, both domestic 
and external. 

Overall, while there were developments that the Burkinabe 
authorities consider to be a cause for concern, there were also 
positive developments that give them some comfort. In the real 
sector, the economic growth recorded in 1988 was broad based, with 
the agricultural, mining, trade, manufacturing, and construction 
sectors all contributing to the encouraging performance. As indi- 
cated in the staff report, the expansion in agricultural output in 
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1988 was made possible by the prevalence of good weather during 
the year. It should be stressed that, over the past years, the 
sector also benefited from increased investment outlays under the 
public development program and the five-year development plan 
which aims, among others, at achieving food self-sufficiency. Of 
far greater significance to the authorities is the buoyant acti- 
vity in the commerce and manufacturing sectors. Indeed, the 
pickup in activity in these sectors indicates a positive response 
to the Government's efforts to encourage private sector participa- 
tion in economic activity. In this context, and in order to reas- 
sure the private sector about the direction of the Government's 
economic policies, the authorities held seminars throughout the 
country with private traders and businessmen to discuss the fac- 
tors that impede their involvement, and to find solutions, when- 
ever possible, to such impediments. Among the impediments identi- 
fied was a perceived slowness in the administrative procedures 
under the pricing and marketing system. Consequently, in line 
with their overall objective of introducing further flexibility 
in the system, the authorities took steps to reduce the scope of 
the price control system and to shorten the waiting period for 
granting price increases under the system of price homologation. 

In the fiscal sector, the authorities are concerned about the 
relatively low level of government revenue and the accumulation of 
domestic and external payments arrears. With regard to government 
revenue, they are aware that, despite their intensified efforts 
toward domestic resource mobilization, there is still room for 
further improvement. Such improvement is all the more imperative 
in view of the need to secure sufficient resources to deal with 
the problem of payments arrears, as well as to maintain an 
efficient administration. To that end, two important steps have 
been taken in line with their revenue mobilization efforts. 
First, the system of exemption from import duties is being 
reviewed thoroughly, and second, a study on the feasibility of a 
value-added tax has been launched. Technical assistance has been 
sought from the Fund in the context of these undertakings, and the 
authorities are awaiting the recommendations of a recently con- 
completed mission to guide their action in these areas. 

With respect to the accumulation of payments arrears, the 
authorities are of the view that the ongoing efforts to strengthen 
the revenue performance would go a long way in improving the 
liquidity position of the Treasury and help address this problem. 
It is worth mentioning that in the past, the Government has made 
ad hoc reductions in these arrears through cash payments when the 
liquidity position of the Treasury permitted it. This was the 
case in 1985 and in 1986, when the operations of the Central Gov- 
ernment were virtually in balance and recorded a surplus. More 
recently, on November 24, 1989, external arrears amounting to 
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about CFAF 4 billion were settled to international organizations. 
In addition, steps are being taken to strengthen the management of 
the external debt. 

In the public enterprise sector, the restructuring program 
initiated in recent years is proceeding well. The authorities are 
encouraged by the positive results achieved so far, as evidenced 
by the substantial improvement in the financial performance of the 
pilot enterprises that underwent a restructuring program. In 
order to broaden the scope of this program, 12 other public enter- 
prises have been selected, and the United Nations Industrial Deve- 
lopment Organization (UNIDO) is providing assistance to the Gov- 
ernment to define the terms of reference of studies for the reform 
of these enterprises. 

The Burkinabe authorities are cognizant that the overall 
external position is fragile and could deteriorate rapidly. As 
indicated by the medium-term outlook, such a deterioration could 
occur as early as this year, with the overall balance of payments 
position expected to shift from a surplus representing 1.7 percent 
of GDP in 1988, to a deficit representing 0.7 percent of GDP in 
1989. This underscores the need to promote export diversification 
in order to strengthen the external position, and allow for 
imports of much-needed investment goods to sustain economic growth 
over the medium term. In this regard, the authorities are working 
closely with the World Bank on an export diversification program 
in the context of the upcoming five-year development plan. 

On statistical issues, the authorities recognize that despite 
the recent improvement, much remains to be done. Over the past 
two years, they have devoted increasing efforts to this problem, 
with some encouraging results. This is evidenced by the wealth 
and quality of statistical information provided to the staff 
during the Article IV consultation mission. While they agree that 
the lack of continuity at the administrative level has somewhat 
affected the efficiency of the National Institute of Statistics 
and Demography, they are of the view that the technical potential 
for producing reliable data does exist. The Burkinabe authorities 
expect that the technical assistance they have requested, and 
other assistance which may be forthcoming, would contribute to a 
mutually enriching exchange of experience to enable them to bring 
the data base in Burkina Faso up to international standards. 
Consequently, they will continue to give due consideration to 
improving the collection and analysis of statistical data. 

To conclude, I would like to reaffirm the authorities' 
willingness to work closely with the Fund and the World Bank in 
order to develop a medium-term strategy to address the problems 
confronting the Burkinabe economy. They have submitted to the 
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staffs of the two institutions, for comments, a draft document 
on their medium-term policies which, they hope, could form the 
basis for a useful discussion with a view to developing a full- 
fledged policy framework paper. 

Mr. Serre made the following statement: 

Burkina Faso's economic performance over the period 1982-87 
was on the whole satisfactory, and average economic growth 
(4.3 percent) outpaced population growth (3.3 percent). As the 
staff report clearly shows, 1988 was another year of strong 
growth, and several indicators registered favorable results--the 
reduction in the overall fiscal deficit, among others. However, 
structural weaknesses continue to seriously undermine the sound- 
ness of the economy, and economic developments in 1989 demon- 
strated the necessity of urgently addressing the growing imbal- 
ances, especially since a financing gap might emerge. There is no 
room for complacency in the face of the emerging evidence that the 
medium-term outlook will be unsustainable, unless a comprehensive 
set of adjustment measures is adopted in the short term. 

Reforming public finance should be the first priority of 
macroeconomic policy, since monetary policy remains under control, 
although monetary expansion deserves to be closely monitored, in 
line with the increase in external arrears. 

We fully share the staff's analysis that it will be urgent 
henceforth to undertake a comprehensive review of both revenue and 
current and capital outlays, to avoid further deterioration of the 
fiscal deficit. On the revenue side, the staff rightly devotes 
considerable attention to the issue of tax reform. Streamlining 
customs duties, as well as broadening the tax base and increasing 
the elasticity of taxation, are of the utmost importance. There 
is room for maneuver to improve the situation significantly. 

On the expenditure side, containing the expansion of the wage 
bill without delay is also crucial, given recent developments. 
Moreover, the persistence of domestic and external arrears points 
to the need to reconsider expenditure procedures as a whole. We 
hope that drawing up the 1990 budget should provide the oppor- 
tunity to adopt a comprehensive set of actions, with the technical 
assistance of the Fund. In this respect, _ could the staff comment 
on the results of the latest technical assistance mission that 
visited Ouagadougou recently? 

The growth performance registered during the recent period 
was due largely to developments in the agriculture and public sec- 
tors. In contrast, the development of other sectors has been 
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rather disappointing, particularly in the service and industrial 
sectors--except for the mining subsector. This points to the need 
to reassess the overall economic environment, and to overcome 
structural bottlenecks that prevent the smooth functioning of the 
economy. Price control, exchange regulations, and wage and con- 
tribution policies deserve particular attention in that regard, in 
order to improve the competitiveness of the economy. 

Although the parastatal sector remains basically sound, there 
is a need to undertake a closer examination of the degree of sus- 
tainability of several enterprises, in order to rationalize the 
sector and avoid further budgetary slippages through direct and 
indirect subsidies. The financial intermediation system should 
be rationalized, in order to improve the mobilization of resources 
and savings. 

Burkina Faso's external position has developed relatively 
favorably, due to the strong performance of the agriculture and 
mining sectors and remittances from abroad. However, the deve- 
lopments of 1989 and the projected deterioration in the external 
position over the medium term, as illustrated in the staff report, 
are a cause of concern. Moreover, a realistic policy of borrowing 
on concessional terms for investments aimed at diversifying the 
export base is crucial. A significant reduction of arrears is 
also needed, to maintain the confidence of the international com- 
munity. The recent partial payment made in November by the 
authorities is welcome. 

We would like to stress the necessity of improving the over- 
all data base, as recommended by the staff. The present situa- 
tion is less the result of the absence of technical skills than 
the lack of continuity in monitoring the economic figures. 

The present difficulties should not mask the progress already 
achieved. We therefore urge the authorities not to risk jeopar- 
dizing their achievements. An adjustment strategy for Burkina 
Faso does not need to be radical at this stage, and a step-by-step 
approach is more likely to succeed than major stabilization 
measures. We hope that the coming year will provide the oppor- 
tunity for Burkina Faso to embark on the Fund-supported program, 
sustained by a rigorous medium-term analysis. 

Mr. Hubloue made the following statement: 

I welcome Mr. Mawakani's confirmation that the Burkinabe 
authorities firmly intend to prepare a policy framework and 
adjustment program which could be supported by resources under the 
Fund's structural adjustment facility. They have every reason to 
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work toward an early realization of those intentions. First, the 
favorable output performance of recent years still makes it pos- 
sible to implement adjustment measures which would be much more 
painful if they had to be implemented during a period of declining 
incomes. Second, agreement on a policy framework monitored by the 
World Bank and the Fund would greatly facilitate the catalysis of 
external assistance in support of the country's development objec- 
tives. The low implementation rate of the public investment pro- 
gram suggests that a stronger consensus between the authorities 
and the donor community on the country's development plan is 
indeed desirable. 

Let me comment briefly on the issues where basic under- 
standings between the authorities and the staff concerning the 
desirable policy actions have not yet been reached. 

The staff advocates much greater flexibility on pricing 
policies, while the authorities would prefer, for social reasons, 
to keep the present intervention system in place. I fail to see 
the social merits of a policy which sells agricultural products 
below cost in an economy where agricultural production accounts 
for 90 percent of all employment. If any protection is deemed 
necessary to ensure stable food access for the other population 
groups, alternative measures more precisely targeted than the 
present pricing system would provide it much more efficiently. 
The operation of the Cereal Marketing Board is symptomatic of 
the deficiencies of the present pricing system. As I read the 
account in the background paper on recent economic developments 
of the operations of this Board, foreign food grants and other 
aid funds have recently been used to limit or offset its financial 
losses. In other words, even though domestic crop conditions have 
improved dramatically since 1985, the present pricing system con- 
tinues directly or indirectly to allocate a large share of foreign 
aid flows to food support. I hope that I am wrong on that point, 
because otherwise, the implication is that the economic costs of 
the pricing policy may be even higher than would appear at first 
glance. In any case, it suggests that any reform of the present 
policy should be combined with a reformulation of present aid pol- 
icies vis-a-vis Burkina Faso, which is just one more reason why a 
program supported by the structural adjustment facility would be 
highly desirable. 

The surpluses of the parastatal agencies is a second issue on 
which the authorities and the staff hold different views. While 
the staff would prefer to see these surpluses transferred to the 
budget, the authorities consider depositing them with the com- 
mercial banks to be essential to the stability of the banking sys- 
tem. Does the position of the authorities indicate that without 
these deposits, the banks' access to more normal resources would 
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be insufficient to fund their operations? Or does it mean that, 
to some extent, these deposits are the counterpart for nonperform- 
ing loans, so that the banking system is after all less sound than 
has been assumed? Some clarification from the staff on this point 
would be welcome. 

On external policies, I welcome the intention of taking steps 
aimed at a diversification of exports. I would also urge the 
authorities and the staffs of the Bank and the Fund to extend 
their work in the trade area to the import side of Burkina Faso's 
current account. Imports now account for almost 250 percent of 
the country's exports, and have recently been growing at an under- 
lying rate much higher than the 5 percent projected in the staff's 
medium-term outlook. Under these conditions, it is my view that 
balance of payments viability cannot be achieved unless external 
policies also aim at reducing the country's dependence on imports. 

The staff representative from the African Department stated that the 
technical assistance mission that had recently returned from Burkina Faso 
had made preliminary recommendations with respect to the customs duty exemp- 
tion system and the centralization and consolidation of taxes that were cur- 
rently earmarked for certain parastatals, such as the Stabilization Fund. 
The Minister in charge of the budget had pledged full cooperation to ensure 
that the Government would implement the preliminary recommendations. The 
staff was at present preparing a full report, which would be sent to the 
authorities in time for the recommendations to be considered in the for- 
mulation of the 1990 budget. 

The Government was still reviewing possible changes to pricing policy 
and the certification procedure, the staff representative continued. A 
national seminar had been conducted in the fall of 1988 to enable all con- 
cerned economic agents to make their views about the pricing process known. 
While the Government had taken some first steps in that regard, additional 
measures might be taken in the following year to introduce a greater degree 
of flexibility into the pricing process. 

The relationship between the losses run by the Cereals Marketing Board 
and the aid which it received from the Government was a delicate issue, 
which would have to be reviewed carefully by the authorities before the 
staff would be in a position to report to the Board on the matter, the staff 
representative noted. The staff was unaware that aid was being used to 
enable the Government to continue an inappropriate pricing policy, but would 
nevertheless investigate and report to the Board. 

There had been a divergence of views between the staff and the author- 
ities on the question of the accumulation by a number of parastatals of 
deposits with the banking system, and whether or not those deposits should 
be transferred to the Treasury, the staff representative concluded. The 
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development bank was already experiencing difficulties, and would likely 
experience more in the light of the current reforms, because the bulk of the 
deposits of the parastatals was maintained there. On a related point, 
Burkina Faso was one of the few countries of the West African Monetary Union 
to maintain a high level of deposits on the money markets of the Union. If 
the deposits of the parastatal agencies were reduced, the banks would reduce 
their own deposits with the Union, and any excess liquidity that had been 
introduced into the money markets would be withdrawn. The reduction in the 
level of deposits in itself was not likely to impair the soundness of the 
banking system. 

Mr. Mawakani commented that he wished to assure the Board that the 
authorities of Burkina Faso were conducting discussions with the Fund and 
the World Bank with the aim of coming to an agreement in the near future on 
the possible use of Fund resources under the structural adjustment facility. 

The Acting Chairman made the following summing up: 

Directors were in broad agreement with the thrust of the 
staff appraisal. It was noted that over the last three years real 
GDP growth had increased at a faster rate than that of population, 
food security had improved, and inflation had remained moderate. 
They also observed, however, that major structural weaknesses 
hampered development, and that the medium-term external position 
was projected to weaken significantly. 

Directors supported the authorities' decision to introduce 
flexibility into the pricing system, and encouraged them to take 
further steps that would allow prices to be determined increas- 
ingly by market forces, as well as to reduce government interven- 
tion in the marketing of staple products. Reference was made in 
particular to the impact of price controls and pricing policies on 
agricultural production; in that connection, it was suggested that 
direct subsidies would be more transparent and effective than sub- 
sidy effected via the pricing mechanism. 

Directors stressed the importance of budgetary reforms and of 
containing the overall fiscal deficit. The authorities were urged 
to strengthen expenditure control and to limit the expansion of 
the wage bill in line with revenue prospects, while avoiding 
extrabudgetary expenditure. Directors also urged the authorities 
to increase government revenue through tax reform, including the 
taxation of imports, and a widening of the tax base. 

Directors noted the rehabilitation plans currently being 
implemented in the public enterprise sector, and advised that 
those efforts be extended to other ailing enterprises and to 
the banking sector. 
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With respect to Burkina Faso's external prospects, Directors 
expressed concern about the projected weakening of the balance of 
payments, and urged the authorities to undertake appropriate 
structural and financial policies to foster the growth and diver- 
sification of exports, and to eliminate external payments arrears. 

Directors stressed the need more systematically to collect 
and report economic data, including on the national accounts, gov- 
ernment finances, the balance of payments, and the external debt. 

Directors welcomed the Government's desire to initiate dis- 
cussions on a comprehensive adjustment program that could be sup- 
ported by Fund resources under the structural adjustment facility. 

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

DECISIONS TAKEN SINCE PREVIOUS BOARD MEETING 

The following decisions were adopted by the Executive Board without 
meeting in the period between EBM/89/166 (12/18/89) and EBM/89/167 
(12/20/89). 

6. DEBT AND DEBT-SERVICE REDUCTION OPERATIONS - EARLY REPURCHASE 
EXPECTATIONS 

In the context of the guidelines on the role of the Fund 
in the debt strategy, the Fund adopts the following decision on 
expectations of early repurchase by members with respect to pur- 
chases of additional resources for interest support under stand-by 
or extended arrangements, and purchases of amounts set aside under 
such arrangements to support operations involving debt reduction: 

A. Failure to Use Resources for Specified Purposes 

1. Whenever the Fund approves a member's request for 
(i) purchases of amounts set aside to support operations involving 
debt reduction under a stand-by or extended arrangement, or 
(ii) additional resources for interest support under a stand-by 
or extended arrangement, pursuant to the Fund's guidelines on the 
role of the Fund in the debt strategy, the Fund shall specify in 
the decision approving the request the purposes for which, and the 
period of time within which, such set-aside amounts or additional 
resources can be used. 
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2. If the member, having purchased such set-aside amounts 
or additional resources, has not used them by the end of the 
specified period of time for the specified purposes, the Managing 
Director shall, after consultation with the member, promptly 
report the matter to the Executive Board. In this report, the 
Managing Director shall recommend that the Executive Board decide 
that the member is expected to make an early repurchase of the 
set-aside amounts of additional resources that were not used for 
the specified purposes, or shall recommend such other action as 
may be appropriate. 

3. The Fund may decide that the member shall be expected to 
repurchase the set-aside amounts or additional resources that were 
not used for the specified purposes within 30 days of the decision 
or within such longer period as the Executive Board may specify. 

B. Subsequent Derailment of Program 

4. (a> If the program of a member that has previously made 
accelerated purchases of amounts set aside to support operations 
involving debt reduction under a stand-by or extended arrangement 
is off track on the date a purchase becomes available under the 
phasing provision in the arrangement, and is not back on track 
within 90 days after that date, the Managing Director shall report 
the matter to the Executive Board promptly after the expiration of 
the go-day period. 

(b) For purposes of this decision, a member's program 
is off track if the member is unable to make a purchase under the 
arrangement because of (i) the nonobservance of a performance 
criterion, the noncompletion of a review or the failure to meet 
any other condition under the arrangement, or (ii) the cancel- 
lation of the arrangement by the member before the purchase; the 
program is back on track if the member is again able to make pur- 
chases under the arrangement. 

(c) Subparagraph (a) shall not apply if, on the date 
the purchase becomes available, all set-aside amounts that were 
purchased by the member by virtue of the acceleration would 
already have become available to the member under the phasing pro- 
vision in the stand-by or extended arrangement in the absence of 
the acceleration. 

5. In the report submitted under paragraph 4 above, the 
Managing Director shall recommend such action as may be approp- 
riate, including the possibility of an expectation of early repur- 
chase of the accelerated set-aside amounts. 
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6. (a) In the event that the Executive Board, taking into 
account the member's economic and financial position, decides that 
the member shall be expected to repurchase accelerated set-aside 
amounts, the member would be expected to make the repurchase, to 
the extent that such amounts would not yet have become available 
to the member under the phasing provision in the stand-by or 
extended arrangement in the absence of acceleration, within a 
period specified by the Executive Board, provided that such per- 
iod would not be less than 30 days. The Executive Board shall 
give special consideration to those cases where the program has 
gone off track because of circumstances beyond the control of the 
member. 

(b) A member shall not be expected to repurchase pur- 
suant to subparagraph (a) above if its program is back on track 
within the period specified in that subparagraph, or if the Execu- 
tive Board determines that the member has already begun to imple- 
ment measures designed to bring the program back on track. 

(c) If the Fund finds that the program is back on track 
after the repurchase has been made under this paragraph, the 
amount of the stand-by or extended arrangement shall be increased 
by an amount equivalent to the repurchase, subject to such phasing 
as shall be specified. 

C. General Provisions 

7. The Fund shall not approve, and the Managing Director 
shall not recommend for approval, a request for the use of the 
general resources of the Fund by a member that is failing to meet 
a repurchase expectation pursuant to paragraph 3 or 6 above, 

a. (a) Provision shall be made in stand-by and extended 
arrangements for the suspension of further purchases under the 
arrangement whenever a member fails to meet a repurchase expecta- 
tion pursuant to paragraph 3 or 6 above. 

(b) Paragraph 5 of the standard form of the stand-by 
arrangement in Attachment A to Decision No. 6838-(81/70) adopted 
April 29, 1981, as amended, shall be modified as follows: 

(Member) will not make purchases under this 
stand-by arrangement during any period of the arrange- 
ment in which (member) has an overdue financial obliga- 
tion to the Fund or is failing to meet a repurchase 
expectation pursuant to the Guidelines on Corrective 
Action in respect of a noncomplying purchase or pursuant 
to Decision No. 
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(c) Paragraph 5 of the standard form of the extended 
arrangement in Attachment B to Decision No. 6838-(81/70) adopted 
April 29, 1981, as amended, shall be modified as follows: 

(Member) will not make purchases under this 
extended arrangement during any period of the 
arrangement in which (member) has an over-due financial 
obligation to the Fund or is failing to meet a repur- 
chase expectation pur-suant to the Guidelines on Correc- 
tive Action in respect of a noncomplying purchase or 
pur-suant to Decision No. 

9. If a repurchase pursuant to the expectation under para- 
graph 3 or 6 above has not been effected within the specified 
period of time, the Managing Director shall submit promptly a 
report to the Executive Board accompanied with a proposal on how 
to deal with this matter. 

10. Nothing in this decision shall be deemed to limit the 
power of the Fund to take any other action that may be taken 
pursuant to the Fund's Articles. 

Decision No. 9331-(89/167), adopted 
December 19, 1989 

7. ARAB REPUBL1.C OF EGYPT - 1989 ARTICLE IV CONSULTATION - 
POSTPONEMENT 

Notwithstanding the period of three months specified in 
Procedure II of the document entitled "Surveillance over Exchange 
Rate Policies" attached to Decision No. 5392-(77/63), adopted 
April 29, 1977, as amended, the Executive Board agrees to extend 
the period for completing the 1989 Article IV consultation with 
Egypt to not later than January 22, 1990. 

Decision No. 9330-(89/167), adopted 
December 20, 1989 

8. BENEFITS FOR STAFF MEMBERS' CHILDREN - ELIGIBILITY 

The Executive Board approves the proposals set forth in 
EBAP/89/302 (12/15/89), with one Executive Director's under- 
standing as set forth in EBAP/89/302, Supplement 1 (12/19/89). 

Adopted December 19, 1989 
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9. ASSISTANT TO EXECUTIVE DIRECTOR 

The Executive Board approves the appointment of an Assistant 
to Executive Director as set forth in EBAP/89/301 (12/14/89). 

Adopted December 19, 1989 

10. EXECUTIVE BOARD TRAVEL 

Travel by an Esecutive Director as set forth in EBAP/89/299 (12/15/89j, 
and by an Assistant to Executive Director as set forth in EBAP/89/300 
(12/14/89) is approved. 

11. TRAVEL BY MANAGING DIRECTOR 

Travel by the Managing Director as set forth 
and Correction 1 (12/19/89j is approved. 

APPROVED: August 30, 1990 

in EBAP/89,/304 ( 12/18/89j 

LEO VAN HOUTVEN 
Secretary 
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