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1. LIOUIDITY POSITION AND FINANCING NEEDS - REVIEW 

The Executive Directors considered a staff paper reviewing the Fund's 
liquidity position and financing needs (EBS/89/38, 3/3/89). 

Mr. Prader made the following statement: 

For the time being, the Fund's liquidity position must be 
recognized as generally comfortable, as is shown clearly in 
Table 2 of the Annex of the staff paper on selected ratios of 
the Fund‘s liquidity. The same table also displays the only 
cloud in this sunny picture, namely, the rapid rise in the 
amount of overdue repurchases, expressed as a ratio both of 
adjusted usable ordinary resources, and of outstanding Fund 
credit. We wholly agree with the staff that these overdues are 
material and of great concern, We also hope that the limited 
positive developments of the recent past indicate that a turn- 
around in these ratios is imminent. 

Nevertheless, for the not-so-distant future, the staff's 
picture presents some worrisome trends in the form of a commit- 
ment gap for borrowed resources. Not quite unexpectedly, all 
the elements in the staff's analysis strengthen the case for a 
larger capital base for the Fund. I should emphasize that we 
share the staff's assessment, even leaving aside the effects 
on the demand for and supply of Fund resources of the Fund's 
involvement in U.S. Treasury Secretary Brady's debt reduction 
plan. 

Indeed, according to the staff, projected commitments 
for borrowed resources for 1989 and 1990 exceed the projected 
availability of borrowed resources. Two points should be noted 
in connection with this commitment gap. First, the appearance 
of such a gap is to some extent the natural result of the 
inconsistency of the assumptions used: in projecting commit- 
ments, it was assumed that the present enlarged access policy 
will continue unchanged, but because the actual Fund borrowing 
arrangements go hand in hand with the enlarged access policy, 
the reduction in the projected amounts of available borrowed 
resources must be based on the opposite assumption. A second, 
more fundamental point is that such projections show that the 
present and future demand for the use of Fund resources is 
greater than current or existing quotas would support under a 
normal access policy. From the standpoint of the implied cost 
to debtor members and of the wisdom of improving the alignment 
of members' rights and obligations, the projections again 
demonstrate the need for an adequate quota increase. On this 
point, we fully concur with the staff. 

In view of the policy of phasing out Fund borrowing, the 
staff probably had no choice but to suggest increasing the rate 
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of utilization of ordinary resources in order to maintain the 
limits under the present enlarged access policy. While this 
could seriously affect the Fund's liquidity position, it is 
preferable to the alternative of cutting access. In any case, 
both options underscore the need for a quota increase. 

Another turning point is the substantial pickup of gross 
new commitments of Fund resources in 1989 and 1990. Compared 
with the previous two-year period, the demand for resources 
under stand-by and extended arrangements will double in amount, 
while the number of arrangements will nearly double. This is a 
most interesting development, and we would much appreciate some 
elaboration by the staff on the forces driving these increases, 
especially because the implications of Secretary Brady's recent 
proposals obviously could not be taken into account when the 
staff made its projections of the demand for and supply of Fund 
resources up to end-1990. At present, recalculations of the 
Fund's liquidity needs, so as to include the implications of 
those proposals, would seem to be the only way in which to make 
the projections relevant and sensible. 

The projections of both the demand for Fund resources and 
the availability of usable resources are liable to require 
substantial revision for reasons other than the Brady proposals, 
as well. The demand for the Fund's resources may increase 
because of the financing needs of some large debtor countries, 
while the supply could be weakened by reserve and current 
account movements of the countries, the currencies of which are 
included in the projections of usable resources. Would the 
staff comment on the Fund's probable liquidity position under 
such a scenario? 

Mr. Cassell stated that he could endorse the staff's conclusion 
that the projected demand for Fund resources over the current year could 
be accommodated by the Fund's existing stock of ordinary and borrowed 
resources. Indeed, the staff paper showed that the Fund's liquidity 
position was exceptionally strong at present. The Fund's stock of usable 
ordinary resources at the end of January had been at an all-time high, 
higher even than directly after the Eighth Quota Review. At the same 
time, Fund liabilities had continued to decline, which had pushed up the 
Fund's liquidity ratio to record levels. 

It was notable, too, that despite a projected pickup in the demand 
for Fund resources over the current year and the following year, the 
Fund's liquidity ratio was projected to remain high through the end of 
1990, Mr. Cassell observed. While the staff was right to emphasize the 
uncertainties surrounding those projections, it seemed clear that even by 
the end of the forecast period, the Fund would remain well placed, finan- 
cially, to meet further increases in the demand for its resources. 
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Mr. Grosche stated that under the usual assumptions of unchanged 
quotas and unchanged access policies, the staff's calculations showed that 
the Fund's liquidity position would remain comfortable at least until the 
end of 1989. The staff's projections for the liquidity position in 1990 
were less reassuring, however, particularly with regard to the possible 
need for relying on borrowed resources in excess of what was currently 
available. Along with Mr. Prader, he believed that that underscored 
the urgency of concluding the Ninth General Review of Quotas as soon as 
possible. Without an increase in quotas, continuation of the current 
access policy beyond 1989 seemed impossible, at least with the current 
access limits and the present mix of borrowed and ordinary resources. 

For the time being, Mr. Grosche concluded, he could go along with the 
staff's proposal to discuss the possible implications of a commitment gap 
for borrowed resources at the review of liquidity in August 1989. At that 
time, a clearer picture would emerge regarding the actual developments in 
liquidity and about the future size of the Fund. 

Mr. Monyake made the following statement: 

We welcome the opportunity to review the Fund's liquidity 
position and financing needs for the next two years. While we 
are pleased to note that the liquidity position is adequate 
at present, as indicated by the cash and liquidity ratios in 
the appendix to the staff paper, and that the present amount 
of total adjusted and uncommitted ordinary resources--at 
SDR 30.7 billion--is ample, the situation projected to develop 
toward the end of 1990 gives cause for concern. This is not 
to say that the liquidity position of the Fund is in any way 
precarious. But what the projections illustrate convincingly is 
that assuming that the same cautious posture will be maintained 
in the face of declining uncommitted ordinary resources--by 
SDR 5 billion over the two-year period--and the exhaustion of 
borrowed resources by mid-1990, there could be the need for a 
change in access policies, and/or a substantial increase in 
quotas. 

With respect to access policy, we have stressed the need 
not only to maintain the enlarged access policy, but also to 
translate that policy into reality at this time of balance of 
payments and debt problems. We have also pointed out that, 
while the policy actually allows considerable access, the 
administration of the policy has, in practice, restrained access 
considerably. Indeed, unless the Fund takes a more active 
posture vis-a-vis its resources during 1989 and 1990, there will 
be net reflows to the Fund from its ordinary facilities equiv- 
alent to SDR 0.2 billion and SDR 0.3 billion, respectively. 
Thus, instead of acting countercyclically in order to ameliorate 
the current severe debt problems of many members, the Fund will 
actually be aggravating the situation by working procyclically. 
We have noted from the staff paper that during those two years, 
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after adding operations under the structural adjustment facility 
and enhanced structural adjustment facility, the Fund becomes a 
net creditor by moderate amounts--SDR 0.6 billion in 1989, and 
SDR 1.9 billion in 1990. However, in the case of Africa, which 
is the poorest and most indebted region, net credit from the 
Fund, after taking use of those two facilities into account, 
will amount to only SDR 0.3 billion and SDR 0.7 billion in 1989 
and 1990, respectively. This is because of the large repayments 
to the Fund from Africa during these two years, totaling 
SDR 2.4 billion. Surely, the situation in Africa calls for a 
more positive financial contribution by the Fund. Some ways 
of increasing net outflows from the Fund could include greater 
access under ordinary facilities, and greater access to and 
speedier processing of arrangements under the structural adjust- 
ment facility and enhanced structural adjustment facility, so 
that the net outflows from the Fund to Africa over those two 
years could be at least doubled. 

As to the exhaustion of borrowed resources, this chair 
has always advocated a substantial increase in quotas, so that, 
in due course, the Fund does away with borrowed resources and 
becomes a truly quota-based institution. It is clear that 
borrowed resources are more costly to the poor debtor members 
of this cooperative institution. We must also bear in mind 
that the staff projections have not taken into account possible 
purchases by industrial countries, which could place a consid- 
erable strain on Fund resources in the absence of an adequate 
and timely increase in quotas. 

I would like to commend the management and the staff for 
the prudence they have exercised in maintaining the Fund's 
resources, and look forward to the next review in August 1989. 

Mr. Pineau said that the staff paper confirmed that the Fund's 
resource base remained strong. The fact that gross repurchases to the 
Fund would continue to be substantial in the near future only reinforced 
that assessment. By contrast, the worsening arrears situation was not 
only threatening in itself, but was beginning to have a material impact 
on the Fund's otherwise comfortable financial position. 

His authorities fully supported the staff's projections, which 
implied a positive net transfer of Fund resources to member countries, 
Mr. Pineau continued. As his authorities had stressed during the discus- 
sion on the debt situation, it would be difficult for the Fund to retain 
a credible role in an evolving debt strategy were its steady financial 
disengagement, which had been witnessed over the previous three years, to 
continue. 

His authorities noted with satisfaction the increased use of the 
extended Fund facility that was being contemplated, Mr. Pineau commented. 
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They were also of the view that the projected increase in the Fund's gross 
lending could hardly be considered excessive, since the outstanding amount 
of Fund credits would continue to decline. It was only by taking into 
consideration the credits extended through the structural adjustment 
facility and the enhanced structural adjustment facility that the Fund 
became a net provider of resources. 

Regarding the availability of borrowed resources, it was true that 
the commitment gap which could emerge in 1990 mainly reflected the exces- 
sively constraining mixing ratios which continued to govern the use of 
borrowed resources, Mr. Pineau observed. As such, the gap's significance 
should not be overstated. However, it was also a clear reminder of the 
urgency of reaching an agreement on a substantial quota increase, which 
would allow the Fund to rely exclusively on ordinary resources. He had 
been under the impression that no consideration was to be given to a 
possible lowering of present access limits before a decision on a quota 
increase was made. He would therefore appreciate the staff's comments on 
the reference in its paper to such a lowering, Mr. Pineau concluded. 

Mr. Orleans-Lindsay stated that the staff's analysis and conclusions 
made it clear that under present policies, the Fund's liquidity position-- 
although subject to considerable uncertainties--will remain broadly 
satisfactory in 1989. However, since those uncertainties were likely to 
persist, especially with regard to the stock of usable resources and the 
potential increase in the demand for Fund resources, the Fund's liquidity 
outlook for 1990 appeared less satisfactory, and the liquidity position 
might come under great pressure. The staff projection of a large commit- 
ment gap--of SDR 1.7 billion by 1990--was a cause for concern, and raised 
issues about the continued use of borrowed resources and the enlarged 
access policy. Such a pessimistic outlook called for a close monitoring 
of developments in the liquidity position in the forthcoming period, so 
that measures could be taken to protect it and preserve the Fund's ability 
to meet members' demands on the use of its resources. 

In its paper, the staff recommended that the implications of 
those issues be tackled in the forthcoming review in August 1989, 
Mr. Orleans-Lindsay continued. While he fully agreed with the staff, he 
wished to reiterate the view of his authorities that a strong and long- 
lasting Fund liquidity position would be ensured by a substantial expan- 
sion of the amount of ordinary resources, through a significant increase 
in quotas. The various issues on the Ninth General Review of Quotas 
remained to be resolved, although some progress had been made. 

Regarding the possibility of reducing access limits to which the 
staff referred, he recognized the close relationship between access 
limits and the Fund's liquidity position, but in the present interna- 
tional economic environment, the Fund must not reduce members' access 
limits, since such a step might send the wrong signals to the interna- 
tlonal financial community and jeopardize the Fund's catalytic role, 
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Mr. Orleans-Lindsay concluded. He continued to believe that the Fund 
should remain a quota-based institution, and that borrowing should even- 
tually be phased out. 

Mr. Ghasimi said that the Fund's liquidity position was generally 
satisfactory, and was expected to remain so in the short term. He had 
taken note, however, of the projected large use of borrowed resources, and 
he supported the staff's proposal to re-examine the policy of enlarged 
access on the occasion of the next review of the Fund's liquidity in light 
of developments in the Ninth General Review of Quotas. 

Overdue repurchases continued to constrain the replenishment of 
ordinary resources and to affect the Fund's ability to adequately support 
member countries, Mr. Ghasimi noted. 

While he welcomed the staff's projections regarding revitalization of 
the use of Fund resources, especially under extended arrangements, he was 
concerned by the prospect that a reduction of access would be considered, 
Mr. Ghasimi commented. He noted from the staff projections that, even 
with an optimistic level of new commitments, net Fund financing through 
the General Resources Account would remain negative through 1990. A 
reduction of access, particularly at the current stage of the debt situa- 
tion, would send a wrong message to the international financial community 
about the Fund's ability to play a leading role in the revitalization of 
the debt strategy. In that connection, although the staff projections 
were based on the assumption of unchanged policies regarding the use of 
Fund resources, the potential impact on the Fund's liquidity of any new 
lending for debt or debt reduction purposes should be kept in mind. That 
was a point he wished to emphasize, because he feared that reinforcement 
of the Fund's role in the revitalization of the debt strategy, by con- 
centrating on the heavily indebted countries, could lead to a possible 
reduction of the Fund's balance of payments support to other members. 

Those considerations pointed to the urgency of a timely conclusion of 
the Ninth General Review of Quotas, Mr. Ghasimi concluded. He hoped that 
the next review of the Fund's liquidity would not incorporate the usual 
assumption of unchanged quotas. 

Mr. Hon said that he concurred with the staff's estimate that a 
substantial increase in the demand for Fund resources was likely in the 
next two years. In light of the adverse internal and external environ- 
ments which confronted the developing countries, the projected large 
increase in new commitments under stand-by and extended arrangements in 
1989 and 1990 was realistic. Furthermore, he agreed with the staff that 
the projected demand for Fund resources as presented in the paper could 
even be an underestimate, made under the assumption that industrial 
members would make no purchases, and that currencies that were presently 
usable would remain so over the relevant period. With the world economic 
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recovery entering maturity, and amidst indications that underlying infla- 
tionary pressures were increasing, the chance that those assumptions would 
prove invalid would be greater, particularly toward the end of the period. 

The staff's assessment showed that, given unchanged policies, a 
commitment gap for borrowed resources would emerge in the second half 
of 1990, Mr. Hon concluded. The higher rate of utilization of ordinary 
resources which resulted would exert pressure on the Fund's liquidity, 
as well as on the current access policy. In light of those unfavorable 
scenarios--which he considered very likely to materialize--he would urge 
the Executive Board to give top priority to the conclusion of the Ninth 
General Review of Quotas. 

Mr. Shaffrey said that it appeared reasonable to conclude, based on 
the stqff's projections, that the Fund's liquidity position was satis- 
factory, and would be sufficiently strong to accommodate the projected 
demands on the Fund's resources through 1990. Consequently, his chair had 
been surprised that the staff paper's conclusions tended to paint a less 
encouraging picture. Even allowing for the expected commitment gap of 
borrowed resources, by 1990 the liquidity ratio would be well above the 
benchmark liquidity ratio of 70 that had been adopted by the staff in 
EB/CQuota/88/11. He respected the staff's concerns that the current 
liquidity position was bolstered somewhat by the relatively high level of 
usable ordinary resources, and that some reduction in the list of usable 
currencies could not be precluded. However, that possibility seemed to 
have already been compensated for in the 25 percent downward adjustment 
in the stock of usable resources, and there appeared to be an element of 
double counting in paragraph 3 of the conclusions in the staff paper. 

He agreed with the staff's assessment that the level of overdue 
obligations was of great concern--which was underlined by the fact that 
overdues currently accounted for 6 percent of the stock of usable curren- 
cies, Mr. Shaffrey concluded. 

Mr. McCormack made the following statement: 

Iv'e agree with the staff and previous speakers that the 
Fund's liquidity position remains broadly satisfactory. Indeed, 
assisted by the addition of the currencies of several coun- 
tries to the operational budget, the level of usable ordinary 
resources has continued its gradual rise from what was already 
a very healthy level in the mid-1980s. The Fund's liquidity 
ratio has also risen, to 111 percent as of end-January. The 
staff projects that gross new commitments in 1989, and--very 
tentatively--in 1990, will be about double the level experienced 
in 1988. The increase is fueled in large part by expected new 
commitments under the extended Fund facility. Total purchases 
are expected to rise in tandem with the higher commitments, and, 
together with disbursements under other Fund facilities, the 
steady decline in Fund credit outstanding since 1985 is expected 
to be arrested over the period. However, usable ordinary 
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resources, despite some decline as a result of the higher 
disbursements, are projected to remain at levels we would 
consider healthy to the end of 1990. 

The staff paper does suggest some potential developments, 
of varying degrees of likelihood, which could have an adverse 
impact on Fund resources. These include: reserve tranche 
drawings; purchases by industrial members under arrangements; a 
decline in the currently high level of members included in the 
operational budget; an increase in the level of overdues--which, 
as a matter of policy, is not factored into staff projections; 
the special difficulty of projecting potential commitments and 
actual disbursements under the external contingency mechanism; 
and the general uncertainty regarding demand for Fund resources, 
particularly with respect to some developing country members not 
currently projected to have arrangements, but which are known 
to have substantial financing needs. The staff's decision to 
compensate for some of these uncertainties by adjusting downward 
the stock of usable resources by a factor of one quarter con- 
tinues to be appropriate. 

Despite the uncertainties involved, however, it is diffi- 
cult to foresee the Fund being constrained in its activity by a 
lack of usable funds, not only in 1989, but also to the end of 
1990, given present Fund policies. Nevertheless, we would hope 
that the favorable liquidity position currently experienced by 
the Fund does not act as an impediment to the timely resolution 
of the Ninth Quota Review, as it is important to assure the Fund 
of an adequate level of resources over the medium term. Over 
this longer time horizon, the role of the Fund in the debt 
strategy, currently being reviewed by the Executive Board, has 
potentially major implications for the level of demand for Fund 
resources, a point on which I would agree with Mr. Ghasimi. 

Of particular note among the staff's projections is that 
all presently available borrowed resources would be committed by 
about mid-1990. While one must be mindful of the highly tenta- 
tive nature of these projections, this clearly raises questions 
regarding the continued use of borrowed resources under the 
policy of enlarged access. The staff notes its intention to 
return to this issue prior to the September annual meeting, and 
in light of developments relating to the Ninth General Review 
of Quotas. It is to be hoped that by this time we will have 
a clearer idea of the size and timing of the quota increase 
currently under discussion. If this is not the case, however, 
some consideration could be given to a higher rate of utiliza- 
tion of currently available ordinary resources. Given the 
present and projected state of Fund liquidity--to the end of 
1990--it is unlikely that a reduction in access limits would 
need to be considered because of a lack of resources over the 
relevant period. 
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Mr. Hospedales said that while he concurred with the staff's projec- 
tion that the Fund's liquidity position would remain comfortable in 1989, 
he was nevertheless concerned with the downside risk to the Fund's liquid- 
ity position, especially since the Fund was committed to phasing out the 
use of borrowed resources. First, there was the commitment gap which was 
seen to emerge by end-1990; second, the list of usable currencies could be 
reduced in the light of the deterioration in the balance of payments of a 
number of industrial countries, even though the projections precluded the 
use of resources by those countries. Those conditions called for a timely 
conclusion of the Ninth General Review of Quotas, especially if the Fund's 
liquidity position was to be ensured, and a reduction in access avoided. 
Also, the need to provide operational content to U.S. Treasury Secretary 
Brady's new debt initiative, and the need for a substantial increase in 
quotas, should be key considerations in assessing the Fund's liquidity 
position. He supported the staff's conclusions and recommendations. 

Mr. Hogeweg stated that the staff's projections assumed unchanged 
quotas and present access policies. The main message seemed to be that 
projected demand for Fund resources was not compatible with the assump- 
tions if borrowing were to be phased out. That message was not surpris- 
ing , since one of the arguments about the necessity of a quota increase 
related directly to the phasing out of enlarged access and borrowing. 

The present discussion was not the occasion to comment upon the 
Fund's lending policies, Mr. Hogeweg observed. Nevertheless, the projec- 
tions showed clearly some of the consequences of those policies. In that 
connection, he noted that the staff projected sharply increased amounts of 
resources for gross new commitments under the extended Fund facility. In 
1990, the traditional stand-by arrangement was projected to be dwarfed in 
importance, the more so if arrangements under the structural adjustment 
facility and enhanced structural adjustment facility were taken into 
account. He did not wish to repeat his views on that matter at present, 
which he felt were well known. 

Furthermore, he noted that no purchases by industrial countries were 
projected, Mr. Hogeweg continued. Of Fund credit to be made available 
to the developing countries in 1989 and 1990, more than half would go 
to countries in the Western Hemisphere, three quarters of the recipient 
countries had experienced debt-servicing difficulties, and one third were 
prolonged users of Fund resources. He believed that figures like those 
showed in a most revealing fashion where the Fund was heading. 

In the meantime, the Fund's liquidity position was still comfortable, 
Mr. Hogeweg concluded. He had read the warning, however, that some 
reduction in the number of currencies on the list of usable currencies 
could not be precluded. He agreed that the issue of the projected commit- 
ment gap should be discussed in August 1989, when a clearer picture of 
developments surrounding the Ninth General Review might be expected. 

Mr. Fogelholm stated that even if the Fund's liquidity position 
remained comfortable, at least in the short term, he shared the concerns 
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expressed by Mr. Prader, Mr. Pineau, and others, particularly with regard 
to the projected commitment gap for borrowed resources in 1990. He shared 
their conclusion that an early quota increase was warranted. 

Mr. Rieffel made the following statement: 

The staff paper indicates that the Fund's liquidity posi- 
tion remains strong, and the projected levels of liquidity at 
the end of 1989 and 1990 are comfortable, in the view of my 
authorities. 

We have taken note of the substantial increase in the level 
of new commitments projected for this year, compared with the 
projections made last summer. At the same time, the projection 
of commitments in 1988 made at the beginning of the year was 
SDR 4.4 billion, in midyear it was reduced to SDR 3.6 billion, 
and actual commitments turned out to be SDR 2.9 billion. 
Furthermore, an increase in commitments does not always lead to 
the same increase in purchases, as some members forgo financing 
as a result of policy slippages or other factors. We have also 
noted the addition of Australia, New Zealand, and Portugal to 
the currency budget, and we welcome the proposed addition of 
Korea. 

We recognize, of course, that there are substantial uncer- 
tainties regarding the demand for Fund resources, and that 
there are certain changes under way in the Fund's lending 
policies that may have an impact on this demand. For example, 
somewhat greater use of the extended Fund facility is antici- 
pated, and contingency financing under the compensatory and 
contingency financing facility is difficult to project at this 
stage. There are also uncertainties related to arrears, as 
other Directors have noted. Nevertheless, we regard as unduly 
pessimistic the characterization of the Fund's liquidity posi- 
tion in the conclusion of the staff paper. 

Mr. Fernandez Ord6fiez stated that like other speakers, he believed 
that the staff's paper should stimulate the Board to complete the Ninth 
General Review of Quotas as soon as possible, not only because of the 
reasons given in the paper and referred to by Mr. Grosche about the Fund's 
liquidity position in 1990, but also because of the reasons provided by 
Mr. Prader concerning the consequences for the Fund of the proposals for 
debt reduction that had been advanced by U.S. Treasury Secretary Brady. 

Mr. Al-Jasser said that like Mr. Cassell, his reading of the staff 
paper on the Fund's liquidity position confirmed his previously expressed 
view that the Fund's liquidity was sufficient to meet potential requests 
for use of the Fund's resources well into 1990. Looking beyond that 
period, and in view of the expected reflows of the Fund's resources, it 
was difficult to see how the Fund's liquidity could be strained over the 
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medium term. The ratios in Table 2 of the Annex could only be considered 
as reassuring. In that respect, four points deserved noting. 

First, the Fund's stock of usable ordinary resources was at present 
estimated at SDR 43 billion, Mr. Al-Jasser commented. Even with the 
usual downward adjustment of that amount by SDR 10.4 billion, the level 
of resources was adequate. Second, the amount of usable resources was 
temporarily reduced at present by about SDR 3.6 billion, equivalent to 
the amount of the current mismatch between reimbursements of borrowed 
resources and repayments by the borrowers. That amount was due to peak in 
1989, and would be extinguished rapidly in the early 1990s. Third, the 
amount of usable resources was further reduced by SDR 2 billion on account 
of overdue repurchases. Most countries with overdues, however, were 
eligible for resources under the structural adjustment facility and 
enhanced structural adjustment facility. A solution to the arrears 
problem should therefore lead to a net reflow of ordinary resources, and 
should therefore have a positive effect on liquidity. Fourth, on the 
demand side, the correlation between the evolution of current account 
deficits in developing countries and the use of the Fund's resources was 
probably less strong than the staff had assumed. In 1988, for example, 
the significant deterioration in the combined current account balance of 
those countries--about $20 billion--had had no effect on the use of 
resources, since net use of the Fund's resources had continued to decline. 
That might explain why the staff's estimates on the demand side had been 
off the mark by more than 30 percent during the previous three years. 

In those circumstances, it was somewhat difficult to agree with the 
conservative predictions of the staff about the possibility of an emerging 
commitment gap, Mr. Al-Jasser concluded. 

Mr. Chatah stated that he agreed with Mr. Prader that the Fund's 
liquidity position remained satisfactory in the short term, although a 
problem might arise over time, not only in terms of the commitment gap, 
.but more fundamentally, in terms of the choices that would have to be made 
if the quota increase was not put in place in a timely manner. It was 
not a choice between a quota increase and lower access limits, but rather 
between a quota increase and a set of alternative choices all of which 
were unsatisfactory, including new borrowing, lower access limits, and the 
use of ordinary resources only. The question of additional Fund financing 
in order to support debt or debt service reduction would place additional 
pressures on the Fund, and warranted an adequate and timely increase in 
quotas, regardless of whether such financing was direct or indirect. 

He had taken note of the projected disbursements under the struc- 
tural adjustment facility and enhanced structural adjustment facility, 
Mr. Chatah went on, which he hoped would be borne out. In that respect, 
he shared Mr. Monyake's remarks about the importance of disbursements 
proceeding in a timely manner. The same could be said about the extended 
Fund facility, and he shared Mr. Pineau's remarks concerning the projec- 
tions for disbursements under that facility for 1989 and 1990. 
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In the section of the staff paper dealing with the compensatory 
financing element in the external contingency mechanism, he noted that an 
assumption had been made that in 1990 the optional tranche of the contin- 
gency and compensatory financing facility would be combined completely 
with purchases under the external contingency mechanism, Mr. Chatah 
concluded. He wondered why that was an assumption, and not a projection. 

Mr. Morita said that the staff's estimate of the Fund's liquidity 
position during the period through the end of 1990 seemed reasonable and 
broadly appropriate. Nonetheless, there were some pessimistic aspects 
about the Fund's liquidity position, and his authorities saw the need 
for a careful review. First, on the demand side, the importance of the 
adoption of medium- to long-term adjustment programs had been underscored 
recently in the context of the debt strategy. The possible enhanced use 
of the extended Fund facility might tighten further the Fund's liquidity 
position as well. Second, the number of usable currencies was expected 
to decline. Third, as the staff paper suggested, the remaining usable 
borrowed resources would be fully committed by 1990. To reduce actual 
access to the Fund's resources in absolute terms might provide disincen- 
tives to debtor countries to pursue their adjustment efforts, as well as 
give the wrong signal to the international community. 

In the light of those considerations and uncertainties, Mr. Morita 
concluded, it was important not to overlook the change in tone of the 
latest staff paper compared with that of previous papers on the Fund's 
liquidity position, which showed that the liquidity position would need to 
be monitored closely. His authorities believed that in the light of the 
Fund's unique character, its financing requirements should be covered 
fundamentally by ordinary resources rather than borrowed resources; from 
that perspective, they hoped for an early and positive conclusion to the 
Ninth General Review of Quotas. 

The Deputy Treasurer commented that demand for Fund credit in the 
future would be affected partly by the proposals that were likely to be 
forthcoming from U.S. Treasury Secretary Brady's debt reduction plan. It 
was impossible at present to assess the impact of the plan on the Fund's 
liquidity position, but a clearer picture might be formed in time for the 
next review of liquidity in August 1989. 

The projection for committed resources under stand-by and extended 
arrangements for 1989 was currently nearly double the level the staff had 
projected in August 1988, the Deputy Treasurer went on. Projections of 
commitments tended to be on the high side in the spring, and on the low 
side in the autumn, because optimism following the annual meetings about 
concluding arrangements seemed always to be ultimately counterbalanced by 
difficulties that were encountered in subsequent implementation, so that 
projections of arrangements were pushed into the beginning of the succeed- 
ing year. Mr. Rieffel had been quite right in noting the seasonal factors 
in the projections in that regard. 
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Nevertheless, the Deputy Treasurer pointed out, the staff's current 
projections needed to be viewed differently. The projections of very 
large forthcoming commitments were based on more assured information; 
the first part of an arrangement involving a large amount of access to 
resources would be presented for the Board's consideration shortly--which 
the staff had not anticipated in the previous summer--and two additional 
extended arrangements involving substantial use of Fund resources were 
being actively discussed. Of course, if those programs did not in fact 
materialize, the projections would need to be revised, but the staff 
attached a greater degree of certainty to them than it might have done in 
the past. 

The pattern of commitments the Treasurer's Department had shown 
under stand-by arrangements and extended arrangements in the coming 
financial year depended crucially on indications from the area depart- 
ments, the Deputy Treasurer went on, to which a fairly high degree of 
accuracy could be attached. Demand for Fund credit from large quota 
countries was clearly on the upswing. The staff would, in addition, need 
to review carefully the impact of the Brady Plan on Fund credit once the 
details of that plan were fleshed out. 

The enlarged access policy was founded on the principle of Fund 
borrowing, the Deputy Treasurer explained, so that, of necessity, one of 
the ways in which the commitment gap for borrowed resources that the staff 
had identified as a possibility in financial year 1990 might be addressed 
was by a reduction in access. The staff did not wish to suggest that it 
preferred that avenue, but clearly, either a reduction in access or an 
effective change in the mixing ratio of ordinary and borrowed resources, 
perhaps by substituting ordinary for borrowed resources, would need to be 
considered should a commitment gap materialize as currently projected. 

The staff had judged that, under the compensatory and contingency 
financing facility, a larger part of resources would be made available 
under the optional tranche of the external contingency mechanism than 
under the compensatory financing facility, the Deputy Treasurer concluded. 
The staff had made that assumption on a disbursement, rather than a 
commitment, basis, as was usual. 

Mr. Prader stated that although he understood that it was still too 
early to tell what the full implications of the Brady Plan might be for 
the Fund's liquidity position, he had noted that a range of numbers in 
connection with the Plan was being actively discussed by the media. At 
the least, he wished that some of the information that was being discussed 
publicly might be applied to the Board's consideration of the liquidity 
position, even though that information would have to be taken as tentative 
and preliminary in nature. It was perhaps unrealistic for the Fund not to 
take the outside world into account in its deliberations of actual policy 
decisions in that regard. 

The Acting Chairman said that he hoped that the numerical assumptions 
in the Brady Plan could be shared with the Fund once they were finalized. 
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Mr. Rieffel said that quantitative estimates of the Brady Plan were 
extremely difficult to make at that juncture, and were judgmental. The 
correct assumptions about the impact of the Brady Plan on the Fund's 
liquidity position might be seen more easily once the Plan was discussed 
with other Fund members. 

The Acting Chairman observed that Directors recognized that the 
Fund's liquidity position was satisfactory at present, but that there were 
uncertainties as to the future position that would need to be addressed, 
especially the commitment gap for borrowed resources that might arise in 
late 1989 and 1990. There were also uncertainties about the implications 
for the Fund of any future evolution of the debt strategy. Those issues 
could be considered in the context of the review of the liquidity situa- 
tion in August 1989, or earlier, if that was necessary. 

2. PEOPLE'S REPUBLIC OF MOZAMBIQUE - STRUCTURAL ADJUSTMENT FACILITY - 
THIRD ANNUAL ARRANGEMENT 

The Executive Directors considered a staff paper on Mozambique's 
request for a third annual arrangement under the structural adjustment 
facility (EBS/89/27, 2/22/89). They also had before them a policy frame- 
work paper for Mozambique for 1989-91 (EBD/89/58, 2/22/89). 

The Managing Director made the following statement: 

There follows for the information of Executive Directors 
the text of a memorandum that I have received from the President 
of the World Bank to serve as the basis for my statement on 
the matter to the Board. This text summarizes the main points 
covered by the Executive Directors of the Bank and IDA in their 
March 9, 1989 discussion in Committee of the Whole of a paper 
entitled "Mozambique: Policy Framework Paper, 1989-91." 

1. The Committee of the Whole discussed the policy framework 
paper for Mozambique and commended the Government for its 
determined commitment to the implementation of the reform 
program. It was acknowledged that in view of the continuing 
serious security situation, the recovery process would be 
constrained, but the Committee reiterated its support for the 
government strategy in difficult circumstances. 

2. While Directors agreed that the adjustment process was 
constrained by the security situation, they urged that the 
program be implemented as expeditiously as possible. It was 
noted that since January 1987, major progress has been made 
across an impressive range of policies and significant steps 
taken toward removing the centralized administrative controls 
over the economy. The exchange rate, fiscal stabilization, 
price and distribution decontrol, and sectoral reforms in 
agriculture and industry were cited. But Directors noted the 



need for per iodic rev iew to ensure an adequate pace of adjust- 
ment in areas including interest rates, remaining price con- 
trols, the rather tentative approach to enterprise subsidy 
reduction, financial sector reform, and the broadening of trade 
liberalization. Staff cited the more frequent monitoring and 
smoother adjustment of key parameters such as the exchange rate 
which would be reviewed in the context of movements in the 
parallel rate as well as in prices and trade liberalization. 
More rapid declines in measured inflation should also improve 
the incentive structure, including interest rates. Weak insti- 
tutional capacity had delayed the enterprise restructuring 
program but measures were now being implemented which should 
strengthen the Government's capacity in the next year and 
facilitate the continued reduction of subsidies. Staff acknowl- 
edged that while progress had been made in separating commercial 
and central banking functions, continued efforts would be 
required to develop viable financial institutions. This would 
be a major focus for ongoing technical assistance. 
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3. With regard to trade liberalization, staff indicated that 
the uncertainty surrounding the appropriate exchange rate and 
the level of demand that would be generated for the products 
made available under the system were important reasons to 
maintain a first-year ceiling on allocations. The system would 
provide important evidence on both demand and the exchange rate, 
and this would permit the early elimination of the ceilings. A 
system incorporating a degree of control in the early stages 
was preferable to one in which there were no safeguards and in 
which a major error in anticipated demand might lead to the 
collapse of the system. 

4. Executive Directors again drew attention to the extreme 
nature of the prevailing macroeconomic imbalances, particularly 
the substantial dissaving. Staff noted that the policy reform 
program of the economic rehabilitation program requires the 
complementary flow of key rehabilitation goods and of incentive 
consumer goods to stimulate the recovery. Consequently, there 
will be considerable domestic dissaving over the medium term to 
finance these expenditures. These goods are largely supplied 
through imports due to the dilapidated state of the economy, and 
therefore the domestic imbalances are reflected in the external 
accounts. Only the recovery of domestic productive capacity 
will allow the reduction of these imbalances. 

5. Executive Directors expressed concern that the environ- 
mental problems facing the country have not been fully covered. 
Staff noted that the principal environmental problem faced by 
Mozambique is peri-urban deforestation. This results from the 
growing demand for household fuels in the urban areas, partic- 
ularly around Maputo and Beira. Measures to promote the 
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substitution of alternative fuels have become a top priority, 
and the Household Energy project has become the vehicle for 
international support to this effort. 

6. Directors expressed concern about the social impact of the 
progr-, and notably its effect on the urban population. While 
there are important transitional costs associated with the 
adjustment program, the problem of poverty in the urban areas 
is greatly exacerbated by the insecurity problem and the Govern- 
ment's balanced approach to dealing with these transitional 
costs was endorsed, as was the development of an improved 
capacity to monitor these costs. Staff noted that recent 
missions associated with the Social Dimensions of Adjustment and 
the Food Security Strategy for Mozambique have just returned 
from the field having identified many of the social problems in 
greater detail and proposing more specific measures to monitor 
and deal with them. 

7. Executive Directors noted the important role of the donor 
community in the provision of both financial support and tech- 
nical assistance and stressed the desirability of consulting 
donors in the policy framework paper process. One Director 
felt that established procedures were already adequate in this 
regard. Adjustment in Mozambique would be a long process, which 
would require the commitment and determination of both the 
Government in pursuing the reforms, and of the donors in com- 
plementing these efforts with an adequate flow of external 
resources, concessional debt relief, and other measures which 
could lead to a reduction of Mozambique's debt burden. The 
important role of the Special Program of Assistance for Debt- 
Distressed Low-Income Countries in Sub-Saharan Africa was cited 
in this regard. Staff noted that the second Consultative Group 
Meeting for Mozambique had immediately preceded the joint 
IMF/Bank/Government consultations on the policy framework paper 
and this had provided an excellent opportunity for the timely 
solicitation of donor views and their inclusion in the policy 
framework paper. Enhanced donor coordination was being pursued 
through the analysis of public expenditures, specific sectoral 
consultations, as well as the Consultative Group. 

Mr. Monyake made the following statement: 

The Mozambican authorities wish to express their apprecia- 
tion to the staff and Fund management for the assistance and 
support given to them during the implementation of the program 
under the first and second annual structural adjustment facility 
arrangements. The authorities recognize fully that although 
economic trends that prevailed before 1987 have successfully 
been reversed, the road ahead is still long and fraught with 
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many difficulties. The request for a third annual arrangement 
demonstrates the authorities' determination to keep moving 
forward. 

Last November when the Executive Board discussed the staff 
report for the 1988 Article IV consultation with the People's 
Republic of Mozambique (EBM/88/172, 11/23/88), it was recognized 
that despite the difficult domestic security situation, the 
authorities had persevered in implementing adjustment measures 
that had kept the program broadly on track. However, some 
Directors remained concerned about the differential between 
official and parallel market exchange rates. 

As envisaged, the financial targets for the 1987 and 1988 
programs relating to the budget and external borrowing were 
largely attained, and quarterly benchmarks on total domestic 
credit espansion and net bank credit to the Government were also 
observed. What is more important, significant growth in real 
output has been achieved, and major progress has been made in 
reducing inflationary pressures and in bringing the underground 
economy under control. In their effort to narrow the gap 
between the official and parallel market rates, the Mozambican 
Government has continued a flexible exchange rate policy. Since 
the beginning of the year, the metical has undergone three 
further depreciations, to the value of Mt 645 per U.S. dollar 
on January 1, 1989, to Mt 663 per U.S. dollar on February 3, 
1989, and to Mt 682 per U.S. dollar on March 4, 1989. Over the 
remainder of 1989, the authorities intend to adjust frequently 
the nominal exchange rate, with the aim of achieving further 
real depreciation without putting too much upward pressure on 
prices and wages. The adjustment path will be reviewed quar- 
terly to ensure that the pace is consistent with a narrowing of 
the gap between the official and parallel market exchange rates. 
As noted last November, the question remains as to the appro- 
priateness of using the parallel market rate as a guide to the 
"realistic" exchange rate, and to what extent the authorities 
could be chasing a mirage. Having achieved a substantial 
realignment of the exchange rate, the authorities will intro- 
duce, in April 1989, a scheme of nonadministered allocation of 
foreign exchange for key imports. Funds for this mechanism are 
expected to come from the World Bank. 

The main focus of the Mozambican authorities under the 
proposed economic program for 1989-91 and third annual struc- 
tural adjustment facility arrangement continues to be on reviv- 
ing the productive base of the economy. They intend to achieve 
these objectives by implementing institutional reforms to move 
toward a market-oriented economic structure, and appropriate 
policy measures to restore price incentives to producers and 
traders. To that end, a further price adjustment of agricul- 
tural products for 1988/89 has been announced. Fixed prices, 
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temporarily maintained only for some products which are 
considered strategic, scarce, or vital for government revenue, 
will be adjusted to reflect exchange rate changes and interna- 
tional prices. The authorities are aware, however, that steady 
growth in both agricultural and industrial output entails a 
complementary removal of infrastructural and distribution 
bottlenecks. In agriculture, priority will therefore be given 
to the provision of support services, whereas in the trans- 
port sector, emphasis will be on the rehabilitation of rail 
corridors, roads, and road transport. 

In the fiscal area, reducing the current account deficit of 
the budget and the phasing out of bank financing remain the main 
objectives of fiscal policy in 1989 and the medium term. New 
measures to widen the revenue base and improve tax administra- 
tion have been introduced in the 1989 budget, with the aim of 
enhancing revenue elasticity. These are expected to increase 
revenue by Mt 16.5 billion, and to include, among other 
elements, a rationalization and simplification of tariff rates, 
removal of most import exemptions, and conversion of most of the 
remaining specific taxes to an ad valorem basis. In conjunction 
with this, a restrained expenditure policy is being followed. 
The civil service will be reviewed to rationalize salaries and 
the employment structure, and the wage bill for 1989 is not 
expected to increase in real terms. Budgetary subsidies for the 
financing of loss-making enterprises will be reduced by 30 per- 
cent in real terms. Moreover, in accordance with recommenda- 
tions made by the public expenditure review team of the Fund and 
the Bank staff, investment will concentrate on rehabilitation 
and maintenance of existing projects, with no new major ones to 
be adopted unless approved by the Cabinet. 

In the field of monetary policy, the main objective con- 
tinues to be further rapid deceleration of inflation, building 
on the progress that has been made. The Government remains 
committed to further reducing its borrowing from the banking 
system to permit sufficient credit to support economic sector 
activities and the growth process. In January 1989, a major 
simplification in the structure of interest rates, aimed at 
encouraging domestic financial savings, was introduced. The 
authorities believe that these measures are sufficient to 
achieve positive real interest rates by end-1989 or early 1990, 
taking into consideration the expected reduction in the infla- 
tion rate. If at the time of the next Article IV consultation, 
this does not turn out to be the case, a further review of 
nominal interest rates will be undertaken. In addition, the 
intended separation of the central banking and commercial 
functions of the Bank of Mozambique, together with the introduc- 
tion of a new accounting system, are expected to improve the 
efficiency of the banking system. 
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The balance 05 payments objectives for 1987 and 1988 have 
been achieved, even though the external financial position 
remains weak. In spite of the projected increase in export 
earnings and expected deceleration in import growth, the trade 
deficit will continue to increase slowly. Given the heavy debt 
burden, it is clear that Mozambique will continue to require 
considerable external assistance in the form of concessional aid 
and debt relief, at least for the foreseeable future. 

The authorities remain concerned about the social impact 
of the economic rehabilitation program. While the policies and 
measures that have been undertaken so far have resulted in a 
modest improvement in average per capita consumption, benefit- 
ing mostly the rural population, the lower income urban com- 
munity has been adversely affected. In addition, unemployment, 
due to public sector layoffs and repatriation of mine workers 
from South Africa, has increased, while the purchasing power of 
wages has been eroded by exchange rate realignment and price 
increases due to removal of subsidies. The authorities believe 
that the measures being undertaken will create a more favorable 
economic environment in the medium to long term. Meanwhile, the 
Government is taking steps to alleviate the short-term effects 
on the most vulnerable population groups. To this end, a 
rationing of essential products is being maintained, cheaper 
energy substitutes are being provided by the Household Energy 
Program, while measures such as raising the minimum wage and 
starting labor-intensive, public works programs are being 
considered. 

Despite the progress made in the last two years, there are 
a number of constraints facing the authorities. First, the 
economy of Mozambique remains vulnerable to geopolitical uncer- 
tainties, including the security problem, with its associated 
repercussions on governmental espenditure and social stability 
and production. Second, the severe shortage of skilled 
manpower--which has greatly hampered progress--points to the 
importance of including in future programs measures to train 
and develop human resources. The third constraint is the heavy 
debt service burden. In order to reduce the debt burden, the 
Government is refraining from contracting new nonconcessional 
loans, while seeking official debt relief on concessional terms. 
In this context, bilateral negotiations under the auspices of 
the Paris Club are proceeding. The authorities continue to seek 
assistance in exploring ways and means to reduce further the 
overall level of debt and ease the debt service burden. 

In conclusion, Mozambique has made commendable progress 
under the structural adjustment facility arrangements, and, with 
the favorable track record the authorities have established, 
they would like to express their desire to convert the third 
annual structural adjustment facility arrangement into an 
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arrangement under the enhanced structural adjustment facility, 
and the midyear review may provide a good opportunity for this. 
They hope that their request will have the support of Directors. 

Mr. Cassell said that he welcomed the Board's consideration of 
Mozambique's request for a third-year arrangement under the structural 
adjustment facility. The program of economic recovery and rehabilitation 
had been pursued in the face of exceptional difficulties. The authorities 
had persevered through the "J-curve" of adjustment, which was all the 
more commendable given their especially low starting point. Despite the 
necessarily long-term nature of the tasks facing them, the authorities had 
stayed close to the path of reform that had been agreed with the Fund and 
the Bank, as reflected in the strict observance of performance criteria. 

His authorities had especially welcomed the strict implementation of 
fiscal policy, Mr. Cassell continued, which was the hinge of the whole 
reform effort. That was not to play down in any way the importance of 
structural measures, particularly the liberalization of the price mecha- 
nism. Those reforms --which were vital to the efficient allocation of 
resources--were essential if Mozambique was to achieve sustainable growth. 
However, structural reforms could not take root in macroeconomic condi- 
tions that were severely imbalanced and volatile. Fiscal reform was the 
most credible indicator of commitment to adjustment. 

An attempt to advance the deadline for eliminating domestic monetary 
financing from 1992 seemed particularly desirable, Mr. Cassell noted. The 
strong revenue measures that had been introduced recently were a welcome 
step, but care needed to be taken that the burden of taxes and tariffs did 
not damage incentives. Further revenue measures should thus preferably 
be aimed at widening the revenue base, which would also be more consistent 
with the long-term aim of reducing direct government involvement in the 
economy. 

Future fiscal measures should also pay particular attention to the 
expenditure side of the budget, Mr. Cassell commented. The implementation 
of the 1987 Bank/Fund public expenditure review was welcome, particularly 
the greater emphasis on civil service efficiency and a shift in expendi- 
ture toward maintenance. The ordering of priorities in the development 
budget was also timely. Parastatal reform would hopefully be reflected in 
the early reduction-- if not the elimination --of budgetary subsidies, and 
in greater credit restraint. 

On the whole, Mr. Cassell continued, the program under the struc- 
tural adjustment facility had been a well-balanced one. Nevertheless, 
there were two areas of policy which continued to give rise to some 
concerns-- the exchange rate and interest rate policy. During the Board's 
recent discussion of the 1988 Article IV consultation with Mozambique 
(EBM/88/172, 11/23/88), his chair had expressed regret that the authori- 
ties had intended to refer to a real official exchange rate index, rather 
than to the parallel market rate. While the decision to allow some real 
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depreciation was welcome, he continued to believe that the volatility of 
the parallel rate was not a reason for ignoring the differential with the 
official rate of the size--almost 50 percent--that had been seen for the 
metical. There was surely an important signal in such a differential. 

On the interest rate front, Mr. Cassell went on, he continued to be 
concerned about the slow movement toward positive real interest rates. He 
was not unenthusiastic about the Fund's general willingness to program 
positive real interest rates through a projected and gradual reduction in 
inflation, rather than through an immediate adjustment of nominal rates. 
Positive real interest rates had an important role to play as an active 
instrument to secure the reduction of inflation in industrial as well as 
in developing economies. In the case of Mozambique, positive real inter- 
est rates would appear to be especially helpful in bolstering confidence 
against the prospect of continuing devaluation over the medium term. 

With respect to the external viability of Mozambique's program. the 
projections showed that the amounts and terms of debt relief would remain 
crucial to balance of payments manageability for Mozambique, as the staff 
paper had made clear, Mr. Cassell concluded. Despite its strong adjust- 
ment efforts, the difficult situation of Mozambique at the start of the 
adjustment program, and the exceptional problems that Mozambique continued 
to face, meant that medium-term viability was not assured. That raised 
difficult iss*les for the Fund. In the case of Mozambique, the Fund had 
had the assurance of a particularly good track record of adjustment, and 
largely because of that, creditors and donors had been willing to provide 
exceptional levels of concessional assistance and extended rescheduling. 
The prospect of Paris Club rescheduling on favorable terms should provide 
important additional financing assurances. However, it would first be 
necessary for the authorities to conclude their 1987 Paris Club bilateral 
rescheduling agreements. He noted that there had been unfortunate delays 
in that regard, and he therefore urged the authorities to conclude the 
1987 rescheduling agreements quickly. He supported the staff's appraisal, 
approved the third annual arrangement under the structural adjustment 
facility, and commended the authorities for the progress they had made in 
their economic recovery program. 

Mr. Fernandez Ordbnez said that he gladly supported Mozambique's 
request for the third annual arrangement under the structural adjustment 
facility. The Mozambican authorities' program of economic recovery and 
rehabilitation, supported by a three-year arrangement under the Fund's 
structural adjustment facility, had been very well designed, thoroughly 
implemented, and very successful so far. 

The reduction of the inflation rate had been especially impressive, 
and was even more admirable if the fact that it had been achieved at the 
same time as a decontrol of prices was also being implemented was taken 
into account, Mr. Fernandez Ordoiiez remarked. He wished to underscore in 
particular the broad use of structural adjustment policies by the authori- 
ties, not only in respect of prices, but in other sectors, such as the 
fiscal, credit, and external sectors, which were well described in the 
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staff paper. Mozambique's track record during the previous two years was 
highly commendable. The quantitative benchmarks had been observed, and 
the delays that have occurred in implementing certain reforms could be 
understood given the reasons the staff had laid out. He agreed with the 
staff that the policies of the economic program for 1989-91 were entirely 
appropriate, and that they were a continuation of what had been imple- 
mented since 1987. He shared Mr. Cassell's views on exchange rate and 
interest rate policies. 

Countries like Mozambique clearly deserved the strong support of the 
international community, Mr. Fernandez Ord6Aez concluded. Even though 
some bilateral agreements with Paris Club creditors had still not been 
signed, Mozambique had kept fully current with its creditors through 
escrow deposits. He was sure that when those bilateral agreements were 
concluded, Toronto terms would be applied to a new Paris Club negotiation, 
which would provide some additional debt relief. 

Mr. Fogelholm made the following statement: 

It is indeed most pleasing to note that the Mozambican 
authorities have stayed on a course of adjustment despite the 
heavy costs imposed on the economy by the security situation. 
The results of adjustment policies are already evident, and 
should provide the Government with further incentives to con- 
tinue the economic recovery program--and perhaps even encourage 
them to speed up the process. It is no small task that lies 
ahead, as evidenced by the list of macroeconomic structural 
adjustment policies to be implemented over the next three years 
that appears in the policy framework paper's appendix. 

I have no quarrel with the staff's recommendations, and I 
am inclined to agree with them that a more rapid execution of 
policies, particularly in the area of foreign exchange and in 
the alignment of interest rates, would be desirable in order to 
improve the efficiency of capital allocation. 

Nevertheless, it would be interesting to hear the staff's 
views on the speed of adjustment. So far, the authorities have 
opted for what can be labeled a gradualistic approach. That 
may well have been a wise decision, considering the inadequate 
economic infrastructure, including the lack of skilled manpower. 
What is the staff's view on this? Does the staff believe that a 
much faster pace would have been feasible in this case? 

Be that as it may, in order to ensure the long-term imple- 
mentation of adjustment and the success of the program in 
general, I believe that it is highly important to ease the 
effects of the unavoidable price increases on urban dwellers, 
who seem to be the most vulnerable element of the population in 
the early phases of adjustment. 
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In light of Mozambique's severe debt situation, I support 
the Government's policy of not contracting new loans on noncon- 
cessional terms. The Government should also make an effort, 
perhaps with the assistance of the World Bank and the Fund, to 
explore all potential avenues to reduce the present very high 
debt burden. 

It is obvious that there will be no prospect of achieving 
medium-term balance of payments viability unless exceptional 
financing is forthcoming. This is definitely most worrying. 
However, the authorities may be encouraged by the fact that more 
concessional assistance has already been pledged for the current 
year than was received in 1988. This is certainly a sign that 
the authorities' efforts have been recognized by the donor 
community. I also believe that the necessary aid will, indeed, 
become available if Mozambique can persevere in its adjustment 
endeavors. This would also strengthen the case for a future 
arrangement under the enhanced structural adjustment facility. 

I support the proposed decision. 

Mr. Dai stated that he was in general agreement with the staff 
appraisal, and fully supported Mozambique's request for a third annual 
arrangement under the structural adjustment facility. 

Despite the commendable progress the Mozambican authorities had made 
under the current arrangement, they were still facing great difficulties, 
Mr. Dai commented. The constraints pointed out by Mr. Monyake--namely, 
geopolitical uncertainties, severe shortages of skilled manpower, and a 
heavy debt service burden--were certainly of serious concern. He shared 
Mr. Monyake's view that the training and development of human resources 
should be included in future programs. Strong international support and 
assistance, including debt relief, were urgently needed to ease the debt 
service burden if the progress made under the program was to be sustained. 

The social impact of the economic rehabilitation program (ERP) was no 
doubt a crucial problem, which needed serious attention, Mr. Dai went on. 
The authorities needed to make great efforts to alleviate the short-term 
effects of the ERP on the population. Without a relatively stable socio- 
economic environment, it would be impossible for such a comprehensive 
economic reform program to achieve success. 

During the discussion on Mozambique last November (EBM/88/172, 
11/23/88), his chair had proposed that the possibility of converting the 
structural adjustment facility into an arrangement under the enhanced 
structural adjustment facility be considered, Mr. Dai concluded. He 
wondered whether the authorities' request should be considered at the 
present juncture, in light of their performance in implementing the 
program under the structural adjustment facility. 
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Mr. Serre made the following statement: 

The authorities of Mozambique deserve to be commended for 
the strong commitment to adjustment they have demonstrated under 
the prevailing difficult circumstances. This chair is partic- 
ularly pleased to read that the quantitative benchmarks for the 
second year have been met. However, performance in relation to 
the structural benchmarks demonstrates the need to reinforce the 
momentum of structural reforms in the public enterprises sector 
and the tariff simplification area. Moreover, recent develop- 
ments underline the necessity of improving overall resource 
management in the public sector, through appropriate technical 
assistance and the rationalization of salaries and the employ- 
ment structure of the higher skill levels of the civil service. 

It is clear that stringent macroeconomic policies are still 
critical to maintain the program on track. 

Because public expenditures are driven by external debt 
service obligations, and the great need to rehabilitate the 
domestic security apparatus and infrastructure, the timely 
introduction of measures to strengthen tax administration--as 
suggested by the latest staff technical assistance mission--is 
clearly very important. Concurrently, public enterprise reform 
will need to be pursued actively, in line with the structural 
benchmarks for the third-year arrangement. 

We welcome the rationalization of the activities of the 
Central Bank of Mozambique. However, to support the process of 
rehabilitation and recovery, credit ceilings will remain the 
principal instrument of monetary control. Therefore, it is 
of the utmost importance to monitor closely the Government's 
recourse to the banking system, to allow appropriate credit 
flows to productive sectors while respecting the program tar- 
gets. Moreover, we agree with the staff on the necessity of 
aligning interest rates properly, in order to improve the 
process of financial intermediation through positive real 
interest rates. 

We welcome the significant progress that has been made in 
trade liberalization. As noted in the staff paper, the favor- 
able supply response to those measures was reflected in a marked 
deceleration of inflation, as well as the increased availability 
of goods. That is an undeniable result of structural adjust- 
ment, which benefits the whole population, especially the 
poorest segment. 

This leads us to the external sector. In spite of progress 
made under the program under the structural adjustment facility 
since 1987 in strengthening export incentives and in regulariz- 
ing relations with creditors and trading partners, the need for 
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balance of payments assistance will continue in the medium term. 
The strong determination demonstrated by the authorities to move 
ahead, including a cautious and flexible exchange rate policy--. 
about which we fully share Mr. Cassell's views--will provide 
flows of external resources sufficient to keep the external 
accounts manageable in the coming years. We agree with the 
staff that, because of the present high debt service ratio, 
and even given debt relief measures, other measures will have 
to be sought in order to reduce the debt burden substantially, 
especially as the amount of debt to be rescheduled diminishes, 
but interest payments due on amounts that have already been 
rescheduled grow. 

We congratulate the authorities for monitoring the social 
aspects of the program. We support the initiatives that have 
been taken in that regard, such as the suburban "green areas" 
project, which is well designed to alleviate pressures on the 
poorest segments of the population. 

This chair supports the priorities that have been selected 
as reflected in the list of quantitative and structural bench- 
marks under the program for the third year arrangement under the 
structural adjustment facility. 

1Yr . Grosche said that 'he generally endorsed the staff appraisal, 
although he found some of the staff's remarks a bit too optimistic. In 
particular, the staff welcomed the authorities' progress in concluding 
bilateral agreements with Paris Club creditors. Like Mr. Cassell and 
Mr. Serre, he was not sure that there had been sufficient progress in 
that respect. As he understood it, only four out of fourteen bilateral 
agreements with Paris Club creditors had in fact been concluded, although 
the deadline for finalization had been December 1988. It was not entirely 
clear what the implications of the apparent lack of progress in that 
regard would be for Mozambique's exceptional financing requirements for 
1989. Also, in the policy framework paper, it had been assumed that 
tiS$373 million of those financing requirements would be met through debt 
relief, and he wondered whether that figure could still be achieved. He 
would appreciate some comment about that from the staff. 

He had learned from Mr. Monyake that the authorities were now willing 
to conclude the pending bilateral agreement with the Federal Republic of 
Germany, Mr. Grosche went on, which was welcome news. The successful 
completion of the last Paris Club arrangement would certainly pave the wa) 
for future rescheduling agreements, which might then be concluded using 
Toronto conditions. 

He was not entirely comfortable with the idea of converting the 
third annual structural adjustment arrangement into an enhanced structural 
adjustment arrangement at that juncture, Mr. Grosche concluded. It was 
likely that Mozambique's external and overall economic position would 
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remain extremely precarious over the medium term, as long as the internal 
security situation remained as difficult as at present. Questions arose, 
therefore, as to whether Mozambique would have the capacity to implement 
successfully the kind of far-reaching structural measures that were 
required under an enhanced structural adjustment arrangement, and whether 
appropriate monitoring of such an arrangement could be assured. He was 
nevertheless impressed by what had been achieved under the program for the 
arrangement under the structural adjustment facility. Even though he had 
some concerns about exchange rate and interest rate policies, he could 
support the proposed decision, taking into account the internal difficul- 
ties the authorities faced. 

Mrs. Hansen made the following statement: 

Mozambique has made some significant progress in a number 
of areas since the adoption of its economic recovery program in 
1987. It has improved the macroeconomic policy environment by 
sharply curtailing the current deficit as a share of GDP, and 
keeping credit and monetary developments within programmed 
ranges. At the same time, it has achieved a significant 
reorientation of domestic price incentives and a considerable 
reduction in administrative controls, which, in turn, have 
elicited the strong supply response seen in lower levels 
of inflation and a higher level of growth. In this regard, the 
adjustment which is taking place in Mozambique is a good illus- 
tration of the complementarity of macroeconomic and structural 
reform, and the value of a comprehensive program supported by 
the Fund and the Bank. 

We would like to commend the authorities for their per- 
sistence in pursuing policy reform and the progress they have 
made, despite a difficult security situation. Nevertheless, the 
economic situation remains precarious. Large fiscal and balance 
of payments imbalances, heavy dependence on external financing, 
including debt rescheduling, and low external reserves all point 
to the need for continued adjustment. 

Although clear improvements have been made in the area of 
fiscal policy, it has been difficult under the circumstances 
for the authorities to achieve the degree of budgetary control 
desired. This year's plans to introduce a new tax system and 
reduce subsidies in real terms to loss-making public enterprises 
are steps in this direction. Although the staff paper s:atxs 
that some other subsidies will need to remain in place owing to 
the security situation, we hope that the authorities and the 
Fund will take a critical look at how these subsidies might be 
scaled back as internal conditions evolve. We appreciate the 
fact that measures are needed to mitigate the impact of adjust- 
ment on the poorest, and we hope that these measures are care- 
fully targeted. 
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Positive steps are also being taken in the monetary area, 
especially the reduction in government borrowing from the 
banking system. However, given the importance of improving 
incentives to save and invest and to reallocate and use 
resources more efficiently, it is disappointing that interest 
rates are expected to remain negative in real terms until the 
end of 1989 or early 1990. 

With regard to other aspects of pricing policy, significant 
progress has been made in increasing the role of market-based 
price signals in resource allocation. This can be seen in the 
progressive reduction in the number of commodities subject to 
fixed price controls, and the sizable adjustment in the exchange 
rate, among other measures. We would encourage the authorities 
to press ahead as fast as possible with further price decontrol 
in the interest of achieving great economic efficiency. In the 
meantime, frequent and timely price adjustments for commodities 
still subject to fixed prices will be important. 

We also support Mozambique's flexible exchange rate policy 
and welcome the exchange rate adjustment which has been made so 
far. This, too, is an essential element in achieving a more 
efficient allocation of resources and a sustainable balance of 
payments position. We are also pleased to note that the author- 
ities have worked out an arrangement with the Fund to monitor 
this key policy variable. 

Nevertheless, we have some questions about the effective- 
ness of the mechanism to be adopted for the nonadministrative 
allocation of foreign exchange, under which the Government will 
provide import licenses and foreign exchange on demand for a 
limited number of commodity imports, initially consisting of 
spare parts and key inputs for certain industries. Such a 
mechanism may be preferable to a totally administered system 
in which foreign exchange is simply unavailable for critical 
imports. However, we are concerned about a potential mismatch 
between supply and demand if the Government undertakes to 
provide foreign exchange on demand at the official rate, even 
for a limited number of commodities. 

Although foreign exchange is expected to be made available 
for this purpose through a World Bank credit, the supply will, 
of course, be limited. Especially in view of the large differ- 
ential between the official and parallel exchange rates, one 
might expect that the Government would be forced--if it had not 
done so already--to take exceptional steps to conserve foreign 
exchange, by restricting the number of imports covered by the 
mechanism. In this case, the Government would have to make 
some difficult administrative choices about which imports merit 
foreign exchange and which do not. Arguably, a more efficient 
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allocation of foreign exchange would result if this determina- 
tion were made in the marketplace. There may be valid reasons, 
however, why an auction system, or some other more market- 
oriented system, would be inappropriate in Mozambique at this 
stage; perhaps the staff would comment on its approach. 

With regard to the external accounts, the Fund projections 
show that balance of payments viability will remain elusive for 
the foreseeable future. Indeed, Mozambique will continue to 
require a considerable amount of exceptional external financing, 
and the situation may only remain manageable if the authorities 
maintain a high level of credibility with the international 
financial community. Continuing to pursue a rigorous adjustment 
program is, of course, one critical element in this process. In 
addition, if Mozambique is to mobilize the kind of exceptional 
debt relief it is seeking, and indeed will need, in order to 
finance its external deficit in 1989, it must conclude the 
remaining bilateral agreements with its Paris Club creditors. 
The Fund must be confident of Mozambique's intention to do this, 
or presumably it would not assume that additional Paris Club 
rescheduling would occur in 1989. However, this intention still 
needs to be translated into action by the Mozambican 
authorities. 

Finally, we note that Mr. Monyake states that the 
Mozambican authorities would like to convert the third annual 
structural adjustment arrangement into an enhanced structural 
adjustment arrangement and that the midterm review may provide 
a good opportunity for this. We will judge that on its merits 
when a formal proposal is made. 

Mr. Perez said that he agreed with the assessment of previous 
speakers concerning Mozambique's performance under the current structural 
adjustment arrangement. He also wished to commend the authorities on the 
progress they had achieved in pursuing structural adjustment in the face 
of difficult circumstances. Finally, he wished to note the positive track 
record the authorities were establishing under the program. 

Mr. Hogeweg said that he wished to commend the Mozambican authorities 
for their courageous efforts. He agreed with the comments of Mr. Cassell 
and others on exchange rate and interest rate policy. On the exchange 
rate, he continued to believe that the parallel market rate should be 
considered a very important indicator of where the official rate should 
be. He understood that there would be a comprehensive review of interest 
rate policy on the occasion of the forthcoming Article IV consultation, 
and that should be the time to take firm action, if needed. Lending rates 
had been simplified by moving from 32 to 16 different rates, which never- 
theless indicated the need for further steps. He endorsed the remarks of 
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previous speakers about the need to conclude bilateral agreements follow- 
ing the Paris Club rescheduling before a new round of rescheduling could 
take place. 

With respect to the social ramifications of the adjustment program, 
Mr. Monyake had mentioned that the authorities were considering raising 
minimum wages and starting labor-intensive public works programs, 
Mr. Hogeweg went on. He did not recall that that point had been 
included--at least not in those terms--in the staff paper. He wondered, 
therefore, whether that would be in keeping with the adjustment objec- 
tives, and if so, how such programs were to be financed. 

When he had last addressed the situation of Mozambique, Mr. Hogeweg 
concluded, he had called attention to the skilled manpower limitations and 
the effect of such limitations on program implementation. In that connec- 
tion, he would be interested in the staff's reaction to Mr. Grosche's 
concerns about the capacity of Mozambique to implement the kind of reforms 
that would be part of an arrangement under the enhanced structural adjust- 
ment facility. 

Mr. Kpetigo made the following statement: 

It is encouraging to note that since the beginning of 1987, 
the Mozanbican authorities have implemented successfully a Fund- 
supported medium-term economic rehabilitation program aimed at 
reversing the long-term decline in output and reducing financial 
imbalances. The authorities should be commended for implement- 
ing the far-reaching structural and demand management policies 
that are contributing to the achievement of those objectives. 

The measures that were implemented in 1987 and in 1988 had 
a significant impact on economic performance in 1988. Aggregate 
agricultural and industrial output increased for the year as 
a whole, despite drought at the beginning of the year and an 
inadequate flow of spare parts. The current account deficit 
was smaller than anticipated under the program, and, despite a 
shortfall in foreign assistance, the Mozambican authorities kept 
fully current with their creditors under the 1987 Paris Club 
agreement. Moreover, all quantitative and structural policy 
benchmarks were observed. 

Despite these remarkable achievements, the challenge facing 
the country now is to maintain the economic recovery while 
continuing the structural reforms and reducing further the 
economic and financial imbalances. I am in broad agreement with 
the staff appraisal. I will concentrate my remarks on pricing 
and distribution policies, fiscal policies, monetary and credit 
policies, and the external sector. 

The dramatic changes that have taken place in the adminis- 
tration of price controls and the distribution system are likely 
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to play a key role in the recovery process. These changes 
will provide more flexibility to producers to react to market 
signals, and will help liberalize distribution channels. Never- 
theless, the process needs to be monitored carefully in order to 
avoid any slippages and any perverse effects on the liberaliza- 
tion process. 

The improvements seen in public sector financial perfor- 
mance and the strengthening of public sector resource management 
are commendable. The discretionary tax measures introduced with 
the 1989 budget--particularly the turnover tax and the rational- 
ization and simplification of tariff rates--are most welcome. 
However, the authorities should be prudent about eliminating 
the existing taxes on dividends and individual income and 
reducing tax rates if the objective of a balanced budget is 
to be achieved without sharp expenditure cuts. With regard to 
expenditure, I agree with the authorities that it is necessary 
to put a cap on budgetary subsidies to loss-making enterprises, 
and to rationalize the salary and employment structure for the 
civil service, in order to keep remuneration consistent with 
performance and higher skill levels. 

Important steps are being taken to implement a credit 
policy consistent with the objectives of strengthening the 
external accounts and reducing significantly the inflation rate. 
We note from Mr. Monyake's statement that, in line with the 
improvement in the fiscal balance, the Government is committed 
to reducing its recourse to bank credit in order to free 
resources for the private sector. Maintenance of the thrust 
of this policy will be conducive to enhancing private sector 
activity, and to the continuation of the recovery of the whole 
economy. In the same vein, the recently introduced simplifica- 
tion of the structure of interest rates should be instrumental 
in reviving vital sectors of the economy. We encourage the 
authorities to keep under review the number of nonperforming 
loans, and to continue to improve the efficiency of the finan- 
cial system. 

The Government's move to narrow the gap between the offi- 
cial and parallel market exchange rates is welcome. However, we 
should be careful about relying too much on the parallel market 
rate as a realistic indicator for the appropriate official 
exchange rate. Given the medium-term outlook and the large 
import requirements for economic reconstruction, strong export 
performance will not be sufficient to restore medium-term 
balance of payments viability, and external financing will still 
be necessary. In the early 1990s the financing gap will average 
$500 million each year. Mozambique will thus continue to need 
substantial international financial assistance through debt 
relief and the provision of new money in order to cover the 
financing gap. In my view, Mozambique deserves such assistance. 
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I support the proposed decision. 

The staff representative from the African Department said that one of 
the uncertainties confronting the staff in the case of Mozambique had been 
the judgment to be made about the appropriate pace of adjustment. The 
program for Mozambique had involved increased consumption, and increased 
investment supported by external resources, in order to secure economic 
recovery. The focus had not been solely on domestic demand constraint, 
even though there had been elements in the program for tightening demand 
management. 

With respect to the usual indicators of adjustment, the staff repre- 
sentative continued, it could be observed that both the external current 
account deficit and the overall fiscal deficit were the mirror image of 
the shortage of resources in Mozambique. Because of the security situa- 
tion, the economy had been compressed to about one third of its potential, 
and the economy could not, at that level, generate sufficient domestic 
savings for the needed investment in economic reconstruction and rehabili- 
tation projects. As long as that situation persisted, there would be a 
significant, and probably rising, external current account deficit in U.S. 
dollar terms, and a very high ratio of the fiscal deficit to GDP before 
grants. The latter ratio was in fact much larger at present than it had 
been in the years just before the first program supported by the struc- 
tural adjustment facility, in part because the capital budget, in a sense, 
was being driven by the availability of foreign savings in support of new 
structural adjustment programs. Another factor which tended to increase 
the ratio was the major devaluation of the exchange rate, which increased 
capital expenditures covered by grants in the budget proportionately more 
than GDP. Finally, the reduction in the implicit subsidy on the domestic 
sale of foodstuffs received as commodity aid had further increased the 
local currency value of those external grants received by the budget. 

It was perhaps more appropriate, in the case of Mozambique, to 
examine the process of adjustment itself, rather than its reflection in 
the statistics on the overall fiscal position, the staff representative 
went on. In that regard, Mr. Cassell had been quite right in noting the 
strengthening of public sector finances. Price subsidies had been reduced 
by 7 percentage points of GDP in the previous two years, consumer sub- 
sidies had been reduced to well under 1 percent of GDP, and domestic 
revenue had been increased from 13 percent to about 22 percent of GDP. 
Ten percent of salaried civil servants had found other employment, and the 
exchange rate had been depreciated by about 96 percent in foreign currency 
terms over the previous 18 months, from an official rate of Mt. 40 per 
U.S. dollar to Mt. 680 per U.S. dollar at present. 

In both the policy framework paper and the letter requesting the 
structural adjustment facility, the authorities had indicated that they 
took very seriously the monitoring of the interest and exchange rates in 
the context of the Article IV consultation, the staff representative 
stated. On the exchange rate, the authorities noted that after the first 
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two devaluations, when almost all of the depreciation in real terms had 
taken place, the further devaluation had not led to an improvement in 
Mozambique's external competitiveness. Whether the series of much smaller 
devaluations that the authorities envisaged over the forthcoming six or 
seven months--until the time of the next Article IV consultation--would 
have the effect of narrowing the gap decisively between the official and 
market rates remained to be seen, but the authorities had committed 
themselves to pursue policies to that end, and such a narrowing would be 
an important indicator of progress in the program. 

The process of economic reform in Mozambique encompassed the attempt 
to institutionalize the payment of interest, the staff representative 
went on, after a period of several years in which even the notional rates 
provided for in the law had not been paid. The authorities had had some 
success in that regard recently. The top bank lending rate was currently 
35 percent, and the average term deposit rate was about 17 percent. There 
was continuing debate at the policy level in Mozambique concerning inter- 
est rates--in particular the extent of interest subsidies--and it was 
hoped that further progress would be made in making them a credible 
economic signal in coming months. 

The authorities were concerned about mitigating the social costs of 
adjustment, the staff representative remarked. The nature of the wage 
increase that was contemplated in the program had been significantly 
influenced by the authorities' concern for the less advantaged, and in 
that regard, there would be a distributional effect away from the tech- 
nically skilled and white collar workers toward the lower paid workers. 
A modest increase in real wages for the lower paid group would result. 

The desire of the authorities not to precipitate further sharp 
adjustments in the exchange rate was also partly rooted in their social 
concerns, the staff representative explained. Imported consumer goods in 
the rationing system constituted a large part of the market basket for the 
poorest elements of the population, so it was important not to exacerbate 
the price increases that would result-- once the subsidies on them were 
removed--by further sharp exchange rate depreciations. Accordingly, the 
authorities had opted for frequent small movements in the rate. 

The authorities believed that the proposed mechanism for the non- 
administrative allocation of foreign exchange was a step in the right 
direction, the staff representative observed. It would have been 
possible to set up an auction system in which the freely available foreign 
exchange--which represented a small proportion of total transactions-- 
could be matched against a commodities import list, in order to establish 
a rate of exchange; a third rate might have emerged, as had been experi- 
enced in other auction systems. Also, the foreign exchange position was 
generally weak, and the level of reserves clearly inadequate to smooth 
out the pressures on the rate that such a system might generate during 
peak periods, including seasonal ones. The new system would be an 
improvement on the past strictly controlled import system, in the staff's 
view, in that if a commodity was on the list of those that could be 
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imported, it could be brought in without any restrictions with respect to 
its type or source. The authorities hoped to move increasingly in the 
direction of less administrative allocation of foreign exchange over 
time. If there were problems of excess demand for certain commodities 
that the allocation system could not address, even after appropriate 
adjustments in the tariff system, the authorities realized that recourse 
to more flexible exchange rate management might be necessary. 

In the policy framework paper, the authorities had made a very 
positive and forceful statement, for the first time, of their intention to 
sign the remaining bilateral agreements under the Paris Club rescheduling 
that were to have been concluded by December 1988, the staff representa- 
tive concluded. Five such agreements had been signed so far, with the 
arrangement with the Federal Republic of Germany--which he understood was 
to have been signed on March 17--making six. A dialogue was continuing on 
the remaining agreements, and the outstanding issues were not significant 
ones. The Governor of the Bank of Mozambique was aware of the advantages 
of concluding the previous set of Paris Club bilaterals and the possibil- 
ity of Toronto terms being extended for the next set of negotiations. The 
gap remaining for 1989 would need to be filled by debt relief, of which 
the authorities were well aware. 

The Deputy Director of the Exchange and Trade Relations Department 
said that the possibility of converting to an arrangement under the 
enhanced structural adjustment facility had been raised the previous year. 
Under the structural adjustment facility, many of the structural policy 
measures that had been identified by the staff had been in the study and 
formulation stage, and were presently ready to be considered for imple- 
mentation. To the extent that those measures could be implemented, an 
arrangement under the enhanced structural adjustment facility might of 
course be contemplated, but the staff--like Mr. Grosche--had the same 
concerns about medium-term viability that it had expressed in the previous 
year. 

Mr. Monyake stated that in Mozambique inflation was considered to 
be a serious problem, and the authorities were trying to control it by 
various policy measures. In that regard, given the serious security 
problems evident in the country, Mozambique was a net importer, and a 
devaluation of the currency would contribute to inflationary pressures. 
The purchasing power of most people would therefore be directly reduced 
by devaluation, because an important part of consumption consisted of 
imported commodities. 

The Fund's members could assist Mozambique greatly by helping to 
solve the security situation in that part of Africa, Mr. Monyake went on. 
It was clear that the measures that had been discussed by the Board, and 
that were to be implemented by the authorities, would not by themselves 
be adequate to create the stable economic climate that was necessary for 
economic rehabilitation. 
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It was difficult for those who had not experienced the hardships of 
poverty fully to understand what it meant, Mr. Monyake commented. He 
had not meant for the suggestion he had made at a previous meeting that 
Directors visit less developed countries to be taken lightly in that 
regard. The problems and difficulties of Mozambique--or of countries like 
it- -could be appreciated better if they were experienced firsthand. 

The Executive Directors adopted the following decision: 

1. The Government of the People's Republic of Mozambique 
has requested the third annual arrangement under the structural 
adjustment facility. 

2. The Fund has appraised the progress of the People's 
Republic of Mozambique in implementing the policies and reaching 
the objectives of the program supported by the first and second 
annual arrangements, and notes the updated policy framework 
paper (EBD/89/58). 

3. The Fund approves the arrangement set forth in 
EBS/89/27, Supplement 1. 

Decision No. 9105-(89/37), adopted 
March 20, 1989 

3. SENEGAL - ENHANCED STRUCTURAL ADJUSTMENT FACILITY - REVIEW 
UNDER FIRST ANNUAL ARRANGEMENT 

The Executive Directors considered a staff paper on the midterm 
review under the first annual arrangement for Senegal under the enhanced 
structural adjustment facility (EBS/89/18, 2/15/89). 

The staff representative from the African Department said that the 
Senegalese authorities had recently provided final data that had confirmed 
that all the quantitative performance criteria for end-December 1988 had 
been observed. As specified under the program, the adjusted ceilings took 
into account the delay in the receipt of financial assistance that had 
occurred in the first half of the fiscal year, as well as the higher than 
projected level of credit that had existed at end-December 1988. The 
delayed external financial assistance was expected to be received in the 
second half of the fiscal year, consistent with the commitments of bilat- 
eral and multilateral creditors and donors. The authorities had also 
informed the staff that on March 13, 1989 the groundnut oil processing 
company had repaid CFAF 8 billion to the banking system. 

Mr. Mawakani made the following statement: 

The performance of the Senegalese economy under the 1988/89 
financial program under the first annual enhanced structural 
adjustment arrangement that was approved on November 21, 1988 
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has been satisfactory so far. Available data on developments in 
the main economic aggregates during the first six months of the 
program year indicate that progress is being made toward achiev- 
ing the program's quantitative objectives. Moreover, the 
quantitative performance criteria for end-December 1988, the 
structural benchmark relating to the elimination of all price 
controls, except those on strategic and essential goods, and the 
structural performance criterion for end-December 1988 have all 
been observed. 

Four months ago, the Executive Board had the opportunity 
to review extensively the economic and financial performance of 
Senegal on the occasion of the request for arrangements under 
the enhanced structural adjustment facility (EBM/88/169 and 
EBM/88/170, 11/21/88). Since then, no major development has 
significantly altered the economic picture. I shall there- 
fore highlight only the various measures implemented by the 
Senegalese authorities under the first annual enhanced struc- 
tural adjustment arrangement. These pertain to the groundnut 
sector, the institutional and regulatory environment, the fiscal 
sector, and the reform of the banking system. 

Well aware that an efficient performance of the groundnut 
oil processing company (SONACOS) is crucial to the success of 
their efforts to achieve financial balance in the groundnut 
sector over the medium term, the authorities adopted, in 
December 1988, a comprehensive set of structural measures that 
should go a long way toward improving SONACOS's finances and its 
financial relations with the Government. The measures include 
setting a limit on SONACOS's groundnut seed security stock and a 
ceiling on its purchase of confectionery groundnuts, a reduction 
in the costs of groundnut procurement, and a renegotiation of 
the protocol governing SONACOS's financial relations with the 
Government. These measures, together with the courageous 
decision taken in May 1988 to lower the producer price of 
groundnuts, should help limit the subsidies from the budget 
to the sector during the 1988/89 crop season to no more than 
CFAF 5 billion, or 0.3 percent of GDP. They should also con- 
tribute, over the medium term, to restoring financial balance 
in the sector and diversifying SONACOS's production. 

In line with the objective of improving the institutional 
and regulatory environment, the authorities decided to reduce 
further the scope of price controls, thus eliminating all price 
controls except those on essential and strategic goods. Also, 
steps were taken to reduce rigidities in the labor market and 
provide the enterprises with some flexibility in the management 
of their labor force, including the possibility of trimming the 
work force size when economic conditions warrant it. In this 
connection, the regulations governing fixed-term employment 
were liberalized, the obligation for employers to hire workers 
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through the Government Employment Agency was rescinded, and 
freedom was given to the enterprises to lower workers' salaries 
in case of downgrading. For the period ahead, the Government 
is examining ways to introduce further flexibility in the labor 
market. 

Consistent with their long-term objective of reducing 
the dependence of budgetary revenue on the exceptional surplus 
generated by the sale of petroleum products, the authorities are 
endeavoring to broaden the tax base to cover the informal sector 
in order to tap its potential fiscal resources. In this connec- 
tion, tax administrators of 27 francophone countries convened 
in Dakar in February 1989 to exchange views on their experience 
with the taxation of the informal sector. The Senegalese 
authorities hope that the lessons they can draw from the experi- 
ence of the other countries will help them to develop a general 
strategy to bring this sector into the tax net. Moreover, the 
Government intends to complete the final stage of the comprehen- 
sive income tax reform for submission to Parliament later in the 
year. 

In the face of slower than programmed revenue collection 
during the first half of the fiscal year, the authorities not 
only promptly curtailed expenditures to offset the potential 
shortfall, but also initiated several revenue-enhancing mea- 
sures, some of which will have an immediate impact on the 
outcome of the 1988/89 budget, while the effects of the others 
are of a longer-term nature. The measures that were discussed 
last February with a joint Fund-Bank mission include the intro- 
duction of a special value-added tax rate of 26 percent on 
certain nonessential goods pending the extension of the value- 
added tax to the retail trade, the adoption of a lump-sum 
advance payment scheme on business and professional incomes of 
self-owned small and medium-size enterprises, and the reor- 
ganization and computerization of tax collection activities to 
accelerate the recovery of tax arrears. 

With regard to the reform of the banking system, some 
important steps were taken toward addressing the liquidity 
problem and, more generally, toward putting the banking system 
back on a sound financial footing. Following several meetings 
with bilateral and multilateral donors and creditors, the 
Government adopted a comprehensive plan of action for the reform 
of this sector. The plan envisages the consolidation and 
refinancing of nonperforming loans, the rehabilitation, restruc- 
turing, and merging of various banks, and the closing of some of 
them. In the meantime, the credit activities of the banks with 
the largest nonperforming loans in their portfolio have been 
suspended by the Central Bank of West African States (BCEAO) 
with effect from January 1989. A coordinator was appointed 
in December 1988 to handle the administrative and financial 
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restructuring of the specialized banks of the public sector 
experiencing financial difficulties. The three banks concerned 
would be merged. To address the problem of private capital 
outflows, the BCEAO raised on December 23, 1988 the normal and 
preferential discount rates, the rates on loans, as well as the 
rates on savings and time deposits. 

In sum, the Senegalese authorities are pleased with the 
developments under the 1988/89 program, and, barring unforeseen 
exogenous developments, they are confident that its overall 
objectives could be met. They wish to take the opportunity of 
this midterm review under the enhanced structural adjustment 
facility to express their appreciation to creditors for the debt 
relief provided through the Paris Club in January 1989. 

Mr. Marcel made the following statement: 

This chair welcomes the midterm review as an opportunity 
to assess Senegal's progress under the first annual enhanced 
structural adjustment arrangement. I am particularly pleased to 
note that virtually all the benchmarks have been met, and that 
the authorities have implemented so far all of the measures 
envisaged under the program. Despite the downward revision of 
revenues from groundnut exports, a noticeable recovery appears 
to have taken place in other export sectors, and the reduction 
in the external current account deficit will still be consistent 
with the objectives of the program. 

I would like to commend the Senegalese authorities for 
having implemented this program in a timely fashion, and with 
such a strong commitment. We fully agree with the thrust of 
the staff paper. Further progress toward the achievement of a 
sustainable rate of growth and the establishment of a sound 
economic and financial balance is hindered by the remaining 
rigidities. In this respect, the four key areas underlined 
by the staff are very relevant, and I would like to make some 
comments on these points, in order of priority. These are: the 
reform of the banking system; the liberalization of the regula- 
tory environment; the reinforcement of the fiscal position; and 
the rehabilitation of the groundnut sector. 

The authorities adopted a comprehensive plan of action 
for the reform of the banking system with the collaboration of 
multilateral and bilateral donors and the support of the BCEAO. 
We strongly believe that the Fund's contribution can be very 
helpful in this regard. Given the liquidity problems confront- 
ing the banking system and the important external financial 
assistance required, we urge the authorities to implement the 
plan of action as expeditiously as possible. Delays in this 
area will make the reform more difficult to achieve. We would 
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also like to draw the authorities' attention to the necessity of 
having good coordination among the various parties involved in 
the reform. This coordination is of the utmost importance for 
the sector's successful recovery. Furthermore, we welcome the 
recent increase in interest rates, and the change in the inter- 
est rate structure that reduced the tendency toward private 
capital outflows. 

Progress is being made in promoting market-oriented 
measures in order to eliminate price distortions and improve 
resource allocation for both the agricultural and industrial 
sectors. However, there is no room for complacency, and mea- 
sures to reduce rigidities in the labor market and reassess 
energy pricing policy have to be implemented without delay. 
Enhancing Senegal's overall competitiveness, through lowering 
factor costs, is still critical to restoring the economy's long- 
term balance. 

Strengthening the fiscal position is another condition 
for the successful outcome of the program. In this respect, 
measures to change the structure of taxation and widen the tax 
base are of paramount importance. At this stage of the program, 
it is indispensable to extend the distribution of the tax 
burden, in particular to the informal trade sector. This must 
be made clear to Senegalese public opinion, especially at a time 
when stronger endeavors will be required to maintain the program 
on track. On the expenditure side, much remains to be done with 
respect to the wage bill; we also believe that putting in place 
adequate measures for reabsorption into the labor force of laid- 
off civil servants is advisable. Finally, it is necessary to 
define clearer guidelines for the monitoring of public outlays 
by reducing extrabudgetary accounts. 

The latest reforms for the rehabilitation of the groundnut 
sector, which take into account international market conditions, 
are steps in the right direction. Rationalizing the relation- 
ship between the Government and SONACOS is another welcome step. 
We are well aware of the recommendations of the groundnut sector 
study--scheduled to be ready by mid-1989--with respect to 
further medium-term cost reduction measures. An alternative to 
groundnut production is certainly needed, but we should bear in 
mind that finding such an alternative will not be easy. There- 
fore, the authorities must pay very close attention to the 
cautious and well-designed rehabilitation of this sector. 

Senegal is following adequate policies under the program 
under the enhanced structural adjustment facility, which has led 
to the promotion of economic growth, a reduction of inflation, 
and a strengthening of the position of the external sector. 
However, the success of the program will depend not only on the 
effective and courageous implementation of the policies planned, 
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but also on the timely flow of external financial resources. In 
this respect, we hope that a diversification of potential donors 
will increase support for the program in the coming period, in 
order to meet the needs of Senegalese economic recovery. We 
support the proposed decision. 

Mr. Monyake said that his chair supported the proposed decision, and 
commended the Senegalese authorities for their impressive track record. 
There was no doubt that the Senegalese success story was one of the few 
in Africa which could give encouragement to other sub-Saharan countries 
attempting to persevere in following adjustment programs. 

The performance criteria and quantitative benchmarks under the first 
annual arrangement under the enhanced structural adjustment facility had 
been met, Mr. Monyake observed. Significant structural measures aimed at 
further liberalizing the economy had been undertaken. Price controls on 
all goods and services except those deemed strategic or essential had 
been lifted, labor market rigidities had been reduced, privatization 
accelerated for some public enterprises, while performance contracts had 
been applied for others. In addition, an energy pricing plan of action-- 
currently being formulated--would further enhance the competitiveness of 
the industrial sector. In the agricultural sector, the Government had 
recently adopted a plan of action to further reduce the deficit in the 
groundnut sector. 

With respect to financial policies, the recent increase in domestic 
interest rates, combined with reformed monetary management, was expected 
to reverse private capital outflows and improve the liquidity position of 
the banking system, Mr. Monyake went on. Moreover, fiscal and balance of 
payments targets were expected to be achieved. 

Notwithstanding those commendable achievements, the economy was still 
in a vulnerable position, Mr. Monyake commented. Budgetary revenue was 
highly dependent on exceptional profits generated by the oil sector, and 
although the Senegalese authorities had been following a cautious external 
debt management policy, debt relief still accounted for a substantial part 
of the budget and balance of payments. He therefore wished to underscore 
the staff's assessment that the success of the adjustment efforts that 
were being undertaken depended greatly on sufficient financial commitments 
and timely disbursements, Mr. Monyake concluded. 

Mr. Heywood made the following statement: 

Senegal's economic performance during the first few months 
of the 1988/89 program under the enhanced structural adjustment 
facility has been very satisfactory. This is an encouraging 
outcome, particularly given the fact that world groundnut prices 
are now expected to be softer than the program originally 
envisaged. The economy looks set for another year of positive 



EBM/89/37 - 3/20/&g - 42 

real per capita income growth, combined with low--and falling-- 
inflation. In addition, Senegal remains on course to achieve 
balance of payments viability by 1990--an impressive turnaround 
from the large deficits registered in the early 1980s. 

In the short run, however, Senegal's balance of payments 
remains highly dependent on external concessional inflows. 
Indeed, this continuing vulnerability was recently underlined 
very starkly: given an unexpected shortfall in external budget- 
ary financial assistance in the first half of 1988/89, the 
program under the enhanced structural adjustment facility was 
kept on track only by a Paris Club rescheduling agreement that 
was significantly more generous than had been originally envis- 
aged. Senegal's external position might have been somewhat 
more comfortable had there been a greater reversal of the large 
private capital outflows seen last year. I would be interested 
to know whether the staff thinks that the recent widening of 
the CFA interest rate margin over French money market rates 
might induce larger private inflows over the rest of the year 
than are currently projected. 

Despite this rather precarious external position, Senegal'4 
macroeconomic performance in the first half of 1988/89 has been 
fully in line with the assumptions of the program under the 
enhanced structural adjustment facility: domestic credit 
expansion, monetary growth and the overall fiscal position 
have been kept firmly on track, although a slight shortfall in 
revenue mobilization led to the need for a further tightening 
in expenditures. This slippage on the revenue side was not 
entirely unexpected--indeed, at our last discussion on Senegal 
(EBM/88/169 and EBM/88/170, 11/21/88), this chair expressed 
concern that the staff's revenue projections were perhaps a 
little optimistic. It is clear that further measures to 
increase revenue mobilization should be accorded considerable 
priority. 

Given the continuing obstacles to growth in Senegal, the 
staff paper rightly gives prominence to the various structural 
measures undertaken by the authorities in 1988, and to the 
reforms which are being prepared for the coming year. Here, 
too, performance has been satisfactory, with good progress seen 
in those areas designated as structural benchmarks under the 
program. In addition, the one structural performance criterion 
was met. I was particularly impressed with the authorities' 
bold program of labor market reform, which should help to 
promote greater flexibility and higher productivity over the 
medium term. Industrial competitiveness will be further 
enhanced if the planned reform of energy pricing can be imple- 
mented expeditiously. 
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As the authorities recognize, their commitment to the 
CFA franc exchange arrangement implies the need for continued 
control over real input costs. It also implies the importance 
of establishing realistic prices both at the producer and the 
consumer levels. Considerable progress has, of course, been 
made in this area over the last year, particularly with the 
sharp cut in the groundnut producer price last October. Never- 
theless, I agree with the staff that a mechanism is required by 
which producer prices can be automatically adjusted in the light 
of world market developments. 

Looking to the year ahead, I will highlight three areas in 
which more rapid progress would perhaps be desirable. First, 
public enterprise reform--and particularly the authorities' 
privatization program--appears to have been fairly slow to get 
off the ground. To some extent this is understandable, given 
the complexities of such reform. However, privatization of the 
21 enterprises that have been identified for divestiture could 
give a significant boost to the private sector in Senegal. The 
decision to hire international firms to help get the program 
moving is a welcome step forward. 

Second, given the critical state of Senegal's banking 
sector--with nonperforming loans accounting for nearly a third 
of total domestic credit outstanding--it is clear that a compre- 
hensive reform of the banking sector is long overdue. Although 
the previous staff paper (EBS/88/222, 10/31/88) indicated that 
such a reform program would be in place by the end of 1988, it 
seems that a plan of action may not yet have been finalized. I 
would be grateful for an update of where matters stand both 
on the restructuring plans and on the required level of donor 
support. 

Finally, I agree with Mr. Marcel that one issue which 
perhaps deserves greater emphasis is the need to streamline the 
civil service. With the wage bill accounting for over half of 
total current government expenditure, and running at nearly 
three times the total level of capital expenditure, I wonder 
whether the marginal pruning in civil service numbers projected 
for the current year is sufficiently ambitious. This is clearly 
a difficult issue, not least because it is obviously of vital 
importance that nothing be done to weaken Senegal's administra- 
tive capacity at a time of major structural adjustment. Never- 
theless, it is striking that with only a 10 percent cut in the 
wage bill, capital expenditure could be increased by over a 
quarter without the need to increase revenues and without 
greater recourse to foreign or private savings. Moreover, given 
the labor market reforms recently introduced by the authorities, 
which envisage, among other things, some downward wage flexibil- 
ity, it is important that wage policies in the public sector 
be consistent with the desired structure of incentives in the 
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economy. High civil service remuneration relative to wage 
levels in the productive sectors could seriously inhibit enter- 
prise and a revival of the private sector. 

I can fully support the proposed decision. 

Mr. Wenzel said that he was generally satisfied that the Senegalese 
authorities were making good progress under the program under the enhanced 
structural adjustment facility. Although some problems with respect to 
the fiscal position remained, he was confident that the measures under the 
program, if fully implemented, would keep the fiscal program on track; 
that would be of critical importance to overall stabilization. The 
substantial revisions in the external trade accounts were a reminder of 
the external vulnerability of the economy, and reinforced the need to 
diversify exports and to proceed vigorously with the reforms of the 
groundnut and public enterprise sectors. The measures that the authori- 
ties envisaged in those areas were encouraging, as the Paris Club had 
recognized by granting generous and innovative terms under the latest 
rescheduling. 

Nevertheless, Mr. Wenzel concluded, the Senegalese authorities 
would be well advised to step up their adjustment efforts. The staff had 
pointed out a number of possible measures, in particular with respect to 
the structure of public expenditures-- including the public sector wage 
bill--the efficiency of the labor market, and energy pricing policy. 
Another area that needed to be kept under close scrutiny was the tendency 
toward capital outflows that had been seen recently, which the country 
undoubtedly could not afford. 

Mrs. Hansen made the following statement: 

We would like to commend the authorities for Senegal's 
adjustment effort, which has been sustained over a number of 
years. Senegal has reduced its trade and current account 
deficits, brought down inflation, and achieved a higher level of 
growth. More recently, the country has also made progress in 
reducing its fiscal deficit. When the first annual enhanced 
structural adjustment arrangement was presented to the Board 
last November, we thought Senegal would be an excellent candi- 
date for the enhanced structural adjustment facility because of 
its commitment to policy reform, and we are pleased to see that 
so far our confidence was warranted. 

We would nevertheless like to make a few comments about the 
program. Concerning fiscal policy, we would like to commend 
the authorities for the relatively tight rein they have kept on 
expenditure. Nevertheless, with roughly 42 percent of total 
government expenditure go into wages and salaries, the mix of 
expenditure could be improved. We note that the policy frame- 
work paper stated that the share of the wage bill in total 
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expenditure would be reduced, and while some reduction is 
programmed, the wage bill will still hover at about the current 
share of total expenditure. Meanwhile, its share in recurrent 
expenditure will have risen slightly. In addition, the reduc- 
tion in the size of the civil service--a cut of 600 posts, or 
less than 1 percent of the total--seems quite modest; could not 
a larger reduction be achieved simply through attrition, without 
taking the more difficult step of laying off workers? 

We recognize that reducing government employment is a 
sensitive issue, particularly when there are other adjustments 
occurring in the economy. However, the savings which could be 
achieved from a lower wage bill could be used to increase the 
much smaller sums which are currently devoted to upgrading the 
economic and social infrastructure and capital investment, 
which, in turn, would lead to faster growth and a more rapid 
absorption of redundant government workers. We hope, therefore, 
that the authorities and the Fund staff will keep this problem 
under active review and look for ways to reduce outlays for 
wages and salaries, while retaining the more skilled government 
workers. 

With respect to revenues, we support efforts to widen the 
tax base and to find new sources of revenue which would permit 
the authorities to lower domestic energy prices to international 
levels, and thereby improve the competitiveness of local 
industry. 

We would also like to encourage Senegal in its efforts to 
reduce the Government's involvement in the industrial sector. 
We understand that this is the authorities' intention, but it 
would appear that more work is needed to devise a workable plan 
that, among other things, identifies those enterprises which 
would be suitable for privatization and those which should be 
liquidated; that will attract investors with the appropriate 
expertise to run privatized enterprises; and that will provide 
the necessary financing to make privatization possible. As 
increasing the role of the private sector will be an important 
element in increasing economic efficiency and reducing future 
strains on the government budget, we hope that the authorities 
will work closely with the Bank and the Fund to develop a . . 
comprehensive reform of the public enterprise sector. 

With respect to the groundnut sector, we welcome the 
progress which has been made in streamlining SONACOS, and making 
its financial situation more transparent. Given its importance 
in the economy, we look forward to the results of the next phase 
of the groundnut sector study, which we hope will provide the 
basis for additional progress in the sector under the next 
annual arrangement. 
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Concerning pricing in this sector, we share the view of the 
staff that it would be preferable to adopt an automatic mecha- 
nism for adjusting groundnut producer prices. The authorities 
were very courageous to reduce producer prices for the 1988/89 
season--and by a substantial amount--but they may find that 
further adjustments may be necessary someday. In our view, it 
would seem to be in the Government's interest to try to depolit- 
icize possible future price changes as much as possible, by 
presenting them as automatic technical adjustments, rather than 
having them seen as intentional government decisions to lower 
agricultural incomes. An automatic mechanism would have the 
added advantage of helping to ensure that any future adjustments 
would be smaller and more frequent, thereby helping to diffuse 
political opposition to change and avert potential strains on 
the government budget. 

With respect to developments in the monetary area, 
Senegal's domestic credit policies and the interest rate poli- 
cies of the West African Monetary Union seem to be serving the 
country well. We would also like to commend the authorities 
for their efforts to rationalize the banking sector. We view 
this as a very important element in Senegal's structural adjust- 
ment effort, inasmuch as a sound banking system is key to 
mobilizing and channeling domestic savings into productive 
investment, and in strengthening public sector finances. Thus, 
we hope that future arrangements will continue efforts in this 
area. 

On the external side, we understand that there are some 
informal indications that last year's private capital outflows 
may have subsided; we hope these indications will be confirmed 
as data becomes available. Senegal's balance of payments also 
reveals, not surprisingly, under the circumstances, that the 
country is still heavily dependent on external financing. 
Although the international community has generally been quite 
supportive of Senegal, as seen in the last Paris Club resched- 
uling, this year's shortfalls show that, even for a country with 
a good performance like Senegal, dependence on external assis- 
tance places the economy in a vulnerable position. This is a 
strong argument for continued adjustment so as to reduce this 
dependence. 

In conclusion, we wish to reiterate our support for 
Senegal's adjustment efforts. 

Mr. Dai stated that he agreed with the thrust of the staff appraisal 
and endorsed the proposed decision. During last November's discussion on 
Senegal, it had been generally recognized that the success of the program 
was attributable not only to the determination of the Senegalese authori- 
ties to implement a strong adjustment program, but also to the strong 
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external support that had been provided by the international community. 
In the current paper, the staff again stressed that the success of the 
authorities' adjustment efforts would depend critically not only on 
sufficient commitments to meet the financial requirements, but also on 
timely disbursements. With respect to the prospects of external financial 
assistance, he had noted from the staff paper that there had been an 
unexpected shortfall in external budgetary financial assistance, and he 
wondered whether the staff could explain the reason for the shortfall, and 
whether it would persist in the following year. He understood that the 
shortfall had been totally offset by higher than envisaged debt relief 
from the Paris Club. He wondered whether debt relief could substitute for 
external financial assistance, and what the relative effects of each might 
be on the economy. 

Mr. Adachi made the following statement: 

Senegal has shown an impressive economic performance. 
The expected rate of economic growth of 4.2 percent, with low 
inflation, is in striking contrast to many countries in sub- 
Saharan Africa, which still struggle with unfavorable economic 
situations. We would like to join other Executive Directors in 
commending the authorities for their economic management, which 
has been responsible for some significant achievements. Con- 
sidering the cases of many countries with difficulties stemming 
from stop and go patterns of adjustment, Senegal's perseverance 
in its commitment to adjustment is particularly commendable. We 
are also encouraged by the staff's report that all performance 
criteria were met. 

However, Senegal faces major challenges as it strives to 
consolidate the gains from growth-oriented adjustment and to 
attain external viability by the end of the decade. Although 
Senegal has made substantial progress in streamlining the 
economy, much remains to be done, as the authorities recognize. 
Moreover, as Mr. Heywood and Mr. Wenzel pointed out, Senegal's 
balance of payments situation will remain fragile in the years 
to come. The downward revision of the projection for groundnut 
oil prices is particularly worrying, although export prices of 
groundnut oil are expected to show resilience. The upward 
revision of the projection for the cost of rice imports is 
also a matter of concern. While the increase in payments for 
imported rice is expected to be offset by lower payments for 
petroleum products, the outlook for oil prices is highly uncer- 
tain. Therefore, the risks on the external front are clearly 
all on the downside. We encourage the authorities to persevere 
with the program, and to take additional measures, if necessary. 
In this regard, we would welcome updated information on the 
private capital outflows that took place last year. 

We must emphasize some of the areas that we think are of 
particular importance. 
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With respect to the regulatory environment, while the 
Ladget is benefiting substantially from limiting the passthrough 
of the reduction in energy costs to users, an adjustment in 
energy prices will be essential if further industrial develop- 
ment is to take place. We welcome the preparatory work the 
authorities have undertaken in this direction, and encourage 
them to redouble their efforts. 

Concerning the reform of the public enterprises, the 
privatization plan seems to have been delayed. Since we are 
concerned that a wide-ranging liquidation of public enterprises 
might entail a budgetary expense for the Government, we encour- 
age the authorities to accelerate the privatization process. 

We continue to see room in the groundnut sector for a 
further reduction in producer prices, although we recognize the 
political sensitivity of this issue. In this context, we would 
be interested to know whether additional losses would arise 
from the lower export price of groundnut oil in 1988/89. We 
concur with the staff's view on the need to develop an automatic 
mechanism to adjust producer prices in line with world market 
conditions. 

With regard to fiscal policy, in order to reduce the 
budget's heavy reliance on energy sector profits, it would 
be important for the authorities to broaden the tax base--in 
particular, to introduce a multifaceted, value-added tax. The 
planned extension of a value added tax to the informal sector 
would constitute an essential step in this direction. We would 
be interested to know the current status of the authorities' 
study on the introduction of a value-added tax and their future 
plans. 

On the expenditure side, like the staff and other Executive 
Directors, we encourage the authorities to review the wage 
structure of the Government. 

We fully endorse the staff's appraisal of the state of 
financial intermediation in Senegal. 

In conclusion, we commend the authorities for their strong 
commitment to structural adjustment and for their significant 
achievements. However, given the vulnerability of the economy, 
and, in particular, the fragility of the external balances, 
we would encourage the authorities to intensify their efforts 
toward adjustment and to develop additional measures, if neces- 
sary. We support the proposed decision, and reaffirm our 
support for Senegal. 
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Mr. Kabbaj said that he broadly agreed with the staff appraisal. 
The Senegalese authorities were to be commended for the courageous 
efforts they had made since 1983 to tackle the difficult problems facing 
the economy. Their perseverance and consistency in implementing a far- 
reaching program supported by the Fund and the World Bank had produced 
encouraging results. Growth had been satisfactory--at more than 4 percent 
a year for three years in a row- -and was expected to stay at the same 
level in 1989, while inflation had been reduced decisively, to levels 
rarely seen in sub-Saharan Africa. The external situation had improved 
markedly, the current account deficit having been reduced by more than 
50 percent. 

The Senegalese authorities were also to be commended for pursuing 
decisive structural reforms that had been described well in the staff 
paper and by Mr. Mawakani, Mr. Kabbaj continued. Those reforms dealt 
with trade liberalization, subsidies, public enterprises, the banking 
sector, and labor markets, all of which encompassed sensitive issues, 
with profound social and political effects. 

The efforts of the Senegalese authorities deserved a sustained, if 
not increased, level of support by the international financial community, 
especially because the authorities still confronted serious problems, 
particularly the debt situation and the vulnerability of the budgetary 
outlook, Mr. Kabbaj concluded. In that connection, he was concerned by 
the statement in the staff appraisal that the Treasury had encountered 
problems mainly because of delays it had experienced in the receipt of 
external financial assistance in the first half of the year. He fully 
supported the proposed decision. 

Mr. Perez said that at the time the present arrangement was concluded 
with the Senegalese authorities in November 1988, his chair had commended 
the authorities for the determination and perseverance they had shown 
since 1983. The confidence of his chair in the Senegalese authorities at 
that time had been well founded, as evidenced by the impressive list of 
achievements that had been included in the staff paper. He therefore 
endorsed the staff appraisal and the proposed decision. 

Mr. Hon said that he was in broad agreement with the staff appraisal. 
He commended the Senegalese authorities for their perseverance in imple- 
menting the various adjustment measures under the Fund-supported programs. 
It was encouraging to note that economic performance during the first six 
months of the arrangement under the enhanced structural adjustment facil- 
ity had been satisfactory, while progress was being made toward achieving 
the quantitative objectives of the program. He was pleased that the 
structural benchmark and the performance criterion relating to the elimi- 
nation of price controls and the gradual reduction of the deficit of 
SONACOS, as well as the quantitative criteria for end-December 1988, had 
been observed. He therefore endorsed the proposed decision. 

He agreed with the authorities and the staff that particular 
attention should be focused in the coming years on four important areas, 
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Mr. Hon concluded, These were the groundnut sector, the institutional and 
regulatory environment, the fiscal, sector, and the reform of the banking 
system. Further improvement in those areas was necessary in order to 
consolidate the gains that had been attained and to make further progress. 

The staff representative from the African Department said that the 
Government of Senegal fully shared the concerns that had been expressed 
about labor market rigidities, and had been taking actions to try to 
liberalize the labor market. The requirement that employers hire employ- 
ees through the government employment agency had been discontinued, and 
lower salaries were now permitted in the case of a downward adjustment in 
grade and responsibility. The Government had liberalized significantly 
the regulations governing fixed term employment, and had revised the 
system of employer contributions to social security. Those were the 
initial steps that had been taken in the context of the new labor code 
that had been adopted in 1988. Further work was under way in order to 
put in place a phased approach to the liberalization of the labor market. 
The authorities were very well aware of the need to allow enterprises to 
adjust the size of the labor force to their requirements over time, as 
well as to bring about greater flexibility in the wage structure. 

Senegal's energy policy had three basic objectives--to promote 
conservation, to attempt to provide prices that would not go counter to 
the competitiveness of Senegal's industry, and to mobilize revenue in 
support of the budget, the staff representative went on. A joint Bank- 
Fund technical assistance mission had visited Dakar in February 1989 
to study the fiscal implications of reducing the budget's reliance on 
revenues from energy products used as industrial inputs, with a view to 
adjusting energy prices downward so as to enhance the competitiveness 
of the export oriented and import substituting industries. The mission 
proposed three short-term measures: to widen the range of products 
subject to the higher value-added tax, while reducing the level from 
50 percent to 30 percent; to impose a minimum levy on certain exempted 
imports; and to strengthen the collection of outstanding tax arrears. The 
mission also focused on ways to tax the informal sector, and made a number 
of suggestions on withholding systems. The mission also made proposals 
regarding the design of the progressive rate structure of the global 
income tax to replace the current tax schedule, and prepared estimates of 
the size of the value-added tax base and the revenue yield that might be 
anticipated from including the commerce and service sectors in the tax 
base. The authorities and the staff were reviewing the work of the 
technical assistance mission, with a view to developing an appropriate 
plan of action. The view was shared by the authorities and the staff 
that the plan of action would have to be formed with the utmost prudence, 
because an immediate revenue loss arose from the reduction in energy 
prices, while there were uncertainties associated with the introduction of 
new revenue measures. 

The budget was broadly on track for 1989, the staff representative 
continued. The shortfall in revenue in the first half of the fiscal year 
that had been referred to in the staff paper amounted to only 0.6 percent 



- 51 - EBM/89/37 - 3/'2G/'%3 

of the staff estimates of GDP for the first half of the year. Kane ::h c - 

less, the authorities had reacted by effecting a commensurate curta%lincnt 
of expenditure. All the revenue measures that had been envisaged unc!er 
the program had been taken, and the authorities had put in place a nurnl~?r 
of additional ,neasures--outlined in the staff paper--in an attempt to 
achieve the revenue target. 

The authorities shared fully the concerns that had been expressed 
with respect to the wage bill, the staff representative noted, and over 
the previous three years had maintained the wage bill virtually constant 
in nominal terms, which implied a significant real reduction. No cost of 
living adjustment had been granted to civil servants for a number of 
years, and there had been a continuous reduction in the size of the civii 
service, even though the reduction would amount to only 600 people i.n 
1989. That figure was slightly higher than the total number of employees 
that it was expected would leave through attrition in 1989. The authori- 
ties were developing a detailed plan of action to reduce employment in fhe 
civil service, which was being scrutinized in the context of the ongoing 
negotiations with the World Bank for the fourth annual structural adjust- 
ment loan. 

The Government had prepared a plan of action for the reform of the 
banking system which had been submitted to the BCEAO, the World Bank, the 
Fund, and two other multilateral donors, the staff representative com- 
mented. In the week of March 13, 1989 a high level delegation from the 
BCEAO had visited the World Bank and the Fund to discuss inter alia the 
plan of action. The plan was expected to be submitted to the Council of 
Ministers of the West African Monetary Union in March. The plan entailed 
essentially two elements: the closure, merger, rehabilitation or restruc- 
turing of certain banks; and the consolidation and refinancing of nonper- 
forming loans, which were estimated to range between CFAF 150-200 bill-ion. 
There were a number of issues that needed to be clarified before the plan 
of action could be fully implemented. The methodology defining what 
constituted healthy versus unhealthy amounts of credit in the banking 
system needed to be reviewed, a number of remaining data discrepancies 
needed to be resolved, and the sources and cost of finances needed to be 
studied carefully in order to determine the fiscal implications of the 
banking system reform. Nonetheless, a number of steps had been taken, 
and a number of banks were being placed under restructuring and seform 
programs. 

The authorities shared the concerns of Directors that progress 
in public enterprise reform, particularly with respect to the order of 
priorities, had not been as fast as they had wished, the staff representa- 
tive observed. Questions had arisen with regard to the reliability and 
profitability of the public enterprises that had been identified for 
reform efforts, and there had been problems in finding the private inves- 
tors who would be willing to handle such a large privatization effort, as 
well as questions about the administrative capability of the Senegalese 
authorities. The authorities had intensified their efforts, and had 
agreed to withdraw fully even from those enterprises in which they had 
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originally intended to maintain some public shares. Their intention to 
sell those enterprises was being publicized in the media, and they would 
seek expertise from international firms to assist in the privatization 
process. In any event, one of the key decisions had been that if the 
privatization process was not completed by end-1990, as had been envis- 
aged, the enterprises that had been so identified would be fully 
liquidated. 

The downward revision the staff had made in the groundnut price 
projections represented an effect of only 0.2 percent of GDP, and did not 
cause any significant changes either in exports or the overall balance of 
payments situation, the staff representative explained. In fact, in the 
previous few weeks the price of groundnut oil in the international markets 
had skyrocketed. The staff had envisaged an average price of $600 per 
metric ton. The price had increased in February 1989 to $630, and Senegal 
was exporting groundnut oil at about $800 per metric ton at present. 
Thus, the staff's projections might well underestimate considerably the 
export receipts from the groundnut sector. The staff also did not expect 
that the losses of the groundnut oil processing company would be any 
higher than what had been estimated in the staff paper. 

Senegal had witnessed consistent private capital inflows for several 
years through 1986 and 1987, the staff representative went on, and the 
capital outflow situation of 1987-88 had been exceptional. The capital 
outflow was explained largely by three unusual factors: the change in the 
collection center for CFA francs from Paris to Abidjan, which had delayed 
the receipt of CFA franc notes; the rumors of a potential change; and the 
social disturbances that had followed the elections. It did not appear 
that those factors would recur in 1989. The tightness of the budget and 
of credit, as well as the changes that had taken place in the interest 
rate structure, should contribute to reversing the capital outflow of 
1988, in the staff's view. 

A number of speakers had called attention to the vulnerability of the 
budget and the balance of payments to external financial assistance, and 
expressed interest in learning the reasons behind the shortfall in exter- 
nal financial assistance in the previous year, the staff representative 
concluded. When the program was being negotiated in July 1988, it was 
foreseen that the schedule of World Bank negotiations for a fourth struc- 
tural adjustment loan would be accelerated, so that Senegal would have 
been able to draw about $20 million from the World Bank and cofinancers 
before the end of June 1989, which was the end of the authorities' fiscal 
year. In the event, the negotiations for that loan were not completed in 
time for the disbursement to take place--that disbursement was expected 
to take place in the forthcoming fiscal year. The Minister of Plan of 
Senegal had held discussions with the World Bank in the previous week on a 
fourth structural adjustment loan, and had asked the Bank to accelerate 
the process of preparation. A World Bank mission was expected to visit 
Dakar to complete the discussions once the preparatory work was completed. 
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The staff representative from the Exchange and Trade Relations 
Department said that although debt relief was not the same as the usual 
external financial assistance, there was a certain degree of fungibility 
between them. A financial assistance package including grants and loans 
could not necessarily be substituted by debt relief; for example, specific 
donors might be providing financing tied to specific projects, while debt 
relief might be provided by different creditors than those that were 
involved in the project financing package. Nevertheless, resources from 
one source--say, debt relief--could be allocated temporarily to an area 
for which financing was delayed. 

Mr. Mawakani commented that the measures the Senegalese authorities 
had taken on the labor market front were important and noteworthy, espe- 
cially for a country with an effective democratic system. While reducing 
the size of the civil service, the authorities had simultaneously taken 
measures to liberalize the labor market as well--an extremely courageous 
decision, that had been designed to effect the restructuring of industry. 

The Executive Directors adopted the following decision: 

1. The Fund determines that the midterm review contem- 
plated in paragraph 2(c) of the first annual arrangement 
under the enhanced structural adjustment facility for Senegal 
(EBS/88/222, Sup. 1, 11/23/88) has been completed. 

2. The letter of the Minister of Economy and Finance of 
Senegal dated January 31, 1989 shall be attached to the enhanced 
structural adjustment arrangements for Senegal (EBS/88/222, 
Sup. 1, 11/23/88) and the letter of the Minister of Economy and 
Finance of Senegal dated October 15, 1988 together with the 
memorandum on economic and financial policies attached thereto 
shall be read as supplemented and modified by the letter dated 
January 31, 1989. 

3. Accordingly, the indicators referred to in para- 
graph 3(a) of the first annual arrangement under the enhanced 
structural adjustment facility for Senegal shall include the 
benchmarks for March and June 1989 set out in the table annexed 
to the letter of the Minister of Economy and Finance of Senegal 
dated January 31, 1989. 

Decision No. 9106-(89/37), adopted 
March 20, 1989 



EBM/89/37 - 3/20/89 - 54 - 

DECISIONS TAKEN SINCE PREVIOUS BOARD MEETING 

The following decisions were adopted by the Executive Board without 
meeting in the period between EBM/89/36 (3/17/89) and EBM/89/37 (3/20/89). 

4. EXECUTIVE BOARD TRAVEL 

Travel by Executive Directors as set forth in EBAP/89/67 (3/16/89) 
is approved. 

5. TRAVEL BY MANAGING DIRECTOR 

Travel by the Managing Director as set forth in EBAP/89/68 (3/17/89) 
is approved. 

APPROVED: October 4, 1989 

JOSEPH W. LANG, JR. 
Acting Secretary 


