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1. GUATEMALA - 1988 ARTICLE.IV.CONSULTATION; STAND-BY ARRANGEMENT;
EXCHANGE SYSTEM; AND PURCHASE TRANSACTION - COMPENSATORY FINANCING
FACILITY

The Executive Directors continued from the previous meeting
(EBM/88/159, 10/26/88) their consideration of the staff report for the
1988 Article IV consultation with Guatemala, together with Guatemala's
request for a 1l6-month stand-by arrangement (EBS/88/202, 9/22/88; Cor. 1,
10/14/88; and Cor. 2, 10/21/88), and Guatemala'’'s request for a purchase
under the compensatory financing facility (EBS/88/203, 9/22/88; Cor. 1,
10/14/88; and Sup. 1, 10/24/88). They also had before them a background
paper on recent economic developments in Guatemala (SM/88/222, 10/12/88).

Mr. Fogelholm remarked that Guatemala's export performance continued
to rely largely on traditional exports. The staff had forecast an:
increase in the rate of growth of exports in the coming period, and he
wondered whether the staff had estimated the sensitivity of the medium-
term balance of payments forecast to possible fluctuations in the prices
of the traditional exports. In the past, the prices of those exports had
fluctuated considerably, and he wondered whether such further fluctuations
would not significantly affect the medium-term viability of the balance of
payments.

The staff representative from the Western Hemisphere Department
replied that the staff had conducted a sensitivity analysis of the effects
of changes in the price of coffee. Of Guatemala's various traditional
exports, coffee tended to experience the greatest volatility in price but
accounted for approximately just one third of total exports. If the price
of coffee remains constant in nominal terms throughout the projection
period, instead of rising by some 3 1/2 percent 'a year--which was the
program assumption--by 1994 the debt service ratio would be higher by
approximately 2 percentage points if the shortfall had to be financed
rather than be made up through traditional adjustments. The sensitivity
of the balance of payments projections to changes in the price of coffee,
therefore, should not cause major problems.

The Acting Chairman made the following summing up:-

Directors were in general agreement with the appraisal in
the staff report for the 1988 Article IV consultation.

Directors commended the authorities for the policies they
have pursued in recent years which have improved confidence and
have led to a resumption of economic growth, a reduction in
inflation, and renewed capital inflows. . They also commented
favorably on the recent policy measures to reinforce. the adjust-
ment effort that is to be supported by the requested stand-by
arrangement from the Fund. Directors endorsed the 1989 macro-
economic goals of the Guatemalan authorities, including the
continuation of a rapid rate of growth of around 4 1/2 percent,
a reduction in the rate of inflation, to below 10 percent, the
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further compression of the fiscal and external current account
deficits, and a shift in the overall balance of payments to a
surplus.

Directors welcomed that the overall public sector deficit
would be reduced in 1988 and again in 1989 despite the adverse
impact on the budget of lower coffee prices, the phasing out of
the export tax, and constitutionally mandated expenditures. In
this connection, recent measures to compensate for overruns in
budgeted outlays, including the across-the-board cuts in certain
expenditure categories and a reduction in the pace of execution
of other budgeted expenditures by the Central Government, were
welcomed. Directors emphasized the importance of restraint on
public sector wages and of adhering to the implementation of
the 1987 tax reform in order to improve the yield and efficiency
of the tax system. They also noted that improvements in the
pricing and tariff policies of the state enterprises should
contribute to a reduction in the overall fiscal deficit.
Nevertheless, Directors stressed that the authorities should
stand ready to take additional measures to ensure that the 1989
fiscal target is effectively reached.

Directors pointed out that the planned reduction in the
public sector deficit facilitates the policy of monetary
restraint needed to keep inflation under control and to
strengthen the balance of payments. Directors remarked that
interest rate flexibility also was important for this purpose,
and in this regard they noted favorably the increases in inter-
est rate ceilings that had been put into effect recently.
Directors observed, however, that further action on interest
rates may be needed to ensure that rates continue positive in
real terms.

Directors welcomed the reunification and adjustment of the
exchange rate as an important step toward strengthening the
competitiveness of Guatemala'’s trade sector. In this regard,
attention was also drawn to the importance of flexibility in
managing the exchange rate to safeguard the external objectives
of the program and to support the export-oriented growth
strategy.

Directors emphasized the importance of restoring normal
relations with external creditors and endorsed the objective of
eliminating all debt and commercial arrears by mid-1989. 1In
this connection, they stressed the need for an early agreement
on the rescheduling of overdue principal obligations with
external commercial banks.

It is expected that the next Article IV consultation with
Guatemala will be held on a 12-month cycle.
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The Executive Board then took the following decisions:

Stand-By Arrangement

1. The Government of Guatemala has requested a stand-by
arrangement for the period from October 26, 1988 to February 28,
1990 for an amount equivalent to SDR 54 million.

2. The Fund approves the stand-by arrangement set forth
in EBS/88/202, Supplement 2.

Decision No. 9007-(88/160), adopted
October 26, 1988

Exchange System

The Fund grants approval for the retention by Guatemala of
the exchange restrictions described in EBS/88/202 until June 15,
1989 or the completion of the next Article IV consultation,
whichever is earlier.

Decision No. 9008-(88/160), adopted
October 26, 1988

Purchase Transaction - Compensatory Financing Facility

1. The Fund has received a request by the Government of
Guatemala for a purchase equivalent to SDR 21.6 million under
the decision on compensatory and contingency financing of export
fluctuations (Executive Board Decision No. 8955-(88/126),
adopted August 23, 1988). In accordance with paragraph 42 of
the above-mentioned Decision, this purchase shall be governed by
Decision No. 6224-(79/135), adopted August 2, 1979, as amended.

2. The Fund notes the representations of Guatemala and
approves the purchase in accordance with the request.

Decision No. 9009-(88/160), adopted
October 26, 1988

2. DOMINICAN REPUBLIC - 1988 ARTICLE IV CONSULTATION

The Executive Directors considered the staff report for the 1988
Article IV consultation with the Dominican Republic (SM/88/221, 9/21/88;
and Cor. 1, 10/21/88). They also had before them a background paper on
recent economic developments in the Dominican Republic (SM/88/234,
9/30/88; and Cor. 1, 10/21/88).
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The staff representative from the Western Hemisphere Department
remarked that additional information had been received by the staff on
recent economic developments in the Dominican Republic. The consumer
price index had registered monthly increases of 7.8 percent and 4.2 per-
cent in July and August 1988, respectively. The 12-month rate of increase
in consumer prices had risen from 25 percent in December 1987 to 36.9 per-
cent in June 1988 and to 52.4 percent in August 1988.

Because of the large tax payments--US$42 million--by Falconbridge, a
foreign-owned nickel mining concern, the net international reserves of the
Central Bank had continued to rise in the third quarter of 1988, bringing
the cumulative gain during the first nine months of the year to
US$81 million, up from US$70 million in the first semester, the staff
representative from the Western Hemisphere Department continued. Follow-
ing the introduction of the new exchange system at the beginning of
August, the exchange rate in the official market had been maintained at
RD$6.34 per U.S. dollar--the midpoint, for most transactions--and RD$5.15
per U.S. dollar for the payment of oil and other public sector imports and
debt service. '

Mr. Kafka made the following statement:

The staff report correctly presents the economic and
financial developments in the Dominican Republic in the past few
years. While important progress has been made, my authorities
recognize that serious difficulties exist and, that an urgent
need for additional action remains. '

To begin with some simple statistical facts, growth in the
past two years (1986-87) averaged about 6 percent but will
decline to 3 percent in 1988. Even this latest figure must be
compared with an average of -1.2 percent for 1984-85, the last
two years before the present Government took office. Gross
domestic investment in relation to GDP averaged 20.6 percent in
1984-85, 23.7 percent in 1986-87, and will be 26.4 percent this
year. Perhaps the most interesting development has been that of
national savings; from an average of 15 percent of GDP in
1984-85 they rose to an average of 20.4 percent in 1986-87 and
to 22 percent in 1988, i.e., an increase in terms of
GDP/percentage points of almost 50 percent. Also interesting is
the fact that debt service before reschedulings has fallen by
over 20 percent from its 1984 level to its 1988 level and by
over 30 percent after rescheduling. The external current
account deficit has fallen at a similar rate between 1984 and
1988, from 6.6 percent to 4.4 percent of GDP. External public
debt as a percentage of GDP has fluctuated somewhat unusually;
it increased from 71 percent to 89 percent between 1984 and
1988, but reflected principally the depreciation of the currency
in early 1988. Also, the level of arrears has been rising.
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At the base of the problems faced by the Dominican Republic
is the fiscal situation. Nevertheless, it is significant that
the public sector deficit on a cash basis is expected to be
significantly smaller in 1988 (2.8 percent of GDP) than in all
the years but one (1985) of the recent five-year period, i.e.,
an average of 3.8 percent for 1984-85 and 4.6 percent for
1986-87. The Government has taken a series of measures since
late 1987--particularly concerning revenues--designed to reduce
the deficit. The Government 1is interested in bringing about
changes. in the tax structure to make it less dependent on
international trade taxes. It also intends to revise the
present tariff structure in the context of a comprehensive
reform of the protective system. Subsidies, formerly a heavy
burden, are now significant only in the energy sector. The
authorities are studying means of eliminating or at least
reducing the remaining subsidies in a timely fashion without
stimulating the inflationary spiral. There is no question,
however, that without a reduction in the pace of expenditures,
the overall public sector deficit cannot be kept under control;
it is impossible to assure its financing by noninflationary
means or with minimum reliance on an inflation tax and without
further accumulation of arrears. It should be noted that the
Dominican Republic is paying interest on bank debt and the banks
are going along with informal restructuring.

The Dominican authorities are conscious of the need for a
restructuring of the financial sector and have requested a
technical assistance mission from the Fund in this area. The
Dominican Republic has found itself in the usual dilemma that
financing of the public sector deficit had to be accommodated by
a "crowding out" of the private sector in real terms. The
financial sector also is affected by interest rate controls,
although recently the controls were liberalized and the Central
Bank itself has begun to issue paper, bearing higher interest
rates, directly to the private sector. »

While the international reserves of the Central Bank are
low, the balance of payments outlook for 1988 is not
unfavorable either on current account or as regards the overall
balance of payments, where the deficit is expected to be approx-
imately halved. The developments in the external area reflect
the impact of exogenous forces, but also of the policies of the
Dominican authorities. Although exchange rate policy has
varied, the very interesting chart facing page 10 in the staff
report shows the clear downward trend since late 1985 of the
real effective exchange rate; it is lower today than at any time
in the. last six years and, therefore, makes the Dominican
Republic more competitive. The latest regulations of the
exchange market provide for the eventual operation of an auction
mechanism for foreign exchange. The exchange rate can be set by
the Central Bank on the basis of a series of indicators of
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competitiveness, but the authorities have found no need to
change the rate that they have maintained since August 1. Their
point of view appears justified. The Dominican exchange rate
is, of course, affected by the existence of restrictions.
Nevertheless, the limited deviation between the parallel and
official rates--about 5 percent--suggests that the official rate
is close to a sustainable value at the moment. As the staff
mentions, the authorities maintain a preferential exchange rate
for certain payments, essentially gasoline and foreign debt
service, and this subsidized rate obviously contributes to the
financial problems faced by the authorities through the central
bank operating deficit. There is no question in the minds of my
Dominican authorities that these subsidies will have to be
removed, but that has to be done in a fashion or dimension that
will not exacerbate inflation.

On the medium-term outlook, the paper correctly states that
a policy capable of implementing the objectives of the authori-
ties, i.e., reducing inflationary pressures, strengthening the
balance of payments, and fostering economic growth to the extent
possible, must rely on a reduction of the public sector deficit.
This involves a realistic public sector pricing policy and a
slower pace of public investment. But it must also involve an
improvement in the operating efficiency of the public sector
enterprises. The balance of payments situation will remain
tight, although it is expected to be alleviated gradually
through the growth of minor exports, tourism, and an increase in
net capital inflows. Among them, the sustained flow of financ-
ing of foreign direct investment has always been welcome in the
Dominican Republic. The external financing gap of the Dominican
Republic reflects partly the financial requirements to repay
obligations to the Fund and to a lesser extent the need to
accumulate reserves. The so-called overall balance (which
excludes from consideration reserve accumulation) declines to a
quarter of its 1988 wvalue by 1992. The remaining problems are
the repayment of debt to commercial banks under the multiyear
rescheduling agreement and could be met by debt rescheduling.
The outlook, therefore, is not as preoccupying as might appear.
This is indeed suggested by the staff, on page 17, paragraph 2.

Mr. Ayales made the following statement:

Economic performance in the Dominican Republic during 1987
and the first half of 1988 was mixed. While real GDP growth
accelerated sharply in 1987 and is expected to remain at a
rather satisfactory level in 1988, the gains achieved in 1986 in
domestic stabilization and in the external current account have
been reversed.




-9 - - EBM/88/160 - 10/26/88

Several factors seem to have contributed to this reversal.
Despite the reduction in the overall deficit of the public
sector in 1987, stemming from a significant increase in revenues
and tight expenditure control, recourse to domestic financing
from the banking system expanded. This expansion could have
added to the pressures on domestic liquidity from the large
increase in credit to the private sector in 1986.

Therefore, we welcome the measures taken in late 1987 and
early 1988 to reduce the public sector deficit, including the
revision of several taxes, the introduction of surcharges on
imports, and the adjustments in the prices of goods and services
sold by the public sector. At the same time, the actions on the
fiscal front were accompanied by a tightening of monetary
management, particularly in the area of reserve requirements and
control over the operation of the nonbank financial intermedi-
arles.

We also welcome the authorities’ recent efforts to move
toward a more flexible exchange rate system within the limita-
tions imposed by the country'’s current circumstances. In this
context, it must be emphasized that exchange rate flexibility
has to be accompanied by tighter financial policies, both in the
fiscal and monetary areas, to avoid a depreciation that would
cause further inflationary pressures.

The authorities should continue to move toward a more
balanced tax structure and.away from the present significant
dependence on taxes on international trade, and it is very
encouraging to see in Mr. Kafka's opening statement that the
authorities are already moving in that direction. Furthermore,
in line with recent adjustments of some regulated prices,
pricing policies in the public sector should continue to be
revised, since subsidies on some products could be eroding the
Government's revenue base and increasing domestic consumption.

It is also important to ensure that the recent measures in
the monetary area aimed at improving supervision of the nonbank
financial sector as well as at fostering the development of a
secondary market for securities, will be accompanied by a more
flexible interest rate policy.

In supporting the proposed decision, we encourage the
authorities to persevere in their adjustment efforts.
Mr. Haynes made the following statement:

The authorities’ efforts to stimulate growth have been

rewarded with strong growth in 1987 and a further rise in output
in 1988. However, the external current account deteriorated in
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1987, inflationary pressures have been renewed, and external
arrears are accumulating. In light of this apparent weakening
of the underlying economic situation, the challenge facing the
authorities is how to spur further economic growth and reduce
unemployment while eliminating the internal and external imbal-
ances. Reconciling these objectives is not easy, and the
authorities will need to implement a consistent package of
policies to strengthen the macroeconomic framework and place
the economy on a sustainable growth path.

Before commenting on specific policy actions, we wish to
commend the authorities on the success of their ongoing efforts
to expand the role of nontraditional sectors. The rapid growth
in tourism and the growing activity in the enclave sector have
been fostered by improved cost competitiveness. In tourism, the
private sector response of increased investment augurs well for
the future, but we would, nonetheless, caution against too rapid
an expansion. Indeed, with the shift in many Caribbean coun-
tries toward increasing reliance on tourism, I think that the
analysis could have benefited from a table showing trends in
major regional destinations of tourists. In much the same vein,
a comparison of costs and direct investment in competing Carib-
bean locations would prove useful in understanding regional
trends in the enclave sector.

Despite the growth in economic activity, the external
sector is somewhat worrying. Although debt service, which
absorbed almost 30 percent of export earnings in 1988, is
anticipated to decline over the period 1989-92, large financing
gaps are envisaged over the medium term. These gaps can be
financed by additional debt rescheduling, but this appears
feasible only in the context of a set of viable economic
policies.

While we share the authorities’ concern about the need to
maintain a stable exchange rate, achieving this goal depends
crucially on supportive fiscal and monetary policies, which
would enable the authorities to build sufficient reserves to
sustain the exchange rate. Frequent shifts in exchange rate
policy--which have occurred in recent months--can have destabi-
lizing effects and may explain part of the recent surge in
domestic inflation.

As the staff and Mr. Kafka note, the fiscal imbalance lies
at the center of the Dominican Republic’s problems. Although
the deficit declined in 1987-88, the staff estimates that under
current policies the deficit will rise sharply in 1989. 1In view
of the current heavy reliance on domestic financing and the
attendant crowding out' of the private sector, such deficits
should be addressed urgently. In this connection, we welcome
the authorities’ intention to restructure the tax system,
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reducing dependence on trade taxes and providing a durable
source of revenue. This effort, however, must be supported by
more cautious expenditure policies. The simultaneous growth of
current and capital expenditures in 1988 appears inconsistent
with the authorities’ medium-term objectives. We welcome the
.assurances that the current subsidies are seen as being only
temporary, and we encourage the authorities to address the
exchange rate losses incurred by the Central Bank as soon as
possible. Moreover, the recent issue of emergency certificates
by the Central Bank will lead to further losses by that institu-
tion and will divert resources away from the banking sector.
This conclusion underscores the need for fiscal action.

While monetary policy plays a subordinate role to fiscal
policy in the economy, we welcome the efforts to increase
efficiency in the financial sector. With the growth of parallel
credit institutions making conduct of monetary policy more
difficult, the recent efforts to tighten credit expansion were
broadly appropriate. However, over the medium term, changes in
monetary policy that permit greater interest rate flexibility
and lower intermediation costs will be necessary. This outcome
would enable the authorities to bring about a better balance
between policy instruments. The authorities’ request for Fund
technical assistance in reforming the financial sector should
enhance these efforts.

Mr. Feldman made the following statement:

We are in broad agreement with the staff appraisal on the
performance of the Dominican Republic. The recent economic
performance of the Dominican Republic has been mixed. The
economy grew rapidly in 1987 and kept on growing at the begin-
ning of 1988, export revenues have increased in 1988, and
revenues from tourism almost duplicated the levels of 1984.
Gross domestic investment increased dramatically in 1987-88.
Although there has been a recovery in private investment, most
of the increase was attributable to .a rise in public investment,
as the Government embarked on a public works program aimed at
increasing the level of economic activity-.and reducing unemploy-
ment. Initially, the increase in public sector capital expendi-
ture has not implied a deterioration in the fiscal accounts,
since the authorities have been able to tighten controls on
government current expenditure.

On the other hand, unemployment continues to be extremely
high, inflation is accelerating--the rate of increase in con-
sumer prices reached 37 percent on a 1l2-month basis in June--
and economic activity has begun to slow. . In this respect, the
additional information provided by the staff about the further
acceleration in the rate of inflation in recent months is quite
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worrisome, and further information on the possible factors
explaining this trend would be helpful. Moreover, real interest
rates are significantly negative, due to the imposition of low
nominal interest rates, and the external accounts have worsened
since 1987. Although the balance of payments projections are
better for 1988, it remains unclear whether a sustained improve-
ment can be achieved in this area.

As stated by the staff and Mr. Kafka, the Government's
medium-term economic objectives are to maintain the momentum of
growth in order to facilitate a reduction of unemployment while
reducing the rate of inflation and strengthening the balance of
payments. We agree with Mr. Kafka and the Dominican authorities
that important progress has already been achieved. However,
significant difficulties still lay ahead and will have to be
dealt with urgently and appropriately.

Most of the remaining difficulties are associated with the
erratic nature of economic policies in the Dominican Republiec.
Exchange rate policy is an example of the erratic course of
policies. There has been a clear trend of depreciation in the
real effective exchange rate since 1985, but that trend was
partially reversed on several occasions, especially in late 1985
and mid-1987, and those episodes sent confusing signals to
economic agents, increased uncertainties, and obscured the
depreciation’s contribution to enhancing competitiveness.
Similarly, the sluggishness in adjusting nominal interest rates,
within a context of highly variable inflation rates, has gener-
ated strong oscillations in real interest rates, with obvious
adverse effects on the volume and composition of the demand for
financial assets in formal financial markets.

As Mr. Kafka noted, the fiscal imbalance remains the basic
problem facing the Dominican Republic. The improvements already
achieved in controlling the fiscal deficit on a cash basis have
been impressive, but the situation is still fragile, given the
strong program of public investment launched by the Government.
This program needs some rephasing to avoid excessive demand
pressures, although it is fair to recognize the need of the
Dominican authorities to address the unemployment situation and
the deterioration in the country'’s infrastructure, especially in
electric power generation. Moreover, in a country where popula-
tion grows at almost 3 percent a year, it is difficult to
question the Government's need to secure a minimum critical
rate of economic growth to avoid the exacerbation of social and
political tensions. On the revenue side, we concur with the
Government’s intention to modify the tax structure to make it
less dependent on international trade taxes and to gradually
achieve a recovery in some key public tariffs--o0il is the
crucial case--to eliminate subsidies without accelerating
inflationary pressures. With this strengthening of the fiscal
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accounts, combined with consistent monetary and exchange rate
policies, the Dominican Republic will be able to sustain reason-
able growth in the medium term and simultaneously preserve
better external and internal balances.

Economic policies are to be consistent and, therefore,
frequent changes should be avoided. Stability in policy imple-
mentation will reduce the current negative uncertainties and
send clear signals to all sectors.

On the external side, given the medium-term outlook, it is
clear that the financing gap in coming years will require the
rescheduling of external debt service with both commercial banks
and Paris Club members. Support from the international finan-
cial community will be essential to foster the implementation of
the economic policies needed to reach the objectives pursued by
the Dominican authorities. 1In this connection, we encourage the
authorities to achieve a rapid agreement with official creditors
that would include the elimination of the country'’s arrears.

In sum, it is our hope that the economic authorities, with
the assistance of the international financial community, will be
able to build on the positive aspects of the current situation
and correct economic policies in a way that will allow the
Dominican Republic to achieve noninflationary, sustained eco-
nomic growth without incurring further external and internal
imbalances.

Mr. Templeman made the following statement:

While there are some positive features in the recent
economic performance of the Dominican Republic, and some useful
policy adjustments have been made, on balance we are concerned
about both the short-term prospects and about the medium-term
outlook. On the positive side were the strengthening of domes-
tic savings and investment in the past few years, the economic
recovery, the modest reduction in the fiscal deficit, and the
deceleration in the growth of credit and money last year. But
inflation has been accelerating, and the current account deficit
of the balance of payments remains at high levels. Furthermore,
the outlook for 1989, in the absence of significant policy
corrections, is for at least as high a rate of inflation and a
substantial rise in the current account deficit.

An economic growth strategy based on stimulating public
investment and accepting large wage increases has been tried in
other countries, and the experience has not been very favorable.
We understand the reasoning behind the recent rise in minimum
public sector wage rates; the previous adjustment was about
three years ago. But the agreement on a minimum wage increase
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of about 43 percent for the private sector, plus add-ons in the
range of 10-40 percent, cannot help but feed rising wage/price
pressures.

We would be interested in knowing whether the stimulation
of public investment to about 9 percent of GDP in 1987 and 1988
is meeting a high-priority need for such investment or is aimed
mainly at boosting overall domestic demand. We are pleased that
the World Bank is now reviewing the public investment plans.
While revenue growth has helped to avoid an even larger public
sector deficit, we share the staff’s concern about a tax struc-
ture that is so dependent upon, and vulnerable to, shifts in
international trade, and we share Mr. Kafka’s concern about the
need for overall expenditure constraint. Mr. Kafka also indi-
cates that the authorities are interested in tax reforms, but
the nature of and timetable for such reforms seem vague, and
further information would be welcome. Moreover, we cannot help
but be concerned about public sector deficits (on a commitment
basis and before grants) that have averaged nearly 6 percent of
GDP in each of the past three years and could rise to about
7 percent in 1989 in the absence of stronger corrective mea-
sures. The financing of these deficits by domestic bank credit
expansion poses a potential threat to price stability and to
future economic growth, and deficit financing through continued
accumulation of arrears to foreign creditors aggravates the
country’s relations with these creditors and erodes its access
to foreign credit.

The threat, or fact, of crowding out of private credit
because of budget deficit financing the interest rate ceilings
and highly negative real interest rates, the system of direct
credit allocation, and the not surprising emergence of a paral-
lel market for credit have been a chronic cause for concern.
Admittedly, a few steps have been taken toward deregulation, and
we hope that the Fund's technical assistance mission can give
further impetus to financial market reforms that will lead to
greater reliance on market forces.

While domestic fiscal and monetary imbalances and distor-
tions have contributed to the acceleration of inflation and the
weakening of the external accounts, there have been some mainly
exogenous offsetting factors, notably, healthy tourist receipts
and transfer income, the rise in the price of ferronickel, the
fall in oil prices, and the increase in the Dominican Republic’s
U.S. sugar quota., Exchange rate depreciation in recent years
has helped the Dominican Republic’'s competitive position, but
frequent changes in the exchange rate system, including the
present tight controls over receipts and payments, cannot help
but erode confidence. And underlying the nominal trade figures
is a disturbing pattern in the real trade balance, with a drop
in the volume of exports averaging more than 7 percent a year
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in 1986-88 and an average rise in the volume of imports in 1986-
87 of more than 12 percent. In the latter connection, we wonder
why the estimated import volume rise this year is expected to
fall back to less than 1 percent.

The staff’s medium-term balance of payments scenario
suggests continuing problems, even at an assumed modest growth
rate of 3-4 percent and with assumed policy shifts to reduce the
fiscal deficit and adopt more appropriate interest rate and
exchange rate policies. By 1992, the debt ratio would still be
66 percent of GDP and the debt service ratio 21 percent.
Furthermore, exceptional financing on the order of US$200-250
million a year in 1989-92 is anticipated; without it there is a
risk that foreign arrears will rise beyond the already high
level of US$350 million.as of mid-1988, of which nearly US$300
million was owed to official creditors. 1In the latter con-
nection, we regret the absence of any reassurance from the
Dominican authorities in Mr. Kafka's opening statement.

In conclusion, there seems to be a clear need for a more
comprehensive approach to reducing domestic and external imbal-
ances and to dismantling the numerous controls that inhibit
development of the economy. At the previous Article IV discus-
sion, we stated our view that only a strong program of economic
adjustment and reform would justify the. exceptional financing
that seems .to be anticipated in coming years and we expressed
our belief that such a program should be embodied in an upper
credit tranche arrangement with the Fund. This view has, if
anything, been reinforced by developments since then.

Mr. Enoch made the following statement:

Reading the staff report I was struck by the exceptional
volatility of the Dominican Republic’s economic performance over
recent years, even though the economy is more diversified than
many others in the region. To some extent, this volatility can
be attributed to external factors beyond the authorities’
control. However, there is a need for a more .coordinated and
strategic approach to economic policy management on the part of
the authorities.

A particular cause for concern 1s the authorities’ new
exchange rate regime. After several months of oscillation and
drift, the regime currently in place not only is highly restric-
tive and bureaucratic by design, but has also proved to be
inappropriately inflexible in practice, despite the authorities’
stated intentions. As the staff points out, it is difficult to
see how a stable peso/dollar parity can be sustained given the
major financial imbalances in the economy. The-challenge con-
fronting the authorities at the present juncture is to correct
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these fundamental economic imbalances by an appropriate
combination of structural and demand-management policies working
in tandem. 1In particular, the important steps taken by the
authorities earlier this year to enhance the leverage of mone-
tary policy and to improve control over the nonbank financial
intermediaries need to be strengthened by a further liberaliza-
tion of interest rates. The proposed technical mission by the
Central Banking Department is a further welcome development,
particularly given its focus on the problems associated with the
unregulated financial sector. However, action on the monetary
side also needs to be accompanied by considerably more suppor-
tive fiscal policies.

As the staff demonstrates, the weakening fiscal position is
at the heart of the economy’s present difficulties. Whereas in
1987 the very large increase in public sector investment was
offset by increased saving, in the first half of this year
central government current spending has strongly accelerated,
mainly as a result of increased expenditure on wages and trans-
fers. Given the authorities’ concerns about inflation and
unemployment, the sharp increase in minimum wage levels this
year and the continued use of a highly centralized and adminis-
trative wage-setting procedure seem to be inappropriate.

The authorities’ reliance on international trade taxes is a
worrying feature of the revenue structure. I would hope that,
over the medium term, a more broadly based tax system could be
developed, following the highly successful rationalization of
the general sales tax late last year. However, the main focus
in the short term should be on curbing the growth in government
spending by reducing the pace of the public investment program,
improving the efficiency of public enterprises, reining in
further wage growth and eliminating the preferential exchange
rate arrangement, at least for petroleum imports, which are now
-heavily and unjustifiably subsidized. Further steps to raise
administered prices to more economic levels should also be
contemplated.

I should emphasize that the recent 'accumulation of arrears
to official and other creditors is most regrettable and will not
serve the Dominican Republic’s own best interests over the
medium term. It is clear from the staff’s medium-term scenario
that the authorities are likely to be heavily reliant on gen-
erous external assistance over the next few years. Such assis-
tance will be forthcoming only if the authorities are prepared
to pursue a more coherent and coordinated set of policies than
we have seen over the past year.

The staff representative from the Western Hemisphere Department
commented that several factors seemed to explain the acceleration in the
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rate of inflation to more than 50 percent on a 12-month basis. The
acceleration reflected the effect of the adjustment in the electricity
rate on the consumer price index. In addition, the depreciation of the -
peso had had some effect on some prices. The most fundamental factor,
however, was the effect of wage increases that had taken place during the
first half of 1988. The continued negative real interest rates for
financial savings might well have encouraged some diversion of resources
to purchases of goods and foreign exchange which, in turn, might have
been reflected in the movements in the exchange rate. Finally, the diffi-
culties in the informal financial sector might have resulted in a further
decline of savings in the financial institutions that might have affected
the rate of inflation.

A number of tax reform measures had been introduced over the previous
eight or nine months, the staff representative explained. The authorities
had introduced excise taxes on liquor and cigarettes and a special
20 percent tax on imports. In addition, they had widened the base of the
value-added tax and reduced the scope for the reinvestment credit for some
types of investments. ‘

The World Bank continued to analyze the quality of the public invest-
ment program in the Dominican Republic, the staff representative com-
mented. Some investment--which had been especially strong in electricity
generation, where some difficulties had emerged--was of a high quality.

At the same time, the investments in roads, housing, and other infrastruc-
ture projects suggested that the investment program included a wide
variety of investments, some of which were aimed more directly at mobiliz-
ing economic activity than at increasing the productive capacity of the
economy.

As to the destination of exports, the staff had no information in
addition to that shown in the background paper on recent economic
developments, the staff representative said. Nor did the staff have
systematic information on comparative costs between the Dominican Republic
and the other Caribbean countries; the staff would seek such information
in future consultations.

In preparing its projections for the balance of payments, including
imports, the staff had taken into account recent developments, especially
the 35 percent depreciation in real effective terms of the exchange rate
in 1987 and the first half of 1988, and the introduction of a new tax on
imports of 20 percent in early 1988, the staff representative from the
Western Hemisphere Department remarked. That combination of developments
had led the staff to project a deceleration in import growth in the coming
period. Moreover, although the level of public sector investment remained
high, there had been a deceleration, which suggested that the increase in
imports would be slower in coming months than it had been in 1987.

Mr. Kafka noted that in making their comments, Executive Directors
seemed to have tended to stress negative developments more than positive
ones. After all, it was remarkable that, given the difficulties in
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international markets and the developments with the domestic economy, the
exchange rate had been kept stable without--for the time being--an
increase in restrictions, and additional foreign exchange reserves had
been accumulated. There was of course no question but that the fiscal
situation had to be looked at as a matter of urgency.

The Acting Chairman made the following summing up:

Directors were in broad agreement with the thrust of the
staff appraisal.

Directors observed that following encouraging progress in
1986-87, particularly in terms of restoration of economic
growth, an increased level of domestic investment and savings
and a decline in the external current account deficit, the
recent economic performance was mixed. Directors emphasized,
therefore, that there was an urgent need for additional action.
In that context, Directors observed with concern that economic
growth had slowed in 1988, while inflation had accelerated
significantly and the external payments situation had continued
to be difficult. The authorities had taken certain actions to
stem credit expansion and reduce price distortions, but
Directors stressed that lasting improvement in economic perfor-
mance would require the adoption of a comprehensive program
aimed at reducing domestic and external imbalances and improving
resource allocation, in the context of renewed efforts to seek
agreements with foreign creditors to settle outstanding arrears.

Most Directors saw the need to strengthen the public
finances as the central element of a program of economic adjust-
ment. Directors welcomed the progress made in raising public
sector revenue, but noted that a strong increase in public
investment had contributed to the emergence of significant
financial imbalances, particularly in 1988, when public sector
wages also were increased substantially. Directors encouraged
the authorities to pursue changes in the tax structure to make
it less dependent on international trade taxes and to revise the
tariff structure in the context of a comprehensive reform of the
protective system. In addition, there remained the need to
reduce and eventually eliminate remaining budget subsidies.
Directors encouraged the authorities to curb public spending and
to take action to reduce public sector prices and tariffs,
especially those of petroleum derivatives, as a means of improv-
ing the public sector finances on a lasting basis and reducing
distortions in resource allocation.

With regard to monetary policy, the crowding out of the
private sector because of the Government’s financing needs was a
matter of concern. Directors noted the recent actions by the
authorities to enforce reserve requirements of commercial banks
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and strengthen the role of market forces in the determination of
interest rates and intermediation costs. They recommended
further moves in the direction of simplifying the regulatory
framework applicable to the financial sector and phasing out the
ceilings on interest rates which have adverse effects on the
growth of private sector financial savings.

Directors noted the unsettled conditions prevailing in
foreign exchange markets last year and the frequent changes in
the exchange rate regime aimed at stabilizing the rate but
without adequate support from financial policies. They urged
the authorities to pursue a flexible exchange rate policy, and
noted that efforts to attain exchange rate stability needed to
be backed by fiscal, monetary, and wage policies consistent with
that objective.

- Directors believed that implementation of a comprehensive
adjustment program would, in turn, facilitate progress toward
agreement with foreign creditors on the settlement of external
payments arrears, and thereby would help achieve an increase in
external resources available to the Dominican Republic.

The next Article IV consultation with the Dominican
Republic is to be held on the 12-month cycle.

3. MALTA - 1988 ARTICLE IV CONSULTATION

The Executive Directors considered the staff report for the 1988
Article IV consultation with Malta (SM/88/164, 8/2/88; and Sup. 1,
10/4/88). They also had before them a background paper on recent economic
developments in Malta (SM/88/197, 8/24/88).

Mr. Zecchini made the following statement:

In the past two years, Malta’s economy has experienced a
strong economic recovery, with buoyant growth of real GDP and a
deceleration of inflation from the already low rate of 1986.
Under the stimulus of rising public expenditure, domestic demand
expanded, particularly for. fixed capital formation, while the
unemployment rate was almost halved. The counterpart of these
positive developments has been a widening of the deficits in the
public budget and in the external trade balance. But it is too
early to argue, on the basis of the latter results, that there
is at present a problem of stabilization of the business cycle
for the purpose of external adjustment.

In fact, the larger budget deficit in 1987 was due partly
to an unexpected shortfall in tax revenues which has been
reversed in the current year. This, together with a decline in
public expenditure, will most likely lead to a sharp curtailment
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of the public deficit in 1988. As to merchandise trade, the
worsening of the imbalance in 1987 was due mainly to an increase
in the volume of imports that far exceeded that of exports and
that has to be related not only to the acceleration in domestic
demand, but also to the sharp rise in exports of services.
Furthermore, the 1987 trade deficit does not represent a devia-
tion from previous trends or from the evolution which should be
expected, given that the Maltese economy, like most developing
economies of a similar size and economic characteristics, still
needs structurally a net resource inflow to bolster the develop-
ment process. What is essential in this context is to maintain
the trade imbalance within the boundaries of a sustainable
position. In fact, the 1987 deficit in merchandise trade was
more than offset by the surplus in invisibles, with the result
of a current account surplus equal to 0.6 percent of GNP.

The economic outlook for 1988 appears satisfactory, with
some improvements being recorded in the trade deficit in the
first seven months and a current account that is expected to
remain in broad balance. The pickup in foreign demand is
helping to keep the growth momentum in Malta’s economy, while
price stability continues to be remarkable. On this basis, it
seems premature to say that "economic growth is likely to slow
down further in 1989" (page 7 of staff report); barring a
worsening of the world economic environment, economic growth
should instead bear witness to the impact of the strong boost to
fixed capital formation and output diversification which has
been given since 1987.

If, on the one hand, the evolution of the economy over the
short term is broadly satisfactory, on the other hand there
remain weaknesses, more than imbalances, in some areas, like the
production base, the trade account, the development of financial
markets and institutions, and the public finances. Malta’s
authorities are fully aware of the existence of these weaknesses
that, if not addressed decisively, could become a major hin-
drance to maintaining macroeconomic equilibrium over the medium
term. The staff mission has made an excellent analysis of these
aspects, also identifying desirable improvements in major policy
and structural areas. I wish to express the appreciation of my
authorities for this analysis, whose basic thrust they agree
with. The new Administration, which took office in May 1987,
intends to make great strides in overcoming these weaknesses so
as to ensure more rapid and durable development of the economy.
In such an endeavor, however, some points need to be more
sharply focused than in the staff report in order to better
clarify the existing situation and to frame any new policy
measure in an appropriate perspective.

Since the early 1980s, incomes policy has made a very
important contribution to the maintenance of price stability
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and, in general, to macroeconomic equilibrium. Incomes policy
has not been applied in an inflexible manner, as a wage freeze
has never been declared .and collective. agreements between
employers and labor unions have not been subject to limitations.
Nevertheless, government-induced wage restraint together with
the expansion of public employment have led to rigidities in
the labor market and a mismatch between the demand for and
supply of skilled labor. The Government is now aiming at
reducing this mismatch through training programs and a wage
structure which better reflects intersectoral productivity.
differentials as well as' sectoral relative labor scarcities,
This action will also affect the government sector, where a
reorganization of public employment and services is needed. To
this end, a commission has been established to study corrective
measures, and its report is expected in the near future. 1In the
meantime, the Government has delayed granting new pay raises.

The rapid reduction of the fiscal deficit that is taking
place in the current year, compared with the 1987 deficit equal
to 6.9 percent of GDP, makes it difficult to argue that the
ability of fiscal policy to play a role in the stabilization of
the economic cycle has been curtailed. Increasing emphasis is
being placed by the Government on improving the structures of
both public expenditures and revenues in order to make them
more supportive of economic development. On the expenditure
side, a timely implementation of the far-reaching program of
infrastructural investment seems feasible under conditions of
financial stability, provided that better control is gained
over the growth of current spending, including that for social
welfare benefits. On the revenue side, the Government is
considering reducing the area of.tax evasion and tax base
erosion, as well as redressing revenue composition by enhancing
the taxation of consumption. In this latter respect, however,
it should be recalled that in an economy like that of Malta,:
which is so heavily dependent on imports, customs duties have
also performed the function of a consumption tax.

In the past year, monetary policy has gradually moved from
its traditionally subsidiary role in domestic demand management
toward a more active and market-oriented approach ‘aimed at
promoting private savings and at improving efficiency in
resource allocation in order to ensure appropriate financing for
the most valuable investment projects. Progress in this direc-
tion has been pursued through both a careful real interest rate
policy in the face of the limited flexibility of nominal rates,
and structural innovations. Interest rate policy has allowed a
steep rise in financial savings, particularly in the less liquid
components of the broad money aggregate, at a time when domestic
credit has been expanding rapidly.
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Furthermore, changes in the interest rate structure have
been introduced with a view to permitting an increasing differ-
entiation of banks’ lending rates among .economic sectors. To
foster the development of financial markets, new instruments,
namely, treasury bills and new time deposits with longer matur-
ity, have been issued while greater competition is being sought
among financial institutions. In this respect, it should be
underscored that the present legislative and regulatory frame-
work provides adequate safeguards for depositors. However, the
opening up of the domestic financial market to private competi-
tion might make it advisable to consider forms of deposit
insurance for the purpose of strengthening depositor protection
while partially relieving public finances of this responsibil-
ity.

On external policy, the authorities are proceeding gradu-
ally toward import liberalization and the enhancement of export
competitiveness. The removal of import restrictions does not
reflect the view held by the staff, on page 8 of the report,
that the past import compression contributed to a severe
slowdown of economic growth, since there is no evidence of this;
in particular, imports of capital goods have never been
restricted. 1In contrast, a more liberal trading system is
believed to be helpful in reviving the role of market forces in
the economy and improving efficiency in production and alloca-
tion of resources. Nevertheless, the transition toward such a
system has to be carefully timed so as to avoid disrupting the
domestic industry.

Although there does not exist statistical evidence of an
erosion of export competitiveness in the past few years, there
are some signs of a lingering fragility in this area. In this
respect, it is not easy to assess the contribution that the
exchange rate policy has provided in the past and should provide
in the future to export growth and economic development. The
authorities have so far followed a policy of pegging the Maltese
lira to a basket of currencies weighted according to their
relative importance in external trade of goods and services. In
line with this policy, a revision of the currency weights in the
basket was made last November to permit the exchange rate to
better reflect changes in all current account flows. This
policy approach has made it possible to stabilize the real
exchange rate at levels that appear competitive in relation to
those prevailing in 1980.

However, the presence of successful schemes for insuring a
forward exchange rate to some tour operators and for partially
subsidizing exports, together with the declinme in foreign direct
investment in the 1980s, might point to the existence of some
price distortions which, besides clouding the meaningfulness of
statistical indicators of external competitiveness, could have
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hampered a larger contribution of the foreign sector to the
development of the ‘economy. A lower real exchange rate might
therefore be considered as one of the components of a broadly
based strategy for economic revival. But, at present, there are
not sufficient elements to expect a prompt, positive response on
the supply side of the economy to an isolated, sharp downward
adjustment, while the latter’'s inflationary impact cannot be
overlooked, especially if it has to lead to disruptive price-
wage inflationary spirals. All these aspects are now under
careful study and consideration by the Maltese .authorities with
a view to reaching soon a comprehensive assessment of what is
the proper course of action.

As to the external trade policy, Malta has recently taken
measures to ease import controls and to liberalize current
payments abroad. In particular, the restrictions on imports
from Japan have been lifted and the regime of .exchange allow-
ances for foreign travel has actually been liberalized, inasmuch
as payments through travel agents are now unrestricted and a
very liberal approach has been applied for business, education,
and medical travel abroad. Moreover, in the opinion of the
authorities, the bilateral payments arrangement with a Fund
member does not constitute'a restriction on free trade but
rather a particular form of limited trade concession.

Finally, my Maltese authorities would like to convey their
deep appreciation for the very helpful technical assistance the
Fund is providing to Malta in various economic and financial
areas where significant improvements are being sought.

Mr. Enoch made the following statement:

A. number of economic indicators, including those for
growth, inflation, unemployment, international reserves, the
balance of payments current account, and external debt, suggest
that Malta’s economic performance has recently been encouraging.
However--as the medium-term scenarios in the staff .report
illustrate--these indicators conceal a number of less satisfac-
tory underlying features, reflecting difficulties that were
largely inherited from the previous Government. In particular,
the fiscal position is weak, competitiveness is being eroded,
and there are some serious structural problems. The solution to
these problems--especially given the political constraints on
economic policy--will.be a major challenge for the authorities.

The fiscal deficit. remains too large. While a welcome
reduction is projected for this year and seems confirmed by the
update to' the staff report, this is due partly to temporary
factors, including the delay of some capital expenditure. The
prospects for a further major improvement in the short term
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appear to be limited. The authorities intend to increase
expenditures on infrastructural investments; while these should
benefit the economy in the medium term, they require substan-
tially increased public savings, and to that end restraint on
current expenditure will be important. The authorities’ inten-
tion to tackle the problem of overmanning in the public sector
is particularly welcome in this context. In the longer term, a
thorough reform of the tax system could make ‘a major contribu- '
tion to strengthening government finances, as well as improving
economic incentives.

The balance of payments and external debt situation appear
broadly satisfactory, but this position is maintained somewhat
artificially by import restrictions, at some cost in terms of
economic efficiency and growth. Trade liberalization and
exchange rate adjustment are urgently needed to correct this
situation. As with the fiscal accounts, more infrastructural
investment will entail higher imports and a weaker current
account balance. However, these seem justified, and the exter-
nal debt is small enough for financing not to be a serious
constraint. The early stages of trade liberalization, with the
replacement of quotas with tariffs or the auctioning of quotas,
could also help to reduce the fiscal deficit.

The authorities’ intention to undertake liberalization
measures in trade and other areas is very welcome, and the
proposed gradual approach seems appropriate. However, the
momentum of economic reform must be sustained, and the authori-
ties must adhere to a clear and carefully prepared schedule of
reform if such measures are to be fully effective.

Looking to the future, I note that the authorities are con-
sidering the establishment of an offshore banking center in
Malta. It is not entirely clear to me what the attractions of
Malta are compared with existing offshore centers.

I support the proposed decision, although I understand that
the exchange rate subsidy to U.K. tour operators referred to in
the decision has actually fallen substantially in recent months.
A further exchange rate adjustment would allow this subsidy to
be phased out without the risk of an adverse impact on tourism
receipts. )

Mr. Finaish made the following statement:

The performance of the Maltese economy has improved con-
siderably since the previous Article IV consultation discus-
sions, and in several respects the economic outturn thus far
this year has been better than expected at the time of the
mission. Notwithstanding this favorable outturn, there remain
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some weaknesses in such areas as the trade account, public
finances, and financial intermediation; and it Is indeed quite
encouraging that the authorities fully recognize the ‘extent of
these weaknesses and the need to address them in the context of
a broad strategy that incorporates some key elements of 'struc-
tural reform together with fiscal adjustment. We note and can
fully understand the authorities' preference for a gradual
approach to effecting the needed reform. In addition to the
concern about the high transitional cost of too rapid a pace of
reform, there is also in the circumstances of Malta a legitimate
need for a period of consensus building. Having said this,
however, I should add that an unduly slow pace of reform could
entail a loss of momentum, and that due care should be exercised
to ensure that the reform measures are mutually supportive and
properly sequenced.

I will now comment on some policy issues.

On public finances, we welcome the sharp deficit reduction
that is likely to be attained in 1988. However, we note that
the improvement in the budgetary performance in the first seven
months of 1988 relative to the corresponding period.in 1987 is
attributable in part to a substantial decline in capital out-
lays. Over the medium teérm, in view of the anticipated large
investment in infrastructure, it is essential that the fiscal
adjustment effort on the expenditure side focus on containing
current outlays. On the revenue side, we agree that high
priority should be accorded to tax reform with a view to reduc-
ing the income tax rates and broadening the tax base while
avoiding adverse effects on revenues.

As regards monetary policy, we welcome the authorities’
desire to move toward a more active and market-oriented approach
with the aim of promoting private savings and an efficient
allocation of resources. In moving toward greater competition
and private sector participation in the financial sector, it
might be advisable, as indicated by Mr. Zecchini, to consider
forms of deposit insurance to strengthen depositors’ protection
while partially relieving public finances of this responsibil-
ity. -

We note the authorities’ interest in developing Malta as an
offshore financial center in the medium term. In this regard,
we share the view that with spillover effects of offshore
entities on the economy in terms of employment-and technology,
liberalization of the domestic financial system becomes increas-
ingly necessary.

With regard to competitiveness, there are some indicators
which, as pointed out by Mr. Zecchini, suggest that a lower real
exchange rate might have a role to play as a component of a
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broadly based strategy for economic revival. We note from

Mr. Zecchini’s opening statement that all aspects relating to
this matter are now under careful review. It is hoped that this
review will soon be completed with a view to avoiding the
potential adverse consequences of lingering talk of exchange
rate adjustment.

While only illustrative and subject to qualification, the
medium-term scenarios provided by the staff point to the desir-
ability of adopting a policy strategy along the lines assumed in
Scenario C.

Mr. Dai made the following statement:

The staff report and Mr. Zecchini'’s statement show that
Malta’'s economy has experienced a strong recovery in the past
two years. Many of the main indicators, such as GDP growth,
inflation, the unemployment rate, the current account, and fixed
capital formation, indicate that there has been remarkable
progress in Malta's economic performance, for which the authori-
ties should be highly commended.

The only negative developments in the economy have been the
widening of the deficits of the public budget and the external
trade balance. After having studied the overall picture of
Malta’s economic situation, I tend to agree with Mr. Zecchini
that it may be too early to argue that at present these results
pose a stabilization problem. ‘

Given the size and characteristics of Malta's economy,
it is not surprising to find that a long-standing feature of
Malta's balance of payments pattern is that its persistent trade
deficits have been balanced or largely offset by its surplus of
invisibles, of which tourism accounts for the largest propor-
tion. According to the latest information provided in the
supplementary paper, earnings from tourism continued to grow--
by 17 percent--in the period January-July 1988 over the corre-
sponding period in 1987. The extended current account is still
expected to be broadly in balance.

The official international reserve position of Malta has
been quite comfortable. According to the relevant table in the
background paper, for a number of years since the 1980s reserves
have always stood at a level equivalent to around 18-20 months
of imports. The latest data show that at end-July 1988 they are
still equivalent to nearly 17 months of imports. It is apparent
that this level is rather high, and the reasons for this are not
clear. I hope that the staff can shed more light on this.
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-The external debt has also been quite small in Malta. The
authorities have been able to raise foreign funds at very
favorable terms. Compared with other indebted European coun-
tries, Malta's-outstanding debt as a percentage of GNP and its
debt service ratic (only 1.6 percent) are among the lowest.

The current inflation rate is moderate. Despite the
widening of the budget deficit from 2.2 percent of GNP in 1986
to 6.9 percent of GNP in 1987, the inflation rate decelerated
from the already low rate of 1986. The rate of consumer price
increase is down to 0.5 percent from 2 percent in 1986. Accord-
ing to the staff’s supplementary paper, the budget outturn in
the first seven months of 1988 has been better than expected,
with the deficit being well below that of the same period in
1987. . -

In sum, the economic outlook for 1988 appears satisfactory.
In view of the continued improvements in both the domestic and
external sectors, it is appropriate for the authorities to
continue their general economic policy stance and their steady
process of structural reform, which appear to be generally on
track.

One remaining problem stressed by the staff in its report
is that Malta's merchandise exports have suffered large losses
in market shares in recent years that could adversely affect the
medium-term prospects of the economy. According to Table 40 in
the background paper, there have been market share fluctuations
since 1984, and I wonder whether the staff could provide some
explanation for these changes. The data in the background
paper show that light industry manufactures, especially clothing
and footwear, account for the major part of Malta's exports. 1
wonder whether the loss in market shares of Malta’s exports in
recent years is a result mainly of an inappropriate exchange
rate and the deteriorating quality of exports, rather than the
increasing protection in industrial countries against textile
and light industry exports from developing countries.

Mr. Pétursson made the following statement:

‘In many respects, economic developments in Malta have taken
a positive turn in recent years, and the present Government's
intention to pursue fundamental structural changes in various
-areas is indeed welcome. I broadly agree with the staff’s
assessment of Malta's short-term economic-situation. Malta's
present situation is in Interesting contrast to the usual short-
term problems discussed by the Board.

The authorities’ success in containing inflation and
maintaining a relatively strong external position is indeed
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commendable. However, excessive reliance on domestic consump-
tion and public sector activity to maintain the momentum of
growth in the medium term is not necessarily advisable. The
authorities’ awareness--confirmed in Mr. Zecchini’s opening
statement--of the need to increase the exposure of the economy
to foreign competition and integration is certainly encouraging.

The medium-term scenarios--despite their preliminary and
illustrative nature--should encourage the authorities to adhere
to firm, medium-term economic growth policies. To this end, 1
welcome the first steps taken by the Government toward import
liberalization and the lifting of wage and price controls.
However, the authorities seem to be almost overcautious when
contemplating implementation of further required reforms. The
pace and sequencing of these reforms are clearly important for
an economy that has a long tradition of heavy regulation.

I will comment on a few areas where prompt action seems to
be most appropriate.

Further liberalization of the external sector and elimina-
tion of multiple currency practices should be pursued. The
comfortable current account, the strong reserve position, and
the depreciation of the real effective exchange rate in recent
years should provide leeway for further liberalization. Further
depreciation of the exchange rate might, nonetheless, be
required to adjust for a possible surge in consumer imports and
for weak competitiveness; the present weak trade balance and
losses in foreign export market shares clearly indicate the need
for some action. In the same vein, a depreciation of the
exchange rate would facilitate the elimination of the guaranteed
exchange rate scheme for the tourist sector and the export
subsidy to merchandise exports, thereby relieving a substantial
burden on the fiscal budget. The possibility of an immediate
inflationary effect cannot be overlooked, but from a longer-
term perspective, corrective action in the exchange rate area
seems most important if the export sector, including tourism, is
to contribute more to economic growth than it has in previous
years.

To counter the effects of opening up the economy, fiscal
and monetary policy needs to be actively pursued. The budgetary
position is already rather weak, and it seems that considerable
strain will be placed on the fiscal budget in coming years, due
to the anticipated large investment in infrastructure. In order
to reduce the current fiscal deficit and to make room for
necessary investment, high priority should be given to revenue-
enhancing measures as well as to restraining current expendi-
tures. The initiatives on tax reforms and the improved tax
administration are particularly welcome. Broadening the tax
base seems most appropriate in conjunction with a loWwering of
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the high marginal rate of income tax. Moreover, I urge the
authorities to consider introducing a value-added tax as the
base for indirect taxation.

The authorities’ intention to pursue a more-active monetary
policy is essential and should be seen as an integral part of
the restructuring efforts of .the economy. It would also seem
important for the authorities to take further steps to reform
the financial sector--both the institutional set-up and the
range of instruments. Adjustments in real interest rates both
on deposits and lending in particular would facilitate a gradual
elimination of the selective credit controls, as the market is
already accustomed to positive real interest rates.

The staff representative from the European Department said that the
staff saw some merit in the authorities’ argument that, after a long
period of controls and inward-looking policies, some time was needed to
build a consensus in favor of a change in direction. 1In the light of the
political polarization that had characterized Maltese society, the
authorities believed that a shock therapy approach would not be work-
able--indeed, it would be counterproductive. At the same time, as the
staff had emphasized in its report, there was some danger of excessive
gradualism, and the staff would prefer a more ambitious schedule of
reforms and its faster implementation.

It was true that Malta did not enjoy any natural advantage--such as a
favorable time zone--enjoyed by many existing offshore centers, the staff
representative commented. However, the authorities believed that Malta
did have certain advantages, such as a favorable geographic location,
close to the large EC market, which had made Malta a traditional cross-
roads of the Middle East, Europe, and Asia. 1In addition, the authorities
believed that Malta had an adaptable, trainable labor force, together with
familiarity with a widely used language, English, and an inherited legal
structure based on that in the United Kingdom. The authorities were aware
that certain obstacles would have to be overcome if Malta were to become
an offshore center. An important obstacle was the lack of a sufficiently
modern telecommunications infrastructure, and the Government'’s present
plans included the development of such an infrastructure. The authorities
were aware of the role of tax concessions provided by many financial
centers in the early stages of their development. At the same time, the
potential role of such concessions was not as large as it had been in the
past because of the deregulation and tax reductions that had taken place
in the major financial centers in recent years. The Maltese authorities
nevertheless felt that a more liberal regulatory framework would prove to
be an important attraction to foreign financial business. Moreover,
because of Malta’s proximity to the EC market, countries like Japan might
find it advantageous to establish a base of operation in Malta for exports
to the EC market.
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For a long time, Malta had enjoyed a very high level of reserves by
international standards, owing to the current account surpluses recorded
in the 1970s, the staff representative remarked. Those surpluses had
stemmed from good export growth and, more important, from the rapid
development of tourism. In addition, Malta had received large official
transfers from the United Kingdom and Italy. Some observers had noted,
however, that a counterpart of the high level of reserves in Malta was
the country’s lack of an adequate domestic infrastructure. It could be
argued that the reserves could have been more fruitfully invested in
developing the domestic infrastructure.

In some recent years Malta had not lost export market shares, the
staff representative said. However, there was a longer-term declining
trend in export market shares, especially in the EC market, which was
potentially the largest market for Malta.

Malta had not suffered as much as a number of other developing
countries from protectionism abroad, the staff representative from the
European Department commented; an indication of that was the fact that
Malta’s textile exports to the EC countries had been below the country’s
established quota. The authorities felt that they needed to make Maltese
exports more competitive in terms of both price and quality, particularly
in view of the competition they faced in low-cost and labor-intensive
consumer products from the Far Eastern and Southeast Asian countries.

Mr. Zecchini commented that the transition from a highly controlled
economic system to a very liberal one clearly involved substantial costs.
It was not easy to justify the need to bear such costs at a time when
short-term developments were favorable. The authorities had to avoid
measures that, while aimed at reforming the economy, might backfire and
undermine the popular support that was needed to ensure the success of
reform efforts. It was important to bear in mind that short-term develop-
ments in Malta were broadly satisfactory; therefore, some degree of
caution was called for in introducing far-reaching reform measures. In
that connection, it was useful to note the importance the authorities
attached to the technical assistance that the Fund had provided. That
assistance was aimed at the various areas where important reforms were
planned by the authorities, including the financial sector, the external
sector, exchange rate policy, and tax areas. The authorities would
greatly benefit from that assistance in making decisions in those areas.

The expected decline in the public sector deficit was due not only
to the postponement of some investment expenditure, but also to an
increase in tax revenues, Mr. Zecchini remarked. The supplement to the
staff report clearly stated that there had been an increase of 18 percent
in revenues from customs and excise duties and an increase of 31 percent
in income tax receipts in the first seven months of 1988. The authori-
ties’ favorable attitude toward tackling the budget deficit was reflected
in not only those expenditure measures, but also their intention to
broaden the tax base.
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A feasibility study of offshore banking in Malta was under way,
Mr. Zecchini explained. The authorities intended to await the results of
the study before making up their minds on the advisability of allowing
offshore banking in Malta. In principle, offshore banking was fully
consistent with the characteristics of the Maltese economy, which basi-
cally provided services to other economies. At the same time, the author-
ities were aware that developing an offshore banking center in Malta
would encourage the further development of the services sector in Malta.
In any event, despite all the attention that had been paid to the initia-
tives in the area of offshore banking, the authorities themselves did not
yet attach great importance to 1it.

The reasons for the present high level of international reserves
were found partly in the history of Malta, Mr. Zecchini commented. Upon
gaining independence, Malta had received a large endowment from the United
Kingdom, and, since then, maintaining that endowment as a cushion in the
event of unfavorable developments had been a matter of national pride. He
would not go so far as to say that the accumulation of the reserves had
been at the cost of not upgrading the infrastructure, as the authorities
had repeatedly undertaken ambitious programs to strengthen the infra-
structure, and most of the efforts had clearly been consistent with the
authorities’ view on the comparative advantages of the Maltese economy.
In addition, the authorities felt that it was necessary to finance some of
the upgrading of the infrastructure with external savings, and over time
they had taken steps that were consistent with their wish to gather
sufficient external financing for their ambitious projects.

The proposal in the draft decision to approve the exchange restric-
tion on travel allowances could be considered redundant, Mr. Zecchini
said. In that connection, the situation in Malta was similar to the
current situation in Portugal. The exchange restriction in question
included some technical intricacies. Given the relevant present regula-
tions, and since the authorities had made it clear that the type of
current payment in question was fully free of restrictions, the proposed
approval of the exchange restriction on travel allowance could be deleted
from the draft decision. He was not requesting that deletion on the
present occasion; there was not sufficient time to explore all the terms
of the present regulations concerned. However, during the next Article IV
consultation with Malta, if the situation with respect to the exchange
restriction remained unchanged, there would be no need to repeat the
proposed approval of that restriction in the draft decision for that
occasion.

The Acting Chairman made the following summing up:

Directors observed that economic performance in 1987 had
been characterized by strength of "activity, price stability, and
a broad balance in the external account and that a similar
outcome was expected this year. They emphasized, however, that
Malta relied excessively on private consumption and public
spending as sources of growth and that Malta suffered from
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structural distortions and from financial imbalances which, if
not corrected, would undermine the prospects for sustainable
growth in the medium term.

Directors supported the authorities’ intention to bring
about a shift toward economic liberalization and market-oriented
policies and welcomed the steps taken so far in this direction.
While recognizing the political constraints on fundamental
changes in policies, Directors underscored the importance of
credibility and consistency of policies and of maintaining the
momentum of reform.

Directors believed that the widening of the fiscal deficit
in 1987 to some 7 percent of GNP pointed to the underlying
weakness of the fiscal position. They welcomed the prospective
reduction of the deficit in 1988 but noted that this would
result partly from cuts or postponements in public investment
outlays. Directors stressed, therefore, that spending restraint
should focus on current expenditures, including the elimination
of overmanning in the public sector. Directors also believed
that a wide-ranging tax reform, aimed at reducing the current
high marginal rates of income taxation and broadening the tax
base, should be given a high priority.

The authorities’ aim of moving toward a more flexible
interest rate regime and modernizing the financial system was
welcomed by Executive Directors. Directors emphasized the
critical importance of greater competition in fostering the
development of a diversified and efficient financial system.
They urged the authorities to rely less on selective credit
controls and more on a market-oriented interest rate structure
in conducting their monetary policy.

Directors were of the view that Malta’s comfortable current
account and reserves positions and its low external debt tended
to belie the underlying weakness of its competitive position.
The latter was especially evident in the continued reliance on
extensive quantitative import restrictions. Directors believed
that a lower real exchange rate was required for the external
balance to be compatible with a satisfactory level of activity
and productive employment. Directors welcomed the authorities’
intention to phase out the exchange rate guarantee scheme for
tour operators from the United Kingdom and urged them to do so
as early as possible.

Directors believed that there was a clear scope and need
for a faster pace of trade liberalization. Such a course would
help put downward pressure on domestic prices and enhance
economic efficiency.
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It is expected that the next Article IV consultation with
Malta would be held on the 24-month cycle.

The Executive Directors then turned to the proposed decision.

The staff representative from the Exchange and Trade Relations
Department said that it seemed best to accept Mr. Zecchini’s suggestion
to reconsider the approval of the exchange restriction in question during
the next Article IV consultation with Malta. At present, the staff did
not have information confirming that the authorities had either eliminated
the exchange restriction or intended to eliminate it shortly.

The Executive Board then took the following decision:

1. The Fund takes this decision relating to Malta's
exchange measures subject to Article VIII, Sections 2(a) and 3,
and in concluding the 1988 Article XIV consultation with Malta,
in the light of the 1988 Article IV consultation with Malta
conducted under Decision No. 5392-(77/63), adopted April 29,
1977, as amended (Surveillance over Exchange Rate Policies).

2. The restrictions on the making of payments and trans-
fers for current international transactions, as described in
SM/88/164 and SM/88/197, are maintained by Malta in accordance
with Article XIV, Section 2, except that the restriction on
exchange allowances for foreign travel and the restriction
evidenced by a bilateral payments arrangement with a Fund member
are subject to approval under Article VIII, Section 2(a), and
the guarantee of exchange rates for tour operators from a member
country is subject to approval under Article VIII, Section 3.
The Fund welcomes the authorities’ desire to eliminate the
guaranteed exchange rate and urges Malta to terminate the
guarantee and its other exchange restrictions as soon as pos-
sible.

Decision No. 9010-(88/160), adopted
October 26, 1988

4. GUYANA - OVERDUE FINANCIAL OBLIGATIONS - REVIEW FOLLOWING
DECLARATION OF INELIGIBILITY

i The Executive Directors considered a staff paper on the further
review of Guyana’'s overdue financial obligations to the Fund following
the declaration of Guyana'’s ineligibility to use the Fund’s general
resources effective May 15, 1985 (EBS/88/216, 10/21/88).

( Mr. Massé said that he welcomed the authorities’ commitment to
implement a comprehensive program of macroeconomic and structural
adjustment. Since the previous review, Guyana had made some payment of
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SDR charges and Trust Fund interest. Moreover, the authorities had begun
implementing some reforms in line with the policy framework paper that
was reviewed in July 1988. He took those steps as an indication of the
authorities’ strong intention to cooperate with the Fund to solve their
arrears problem. Nevertheless, much remained to be done before relations
were normalized and Guyana could once again use the Fund'’s resources.

As was shown in the staff paper, substantial financing would be
required to enable Guyana to clear its arrears to the Fund and the World
Bank, Mr. Massé remarked. Arranging such financing was likely to be a
somewhat lengthy and complex task, and he agreed with the staff that
establishment of a support group could substantially facilitate that
task. He looked forward to the Consultative Group meeting in early
November 1988 and hoped that donors would respond generously to Guyana's
request for assistance. Significant aid commitments by donors could
greatly ease the process of clearing the arrears.

Meanwhile, the authorities should implement without further delay
the policy measures envisaged in the policy framework paper, Mr. Massé
considered. It was imperative for Guyana to begin the adjustment process
as quickly as possible, as any further delay could only increase the
difficulties of adjustment later. Moreover, only a comprehensive and
consistent effort would have any noticeable impact and garner support
both domestically and internationally. An early and comprehensive
adjustment effort would re-establish Guyana’s credibility and go a long
way toward building a track record. Such a record should encourage
renewed and expanded financing from creditors and donors--financing that
was essential for Guyana to achieve medium-term economic viability. He
supported the proposed decision.

Mr. Enoch said that it was encouraging that the authorities had
begun to move in the direction of implementing the policy framework paper
approved in July 1988; their first steps toward that end were very wel-
come. There was inevitably an element of circularity in Guyana's case,
but he greatly hoped that that problem could be solved: as the staff
paper noted, to be viable, the full program would require substantial
external assistance; but that assistance was likely to be forthcoming only
following further policy actions by the authorities to strengthen donors’
and creditors’ confidence in the Guyanese economy, which had been seri-
ously damaged over recent years.

He endorsed the scenarios for a shadow program and the clearance
of the arrears which were contained in Section 3 of the staff paper,
Mr. Enoch continued. The meeting of donors scheduled for November 7, 1988
should be a useful step in that direction. Beyond that effort, establish-
ing a support group for Guyana might also be useful, although care should
be taken to avoid duplicating the role that was already being played by
the Caribbean Group for Cooperation in Economic Development.

The apparent lack of priority being given by Guyana to its obliga-
tions to the Fund even at the present stage was regrettable, Mr. Enoch
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said. Only 10 percent of total debt service payments made thus far in
1988 had been to the Fund--substantially less than to the Inter-American
Development Bank and commercial banks. While he fully appreciated the
difficulty in clearing the arrears to the Fund immediately, more substan-
tial payments should have been possible. Finally, the proposed decision
was acceptable,.

Mr. Goos commented that the intended reorientation of economic
policies had improved the prospects for a strengthening of the cooperation
between Guyana and the Fund and normalization of the relations between
Guyana and its other external creditors. However, the staff paper sug-
gested that several requirements were essential for the resumption of the
Fund’s financial support of Guyana. First, and most obviously, the
clearance of Guyana'’s arrears to the Fund through substantial payments to
the Fund in the immediate future could provide a crucial indication of
the authorities’ determination to cooperate fully with the Fund. The
second was the need for the authorities to demonstrate convincingly their
ability to restore medium-term viability through the sustained implementa-
tion of a comprehensive adjustment program. While he recognized that the
authorities had recently taken a number of important steps in the right
direction, those steps lacked the necessary degree of comprehensiveness.
It was essential for the authorities to establish a satisfactory track
record on the basis of a shadow program. In any event, such a track
record would constitute a prerequisite for possible use of the enhanced
structural adjustment facility, especially in light of the deep-seated
nature of the existing structural problems and the considerable uncer-
tainty surrounding the authorities’ present policy framework. Moreover,
he was concerned about what appeared to be the authorities’ wait-and-see
attitude, on the basis of which they seemed to be postponing any major
policy initiatives until the finalization of the associated external
financial arrangements. Prompt implementation of at least those policy
measures envisaged under the policy framework paper that would not require
additional external financing--and there seemed to be a number of such
measures--could greatly enhance the credibility of the authorities’
adjustment efforts.

His authorities continued to feel that a shadow program should cover
at least one year, Mr. Goos remarked. In addition, any front-loading of
Fund financing should be avoided in order to preserve the Fund’'s ability
to adequately assist the adjustment effort in the later years of the
adjustment period. Finally, but not least important, his authorities
continued to have strong reservations about bridge financing, in the sense
that the Fund’s disbursements would -be earmarked in advance for the
repayment of other creditors. Such an approach would undermine the Fund's
ability to assess without prejudice the progress in adjustment and to draw
the appropriate and necessary conclusions.-

A further condition for the Fund’s financial support was the
establishment of Guyana’s ability to repay future Fund lending, Mr. Goos
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considered. The staff’s medium-term assessment of the balance of payments
seemed to provide little assurance that that requirement could be met, and
staff comments on that matter would be helpful.

His authorities had not yet taken a final position on the question
of a support group for Guyana, Mr. Goos said. Like others, he wondered
whether it was not best to avoid taking a final position on that matter
until the outcome of the Consultative Group meeting of November 7, 1988
was known. It would be helpful to have the staff’s assessment of the
possibility that that group could be entrusted with the mandate to mobi-
lize the necessary financial support for Guyana. Finally, he accepted
the proposed decision.

Mr. Noriega considered that the contraction of economic activity and
the rekindling of inflation in Guyana in 1988 could be attributed to
several factors. The staff paper indicated that poor weather conditions
had hurt agricultural output, and that bottlenecks and transportation
problems had affected production, especially that of GUYMINE. It was
also possible that the initial steps toward liberalization and fiscal
restraint had had a short-run negative effect on overall economic
performance. However, at the present juncture, it was worrying that
dissatisfaction with economic results might cause the authorities to feel
disillusioned and to weaken their commitment to reformulating their
policies to bring them in line with the policy framework paper. It was
therefore important to move promptly to solve the arrears problem in order
to ease the tasks of the authorities.

The Government had recently made progress in restructuring the
parastatal sector and in stimulating nontraditional exports, Mr. Noriega
observed. Furthermore, the move in the direction of the policies con-
tained in the policy framework paper was welcome. However, while those
actions were commendable in themselves until a comprehensive program could
be introduced--and all the measures in the program were implemented
simultaneously--isolated measures would have only a limited impact on the
promotion of growth.

On several occasions his chair had stated that, in order for the
authorities to implement a credible program, they must have assurances
that the program’s financing requirements would be met, Mr. Noriega
recalled. Foreign financing was indispensable in Guyana's situation, but
such financing would be forthcoming only if donors and creditors could
detect a strong commitment by the Government to adopt a viable program.
One way in which to break that vicious circle was to have the Fund's
support, and the Fund had been active in eliciting the support of the
international financial community for Guyana. He continued to favor the
actions that were being taken by management, but in order for the Fund to
exercise an effective role in the future, there must be a clear signal
from the Guyanese authorities that they would attach top priority to
settling their arrears to the Fund. Therefore, in endorsing the proposed
decision, he urged the authorities to spare no efforts to resume payments
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to the Fund. In addition, the international community should seek means
to facilitate a rapid solution to the arrears problem, thereby encouraging
the Guyanese Government to move ahead.

Mr. Fogelholm said that Guyana seemed to be a positive exception to
recent cases of overdue obligations to the Fund in the sense that an
active effort was being made to deal with the arrears problem. That
effort, and the staff paper containing information on the available °
options, were welcome, It was clear that the task of eliminating the
arrears would not be easy; considerable external financing as well as
extraordinary debt rescheduling would be needed.

In the circumstances, Guyana was a good test case for the support
group concept, Mr. Fogelholm considered. A support group for Guyana
should be established as soon as possible; there was no reason to wait
until the return of the Fund mission scheduled for November 1988. As to
the choice of approaches, the second one described by the staff seemed to
be the most feasible and realistic; the arrears to the Fund, the World
Bank, and the Caribbean Development Bank were treated in a parallel
fashion. He had no difficulty with that approach, but he was interested
in the perceived role of the World Bank and the Caribbean Development Bank
in the process of eliminating the arrears.

The deterioration in economic performance during the current. year
was due both to unfavorable domestic factors, such as labor unrest, and
the overvalued exchange rate, Mr. Fogelholm remarked. Even though some
progress had been made by the authorities in removing price controls,
liberalizing imports, and enhancing efficiency of the public enterprise
sector, the need for a comprehensive adjustment program was even greater
than it had been during the previous discussion on Guyana, in July 1988.
Therefore, he warmly welcomed the authorities' commitment to policy
reforms. He wondered whether the staff saw any major stumbling blocks in
the way of the formulation and implementation of a shadow program. In its
paper the staff noted that there was agreement on a number of key policy
measures in the exchange rate, fiscal, and monetary areas. Nevertheless,
he wondered whether that discussion in the paper should be interpreted as
meaning that there was still a certain amount of disagreement between the
authorities and the staff. He also wondered whether the discussions
between the staff and the authorities during the 1988 Annual Meetings had
included an indication of the extent to which extraordinary financing or
rescheduling for Guyana was likely to be forthcoming.

Mr. Adachi said that he wished to associate himself with Mr. Goos.
The favorable developments since the previous review, especially the
authorities’ commitment to adjustment, were welcome. The authorities
should implement a comprehensive program without delay and formulate
specific policy measures for 1989 with the assistance of the staff. In
that connection, the staff should report to the Executive Board on a
timely basis on the progress that was being made, as the present stage
was crucial for the authorities as well as creditors and donors. . He
supported the proposed decision.
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Mr. Dallara made the following statement:

We are pleased by the measures taken by the authorities in
Guyana since the previous Board discussion on Guyana, in July.
These measures have reinforced the impression that Guyana was
determined to pursue its adjustment even in the face of a
difficult and deteriorating situation. Indeed, if the urgency
of action, both domestically and internationally, was not
evident in July, it certainly should be evident now, because the
deterioration of the economy was plain to see.

We were pleased in particular with the removal of some
price and import controls, the liberalization of some import
licensing procedures, and the rationalization of some public
sector enterprises. We also welcome the report that the author-
ities indicated in Berlin their readiness to implement the
policies envisaged in the policy framework paper. We also
appreciate that full and persistent implementation of these
policies will depend upon external support. But we strongly
urge the authorities not to delay vitally needed reforms until
all the required assistance is in place. We believe, for
example, that further measures could be taken at this stage to
liberalize the price system beyond the steps that have already
been taken, and to introduce positive real interest rates.
Indeed, there should be a sense of urgency in Guyana in view of
the deterioration that has occurred.

At the beginning of September, my authorities were visited,
as were others, by the Guyanese authorities, accompanied by Fund
and World Bank staff, to discuss issues related to Guyana's
adjustment program and the potential for external support. It
was clear that that mission did not produce the results that
some might have hoped for. But my authorities do not see this
as something that should lead to a sense of. discouragement among
the authorities or the Fund and Bank staffs. They did in fact
make progress in sensitizing capitals around the world to the
nature of the problem and the urgent need for action to solve
it. Indeed, we believe that it has helped lay the basis for
further cooperative and collaborative efforts, which we hope
will occur within the framework of a support group. We believe,
of course, that it was important at this stage to develop an
agreed scenario. For that reason, as well as many others, my
authorities are prepared to participate in a support group,
which, we believe, should be formed in the days and weeks ahead.

I would like to make one comment on the approaches sketched
out in the staff'’s status report on Guyana. We are not yet in a
position at this time to express a particular preference between
the two approaches presented in this paper. Furthermore, we
believe that it would be premature at such an early stage in
forming a support group to try to reach a definitive judgment on
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the approach to be taken. Indeed, the ultimate approach may lie
somewhere between the variations. The point is that one of the
key functions of a support group is to examine the trade-offs
and identify the advantages and disadvantages of alternative
courses of action.

As others have mentioned on the' specific issue of payments
to the Fund, we welcome the modest payments that have been made
by the authorities, and we fully recognize the critical con-
straints on foreign exchange that exist. Nevertheless, we urge
the authorities to make further payments in the period ahead as
the support group is organized and as progress is achieved in
identifying a workable financing scenario.

On the question of payments, we would welcome in this case,
and in others, as much information as might be available to the
staff on the member’s actual debt service payments and its
ability to pay. We hope that additional detail will be devel-
oped and presented in these documents in an effort to provide
the Board in these complex situations with a better basis on
which to reach judgments about the adequacy of efforts by
members to meet their financial obligations.

We believed that Guyana is well placed for the Board and
the Fund to begin applying the intensified collaborative
approach, to move ahead with the formation of a support group,
and to use the support group to address Guyana’s critical
problems, including its arrears to the Fund. In this connec-
tion, I would suggest one modest amendment to paragraph 3 in the
proposed decision. The final sentence of this paragraph reads:
"In keeping with the guidance provided by the Interim Committee
at its September 1988 meeting, the Fund remains ready to assist
Guyana in the development of a collaborative approach to the
resolution of Guyana's problems." Perhaps, given the progress
achieved in this case, we could take that sentence a step
further and say instead that "the Fund stands ready to work with
Guyana in an intensified collaborative approach to the resolu-
tion of Guyana's problems."

The staff representative from the Western Hemisphere Department
recalled that one of the questions was whether the staff envisaged any
major stumbling blocks in the implementation of a shadow program in
Guyana. Thus far, most of the staff’s discussions with the authorities
had been in the context of the implementation of the strategy laid out
in the policy framework paper, which called for the early clearance of
Guyana'’'s arrears to the Fund. The staff had been aware for some time that
clearing the arrears would be very difficult, and that it was appropriate
to consider a shadow program approach. The staff had not wished to
discuss such a program with the authorities in the early summer of 1988
because the staff had felt that such discussions might be interpreted by
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the authorities as meaning that the staff did not fully support the
approach that had been agreed in the policy framework paper. However, in
September 1988, the staff had discussed with the authorities the shadow
program approach, and the authorities’ response had been positive. The
authorities continued strongly to prefer the approach based on an early
clearance of the arrears to the Fund, but they were also interested in
starting the shadow program soon and in obtaining an indication of the
possible level of support for it. As was noted in the staff paper, the
shadow program approach would involve external assistance for a minimal
level of exports. Although the authorities had indicated their commitment
to the policies in the policy framework paper and had begun to move in the
direction of those policies, they still had certain economic and political
reservations about fully implementing those policies--particularly in the
exchange rate area--in the absence of some external support.

The medium-term balance of payments scenario was illustrative in
nature, the staff representative remarked. It assumed the continued
implementation of policies along the lines of those contained in the
policy framework paper and the absence of major adverse exogenous shocks.
Nevertheless, because of the substantial external debt and external debt
service, the projections indicated that, despite the expected improvement
in the trade balance and the external current account, Guyana would
continue to face, throughout the coming decade, the need for relatively
large exceptional financing in the form of either rescheduling or non-
project balance of payments support. It was for that reason that, in
both the policy framework paper and the present staff paper, the staff had
indicated the need for some form of extraordinary debt relief along the
lines endorsed by the Toronto summit. During the visits of the staff and
the Guyanese authorities to member countries, some of those countries had
indicated that they would be prepared to provide some debt relief once a
Fund-supported program was in place, but the countries had not offered any
detailed information on the possible relief. In addition, because of the
structure of Guyana’s debt, there was a need for significant support from
Trinidad and Tobago. That issue had not yet been formally discussed with
the authorities of Trinidad and Tobago. The Guyanese authorities had
indicated that they intended to approach Trinidad and Tobago in the coming
period.

The World Bank staff was considering recommending to its management
IDA loans to Guyana and perhaps some assistance for the bauxite sector,
the staff representative from the Western Hemisphere Department said.
The Caribbean Development Bank had indicated that, once the arrears were
cleared, it could provide Guyana with some balance of payments assis-
tance. Some of the World Bank loans to Guyana were channeled to the
country through the Caribbean Development Bank. That practice under-
scored the importance of clearing Guyana'’s arrears to the Caribbean
Development Bank.

Mr. Dallara remarked that he attached critical importance to close
and parallel efforts by the Fund and the World Bank in undertaking the
collaborative approach for dealing with Guyana in the coming period.
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Although he would not wish to prejudge what would ultimately be seen as
the appropriate scenario for dealing with Guyana, he strongly hoped that
the Fund and the World Bank would work closely together to' ensure that
the arrears to both institutions would be eliminated before either
institution made any policy-based lending to Guyana.

Mr. Kafka commented that Executive Directors clearly recognized that
the authorities had adopted policies in line with the measures contained
in the policy framework paper, and he was confident that to the extent
possible, the authorities would continue to do so in the future. However,
it was important to note that, while the authorities had clearly taken
appropriate actions, Guyana's creditors and donors had not done so. It
was difficult for the authorities to be hopeful if the other parties
concerned failed to act. Therefore, in addition to the amendment to the
decision that Mr. Dallara had suggested, paragraph 4 should read: "The
Fund will review again the matter of Guyana’s overdue financial obliga-
tions to the Fund...in light of actions taken by Guyana in the meantime
to settle its arrears to the Fund, implement the comprehensive adjustment
policies contained in the policy framework paper (EBD/88/170), and the
renewed and expanded financing from Guyana's creditors and donors referred
to in paragraph 3." It was clear that the authorities could do little to
clear their arrears in the absence of such financing.

Mr. Goos said that he wondered whether Mr. Dallara's amendment would
commit the Executive Board to the establishment of a support group for
Guyana.

The Acting Chairman responded that Mr. Dallara’s amendment would not
necessarily imply that a support group would be established. However, it
was clear, as the Executive Board had already been notified, that manage-
ment wished to explore setting up a support group for Guyana. Indeed, he
had already taken steps to call a meeting of Executive Directors from some
of Guyana's major creditors and donors to talk about the possibility of
establishing a support group. Further discussion on the idea was needed
before a final decision establishing such a group was actually taken.

Mr. Dallara’s amendment would not necessarily imply at the present stage
the Executive Board’'s endorsement of the establishment of a support group
for Guyana.

Mr. Goos noted that Mr. Dallara’s amendment included a reference to
the intensified collaborative approach. As he himself understood it, the
establishment of a support group was an integral part of that approach.
Accordingly, since Mr. Dallara’s amendment would state that the Fund stood
ready to work with Guyana in an intensified collaborative approach to the
resolution of Guyana'’s problems, the text seemed to say also that the Fund
would support the establishment of a support group for the country. His
authorities had not yet reached a final position on the establishment of a
support group for Guyana. Therefore, he preferred the present text, which
left open for the time being the various steps that could be taken to
assist Guyana.
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The staff representative from the Legal Department considered that
the amendment proposed by Mr. Dallara should not be construed as requiring
the establishment of a support group for Guyana.

The staff representative from the Treasurer’s Department recalled
that the Executive Board's latest report to the Interim Committee on
overdue obligations to the Fund referred to support groups and, in so
doing, mentioned that, in some cases, it would be important for the Fund
to take the initiative to establish such a group. The Executive Board
clearly had not intended that a support group would necessarily be
established in all cases.

Mr. Kafka considered that the amendment that he had suggested for
paragraph 3 was a matter of common sense: it seemed reasonable for the
Fund, in reviewing the case of Guyana, to take into account actions by
the authorities to implement comprehensive adjustment together with the
financing that might become available to Guyana.

Mr. Goos said that he agreed that reviewing all aspects of Guyana'’s
situation made common sense. However, he felt strongly that approval of
the proposed amendment to paragraph 4 should not be taken to mean that
the authorities would have an excuse not to implement substantive adjust-
ment measures if the full-fledged financial support that they expected to
receive did not materialize. As some Executive Directors had stressed,
the authorities should be able to implement a number of additional adjust-
ment measures--such as price and interest rate adjustments--without
substantial additional financial support. Such measures could substan-
tially reduce Guyana's need for external assistance.

Mr. Kafka remarked that his amendment was meant merely to state the
fact that, in reviewing Guyana’s situation, the Fund should take into
account the important factor of financial assistance.

Mr. Dallara said that he fully sympathized with Mr. Kafka, who had
noted that the Guyanese authorities had taken some actions while creditors
and donors had not yet acted themselves to support the authorities. At
the same time, he hesitated to support Mr. Kafka'’'s amendment, because,
while external financial support was critical to the successful implemen-
tation of a comprehensive adjustment program, the fact remained that
Guyana continued to have financial obligations to the Fund that were not
affected by actions or inactions of other member countries. He certainly
hoped that, on the occasion of the next review of Guyana, there would be
clear evidence of not only continued adjustment efforts by the author-
ities, but also financial support for the country. However, he did not
feel comfortable with any language that might suggest that, in the absence
of financial support, Guyana's legal obligations to the Fund would be
mitigated. That outcome was clearly not Mr. Kafka's intention, but it
could be read into the amended text.

Mr. Kafka considered that there was no danger whatsoever that the
interpretation that Mr. Dallara had described could be made of the text
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that he himself had proposed. After all, to take an extreme example, if
Guyana were to receive financial support but not pay its arrears to the
Fund, that fact should certainly be taken into account at the time of the
next review of Guyana's situation.

The staff representative from the Legal Department said that he
agreed with Mr. Kafka that the proposed amendment of paragraph 4 would
not exonerate Guyana's failure to fulfill its obligations to the Fund in
any respect. Mr. Kafka's amendment would expand the scope of the next
review of Guyana by clearly taking into account the financial support from
Guyana's creditors and donors.

Mr. Massé commented that, given the assurance provided by Mr. Kafka,
the fact that the proposed amendment would not have the legal effect of
requiring the Fund to establish a support group, and the fact that, in
practice, the Fund could .not expect Guyana to be able to pay the Fund all
the overdue financial obligations unless the country received support
from its creditors, the amendment proposed by Mr. Kafka was acceptable.

Mr. Chatah stated that he agreed with Mr. Massé.

Mr. Dallara said that, while he greatly sympathized with Mr. Kafka,
he continued to have some concern about the possible precedent that would
be set by the proposed amendment of paragraph 4. His concern might be
met if the present text of paragraph 4 were kept and the following sen-
tence were added: "The Fund will also review at that time developments
with respect to the renewed and expanded financing from Guyana’s creditors
and donors referred to in paragraph.3." The text that Mr. Kafka had sug-
gested expressed the expectation--rather than the hope--that additional
financing would be available. Some of Guyana’s creditors clearly remained
uncertain about the provision of additional assistance. He strongly
supported the establishment of a support group for Guyana, but in assist-
ing Guyana it was important to proceed in the fashion that was most likely
to be successful; presuming the renewal and expansion of financing would
not necessarily help to move ahead the efforts to establish a support
group.

Mr. Kafka commented that his proposal would not introduce an
expectation that financing would be available. - His proposed text merely
repeated in paragraph 4 a statement that was made in paragraph 3. His
text would not reasonably be seen as inferring any obligation on the part
of any of the parties concerned.

Mr. Enoch considered.that Mr. Kafka’s proposal was consistent with
the Executive Board'’s attempts to assess the ability and willingness of a
member country to repay the Fund. In each such case, the Fund should
examine the member country's financial resources. Given Mr. Kafka's
assurance that any shortfall in the desired financing would in no way
reduce Guyana’s requirement to make every effort to pay its arrears, the
proposed amendment was acceptable. The amendment was in effect a
clarification of the position toward which the Executive Board was moving,
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namely, to seek the maximum amount of information in any arrears case on
the member country’s financing availability and payments to creditors in
addition to the Fund. Alternatively, he could accept a more general
statement on the availability of financing in Guyana, which would be
consistent with the movement by the Executive Board, in its strategy for
dealing with arrears, to distinguish between member countries that could
pay the Fund and those that would not pay.

Mr. Dallara said that he wondered whether, in handling previous
cases of arrears, an Executive Board review had explicitly taken into
account external financing flows in the kind of fashion that was being
proposed with Mr. Kafka'’'s amendment. It was one thing to state that the
Fund intended to assess ability and willingness to pay. It was another
thing to broaden the responsibilities of the Fund. The Executive Direc-
tors were aware of the practical limitations facing Guyana and of the
place where the ultimate responsibility, in a legal sense, rested in
arrears cases.

The staff representative from the Treasurer’s Department recalled
that in a number of cases the Executive Board had expressed the hope--
as was mentioned in paragraph 3 of the decision under discussion--that
expanded or additional financing would be provided in support of a member
country's adjustment efforts. However, no previous decisions had included
a statement that a member country’s overdue obligations would be reviewed
in light of the extent of the provision of external financing.

Mr. Kafka said that an alternative to the amendment that he had
proposed was to end paragraph 4 with the word "earlier."

Mr. Dallara said that that proposal was acceptable.
The Executive Board then took the following decision:

1. The Fund has reviewed further the matter of Guyana's
continuing failure to fulfill its financial obligations to the
Fund in light of the facts and developments described in
EBS/88/216 (10/21/88).

2. The Fund deeply regrets the continuing failure by
Guyana to settle its arrears to the Fund, which are placing a
financial burden upon members and reducing Fund resources needed
to help others. The Fund notes that only modest payments have
been received from Guyana since 1985. The Fund again urges
Guyana to make prompt and full settlement of its overdue obliga-
tions to the Fund and stresses that settlement of these arrears
should be given the highest priority.

3. The Fund welcomes the authorities’ intention to
implement a comprehensive program of macroeconomic and struc-
tural adjustment. The Fund urges the authorities to take the
necessary actions to implement this program as a matter of
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urgency. The Fund hopes that adjustment efforts on the part of
Guyana will encourage renewed and expanded financing from
Guyana's creditors and donors. In keeping with the guidance
provided by the Interim Committee at its September 1988 meeting,
the Fund stands ready to work with Guyana in an intensified
collaborative approach to the resolution of Guyana’s problems.

4. The Fund will review again the matter of Guyana'’s
overdue financial obligations to the Fund at the time of the
1988 Article IV consultation with Guyana or within four months
from the date of this decision, whichever is earlier.

Decision No. 9011-(88/160), adopted
October 26, 1988

5. ZAMBIA - OVERDUE FINANCIAL OBLIGATIONS - REVIEW FOLLOWING
DECLARATION OF INELIGIBILITY

The Executive Directors considered a staff paper on the further
review of Zambia’'s overdue financial obligations to the Fund following
the declaration of Zambia’'s ineligibility to use the Fund'’'s general
resources effective September 30, 1987 (EBS/88/217, 10/21/88).

Mr. El Kogali said that Zambia's economic and financial situation
remained precarious; it had been compounded recently by shortfalls in the
output of copper--Zambia’s leading source of foreign exchange--owing to
production constraints caused by inadequate supplies of essential imported
inputs and spare parts. As a result, the country had been unable to take
full advantage of the recent, albeit temporary, improvement in the price
of copper. The authorities greatly regretted that they had been unable to
reduce Zambia's arrears to the Fund, and they had asked him to reassure
the Executive Board of their commitment to clear the arrears as soon as
the situation permitted them to do so. However, the magnitude of the
arrears--equivalent to 82 percent of exports--was such that the authori-
ties would require the collaborative efforts of the international com-
munity. While it was important for Zambia to make every effort to reduce
the arrears to the Fund, its ability to do so on its own was very limited.
In that connection, the emphasis should be on finding more durable and
practical solutions to the problem of Zambia's arrears.

The staff paper contained a reference to payments made to other
creditors, and his authorities did not wish that text to be construed as
meaning that they did not give the Fund the status of a preferred credi-
tor, Mr. El Kogali continued. The payments referred to were insignif-
icant--representing only 2 percent of estimated 1988 exports--and his
authorities wished to emphasize that the payments had been made explicitly
to refinance existing liabilities to ensure that imports of basic consump-
tion items would not be interrupted.
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The interests of the Fund and Zambia would be best served if both
parties worked together to formulate a realistic but comprehensive
adjustment program, Mr. El Kogali commented. Such a program should
include a feasible approach to the elimination of Zambia’s arrears. The
authorities had attempted to undertake such a program and had appealed to
the donor community and multilateral financial institutions for assis-
tance. There had obviously not been a full meeting of the minds between
the authorities and the donor community and multilateral financial insti-
tutions on the speed of adjustment and perhaps on the strategy that was
likely to be most effective. However, that problem was not insurmount-
able. Given the recent mandate of the Interim Committee with respect to
the problem of overdue obligations to the Fund, some degree of flexibility
might lead to progress. As an indication of their willingness to maintain
an effective dialogue with the Fund, the authorities had invited the staff
to visit Lusaka early in 1989 to appraise their new development plan and
the 1989 budget.

Mr. Enoch said that the staff paper conveyed depressing news.
Zambia's arrears to the Fund had risen dramatically since the country was
declared ineligible one year previously--they had increased by the stag-
gering amount of almost SDR 250 million. Nevertheless, the authorities
had still failed to make any payments to the Fund. As the staff had
noted, the Fund had received no payments since March 1987, although Zambia
had repaid other creditors and had had the benefit of a much improved
external environment, including stronger copper prices and lower oil
import prices. Indeed, by the authorities’ own account, they had received
larger inflows than they would have under a Fund-supported program. In
those circumstances, the fact that they had made no payments to the Fund
was doubly reprehensible, since by their own admission they had had
additional resources.

At the same time, the hopeful start that had been made in 1985 and
1986. in correcting Zambia's policies had clearly ground to a halt,
Mr. Enoch continued. At present, as at the time of the previous discus-
sion on Zambia, the Executive Board was being asked to wait on political
events. No serious response had been received to the offers that had been
made by the Board and the staff to try to help resolve Zambia's difficul-
ties, including the arrears to the Fund. It seemed that the present
improvement in external developments, such as the higher copper and lower
0il prices, was being used to avoid making the difficult decisions that
were required and which were becoming more difficult with every additional
day of delay.

Zambia’'s failure to treat the Fund as a preferred creditor--indeed,
its absolute discrimination against the Fund in failing to honor any of
its financial obligations to the institution--and the stalling of what
little progress there had been in moving toward policies that could help
to resolve the difficulties in the country, offered little if any evidence
that Zambia had been cooperating with the Fund to restore normal relations
with it, Mr. Enoch said. The evidence provided by what Zambia had done,




- 47 - EBM/88/160 - 10/26/88

rather than by what it had said, increasingly drew him to the conclusion
that the country was unwilling to repay the Fund even token amounts.

In the circumstances, while the reference in paragraph 4 of the
draft decision to holding the next review in six months was logical in
view of the coming Article IV consultation, it should not be seen as a
signal that the Executive Board was resigned to the continuation of
Zambia'’'s arrears over the longer run, Mr. Enoch remarked. While three-
monthly reviews had some disadvantages, it was better to replace them with
something than to drop them altogether. 1In some recent arrears cases, the
recent cases the Board had agreed to hold informal meetings as soon as the
staff mission returned from the country in arrears. Incorporating such a
solution into the proposed decision for Zambia might give the impression
of continuous surveillance, which would be a further enhancement of the
Board's procedures rather than in effect having the Board stand back--
something that would result from the present text of draft paragraph 4.
The text could be amended to state that the next review would be held
within three months. That solution seemed preferable, partly because the
timing of the next Article IV consultation seemed somewhat uncertain. The
next staff mission to Zambia was scheduled to take place in January 1989
but might not include Article IV discussions. He wondered whether the
staff felt that a report for the 1989 Article IV consultation with Zambia
could be circulated by April 1989. Unless paragraph 4 contained a refer-
ence to continuous surveillance or mentioned that the Executive Board
would look at Zambia’'s situation again as soon as the next mission to the
country returned to headquarters, he preferred to have paragraph 4 state
that the next review would be held within three months.

He hoped that the new staff paper on the modalities of intensified
collaboration could be advanced as much as possible, so that the Executive
Board could discuss it soon, Mr. Enoch stated.

Mr. Noriega recalled that during the first review of Zambia’'s overdue
obligations the Executive Board had harbored the hope that the rise in
international copper prices would enable the country to advance in its
efforts to normalize its relations with foreign creditors. During 1988,
copper prices had on average been better than in the previous year, and
weather conditions had contributed to bountiful crops; as a result, real
GDP was expected to record a positive rate of growth. It was disappoint-
ing that, despite those developments, Zambia had not made any payments to
the Fund. .

Some of the economic measures, such as the reduction in the list of
commodities subject to price controls, might signal a positive shift in
the Government'’'s policy stance, although he agreed with the staff that
the overall policies were still inconsistent with the stated objectives
of stabilizing the economic and financial situation and establishing the
basis for sustainable growth, Mr. Noriega continued. A comprehensive and
consistent program still had not been formulated, and, therefore, the
information that a new five-year plan was being prepared gave the
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authorities an opportunity.to launch a viable economic program. In that

connection, the Fund's views would be more useful if they were expressed
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resumption of payments to the Fund.

During the recent discussion on overdue obligations to the Fund, his
chair had stated its strong support for the intensified collaborative
approach by the Fund to solving the problem of arrears, Mr. Noriega
remarked. However, a sine qua non for such a solution was a strong
commitment by the authorities to maintain healthy economic policies.
Accordingly, he expected that, by the time of the next review, the Zambian
Government would have moved more forcefully in that direction. Meanwhile,
he supported the proposed decision.

Mr. Serre said that he too deeply regretted that Zambia had not
sought to meet any of its financial obligations to the Fund since the
second review, even though Zambia had made payments to other creditors.
Zambia'’s continuing failure to settle its arrears was placing a financial
burden on member countries and had reduced the amount of Fund resources
available to help other countries. Given the Interim Committee'’s
discussions at its meetings in September 1988, he urged the authorities
to treat the Fund as a preferred creditor. 1In that connection, he agreed
with the staff'’s proposal to keep the Executive Board informed of further
developments concerning Zambia at the end of the mission scheduled for
January 1989; the Executive Board planned to discuss before that time a
paper on the overall approach to solving the arrears problem.

As to Zambia's macroeconomic imbalances, there had been a strong
increase in copper prices and better food production owing to favorable
weather, which together had enabled the country to record a positive
growth rate, Mr. Serre noted. However, such developments had not elimi-
nated the basic imbalances in the economy reflected in the rate of infla-
tion, scarcities of essential commodities, the high rate of unemployment,
and the persistent budget deficit.

He continued to believe that the instruments in the New Economic
Recovery Program addressed the symptoms, rather than the causes, of the
economic imbalances, Mr. Serre went on. Therefore, the authorities should
adopt as expeditiously as possible measures to reduce the fiscal deficit,
liberalize prices, and adjust the exchange rate. In that connection, he
welcomed, as a first step toward economic recovery, the authorities’
intention to hear the Fund’s views on both the budget and the new
development plan to begin in 1989. The authorities should seize that
opportunity to assess carefully all the elements of the present situation.
He hoped that they would consider again the necessity of formulating a
comprehensive program to solve the deep-seated problems facing the
economy. .
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Mr. Goos said that he was very concerned because the authorities
continued to ignore the advice of the Fund and others to reconsider their
economic policy stance. The unsustainability of that stance was clearly
demonstrated by recent economic developments, especially the persistently
high rate of inflation, which was clearly a reflection of the seriousness
of the underlying financial imbalances. As had been stressed during the
previous Article IV consultation with Zambia, it was clear that continua-
tion of the current policies would be very detrimental for the economy and
would be at odds with the country’s urgent external financing needs and
with the willingness of donors to honor consistent adjustment efforts.

He agreed with previous speakers. that the solution to the problem of
Zambia's alarming accumulation of arrears to the Fund was becoming more
difficult with each day of delay in the adoption of a comprehensive and
decisive adjustment program, Mr. Goos commented. Time was indeed running
short, and the authorities should adopt such a program as a matter of the
greatest priority and make every effort to promptly settle their arrears
to the Fund.

He fully shared the concern that had been expressed by previous
speakers about Zambia'’s continued discrimination against the Fund in
making debt service payments, Mr. Goos said. It was striking to note
that a number of external creditors--notably the African Development Bank
and the European Investment Bank--continued to lend to Zambia without
policy conditions. Such lending was difficult to reconcile with the
cooperative approach to dealing with arrears cases, and the staff could
usefully comment on the matter and on the conditions that those institu-
tions usually attached to their lending.

He agreed that the timetable proposed in the staff paper for dealing
with Zambia’s arrears to the Fund appeared to lack the necessary sense of
urgency that would be commensurate with the dimension of the problem of
those arrears, Mr. Goos remarked. Rather than wait for the finalization
of the 1989 budget, he wondered whether it would not be more appropriate
to have an earlier staff mission that could provide some input into the
budgetary process and to the formulation of the new development plan. 1In
any event, he agreed with Executive Directors who favored earlier involve-
ment by the Executive Board in discussing developments in Zambia and the
prospects for eliminating the country's arrears to the Fund. For the time
being, he could. go along with the proposed decision.

Mr. Saha said that Mr. El Kogali’'s opening statement on the staff
paper contained indications that the authorities were taking steps to
address the economic and financial problems facing the country and that
such steps would eventually lead them to resume their cooperation with
the Fund. He welcomed the authorities’ intentions and encouraged them to
speed up the preparation of their new development plan, the implementation
of which would help them to solve their structural, economic, and finan-
cial problems and enable them to settle their overdue obligations and
remain current with their payments. Finally, he supported the proposed
decision. .
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Mr. Hogeweg said that the situation in Zambia was frustrating. He
agreed that the proposed decision was a reflection more of Zambia's
timetable than the Fund’s. He also agreed with Mr. Goos’s comments. The
proposed decision, with the amendment proposed by Mr. Enoch, was accept-
able. ' )

Mr. Fogelholm stated that the lack of decisive measures as a part
of the Government's efforts to correct the imbalances in the economy was
regrettable. It was worrying to note that no significant corrective
steps had been taken recently in line with the advice.provided by the
Executive Board during the latest Article IV consultation with Zambia.
He hoped that, at the latest, the next Article IV consultation with Zambia
would provide the basis for reorienting economic policy, leading possibly
to the adoption by Zambia of a shadow program in cooperation with the
Fund. Some encouragement to that effect had been given by the Zambian
authorities during the 1988 Annual Meetings, when they had expressed the
wish to receive the Fund's views on both the budget and the new develop-
ment plan.

The key elements of a comprehensive adjustment policy continued to
be deregulation of price controls, a more flexible exchange rate policy,
and more restrictive fiscal and monetary policies, Mr. Fogelholm noted.
The adoption of an appropriate economic reform program would be necessary
to restore the confidence of both donors and external creditors and to
pave the way for additional external assistance and other financing. The
recent increase in copper prices should improve economic conditions which,
in turn, should facilitate the implementation of appropriate adjustment
policies.

Zambia's growing overdue obligations to the Fund continued to be a
cause for serious concern, Mr. Fogelholm stated. The arbitrary limit on
external debt service payments and the discrimination against the Fund
were particularly regrettable. Zambia must give the highest priority to
servicing its financial obligations to the Fund. The country should make
payments to the Fund as an indication of the Government's wish to normal-
ize relations with the institution. Finally, he supported the proposed
decision, with the amendment by Mr. Enoch.

Mr. Adachi said that the authorities should reverse the unfortunate
course on which Zambia had been moving and should formulate a comprehen-
sive adjustment program with the assistance of the staff. As he under-
stood it, the authorities’ maneuverability would increase significantly
after the election of the new president, and comments on the election
would be helpful. As to the schedule of the next staff mission, the
staff should comment on whether an earlier departure than was now planned
would be instrumental to retaining the authorities’ willingness to cooper-
ate with the Fund. Finally, he supported the proposed decision, with the
amendment by Mr. Enoch.

The staff representative from the African Department noted that the
staff and the authorities had agreed during their latest discussions in
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Zambia that the authorities would prepare their own assessment of their
recovery program and would give the staff an opportunity to comment on

it. The result would probably be a comprehensive look at the policies
that should be adopted in the future. The authorities’ own assessment of
the recovery program had reached the staff of the World Bank but had not
yet been formally conveyed to the Fund staff. Thus, the staff felt
somewhat constrained to comment on it and was forced to change its sched-
uled mission to Zambia, as events had not moved in the manner that had
been agreed with the .authorities. At the time of the 1988 Annual Meet-
ings, the .staff had intended to visit Zambia in November 1988 specifically
to discuss the arrears problem. During the Annual Meetings, the authori-
ties had stated that the scheduled discussions in November would be
difficult for them because of the presidential and general elections in
late October and the political changes that were expected to be made.

In addition, a constitutional change had brought the budget cycle from
January to December, thereby leading the authorities to feel that November
1988 was not a good time for the staff mission. It was for those reasons
that the authorities asked the staff to visit Zambia in January 1989
rather than in November as originally proposed by the staff. It was,
however, clear that the authorities wished the staff to review the prog-
ress that the authorities had made and, to that end, they had asked the
staff to comment on their own assessment of the recovery program, which
the staff planned to do in detail with the authorities during the mission
in January. In addition, the staff expected to comment on their five-year
economic development plan and the 1989 budget to be presented in December.

The staff had held extensive discussions with the authorities on the
collaborative approach to the solution of arrears problems, the staff
representative commented. The authorities wished to hold further discus-
sions on that approach, so that, if a shadow program were negotiated and
agreed upon, they would be aware of the obligations that they would be
expected to assume. In the circumstances, the staff had accepted the
authorities’ invitation to visit Zambia in January 1989 to hold. the next
Article IV consultation, discuss the authorities’ five-year economic
development plan, review the budget, and pursue the collaborative approach
to solving the arrears problem. It was expected that further discussions
that would cover negotiations for a shadow program would follow. The
staff was not entirely pleased to be visiting Zambia only after the
presentation of the budget, but in the circumstances the staff had very
little option. In any .event, in the past, some missions to the country
had taken place after the presentation of the budget and had held very
useful discussions.

The staff representative from the Treasurer’s Department remarked
that the proposed timing of the next review was based on the expectation
that .it could be held at the same time as the next Article IV consulta-
tion with Zambia. The staff had indicated .that it expected to make an
oral report to the Board immediately after the forthcoming trip to Zambia
in order to keep Executive Directors informed of developments. . The
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appropriate review period in the case of Zambia was of course a matter of
judgment. The Executive Board could decide that an earlier review in,
say, three or four months would be most productive.

The staff representative from the African Department, responding to a
further question, said that the main task of the January 1989 mission to
Zambia would be to hold the Article IV consultation. It would be diffi-
cult to begin meaningful discussions with the authorities on a shadow
program at the present stage; it was essential to prepare the ground for
such discussions. At present, the authorities were maintaining policies
that were diametrically opposed to those that the staff felt were desir-
able. Accordingly, the staff attached importance to holding a preliminary
discussion with the authorities that could lead to further discussions on
a shadow program.

During its latest discussions with the authorities, the staff had
examined at length the possibility of Zambia’s starting to make payments
to the Fund, the staff representative from the African Department noted.
The authorities’ view was that the amounts that they owed were very large,
and that the amounts that they would be able to pay at the present stage
would be insignificant. They preferred to pay meaningful amounts at a
later stage and they hoped to be able to start making such payments after
the Fund had reached agreement with the authorities on a comprehensive
adjustment program. The authorities expected to be able to begin to make
payments after a shadow program, on the basis of the cooperative approach,
had been agreed.

Mr. Goos said that he was concerned by the authorities’ attitude
that they should continue to withhold payments to the Fund until the
cooperative framework was in place. The same idea had been mentioned
during the discussion at the present meeting on Guyana's overdue
obligations. He was worried that the Fund'’'s readiness to assist those
countries might be misunderstood by the authorities concerned, who might
believe that they did not have to make any additional payments until there
was a clear indication that money from the Fund would be forthcoming.
Those cases apparently raised serious moral hazard issues, and the Fund
should be very careful to avoid sending the wrong signal to the authori-
ties concerned. The Zambian authorities should be urged to make every
effort to pay the Fund, even if the payments were very small. Every
payment received by the institution would be taken as an indication of the
readiness and commitment of the authorities to cooperate with the Fund,
just as continued nonpayment would be taken as an indication of their lack
of readiness and commitment.

Mr. El1 Kogali commented that he doubted whether three months was
long enough to enable the authorities of any country to show evidence of
improvements in economic developments and policies. Frequent reviews by
the Executive Board would diminish the importance of the reviews in the
eyes of the authorities concerned and would therefore be counterproduc-
tive. The usual six-month period between reviews should give the author-
ities sufficient time to review and implement policies. The Executive
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Board should avoid using a standard approach to each and.every case of
arrears. Each case should be handled on a case-by-case basis to ensure
evenhanded and fair treatment. It was certainly not useful for the
Executive Board to hold reviews every three months and to send precisely
the same message to the authorities each time. Such an approach would
encourage member countries to see the Fund as a kind of collection agency
that made the same threats over and over again to countries with outstand-
ing debts to the institution. The countries that had arrears to the Fund
also faced serious economic problems and circumstances that were unique to
each of those countries. When conditions had improved in Sudan, the
Sudanese authorities had begun to pay the Fund. The institution should be
patient and cautious in dealing with Zambia or risk .deterioration in
relations that had led to accusations in that country that the Fund had
been conducting a smear campaign against the Zambian authorities. Rela-
tions with the authorities had through painful efforts .improved following
visits to the country by the staff, Mr. Abdallah, and himself, but the
relations between the Fund and Zambia remained delicate.

His authorities in Zambia and Sudan had been surprised to learn that
the Fund felt that the authorities were not giving the Fund preferred
creditor status, Mr. El Kogali said. They had stressed that both coun-
tries must make a distinction between payments to improve creditworthiness
and payments to ensure the very survival of people in the countries
concerned. Sudan had made payments for refinancing to ensure wheat
imports. 1In any event, the payments that Zambia had been made were not
large and were not meant to reflect on the authorities’ wish to cooperate
with and pay the Fund.

After a further brief discussion, the Executive Directors agreed
that paragraph 4 of the proposed decision should be amended to note that
the next review would take place within three months of the date of the
decision.

The staff representative from the Legal Department noted that, -in
the light of the agreed amendment of paragraph 4, the text of that para-
graph should not include a reference to the 1989 Article IV consultation,
as that consultation was to be held in January 1989 and would obviously
not be completed prior to the three-month period provided for in the
amended version of paragraph 4.

The Executive Board then took the following decision:

1. The Fund has reviewed further the matter of Zambia's
continuing failure to fulfill its financial obligations to the
Fund in light of the facts and developments described in
EBS/88/217 (10/21/88).

2. The Fund deeply regrets the continuing failure of
Zambia to settle its arrears to the Fund, which are placing a
financial burden upon members and reducing Fund resources needed
to help others. The Fund again urges Zambia to make prompt and
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‘full settlement of its overdue finan¢ial obligdtions to the Fund
and stresses that settlement: of these ‘arrears shodld be“given "~
the highest priority. The Fund notes that"no paynients have beén
“received from Zambia since March 1987 and urgés Zambid to’ '
reconsider the arbitrary limit'it applies to debt service *
payments and to take immediate steps to demonstrate that ‘it
accords highest priority to eliminating its arrears'to the Fund.
In this context, the Fund regrets thiat Zambia ‘Has not 'sought to « -
meet its obligations to the Fund while making payments to other
creditors. ' ‘

3. ' The Fund calls on Zambia to adopt a comprehensive -and
realistic adjustment program aimed at addressing Zambid'’s '
economic and 'financial imbalances as a matter ‘of 'urgendy. In
keeping with the guidance provided by the TInterim Committee at
‘its September '1988 meeting, the Fund-remains ready 'to -assist
Zambia in the development of a cooperativVe approach tc the
resolution of Zambia’s problems.

4. The Fund will review the matter of Zambia'’s overdue
financial obligations to the Fund'again within three months of
the date of this decision, in light of actions taken by Zambia
in the meantime to settle its arrears and begin implementing a-
comprehensive economic adjustment program.

Decision No. 9012-(88/160), adopteéd
October 26, 1988 o

APPROVED: April 27, 1989

LEO VAN HOUTVEN
Secretary [



