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1. NIGER - 1988 ARTICLE IV CONSULTATION, AND ENHANCED STRUCTURAL
ADJUSTMENT ARRANGEMENT

The Executive Directors resumed their consideration of the staff
report for the 1988 Article IV consultation with Niger and Niger’'s request
for an enhanced structural adjustment arrangement (EBS/88/237, 11/21/88;
Cor. 1, 12/7/88; and Cor. 2, 12/9/88), together with a policy framework
paper for Niger (EBD/88/335, 11/18/88). They also had before them a
statistical annex updating the previous background paper on recent econo-
mic developments in Niger (SM/88/265, 12/5/88).

Mr. Kabbaj made the following statement:

As set out in Mr. Mawakani’s opening statement and in the
staff papers, the authorities have made commendable efforts to
overcome the economic and financial imbalances that have arisen
in the economy since the early 1980s. These imbalances have
been due mainly to the drop in world demand for uranium, the
deterioration in Niger’'s terms of trade, and the severe drought
that has adversely affected the economy for many years.

Through the implementation of a package of structural
measures, including the rehabilitation and privatization of
a number of public enterprises, and by following appropriate
demand-management policies, the authorities have succeeded in
reducing substantially the prevailing distortions in the market
and price mechanisms. These measures were reinforced by some
fiscal policy measures, such as improvements in budgetary
management, the broadening of the tax base, and, to some extent,
by the introduction of a value-added tax.

Fortunately, favorable weather conditions in 1988 have
helped these measures to generate encouraging results. The
economy is estimated to have grown by about 7.1 percent in 1988,
compared with a decrease of 0.7 percent in 1987, while the rate
of inflation for the first half of 1988 was about 1.6 percent
above its 1987 level, and is expected to increase by about
2.6 percent for the whole year. Moreover, the fiscal deficit
on a commitment basis, excluding grants, is estimated to be
lower than targeted; and the external current account deficit,
including official transfers, is expected to be 2.9 percent of
GDP, compared with 4.1 percent in 1987.

As shown in the policy framework paper, the thrust of
the authorities’ plan is to diversify the economy, to enhance
production and exports, and to strengthen marketing and pricing
policies. These objectives are appropriate and will result in
improved competitiveness in the whole economy.

Similarly, the authorities are giving special attention to
the social impact of the reforms. They are determined to raise
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the standard of living, especially that of the lower-income
classes, as well as to improve the status of public education
and the national health service.

However, the large budget deficits that the Govermment is
facing in 1988/89 are worrisome. Given this situation, it seems
that the authorities have no choice but to make further recourse
to foreign resources to finance the public sector investment
program. To cope with the problem, I hope that the authorities
will be able to implement measures to boost domestic resources.
In this respect, I welcome the restructuring of the national
development bank (BDRN), the carrying out of the banking system
study, and the implementation of the latter's recommendations
in consultation with the Fund and the World Bank with the aim
of mobilizing potential savings and of improving resource
allocation.

The estimated trade deficits over the period 1988-93, owing
to the depressed state of the world uranium market, are a cause
for concern. I therefore again underscore the importance of
expanding and diversifying the productive base; joint efforts by
the authorities and the World Bank are of vital importance to
this end.

The success of the envisaged plans and measures are highly
dependent on donor countries’ commitments, as well as on the
financial and technical assistance of international organiza-
tions, particularly that of the Fund and the World Bank. In
view of Niger's development and reform program, I warmly endorse
the proposed decision.

Mr. Adachi said that Niger had made steady adjustment efforts and
impressive progress under Fund-supported arrangements since 1983. The
major structural reforms had improved the efficiency of the economy, and
all performance criteria had been met through September 1987. With the
assistance of favorable weather, the Nigerien economy was expected to
enjoy high growth and low inflation rates in 1988. However, Niger was
still facing a fragile balance of payments outlook, being overshadowed by
the unfavorable prospects for uranium exports and by the uncertainty with
respect to agricultural output. Despite the authorities’ substantial
efforts thus far, those should be intensified to bring the economy to a
growth-oriented adjustment path. In that respect, he welcomed the author-
ities' commitment, as emphasized by Mr. Mawakani in his opening statement.
It was also gratifying that further rehabilitation of public enterprises
was planned in the 1988/89 program, and that pricing policy would be
liberalized further.

However, the country’s heavy reliance on external assistance was a
serious cause for concern, Mr. Adachi remarked. The current account,
excluding official transfers, as well as the trade balance were projected
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to deteriorate over the program period, yet external viability was
expected to be restored in 1992. The assumptions underlying the baseline
scenario no doubt pointed to the downward risks. Any slowing in the
disbursement of foreign budgetary assistance, unexpected lower exports, or
drought could jeopardize the attainment of the program’'s objectives.

The uncomfortable balance of payments prospect underscored the
necessary role for prudent fiscal policy, Mr. Adachi commented. In that
respect, the fiscal revenue shortfalls in 1988 were a matter of concern;
and although the strengthening of the tax administration was expected
to yield substantial benefits, the 1988/89 program could be excessively
ambitious on the revenue side. He was concerned that the proposed
program, which incorporated a significant increase in public investment
outlays, could be overly optimistic. Nevertheless, he greatly welcomed
Mr. Mawakani's indication that the authorities were willing to take
additional measures in case of slippages, and also the information just
provided by the staff.

It was his chair’s firm belief that resources under the enhanced
structural adjustment facility should support only far-reaching medium-
term adjustment programs, embodying both strong macroeconomic and struc-
tural measures, Mr. Adachi pointed out. It would be regrettable if the
proposed program fell short of expectations. On condition that the
authorities developed and implemented supplementary measures--especially
for strengthening the fiscal position--and taking into consideration the
country'’s good performance record, he supported the proposed decision.

Mr. El1 Kogali made the following statement:

I fully endorse Niger's program under the enhanced struc-
tural adjustment facility, as it is the most appropriate
facility in view of the country’s structural weaknesses and
the authorities’ commitment to structural adjustment, as amply
demonstrated by their performance under the past two structural
adjustment arrangements. The focus of external assistance
to Niger should be on strengthening the economic and social
infrastructure, because the country'’s fragility in this respect
is more pronounced than in most African countries. Such weak-
ness is evidenced by the estimated ratio of savings to GDP in
1988 of 4.2 percent, investment to GDP of 9.8 percent, tax
revenues to GDP of 9.9 percent, and by the adult literacy rate
of about 14 percent and the primary school enrollment ratio
of 25 percent. At the same time, while 70 percent of GDP is
derived from the unpredictable informal sector, the country
depends on uranium for 80 percent of its export earnings, for
which the future is dim. Surely, under these circumstances, the
authorities’ must give priority to the restructuring and diver-
sification of the economy. It was therefore gratifying to note
from Mr. Mawakani'’s opening statement that the authorities are
according top priority to diversification.
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The authorities are to be commended for the tremendous
progress made toward restructuring and diversification in
1987/88 under the second structural adjustment arrangement,
especially in the areas of deregulation and public enterprise
reform. I agree with Mr. Mawakani that substantial progress
was made in the liberalization of prices, marketing, and trade
policies. At this juncture, the authorities have made a prudent
.......................
converting to an enhanced structural adjustment arrangement,
which gives them greater access to Fund resources--150 percent
of quota--as well as another three years of collaboration in
their restructuring effort with the Fund, the World Bank, and
other creditors. This should provide, inter alia, badly needed
financial and technical assistance and debt relief. I agree
with the thrust of the envisaged program and with the staff
appraisal. However, greater stress should be placed on struc-
tural policies than indicated in the staff papers, with
increased priority being given to rural development, followed by
public investment, and public enterprise reform.

Since the potential for broadening and deepening the
production base and for diversifying exports lies in rural
development, I welcome the authorities’ measures under the
1988/89 program for investment in this sector, and those aimed
at improving natural resource management. In this respect, I
have noted World Bank Directors’ concern about the impact of
the deteriorating environmental conditions on agriculture, and
I join them in urging the authorities to improve the integration
of agriculture, livestock, research, and extension services. I
also see the need for considerable emphasis on primary, adult,
and vocational education, and on other extension services by the
Government in order to achieve concrete results in rural devel-
opment. Whatever restructuring is done to the public investment
program or to the financial system to reorient investment toward
rural development, such resources can only be utilized fruit-
fully once education and training levels have been elevated
reasonably. I hope that the authorities will complete the
deregulation of pricing and marketing to promote efficiency
and to enhance the role of the private sector.

I fully support the progressive reduction of the budget
deficit, and have noted that the deficit will expand slightly
in 1988/89, owing entirely to increased investment expenditure.
However, given the low level of development in Niger, external
financing will continue to play a crucial role in the medium-
term development of the economy, as the ratio of domestic
savings to GDP is projected to rise to only 5.9 percent by 1991.
In this connection, I support the authorities’ endeavors to
broaden the tax base--at least, to capture the informal sector--
and to strengthen tax administration, which should result in
some increase in the ratio of fiscal revenues to GDP.
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With respect to the ongoing reform of the public enterprise
sector, I commend the authorities for their exemplary perfor-
mance thus far, especially in the legal and institutional field,
and in the preparation of contract plans. They should proceed
with care and complete the entire program of rehabilitation and
privatization as scheduled; such action should invigorate and
give more room to private enterprise, especially given the
background of deregulated prices and the liberalized external
trade environment. I support the proposed decision.

Mr. Rieffel made the following statement:

The authorities have shown commendable determination in
implementing macroeconomic and structural reforms over the past
five years. It is gratifying that they have been able to reach
agreement with the staff on access to the enhanced structural
adjustment facility. I support the proposed decision, and
generally concur with the staff appraisal.

Beginning with performance over the past year, I join other
Directors in expressing disappointment over the slippages in
fiscal policy that occurred. It is encouraging, nevertheless,
that the program remained on track. The delays in implementing
some components of the public enterprise restructuring program
were also disappointing, particularly the fact that benchmarks
relating to performance contracts with some enterprises were
missed. Given this slippage, it is surprising to find that
there are no performance benchmarks relating to the public
enterprise sector under the first annual enhanced structural
adjustment arrangement.

Looking ahead, the program objectives in the fiscal area
are clearly of central importance. The policies for 1988/89
seem generally adequate; but I agree with the staff that it is
essential to accelerate efforts to strengthen tax administra-
tion. On the expenditure side, I have the impression that there
has also been some slippage in the completion of a review of the
civil service. I will be interested to hear more about how the
results of the review will be implemented at the time of the
midterm review of the program.

With respect to structural policies, I continue to place
considerable importance on reforms in three areas. First, in
the area of pricing policy, I was hoping that under an enhanced
structural adjustment arrangement it would be possible to move
more quickly to eliminate preset profit margins and fixed price
ceilings. 1In particular, is it appropriate to maintain fixed
price ceilings for petroleum products? Second, in the area of
parastatal reform, both the policy framework paper and the
program under the first annual enhanced structural adjustment
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arrangement list quite a few measures that will be taken.
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toward achieving the objective of "improving the efficiency of
the sector and reducing its size." The staff should explain
what the obstacles are to faster progress in the parastatal
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sector reform in the 1988/89 program, although a study of the
banking system is due to be completed before the end of the
program year. The recommendations of this study should be

1mn19mpnf—nd with some urgency to reinforce the broad effort to

..............................

increase the role of the private sector in Niger's economy.

Turning to the medium-term outlook, I have noted the staff
view that balance of payments equilibrium could be reached in
1892, It is somewhat of a cause for concern, however, that the
major factor in the strengthening of the balance of payments
appears to be substantial increases in official grants and net
capital flows from public sources. By contrast, the improvement
in foreign exchange earnings appears quite modest, and may even
vanish if uranium prices fall below the projected level.

I have two comments of a procedural nature. While there
are reasonable structural benchmarks under the first enhanced
structural adjustment arrangement, at least one structural
target should be given the status of a performance criterion--as
has been done in other cases--to underscore the importance of
structural reforms in reaching the economic objectives of the
country.

In a different vein, I appreciate the information provided
in the staff paper, both in the section on the medium-term
outlook and in the staff appraisal, on Niger's capacity to repay
the Fund. Such information should be pulled together, as has
been done here in the staff papers, on all requests for the use
of Fund resources. 1In the case of requests for enhanced struc-
tural adjustment arrangements, however, it would be useful to
look beyond the normal horizon of three to five years to get a
sense of how large repayments to the Fund will be when the
principal payments on the enhanced structural adjustment loans
begin,

I hope that the authorities will continue their economic
reform efforts with determination, and I am pleased that they
have been able to take advantage of the enhanced structural
adjustment facility.

The staff representative from the African Department said that the
Govermment'’'s net position with the banking system was targeted to improve
considerably under the program, and that the enhanced structural arrange-
ment resources would assist in that respect. Nonetheless, the staff and
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the authorities were concerned about the deterioration of the Government's
deposit position with the Central Bank and were most eager to see a
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reconstitution of the position to that held in the past.

Both the Fund and the World Bank staff believed that business confi-
partly to the tax reform and to the reduction in tariff and value-added
tax rates, the staff representative noted. The latter had affected the
fiscal budget negatively, but had been received very well by the private
sector. A private sector round table in June had highlighted the rela-
tively favorable circumstances of the business community.

It was neither easy to mobilize resources from the private sector nor
to sell public enterprises, and thus it was the view of the Bank that some
delays in the privatization program were not unexpected, the staff repre-
sentative continued. In any event, the delays involved the implementation
and finalization of privatization agreements, not the postponement of
sales. The authorities were actively conducting negotiations to sell
public companies and, like the Fund and the Bank staff, believed that the
privatization effort was well monitored and progressive. The banking
sector study was to be completed during the program year, during which the
staff hoped that the target of privatizing 11 companies would also be met.
In that connection, a recently returned Bank mission had indicated that
the schedule of measures in respect of Niger's development bank had been
implemented and should lead to a meeting of potential private partners in
1988. An evaluation of those measures, together with that of the actions
taken in the civil service, would be key elements of the upcoming program
review. Some slippages had arisen in implementing the latter actions, but
they had been related to delays in completing the relevant study, not to
insufficient determination on the authorities’ part.

With respect to the concern expressed about the marketing ineffi-
ciencies of public agencies in the agricultural sector, it should be
noted that an important structural reform of the agency in charge of
cereals marketing aimed at completely excluding that agency from such
marketing, and therefore at relying on private channels to market cereals.
The main cereals agency was now confined to managing food security, which
was a large task in itself. The Bank viewed the reform of the cereals
marketing agency as a significant positive step, although some ineffi-
ciencies might continue to exist given that the private sector was not
necessarily very competitive. Moreover, legal questions had to be con-
sidered carefully to avoid replacing one monopoly with another.

The import and export projections under the enhanced structural
adjustment arrangement were somewhat different from those under the
structural adjustment arrangements because of the new base year--1988--
used to make projections under the former, the staff representative
explained. The actual amount of imports in 1988 had been much less than
the relatively large amount projected under the structural adjustment
arrangement, owing to delays in the investment program; but such invest-
ment would accelerate, and therefore import growth was projected to be
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faster over the new three-year program than envisaged previously. The
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of the adjustment program and thus with the authorities’ investment
effort, provided that the latter was monitored well and allocated effi-
ciently. With respect to the export projections, although uranium sales
to foreigners were projected to grow somewhat less under the envisaged
than under the former program, the 12 percent growth rate was not insig-
nificant and was realistic. Moreover, including the data for livestock
and agricultural exports in 1987/88, total exports were currently
projected to grow at a more moderate pace than under the earlier struc-
tural adjustment arrangements; and the current account deficit would be

moderately larger.

Niger had a comfortable reserve position, the staff representative
added. Reserves would increase during the program period by about
SDR 10 million; and, although that rise would be less than under the
structural adjustment arrangement, the ratio of reserves to imports would
decline only slightly from more than 5.6 months of imports to 5 months at
the end of the program period. Reserves would have to play the role of a
contingency fund to offset risks to the program, such as drought or lower
than projected uranium prices. It was appropriate to provide for some
strengthening of reserves in absolute terms for a landlocked country like
Niger with a balance of payments outlook that was subject to some downside
risks.

The program's fiscal projections had struck an appropriate balance
between extremes, the staff representative remarked. The fiscal adjust-
ment had to be ambitious, particularly with respect to revenues, which
were targeted to increase by an average of 10 percent a year. The revenue
measures had been well elaborated for the first year of the program; but,
for the latter two years, they would have to be defined in a manner based
on the experience gained with the tax reform introduced in 1988/89. The
revenue targets were ambitious, but not to an inappropriate degree that
would have been difficult to back up with effective measures. The staff
had stressed the need for, and the authorities were very committed to,
reducing the budget deficit, especially excluding foreign financed capital
outlays. The latter consideration was an essential element of the
program, as the fiscal budget relied excessively on external budgetary
assistance.

The staff agreed with Mr. Goos that the investment program would have
to be adjusted downward if capital inflows were lower than envisaged, the
staff representative commented. In a sense, the link between the two
would be automatic given that a large fraction of investment in Niger was
financed from abroad. Indeed, in the past, a common reason why investment
targets had not been achieved was that foreign disbursements had been
lower than expected--which had obviously not affected the Government's
budget position, excluding foreign financing. Allocations for education
and health expenditures had declined in 1987/88, but the staff certainly
did not expect that actual disbursements in those expenditure categories
would also fall, as there were still unallocated funds in the treasury
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account and as the various expenditure categories of the budget were
forecast to increase in lire with the program’s overall fiscal
projections.

The staff believed strongly that the core of the program lay in the
effort to diversify out of the uranium sector, which was subject to
uncertain international prices, the staff representative from the African
Department concluded. The investment and diversification program moni-
tored by the World Bank should ensure an adequate strengthening of the
agricultural sector and the diversification of exports over the next three
years. In that connection, an important structural measure taken by the
authorities had been the elimination of export taxes, which had been
stressed in the staff paper. That action would have a favorable effect
on exports, and on incentives in a number of areas in the economy.

Mr. Mawakani said that he entirely supported the comments made by the
staff representative. He confirmed that the authorities were committed to
continuing their adjustment effort. The authorities had already decided
to proceed with privatization; and despite the fact that some delays had
occurred in implementing the privatization program--arising from the need
to evaluate the assets of public enterprises and of the possibilities to
pay--that delay had not been of the authorities’ making, but had been due
to existing circumstances. Moreover, some progress had been achieved, and
was continuing with respect to the reform of the pricing and marketing
arrangements, although it was necessary to keep in mind that if such
reform was too fast, the population’s social welfare would suffer.

During his visit to the Fund in November, the Secretary of State for
Budget had noted that the fiscal reform had been implemented, but that,
owing to a shortfall in revenue and in spite of the authorities’ conse-
quent adoption of measures to reduce expenditure, the fiscal deficit
target could not be achieved under the current program, Mr. Mawakani
continued. The authorities were well aware of the difficulties and would
take all necessary measures to correct the situation.

Mr. de Groote added that he wanted to welcome the new Director of the
African Department to the Board, after the most successful completion of
his former ministerial responsibilities, and his agreement to offer his
experience to the Fund in the crucial area of Africa, where the credi-
bility of Fund policies was being put to the test.

The Chairman made the following summing up:

Executive Directors agreed with the thrust of the views
expressed in the staff appraisal. They commended the authori-
ties for the adjustment programs implemented since 1983 and the
substantial progress achieved in reducing the structural distor-
tions and constraints impeding growth, as well as in keeping
aggregate demand in line with available resources. They wel-
comed the progress achieved in implementing further structural
reforms under the 1987/88 program supported by the structural
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adjustment facility, notably the reduction in the scope of price
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controls and of intervention by official agricultural agencies--
thereby permitting greater flexibility in the agricultural
pricing system--and the rehabilitation and privatization of a

number of public enterprises. Directors noted with satisfaction
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the drought-related decline in 1987, that the external position
had strengthened, and that the inflation rate had declined
significantly. However, they expressed concern over the con-
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evidenced by the relatively low ratio of taxes to GDP. Hemnce,
they emphasized the need to reinforce tax administration and to
widen the revenue base.

With regard to the medium term, Directors noted that
Niger’'s growth and balance of payments prospects remained
difficult, because of the unfavorable prospects for uranium
demand, the limited base of non-uranium exports, and the wvulner-
ability of agriculture to climatic conditions. In view of
these circumstances, they welcomed the decision of the authori-
ties to reinforce the adjustment process, with the support of
arrangements under the enhanced structural adjustment facility.
They emphasized, however, that the envisaged program would
require careful monitoring given the constraints under which
Niger was operating, and that an even stronger effort than
contemplated by the program might indeed well prove necessary.

The Directors noted that the Government's new program
placed emphasis on stimulating private sector activity, diver-
sifying agricultural production, completing the restructuring of
the public enterprise sector, rehabilitating the banking sector,
and continuing to improve domestic resource mobilization and
public resource management. Directors welcomed the liberaliza-
tion measures that had already been taken and noted their
favorable impact on agriculture. They stressed the importance
of eliminating the remaining restrictions in the price system
and further simplifying external trade regulations in order to
encourage economic activity and diversification in a competitive
environment. While welcoming the actions under way to complete
the privatization of nonstrategic public enterprises, Directors
urged the authorities to move quickly to rehabilitate the other
key public enterprises and the banking sector.

Directors emphasized the importance of giving high priority
to achieving the projected improvement in the overall fiscal
position. They stressed that the rigorous implementation and
monitoring of the envisaged revenue measures were critical so
that corrective actions could be taken promptly if any slippages
were to occur and reliance on foreign budget support could
diminish gradually. Moreover, the revenue effort would have to
be sustained over the three-year period in order to widen the
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revenue base and to increase the ratio of tax collections to
GDP. On the expenditure side, Directors pointed to the impor-
tance of restraint in current spending and of allocating more
resources for recurrent costs and for sectors such as education
and health. With regard to the public investment program--which
is to rise over the program period--they stressed the importance
of efficient allocation of resources so as to support export
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viability over the medium term.

Directors noted that Niger was expected to continue to
benefit from significant external financing on concessional
terms and from grants in support of the investment effort, and
thought that such assistance was justified given the :anH—mr-u-

ties’ track record and their resolve to pursue, and intensify if
necessary, sound adjustment policies.

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

The Executive Board then took the following decision:

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

2. The Fund notes the updated policy framework paper for
Niger set forth in EBD/88/335.

3. The Fund approves the arrangements set forth in
EBS/88/237, Supplement 1.

Decision No. 9039-(88/179), adopted
December 12, 1988

2. CENTRAL AFRICAN REPUBLIC - 1988 ARTICLE IV CONSULTATION, AND
STRUCTURAL ADJUSTMENT FACILITY - SECOND ANNUAL ARRANGEMENT

The Executive Directors considered the staff report for the 1988
Article IV consultation with the Central African Republic, and the Central
African Republic’s request for the second annual arrangement under the
structural adjustment facility (EBS/88/228, 11/9/88), together with a
policy framework paper for the Central African Republic (EBD/88/320,
11/8/88). They also had before them a background paper on recent economic
developments in the Central African Republic (SM/88/257, 11/28/88).
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The Managing Director made the following statement:

There follows for the information of Executive Directors
the text of a memorandum that I have received from the President
of the World Bank to serve as the basis for my statement on
the matter to the Board. This text summarizes the main points
covered by the Executive Directors of the Bank and IDA in their
December 1, 1988 discussion in Committee of the Whole of a paper
entitled "Central African Republic - Policy Framework Paper."

1. Executive Directors expressed their general support
for the adjustment program of the Govermment of the Central
African Republic as described in the policy framework paper
discussed at the meeting of the Committee of the Whole on
December 1, 1988. They expressed admiration for the efforts

and the continued commitment of the authorities to the program
despite unfavorable external circumstances, in particular the
deterioration of the terms of trade and the appreciation of the
CFA franc. They encouraged the authorities to continue their
resolve in spite of the failure to achieve the growth targets of
the first policy framework paper. It was generally recognized
that the Central African Republic faces a long-term effort to
establish sustained growth. Indeed, Directors expressed concern
that the scenario presented in the policy framework paper did
not show adequate growth, and questioned whether the targets
retained in the policy framework paper did not imply excessive
social costs.

2. Serious concern was voiced by the Directors about the
impact of liberalization while the currency is appreciating.
The staff explained that efforts were under way to support a
regional approach to this problem, working with the six coun-
tries of the UDEAC customs union who all share the same
currency.

3. The Directors indicated that the Fund and Bank staff
must make additional efforts at analyzing and discussing the
exchange rate issues and/or alternative measures to stimulate
growth and enhance competitiveness with the appropriate regional
authorities.

4, Directors noted the progress made in the major compo-
nents of the adjustment program. The reform in civil service
was particularly encouraging, despite some implementation
delays. They urged the Government to pursue this effort which
is essential to the twin objectives of reducing the wage burden
on the budget and improving the quality of public administra-
tion. This readjustment in budgetary allocations should permit
more spending on material and services, thereby reinforcing the
quality of government services, in particular education and
health.
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5. The Directors voiced their concern that the policy
framework paper did not include any statement on environmental
issues, and urged that future policy framework papers should
give adequate attention to environmental concerns.

6. The program will cause hardship to the population,
particularly those living in cities. The efforts of the Govern-
ment to alleviate some of this hardship through a program of
assistance for civil servants that choose to participate in
the voluntary departure program or are dismissed is much appre-
ciated, but may not be enough. Directors also noted that the
deregulation of economic activity should substantially assist in
invigorating the private sector where most employment creation
will have to occur in the years to come, but may pose some
burdens on particular segments of the population. More atten-
tion needs to be given to the social dimensions of adjustment.

7. The financing needs of the economy of the Central
African Republic will be significant in the 1988-91 period, but
are expected to fall off after that. Directors expressed the
hope that the donor community will support the adjustment
program with sufficient amounts of concessional financing. Debt
relief and quick disbursing loans, within the context of the
Special Program of Assistance for debt-distressed countries,
should provide significant contributions, while continued
support for growth-oriented investment projects will remain
essential.

The staff representative from the African Department said that on
December 8, the authorities had provided the staff with information on
fiscal budget developments during the first nine months of 1988, which
indicated that significant revenue shortfalls had emerged, in part owing
to falling imports and to continued structural problems. For the year as
a whole, despite the measures adopted at the end of August, the revenue
shortfalls were projected to be CFAF 4 billion, equivalent to 1.2 percent
of GDP; that shortfall would increase the budgetary financing gap from
the equivalent of 2.9 percent of GDP assumed under the present program to
about 4 percent of GDP. Fiscal revenue projections for calendar year 1989
had also been revised downward, resulting in a fiscal deficit equivalent
to 12.4 percent of GDP compared with the 10.9 percent foreseen earlier.
The financing gap for the second half of the program here would therefore
also be larger than programmed.

The staff expected that the financing gap could be closed despite
the more adverse fiscal revenue trends, the staff representative observed.
Discussions with the authorities and the Secretariat of the Paris Club
on December 9 and 10 indicated that the budget deficit could be financed
fully during the program, assuming that a standard Paris Club rescheduling
would take place and that disbursements from the European Communities (EC)
and under the Stabilization System for Export Earnings (STABEX) would



EBM/88/179 - 12/12/88 - 16 -

be made. A large unprogrammed disbursement under STABEX had been made
already in 1988, and others were expected during 1989 to cover shortfalls
in coffee, cotton, wood, and tobacco exports. The EC had also committed
financial resources to be disbursed in early 1989 in the event of a Fund-
supported adjustment program. Furthermore, the Central African Republic
was eligible for resources under the World Bank’s Special Program of
Assistance.

To ensure that the authorities’ expectations would be met and that
their adjustment efforts were strengthened appropriately, a Fund mission
would visit Bangui in early 1989, the staff representative commented. The
mission would review the 1989 fiscal budget, assess the outcome for the
1988 fiscal budget, and revise the medium-term outlook. A fiscal tech-
nical assistance mission was expected in Bangui at about the same time,
mainly to review the general income tax, but also to examine the struc-
tural problems of revenue collection. In addition, the technical assis-
tance provided by France to the Customs Department was to become fully
operational in early 1989. 1In early February, the World Bank planned to
discuss the result of the public expenditure review mission that took
place in October/November 1988 and to prepare a seminar on public sector
resource mobilization, to be held later during the year. The Bank had
also scheduled a structural adjustment loan supervision mission for March
1989.

The information provided by the authorities also demonstrated that
two indicative targets relating to the reductions in external and domestic
payments arrears had not been met in September, owing partly to delays in
obtaining debt rescheduling and in receiving external financing, the staff
representative noted.

According to information provided by the authorities and by the
World Bank, a number of actions had been implemented as scheduled under
the timetable for structural measures, while others were encountering some
delays, the staff representative remarked. Progress in that area was
being monitored closely by the Bank and appeared to be broadly satis-
factory.

Mr. Obame made the following statement:

The staff report for the 1988 Article IV consultation with
the Central African Republic and request for arrangements under
the structural adjustment facility as well as the accompanying
documents provide an accurate description of the economic
difficulties facing the country and the adjustment efforts
undertaken to tackle them. The authorities broadly endorse the
staff’'s analysis of policy implementation and the economy’s
prospects for the medium term.

The overall performance of the economy in 1987 was mixed
and somewhat below expectations. In the real sector, despite
the substantial growth in the primary sector reflecting mainly
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higher subsistence crop production and a sharp increase in
construction activity in the secondary sector, real GDP growth
is estimated to have decelerated further, reaching only 1.4 per-
cent in 1987, compared with a target of 3.3 percent under the
program. This outcome is due partly to the stagnation in
manufacturing, mining, and utilities production, as well as in
public service activities.

Reflecting the slowdown of overall economic activity,
fiscal and external performance were less than satisfactory.
Thus, in the fiscal sector, the overall government deficit, on
a commitment basis and excluding grants, exceeded the program
target by more than 2 percent of GDP owing to a significant
decline in fiscal revenue. Also, in the external sector, the
large deterioration in the C.A.R. terms of trade led to a
deterioration in the external current account deficit that was
significantly higher than programmed.

These rather unfavorable financial developments should not
mask the satisfactory implementation of structural measures over
the past two years, as can be seen in Table 13 of the staff
report (EBS/88/228). 1Indeed, remarkable achievements have been
made in some key policy areas. For example: the setting up
of a three-year rolling investment program; the creation of a
research service for rural development; the liberalization of
prices and the trade regime; the abolition of import licenses
and quotas; the elimination of restrictions on the marketing of
local products; and the containment of the wage bill.

Furthermore, substantial efforts have been made in the
rehabilitation of the parastatal and the agricultural sectors.
For instance, in the parastatal sector, the Government has
launched several actions leading to the reorganization of the
liquidation management and privatization procedures of several
public enterprises. Additional financial measures have also
been implemented to rehabilitate the main public utilities. As
regards the agricultural sector, among other measures, the
marketing of foodcrops has been liberalized and a new policy
related to wood production and the promotion of the export of
wood products has been put in place.

Despite the progress made so far, particularly in the area
of structural reforms, the economy continues to face structural
and financial imbalances. The authorities are well aware of
these imbalances and intend to pursue their ongoing adjustment
efforts and policies, as described in the policy framework paper
covering the period 1988-90 (EBD/88/320).

As indicated in the policy framework paper, the major
macroeconomic objectives over the next three years are: to
achieve an annual rate of growth of real GDP of 2.5 percent; to
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contain the rate of inflation as measured by the GDP deflator to
about 2 percent a year on average; and to reduce the external
current account deficit, excluding official unrequited trans-
fers, to about 13 percent of GDP by 1991.
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jectives, the authorities vi
need to speed up the ongoing structural reforms as crucia
They are therefore continuing progressively to open the economy
to market forces by encouraging private sector initiative and
by reducing the role of government in the production and trade
sectors. Their strategy will focus on the following five areas:
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public investment; the enlargement of the productive base of the
economy with continued implementation of agricultural programs
and industrial policies; the improvement and the strengthening
of public finances through, inter alia, the implementation of
tax and tariff reforms; the reinforcement of the civil service
and educational system reforms; and the acceleration of the
rehabilitation of parastatals.

—

Consistent with the orientation of the medium-term frame-
work under the second structural adjustment arrangement for
1988/89, which started in July 1988, the following objectives
have been set: to achieve a real growth rate of 2 percent; to
contain the rate of inflation to about 1 percent; and to reduce
the external current account deficit to a level close to 18 per-
cent of GDP.

Even though the growth objective is too conservative
relatively speaking, the authorities will place emphasis on
pursuing structural reforms with a view to fostering higher
growth rates in an environment more favorable to the private
sector. At the same time, they will be focusing on the imple-
mentation of more stringent fiscal policy that involves both
revenue-raising and expenditure-containing measures.

Structural reforms under the 1988/89 program are well
detailed in the staff report and encompass various areas. In
the agricultural sector, most of the structural measures are
aimed at enhancing the efficiency and production of the cotton,
coffee, forestry, and foodcrop sectors. For instance, the
efforts to restructure SOCADA (the cotton development agency)
are being pursued under the emergency program established in
late 1986. Similarly, the authorities are streamlining the
operations of CAISTAB (the stabilization fund for coffee) under
the program supported by a World Bank structural adjustment
loan, by reducing its export activities and by leaving exporting
functions to the private sector. In the forestry sector, rebate
of export taxes on wood products and of import taxes on spare
parts and forestry equipment are in force.
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As underlined in the staff report, the most far-reaching
structural measure to be implemented during the two-year period
1988-89 is a phased reduction of about 2,000 civil servants.
Despite the high social and political costs of such a measure,
the authorities are taking steps to implement it. To that end,
laws and decrees relating to voluntary departures and to the
personnel pool (redundant personnel in each ministry) were
issued in August 1988; the personnel pool has been legally
operational since November 1988.

Regarding financial policies, the authorities see the
strengthening of the budgetary situation as a key element of
their adjustment effort. To that end, and as can be seen in
Table 7 of the staff report, far-reaching measures of tax reform
are being implemented and others are envisaged in the near
future, to enhance revenue. On the expenditure side, efforts
are also being made to contain the wage bill and other expenses
at a level compatible with available resources, although the
already low level of spending on material and services is
seriously affecting the quality of government services. 1In the
same vein, steps have been taken to monitor closely some cate-
gories of expenditures in order to avoid the re-emergence of
extrabudgetary outlays. The authorities are of the view that
these fiscal measures, combined with the ongoing structural
policies, will contribute to reducing gradually the internal
and external imbalances.

The authorities recognize that they still have much to
achieve in restoring internal and external financial equilibrium
and in putting the economy on a sustainable growth path. They
are therefore committed to pursuing their adjustment efforts
with the assistance of the international financial community,
particularly the Fund and the World Bank. They wish to stress
that, since the economy is beset mainly by structural rigidities
that require long-lasting solutions with adequate resources,
they hope that the necessary support will be forthcoming from
donors and creditors to facilitate the adjustment process.

Extending his remarks, Mr. Obame said that the authorities wished to
emphasize that, despite the delay in the Board’s consideration of their
request for a second structural adjustment arrangement--owing mainly to
some internal administrative and legal procedures for adopting certain
measures and to the several late payments made to the Fund--they had been
steadily implementing the program that had started in July of the current
year. The most recent information indicated that fiscal revenues had
fallen short of the performance targets as a result of unforeseen develop-
ments beyond the authorities’ control. In any event, the authorities had
taken necessary steps to prevent any slippages on the expenditure side of
the fiscal budget. The staff mission that was expected to visit Bangui
shortly would provide an opportunity to reassess the fiscal revenue
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outturn and to work with the authorities on additional fiscal measures
that might be necessary to enhance performance, particularly in the 1989
fiscal budget. The most recent information confirmed that the authorities
were continuing to make remarkable efforts at structural reform. He
suggested that the staff representative from the World Bank comment on
that important aspect of the adjustment process in the Central African
Republic.

Mr. Serre made the following statement:

Despite some progress made by the authorities in the recent
past, the Central African Republic still faces serious struc-
tural and financial problems; the economy remains vulnerable to
external shocks, and the fiscal budget and external deficits
are expected to remain large and the debt burden heavy. Conse-
quently, the situation requires stronger adjustment measures
and, more than anything else, the authorities'’ deep determina-
tion in implementing such measures.

The staff paper makes it clear that much work is still
required to achieve sustainable growth in sound economic condi-
tions. In this respect, it is a deep cause for concern that a
large part of the reforms designed previously are still not well
on track. Therefore, 1 support the emphasis that the authori-
ties’ adjustment strategy has put on both structural and public
financial policies. With respect to structural policies, I
welcome the measures aimed at reorganizing the Ministry of
Rural Development, along with the reforms of the cotton, coffee,
foodcrop, forestry, and livestock sectors. It is of the utmost
importance to upgrade the whole agricultural sector, as its
growth potential remains significant. As for the public enter-
prise sector, the reform seems to be well on track. However, I
hope that the ongoing studies will be completed quickly and that
the conclusions will be translated into operational decisions.

The authorities’ initiative to create an environment
conducive to increasing the share of private investment in GDP
is welcome, particularly the creation of the promotional agency
for small and medium-size enterprises.

Taking into account the regrettable slippages that have
occurred recently in public financial policies, I stress that
it is of paramount importance for the successful outcome of the
program that the fiscal sector recover. It is necessary for the
authorities to become more stringent in monitoring budgetary
policy. To compensate for the decrease in fiscal revenue, the
authorities should implement fully the measures contained in the
supplementary budget adopted in July. In particular, the fight
against fraud, the tax reform, and the reduction in the size of
the civil service must be pursued rigorously and with substan-
tial determination to avoid further slippages.
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It is of the utmost importance for the authorities to
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order to enhance confidence in their relationship with the
international financial community, thereby allowing timely
disbursement of external financing.
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I agree with the assessment of the policy framework paper
that the problems of the C.A.R. economy are structural in
nature, and thus can only be solved in a medium- to long-term
framework. I hope that the authorities will be committed
resolutely to pursuing their adjustment efforts, and I support
the proposed decisions.

Mr. Templeman made the following statement:

It was quite appropriate for management to postpone consid-
eration of the Central African Republic’s Article IV consulta-
tion and its request for a second structural adjustment arrange-
ment from December 5, in view of the questions that have been
raised about the viability of the program. In fact, my chair
has approached the proposed program under the second structural
adjustment arrangement with some uneasiness, in view of the
quite poor performance under the stand-by arrangement and first
annual structural adjustment arrangement. Not only were some
benchmarks missed, principally with respect to external arrears,
but also, several important macroeconomic targets were not
achieved. Admittedly, there were some unfavorable exogenous
factors at work, especially the sharp drop in the terms of
trade. That development also had an adverse effect on tax
revenues. Still, fiscal performance has been chronically weak.

It is regrettable that the program year for the second
structural adjustment arrangement began more than five months
before Board consideration of the program. Since then, I
understand that the prior actions required, as cited on page 38
of the staff paper, have been taken. But, a number of struc-
tural reform measures on the timetable under the second annual
structural adjustment arrangement, shown on pages 33-37 of
the staff paper, which were to have been taken by now seem
to have been only partially completed. In addition, the new
information that revenue will again fall substantially short of
projections--adding to the financing need--raises questions
about whether the Board should approve the program under these
circumstances.

Certainly, some progress has been made over the past year
or so in establishing an appropriate array of pricing incen-
tives, in creating a more favorable macroeconomic environment,
and in bringing about some structural and institutional reforms.
Decontrol of some prices in June 1988 and the planned completion
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of decontrol by next March are important. The positive real
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the appreciation of the CFA franc seems to be sending wrong
signals about the price of scarce foreign exchange. In the

macroeconomic area, the low rate of growth of monetary aggre-
gates and low, or even negative, inflation rate would normally
be viewed as favorable factors. However, to the extent that
they reflect weak demand and weak growth, they are symptoms of
underlying problems. In the key fiscal area, there clearly
remain serious problems. The record with respect to structural
reforms is more favorable, especially concerning trade liberal-

ization and agricultural and public enterprise reforms.

Appropriately, fiscal policy measures are described by the
staff as the "main instrument" for reaching the aims of the
program. However, the target reduction of only 0.8 percentage
point in the ratio of the fiscal deficit--excluding official
transfers--to GDP does not seem very ambitious, particularly
since the entire reduction is to come on the revenue side of the
fiscal budget, where performance has been chronically weak. And
the most recent data suggest that even this reduction will not
be achieved.

I welcome structural reforms in the fiscal field, such
as tax reform, public enterprise restructuring, the intent to
reduce the number of civil servants by 2,000, and the commitment
to avoid both extrabudgetary expenditures and the accumulation
of any new arrears. Especially important is the need for prompt
implementation of tax reform measures to expand the domestic
revenue base and to make the Central African Republic less
vulnerable to unexpected world trade developments. In this
connection, the projection of no increase over the medium term
in the ratio of fiscal revenues to GDP is puzzling.

On the expenditure side of the fiscal accounts, the cost of
severance pay from the reduction in overstaffing and the con-
tinued stabilization of the cotton and coffee sectors will
contribute to an actual increase this year in the ratio of
government spending to GDP. Rising severance pay may be inevi-
table; but, with respect to subsidies, the staff should explain
why it describes the continuation of such expenditure as "indis-
pensable.” Over a relatively short period of time, there may be
a socioeconomic case for assigning subsidies such importance;
but it is not clear why subsidization should be open ended,
particularly in view of the clear need to diversify the economy.

Continued progress in reforming the public enterprises and
in encouraging private enterprise will be extremely important,
both for achieving a higher growth rate and for diversifying
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exports. The role of the World Bank will be important in the
first area, as will be the regular adjustments of public enter-
prise prices in line with operating costs.

Balance of payments performance has been disappointing.
While worsened terms of trade have not helped in this respect,
levels of both export and import volume have been weak. The
current real effective exchange rate of the CFA franc raises
serious questions about prospects for export growth and diversi-
fication, and about the outlook for achieving a viable balance
of payments at acceptable rates of real growth. Certainly,
exchange rate stability and the existence of a regional central
bank provide a useful discipline in avoiding the pattern of
monetary expansion, inflation, and currency depreciation that
have sometimes plagued other countries. Nevertheless, the
burden placed on fiscal policy to restrict demand--and possibly
growth--in defense of the exchange rate, seems rather heavy.
This factor might also help to explain the Central African
Republic’s prolonged use of Fund credit. Moreover, the
prospects for continued trade liberalization may be undermined
by doubts about international competitiveness. 1 note that
Executive Directors at the World Bank, in discussing the new
policy framework paper, indicated that, "IMF and Bank staff must
make additional efforts at analyzing and discussing the exchange
rate issues and/or alternative measures to stimulate growth and
enhance competitiveness with the appropriate regional authori-
ties." The staff could usefully comment on this matter.

In assessing the medium-term outlook for balance of pay-
ments viability, I welcome the indication that there might not
be a financing gap after 1991 and that the authorities will try
to avoid debt rescheduling after 1988-89. However, such an
outcome will apparently take place in the context of low rates
of economic growth, slow growth of foreign trade, and no decline
in the ratio of external debt to GDP. In fact, the staff paper
acknowledges that the Central African Republic faces "a very
difficult medium-term structural and financial outlook and
protracted balance of payments disequilibria.” All these
factors underline the need for very firm implementation of the
program under the second structural adjustment arrangement and,
if anything, of an even stronger effort beyond.

The Board cannot ignore the fact that the Central African
Republic has a record of slow repayment to the Fund. The
medium-term projections show a debt service ratio to the Fund
alone rising to a peak of 6.1 percent of exports in 1989.
Therefore, 1 welcome the arrangements that the authorities have
made to enable the country to remain current in its financial
obligations to the Fund during the program period.
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I have listened with interest to the explanations given by
the staff and by Mr. Obame on the shortcomings that have already
appeared in the program and its financing, and of the circum-
stances behind such difficulties. My authorities are well aware
that progress has been made under the program, and of the
positive aspects of the adjustment and reform actions that are
to be taken during the remainder of the program. I am somewhat
reassured by the statements made concerning the focus on means
of avoiding and compensating for revenue shortfalls in the
future, which will be examined by Bank and Fund missions in
January, and by the indication that heroic Paris Club debt
relief is not anticipated to fill the larger financing gap. On
this basis, but only with serious reservations, especially about
an adverse precedent that could be set, I support the request
for a second structural adjustment arrangement.

The Chairman said that Directors would carefully note the reserva-
tions of Mr. Templeman.

Mr. Kiriwat made the following statement:

I am in broad agreement with the staff appraisal and can
therefore support the proposed decisions.

The authorities are to be commended for their successful
implementation of major structural measures under the first
structural adjustment arrangement, as well as under the World
Bank’s structural adjustment loan, despite very difficult
external developments. It is particularly gratifying that
significant progress has been achieved in removing price con-
trols, liberalizing the trade regime, restructuring parastatals,
and reforming the agricultural sector. These measures, together
with the improvement in rural transportation, have contributed
to increases in the food supply and to a sharp decline in
general prices during 1987,

However, the economy remains fragile, and most macroeco-
nomic targets under the first structural adjustment arrangement
have not been met. It is therefore imperative for the authori-
ties to persevere with their long-term adjustment efforts and to
prevent a recurrence of slippages and delays in policy implemen-
tation. Under the Central African Republic’s circumstances, it
is also important that these efforts be accompanied by adequate
and timely concessional external financing. The experience
during the first annual arrangement shows the substantial
unfavorable impact, particularly on the growth and fiscal
deficit targets, of the delay in obtaining full funding of the
investment program from donors. In this respect, I agree with
the staff that an adequate response from donors will be crucial
for the achievement of the program’'s objectives.
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I note that the growth target has been revised downward,
reflecting a continued difficult external environment and the
scaling down of public investment expenditures. While I agree
that the target should be attainable in general, I wonder
whether the growth target for 1989--about the same as the
population growth rate--is not too low in view of the continued
decline in per capita income over the past three years. At
this stage of structural reform, an increase in per capita
income would be crucial for the sustainability of the adjustment
program. The staff should comment on the possibility of the
Central African Republic obtaining more grants or concessional
flows to enable it to achieve a faster growth rate in the coming
year.

I agree that significant reduction of the fiscal deficit
will contribute positively to the overall performance of the
economy. However, as pointed out in the staff paper, this is
the area where progress seems to be very slow, and where there
have been repeated failures to meet program targets during the
past eight years. While I realize the dominant role played by
various external factors, with the benefit of hindsight, the
repeated failures might also be due to the staff setting overop-
timistic performance targets without properly taking into
account the particular characteristics of the Central African
Republic, including its administrative capacity to implement
various adjustment programs. Under the circumstances, I welcome
the authorities’ commitment to resume the path of fiscal adjust-
ment, especially through significant reduction of the wage bill
and full implementation of tax reform, including the reinforce-
ment of tax administration.

Efforts should continue to be directed toward improving
external competitiveness and enlarging the export base. In
this respect, I agree with the staff that, in the absence of a
flexible exchange rate policy, further structural and liberal-
ization measures will be required to strengthen the private
sector and to improve its efficiency. Nevertheless, the author-
ities should study further the appropriateness of their exchange
rate policy within a regional context.

Mr. Enoch said that the staff papers were interesting and helpful,
but obviously reflected the fact that the bulk of analysis had been
carried out in the early part of the current year. Even though the
difficulties that had created such a time lag before the Board discussion
were understandable, he was somewhat uneasy about analyzing a country in
which the situation was bound to have changed in a number of respects from
that described in the staff papers. The updated information given by
Mr. Obame on the recent implementation of policy measures and by the
staff on performance in 1988 were welcome.
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It was clear from the staff papers that the authorities had shown
commendable commitment in 1987 in implementing the structural measures
envisaged under their adjustment program, Mr. Enoch commented. The list
of measures described in the staff papers was impressive. In particular,
the substantial progress made in liberalizing prices, abolishing restric-
tions on the marketing of local production, and improving feeder roads was
welcome. Indeed, those reforms already appeared to have had some sort of
impact on increasing agricultural output.

Nevertheless, as the staff paper made clear, overall performance in
1987 had been mixed and, indeed, somewhat below expectations, Mr. Enoch
noted. Thus, despite the authorities’' diligent implementation of struc-
tural measures in 1987, there had been a considerable slippage in the
implementation of financial policies. The latter was due partly to
shortfalls in fiscal revenue and partly to incomplete implementation of
planned expenditure restraints. In particular, the savings that should
have resulted from the "three-for-one" salary savings rule in the civil
service had been offset by promotions, extrabudgetary expenditure, and
the provision of fringe benefits. The authorities should not permit
recurrence of those slippages and should ensure the full implementation
of the envisaged measures under the current financial program. In that
connection, the program for further cuts in the civil service seemed to be
of central importance.

The slippage in implementing financial policies was obviously not the
only reason for mixed performance of the economy, Mr. Enoch continued.
The Central African Republic suffered from a further serious deterioration
in its terms of trade in 1987, with the prices of nearly all of its major
export crops falling markedly. In addition, some of the performance
shortfalls could be related to the highly fragile and perilous initial
position on which the reforms had necessarily been grafted. For instance,
domestic savings had been negligible and sometimes even negative, and
international reserves had been low. As a result, the country could not
obtain anything near the full benefits possible from the good coffee crop
in 1987, as the authorities did not have sufficient budgetary resources to
permit full and timely purchase of the crop.

In addition, the limited administrative capacity of the Central
African Republic had clearly set additional constraints, Mr. Enoch pointed
out. The fajlure to provide satisfactory documentation to ensure full
World Bank credit flows, which had led to significant fiscal revenue
shortfalls, was a clear example. Given the ambitious range of structural
and financial reforms envisaged under the proposed program, the limited
administrative resources would have to be used as effectively as possible.

The other factor that had undoubtedly contributed to the relatively
disappointing performance in 1987 had been the exchange rate, Mr. Enoch
noted. The staff paper suggested that the currency had appreciated in
real effective terms by about 10 percent since 1985. Given the deterio-
rating external environment facing the country, that movement had inevi-
tably caused major difficulties. The failure of the structural reforms to
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have a significant impact on economic performance beyond the agricultural
sector thus far was attributed by the staff paper largely to the lack of

activity in the economy, activity that clearly could be stimulated by a
more appropriate exchange rate.

Looking to the future, the exchange rate was likely to continue to
impose serious costs on the country, Mr. Enoch considered. There was no
prospect for any significant progress toward establishing medium-term
economic viability without continued large concessional capital inflows.
The overall growth rate was projected to rise only very slowly from
its current rate of about 2 percent a year, which was below the rate
of growth of the population; and even by 1992, per capita income was
projected to be below that reached at the end of 1985. Not only was the
lack of activity in the economy likely to continue to jeopardize the
success of the structural reforms, it would also make more difficult the
implementation of the financial reforms envisaged under the program. He
noted that in their understandable concern to protect the incomes of small
farmers, the authorities had not reduced the producer prices of some major
export crops, and thus had to increase the subsidies to marketing boards.
An exchange rate adjustment would have permitted producer prices in local
currency to have been maintained while reducing the need for fiscal
subsidies.

As his chair had noted before, each country obviously had the right
to choose its own exchange rate system, Mr. Enoch stated. However, from
the point of view of the Fund, it was a matter of concern when an adjust-
ment program had to be designed that might well impose a higher degree of
austerity and might have less impact on stimulating growth than would be
the case with an adjustment of the exchange rate included.

The important point had been made on page 40 of the staff paper that
arrangements had been made to enable the Central African Republic to
remain current in its payments to the Fund, Mr. Enoch remarked. The staff
could usefully comment on those arrangements. With the updated infor-
mation and assurances given by the staff, he endorsed the authorities’
efforts at structural and financial reform and supported the proposed
decisions, even though he foresaw a continued difficult economic future
for the Central African Republic.

Mr. Marino said that he was encouraged by the main thrust of the
policies implemented by the authorities under the first annual structural
adjustment arrangement, particularly those directed at correcting the
institutional rigidities in the economy. Certainly, the progress made
in liberalizing prices and the trade regime, containing the wage bill,
revamping the parastatal sector, making more efficient the production and
marketing of agricultural products, and promoting wood exports would be
significant building blocks on which to base the development process.

The economic and financial policies that the authorities would adopt
under the second annual structural adjustment arrangement seemed to be
consistent with the attainment of the growth rate, inflation rate, and
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balance of payments objectives, Mr. Marino stated. He shared the same
oncerns expressed by some Directors with respect to the growth objective
of 2.5 percent a year through 1991, and hoped to see efforts directed at
revising it upward in the future. Moreover, he agreed with the staff that

the balance of payments projections were fragile; the vulnerability of the

Central African Repnubhlic to external shocks fram climatic chancee and
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those relating to the prices of the country'’'s export commodities in world
markets, remained unsolved. The program targets should therefore be
reviewed with flexibility, as the attainment of internal and external
balance in the economy would depend greatly on the vagaries of world
commodity prices and on luck with respect to weather conditions. The
authorities should be patient in waiting to reap the benefits of their
adjustment efforts and should persevere with the structural reforms.

He commended the authorities for their efforts to reduce the wage
bill and to strengthen public finances in general, Mr. Marino remarked.
The transition costs associated with that effort would be ameliorated
to the extent that the private sector responded vigorously to the new
economic environment. In that connection, it would be very important that
the public investment program contemplated for the next few years was
complementary to private sector undertakings, and therefore that great
. care should be given to project selection in the public sector to ensure
that it carried an adequate social rate of return.

The donor community should support the Central African Republic’s
adjustment effort with generous amounts of fresh funding, and the authori-
ties should continue fostering an environment conducive to growth,

Mr. Marino added. He endorsed the proposed decision.

Mr. Archibong made the following statement:

The staff has documented the difficult economic and
financial situation confronting the Central African Republic.
Structural impediments, unfavorable external developments, and
inadequate fiscal policies are, in large measure, the underlying
causes of the economy’s problems. However, since the early
1980s, the authorities have made commendable efforts to adjust
their economy with the support of a number of stand-by arrange-
ments. Moreover, the three-year structural adjustment arrange-
ment that was initiated in 1987 must be seen as representing the
authorities’ continued genuine search for a solution to the
problems of the domestic and external imbalances and of insuffi-
cient growth.

Unfortunately, despite the implementation of the program
under the first structural adjustment arrangement, economic
activity has remained depressed. This implies probably that the
authorities need to undertake a long-term effort to establish
sustained growth. Given that the policy framework paper does
not appear to provide a medium-term scenario on attaining
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adequate growth, there may be some concern about the need to
accelerate the pace of economic activity over time to contain,
inter alia, the growing unemployment problem.

Performance under the first structural adjustment arrange-
ment seems to have been largely satisfactory in view of the
country’'s economic environmment. Even though lack of budgetary
resources impeded any improvement in fiscal performance, success
has been achieved in implementing structural measures, such as
the liberalization of the pricing and trade regimes and of the
public enterprise sector. The flexible producer price system
that provides a minimum guaranteed income, particularly for
cotton and coffee farmers, could stimulate the production and
export of these primary commodities. However, I hope that the
coffee stabilization fund, which is to be managed jointly by
the Govermment and private exporters, will seek principally to
stabilize the price of coffee and not the income of farmers. If
the authorities' focus is more on the stabilization of coffee
exporters’ income and the accumulation of revenue for the
Government--especially during periods of buoyant world market
prices--the stabilization fund might be counterproductive, as
it could encourage the smuggling of coffee out of the Central
African Republic by middlemen in an effort to benefit from
higher world market prices.

I welcome the proposed study of the customs tariff struc-
ture. The reported persistent fraud in the Customs Department
calls for urgent action as customs revenues are of substantial
importance. A comprehensive review and improvement of customs
operations should seek to eliminate fraud and to enhance revenue
collection. On the expenditure side of the fiscal budget,
although labor retrenchment in the public service would reduce
pressure on the budget, such a salutary effect might not occur
in the short run given that the Government would require a
considerable amount of money to pay retrenchment benefits to
those affected.

As a member of the Bank of Central African States (BEAC),
with a common currency, the Central African Republic has limited
room for maneuver in the area of monetary policy And as
independent exchange rate action--which might be nec
stimulate growth and to enhance competitiveness--is
to effect, the authorities must place greater reliance on
implementation of other measures under the program. Noneth
less, the staff should keep up the discussion of exchange rate
issues with other members of the BEAC.

The authorities’ comprehensive reform program fo
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In this connection, it is necessary to note that the
failure to implement fully a number of previous Fund programs
was due largely to inadequate and often untimely external
funding, not to lack of commitment by the authorities. While
fiscal performance was weak, I agree with the staff that an
adequate response from donors to meet the projected financing
requirements will be an important factor in the achievement of
program objectives.

I fully endorse the authorities’ program of structural
adjustment and support the proposed decision.

Mr. Wenzel commended the authorities for their overall successful
implementation of a number of important structural reforms, especially the
further liberalization of the price and trade regime, the reforms in the
agricultural sector, and the continued privatization of public enter-
prises. The progress made in structural reform was most welcome, although
it was clear that before such reforms could be used to their full effect,
they would have to be complemented by appropriate macroeconomic policies,
and be consistent and comprehensive.

In that context, it had been disappointing to note the lack of
progress in a number of areas, Mr. Wenzel observed. For instance, the
budget outcome for 1987, and most likely for 1988, had fallen considerably
short of the program target. Even though adverse external developments,
at least in 1987, had surely contributed significantly to a shortfall
in fiscal revenues, one could identify a number of contributing factors
within the authorities’ sphere of influence that had been emerging for
some time. Specifically, the worrisome weaknesses of the Government in
collecting tax revenues, as well as what appeared to be a postponement of
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the policy framework paper gave only a vague indication that tax reform
measures were to be implemented in the period 1988-90; more ambitious
and more specific deadlines would have been preferable. With respect to
fiscal expenditure, the planned correction of public sector overstaffing
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was welcome. Fiscal performance and the future performance of the private
sector would benefit even more with the Government'’'s intended withdrawal
from the public enterprise sector.

The appreciation of the currency in real effective terms was clearly
not helpful to the authorities’ adjustment efforts, Mr. Wenzel judged.
Given the prevailing institutional arrangements, however, exchange rate
policy was not an available policy instrument. He noted from paragraph 3
of the Chairman’'s opening statement that efforts were under way to support
a regional approach to the problem of the exchange rate. The staff or the
World Bank representative could usefully comment on the point. Meanwhile,
it appeared that further progress in price and cost stabilization was the
only feasible alternative to correcting the overvalued currency. The
authorities should thus continue vigorously with their efforts to reduce
the inflation rate through a tight domestic credit policy and to exploit
fully the room for maneuver given by the institutional arrangements for
interest rate policy. It went without saying that adequate interest rate
levels were essential for the mobilization of savings and the strength-
ening of investment, which were obviously crucial for progress on the
external front.

The authorities would have to make every effort to adhere fully to
the program measures and to stand ready to take additional adjustment
measures if necessary, Mr. Wenzel considered. 1In that respect, the fiscal
area was clearly the "cornerstone" of the program, as the staff put it.
The staff was correct in stating that the attainment of the fiscal targets
would require substantial determination. It would be most regrettable if
slippages in implementing fiscal measures occurred, since they would be
detrimental to the credibility of the authorities’ policies, and would
certainly not be without adverse repercussions on the willingness of the
international financial community to support the adjustment effort.

He informed the Board that his German authorities were in the process
of extending debt relief on outstanding official development assistance
loans and that new external assistance, as in the past, would continue to
be provided in the form of grants.

The staff representative from the African Department said that the
staff had been relatively cautious in projecting fiscal revenues, as tax
collection had been a shortcoming of the authorities over the past few
years. The slow increase in the ratio of fiscal revenues to GDP was
largely attributable to the fact that a major proportion of revenues came
from the agricultural sector, in which many subsistence farmers did not
pay taxes. In that connection, agricultural sector subsidies were "indis-
pensable" in view of the cost-cutting measures that the authorities had
taken in, for instance, the cotton agency, where staffing had been reduced
by more than half, fleets of trucks had been sold, and gin mills had been
closed, and in the agricultural stabilization fund, where staffing had
also been cut. It was necessary to stabilize producer prices given
inherent costs and the level of world market prices. Nonetheless, the
staff projected that price supports would have to decrease over the long
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run. Meanwhile, the authorities would try to increase competitiveness in
the areas of livestock and foodcrop production to mitigate the effects of
continued subsidies, particularly for cotton and coffee.

The Chairman inquired whether the staff maintained in an unqualified
manner that the subsidies were indispensable.

The staff representative from the African Department responded that,
in view of cost-cutting actions that had been taken, the subsidies were
necessary on a temporary basis. Continuing his remarks, he noted that
regional consideration had been given to adopting tighter monetary and
fiscal policies as an alternative approach to exchange rate policy. With
respect to fiscal policy, civil service retrenchment was a major tool for
the authorities as were the cost-cutting measures that had been mentioned.
To increase the competitiveness of domestic industry, the Central African
Economic and Customs Union was implementing the recommendations of a study
on complementary taxation. There was no clear-cut timetable for implemen-
tation of the tax reform, which was an ongoing process that would yield
results gradually. The tax reform was thus difficult to quantify,
although Table 7 of the staff report did show the schedule of studies and
actions that had been taken and that were envisaged throughout the program
period.

The staff had been quite cautious in projecting growth in its medium-
term scenario, given that the investment program had been scaled down
substantially and that additional quality projects were necessary to
ensure a more solid base for further growth over the medium term, the
staff representative explained. The authorities had agreed with the Fund
and the Bank to review the investment program periodically as more worth-
while projects became available. The staff expected to review the entire
macroeconomic framework in January 1989, under which the possibility of
including new projects in the investment program had not been excluded.
The growth rate would be affected accordingly. The authorities had
informed the staff that additional financing for investment would become
available with the promises of Switzerland and the European Communities to
increase aid.

The authorities had recently been current in meeting their financial
obligations to the Fund, and they did not want their past repeated delays
in settling with the Fund to recur, as such deferrals had hampered their
ability to mobilize resources on a timely basis, the staff representative
stated. The authorities had therefore made an internal arrangement with
the regional central bank, the Banque des Etats de 1’Afrique Centrale,
for the counterpart funds of the structural adjustment arrangement to be
placed in a separate account, to be used exclusively for drawings and
repurchases during the program period. The structural adjustment arrange-
ment resources would not be available for other budgetary purposes, but
would remain exclusively for the adjustment program.

The staff representative from the World Bank said that the main
structural components of the program were agricultural and parastatal
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to be selected, and a scheme had to be put in place for compensating
departing civil servants and for assisting them to find alternative

employment. Each of those steps had been undertaken, but with some

delays. By the end of 1988, the staffing plans for six ministries would
have been completed, while two ministries were currently being reorga-
nized. It was expected that by mid-1989, all staffing plans would have

been completed and implemented. It was still the authorities’ estimate
that the full implementation of the program would reduce the number of
civil servants by about 2,000, or by about 10 percent of the civil
service.

With respect to agriculture, the authorities were making substantial
progress in increasing the role of the private sector in the coffee
subsector, the Bank staff representative continued. A new coffee price
stabilization fund (CAISTAB) had been created in May 1988 with important
private sector participation in its management. A study to prepare a new
flexible producer price system was expected to start in January 1989; and
in a first step toward privatization of the commercial activities of the
cooperatives, CAISTAB had cleared the arrears of the cooperatives to
suppliers and the banking system.

In the cotton subsector, all of the arrears incurred under the
1985/86 and 1986/87 campaigns to reduce acreage under cultivation and to
cut back extension services had been cleared, through either rescheduling
or cash payment, and an important portion of the 1987/88 subsidies had
been paid, the Bank staff representative remarked. The World Bank
continued to provide support to the restructuring of the cotton subsector
through the ongoing Cotton Sector Adjustment Credits.

With respect to foodcrops, livestock, and forestry, the implemen-
tation of the structural measures was on track, the Bank staff representa-
tive added. Diversification was an important element of the Government's
structural program and various studies had been finalized already, while
others were being prepared. Especially important was the diversification
of agricultural production in the cotton subsector.

The reform of the Ministry of Agriculture was ongoing, the Bank
staff representative commented. The staff to be retained in the Ministry
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were being chosen, while those in surplus would be transferred to the
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personnel pool. The authorities were in the process of formulating a
national extension and research strategy with the help of foreign tech-
nical assistance, which was expected to be completed before end-November
1989.

The authorities were currently preparing the three-year rolling
public investment program for the period 1989-91, as well as the capital
budget for 1989, the Bank staff representative pointed out. Those could
be examined by the Bank in the course of its missions during the coming
calendar year for monitoring the structural adjustment loan.

The industrial and liberalization program was basically on track,
although there had been some delays in the implementation of the reorga-
nization of the Ministry of Commerce, the Bank staff representative noted.
However, the staff of the Ministry was being selected at present.

The reform of the parastatal sector entailed a number of liquidations
and privatizations that had been achieved already, other privatizations
and enterprise restructuring under negotiation, as well as further impor-
tant structural reforms, the Bank staff representative explained. With
respect to the measures included under the second structural adjustment
arrangement, the range of activities under CAISTAB had been defined
clearly; and the financial and management audit of CAISTAB--to define
recommended limits to its commercial activities--was to start in January.
In a first step toward rehabilitating the National Electricity Company
(ENERCA), electricity tariffs would be increased significantly in January
1989, and would be kept under review thereafter. Rehabilitation plans for
three main utilities and "contrat-plans” for ENERCA and the National Water
Company (SNE) would be prepared shortly. All of those documents would be
finalized by March 1989. The study on the legal and institutional frame-
work had been completed and was being examined by the authorities as well
as by the staff of the Fund and the Bank. After consultation among the
parties, the study’s recommendations would be implemented during the
course of 1989.

Mr. Obame said that under its current obligations to the Banque des
Etats de 1'Afrique Centrale (BEAC), the Central African Republic could not
act alone on the exchange rate. Even though some discussion was going
on among members of the Monetary Union of adjusting exchange rates, no
immediate action was foreseen.

The adjustment process in the Central African Republic could not
succeed without the provision of adequate and timely external financial
flows, Mr. Obame stated. The authorities were implementing a difficult
adjustment program, which had a very moderate growth target, and thus
increased external financing would be necessary to promote higher per
capita growth. In that connection, he thanked Mr. Wenzel for the German
Government's provision of debt relief. He hoped that other creditors
would be as sensitive to the Central African Republic’s difficult
situation.
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The Chairman made the following summing up:

Executive Directors welcomed the implementation by the
Central African Republic of a number of structural reforms,
notably in the agricultural sector, the streamlining of public
enterprises, and the authorities’ effort to contain current
spending, partly through civil service reform. They were
greatly concerned, however, over the continued serious weak-
nesses in the public finances, which had already led to a change
in the program targets. Directors therefore stressed the need
for forceful remedial action.

Directors welcomed the measures taken to achieve liberal-
ization of prices and of the trade regime through the lifting of
price controls and the abolition of import licensing and quotas;
to streamline the cotton and coffee sector, essentially through
cost-cutting measures; and to rehabilitate public enterprises
through divestiture and restructuring. Directors encouraged the
authorities forcefully to pursue, with World Bank assistance,
the ongoing reforms in these areas.

Given the Central African Republic’s exchange rate arrange-
ments, Directors expressed deep concern over the slippages in
budget performance in 1987, particularly the large shortfalls
in tax revenue, the re-emergence of extrabudgetary expenditure
and deviations in wage developments from policy intents. They
underscored the need for a tight fiscal policy stance, partic-
ularly as revenue performance had thus far fallen well short of
expectations.

Directors agreed, therefore, that there was an urgent need
to widen the customs and tax base and to strengthen revenue
collection mechanisms. They welcomed the technical assistance
that the Fund and others would make available to this end. On
the expenditure side, they welcomed the decision to reduce the
size of the civil service during 1988/89, with a view to enhanc-
ing the contribution of budget savings to the financing of the
public investment program. In this context, Directors noted
the authorities’ commitment to reviewing the investment budget
in order to retain only those priority projects that were
conducive to growth.

Directors stressed that effective and quick implementation,
including careful monitoring, of the above-mentioned measures
and related structural policies would be crucial to the success
of the authorities’ medium-term adjustment program and the
achievement of their objectives for growth and the balance of
payments. The disappointing growth performance in 1987/88 was
at least partly the result of policy slippages, exacerbated
by the need to offset the adverse effects of an appreciating



EBM/88/179 - 12/12/88 - 36 -

currency on competitiveness. And, Directors voiced disappoint-
ment regarding the rather low growth proflle that was contem-
plated in the medium-term outlook.

On the external side, Directors welcomed the authorities'
decision to make appropriate arrangements to remain current
with the Fund. They expressed great concern, however, over the
prospective external financing gaps and the substantial depen-
dence of the Central African Republic on continued large-scale
conditional assistance from creditors and donors, and on debt
relief. While sizable external support was justified by circum-
stances, the authorities’' adjustment efforts would have to be
much expanded and deepened if sustainable growth and external
viability were to be within reach. Directors welcomed the
indications given that Germany was in the process of extending
debt relief on outstanding official development assistance
loans.

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

The Executive Board then took the following decisions:

Decision Concluding Article XIV Consultation

1. The Fund takes this decision in concluding the 1988
Article XIV consultation with the Central African Republic, in
the light of the 1988 Article IV consultation with the Central
African Republic conducted under Decision No. 5392-(77/63),
adopted April 29, 1977, as amended (Surveillance over Exchange
Rate Policies). :

2. The Central African Republic maintains an exchange
system that is free of restrictions on the making of payments
and transfers for current international transactions, with the
exception of the limits on foreign exchange availability for
tourist and business travel, which the Central African Republic
maintains in accordance with Article XIV, Section 2.

Decision No. 9040-(88/179), adopted
December 12, 1988

Structural Adjustment Facility - Second Annual Arrangement

1. The Government of the Central African Republic has
requested the second annual arrangement under the structural
adjustment facility.
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2. The Fund has appraised the progress in implementing
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arrangement and notes the updated policy framework paper
(EBD/88/320).

3. The Fund approves the arrangement set forth in

EBS/88/228, Supplement 2.
Decision No. 9041-(88/179), adopted
December 12, 1988

3. SUDAN - OVERDUE FINANCIAL OBLIGATIONS - REVIEW FOLLOWING
DECLARATION OF INELIGIBILITY

The Executive Directors considered a staff paper on the further
review of Sudan’s overdue financial obligations to the Fund following the
declaration of its ineligibility to use the general resources of the Fund,
effective February 3, 1986 (EBS/88/249, 12/6/88).

Mr. El Kogali made the following statement:

As Directors have been informed by the staff, Sudan has
implemented all the measures relating to fiscal year 1987/88
that were incorporated in its "Program of Action" formulated in
consultation with Fund staff. The deviations from the perfor-
mance targets, indicated in the staff paper, were, therefore,
more a reflection of exogenous factors, like shortfalls in aid,
civil disturbances in the South, and drought conditions, than
lack of implementation of agreed policies.

Similarly, the authorities’ ability to continue to adopt
and implement, on time, a strong and comprehensive adjustment
program in 1988/89 was influenced by the staff’s insistence on
exchange rate and price actions that were not justified fully on
economic grounds, and would, if implemented, have been destabi-
lizing and self-defeating given the lack of political consensus.
These difficulties were compounded by the devastating floods
that hit Sudan in August/September 1988. Apart from the inter-
ruption of the implementation of the adjustment program, the
floods made about 2 million people homeless and caused massive
damage to agricultural production, property, and infrastructure.
Furthermore, the disaster had adverse implications for govern-
ment financing. The need to provide relief operations neces-
sitated additional expenditure beyond what was budgeted, and
revenue collection was hampered by the adverse impact of the
crisis on both taxpayers'’ earnings and the tax administration’s
operations.

However, Sudan has continued to implement strong measures.
The 1988/89 budget representing the first phase of the four-year
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Recovery and Development Program contained a wide range of
policies. Structural measures in the budget included: liberal-
ization of price and profit controls; deregulation of the export
trade by the simplification and streamlining of export registra-
tion procedures, elimination of the export licensing require-
ment, cancellation of minimum export prices, and the removal

of the government monopoly on the export of oilseeds; setting
of producer prices in line with international prices and the
acceleration of cost recovery of irrigation services, including
land and water charges in irrigated schemes; reform of the
parastatal sector, including the selling to the public of
government-owned commercial banks and hotels, liquidation of
nonviable enterprises, such as the Blue and White Nile Schemes,
and rationalization of the remaining entities, with assistance
from the World Bank.

Fiscal measures to contain expenditure and to increase
revenue included: assessment of corporate tax on a current-year
basis, review of property tax assessment, conversion of specific
taxes to an ad valorem basis, and adjustment of utility rates
to reflect increases in costs. Suggestions for new taxes under
consideration include a 5 percent minimum flat rate income tax
on small businesses, a wealth tax, and the reinstatement of
a national development tax. Moreover, expenditure control
measures will be strengthened, including reinstitution of the
flash reporting system, and tight monitoring to prevent the
re-emergence of extrabudgetary expenditure.

In a further demonstration of their commitment to adjust-
ment, the authorities, following immediate relief efforts, and
despite the difficult situation, intensified their adjustment
effort by implementing new measures, including bold reform of
the exchange rate system and additional measures to strengthen
the fiscal position. In October 1988, a two-tier exchange rate
system was introduced with arrangements that will make most
exports competitive and provide substantial incentives for
remittances. The authorities view the system as a pragmatic
approach to the socially and politically sensitive issue of
exchange rate reform, and they intend to manage this interim
arrangement in a flexible manner through gradually shifting
commodities to the commercial bank market, with the ultimate
objective of establishing a unified exchange rate.

Based on the fiscal budget review, proposals have been
submitted to the Cabinet for additional measures to compensate
for the expenditure overruns and revenue shortfalls that
resulted from the disastrous flood. Steps being taken to reduce
expenditure include a change in the allocative formula for
central and regional spending units--to reduce expenditure
allocations by about 16 percent--tighter scrutiny of the pay-
roll, and invoice control. The Cabinet is also considering
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certain measures to increase the excise and import duties on
many commodities and raising the prices of some essential and
socially sensitive commodities including sugar, gas, and bread,
which will help to reduce expenditure and to generate more
revenue. In addition, a reconstruction tax is being introduced,
and the excise tax on cigarettes will be increased. These new
measures are expected to go into effect by January 1, 1989.
Despite strong pressures from trade unions, the Government has
resisted a general wage increase. While recognizing the con-
tinued erosion of civil service employees'’ salaries and wages,
the authorities do not intend to approve general wage increases
during the current fiscal budget.

The authorities are willing to move forward and are aware
that all the measures described are aimed at laying the ground-
work for a comprehensive adjustment program that they intend to
launch at the beginning of fiscal year 1989/90. They have asked
a staff mission to visit Khartoum in January 1989 to discuss the
elements of such a program and the policy areas to be covered.
While re-emphasizing their willingness and commitment, the
authorities will ask for flexibility and realism on the part of
the Fund, to make agreement on a comprehensive and implementable
program possible.

The authorities are aware of the arrears problem and would
like to reiterate their commitment and willingness to meet their
financial obligations to the Fund as soon as the situation
allows. They would like to emphasize that the severe shortage
of foreign exchange and their inability to secure the needed
resources are the main reasons for the continued unfortunate
situation. However, it should be stressed that Sudan, on its
own, will not be able to clear the arrears. In this context,
the authorities welcome the new collaborative approach endorsed
by the Interim Committee to help resolve the problem of overdue
financial obligations. On their part, they are willing to
implement a comprehensive adjustment program in the hope that
the international community will assist in mobilizing financial
support, which will enable Sudan to implement the adjustment
program, clear the arrears, and regularize its financial rela-
tions with creditors, including the Fund. To accelerate the
process, there should be a parallel move by the Fund on proce-
dures to provide the necessary financial support.

On a personal note, let me add that the Fund, in its staff
paper and decisions, should reflect the cooperative spirit of
Sudan in handling its relations with the Fund, and the efforts
that the authorities are making under most difficult circum-
stances. A lot remains to be done, but it is also true that
the authorities have made, and continue to make, substantial
progress. Recognition by the Fund of these efforts will surely
encourage the authorities to do more. It is neither in the
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interest of the Fund nor Sudan to overemphasize negative aspects
of the situation, and to overlook actions that are being taken.

Extending his remarks, Mr. El Kogali noted that following the
endorsements by the Board and the Interim Committee of the new collabora-
tive approach to resolving the problem of overdue financial obligations
to the Fund--involving countries in arrears, creditors, and the Fund--
movement to implement that policy had been somewhat slow. It was a known
fact that the bulk of arrears were concentrated in four to five countries
and that a satisfactory resolution of the problem could be obtained by
focusing efforts on those few countries. It was encouraging that efforts
had been made recently to assist some countries that had relatively small
arrears; he welcomed those efforts most sincerely. Nonetheless, no
concrete steps had yet been taken to address the problem of countries
with large arrears. For example, he was not aware of any move to form
a support group for a country such as Sudan. Sudan was moving toward
adopting a comprehensive adjustment program, but its action had not been
matched by parallel action of participants on the other side of the
collaborative approach. In such a situation, not much progress was likely
to be achieved. He recalled Mr. Dallara’'s earlier suggestion to the same
effect and was interested to hear other Directors’ comments on the matter.

He strongly supported the view that payments to the Fund should be
given priority, Mr. El Kogali pointed out. However, giving such preferred
creditor status to the Fund basically assumed that the country so doing
had sufficient resources to allocate freely among creditors. However,
when the "choice" facing a country was to pay for basic food imports and
other amenities to sustain human life, effective freedom of choice with
respect to allocating foreign exchange did not exist. 1In that connection,
when the staff reported on actual payments, it should elaborate on their
nature to give Directors a more complete picture of the circumstances
surrounding such payments. Furthermore, Table 1 of the staff paper did
not include the $1 million paid by Sudan on October 1; and the staff had
just confirmed that another $1.2 million had been paid on December 9,
making Sudan current in the SDR Department. Those were small amounts
relative to the size of arrears, but they represented a substantial effort
under the exceptionally difficult circumstances that Sudan was facing.
They also showed that Sudan accorded priority to making payments to the
Fund and thereby indicated the authorities’ commitment to resolving the
arrears problem.

The Government's recent initiative to seek a peaceful settlement in
southern Sudan had been accepted by the rebels, Mr. El Kogali remarked.
Hopes were currently running high that the negotiations in progress would
result finally in a settlement of the civil disturbances, which would no
doubt free substantial resources to enhance progress on the economic
front.

The Chairman disagreed with Mr. El Kogali, noting that the new
collaborative approach was being pursued actively and was moving ahead,
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including with respect to the two countries that had the next largest
arrears to the Fund. He could not yet report on that matter, but could
say that dialogue was developing with those countries and action was being
taken.

]

The staff representative from the Treasurer's Department said that
Sudan had paid SDR 0.9 million, or its net SDR charges, and was therefore
current in the SDR Department. With that payment, Sudan had paid a total
of SDR 1.7 million since the last review, and its total arrears to the

Fund were currently SDR 713 million.

e D

Mr. Nimatallah asked Mr. El Kogali why he wanted to speed up the
formation of a support group.

Mr. El Kogali said that the Fund had to help countries in arrears to
take action on the domestic front; sending messages of regret from the
Board every three months was becoming a counterproductive habit. Forming
the support group would allow the Chairman to contact Sudan and to tell
the authorities that help would be provided if they moved faster on
adopting a comprehensive adjustment program. That approach would be more
productive than the one used thus far, in that a support group could help
create a comprehensive program, instead of vice versa.

Mr. Nimatallah commented that he had expected Mr. El Kogali to have
mentioned the matter of financing more than that of the comprehensive
program, as the Fund was pursuing the latter with the authorities. He
saw substantial merit to looking into the possibility of establishing an
escrow account or the like for countries in arrears to the Fund, irrespec-
tive of whether or not they had a support group. Funds could be placed
in that account by the authorities and by donors on a regular basis, and
would, like a support group, assure the authorities and other countries
that sufficient funding was available to finance adjustment measures and,
with the agreement of all parties concerned, the payment of charges as
well. Such an account would alleviate donors’ concerns that money would
disappear, for instance, into the fiscal budget.

The Chairman asked Mr. El Kogali to describe new developments with
respect to the Government's peace initiative.

Mr. El Kogali explained that one of the government parties, in
consultation with the Prime Minister, had met and signed a peace accord
with the leader of the rebels. After much discussion in Khartoum, the
Cabinet had decided to support the agreement unanimously. Recent press
reports indicated that the Minister of Foreign Affairs and the Minister of
Defense had been scheduled to meet with the rebel leaders to work out the
details of the peace agreement before December 31, which was the agreed
date for forming a committee to prepare for a comprehensive round table
discussion on the accord’'s details. Owing simply to procedural problems,
that meeting had unfortunately not yet taken place.
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He had not meant to criticize management’s approach to the new
intensified collaborative approach for dealing with arrears, Mr. El Kogali
added, but only to point out the slow pace of movement since the U.S.
chair had submitted a draft proposal the previous year and since the
unofficial meeting of Sudan’s creditors chaired by the Deputy Managing
Director. Movement seemed to have been slowing at that time.

Mr. Marcel said that he agreed with the thrust of the staff paper.
The continuing failure of Sudan to settle its arrears to the Fund was
clearly not acceptable. Moreover, its practice of settling debt service
payments to other creditors before doing so with the Fund was highly
regrettable, as it placed a financial burden on other Fund members and
reduced the amount of resources available to help members in need. Such
discrimination against the Fund was unacceptable. It was worthwhile to
note that Sudan’s arrears to the Fund represented more than 25 percent of
the country’s total arrears and that they were equivalent to about one
quarter of the deferred income covered by burden sharing. Therefore, he
strongly urged the authorities to make partial payments to the Fund, which
would certainly facilitate the normalization of relations with the
institution.

It was also important for the authorities to pursue their dialogue
with both the Fund and the World Bank in an effort to design a comprehen-
sive adjustment program enabling the country to address structural and
economic imbalances in line with the current reconstruction program
implemented to tackle the consequences of the recent floods, Mr. Marcel
continued. With respect to macroeconomic policies, he could only agree
with the staff that further measures were needed, especially in the fiscal
and exchange rate areas; it was of the utmost importance that those
measures be implemented in a timely fashion to avoid the recurrence of
past slippages. Furthermore, it was a necessity for the authorities to
adopt the structural measures recommended in paragraph 4 of the staff
paper expeditiously.

The Sudanese were facing a very difficult situation, Mr. Marcel
agreed. However, he was convinced that the adoption of more stringent and
comprehensive policies was the prerequisite for the country’'s dealing with
its situation. It was clear that normalization of relations with the Fund
would greatly facilitate that process.

Mr. Enoch said that the most recent review of Sudan's arrears offered
some positive prospects for a resumption of progress in the collaborative
effort to resolve the problem. The recent Consultative Group had helped
to address Sudan's reconstruction needs arising from the disastrous flood
of late. Paradoxically, as the staff paper showed, export proceeds for
the current financial year would apparently be boosted by the impact
of the flood on rain-fed agriculture; and the availability of foreign
exchange was being augmented by the "own resource" import scheme. The
authorities’ outlining of a timetable for instituting a comprehensive
adjustment program was particularly welcome. Some of the necessary
measures had been identified in the 1988/89 fiscal budget announced in
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June, and a start had been made in implementing structural measures in two
out of the five highligtted areas. Further fiscal measures were due to be
taken by the end of the year. There had been some movement on the vital
issue of the exchange rate, which had reduced that rate’s overall mis-
alignment and that pointed in the right direction toward the objective of
unification at a rate that could stimulate export diversification and
import substitution, could spur the growth of inward remittances, and
could enable the remaining parastatal enterprises to operate without
fiscal subsidies.

Policy movement, in terms of the full implementation of the announced
measures and their timely elaboration into a comprehensive program, would
be critical for sustaining the credibility of Sudan in the eyes of the
international financial community, Mr. Enoch observed. 1In adopting its
Program of Action, Sudan was the first of the Fund’'s ineligible members to
start to take significant steps toward overcoming the problem of arrears.
That effort had brought forth a commensurate response from international
donors. However, the program seemed to have stalled--especially in the
area of public expenditure restraint--even before the adjustment efforts
were suspended following the flood in August, and had clearly dissipated
the goodwill and momentum that had been building up toward intensifying
collaboration through the support group process. The flood had increased
the urgency of adjustment, and the provision of reconstruction assistance
did not reduce that urgency. However, further donor efforts were likely
to continue to be linked closely to a resumption of credible policy reform
by the authorities.

A comprehensive adjustment program must obviously be central to
any effort to resolve Sudan’s problems, Mr. Enoch stated. The approach
pursued thus far had been piecemeal, and risked overburdening individual
instruments, such as the exchange rate, and could also generate unneces-
sary friction that could derail the entire adjustment process. The staff
had identified a clear risk of that sort if the supply and demand in the
official foreign exchange market were not balanced, and if the correction
of the exchange rate was not passed through into domestic prices. He
fully endorsed the staff in urging the authorities to avoid creating new
distortions that would jeopardize the progress that had been made and risk
the political capital of the authorities’ courageous commitment to reform.

He welcomed the recent payment by Sudan, but it nevertheless con-
tinued to be a particular cause of concern that the authorities had failed
to respond to the Board's urging to demonstrate good faith, and had made
only very limited repayments since the past review, allowing the stock of
overdue financial obligations to accumulate further, Mr. Enoch commented.
A cooperative relationship with the Fund--and especially an intensified
collaborative approach--had to be judged in terms not only of the full
and timely implementation of appropriate policies, but also of regular
priority repayments directed at reducing the outstanding stock of arrears
to the Fund.
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He could endorse the proposed decision, but had two comments to make,
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decision to the payments made by Sudan to other creditors, and he strongly
agreed with Mr. Marcel that it was unacceptable. Moreover, it was

unacceptable that of the payments shown for July-September 1988, almost
90 percent had been made to either the World Bank or to the F‘nnd'c host
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authorities. Second, it was not entirely clear to him that the Board
should continue to send only messages to Khartoum, and not also make
representations to creditors. The Board would no doubt return to that
issue in its forthcoming review of the intensified collaborative approach,
which would be one of a number of discussions that Directors would shortly
be holding on the arrears strategy. It was important that the Board
referred to that strategy in its decisions. He therefore suggested that a
sentence be added to the beginning of paragraph 4, which could be the same
as that agreed by Directors the previous week for Viet Nam. He could
support April 30 as the date for the Board’s next review of Sudan’s
arrears, on the understanding that an oral report would be given by the
staff when the proposed mission returned.

Mr. Ayales said that the authorities’ efforts to implement the
ambitious Program of Action in the face of discouraging and adverse
circumstances was, indeed, highly commendable. Civil disturbances,
drought conditions, and a shortfall in foreign aid receipts in 1987 and
1988 had been compounded by the heavy rains and floods in September, with
catastrophic consequences. It was, nevertheless, very encouraging to
see that despite the heartbreaking situation described by Mr. El Kogali,
the authorities remained fully committed to the four-year Recovery and
Development Program.

The far-reaching and wide-ranging structural measures being imple-
mented in the areas of price and profit control, export trade, producer
prices, and the parastatal sector were welcome, Mr. Ayales commented. At
the same time, the authorities were also implementing fiscal measures to
contain expenditure and to increase revenue and, within the limitations
imposed by the prevailing social and political situation, they had moved
toward adopting a more flexible exchange rate system. While there was
disagreement with the staff regarding the modalities and timing of
exchange rate adjustments, the authorities did share the staff'’s ultimate
objective of establishing a unified exchange rate.

The authorities' collaborative approach to relations with the Fund
and their continued efforts to adapt their policies to the unstable
situation were commendable and deserved the support of the international
financial community, particularly in an effort to find a more permanent
solution to Sudan’s external arrears, Mr. Ayales considered. He under-
stood that, under current circumstances, adjustment measures could not
have as positive an effect on production and exports as they would other-
wise. Nevertheless, the recommended corrective measures were essential,
especially those aimed at strengthening the public sector finances; the
authorities should be encouraged to proceed in that direction. The agreed
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timetable for sending Fund missions to Khartoum was welcome, and he hoped
that understandings on economic objectives and policies could be reached
soon.

In supporting the proposed decision and being fully aware of the
severe constraints currently facing the country, he encouraged the author-
ities to make every effort to attach the highest priority to making
payments to the Fund, Mr. Ayales remarked.

Mr. Mawakani made the following statement:

On behalf of the countries represented by my chair, I
express deep sympathy to Mr. El Kogali and the Government and
people of Sudan for the natural disaster that occurred earlier
this year.

The widespread devastation caused by the exceptionally
heavy rains and floods resulted in a human tragedy, with two
million people being rendered homeless. Understandably, this
event diverted the authorities’ attention from the economy’s
problems to the immediate task of relieving human suffering
and arranging the provision of humanitarian assistance to the
Sudanese people.

With a great part of this task behind them, the authorities
have since refocused attention on their commitment to continue
implementing measures to address the various macroeconomic and
structural imbalances facing the economy.

Among the measures outlined in the staff paper and high-
lighted in Mr. El Kogali's opening statement is the recent
modification of the exchange rate system in October 1988. I
commend the authorities for this bold step, and I welcome their
intention to manage the system flexibly, with a view to even-
tually unifying the two rates under the two-tier system.

Also welcome are the additional revenue and expenditure
measures that are under high-level consideration and that are
planned for implementation starting January 1, 1989. Among
these fiscal measures, Directors must recognize the social and
politically sensitive issue of not granting wage and salary
increases in fiscal year 1988/89. Directors should also recog-
nize the substantial progress that the authorities have made in
mobilizing political support for the formulation and adoption of
sensitive economic and financial policies in the context of a
comprehensive adjustment program.

These efforts and the authorities’ great determination
should be reflected in the proposed decision. Thus, I suggest
that an additional sentence be inserted at the beginning of
paragraph 3, reading: "The Fund notes the recent measures taken



EBM/88/179 - 12/12/88 - 46 -

by Sudan toward addressing economic and financial imbalances
despite the difficulties in policy implementation caused by

the heavy rains and floods that devastated the economy." The
inclusion of a passage like this would greatly encourage the
authorities to maintain their spirit of cooperation with the
Fund in seeking solutions to the economic and financial problems
facing the country, and would help to put the authorities in a
position to make payments to the Fund, however modest.

On the question of attaching the highest priority to making
debt service payments to the Fund, I do not think that the
authorities’ commitment is in doubt; but Directors need to
recognize that the payments made to other creditors have been
necessitated by the authorities’ desire to keep the economy
running while ensuring that the basic food needs of the popula-
tion were met. According to Table 1 of the staff paper on
actual debt service payments in July-September 1988, about
52 percent of such payments went to the United States, mainly
for wheat imports.

I encourage the authorities to continue with their adjust-
ment efforts. In the spirit of the intensified collaborative
approach endorsed by the Interim Committee, they should also
endeavor to accelerate the formulation and adoption of a compre-
hensive adjustment program, which could elicit the necessary
exceptional financial support and help Sudan to normalize
relations with the Fund. 1 support the proposed decision, with
the addition of my proposed amendment.

Mr. Goos said that he would be interested to know whether any condi-
tions, such as the adoption of a comprehensive adjustment program agreed
with the Fund and the World Bank and the clearance of arrears to both
institutions, had been added to the commitment by donors and creditors of
about $300 million at their recent special meeting. That question was
relevant in that a significant part of the amounts committed would repre-
sent transfers from development assistance that was already in the pipe-
line. Directors should be aware that if commitments under the latter were
exhausted, not much money would remain for a coordinated approach to help-
ing Sudan clear its arrears with the Fund and to normalizing its relations
with creditors in general. In that connection, he wondered whether the
Bank would contribute to the disaster relief before arrears to the Fund
were cleared. Furthermore, he wanted to know what management’'s current
thinking was of how to proceed with the case of Sudan.

He agreed largely with the views of Mr. Enoch and Mr. Marcel on the
situation, and was most concerned that virtually no progress had been
made to normalize relations since the past review, Mr. Goos stated. The
authorities had undertaken substantial efforts to adjust, but their
failure to tackle the issue of arrears to the Fund, by making direct
payments beyond the ones made to the SDR Department, raised difficult
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questions about their willingness to cooperate in a serious effort to seek
a timely solution to the problem. Mr. El Kogali was certainly correct in
saying that Sudan was unable to clear the arrears on its own, but that did
not imply that the authorities would not be able to make at least partial
payments to the General Account. The receipt of such payments, even token
ones, could greatly enhance the willingness of creditors and donors to
provide the financial support necessary for helping Sudan to clear its
arrears to international institutions and to other creditors. As in

other cases, the Fund should await such payments before considering
initiating the intensified collaborative approach. Moreover, he would
have some difficulties with the establishment of a support group before
agreement had been reached between the authorities and the staff on an
adjustment program. In the case of Guyana, the support group process had
been initiated only after agreement had been reached on a shadow program;
the first step, therefore, had to come from the country in arrears to the
Fund.

The information that a mission had been invited to visit Sudan at the
beginning of 1989 and that the authorities were contemplating adopting a
comprehensive adjustment program was encouraging, Mr. Goos commented. He
hoped that the initiative would lead to early success, and although he
appreciated Mr. El Kogali’s call on the Fund to demonstrate flexibility
and realism in negotiating with the authorities, Mr. El Kogali would no
doubt agree on the need for the Fund to insist on the restoration of
medium-term balance of payments viability. The Fund should not compromise
on that need, which should take due account of the political situation in
the south of the country. The information provided by Mr. El Kogali on
the initiation of a peace process was most encouraging, and he hoped to
see early results from that process.

Mr. Rieffel made the following statement:

My authorities are disappointed by developments in Sudan
since the Board's past review of Sudan’s overdue financial
obligations to the Fund (EBM/88/129, 8/26/88).

Two weeks ago, in response to Sudan's appeal for assistance
in recovering from the serious floods of this August, I under-
stand that donor countries announced substantial commitments of
assistance. I note from the staff paper that the rains that
produced the floods are likely to have a positive impact on
agricultural production over the next year.

By contrast, the authorities have strengthened their policy
stance only marginally in order to contain the economic reper-
cussions of the flood. They continue to follow an unbalanced
approach in which critically needed structural reforms might be
undermined by inappropriate macroeconomic policies with respect
to the exchange rate and the fiscal budget. Of course, the
scope and Intensity of the structural measures included in
the budget for 1988/89 are gratifying, as are the limited fiscal



EBM/88/179 - 12/12/88 - 48 -

measures that will go into effect on January 1. Stronger

fiscal action is needed, however, and I cannot agree fully with
Mr. El1 Kogali's view of the exchange rate system introduced at
the end of October. It will be necessary to go further in this
area in order to have an economic program that can be considered
credible by the international financial community.

Even more, I regret that the authorities did not take
advantage of the staff mission that went to Khartoum in
November, by beginning intensive discussions on a comprehensive
program. I support the follow-up mission scheduled to go to
Khartoum in January to begin work on a program that would start
in the middle of 1989, but I am concerned that this gradualist
approach may very seriously complicate the process of normal-
izing relations with creditors and donors.

At the time of the Board’s past review, there was rela-
tively little discussion of Sudan’'s payments to the Fund,
presumably because of uncertainties about the impact of the
floods on Sudan’s economy. The information provided in the
staff paper for the current discussion, however, leaves me
feeling that Sudan is not according the Fund the priority it
deserves. While Sudan may not have the ability to eliminate
immediately all of its overdue financial obligations, it does
appear to have the ability to pay the Fund substantially more
than it has paid so far. 1 am in full agreement with the view
expressed on page 7 of the staff paper to the effect that the
payments made since ineligibility was declared appear relatively
small. While I welcome the news that Sudan has become current
in the SDR Department as of today, this does not change my view
of the matter.

The authorities have expressed interest in the collabora-
tive approach endorsed by the Interim Committee this September;
but collaboration is a two-way street. They cannot expect the
Fund and the rest of the international financial community to
make extraordinary financial efforts to help Sudan if they are
not making an extraordinary adjustment and reform effort them-
selves. It is hard to avoid the conclusion that Sudan does not
fully understand the central role that the Fund must play in
normalizing relations with creditors and donors. If it did, it
would be making a greater effort to prevent its arrears from
growing.

To respond informally to Mr. El Kogali’s question about the
formation of a support group for Sudan, my chair's views are
very close to those of Mr. Goos in believing that agreement on a
shadow program or a policy framework paper, and a better effort
to pay the Fund, are necessary before establishing a support
group. Responding to Mr. Nimatallah’s suggestion about the
early establishment of an escrow account, my authorities have
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advocated this idea in the past and continue to believe that it
is one worth pursuing in Sudan’s case. As a first impression,
however, the notion that charges due to the Fund would be paid
from such an account is worrisome; charges should be paid
directly by members.

With respect to the proposed decision, I would prefer to
have a formal review within three months, but can agree reluc-
tantly to hold the next review in four and a half months, with
two considerations in mind: first, that the staff will visit
Sudan in January and will provide an oral report to the Board on
its return; and second, that the Board will be discussing at the
end of January a staff paper on modalities for implementing the
Fund’s strategy for eliminating arrears, including remedial
action.

Mr. Legg made the following statement:

Sudan is a most serious case of overdue financial obliga-
tions to the Fund, as it accounts for a little under a third of
total outstanding arrears.

Exogenous factors have clearly played their part in the
poor performance of the Sudanese economy over recent years. The
authorities have had to contend with a persistent civil war--
here, I welcome Mr. El Kogali's indication of progress on the
matter--together with a serious drought and, more recently,
widespread flooding. However, it must also be said that inap-
propriate policies and the failure to exercise appropriate
financial restraint have also been a significant part of the
story.

The agreement on structural policy reforms announced in the
1988/89 budget is therefore welcome. So too is the indication
that the authorities are keen to pursue negotiations with the
staff on a comprehensive program of adjustment. The chances of
success, however, are small, unless these initiatives are also
backed by tight fiscal control--with emphasis being placed on
expenditure restraint, particularly with an eye to the prospec-
tive wage and salary increases for the coming year--and by an
appropriate exchange rate. In the latter respect, I am not
convinced that the recently announced creation of a commercial
bank market alongside the existing official and "own-resource”
markets is a step in the right direction. While that action
obviously creates an exchange market that, on the face of it,
may reflect market forces more flexibly, the integration of the
commercial bank market into the existing two markets seems to
compound unnecessarily an already distorted set of exchange
arrangements. It is difficult to comment with any confidence
in the absence of clearer details on how precisely this market
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will work. Apart from anything else, I note the staff assess-
ment that exporters will be disadvantaged significantly in
terms of the effective exchange rate available to them.

There is no doubt, given the very low level of reserves and
the size of outstanding arrears to the Fund and to other credi-
tors, that this case will be resolved in no other manner than
slowly. I noted from the staff papers that the authorities
have taken the view toward debt servicing that emphasis should
be placed on meeting those obligations for which failure to
remain current would have the most immediate disruptive impact
on external inflows. This no doubt seems like good crisis
management to the authorities, and 1 appreciate the points made
by Mr. El1 Kogali about the constraints facing Sudan. Neverthe-
less, it should also be emphasized that there is a positive
obverse to this approach, as a decision by the authorities to
give greater emphasis to repaying the Fund would have a dispro-
portionate beneficial impact in terms of enabling them to
normalize relations with the international financial markets
more generally. Hopefully, the payment announced today to the
SDR Department foreshadows a more positive approach along these
lines. Like Mr. Goos, 1 would like to see it followed up by
repayments to the General Account.

It should be emphasized that the recent natural disasters
that have beset Sudan, damaging and disruptive as they have
been, also provide a unique opportunity for the authorities to
"wipe the slate clean.” The reconstyuction program agreed with
donors could also provide the seeds of a more thoroughgoing
program of reform and adjustment, and I urge the authorities to
pursue this objective vigorously. I agree with Mr. Enoch that
an oral report by the staff following the January mission would
be helpful.

There is no doubt some merit to Mr. El Kogali's point about
the possible role of a support group in assisting the momentum
of the collaborative approach, yet I urge the authorities to
consider the very real benefits of pursuing agreement on an
adjustment program, unilaterally if necessary.

As for Mr. Nimatallah's proposal for establishing an escrow
account, this is an interesting idea that is worthy of further
elaboration. Even so, the image of potential support group
members having spare funds that they might lodge in such an
account on Sudan's behalf, for want of a better place to put
them, before such a group is officially formed, is a picture
that I find difficult to grapple with.

I support the draft decisions and the amendment suggested
by Mr. Mawakani.
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Mr. Nimatallah said that the Fund should acknowledge the progress
made by the authorities, and he thanked the latter for their clear inten-
tion of continuing along such a path. Even though he was skeptical about
the Board's continued sending of decisions to countries in arrears to
the Fund and believed that another procedure would have to be found, he
supported the suggested addition by Mr. Mawakani of a further sentence to
paragraph 3 of the proposed decision.

The Fund should emphasize to the authorities the need for paying
at least the charges due, a prospect that was enhanced by the expected
increase in agricultural output, the improved chances for peace, and the
reconstruction program after the flood, Mr. Nimatallah pointed out. He
asked Mr. El Kogali to again make an extra effort to convince his authori-
ties to pay at least the charges, as the amount of trouble created by
unsettled charges was doubtless obvious to them.

There was no question that the authorities were willing to adopt new
measures--it was just a matter of their feeling secure about financing
and of having time to settle specific points with the staff about an
adjustment program, Mr. Nimatallah remarked. Despite the fact that
the establishment of an escrow account would give the authorities some
security to make faster progress, and even though Directors could examine
whether the Fund should accelerate the establishment of a support group,
much still depended on the authorities, as greater efforts by them to
formulate a comprehensive shadow program would encourage donors and
creditors to commit funds and thereby speed the whole process of adjust-
ment. He therefore appealed to the authorities through Mr. El Kogali to
convince observers that they wanted to speed up that process, particularly
given that the problems of flooding and civil unrest were almost behind
them.

Mr. McCormack said that he remained concerned by the protracted
nature of the economic imbalances in Sudan. While the recent floods had
served to complicate an already difficult situation, he repeated the call
made by his chair on other occasions that Sudan's problems required a
comprehensive adjustment effort.

He agreed with Mr. El Kogali that the authorities’ recent
initiatives--under severely adverse circumstances--were commendable,
Mr. McCormack continued. However, current policies, particularly exchange
rate and fiscal policies, remained severe impediments to sustained
improvements in the economic situation. The assurances given that the
authorities intended to strengthen fiscal management by year-end were
welcome, and he hoped that the discussions the staff would hold in early
1989 would, at least, lead to the adoption of the comprehensive adjustment
program for which the Board had so long been calling, and which alone
could form a realistic and credible basis for the development of the
collaborative strategy on arrears for Sudan.
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He noted the success achieved in obtaining donor funds to facilitate
reconstruction after the recent floods, Mr. McCormack added. The authori-
ties should not allow the size of those funds to lull them into a false
sense of complacency; indeed, effective use of those funds could best
be made in the context of an overall economic program. The comments of
Mr. Legg on that point seemed to be germane.

The counterpart to Sudan’s economic policies and performance would be
a regularization of financial relations between Sudan and its creditors,
including the Fund, Mr. McCormack noted. The distribution of payments,
as enumerated in Table 1 of the staff paper, was disturbing, since it
appeared to reflect a lack of priority by the authorities for normalizing
relations with the Fund. The staff’s assertion that the authorities
continued to limit debt service payments to those debts that, if not
settled, would have an immediate and significant impact on foreign
exchange flows betrayed an unfortunate shortsightedness by the authorities
and, perhaps, also by the creditors. As evidence of Sudan’s cooperative
spirit, he wanted to see a greater share of its debt service payments
flowing to the Fund. The recent small payment to the Fund was welcome,
but much more was called for on a regular basis.

He supported the proposed decision, including the amendment suggested
by Mr. Mawakani, Mr. McCormack stated. The recommended timing for the
next review seemed to be pragmatic, especially when supplemented by the
proposed oral report by the staff following its January 1989 visit to
Sudan.

Mr. Adachi said that his views of Sudan’s arrears to the Fund were
similar to those of Mr. Goos and Mr. Enoch. He welcomed the recent
payment made by the authorities and urged them to intensify their efforts
to repay the Fund. As elaborated by Mr. El Kogali in his opening state-
ment, the progress made by the authorities was also welcome; despite the
difficult situation, they had implemented structural and exchange rate
reforms. Moreover, the favorable short-term outlook for production and
exports was encouraging.

However, the measures taken thus far had not been sufficient to
constitute sound economic management, Mr. Adachi noted. It was essential
that the authorities formulate and implement a comprehensive adjustment
program that could provide sufficient confidence to potential creditors
and donors. In that context, he suggested that the Board be informed on
a timely basis of developments in Sudan, and he would especially welcome
an oral report by the staff after the upcoming mission returned. With
respect to the support group, he associated himself with the views of
Mr. Goos.

He welcomed the renewed prospects for domestic peace and supported
the proposed decision, as amended by Mr. Mawakani, Mr. Adachi added. He
was open to further amendments.
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Mr. Chatah said that it was regrettable that progress toward
resolving the problem of Sudan’s arrears to the Fund had not been as fast
as would have been desirable. Unfortunately, the environment for adjust-
ment and reform in Sudan had continued to be extremely difficult since the
Board’'s past review (EBM/88/129, 8/26/88).

Nevertheless, it should be acknowledged that the authorities had
continued to move toward reducing the massive financial disequilibria and
substantial distortions that had, for quite some time, severely hampered
the realization of Sudan's growth potential and the achievement of
external viability, Mr. Chatah continued. 1In that respect, he especially
welcomed the reduction in the overall fiscal deficit envisaged for
1988/89, and the implementation of a number of important structural
reforms, including a relaxation of controls over the prices of goods
imported through the commercial banks and own-resource market, the removal
of the monopoly on the export of certain agricultural commodities, -the
elimination of export licensing requirements, the setting of minimum
export prices, and the modification of the exchange system. In the latter
connection, the Board should note that it was important that the authori-
ties make every effort to mitigate the exchange system losses that could
result from the operation of the modified exchange system. He therefore
welcomed the authorities’ intention, highlighted in Mr. El Kogali’s
opening statement, to manage the two-tier exchange rate system in a
flexible manner through gradually shifting commodities to the commercial
bank market, with the ultimate objective of establishing a unified
exchange rate.

The inclusion of an additional column in Table 1 of the staff paper
on net debt repayments as a standard practice in future staff papers would
be useful, Mr. Chatah suggested. He supported the proposed decision as
amended.

Mr. Posthumus said that he generally agreed with other Directors’
comments on the problem of Sudan’s arrears to the Fund, while adding that
it was untrue that management, the staff, Directors, or international
donors had underestimated the size of the authorities’ adjustment efforts.
The latter point had been proven a few weeks ago during the Fund mission
to Sudan. Nonetheless, many Directors were not fully convinced that the
authorities’ adjustment efforts were sufficient at the current stage; in
fact, the authorities themselves had declared that the adjustment process
was proceeding too slowly and were worried that there were no prospects in
sight yet of reaching agreement with the Fund. He wanted to make those
points because of his feeling that Mr. El Kogali had not yet fully grasped
Directors’ views.

The Director of the Middle Eastern Department said that slightly more
than $300 million in assistance had been committed by donors and creditors
at their recent special meeting on November 29, in comparison with the
original request by the World Bank for $367 million. Of the $300 million
pledged, about one quarter came from reprogrammed aid, with the balance of
about $230 million representing emergency assistance.
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No explicit conditions had been attached to the amounts committed,
including that of the Bank, which, it was the Fund's clear understanding
was coming from a nonpolicy conditional facility for providing emergency
assistance, the Director continued. Nevertheless, in representing the
Fund at the special meeting on November 29, he had made it clear that the
emergency aid had to be viewed in the context of a medium-term framework
for addressing Sudan's economic problems. The Fund had offered to monitor
the measures that the authorities proposed to take on or by December 31,
1988, and to brief the donor community on the authorities' effort to
implement such policies. Moreover, he had emphasized the crucial nature
of the Fund's coming January meeting with the authorities, at which the
staff hoped to reach agreement on the broad framework of a program. The
staff would try to be as specific as possible in discussing policies,
which, if agreed to by the authorities, could lead to the adoption of a
shadow program for 1989/90. Furthermore, if the January mission was
successful, he suggested that management might wish to consider forming
a support group.

The Chairman said that a really credible program was needed before
the Fund could call for the creation of a support group, as Governors
would necessarily view that action as implying the existence of such a
program. He drew Mr. El Kogali's attention to that point, and noted the
importance of his role in helping the Fund to convince the authorities of
the critical importance of the upcoming mission.

The Director of the Middle Eastern Department continued by saying
that the communiqué issued at the end of the special donor meeting stated
that, "the donors also held in prospect further substantial support for
Sudan once the Government undertakes a comprehensive economic adjustment
program and in the event of peace in the south. This would in turn assist
Sudan to normalize its external financial relationships with creditors,
and international and regional organizations."

Mr. El Kogali said that a gap existed between the thinking of credi-
tors and donors, as represented in the Board, and that of the authorities
in Sudan and the rest of Africa. At the most recent Annual Meetings,
management had recognized the authorities’ efforts to cooperate with the
Fund; he hoped that, in the communication to the authorities, recognition
would be given to their greater efforts than those of other govermments in
arrears to the Fund. Such a message would encourage the authorities, as
would the creation of a support group, which would provide a practical
incentive to cooperation, instead of the usual practice of sending a
message to the authorities expressing the Fund’s regret and of asking them
to do the impossible task of becoming current immediately. Perhaps for
cultural reasons, the authorities did not take repeated messages of regret
seriously, particularly in view of the country’s need to have at least
some reserves to cope with unforeseen crises, such as the recent floods.

The mere formation of a support group, made up of concerned credi-
tors, such as the United States, Saudi Arabia, and the Netherlands, would
be a productive step forward, Mr. El Kogali went on. Furthermore, a
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support group should be the parallel to the authorities’ willingness to
adopt and implement adjustment measures, a point that he believed the U.S.
chair had advocated previously in asking management about the steps that
it planned to take to encourage the authorities to draw up and implement
an adjustment program. It was not difficult to draw up a program; indeed,
the authorities were working with the staff on doing just that, and had
adopted a two-tier exchange system after initially resisting any changes
to the exchange rate. The two-tier system was working well, as it was
attracting recorded transfers of over $1 million a day from expatriate
workers, in comparison with none before or with the previous transfers to
the black market and/or a neighboring country. In any event, the key
issue remained whether a program was implemented; and to do so required
the immediate formation of a support group that would disburse assistance
in parallel with actions by the authorities to implement a program.

Creating such a support group would help to improve the image of the
Fund, a question that was thus even related to the issue of overdue
financial obligations, Mr. El Kogali pointed out. The Board wanted to
see action by members, while members wanted to see action by the Board;
forming a support group would be a positive first step in that respect.
As requested by the Chairman, he would make every effort to bridge to gap
between the authorities and the Fund.

The Chairman said that an important clarification needed to be made.
The exclusive instrument, endorsed unanimously by the membership, for
dealing with arrears to the Fund was the collaborative strategy. The
Fund could neither afford a failure in relying on that strategy or,
indeed, fail to rely on it where it offered a promising avenue toward a
solution. Therefore, the Fund was and must remain reluctant to use the
formation of a support group as a conditional instrument for getting
countries to take further action. Even though the Fund was committed
to putting together a support group within the collaborative strategy,
it could move only once it was satisfied that a credible program was in
place. The membership had placed its trust in the Fund in helping coun-
tries to develop programs, and the Fund had to live up to that mandate.

He respected Mr. El Kogali's knowledge of the decision-making
processes and conditions in his country, Sudan, but Mr. El Kogali should
explain to his authorities that it was not up to the Fund to create a
support group at any moment it chose, the Chairman stated. Assembling
a support group was, instead, a process implying the participation of
different parties and the holding of unofficial discussions between
management and the country concerned. Unofficial discussions with the
authorities could obviously begin before full agreement was reached on
a credible program; and in the meantime, the authorities could inform
concerned donors and creditors through diplomatic channels that they might
be asked to commit themselves to participating in a support group. Sudan
should start to explore such possibilities with other countries, while
discussing a new shadow program with the Fund. The authorities also could
rely on the Fund to start thinking about how best to assemble and operate
a support group within the collaborative strategy. Cooperation and the
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most efficient use of the new strategy were crucial to the resolution of
the problem of overdue obligations, and the Fund could not afford to fail
in that effort. The staff and management would thus ensure that time was
not lost in dealing with Sudan’s difficulties.

The staff representative from the Treasurer's Department suggested
that paragraph 2 of the proposed decision be amended to recognize that
Sudan had made more than one payment of modest size to the Fund.

Mr. Nimatallah recommended, with respect to Mr. Mawakani's proposed
amendment to paragraph 3, that the first sentence of that paragraph read:
"While welcoming the implementation of important structural and macro-
economic policies, the Fund reiterates...."

Mr. Rieffel added that Mr. Nimatallah’s proposed amendment might be
further modified to read that the measures being welcomed were, "a number
of structural and macroeconomic policy reforms."

The staff representative from the Treasurer's Department, in response
to a request by the Chairman, suggested that, with respect to the proposed
addition by Mr. Enoch to the beginning of paragraph 4, a sentence similar
to that used in the recent decision on Viet Nam’s arrears to the Fund
might read, "the Fund will shortly be discussing its policies on arrears
to the Fund." The next sentence could continue, "It will review the
matter of Sudan’s overdue financial obligations to the Fund again not
later than April 30, 1989, in light of these discussions and of the
actions taken by Sudan...."

The Executive Board then took the following decision:

1. The Fund has reviewed further the matter of Sudan’s
continuing failure to fulfill its financial obligations to
the Fund in light of the facts and developments described in
EBS/88/249 (12/6/88).

2. The Fund deeply regrets the continuing failure by
Sudan to settle its arrears to the Fund, which are placing a
financial burden upon other members and reducing Fund resources
needed to help others. The Fund notes that only modest payments
have been received from Sudan since the previous review while
Sudan has continued to make payments to other creditors. The
Fund again urges Sudan to make prompt and full settlement of
its overdue financial obligations to the Fund and stresses
that settlement of these arrears should be given the highest
priority.

3. While welcoming the implementation of a number of
important structural and macroeconomic policy reforms, the Fund
reiterates the importance of formulating and implementing a
comprehensive program of economic adjustment within a medium-
term framework designed to address the imbalances of the
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Sudanese economy, which could provide the basis for the devel-
opment of an intensified collaborative approach to the
resolution of the problem of Sudan’s arrears to the Fund.

4. The Fund will shortly be discussing its policies on
arrears to the Fund. It will review the matter of Sudan’s
overdue financial obligations to the Fund again not later than
April 30, 1989, in the light of these discussions and of the
actions taken by Sudan in the meantime to settle its arrears to
the Fund and to adopt and begin implementing a comprehensive
economic adjustment program.

Decision No. 9042-(88/179), adopted
December 12, 1988

DECISION TAKEN SINCE PREVIOUS BOARD MEETING

The following decision was adopted by the Executive Board without
meeting in the period between EBM/88/178 (12/12/88) and EBM/88/179
(12/12,88).

4. OMAN - 1988 ARTICLE IV CONSULTATION - POSTPONEMENT

Notwithstanding the period of three months specified
in Procedure II of the document entitled "Surveillance over
Exchange Rate Policies" attached to Decision No. 5392-(77/63),
adopted April 29, 1977, as amended, the Executive Board agrees
to extend the period for completing the 1988 Article IV consul-
tation with Oman to not later than December 21, 1988.

Decision No. 9043-(88/179), adopted
December 12, 1988

APPROVED: June 20, 1989

LEO VAN HOUTVEN
Secretary






