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1. SOMALIA - 1986 ARTICLE IV CONSULTATION; STAND-BY ARRANGEMENT -
REVIEW AND WAIVER OF PERFORMANCE CRITERION

The Executive Directors considered the staff report for the 1986
Article IV consultation with Somalia (SM/86/225, 8/27/86; and Cor. 1,
9/8/86), together with the staff report on the final review under
the stand-by arrangement for Somalia for the period February 22,
1985-September 30, 1986, and a request for a waiver of a performance
criterion (EBS/86/217, 9/16/86). They also had before them a report
on recent econamic developments in Somalia (SM/86/234, 9/10/86).

Mr. Finaish made the following statement:

In order to put economic developments in Somalia over the past
year and its performance under the current stand-by arrangement in
perspective, it is important that the following considerations be
kept in mind.

When the authorities embarked on the 1985 Fund-supported
ad justment program, the Somali economy was facing an extremely
difficult situation. A combination of unfavorable exogenous
developments in 1983-84, including the loss of the main market
for cattle exports, had led to a sharp decline in growth and
imports and thus also in government revenue. As a result, the
fiscal deficit rose sharply, the rate of inflation accelerated,
foreign exchange reserves were depleted and external arrears began
to accumulate. It is true that the policy response was not rapid
enough to redress the situation, but the difficulty of dealing
with the sharp decline in export earnings (27 percent in 1983 and
38 percent in 1984) and its impact on the economy should not be
underestimated.

The economic program for 1985 was conceived as only the first
phase of a medium-term recovery plan. Nevertheless, the objectives
set by the authorities for the year were quite ambitious and the
policies designed to achieve those objectives were fairly compre-
hensive, covering a wide range of structural and financial measures.
Moreover, as Directors may recall, most of the important policy
measures under the 1985 stand-by arrangement were in the form of
prior actions, including the elimination of most trade restrictions
and price controls, and a substantial liberalization of the exchange
system combined with a large depreclation of the official exchange
rate.

When the 1985 program was formulated, it was recongized that
the depleted foreign exchange reserves and the magnitude of the
imbalances in the economy left the authorities with almost no room
for maneuver in case the program assumptions did not materialize.
In particular, the external payments situation hinged critically
on foreign exchange inflows from creditors and donors being
available to Somalia in a timely fashion.
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Major cash flow problems were encountered in 1985 and early
1986, as pledged external assistance was not disbursed as scheduled.
These difficulties were compounded by the sharp decline in workers,
remittances, amounting to about $40 million, as a result of declin-
ing employment opportunities in the neighboring oil exporting coun-
tries. This factor alone more than offset the 50 percent increase
in exports which was achieved in 1985. The consequent drop in
imports, and thus in import duties, was a major factor behind the
shortfall in govermment revenue. This revenue shortfall--along
with higher expenditures resulting, among other things, from
higher than programmed external debt service payments——made it
extremely difficult to remain within the programmed deficit target.

Under these circumstances, it was decided to extend the
program in order to put together the necessary policy measures for
the achievement of the program targets, albeit over a longer
period. This extension not only helped preserve the continuity
and momentum of Somalia's ad justment efforts but was also a good
example of the flexibility that is needed on the part of the Fund
when the authorities show a clear willingness to cooperate in
implementing needed adjustment policles, as has been the case with
Somalia.

Most of the structural measures designed to improve resource
allocation and growth, such as pricing, marketing and exchange
liberalization, were implemented in the early part of the program.
These measures have already had a positive impact on the growth and
export performance. The authorities have since then been taking
additional steps to promote private sector activity, particularly
in agriculture and industry. In stepping up agricultural reform,
which constitutes an important part of the current public invest-
ment program, the authorities are cooperating closely with the
World Bank. Moreover, in order to stimulate livestock production,
private sector livestock exporting cooperatives are being encour- ‘
aged. Similarly, in the case of manufacturing, a more active private
sector participation is being sought. Toward that end, a revised
private and foreign investment law has been prepared and is expected
to be considered by the Council of Ministers in the near future.

The reorganization of public enterprises continues to be a
matter of priority, although actual progress in this area may not
have been as fast as one would have liked. As in other countries
where public enterprises constitute an important part of the eco-
nomic structure, a comprehensive reorganization inevitably faces
many obstacles and cannot, therefore, be achieved over a short
period. For example, the attempt to privatize certain public
enterprises in Somalia has been difficult because of the capital
and managerial limitations of the private sector. In those cases,
the authorities have found it easier to contract foreign management.
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A number of other enterprises that were considered unviable have
been shut down. Close cooperation is being maintained with the
World Bank in forging ahead with public enterprise reform.

An important element of the 1986 program is to improve the
tax structure and strengthen revenue ccollection. Measures taken
in this regard include the conversion of certain specific taxes to
an ad valorem basis, an increase in the coverage of excise taxes,
the use of a more depreciated exchange rate for import duties, and
a number of administrative improvements in tax collection.

With respect to fimancial sector adjustments, the authorities
moved early in 1986 to raise interest rates in line with expected
inflation at that time. More recently, as inflation did not drop
as projected, the interest rate sturcture was again raised by
4 percentage points in two steps retroactive to August 1 and
September 1, 1986. While adjustments have thus been made in
interest rates, the authorities are of the view that the degree of
flexibility allowed in interest rates needs to take into account
the low interest elasticity of financial savings in Somalia and the
need to encourage private sector investment. Regarding institu-
tional reform in the banking sector, the management and operations
of the commercial bank have continued to be strengthened in 1986.
In order to improve efficiency and competition in the banking
sector, a law permitting the formation of private commercial banks
has been prepared, and the authorities are confident that it will
soon be approved.

The aforesald tax measures have already had a significant
effect on fiscal revenues. In the second quarter of 1986, col-
lections were 72 percent higher than in the first quarter and
175 percent higher than in the second quarter of 1985. For the
year as a whole, it is now estimated that the targeted increase in
revenues——excluding grants—-of 59 percent will be more than met.
However, in the light of the shortfall in grants, the authorities
have recently moved to reduce expenditures further in order to
compensate for that shortfall. 1In addition to a 5 percent across-—
the-board reduction in expenditures, ministries and departments
that exceeded their budgetary allocations in the first half of
1986 will have their allocations for the second half reduced by an
equal amount.: Furthermore, the Govermment will review budgetary
developments on a monthly basis in order to take additional mea-
sures, if necessary, to meet the budgetary and domestic credit
targets of the program.

Monetary developments so far in 1986 indicate a significant
tightening relative to 1985. The additional fiscal measures taken
recently should enable the authorities to stay within the 8 percent
limit for net domestic credit expansion. Although the April limit
for credit to the Govermnment was exceeded, this breach of the
target was of a technical nature, as explained by the staff.
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For 1986 as a whole, it is now expected that broad money, excluding
counterpart fund deposits and foreign currency deposits, will grow
by only 12.4 percent compared with 45.6 percent in 1985.

The authorities are continuing their efforts to diversify
exports and to find new markets for cattle exports. Over the last
two years some success has been achieved in finding alternative
markets for cattle, as indicated by the increase in livestock
exports in 1985 and 1986. However, other exports have not risen
significantly, partly because measures taken to increase incentives,
including the new exchange arrangements, have not yet had their
full effect. Total export earnings in U.S. dollars in 1986 are
now expected to fall significantly short of the level targeted in
the program. Similarly, imports are now projected to be signifi-
cantly lower than the program target. As a result, the currrent
accoumnt deficit—-—excluding grants——is estimated to be 9.7 percent
of GDP, compared with the 11.8 percent programmed for the year.

The agreed monthly adjustments in the official exchange rate
have continued to be implemented. The authorities remain committed
to the unification of the exchange rate by the end of 1986. The
bimonthly auctions of foreign exchange resources provided by the
World Bank are expected to speed up the movement toward full wnifi-
cation. In the next few weeks a review is expected to be held
with the Bank and the Fund to determine whether the auction proce-
dures are adequate and the objectives are being met, and to discuss
further steps that may be necessary to achleve unification at a
sustainable level by the end of the year. The authorities are
aware that this is likely to involve a more rapid depreciation
schedule for the official rate. In the meantime the free market,
which accounts for the bulk of transactions, will continue
operating as at present.

As the staff points out, Somalia's balance of payments will ‘
continue to be under severe pressures over the next few years.
The high debt service ratio and the reduced prospects for foreign
exchange earnings from exports and remittances make it critical
that external assistance and debt relief be provided in adequate
amounts, on appropriate terms, and in a timely fashion. As the
experience of the last two years has shown, shortfalls and delays
in these flows can have serious adverse effects on Somalia's
ad justment efforts and its ability to avoid debt servicing problems,
which in turn can lead to the interruption of other external flows.
The disbursement delays that occurred in 1985 and early 1986 have
clearly had a major effect on the fiscal and external payments
position during that period and made it difficult for the Somali
authorities to avoid the accumulation of external arrears to
creditors, including the Fund. At the same time, the decline in
the ability to import has had a negative effect on the growth
performance. In assessing the medium~term outlook, the staff has
pointed out that unless additional foreign assistance is made
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available in the period ahead, Somalia will need to reduce imports
further. This would be a very unfortunate development as it would
make it much more difficult to achieve the medium-term growth and
balance of payments objectives. The staff also points out that the
outlook for the debt service position beyond 1991 will be affected
importantly by the terms obtained on the debt incurred from 1986
onward. This should be fully recognized by Somalia's creditors,
some of whom have requested, in the context of the rescheduling
negotiations, interest rates that exceeded commercial rates in
those creditors' markets.

Finally, the Somali authorities wish to assure the Board of
their determination to remain current in their financial obliga-
tions to the Fund. The nature of the cash flow difficulties that
led to the emergence of arrears to the Fund over the last two
years are explained in the staff report. 1In order to avoid such
problems in the future, the authorities are working on an improved
cash flow projection and management system. Furthermore, various
cash receipts are being earmarked to facilitate payments to the
Fund. The authorities continue to give Somalia's obligations to
the Fund a special priority. They also consider the role of the
Fund in supporting Somalia's medium-term adjustment effort to be a
crucial one. It 1s their expectation that discussions on a
follow-up stand-by arrangement as well as on an arrangement under
the structural adjustment facility will be completed successfully
in the near future.

Mr. Suraisry made the following statement:

I am pleased to see that Somalia has now become current with
the Fund. The staff report brings out clearly the seriousness of
the financial problems confronting the country. The magnitude of
the external imbalances is such that strong and sustained ad just-
ment efforts will not be sufficlent in themselves, particularly if
the momentum for growth is to be maintained. They should also be
complemented by sufficient financial assistance and adequate debt
relief. Perhaps as important as the size of foreign assistance 1is,
its timely disbursement, particularly because Somalia's foreign
reserves have been virtually depleted. It is therefore crucial
that donors as well as the authorities work together to ensure the
availability of financial resources in a timely fashion. For
their part, the authorities should avoid delays in meeting the
conditions for the various assistance agreements. Donors, for
their part, need to be more aware that delays in disbursements,
and uncertainties concerning the timing of the assistance flows,
do have an adverse impact.

The authorities have introduced new measures in the 1986
program that have strengthened the policy package and will ensure
that the objectives established in the program are broadly met.
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A combination of excellent weather conditions and the author—
ities' appropriate policies, including the strengthening of incen-
tives, freeing of markets, and a flexible exchange rate policy,
have helped stimulate agricultural output. As a result, real GDP
is expected to grow in 1986 by 5 percent, exceeding the program's
initial target of 4.5 percent. I was particularly impressed to
read in the letter of intent that as a result of a record agricul-
tural output in 1986, Somalia is now expected to have surpluses in
both maize and sorghum.

While all fiscal policies agreed upon under the program were
implemented, the overall fiscal deficit is expected to be 5.7 per—
cent of GDP, compared with the 5 percent targeted under the program.
The larger than programmed expansion in the fiscal area is to a
large extent due to the shortfall in grants. The overall deficit,
excluding grants, will actually be much lower than that envisaged
under the program. This is a result of a commendable improvement
in revenue collection, a more stringent control of expenditures,
and a commitment not to grant a generalized wage increase in 1986.
However, it is essential for the authorities to achieve their
fiscal objectives for 1986, particularly in view of the lack of
progress made so far on the inflation front.

I welcome the recent strengthening in monetary policy, and
the intention of the authorities to guarantee a minimum level
of credit to the private sector. This is essential if the private
sector 1s to accelerate its participation in economic activity.
Since the nonobservance of the performance criterion on net credit
to the Government for end-April was due to a technical reason, and
sufficient resources were indeed available, I support the request
for the waiver.

It is clear that the balance of payments position will remain
difficult in the medium term and will require a redoubling of
Somalia's efforts to improve the level of its foreign exchange
earnings, as well as substantial foreign assistance. The author-
ities have made progress by liberalizing the exchange and trade
systems, and more recently, by reiterating their commitment to the
unification of the exchange rate markets by end-1986. It is hoped
that such a unification will provide an adequate incentive to
exporters, improve the allocation of resources, and eliminate the
need for export surrender requirements. In this context, I welcome
the recently launched auction system, as this will provide a proper
avenue for carrying out the unification of the exchange markets.

The continuing difficulties that are foreseen in the balance
of payments have regrettably led the Somali authorities to reduce
the target for the elimination of net external arrears. I hope
that if additional resources become available, the authorities will
give the payment of arrears the highest priority. It is clear
from the letter of intent that the authorities are aiming for a
tightening in their ad justment efforts. I welcome this, since
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perseverance in the adjustment effort will be required if Somalia
i1s to attain a viable balance of payments position in the medium
term.

A sentence in the staff report (SM/86/225, 8/27/86, page 4)
refers to the Saudi Arabian ban on imports of cattle from Somalia
in a one-sided, unbalanced way. As it stands, the sentence blames
Saudi Arabia, directly or indirectly, for the continued imbalances
in the external sector of Somalia. No reference was made to the
new markets that Somalia has found, although that point is made by
the staff later in the report. Moreover, the sentence did not even
mention the reasons behind the ban, even though we have explained
those reasons to the staff bilaterally and at the Executive Board
on past occasions. Since we have explained those reasons, I will
only repeat that we encountered health problems from those cattle;
that Somalia is not the only country whose cattle have been banned;
and that once my authorities are satisfied that those cattle will
pose no health problems, we will 1lift the ban. As a matter of
fact, the ban on sheep was lifted a few years ago, and Saudi Arabia
now constitutes a large market for sheep from Somalia. I strongly
urge the staff to be careful in writing about something that
touches upon the relationships between members. For the record,
let me say that the relationship between Saudi Arabia and Somalia
has been and still is outstanding, and the ban on cattle was not
intended at all to hurt Somalia. Saudi Arabia has been and will
continue to be very helpful to Somalia. Finally, I endorse the
proposed decisions.

Mr. Zecchini made the following statement:

We welcome the fact that once again Somalia has been able to
clear its arrears to the Fund, making it possible to proceed to
the last review under the current stand-by arrangement. Before
commenting briefly on the recent economic policies and developments,
I would 1like to say a few words on future prospects and on the
complementary action that may be played by the Somali authorities,
the Fund, and the donor countries.

According to the medium—term outlook in EBS/86/217 (9/16/86,
page 10), “"developments in the current program indicate that the
authorities should be aiming for a significant tightening of the
adjustment effort in the coming years, if a sustainable balance of
payments is to be attained within a reasonable period of time."

In our view, prudent financial policies are essential but should
be accompanied by structural reforms, such as the establishment of
a unified freely floating exchange rate, further improvements in
price policies, incentives for production, and the rehabilitation
of public sector enterprises. A program under the structural

ad justment facility, with the collaboration of the World Bank,
could provide a useful framework for such adjustment efforts.
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However, we have not found any indications in the staff report on
the forms of collaboration between the Fund and Somalia that might
be expected when this stand-by arrangement expires, and we wonder
whether the staff could elaborate on this issue.

As stressed in the report, additional donor support for
Somalia's ad justment efforts will be needed in the coming years.
In the light of past difficulties, efforts should be made by all
parties concerned to allow for timely disbursement of aid. Some
delays have also occurred in finalizing bilateral agreements con~
nected with the 1985 Paris Club rescheduling, owing to negotiations
on interest costs. In this respect, I was surprised to read
(sM/86/225, 8/27/86, page 12) that the interest rates requested
by official creditors had sometimes exceeded the then current
commercial rate in donor countries.

As for recent economic policies, performance under the program ‘
has been mixed. It is encouraging to note that some of the main
objectives under the stand-by arrangement have been reached with
comfortable margins and that growth in 1986 is projected at 5 per—
cent and the current account deficit, at $130 million. However,
even though financial policies have been tightened after the
occurrence of slippages in 1985, efforts in this area might have
lacked the desired strength. The staff admits candidly that with
the benefit of hindsight, some of the assumptions made in designing
this program have proved too optimistic (SM/86/225, 8/27/86, page
27), and that for 1986 a smaller overall budgetary deficit with
a greater improvement in the Govermment's position with the bank-
ing system would have been more appropriate.

On a more positive note, successful efforts have been made
in reducing public sector current expenditures, thereby leaving
more room for an increase in public investment expenditure. More-
over, some important changes have been made in the tax system and
in administrative procedures in order to improve revenue collec-
tion. On a related issue, the authorities intend to reform the
civil service and to improve its efficiency by increasing wages
and attracting more qualified personnel. While we share the
authorities' view, 1ts cost implications lead us to believe that
this process will have to be combined with reductions in the
total number of govermment employees.

As for external policies, important, albeit partial, progress
has been achieved toward the attaimment of a unified floating
exchange rate. Despite the adjustments that have been made in
depreciating the official rate, it and the free-market rate have
not converged, suggesting that a faster pace of depreciation in
the official rate is desirable if unification is to be reached by
the end of the year. A depreciation of the official exchange rate
toward market-oriented levels would also enhance incentives to
export, as this rate is applied to the 50 percent export surrender
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requirement. Moreover, as stressed repeatedly by the staff,
Somalia's export perspectives could be enhanced considerably if it
were possible to restore better access to some foreign markets.

We welcome the recent institution of the auction market for foreign
exchange and we believe that it might provide an appropriate
framework for the unification of foreign exchange markets.

Mr. Grosche made the following statement:

The authorities have settled their overdue obligations with
the Fund and intend to earmark resources to ensure that upcoming
payment obligations will be met on a timely basis. This develop-
ment is very much to be welcomed. I wish that I could comment as
favorably on policy performance. Some progress was made, in
particular with respect to the liberalization of the economy, and
the growth objective for 1986 will be exceeded. However, develop-
ments in other areas were quite disappointing.

In particular, fiscal and monetary policies in 1985 were more
expansionary than planned. I acknowledge that factors beyond the
authorities' control--particularly the delays in the flow of foreign
assistance——contributed to the disappointing outcome, but the non-
implementation of several policy measures was also a major reason.
This is regrettable, the more so since strict adherence to the
ad justment program was called for in view of the continuing serious
situation of Somalia's economy.

It is heartening to note, therefore, that the authorities have
recently approved a number of measures in the fiscal and monetary
areas to strengthen the ad justment effort. In fact, there are
improved prospects that the objectives established in the program
can be broadly met. Still, some worrisome deviations are expected
to occur, in particular with regard to the inflation target. I am
also concerned that the balance of payments outlook for the medium
term has worsened. Somalia will continue to need substantial donor
assistance and debt relief to cover the projected financing gaps.
In view of this difficult external situation, I fully endorse the
staff's statement that a redoubling of Somalia's ad justment efforts
is required. This implies not only a tightening of demand-management
policies, but also a strengthened effort to increase the export
potential of the country.

I believe that there is still considerable scope for generating
more exports. The Government has been successful in finding new
markets for cattle, and efforts to look for alternative markets are
being undertaken. These efforts should be continued. Nevertheless,
it is disappointing to note that exports other than livestock have
been stagnant.
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An appropriate exchange rate policy will be crucial. The
authorities have continued with the monthly depreciation of the
official rate. However, 1 join Mr. Zecchini in believing that a
faster depreciation would be useful in the context of the envisaged
unification of the exchange system. Progress in this area has
been rather slow, and the difference between the official and the
market rates continues to be great. If the program target of
unifying the exchange rate by the end of this year is to be met, a
stronger correction of the official rate is clearly called for.

In concluding, I can support the proposed decision, including
the requested waiver for the nonobservance of the performance
criterion on net credit to the Govermment for April 1986. Like
the staff, I believe that the nonobservance of this ceiling was
inadvertent.

Mr. Foot made the following statement:

I join previous speakers in welcoming the clearance of
Somalia's overdue obligations to the Fund, which has made today's
review possible. The intense ef fort to this end of all those
involved, particularly the Fund staff, is to be commended. Somalia
has had severe difficulties servicing its debt on time for a con-
siderable period. I welcome the authorities' intention to earmark
foreign exchange for forthcoming obligations to the Fund, and
donors' intentions to smooth out and increase the flow of their
own aid. The authorities must ensure that they do not exacerbate
the problem with unnecessary delays in fulfilling donors' document-
ation needs, because this can be a source of great frustration for
both the authorities and the donors.

In some respects, the economic performance in 1986 has turned
out better than expected at the April 1986 review: growth is a
little higher, and the current account and overall balance of pay-
ments deficits are slightly lower. The authorities' actions to
improve revenue collection have been successful, and together with
the recent package of expenditure cuts, the govermment deficit
should be slightly narrower than expected in April, which is
welcome indeed, given the overrun last year.

It will be important to build on these latest measures with
a further strengthening of the authorities' adjustment efforts.
It is clear that more remains to be done. The staff has listed a
number of tax changes under consideration designed to improve
revenues and efficiency, including the use of the free—market
exchange rate as a basis for charging import duties-~but it is
regrettable that this change has been delayed further; a restruc-
turing of import duties; and ad justments in the sales, excise, and
income taxes. Further improvements in tax administration are also
essential. On the expenditure side, the decision not to grant a
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generalized wage increase this year is helpful, but I note that in
the context of the intended reform of the civil service, some
major wage increases are felt to be necessary. I would very much
endorse Mr. Zecchini's remarks on the need for caution on this
point.

The authorities have begun welcome discussions with the World
Bank on the reform of the public enterprises, including privati-
zation and increased foreign participation. n a more general

note, there seems to be a need to reduce impediments to both

foreign and private investment.

In the area of monetary policy, the recent increase in interest
rates is welcome, as is the authorities' intention to keep those
rates under review in the light of developments in inflation. I
would also urge the authorities to speed up the legislation that
will allow more competition in the commercial banking sector.

Many of the above-mentioned reforms could well be the focus of an
arrangement under the structural adjustment facility, and I would
be interested in staff comment on the prospects for such an
arrangement.

With respect to external policy, the authorities' initiation
of an auction system at the beginning of September 1986 is a
positive move toward the goal of exchange rate unification by
end-1986. However, I concur with previous speakers that it is
disappointing that faster progress has not been made in adjusting
the official rate to the free-market rate, and that the rate of
depreciation of the former has only slightly outpaced the depreci-
ation of the market rate since March 1986. I would be interested
in staff comment on what additional steps seem necessary to prepare
the way for unification of the exchange rate on the planned
timetable.

I can go along with the proposed waiver, as I would agree with
Mr. Grosche that the failure to transfer funds to the Central Bank,
which caused the April breach of performance criteria, was technical
in nature. However, it is another reflection of the administrative
weaknesses that have been a major cause of the difficulties of this
program. The staff has remarked frankly that with hindsight, such
problems might have been anticipated, given the inadequate statis—
tical base and reporting system, which has often made policy
corrections difficult to formulate and implement, and given the
uncertainties about the impact of certain instruments on final
objectives. Although improvements have been made in policy formu-
lation and implementation and in fiscal administration, serious
shortcomings remain, and they have important implications for
the nature of any follow-on program. Technical assistance will
probably have an important role to play here. Nothing in the
staff report suggests that anything imminent is planned, and I
would be interested in staff comment on what, if anything, is
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intended in the foreseeable future. 1 agree with Mr. Zecchini
that there is a need to address future relations between the Fund
and Somalia; in particular, if there is to be another stand-by
arrangement, the appropriate level of access is a subject that
will require attention. 1In conclusion, I can endorse today's
decisions.

Mr. Engert made the following statement:

I support the proposed decisions, and as I agree generally
with the staff's analysis, I would encourage the authorities to
pay close attention to the recommendations that have been made.

In the area of resource allocation, I was pleased to note the
deregulation and liberalization of arrangements in the agricultural
sector, and I would encourage the authorities to continue to
strengthen these efforts. Similarly, in the industrial sector, I
agree with the Government's intentions to encourage additional
private sector activity. However, I note that a substantial portion
of the industrial sector remains in the Government's hands, although
I am encouraged to note that a reorganization of the sector continues
to be a high government priority. I welcome the role of the World
Bank in the review of public enterprises in Somalia.

An important complement to liberalization and deregulation
in the agricultural and industrial sectors would be greater liber-
alization in the financial sphere, and I was encouraged that the
authorities are quite close to introducing a law allowing the
formation of private commercial banks in Somalia. I was also
pleased to note that several foreign and domestic concerns have
expressed interest in forming a new bank in Somalia.

Monetary policy has been strengthened by the recent increase
in interest rates. However, to the extent that interest rates are
negative in real terms, the positive effect of an interest rate
policy is not likely to appear, and thus interest rates should be
increased further and should be kept under review in the light of
the trends in inflation. 1In this connection, I would like to
stress that by keeping interest rates below market clearing levels,
the effective constraint on investment is a lack of savings. HMHoving
closer to what might be market clearing levels, notwithstanding
the imperfections of Somalia's developing financial system, would
tend to increase both savings and investment. In addition, I
encourage the authorities to move away from direct credit controls
and allocation, and to rely more on market incentives. The planned
liberalization in the banking sector should facilitate this.

Unifying the exchange system is an exceedingly important
objective for Somalia. This would complement and strengthen
liberalization and deregulation measures and help make the
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difficult external situation more manageable. I am encouraged by
the steps that the authorities have taken in this direction, but
the difference between the free-market rate and the official rate
continues to be large, and a faster depreciation of the

official exchange rate would be helpful, as would an adjustment

of the commercial rate to the free—market rate. Moreover,

the recently launched auction system will provide a proper avenue
through which to carry out unification of the exchange rate system,
and I would encourage the authorities to move quickly to accom-
plish this objective, and certainly by no later than end-1986.

Finally, I thank the Somali authorities for their efforts in
becoming current with the Fund. It is important, not only to
Somalia but to all members of the Fund, for Somalia to remain cur-
rent, and I welcome the efforts of the staff and the authorities
to develop arrangements to ensure that all coming obligations to
the Fund are settled as they fall due.

Ms. Lundsager made the following statement:

Somalia's present stand-by arrangement continues with a number
of difficulties, particularly because the sharp increase in exports
since 1984 is being offset by the large drop in remittances—-although
overall, the payments position is improving. Furthermore, immedi-
ately after we completed the first review in May 1986, Somalia once
again incurred arrears to the Fund, and has only recently eliminated
those arrears. Of course, we very much welcome this elimination
of arrears. We are aware of the tight foreign exchange situation
facing the authorities, but are nonetheless most discouraged by
this recurrence of arrears. Thus, it is somewhat reassuring to
note that the authorities intend to earmark external resources
for debt service to the Fund. In that regard, we believe that it
is important for donors to support Somalia with the appropriate
form of assistance so that they can meet their external obligations.
My own authorities have made such efforts, especially in support of
the exchange market reforms.

The authorities are making substantial efforts to attain the
program goals this year, and we welcome, in particular, the addi-
tional expenditure measures aimed at offsetting some overruns that
had occurred in the first half of the year in some departments.

The net result is that expenditures are expected to be slightly

less than programmed. Furthermore, since the rate of inflation

has been higher than expected, expenditures are dropping in propor-
tion to GDP, from 19.5 percent to 17.3 percent. The authorities

are planning some tax measures, and in the light of the low ratio

of revenues to GDP--barely over 5 percent——we can support such
efforts. However, we would urge the authorities to place particular
emphasis on preserving and strengthening incentives in any reformu-—
lation of the tax system, with particular emphasis on reducing
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dependence on trade-related taxes. In that regard, technical
assistance from the Fiscal Affairs Department could perhaps prove
useful. In addition, we welcome the authorities' commitment to
civil service reform.

Despite these additional measures, the situation in Somalia
will continue to be tight. External arrears will not be reduced as
much as had been hoped. A large financing gap is still projected
for this year, but it is expected to be closed by rescheduling later
in the year. Because of these large-scale difficulties, we place
particular emphasis on a number of structural adjustments that are
needed to strengthen Somalia's medium-term outlook.

It is critical for the authorities to achieve the long-planned
unification of the exchange markets this year. The authorities
have decided to unify through an auction system, instead of the
free—market system that we had . thought was functioning fairly
smoothly, especially since the exchange and trade system and domes-
tic prices had been substantially liberalized in 1985. We would
appreclate any clarification that could be provided on this change
of approach and any details that the staff has as to the functioning
of this new system. Our main concern is that the divergence between
the official rate and the free—market rate was over 100 percent
recently, and this appears to be a wide gap to close with a depre-~
ciation of the official rate of just 4 percent a month. At the
end of the year, there will obviously have to be some additional
steps. We are specific on the foreign exchange market because
our understanding is that Somalia has a largely viable private
sector that should be encouraged to produce for export, as well
as for domestic consumption, but that entails maintaining competi-
tiveness through appropriate exchange rate ad justments, which the
free market had appeared to be doing.

In that regard, I have several questions. Workers' remit-
tances have dropped quite steeply, and I wonder whether the staff
has any information that might indicate whether that 1s due fully
to workers returning from abroad or to other matters, since there
has been such a sharp drop. I would also like to know whether
staff has any theories as to why the private sector has accumulated
large deposits of foreign exchange at the commercial bank because
the reason for this occurrence was unclear. Finally, at our review
in May, we had raised some questions regarding the 50 percent
export surrender requirement, which in combination with the export
tax, appeared to be a substantial disincentive to exporters. At
that time, we had been reassured that the large depreciation had
benefited exporters and that their profits were still much higher
and incentives for export were strong. Any update of that infor-
mation would be welcome, especially in the light of the higher
than expected domestic rate of inflation.
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Other efforts to improve the efficlency of utilization of
Somalia's limited resource base are also necessary to strengthen
the medium-term outlook. In that regard, the long—awaited program
to rehabilitate the public enterprise sector merits strong support,
and we would appreciate an update from the World Bank representative
on the study due for completion soon. Given Somalia's location,
we still think that it could be an attractive foreign investment
locale. We recognize that such investment will probably not occur
on a grand scale, but it could be useful in supporting divestment
of commercially oriented public enterprises. 1In that regard, we
welcome Mr. Finaish's indications that a revised private and
foreign investment law will be considered soon by the Council of
Ministers.

One final point on structural measures relates to the banking
system, currently composed of only one commercial bank. We strongly
urge that efforts to broaden the scope of commercial banmking in
Somalia be accelerated so that intermediation can occur much more
smoothly. Foreign investment could also play a useful role in this
sector, as the authorities appear to recognize. We would also
suggest that efforts be made to broaden the range of monetary policy
tools, so that dependence on credit ceilings could be reduced.

We welcome the recent interest rate measures, but in the light
of the high rate of inflation, additional efforts might be required.
We also wonder whether the excess of inflation over interest rates
played any role in the drop in remittances. With the difficult
financial situation and the high level of external debt outstanding,
we strongly urge the authorities to limit their use of Fund resources
in the credit tranches. The medium-term outlook indicates that
the tight situation facing the authorities and the difficulties
related to servicing debt on nonconcessional terms will continue
probably into the next decade. Outstanding use of Fund credit is
already high, around 200 percent of quota, and it apparently has
contributed to the financial difficulties facing the authorities.
Financing under the structural ad justment facility would appear to
be much better suited for Somalia. Finally, we would welcome any
information that staff might have on Somalia's observance of the
end—-July performance criteria. We can support the proposed decision,
noting that the waiver requested for end-April appears to be related
to some inefficiencies in management, not to shortfalls in policy
implementation.

Mr. Ismael made the following statement:

I welcome the payment by Somalia of its overdue obligations
to the Fund and the efforts that the authorities are making to
avoid such problems in the future. In addition, I am in favor
of the request by the authorities for a waiver of the nonobservance
of the performance criterion regarding credit to the Government-
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It is noteworthy that despite the many problems facing Somalia,
progress was made in certain sectors of the economy in 1986.
Indications that real GDP might be stronger in 1986 than projected
earlier are encouraging, as is8 the downward revision of the current
account deficit. Although the revised projections indicate a
higher rate of inflation than forecast earlier, we note that this
rate will nevertheless be lower than in 1985. However, the overall
economic situation 1s still difficult. The Goverunment's fiscal
position needs to be improved and the external debt 1is putting a
heavy burden on the external accounts.

I welcome the strong fiscal measures taken by the authorities
to strengthen control over expenditure and to improve revenue
collection. The change in the way customs duties are assessed on
imports, and the other administrative measures taken to reduce
smuggling and tax evasion, are appropriate. All these measures
will help the revenue position of the Govermment and, as noted by
Mr. Finaish, the latest projections indicate that revenue for 1986
will exceed the original forecasts. On the expenditure side, the
additional measures being put into place are welcome and should
contribute to the authorities' other efforts to rein in outlays
and thus meet the overall deficit target for 1986.

The measures being taken in the monetary sector are in the
right direction and should help the authorities to improve thelr
control over credit and monetary policies.

Developments in the external sector continue to be difficult
in 1986. While livestock exports have increased and efforts are
being made to widen the export base as well as export markets,
the external account position is projected to stay under pressure
in the medium term. The authorities are well aware of this situ-
ation and are taking several measures to improve it. They have
already liberalized prices and markets with a view to increasing
production, and are moving toward a unification of the exchange
rate. However, it will take time before all these measures begin
to have their full impact on the economy. In the meantime, the
country 1s faced with an increasing external debt burden. This
situation is made worse by the uncertainty associated with the
disbursement of foreign financial assistance. Better cocordination
of the assistance program by Somalia with its donors could alleviate
this problem, and I urge the authorities to give full consideration
to this suggestion. However, given the overall situation of
Somalia, the authorities need to continue, and even strengthen,
their adjustment efforts in line with the staff's recommendations.
In conclusion, I approve the proposed decisions.
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Mr. Wijnholds made the following statement:

Economic performance in Somalia remains somewhat unbalanced.
Growth is satisfactory, but the rate of inflation is increasing
again this year and external vulnerability continues to be great.
Somalia has a history of external arrears, including arrears to
the Fund. While it has recently succeeded in settling its overdue
obligations to the Fund--and I Join others in expressing my satis-—
faction with this development--the chances for a renewed occurrence
of arrears are substantial. In that light, I welcome Somalia's
plans to earmark foreign exchange for the purpose of making timely
payments to the Fund in the future.

Somalia's weak external position, with a virtual absence of
foreign exchange reserves, makes it imperative for the country to
continue to rely heavily on foreign donor assistance. Problems
have arisen because of delays in the receipt of donor support, but
this 1s not the only reason for Somalia's earlier underperformance
under the stand-by arrangement. Despite considerable achievements
stemming from structural reforms, and the introduction of market-
oriented policies, the implementation of the financial program
fell short in a number of areas.

In the meantime, additional measures have been taken. 1
particularly welcome the expenditure measures that have recently
been approved, which should enable the authorities to meet the
targets for expenditure and the overall deficit. There has also
been a substantial increase in interest rates. However, in view
of the higher than expected rate of inflation, real interest rates
have remained negative and the authorities should not hesitate to
increase them further if price rises do not abate.

Progress toward unification of the multiple exchange rates
now in existence has not been all that encouraging, as the differ—
ence between the various rates has not narrowed. I note, however,
that the authorities remain committed to unifying the rate before
the end of this year and, as Mr. Finaish has stated, the authori-
ties are aware that this is likely to entail a more rapid depreci-
ation of the official rate.

The authorities have taken several commendable steps toward
privatization of enterprises. However, it seems that the domestic
private sector is not in a position to provide the required capital
and management, and foreign investment could play a most useful role
here. In this respect, the attempt to renew the activity of foreign
banks in Somalia could play an important role. In conclusion, the
authorities are making important efforts, but given their vulnerable
position, they cannot afford any slippage in the implementation of
the financial program.



EBM/86/161 - 9/22/86 - 20 -

The staff representative from the African Department said that for
some time, the staff had held the opinion that the authorities needed
to depreciate the exchange rate more quickly to accelerate the process
of unification of the exchange market. The authorities had expressed
the feeling that a substantial element of speculation was present in
the free market and that the free rate did not reflect the underlying
economic situation. Thus the question of how best to accomplish the
unification was of considerable concern to the authorities. Moreover,
the authorities had indicated that because the decision would have to
be approved by the Council of Ministers, they wanted to bring the
unification issue to the Council only once instead of several times.
The auction system that had started in September provided an avenue for
testing the market forces, and the authorities saw that as a method by
which they could also demonstrate to the Council of Ministers the work-
ings of the market forces. The initial auction, held on September 2,
1986, had resulted in an exchange rate of $1 = So. Sh. 110, compared
with a free market rate before the auction of nearly So. Sh. 157. The
second auction, held later in September, had resulted in an exchange
rate of $1 = So. Sh. 100. Meanwhile, the free-market rate had dropped
to a level between So. Sh. 120 and So. Sh. 130 to the dollar, which
lent support to the authorities' view that there was speculation in
the free market.

However, the staff was concerned that the auction rate had perhaps
dropped below the correct level, the staff representative continued. In
those auctions, the number of successful bids ranged between 30 and 20,
so that the extent of the market was quite limited. The staff expected
to discuss such issues with the authorities, including the choice of an
appropriate method of bringing about the exchange rate unification, in
the context of planning for a future arrangement with Somalia. It was
premature to provide the Board with any scenario, as the staff still
needed to discuss the possibilities with the Somali authorities. Of
course, the staff would review the auction system during the forthcoming
mission to ascertain that it was indeed a free system that allowed the
testing of the market.

The staff had been hoping to have some suggestions from Directors
on what form of assistance might be best for Somalia in the near future,
the staff representative indicated. Somalia was on the list of countries
eligible for an arrangement under the stuctural adjustment facility, and
the staff hoped to conclude such an arrangement before the end of 1986.
However, there was also likely to be a need for a stand-by arrangement
to permit the Paris Club rescheduling that the authorities had requested.

The authorities had become quite concerned at the developments in
civil service wages, the staff representative noted. In fact, it had
become extremely difficult for them to retain appropriate staff because
of the low wages, and most important, to obtain a full day's work from
the civil servants, because they were engaging in other activities to
earn an adequate living. The civil service reform, studied in
conjunction with a group of donors, would provide an avenue for the
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higher wages to be financed partly by a reduction in the size of the
civil service. At the same time, the authorities believed that there
was a need for increased activity in the private sector to provide
alternative employment opportunities for the civil servants affected by
the reduction in force. In that regard, it was noteworthy that part of
the agrarian reform in Somalia had involved giving plots of land to
civil servants to induce them to leave the civil service.

Somalia had been successful in finding alternative markets for
some exports, but in order to expand the markets for livestock, some
infrastructural problems needed to be remedied, the staff representative
pointed out. For example, the absence of pellet feeding facilities for
the animals while they were in transit precluded shipment to markets
that were too distant, because the animals would arrive too depleted in
weight to make i1t a profitable enterprise.

With respect to other minor exports, the large expansion in banana
plantings would soon be reflected in export figures, the staff represen-
tative went on. Somalia also had considerable opportunities in the area
of hides and skins, and that market might be privatized in the near
future.

The size of the drop 1n workers' remittances was not fully attrib-

utable to the fall in cmle_'y'u"‘.lE‘:ﬁL GmeLuuities in the Gulf area, the
staff representative mentioned. That drop also reflected some lack of
confidence among priv”*" individuals who could transfer such resocurces.
The political situation in Somalia was still quite fluid. The change
in the economic system that had been made over the past two years did
not have the full support of everyone in the country, and a sense of
foreboding persisted as to what might happen. That same problem of
confldence explained to some degree why Somali citizens had decided to

repatriate gome of their funds but to keep them in dollar-denominated
accounts in the commercial banks. However, it had to be noted that the
rapid depreciation of the free-market rate had offered those individuals

an investment alternative, because they were certainly able to earn
greater returns by keeping their money in dollars for a longer period.

Although in theory one would agree with Ms. Lundsager's advice to
the authorities to move away from foreign trade taxes, unfortunately the
situation had to be viewed in the light of the administrative capabil-
ities in the civil service, the staff representative noted. A sharp
move 1in foreign trade taxes would lead to a substantial reduction in
revenues. It was considerably easier for customs officials to collect
foreign trade taxes than it would be to collect taxes on profits made
by importers.

Final data were not available on the end-July performance criteria,
but the staff had received communications from the resident represen-—
tative indicating that those ceilings had been observed, the staff
representative indicated.
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When the Somalli authorities had approached some of their creditors
for bilateral rescheduling agreements, they had been surprised to find
that the interest payments in some agreements were being increased to
reflect more current market conditions, the staff representative from
the African Department remarked. The previous arrangements had had
interest subsidies included in them, but in two of the four new agree-
ments, the interest rates exceeded by a substantial margin the rates at
which the govermment was borrowing in the local markets. The Somali
authorities had negotiated to have the interest rates reduced by a
small amount, but those rates still remained quite high.

Mr. Foot commented that he had already asked his authorities to
consider, in the Paris Club context, whether a program under the struc-

tural &GJUSEmenE 180111ty would not be sufficient for the Paris Club
requirements.

The Chairman added that Mr. Foot had raised one of the ques

hat the Fund was also db&;ug LLbCLL, and that he would app recia
guidance from the Executive Board on the matter.

tions
t

e

The staff representative from the World Bank said that a mission
had gone to Somalia in late June and July 1986 tc discuss public enter—
prise reform efforts with the authorities. There had been general
agreement that the Govermment should speed up the slow pace of progress,
and that technical assistance from the World Bank should be requested
to help the authorities scrutinize the public enterprise sector, partic-
ularly in manufacturing. The authorities hoped to list each individual
enterprise under one of three categories: those that were nonviable

and should be phased out gradually, those that might be divested of
public ownership control, or alternatively, might be put under joint
venture with public and private ownership; and those that appeared
viable, and with some reorganization in structure or rehabilitation
might be kept in the public sector. The World Bank staff did not have

a timetable of that reform process, but had hoped to provide support

and technical assistance during the coming fiscal year. The authorities
seemed eager to make further progress on that issue, and although such
progress had been slow, 1t was expected to accelerate in the future.

Mr. Finaish said that one had to appreciate that a fundamental shift
in policy had taken place in a relatively short period, particularly
over the past two years, and that despite quite difficult circumstances,
significant structural and financial changes had occurred in Somalia.

Reference had been made to assumptions of the economic program,
Mr. Finaish recalled. Of course, assumptions had had to be made on
a number of exogenous variables and on the effects and lags of various
measures. However, a number of the assumptions for the program-
including some critical ones~-simply had not materialized. It was
always easy to say in retrospect that an assumption had been overly
optimistic. However, it was difficult to see how anyone could have
predicted the sharp decline in workers' remittances, which had offset
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the 50 percent increase in exports. Therefore, the changed circumstances
had made it virtually impossible to achieve the program targets in 1985.
0f course, in theory one could say that the balance of payments targets
could have been achieved if financial policies had been tightened suffi-
ciently to offset the effects of the adverse exogenous developments.
However, given the magnitude of fiscal and import compression that
would have been necessary, that tightening could not feasibly have been
done in such a short period. It was important to recognize that major
budgetary changes required time to be agreed upon and implemented, both
in developing countries or industrial countries, and that was indeed

the situation in Somalia. Given those circumstances, there had been no
choice but to extend the arrangement, which was a wise decision because
the momentum of the adjustment had been maintained.

Somalia's outlook was difficult for reasons that were well known,
Mr. Finaish continued. The authorities would have to do their part to
improve the situation, but support was also needed from donors, especially
in terms of the timing of disbursements. As a number of speakers had
noted, the terms of such support were also important. The authorities
were currently discussing with the staff the possibility of a follow up
stand~by arrangement as well as additional resources under the structural
ad justment facility.

The interest rate had been increased twice recently, but the author-
ities held the view that interest rate changes had only limited effective-
ness in the current circumstances, Mr. Finaish indicated. Moreover,
they considered that in Somalia's depressed situation, they needed to
encourage agriculture and industry particularly, and therefore they had
doubts about how effective the interest rate instrument was in those
circumstances.

The authorities were committed to the unification of the exchange
rate, Mr. Finaish went on. Moreover, the authorities had done what
they were supposed to do under the program. There was no denying that
exchange rate measures were useful, but there were other ways of encour-
aging exports. Critical imports were needed, for example, and increased
production was also necessary.

In their telex to the Managing Director, quoted in Supplement 2 to
EBS/86/199 (9/16/86), the authorities had stated their intention to set
aside the last purchase in the current stand-by arrangement to be used
to repay obligations in Somalia's SDR account that would fall due in
the future, Mr. Finaish stated. That measure should be taken as an
indication of Somalia's eagerness to remain current with the Fund.
However, he was concerned that such a procedure might become a standard
requirement for Somalia and other member countries. It was not yet
part of the general policies of the Fund, and one could debate the use-
fulness of such a procedure as well as its advantages and disadvantages.
Of course, he recognized that Somalia was one of the countries that had
found it difficult to meet its obligations to the Fund, but the author—-
ities' acceptance of that new procedure showed that they wanted to
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continue theilr cooperation with the Fund. Finally, he hoped that the
discussions scheduled to take place soon on a follow-up program under
the structural adjustment facility would be successful.

The Chairman then made the following summing up:

= ~ e

Executive Directors were in broad agreement with the appraisal
in the staff report on the the 1986 Article IV consultation with
Somalia. Directors recognized the difficult situation being faced
by Somalia-—and in particular the institutional and administrative
bottlenecks confronting the authorities——-and urged the authorities
to press forward with the ad justment effort. In that context,
Directors cnchoacd concern at the illk.l.!:dDJ.ug'ly difficult medium!
term prospects faced by Somalia. They were of the view that a
quickened pace of adjustment was needed in order to attain a
sustainable medium—term balance of payments position. Directors
were pleased to note that improved weather conditions and producer
incentives had led to a 10 percent increase in real GDP in 1985,
and that a further 5 percent increase had been forecast for 1986.
However, they acknowledged that even under the best conditions,
Somalia would require continued donor support of a highly conces-
sional nature and debt relief for a number of years to come.

Some Directors observed that the coordination between the
Somali authorities and the principal donors should be improved
to permit a steady flow and timely disbursement of the agreed
resources. Concern was also expressed that some of Somalia's
difficulties had arisen because policies under the stand-by
arrangement-—particularly vis-3-vis the external sector and the
budget—--had not been implemented fully. Some Directors commented
that financial policies had tended to be more expansionary in 1985
and in the early part of 1986 than planned, but they commended the
authorities on the recently implemented expenditure adjustment
that had brought the overall budgetary deficit in 1986 to the level
included in the present stand-by arrangement, and on the efforts
to expand government revenues for 1986. 1In that regard, they
encouraged the authorities to target a smaller overall budgetary
deficit in 1987.

Directors indicated that the authorities should move ahead
with tax reform, including a restructuring of import duties and a
broadening of the tax base, and that they should press ahead with
civil service reform. Directors welcomed the authorities' commit-
ment to unify the foreign exchange market before the end of 1986
and urged them to let market forces determine the adjustment of
the official rate so that the target date for the unification
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would be met. They commended the authorities for the the
successful introduction of the foreign exchange auction system
and the maintenance of a liberalized trade system, despite the
continued difficulties in the external sector.

Directors viewed the recent improvement in the operatiomns of
the commercial bank as an important step toward better financial
control. It was noted that the recent adjustment of interest
rates was in the right direction but that additional action might
be necessary if inflation continued at a high level.

Directors emphasized the need to move forward more forcefully
with structural reform. The recommended in particular that the
authorities rehabilitate the public sector enterprises with the
assistance of the World Bank, improve the provision of financial
services by premitting other commercial banks to operate in Somalia,
encourage the private sector through improved pricing and taxation
policies, and strengthen and diversify Somalia's export potential.

Directors generally expressed serious concern at the continued
existence of payment arrears and the authorities' inability to meet
the target established for their reduction in 1986. They encouraged
the authorities to make additional efforts to eliminate such arrears.
In that regard, Directors warmly welcomed the recent elimination of
overdue financial obligations to the Fund and urged the authorities
to tighten policies and procedures so as to prevent the recurrence
of overdue obligations.

It is expected that the next Article IV consultation with
Somalia 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 relating to Somalia's exchange
measures subject to Article VIII, Sections 2(a) and 3, and in con-
cluding the 1986 Article XIV consultation with Somalia, in the light
of the 1986 Article IV consultation with Somalia conducted under
Decision No. 5392-(77/63), adopted April 29, 1977 (Surveillance over
Exchange Rate Policies).

2. Somalia maintains a restriction on the making of payments
and transfers for current international transactions as evidenced by
the accumulation of some commercial arrears, and multiple currency
practices, subject to Fund approval under Article VIII, Sections 2(a)
and 3, as described in SM/86/234. The Fund notes the intention
of the Government of Somalia to eliminate the multiple currency
practices, which were approved through December 31, 1986 (Executive
Board Decision No. 8282-(86/81), adopted May 12, 1986), in the
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context of the ad justment program described in EBS/86/93. The
Fund grants approval of the restriction evidenced by the accumu-—
lation of commercial arrears through December 31, 1987 or the next
Article IV consultation with Somalia, whichever is earlier.

Decision No. 8408-(86/161), adopted
September 22, 1986

Stand-By Arrangement - Review and Waiver of Performance Criterion

1. The Govermment of Somalia has consulted with the Fund in
accordance with paragraph 4 of the stand-by arrangement for Somalia
(EBS/85/1, 1/2/85) as amended, and paragraph 35 of the letter attached
thereto as modified by paragraph 20 of the letter dated April 22,
1986, from the Minister of Finance and the Governor of the Central
Bank of Somalia, concerning deviations in the observance of the
performance criteria under paragraph 4 of the stand-by arrangement,
and in order (a) to review progress made by Somalia in realizing the
objectives of its program, (b) to reach understandings on the balance
of payments gap and exchange rate, budgetary, and petroleum—pricing
policies that the authorities will pursue during the period through
September 30, 1986, and (c) to establish suitable performance criteria
for the rest of the program.

2. The letter dated September 16, 1986 from the Minister of
Finance and the Governor of the Central Bank of Somalia setting
forth policies and measures that the authorities will pursue, shall
be annexed to the stand-by arrangement for Somalia, and the letters of
November 8, 1984 and April 22, 1986 shall be read as modified and
supplemented by the letter dated September 16, 1986.

3. Somalia will not make purchases under the stand-by arrange-
ment that will increase the Fund's holdings of Somalia's currency in
the credit tranches beyond 25 percent of quota, or increase the
Fund's holdings of that currency resulting from purchases of borrowed
resources beyond 12.5 percent of quota, during any period in which
the data at the end of the preceding period indicate that:

(a) the limit on total domestic credit of the banking system
described in paragraph 10 of the letter of September 16,
1986, or

(b) the limit on net credit from the banking system to the
Government described in paragraph 10 of the letter of
September 16, 1986,

1s not observed.
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4, The Fund decides, pursuant to paragraph 4 of the stand-by
arrangement, that the review contemplated in paragraph 35 of the
letter of November 8, 1984, as modified by paragraph 20 of the
letter of April 22, 1986, is completed and that no additional under—
standings are necessary; and that notwithstanding the nonobservance of
the performance criteria on net credit to the Govermment for April 30,
1986, Somalia may proceed to make purchases under the stand-by
arrangement.

Decision No. 8409-(86/161), adopted
September 22, 1986

2. MAURITANIA - 1986 ARTICLE IV CONSULTATION; STAND-BY ARRANGEMENT -
REVIEW AND WAIVER OF PERFORMANCE CRITERIA; AND STRUCTURAL ADJUSTMENT
ARRANGEMENT

The Executive Directors considered the staff report for the 1986
Article IV consultation with Mauritania, the first review under the 12-month
stand-by arrangement for Mauritania approved on April 21, 1986, and a
request for a waiver of performance criteria, together with a request by
Mauritania for a structural adjustment arrangement (EBS/86/192, 8/19/86;
Cor. 1, 9/18/86; and Sup. 1, 9/19/86). They also had before them a report
on recent economic developments in Mauritania (SM/86/232, 9/9/86).

The Chairman 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 September 4,
1986 discussion in Committee of the Whole of a paper entitled
"Mauritania - Policy Framework Paper, 1986-1989"

The Executive Directors of the Bank and IDA discussed, in a
Committee of the Whole, the paper entitled "Mauritania - Policy
Framework Paper, 1986-89."

The deep-seated problems of Mauritania were recognized, as
well as its poor resource endowment.

The medium—term framework was commended, although it was
thought to be very ambitious. It was noted that while Mauritania's
growth potential was limited, this potential would be enhanced by
the medium-term program of the Government.

The importance of timely and effective Implementation was
stressed. The weakness of the administrative mechanism was noted,
in connection with the tax system as well as the reform of the
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financial sector. The importance of continued and more effective
technical assistance was emphasized to help improve the efficiency
of the public administration.

Several speakers noted the importance of greater reliance on
private investments, and that for this purpose the incentive
framework proposed by the Government would need to be sustained.

Several speakers questioned the size of the financing gap.
Concern was expressed both on the adequacy of the financing to
assure maximum feasible growth and on whether the projected financ-
ing could be mobilized. Staff noted that strong donor support
would be necessary even to achieve the projected disbursements and
debt rescheduling. The projected financing was thought to be the
maximum likely to be available, particularly in view of donor
reactions in recent discussions.

The staff representative from the African Department said that the
staff had been informed on September 21, 1986 that the authorities had
taken measures to transfer to the budget an advance on the profits of the
petroleum company, as indicated in EBS/86/192, Sup. 1 (9/19/86). The
first transfer of UM 100 million had already been effected. On
September 19, 1986--before any transfer had been effected--the level of
credit to the Government had been reduced to the end-September 1986 ceiling
under the program. With the initial transfer of UM 100 million, the net
credit to the Government had been brought significantly below the ceiling
level.

Mr. Mawakani made the following statement:

The multifaceted efforts initiated by the authorities of
Mauritania and aimed at reducing the imbalances in the economy are
being continued with added resolve. Indeed, all the policy measures
programmed under the 1985 stand-by arrangement have been implemented.
Likewise, those slated for implementation in 1986 are being pursued
on schedule. The combination of these actions and the advent of
favorable factors such as better weather conditions and lower oil
prices have led to a revival of economic activity and a reduction
of fiscal and external imbalances. Production incentives have
been greatly-enhanced and the basis for a more sustained growth in
the medium term is being strengthened. It is in support of these
efforts that the authorities are requesting the joint assistance
of the Bank and Fund in the form of a three-year arrangement under
the structural adjustment facility.

In the production sector, there are indications that the
resumption of growth in 1985 is holding ground this year. 1Indeed,
subsequent to an uneven performance over the past few years, the
rate of expansion of total output is projected to exceed 5 percent
in 1986, up 2 percentage points from the 1985 level. It is
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forecast to remain sustained in the medium term, reflecting to a
large extent the favorable effects of the expansion of livestock
and cereal output on trade. Equally important toward achieving
the growth objectives are several structural policy measures.

These measures, which are detailed in the staff reports, are aimed
at ameliorating the resource allocation in the economy and strength-
ening the conditions for a broad-based and sustained economic
growth. I wish only to stress the wide-ranging nature of these
measures. In the area of prices, not only has the ouguiya been
depreciated in favor of domestically produced goods, but the
producer prices of many agricultural commodities have been increased
in order to stimulate production. The list of goods submitted
earlier to price control has also been drastically shortened.
Furthermore, the pricing and marketing arrangements for several
commodities are being reviewed. The role of the private sector in
the marketing and pricing of agricultural products 1s also being
enlarged. In this connection, consideration is being given to
allowing the private sector to undertake activities related to the
distribution of fertilizer and the processing of rice. The free
food program is being scaled down in favor of a more expanded
"Food-for-Work Program.” Investment selection is being based much
more on economic considerations, and project implementation is
being strengthened. The fisheries sector is also the object of
considerable attention, with emphasis being placed on expanding

the involvement of Mauritanian nationals and enhancing the partner-
ship arrangements between the Govermment and foreign interests.

To underscore the increasing importance of the contribution of
this sector to the economy, the Govermment intends to submit early
next year an action program to a Sectoral Donors' Group Conference,
following the completion of the comprehensive study in progress on
ways to better integrate fishing activities into the economy.

In the fiscal sector, the overall deficit has decreased
significantly in 1985, owing to the Government's efforts to restrain
expenditure growth and to expand revenue. The interplay of the
effects of the depreciation of the ouguiya, the recovery of the
fishing and iron exports and discretionary tax changes has contri-
buted to the growth of tax revenue. Current expenditure has also
been contalined through the freeze of important categories of
outlays, notably subsidies and transfers. Capital expenditure was
reduced as part of an overall consolidation of development efforts.
The fiscal adjustment is programmed to continue in 1986 and beyond,
with the overall deficit forecast to decrease sharply again this
year and more gradually thereafter. To this end, new revenue
measures were enacted this year, including higher rates on certain
income categories and on petroleum products. Some tax exemptions
were also reduced and several others are under review. Ways are
being considered to broaden the tax base of the fishing and mining
activities. The tax registry is also being reorganized in order to
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allow for a more efficient use of the information therein. On the
expenditure side, the authorities restrained the increase in the
wage bill by allowing only minimal recruitment in a few
administrative departments.

On a year-on-year basis, overall monetary expansion has been
generally restrained in Mauritania during the past few years and
is projected to remain so in the medium term. This moderation is
consistent with the more cautious course of fiscal policy being
followed by the authorities. In order to enhance the contribution
of the banking system to the growth of economic activity, the
Mauritanian authorities have initiated several actions involving a
fundamental reorientation of policies. By way of 1illustration,
not only is the list of borrowers in arrears being made public but
they are being barred from using banking services and bidding for
govermment contracts. The supervisory authority of the Central
Bank on the operations of the deposit money banks is being strength- .
ened, particularly by the prevention of banks that fail to
provide timely financial information to the Central Bank from
having access to its rediscount window. The opening of the capital
base of the deposit money banks to foreign and local partners is
being considered. Thanks to these and other measures, financial
discipline and confidence in the banking system and in the economy
as a whole are being reinforced.

Significant progress has also been achieved in reducing the
external imbalances. The external current account deficit, includ-
ing grants, which exceeded more than 20 percent of GDP in 1984,
has been more than halved in 1985 and is programmed to decrease
further in 1986 and in the medium term. The improvement noted
in 1985 was essentially attributable to a rise in export earnings
from fish (price and volume effects) and to a lesser extent from
iron exports (price effect). Nonfactor income also rose substan- ‘
tially in 1985, owing to higher royalties from fishing activities.
Despite the decrease in net capital inflows, the overall balance
of payments deficit decreased considerably in 1985. The depreci-
ation of the ougulya in 1985, together with the implementation of
a flexible exchange rate policy, has contributed to achieving this
result. For 1986, export earnings are projected to remain practi-
cally stagnant, as the favorable effects on receipts arising from
higher volume and price of fish and increased sale of iron ore to
be marketed are virtually annihilated by the impact of the depre-
clation of the U.S. dollar. However, because of the projected fall
in imports attributable to lower petroleum and food import bills
as well as considerably smaller outflows of payments for goods and
nonfactor services, the external current account deficit 1is to
decrease further. Indications are that this improvement might
exert only a limited influence on the overall balance of payments
position because of the effects of a near doubling of amortization
payments in 1986. The authorities are aware of these prospects
and are hopeful that the measures taken to stimulate production
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and exports together with the continued display of discipline in
managing aggregate demand, will contribute over time to a reallo—
cation of resources in favor of production activities in general
and export-oriented ones in particular, thus leading to an improved
performance of the external sector.

To conclude, over the past several years, the authorities
have demonstrated their determination not only to redress the
financial imbalances that their economy has been experiencing but
also to take strong actions toward removing the more deep-seated
obstacles to a broad-based growth and development of the economy.
Particularly noteworthy are the redirection of policies away from
regulation and the increasing incentives and participation of the
private sector in economic activity. This reorientation of policies
is being reinforced and confidence in the economic prospects of the
country is being strengthened. It is the hope of my authorities
that the international financial community, as well as bilateral
aid donors, will continue to provide them with the requisite
financial and technical assistance in order to bring to satisfactory
fruition their unrelenting efforts to develop their country.

Mr. Rousset made the following statement:

The Mauritanian authorities are closely pursuing the adjustment
process, and all the measures envisaged for the first half of 1986
have been implemented. The authorities' efforts are paying off and
considerable progress has been made toward achieving in 1986 the
objective of GDP growth of 5 percent, a reduction of the current
account deficit to 7.7 percent of GDP, and a reduction of the
consolidated government deficit to 1 percent of GDP. Against this
background and considering the staff explanations about the over-
shooting on the performance criteria on net domestic credit, I
have no difficulty in supporting the decision relative to the
completion of the Article IV consultation.

With respect to the program under the structural adjustment
facility, I fully agree with its global objective of achieving an
annual rate of growth of GDP of 4 percent a year, while reducing
the rate of inflation to 5 percent with the aim of attaining
equilibrium in the current account by 1989. Since this program
supported by the stand-by arrangement has already focused strongly
on structural policies designed to increase production and produc-
tivity over the medium term, it is not surprising that the objec~
tives and policies of the stand-by arrangement and those under the
structural adjustment facility look very much alike. Because the
growth of GDP will stem mainly from the development of agriculture,
better integration of the fishery activities, and promotion of
light industry, the improvement of the economic framework will be
essential.
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In addition to the continuation of tight fiscal policies,
provision has been made for a number of actions, among which the
rehabilitation of the public enterprises and the banking system is
of particular importance. I encourage the authorities to continue
the rehabilitation of the public enterprise sector, and more
specifically, of the electricity and water company. The reduction
of the cost of energy 1s indeed essential to the development of
industrial or small-scale enterprises and in particular of the
activities that would facilitate a better local integration of
fishery activities. This same comment can be applied to the bank-
ing system, where beyond the actions already taken to accelerate
the collection of nonperforming loans and to tighten the supervi-
sion of commercial banks, a comprehensive restructuring must be
envisaged. In spite of the social cost that will inevitably be
involved in this reform, I strongly encourage the authorities to
undertake it, along the lines of the staff report.

I agree that there is a need to increase the contribution of
the fishing sector to the economy and I look forward to the
presentation of the conclusions of the study presently under way.

I was impressed by the number of measures included in the
three-year program under the structural adjustment facility.
Moreover, I have noted that many of the complex and far—-reaching
actions were to be implemented in 1986 or early 1987. I wonder
whether this timetable is not somewhat overambitious, and 1if the
Mauritanian Administration is in a position to meet such a time-
table, given its institutional weakness. Therefore, I would like
to point out that while the authorities should make their best
efforts to stick to this program, the donors should at the same
time remain flexible if some delays occur in the implementation
of such an ambitious set of actions. In conclusion, I support
the request for an arrangement under the structural adjustment
facility.

Mr. Suraisry made the following statement:

It is refreshing to see that political determination and
technical and financial support from donors, the Fund, and the
World Bank have helped reverse the deterioration in Mauritania's
economy. The turnaround has been remarkable, and in many respects
has exceeded expectations. The authorities have demonstrated
their commitment to restructuring their economy and improving
their productive base by embarking on a comprehensive recovery
program. I commend them for the decisive fashion with which they
have tackled their economic problems and the political courage
that they have shown in implementing the needed policies.
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The scope and breadth of the policy measures implemented over
the past two years are impressive. They have included price liber-
alization, exchange rate flexibility, a rehabilitation of the
banking system and the public enterprises, and cautious fiscal and
monetary policies. The policies have resulted in substantial
progress in the past two years to reduce internal and external
imbalances. For example, in 1985, the domestic savings ratio
improved sharply from a negative 1.5 percent to 9 percent of GDFP,
the overall government deficit was cut in half to 4.9 percent of
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As shown in the staff's medium-term outlook, however, the
economic prospects for Mauritania remain difficult, and its overall
balance of payments position, fragile. This underscores the need
for sustaining the present adjustment efforts so as to consolidate
the gains achieved thus far, reduce the vulnerability of domestic
economic developments to external factors, and solidify the basis
for future growth. 1In this context, the macroeconomic objectives
set by the authorities for the period 1986-89, which form the basis
for a loan request under the structural adjustment facility, are
appropriate and deserve Fund support. Particularly heartening is
the aim of an annual rate of growth of real GDP of about 4 percent,
a target that seems feasible in the light of the growth performance
in the past two years. Furthermore, the objective of achieving a
current account equilibrium in 1989 clearly demonstrates the
commitment of the authorities to increase reliance on their domestic
savings for financing their investment needs. The savings ratio
is expected to increase to 18 percent in 1989, and will cover some
60 percent of investment expenditures. This balance of payments
target will also help contain the growth of the country's external

1

debt and will result in a gradual decline in the debt service ratio.

The aims of achieving fiscal balance by 1988, and of generating
a surplus by 1989, are commendable and appear consistent with the
authorities' objective of releasing more resources to the private
sector. While some room remains for broadening the tax base, the
scope for increasing tax revenue appears limited. a8X Trevenues

T
already absorb approximately one quarter of GDP, and
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public investment, and an improvement in the performance of the
public sector enterprises. With the help of the World Bamk, the
authorities have made considerable progress in rehabilitating
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In the monetary area, I commend the authorities for the
asures taken to rehabilitate the hnnkino system, the functionin

of which has been hampered by a number of factors, including
1nadeﬂuar9 management. As the authorities are well aware, a soun
financial system is essential for the support of their efforts
almed at enhancing the role of the private sector and stimulating
economic growth. The authorities were unable to meet the end-June
performance criteria for total credit and net credit to the
Govermment. However, I am satisfied that the steps taken by the
authorities will be sufficient to bring net credit to the Government
below the ceiling for end-September. Indeed, the information
provided by the staff this morning confirms the authorities’
determination to keep the program on track. I therefore support

the authorities' request for the waiver.

1%
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The involvement of the World Bank has been instrumental in the
restructuring of the Mauritanian economy and has helped the success
of Fund programs. Therefore, I hope that the authorities will soon
gain access to the World Bank Structural Adjustment Credit so as to
widen the scope of the supply side policies, and sustain the momentum
for growth. The policy measures envisaged by the authorities are
comprehensive and impressive. Furthermore, the firm commitment
demonstrated by the authorities to carry out and broaden their
efforts of economic restructuring are commendable and worthy of the
Fund's support. In conclusion, I support the proposed decisions.

Mr. Qureshi made the following statement:

It is encouraging to note that the comprehensive medium-term

ad justment effort initiated by the Mauritanian authorities in
early 1985 has proceeded generally on course, and that notable
progress is being made toward meeting its growth and stabilization
objectives. As part of this effort, an adjustment program for
1985. g
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upported by a stand-by arrangement, was successfully

implemented. The implementation of the adjustment program for

1986, which is also supported by a stand-by arrangement, is for
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The authorities' adjustment strategy correctly recognizes
that the nature of Mauritania's economic and financial problems
requires a broad range of policies. These comprise a set of
tighter monetary and fiscal policies and a variety of adjustments

of a structural nature. These adjustment policies have already
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helped to reduce significantly the fiscal and external current
account deficits from the pre-1985 levels and, coupled with more
favorable weather conditions, are contributing to a recovery of
output growth. The firm pursuit of adjustment policies along a
broad front will, of course, need to be carried well into the
medium term in order to lay a durable foundation for sustained
growth with fiscal and balance of payments viability. The staff's
medium~term projections show that while the external financial
position will remain under pressure in the next few years and will
be marked by financing gaps, the prospect exists that balance of
payments viability can be attained by about 1990, with GDP growth
being maintained about 4 percent, and the debt and debt service
ratios undergoing a gradual decline.

The arrangement under the structural ad justment facility that
the authorities have requested should play an important role in
helping to realize such a prospect by providing an orderly medium-
term framework for the continuation of needed adjustment policies.
Policies under thils arrangement should focus in particular on
improving resource allocation and enhancing and diversifying
Mauritania's productive capacity, thereby strengthening the supply
response of the economy. The proposed first annual program of the
arrangement under the structural ad justment facility constitutes a
useful move toward strengthening policies aimed at supply
promotion, a move that subsequent annual programs should build

upon.

In view of the staff's explanation that the excess credit
growth at end-June 1986 had been mainly on account of higher than
programmed debt service payments by the Govermment, and that the
end-September credit ceilings are likely to be observed, we can
support the requested waiver. It is striking, however, that such
a large amount of government debt service payments could not have
been foreseen at the time of the finalization of the program in
the early months of this year, even though most of these excess
payments reportedly took place around that time. A procedural
question on which some staff clarification would be helpful is why
a walver 1s being requested only for the nonobservance of the
end-June credit ceilings and not for the nonobservance of the
end-April credit ceilings.

A particularly notable feature of the staff's medium~term
projections is a large increase in the domestic savings rate.
While domestic savings over the past several years have on average
been negative, they are projected not only to turn positive but
also to average over 15 percent of GDP during 1986-89, rising to
18 percent in 1989. This is a major assumption underlying the
projected substantial decline in the external resource gap. One
wonders whether the projected increase in the domestic savings
rate may not be on the optimistic side, and whether the staff has
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attempted to assess the attainability of the projected aggregate
domestic savings rate by analyzing prospective trends in the
components of aggregate domestic savings, namely, public and private
savings.

Gross fixed investment is targeted to average about 21-22 per-
cent of GDP during 1986-89, compared with the average rate of about
34 percent in 1981-84. The staff notes that although the investment
rate is thus going to be much lower, improvement in the productivity
of investment—--or a fall in the incremental capital output ratio—-~
will make it possible to realize higher GDP growth rates with less
investment. Thus, the average GDP growth rate during 1986-89 is
projected between 4 and 5 percent, compared with less than 2 percent
during 1981-84, when the investment rate was much higher. Of course,
any increase in the productivity of investment is welcome, as it is
one of the main objectives of supply-oriented ad justment policies.
Nevertheless, the staff, in making such intertemporal comparisons of ‘
the productivity of investment or of the incremental capital output
ratio, should take careful account of investment and production lags
so as not to underestimate the medium—-term investment requirements.
For instance, it is possible that a significant part of the higher
GDP growth rates now being projected for the next few years is
attributable to the coming on stream of investments made in the
earlier period of higher overall investment rates. By the same
token, the projected slowdown in GDP growth rates after 1989 to
about 3 percent or less could result in part from the reduction in
investment rates during the period 1986-89.

It is indicated that the projected financing gaps will be
filled in part by disbursements from a structural adjustment loan
from the World Bank. It would be helpful to know what stage of
preparation the loan is currently in and how the amounts being
considered for the loan compare with the projected financing gaps.
In conclusion, we support the proposed decisions.

Mr. Grosche observed that the overall economic situation of
Mauritania had improved markedly in 1985. The authorities were to be
commended for the generally timely and appropriate implementation of
the stabilization measures agreed under the Fund-supported adjustment
program. He welcomed the authorities' emphasis on strengthening market
mechanisms, particularly through increasing the role of the private
sector in the economy and enhancing the incentives for production in
the agricultural and export sectors. Internal and external imbalances
had been reduced, while economic growth had increased. Those improve-
ments were remarkable, the more so as they had been achieved against
the background of deep—seated structural problems and difficult climatic
conditions. He was also heartened to note that further substantial
progress was expected in 1986.
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The authorities' performance with regard to meeting the program
targets had been generally good, and although some deviations had
occurred, it appeared that the deviations were temporary and that the
program would remain on track, Mr. Grosche continued. That held
particularly true for the end-April and end-June deviations from the
performance criteria for net credit to Govermment and total credit. It
seemed that since July 1986, developments had been back on track, and
he was pleased to hear from the staff that the performance criteria for
end-September were expected to be met by a comfortable margin.

He could support the request for an arrangement under the struc-
tural adjustment facility, Mr. Grosche stated. The structural objec—
tives under that arrangement, which were appropriate, should be conducive
to more efficient use of domestic and external resources, and should
thus strengthen the basis for improved growth. However, he agreed with
the World Bank Directors who had stressed the importance of timely and
effective implementation, which was true particularly for the rehabi-
litation of public sector enterprises and for the reform of the banking
sector. In the latter area especially, the scope for action appeared
to be large, although he had some doubts whether the envisaged transfer
to the Govermment of the Central Bank participation in commercial banks
would indeed bring about a more efficient functioning of the banking
sector. Such a measure should be considered only as an intermediate
step, until private ownership for those banks could be established.
That plan would also be more consistent with the intentions of the
authorities to strengthen the role of the private sector.

He particularly welcomed the appropriately restrictive fiscal and
monetary policies that would supplement the structural measures under
the structural ad justment facility, Mr. Grosche added. Such policies
of fered good prospects that Mauritania could achieve a sustainable
balance of payments position within a reasonable time frame, although
the staff's medium-term projections had entailed quite ambitious goals.
The staff scenario had been based on relatively favorable assumptions,
in particular a return to better weather conditions, as well as a
strict continuation of current ad justment policies. Any major
unf avorable exogenous development would lead quickly to a difficult
situation.

In conclusion, he was pleased by the results of Mauritania's
ad justment ef forts, Mr. Grosche commented. He fully supported the
proposed decisions, including the wailver for the nonobservance of the
criteria on credit.

Mr. Foot made the following statement:

The Mauritanian economy has made significant progress over
the past year. The adjustment program initiated in early 1985 has
brought about a significant reduction in the massive imbalances
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facing the economy, and at the same time has put structural
policies in place that will allow a substantial improvement in
economic performance.

The authorities will clearly need to maintain their progress
in the implementation of far-reaching policy reform in a variety
of areas. This would appear to be a prerequisite for reversing the
dismal economic performance of recent years. That performance was
tellingly illustrated by two facts. It was noteworthy that the
production of cereals in 1984-85 was substantially below its level
of the late 1960s-—-a result only partly explicable in terms of poor
weather conditions. Moreover, GDP rose by only 1 percent a year
between 1981 and 1984, despite the considerable resources devoted
to investment during that period.

The adjustment program has attempted to reduce the financial
imbalances facing the economy while strengthening the supply
response. The effects of these policies seem to have been favor-
able. Growth recovered sharply in 1985 and may do significantly
better again in 1986. The external and fiscal positions have also
been significantly improved.

Mauritania's performance under the stand-by arrangement
continues to be satisfactory, apart from the unforeseen develop-
ments on the credit side. The staff has recommended that we
should approve waivers for the overshooting of the end-April and
end-June credit ceilings. I can go along with this but I have to
add that I hope that my authorities will take a similar view when
they receive the relevant staff paper. This is the first paper
that I have not been able to transmit in any form to my authorities,
and at some point, these delays in the receipt of staff papers
will become problematic.

I wonder whether the staff thinks that the unforeseen increase '
in the debt service requirements is likely to continue in the future,
or whether this is more a question of catching up past obligations
and bringing forward future obligations. 1In addition, I presume
that the compensatory measures taken by the authorities to increase
revenue from the petroleum and fish sectors will yield essentially
once and for all revenue increases. That seems to be fairly obvious
for petroleum, but less obvious for the fish sector.

Mauritania's program under the structural adjustment facility
appears to cover all the key policy aspects. Not surprisingly, the
authorities' adjustment efforts are so recent that in several areas,
the proposed policy reforms are subject to the completion of studies
currently being undertaken with the advice of the World Bank.
Nonetheless, if successfully implemented, these reforms should
potentially lead to a further significant improvement in the
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prospects for Mauritania's economy. In general, the comprehensive
range of policy reforms included in the program could perhaps be
seen as a model for future requests.

In the fiscal area, the authorities recognize the need for a
close examination of the effectiveness of the public investment
program. Recent years have shown that the large resources devoted
to the public investment program have produced only meager results.
In addition to reviewing the investment program, the authorities
need to maintain tight control over current expenditure. In this
regard, the controls on the public sector wage bill included in
the program are a welcome step. However, a more far-reaching
review of employment levels would also be desirable. I am glad to
see therefore that the civil service is to be reorganized and that
a review of manpower levels will be conducted. I am also encouraged
to see that the program includes a review of the tax system, again
in conjunction with the World Bank. This is particularly important
in the light of the widespread exemptions on customs duties and
excise taxes that currently mark the system.

As for monetary policy, welocome measures have been taken
already to strengthen the financial system and to deal with the
problem of nonperforming loans. However, as the staff has suggested,
the rehabilitation of the banking system will require a sustained
effort, including fundamental changes in managerial and control
procedures.

The substantial depreclation of the real exchange rate already
in place should help to strengthen significantly the external
position. However, there appear to be no quantitative guidelines
for the exchange rate in either the stand-by arrangement or the
arrangement under the structural ad justment facility. Perhaps the
staff would comment on this.

In conclusion, the authorities are to be commended for the
ef forts they have made to implement a far-reaching adjustment
program. They also deserve recognition for their efforts in
maintaining good relations with the Fund over the difficult years
in the recent past. If fully implemented, the ad justment program
will go a long way toward providing the basis for the strong,
durable growth that is urgently needed in Mauritania, and I can
therefore support the proposed decisions.

Mr. Di Mauro made the following statement:

Recent positive developments in the economic situation of
Mauritania seem to demonstrate that the country is on the right
track of adjustment. The fiscal deficit, excluding grants, was
reduced from the level of 24.5 percent of GDP in 1984 to a projected
10.8 percent in 1986, while the current account deficit declined
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from 22.4 percent of GDP in 1984 to a projected 7.7 percent by 1986.
Moreover, the authorities' continued concentration on supply-side
measures, supported by Fund and World Bank assistance, seems to
ensure a gradual rationalization of investment programs and some
increase in profitability. However, the economy is still dependent
upon foreign assistance and financing, and only a continuous effort
to correct the deep-rooted causes of backwardness will be able to
bring it to a sustainable, coherent path of growth.

The package of policies, presented today is perfectly consis-
tent with the latter philosophy and is an appropriate follow-up of
various far-reaching measures that have already been adopted, both
for short—- and medium~term ad justment; it certainly deserves our
approval. Therefore, we have no difficulties in supporting the
proposed decisions.

With respect to pricing policies, we must say that, as was
the case with The Gambia, we are concerned about the appropriate
role of govermment agencies that support the prices of certain
domestically produced commodities and about the cost and benefit
that such support can have for the economy of the country.

A review of the producer prices of rice prevailing between
1980 and 1986 (Table 6, SM/86/232, 9/9/86) shows that the policy
followed by the authorities was clearly directed to guarantee a
sufficient production incentive for the domestic agricultural
sector by sheltering it from the sudden fluctuations in world
prices. Although we can agree in principle with the main aims
of these policies, we do question their sustainability and appro-
priateness.

Between 1980 and 1986, the difference between the consumer and
the producer prices for rice-—namely, the margin that should cover
the operating expenses of the state-controlled agency--varied
continuously. For example, the consumer price was equal to UM 2 per
kilogram in 1982/83 and to UM 12 per kilogram in 1984/85, while the
respective producer prices were equal to UM 12.5 per kilogram and
UM 14 per kilogram, implying that in certain periods, the state-
controlled agency had incurred losses. In that respect, we would
like to know what influence the operations of this controlled agency
have on the public sector budget, and what the consequences would
be 1f Mauritania dismantled this system. Moreover, we would like
to understand which criteria have been used to establish through
time the two series of prices. In addition, given the leading
role of Senegal in the price-making process for various products
handled in the region, we wonder whether a thorough analysis by
the staff on this subject should not be in order.
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Table 6 of SM/86/232 (9/9/86) shows that the producer price of
rice established for 1985/86 in Mauritania, along the lines of the
Senegalese prices, is higher than the world price. Just as the
price~making role of Senegal has affected the prices of groundnuts
in The Gambia, Senegal's regional price-making role could have
negative consequences for Mauritania. Apparently Senegal can
compensate for the losses incurred in the support of certain
products--for instance, groundnuts—--products. However, single-
product economies suffer badly because of these production support
policies.

We are convinced that the role of the Fund in guaranteeing
fairer rules of the game between members should be enhanced, and
we wonder whether the staff can offer some views on the steps
already taken or to be taken on this pricing issue.

With respect to fiscal policy, the authorities are making
commendable efforts to reduce the budget deficit for the purpose
of increasing the savings ratio. Among the measures proposed to
reach this objective, we particularly welcome the indication that
on the revenue side, some improvement in tax administration will
be effected in due course, while on the expenditure side, an
important program of requalification of public investment
expenditure is being applied.

We are convinced that the development of a stronger private
sector 1s a matter of priority. While we welcome the projected
reduction in public investments, to leave more room for the pri-
vately managed ones, we wonder whether the staff could offer more
information on the specific means used to enhance the private
initiative. Moreover, further information on the functioning of
the centralized investment control unit would be appreciated.

With respect to monetary policy, we welcome the projected
comprehensive restructuring of the banking system, which follows
a long—awaited study on the matter. In this regard, we would
like to know about the timing of the projected application of
this reform.

Although the financial system of Mauritania is still not
very advanced or very responsive, the authorities have nonetheless
demonstrated in the past their ability to control monetary aggre-
gates. Therefore, we agree with the staff in considering that the
recent slippage in net credit to the Govermment was due to circum—
stances beyond the control of the authorities. The measures taken
to offset them are reassuring, and we can support the request of
the waiver.




EBM/86/161 - 9/22/86 - 42 -

Ms. Bush made the following statement:

We welcome the broad—-based approach of the program under the
structural adjustment facility, and we support the goals, policy
directions, and objectives laid out in the policy framework paper
and the first-year program. We also welcome the objectives of the
stand-by arrangement. However, we are extremely disappointed that
the end-April and end-June performance criteria were missed, espe—
cially in the light of the fact that we had approved this program

late in April 1986.
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stand-by arrangement has been broadly on track. Economic growth--
at some 5 percent—-is higher than expected, due apparently to
stronger incentives emerging from ad justments in producer prices
and further steps toward price decontrol, and the continuing
effects of exchange rate adjustments. In addition, exchange rate
policies apparently have contributed to a welcome improvement in
the current account, mainly attributable to lower food imports.
Moreover, the authorities remain committed to maintaining the
competitiveness of their productive sectors through adjustments as
needed, which will help them to achieve the rather challenging
medium-term goals presented in the medium—-term outlook. However,
we would urge that in conjunction with the maintenance of their
flexible exchange rate policy, the authorities should consider
accelerating their reform of the price control system. It appears
that only eight domestically produced products are still under
price controls; I note that a relevant study will be completed in
1987, but I was left somewhat uncertain as to the follow-on plan
for action. Perhaps further information could be provided by
staff or Mr. Mawakani with regard to the authorities' plans.

In some respects, fiscal performance remains broadly on track,
although the fact that debt servicing payments scheduled to be paid ‘
in 1985 were not paid until 1986 has contributed to the breach of

the credit ceilings. With the recent implementation of additional

measures, the increases in revenue will more than compensate for

the higher expenditures, and the overall fiscal surplus is now

projected to be higher than projections in the original program.

In some areas significant steps are being taken: priorities are

being assigned in the investment budget, a civil service reform is

being initiated, stronger controls on expenditures are being put

into place, and tax reforms aimed at broadening the tax base are

also being put into effect. In that regard, I note that the

authorities, in conjunction with the staff, are planning a tax

reform study, focusing to some extent on improved collections and

reduced exemptions. I wonder whether some emphasis is also being

placed on the efficiency of the tax system with regard to marginal

rates. I would be interested in knowing what the marginal rates

are now, and wonder whether there will be any attention given to

some reduction of dependence on export taxes, which would be
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important for a country such as Mauritania, which is trying to
diversify and increase its exports. In addition, we support the
initiation of the civil service reorganization being undertaken
with World Bank assistance, and we believe that Mauritania's
human resource development, focused on education and training,
is important to the economic development of the country.

With regard to the performance criteria under the stand-by
arrangement, we were disappointed that steps almed at bringing the
Government's use of credit back under the June ceiling were delayed,
leading to a breach of performance criteria at end-June 1986. As
I understand it, the performance criteria were missed both in
April and in June under a program that had been approved only in
April 1986. 1Initially a question had been raised in our minds as
to whether, because these ceilings had been missed and because of
questions that had existed about the September targets, perhaps
some rephasing of purchases might not have been in order. However,
we are now more confident, based on the strong statements that have
been made this morning about the September performance criteria as
well as the strong fiscal pcrrOfmaﬁCe this year, and thus we are

willing to go along with the staff's suggestion.

One area of good progress is
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We are pleased to note that the authorities with the World
Bank's help have begun to rehabilitate some specific public enter
prises, such as the water and electricity company and the petroleum
distribution company. The Government is committed to privatizing
nonstrategic enterprises, and we would appreciate any details of
the authorities' intentions in this area in addition to the live—
stock company that had been mentioned. Related to this is the
rationalized approach to the public sector investment program, now
being supported by a higher proportion of external grants than
expected. Efforts to promote more private investment are also
welcome, including in particular, steps toward general price
decontrol and eased administrative requirements.

As other Directors have mentioned, the banking sector appears
to be accorded an appropriately high priority. Reforms have begun
and will continue under the program under the structural ad justment
facility. The authorities are taking steps where needed to provide
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some support, but importantly, bank-by-bank improvements in manag-
erial capability and control procedures are being put in place.
The Government is also planning to bring in foreign equity parti-
cipation and reduce its own equity participation in the banks,
which could also help improve performance if access to govermment
support is made less automatic. Furthermore, the efforts to
strengthen the banking sector through appropriate interest and
exchange rates could provide a boost to private savings, Including
workers' remittances.

As the staff mentioned trade and exchange reforms only briefly,
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trara 1malanar ahaAtit &ha ~1 et Amnaa b at T Aam A = dmd T onT e
WCI—C LJ.LI.\_LCGL avuvuo Lllc GLLUQ_L .LullJ.LCu.E:I. LdL-LUll UL LJ.ILIAL[IS LUL J.IJ.IP.LC
mentation of measures that might come out of that study. This
cnnnld he imnartant cinra tm ara lankine at a thraa—vear framawnrlk
important, since we are looking at a three-year framework.

account and overall payments posit

——————— Poesil

} h , W
implementation, could lead to a rapid imp
ion n

financing gaps in the medium term. This adJustment would also
bring a necessary reduction in the external debt burden--over

200 percent of GDP--and in the debt service ratio——currently over
40 percent. In that regard, we view financing such as that under
the structural adjustment facility as much better suited to a
country like Mauritania, in which the debt service burden is so
high. It might have been helpful if the policy framework paper
had included a tabular presentation of the financing needs over
the three—-year program. Such a table helps to focus the attention
of the donors on the actual financing needs. We note that there
is considerable detail in EBS/86/192 (8/19/86) with regard to the
reforms under way in the banking sector. However, in several
instances mention is made of improving incentives, but there are
few specifics on how those incentives would actually be improved;
more specificity on such issues in a framework paper would be
welcomed. It is important to include such specifics, given that
some framework papers might stand oan their own without being
accompanied by other papers or even necessarily by a program.

With these comments in mind, we can support this request
for the first annual program under the structural adjustment
facility as well as the decision on the review under the stand-by
arrangement.

Mr. de la Herran made the following statement:

We had a discussion on Mauritania in April 1986 at the time of
the approval of the present stand-by arrangement. I would like to
take advantage of today's discussion to reiterate our satisfaction
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with the good performance of the Mauritanian economy. Let me say
at the outset that we support the proposed decisions, including
the waiver requested by the authorities.

Progress in 1985 was greater than expected. The main economic
indicators for the fiscal deficit, economic growth, and balance of
payments situation indicate substantial improvement. The first
part of 1986--excluding the slippages within the credit policy--
has also registered good results, reflecting a consolidation of the
trends that began more than a year ago. Economic growth figures
illustrate this improved situation: from a negative growth of
0.5 percent in 1984, the country achieved 3.1 percent growth of
real GDP in 1985, and 5.2 percent is expected for 1986.

Despite these steps forward, the main problems of Mauritania's
economy will still need a strong dose of attention and in-depth
changes. The roots of the major imbalances are primarily of a
structural nature. In this regard, we are particularly pleased with
the manner in which the Fund, in close collaboration with the World
Bank, has focused on the relations with Mauritania. It is crucial
to enhance the medium-term aspects and to concentrate efforts and
financing in schedules of such medium—-term nature. To this end,
the combination of a stand-by arrangement and a program under the
structural ad justment facility, together with a structural loan from
the World Bank, seems to be the correct answer to the present needs.

The main weakness of the fiscal sector seems to be affecting
the revenue side. Developments in 1985 and early 1986 have been
satisfactory on an overall basis, but the achievements were not
reached without revenue shortages, mainly induced by difficulties
in the tax collection process and in the administrative organiza-
tion of the tax system. This recent experience calls for an urgent
and thorough tax reform. As stated by the staff, one aspect to
which special attention should be devoted is the current, rather
distorted system of fiscal exemptions. We are very much in favor
of a profound reform in this area, one that would eliminate such
exemptions as much as possible, thus endowing the system with
greater transparency and enabling the authorities to make more
reliable projections on the amount of tax receipts that will be
available.

The external sector certainly constitutes the most vulnerable
flank of the economy in Mauritania. Despite the recent remarkable
progress, the debt situation remains serious and the financing
needs will be covered only after further negotiations and resched-
uling rounds with creditors. Nevertheless, it is worth mentioning
the positive results obtained in 1985 in the trade balance and the
much better than originally expected perspectives for the current
account in 1986, with a deficit of 7.7 percent of GDP now forecast,
compared with that of 9.5 percent initially programmed.
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The somewhat alleviated situation provides a certain leeway
in the external balance of the economy. This factor permitted the
rescheduling agreement reached in Paris in May 1986, together with
the expected disbursements obtained from the Fund and the World
Bank, to be an adequate financial cushion. However, the real
problem is the uncertainty surrounding any projection that could be
made, an uncertainty stemming primarily from the natural factors or
endownment of Mauritania. This element indeed constrains spectacular
resurgences of growth rates and makes the economy extremely vulner-
able to factors that are beyond any economic policy control. All in
all, the perspectives now are more optimistic than they were a year
ago. In addition, it is hoped that the reforms designed for the
medium term will provide a wider basis for improvement based upon
further developments in the tradable goods sectors.

I would like to ask whether the staff could offer some further
comments on the projected decline of 15.2 percent of imports for
1986 and on the price of imported crude oil assumed in the forecast.
The medium-term policy framework designed in collaboration with the
Fund and the World Bank 1s most comprehensive, although I share
Mr. Rousset's opinion that it might be rather ambitious. It covers
a good number of issues, includes an impressive set of targets, and
touches upon almost every possible area of the economy. 1In this
regard, it would be helpful to have a more detailed description of
specific actions as well as some mention of existing priorities in
this field of the reforms.

With respect to the macroeconomic objectives of the three-year
program, an annual rate of growth of GDP of 4 percent a year, a
decline in the rate of inflation from the current 7 percent to 5 per-
cent by the end of 1988, and the achievement of external current
account equilibrium by 1989 seem feasible and in line with the rest
of the program, and offer some light on how the several steps will
be realized.

The question of financing needs and potential gaps is quite
worrisome. The rescheduling terms obtained in the Paris Club have
already been generous, and the terms of bilateral agreements still
pending and future debt relief will depend primarily on the perfor-
mance of the economy in the short run, which will determine the room
that the authorities have to achieve a viable position and to avoid
the buildup of new external arrears. The structural adjustment
loan of the World Bank, together with the remaining drawings under
the stand-by arrangement and the disbursements under the structural
ad justment facility, should provide adequate additional financing to
support the projected reforms.
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The staff representative from the African Department said that
with respect to the excessive growth of credit to the Govermment in the
first months of 1986 and how that was related to higher debt service
charges, it had been difficult to identify the appropriate debt service
charges when the program was prepared, given the number of uncertainties
at the beginning of 1986. For example, the exact amount of the charges
connected to the Paris Club reschedulings of previous years had not
been known, and there had been uncertainties about other bilateral
reschedulings as well. Moreover, some of the uncertainties were attrib-
utable to less than optimal management in the Ministry of Finance;
certain payment orders had been issued in December 1985 for paying
relatively large obligations, but the Treasury had not settled those
orders. At the end of 1985, the performance criterion on credit to the
Goverment had been observed, and in fact in November and December 1985,
credit to the Government had declined substantially, which had been
surprising. Although the authorities had had a margin to make those
payments in late 1985, they had not done so. If the payments had not
been made during the first months of 1986, Mauritania would have come
close to meeting the performance criteria for April 1986. The staff
had stressed the importance of rectifying technical problems to elimi-
nate delays and uncertainties. Given the delays in settlement and the
rescheduling charges, the debt service was expected to be about
UM 700 million more than projected in the program, and that amount
would have to be offset by the resources of the petroleum and the
fishing sectors.

Whether the additional tax resources from petroleum were once
and for all resources, the staff representative continued, could be
answered both affirmatively and negatively. To the extent that petro-
leum prices remained stable, then those resources—-which were actually
profits resulting from the difference between the decline in the import
price and the price of petroleum products--remained broadly stable.
Those differences should even accrue in 1987. As for fishing revenues,
if the very good fishing season of 1986 was repeated in 1987, and if
fishing exports remained stable or in line with the projection, then
the higher fishing revenues for the Government should exist in 1987 as
well.

A domestic savings ratio increase was projected in the program,
the staff representative remarked. A sharp increase had already
occurred between 1984 and 1986; the data showed that in 1985 there was
a 9 percent savings ratio and in 1986, a 12 percent ratio. Of that
12 percent, 4 percent resulted from the treasury surplus. The mining
company profits before amortization were approximately 5 percent of GDP.
Amortizations were obviously large, but those were savings in gross
terms. The profits of the fishing sector were also large, about
3 percent of GDP. Mauritania had two export sectors that accounted for
a large percentage of GDP. The program projections had started with a
relatively high base in 1986 of 12 percent, and with some fiscal
adjustment, it should be possible to have a domestic savings ratio that
exceeded 15 percent toward the end of the period.
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Responding to a question on the impact that the decline in the
investment ratio might have on GDP, the staff representative recalled
that in the past, when the investment ratio had been about 30 percent,

a large part had been channeled toward infrastructure-—-schools, roads,
and the like--which had a relatively long rate of return. Those invest—
ments, financed with concessional resources, had also led to a debt
service, and even interest rates of 2 or 3 percent were relatively
burdensome for a country with a large debt. Thus, new investments had

to be concentrated in the most productive sectors, and in the rehabili-
tation of equipment that was already in place; such new investment
projects were indeed foreseen for the next two or three years. GDP
growth needed to be sustained by sectors such as agriculture and fishing,
which did not require enormous investments. Therefore, the staff agreed
with the World Bank analysis that a lower investment rate would still

be compatible with GDP growth projections of about 4 percent. Of course,
there might be some impact on employment because a large Iinvestment
ratio in the past had probably contributed to employment.

Table 4 in Appendix II to EBS/86/192 (8/19/86) provided data on the
potential amounts to be drawn under the World Bank structural adjustment
credit in comparison with the financing gap of Mauritania, the staff
representative noted. The amount of the structural adjustment credit
still had to be finalized, but the World Bank was thinking in terms of
$30-35 million. The financing gap would have to be covered mainly by
debt rescheduling and 1f the debt rescheduling was on terms in 1987
similar to those of 1986, the financing gap would be fully covered. In
the staff projections for 1988 and 1989, the financing gap declined and
therefore the need for rescheduling would be lower than in 1986. 1In
fact, the staff's projection for the financing gap in 1990 was nearly
Zero.

The guidelines for the exchange rate stipulated that quarterly
adjustment was to be done taking into account the rate of inflation,
with the aim of having an additional depreciation in real terms over
the period of the program of about 4 percent, the staff representative
indicated. The quarterly adjustment had been done on schedule by the
Central Bank.

The differential between producer and retail prices had not been
stable in the recent past, which had raised the question of what impact
that instability might have had on the public agency in charge of
agriculture, the staff representative mentioned. There had been some
deficits in that agency, but recently the domestic production of rice
had been quite low because of the drought, and accordingly, any agency
losses on that count had been small. The food stabilization agency
received its main financing from the sale of food from donor countries
and therefore there had been no impact on the budget. Moreover, the
marketing costs for domestic crops that had led to a differential
between the producer and retail prices had been covered in part by a
donor country. Nevertheless, structural changes were needed in the
agricultural sector, and more efforts were needed to contain the cost




- 49 - EBM/86/161 - 9/22/86

of distribution. The World Bank was studying Mauritania's price struc-
ture, and assistance was being provided to the food distribution agency
to help it cut its costs. A goal for the future was to have costs
fully covered so that Mauritania did not have to rely on resources from
donor countries.

It was true that in Mauritania the producer price for rice was
higher than the international price, the staff representative continued.
The price of rice had been increased substantially in recent years
because the price prevailing in 1985 had not provided sufficient incen-—
tive. With the sharp decline in 1986 in the international price for
cereals as well as the exchange rate changes, the producer price now
exceeded the international price. While Mauritania's agricultural
sector was not so efficient in rice production as was Thailand's, for
example, the agricultural sector--with its considerable potential for
growth and for employment—--should be strengthened, and therefore the

high producer price was not unjustified from an economic point of view.

The authorities had already taken a number of steps to bring about
the reform of the banking system, the staff representative commented.
It was expected that agreement would be reached toward the end of 1986
in the ongoing negotiations with foreign banks to recapitalize the
banking system. The World Bank, in its negotiations for a structural
ad justment credit to Mauritania, was giving high priority to the banking
system reform. 1In 1987, the authorities planned to finalize a restruc-
turing of numerous operations, to continue with recapitalization, to
transfer bad loans to the recovery agency, and to effect changes in
accounting. It would probably be early 1988 before the banking reform
was fully in place.

In 1985 and early 1986, the authorities had substantially reduced
the number of prices under control, so that only eight commodities were
still subject to controls, the staff representative remarked. In prin-
ciple the Government was in favor of and supported relatively faster
liberalization and the reduction of the number of commodities for which
price controls still existed. The authorities had not been able to
take additional decisions in mid-1986 because they had already taken
important steps to reduce the list to eight products. However, in the
context of an accelerated program of price liberalization in 1987, the
staff might be able to negotiate a further reduction in price controls.

Under the current tax system, the marginal rate was relatively
high, but it applied to only a few taxpayers, the staff representative
explained. Another relatively high tax was currently being paid in the
export sector, with an export tax of about 12 percent on fish products.
Mauritania depended heavily on that export tax for its revenue, but the
World Bank was studying the possibility of shifting from an export tax
on sales to a tax on profits. Taxation of the mining sector was also
being re-examined.
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The privatization of the public enterprises was being realized by
the sale of a number of small public companies, as well as by the trans-
fer of public enterprise functions to the private sector, the staff
representative went on. For example, the authorities were transferring
some of the functions of the public petroleum company to private and
international petroleum companies, and they were transferring rice

milling and transportation activities to the private sector.

Fur ther incentives for the private sector would include price
liberalization, an increase in producer prices, and reforms in the
investment code, the staff representative added. Moreover, the World
Bank was exploring ways of streamlining the assistance to private enter-
prise that was being offered by certain public agencies in order to

STLLLLl s

In connection with the authorities' plans to effect trade and
exchange reforms, the World Bank was studying the level of protectionism ‘
in Mauritania with a view to reduce it and make it more uniform, the
staff representative indicated. While the exchange system was relatively
flexible, it was centralized in the Central Bank, which had a monopoly
on exchange and reserves. In the context of banking reforms, the staff
and authorities would be locking in 1987 at the possibility of giving
commercial banks a more important role in the provision of foreign
exchange. However, some of that decentralization had been hampered in
the past because the commercial banks had not been sufficiently reliable
and had had difficulties in their current operations.

Table 6 (EBS/86/192, Appendix II, 8/19/86) displayed the staff's
external debt projections for Mauritania in the medium term, including
disbursements on medium—term loans under existing and new commitments,
the staff representative from the African Department pointed out.
Although the staff had not given a detailed breakdown of how the financ-
ing gap would be covered, the staff's calculations had indicated that
the debt relief was more than sufficient to cover the financing gap.

The staff representative from the Exchange and Trade Relations
Department explained that the waiver had been requested only for June
performance criteria and not for those of April because the standard
format of stand-by arrangements was to phase purchases on a cumulative
basis. Thus if a member had failed to make a purchase because it had
failed to meet one set of performance criteria, it would be able to make
that missed purchase, plus the subsequent purchase, when it met the
subsequent performance criteria. If the June performance criteria were
waived for Mauritania, the authorities could make the purchase linked
to the April criteria as well as that linked to the June performance
criteria.
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Mr. Mawakanl made the following statement:

As Executive Directors have noted, the Mauritanian authorities
have made significant progress in reforming the economy and reducing
the internal and external disequilibria. As I stated earlier, the
various measures taken by the authorities over the past few years
and the support of institutions such as the Fund have played a role
in bringing about these results. Executive Directors have also
observed that major imbalances remain in the economy, in particular
the narrow production base, the fairly substantial fiscal deficit,
and the debt service problem. The authorities are fully aware of
these difficulties and remain determined to address them. The
medium-term program that they have formulated in the context of the
structural adjustment facility constitutes a major step in this
direction. The policy changes that they have already introduced
and might adopt, together with the support of external sources;
will over time strengthen the basis for sustained growth and
development in the coming years.

The Chairman then made the following summing up:

Executive Directors generally endorsed the appraisal in the
staff report on the 1986 Article IV consultation with Mauritania.
Noting the most recent steps taken by the authorities, Directors
commended them for the strong ad justment measures implemented
since early 1985 under the Fund-supported programs. In particular,
they welcomed the decisive supply-side measures, including the
significant depreciation of the real effective exchange rate, the
increases in the prices of cereals, the price liberalization, the
program for public enterprise rehabilitation, and the rationali-~
zation of the investment program to support directly productive
activities. They also commended the authorities' actions to con-
tain domestic demand through a tightening of budgetary policies
and restrictive credit policies. 1In that context, Directors noted
the recent measures to keep the Fund-supported ad justment program
on track: an excessive credit expansion in the first half of the
year had been corrected since July, and all end-September
performance criteria were expected to be met.

Directors welcomed the much improved growth performance in
1985-86, the reduction in the rate of inflation, the reduction in
the fiscal and external current account deficits, and the marked
rise in gross domestic savings. Directors generally endorsed
Mauritania's medium-term macroeconomic objectives set out in the
policy framework paper. They observed, however, that despite the
recent and prospective improvement in the fiscal and external
positions, the imbalances in the economy and the external debt
burden remained very large and would require the continuation of
firm adjustment policies for a number of years. In those circum—
stances, Directors stressed the importance of further improving
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the domestic savings performance, which was essential for the

ad justment effort. To that end, they urged the authorities to
continue to pursue vigorously the program for restructuring public
enterprises, with the assistance of the World Bank. Directors
agreed with the Government's decision to imstitute a centralized
investment budget by 1987 to permit rigorous selection, programming,
and monitoring of public investments. They expressed support for
the proposed civil service reform and encouraged the authorities to
undertake tax reform. Directors stressed that a sound banking and
financial system was important for Mauritania's economic develop-
ment. In that light, Directors endorsed the initiatives already
taken by the authorities to rehabilitate the banking system and to
restructure the commercial banks.

Directors welcomed the flexible exchange rate being pursued
to strengthen exports and Import substitution. Directors empha-
sized the role of pricing policy and the mobilization of private
initiative in increasing production in agriculture and in other
sectors of the economy. They stressed the importance of the
efficient use of foreign assistance to finance productive projects
in agriculture, and to strengthen the planning and organizational
capability of the state food agency. While welcoming the
Govermment's recent initiative to introduce a structure of energy
and electricity prices more consonant with the need of the produc-
tion sector, some Directors mentioned the need for further progress
in the rehabilitation of the water and electricity company.

It is expected that the next Article IV consultation with
Mauritania 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 relating to Mauritania's
exchange measures subject to Article VIII, Section 2, and in
concluding the 1986 Article XIV consultation with Mauritania, in
the light of the 1986 Article IV consultation with Mauritania
conducted under Decision No. 5392-(77/63), adopted April 29, 1977
(Surveillance over Exchange Rate Policies).

2. The Fund welcomes the elimination of exchange restrictions
evidenced by the accumulation of external payments arrears.

Decision No. 8410~(86/161), adopted
September 22, 1986
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Stand-By Arrangement — Review and Waiver of Performance Criteria

1. Mauritania has consulted with the Fund in accordance with
paragrapu 4 of the Staﬁd_u_y arrangement for Mauritania (EBS/gl‘)ll;’O
Sup. 1, 4/23/86) and paragraph 4 of the letter of the Minister of
Economy and Finance and the Governor of the Central Bank of
Mauritania dated February 4, 1986, annexed thereto, in order to

review nmliprdee and nefnk'lieh narformance critaria for tha gacannd
review poaililies ana estavcalsn peridrmance ¢ricéria Iior tne séecena

semester of 1986, and to reach understandings subject to which
Mauritania may make further purchases under the stand-by
arrangement.

2. The letter dated June 26, 1986 from the Secretary of
State Iin charge of the Budget and the Governor of the Central Bank
of Mauritania (Appendix I to EBS/86/192) shall be attached to the
stand-by arrangement for Mauritania, and the letter dated
February 4, 1986 shall be read as supplemented by the letter of
June 26, 1986.

3. Mauritania will not make purchases under the arrangement
that would increase the Fund's holdings of Mauritania's currency
in the credit tranches beyond 25 percent of quota during any period
in which the data at the end of the preceding period indicate that
the 1limit on total net domestic credit of the banking system
specified in paragraph 7 of the letter of June 26, 1986 has not
been observed.

4. 1In view of the understandings reached with Mauritania in
the context of this review, the Fund decides that the review is
completed and that, notwithstanding the nonobservance of the
performance criteria for end-June 1986 on total domestic credit
and net credit to the Govermment, Mauritania may proceed to make
purchases under the arrangement.

Decision No. 8411-(86/161), adopted
September 22, 1986

Structural Adjustment Arrangement

1. The Govermment of Mauritanlia has requested a three-year
structural ad justment arrangement, and the first annual arrangement
thereunder, under the structural adjustment facility.

2. The Fund approves the arrangements set forth in EBS/86/192.

Decision No. 8413-(86/161), adopted
September 22, 1986
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EXECUTIVE DIRECTOR

The Chairman made the following statement:

We have all been very shocked and saddened by the most untimely
death of Mr. Joyce, former Executive Director from Canada who had
left the Executive Board less than a year ago after more than four
years of service. He was subsequently appointed by his Government
to the prestigious position of Ambassador to the European Communities
in Brussels, a post that he occupied at the time of his death.

We all admired and respected Mr. Joyce as an Executive Director.
He searched continuously for common ground and the reconciliation of
seemingly conflicting positions. His contribution to our work was
invaluable. In a way, he was the conscience of the Board. 1In addi-
tion to a fine mind and a very competent approach to our problems,
Mr. Joyce also brought exceptional human qualities to his work. He .
was a generous, compassionate man, and he possessed a very good
sense of humor. We will miss him. In the name of us all, I will
offer our sincere condolences to Mrs. Joyce.

DECISIONS TAKEN SINCE PREVIOUS BOARD MEETING

The following decisions were adopted by the Executive Board without

meeting in the period between EBM/86/160 (9/19/86) and EBM/86/161 (9/22/86).

3.

RULES AND REGULATIONS AMENDED SINCE THE 1985 ANNUAL MEETING

The Executive Board approves the letter to the Chairman of
the Board of Governors submitting for review by the Governors the
texts of amendments to the Rules and Regulations adopted since the
1985 Annual Meeting and the proposed Resolution for the Board of .
Governors, as set forth in EBD/86/250 (9/17/86).

Adopted September 19, 1986

APPROVAL OF MINUTES

The minutes of Executive Board Meetings 86/15 and 86/16 are
approved. (EBD/86/249, 9/15/86)

Adopted September 19, 1986
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5. EXECUTIVE BOARD TRAVEL

Travel by an Executive Director as set forth in EBAP/86/217,
Supplement 1 (9/18/86) is approved.

APPROVED: June 5, 1987

Secretary






