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1. EXECUTIVE DIRECTOR

The Chairman welcomed Mr. El Kogali, Altermate Executive Director,
to the Board.

2. TUNISIA - 1986 ARTICLE IV CONSULTATION; STAND-BY ARRANGEMENT; AND
PURCHASE TRANSACTION - COMPENSATORY FINANCING FACILITY

The Executive Directors considered the staff report for the 1986
Article IV consultation with Tunisia (SM/86/237, 9/10/86), together with
a request for a stand-by arrangement (EBS/86/236, 10/22/86) and a
request for a purchase under the compensatory financing facility
(EBS/86/238, 10/23/86; and Sup. 1, 11/3/86). They also had before them a
background paper on recent economic developments in Tunisia (SM/86/261,
10/23/86) and an information notice on the real effective exchange rate
of the Tunisian dinar (EBS/86/244, 11/3/86).

The staff representative from the Research Department stated that
actual data had been received on export earnings through September 1946,
which covered the first nine months of the shortfall year. The analysis
in the staff paper had been based on actual data through July 1986 for
merchandise exports and through August 1986 for receipts from travel and
from workers' remittances; data for the remainder of the shortfall year
had been estimated. The new data indicated that exports and workers'
remittances had performed better than had been estimated earlier, whereas
travel receipts had done worse. Consequently, the overall calculated
shortfall was somewhat lower—--SDR 231 million--compared with the earlier
estimate of SDR 239 million. However, the aggregate shortfall, though
lower, was still twice the amount of the proposed purchase.

Mr. Msadek made the following statement:

Since independence Tunisia has achieved three decades of
balanced and uninterrupted economic growth in an environment of
low inflation and financial stability, while wmaintaining a low
level of indebtedness. During this period the country's infra-
structural base has been established and the standard of living
of the population has been increased substantially. The early
attention to education, which had been made available to all
segments of society, has produced a pool of highly skilled labor
and facilitated the diversification of the country's productive
base. Furthermore, the discovery of o0il has contributed to a
substantial rise in export earnings, which enabled Tunisia to
step up its development effort while at the same time building
up its international reserves.

Beginning in 1982, however, unfavorable external developments,
including the deterioration in the terms of trade--particularly
following the fall in o0il prices—-the weakness in world demand,
and the slowdown in remittances and tourist receipts, began to
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put pressure on the balance of payments and to impose foreign
exchange constraints on the country's ability to maintain the
momentum of high growth and to press ahead with its development
effort. The authorities recognize that these adverse developments
are more structural in nature and require broad-based adjusment
measures. In formulating these policy responses a number of
important considerations had to be taken into account. TFirst,
given the need for employment creation and for the increase of the
country's capacity to service its external debt, the adjusment
policy had to be growth oriented. Second, the authorities were
keen on maintaining their cautious external borrowing policy;
therefore, increased reliance had to be placed on domestic savings
in financing development efforts. Third, in the absence of new
oil discoveries the country's reliance on energy exports to gener-—
ate needed foreign exchange will have to be shifted to other
exports. This required the redoubling of efforts to further
diversify the economic base and improve export performance.

With these considerations in mind, the authorities have
initiated in late 1985 a broad-based adjustment program aimed at
reducing internal and external imbalances, while restructuring,
reorienting, and liberalizing the economy in a manner consistent
with a changing international economic environment.

However, the collapse of the oil market in early 1986 and
adverse developments in the region, together with unfavorable
weather conditions, have intensified the pressure on the balance
of payments and made it necessary for the authorities to accelerate
the pace of adjustment and to endeavor to offset the sharp fall in
0il revenue through a more intensive export promotion drive. 1In
this context, the authorities, while continuing to pursue cautious
demand and external debt management policies, will aim at restruc-
turing the supply side of the economy, increasing efficiency, and
liberalizing prices, investment, and imports.

This ad justment program has been coordinated with the Fund
within the perspectives of a stand-by arrangement. Already several
measures contemplated in the program had been implemented prior to
negotiations with the Fund. In a sense, Tunisia came to the Fund
with an ongoing program.

Consistent with the authorities' objective of tighter demand
management policy and the need for releasing resources to the rest
of the economy, the budgetary deficit is programmed to be virtually
eliminated by 1991. The authorities have introduced, within the
context of the 1986 supplementary budget, measures aimed at strength—
ening revenue performance and curtailing spending, including a
significant reduction in subsidies. As a result, the 1986 overall
fiscal deficit is now expected to be contained below 6 percent of
GNP, notwithstanding the unfavorable economic environment that
prevailed during the year.
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An important element of the authorities' strategy of fiscal
adjustment is the rehabilitation of the public enterprise sector.
With the assistance of the World Bank, the authorities have
embarked on a program of study and structural reforms of the
public enterprise sector with a view to improving its competitive—
ness, reducing, when appropriate, direct state control, and
privatizing those enterprises which do not hold a monopoly position.
Such a reform would make these enterprises more responsive to
market forces both in terms of their cost decision and pricing
policies. 1t would also reduce the financial burden on the budget
and provide the private sector with the opportunity to further
diversify its investment portfolio.

On the reform of the tax system and in the light of the
recommendations of a Fund technical assistance mission, the
authorities have decided to introduce a value—added tax as of
January 1988. At the same time, income tax legislation will be
unified and simplified, with a view to encouraging savings,
production, and exports.

Regarding monetary and credit policy, the authorities have
already started limiting the growth of money supply to a level
compatible with the objectives of growth, low inflation, and
balance of payments sustainability. The indicator of money supply
(M2) is now to grow at the rate of nominal GDP in 1986 (5.7 percent)
and at a rate far short of the growth of GNP at current prices in
1987. Furthermore, mew measures are being taken to liberalize
interest rates, introduce a greater reliance on market mechanisms,
and give commercial banks greater responsibility in credit decisions.

The innovation in the Tunisian program lies perhaps more in
the breadth of the structural measures considered. In addition to
the reform of the public sector enterprises and the tax reforms
already mentioned, these include a major liberalization of the
economy covering pricing policy, trade and import liberalization,
tariff reforms, and a reorientation of investment. These supply-
side measures are expected to result in a smoother and more effi-
cient operation of the economy with less government intervention,
greater participation of the private sector, and an enhanced
international competitiveness.

Price liberalization, a large part of which has already been
implemented during the course of 1986, will continue during the
program period. It is the authorities' intention to eliminate
price controls by 1991 with the exception of a limited number of
essential products. Commodity subsidies will thus be gradually
reduced and the Subsidy Fund is expected to be self-financing by
the end of the period.
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Aware of the role of import liberalization in the ad justment
process, the authorities have already started liberalizing imports
destined to the productive sector with particular emphasis on
export~oriented industries. They aim to continue the process
throughout 1987 and 1988 and to complete it with the liberalization
of consumer products by 1991. Through the liberalization of
imports the authorities also aim at introducing greater competition
with local industry, which in the final event would enable them to
confront foreign products in the export markets.

Starting in 1987 the authorities intend to move ahead in the
reduction of customs duties with a view to introducing a uniform
rate of effective protection of 25 percent so as to reduce
distortions and ensure a better allocation of resources.

The authorities' new investment strategy, which will go into
effect at the beginning of next year, eliminates the need for a
prior approval for investment not requiring state support and
limits incentives to those projects which favor exports, regional
development, and the transfer of appropriate technology. It will
also extend incentives to expansion and replacement projects.

Investment spending is expected to be reduced from 28 percent
of GDP, on average, during the Sixth Plan (1982-86) to 21.3 percent
of GDP in the new Plan (1987-91). This reduction in the investment
ratio is accompanied by a reorientation of investment outlays away
from large capital-intensive projects toward small and medium-
scale labor-intensive industries with high productivity and short
maturity. At the same time as improving the efficiency of new
investment, the authorities are keen on increasing the utilization
of existing capacity. In this vein, incentives toward full capacity
utilization reinforced by the recent ad jusment of the exchange
rate are expected to contribute further to greater competitiveness
and export growth.

In addition to the reduction and rationalization of investment,
the authorities envisage an improvement in the rate of domestic
savings from 16 percent of GNP in 1986 to 19 percent of GNP in
1991, which should contribute to the strengthening of the external
sector. This improvement in savings performance would result from
fim control over private and public consumption and greater
incentive to savings mobilization.

An important aspect of the program is the expected positive
behavior of exports. These should grow at a rate of 6.7 percent
at constant prices in 1987 and at an average rate of 5.7 percent
a year for the period of the Seventh Plan. To ensure this
success, the authorities have introduced a number of important
measures in the areas of credit, insurance, and the exchange rate.
In addition, further incentives to exports are provided through
the reduction of tariff and nontariff protection of domestic
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industries. The authorities stand ready to maintain the competi-
tiveness of exports through the adoption of timely and appropriate
measures.

The external debt structure is expected to improve in the
coming years with a smaller proportion of medium—term loans. The
debt service ratio, even on the baiss on the present pessimistic
scenario regarding the availability of concessional loans, is
expected to reach a peak of 30 percent of current receipts in 1990
and to decline to 28 percent by 1991. However, an effort is being
made at the level of the international community to obtain a
greater proportion of concessional loans in support of Tunisia's
ad justment program, which should further reduce the debt service
ratio.

Tunisia's ad justment program falls within the Seventh
Development Plan. Thus the stand-by program is framed within the
medium-term context of the Development Plan. Given the required
financial support from bilateral and multilateral sources and on
the basis of the strategy agreed upon with the Fund and the Bank,
the growth rate of GDP should move from 1 percent in 1986 to
3.6 percent in 1987 and thereafter average 3.8 percent a year
for the period of the Plan. Job creation is expected to follow
the growth Impulse at an annual rate of 50,000 for the period of
the Plan.

In conclusion, after several years of successful economic
progress with high rates of growth and a strong balance of payments
position, Tunisia, faced with the steep decline in o0il prices in
1986, deteriorating terms of trade, unfavorable weather conditions
and other adverse exogenous factors, has acted decisively and at
an early stage and has shown determination supported by a national
consensus in adopting bold and difficult adjustment measures to
contain the deterioration of its external position. It opted for
a profound, and in the long run, sure way to correct its imbalances
by overhauling its entire economy and reorienting it in accordance
with lower energy perspectives and a greater need for international
conpetitiveness. In this effort it has cooperated closely with
the World Bank and the Fund and is today seeking Fund support in
the form of a stand-by arrangement and a compensatory financing
purchase.

Mr. Nimatallah asked the staff to comment on the purpose of its
forthcoming visit to Tunisia.

The Deputy Director of the African Department responded that during
the forthcoming visit to Tunisia the staff would focus on the authorities'
1987 budget proposal. According to the authorities' general timetable,
the 1987 budget proposal was expected to be finalized and approved by the
Cabinet and submitted to the National Assembly toward the end of November.
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The authorities therefore felt it would be worthwhile to consult with the
Fund staff prior to the first review to ensure that the 1987 budget pro-
posal conformed with the intentions set forth in the stand-by arrangement.

Mr. Nimatallah made the following statement:

Tunisia has had a long and commendable record of growth and
financial stability. Per capita income has increased over three-
fold within the past two decades. The authorities have succeeded
in avoiding external arrears, and Tunisia has not been a prolonged
user of Fund resources. For these reasons, I am reassured that
the authorities will be able to make repurchases on time.

With the present deterioration in Tunisia's economic situa-
tion, the authorities have shown willingness and determination
to take decisive and difficult corrective measures. They have
been able to achieve the necessary national consensus to undertake
a comprehensive adjustment program aimed at restoring economic
and financial balance while restructuring, reorienting, and
liberalizing the economy. A number of important measures have
already been implemented prior to making a request for a stand-by
arrangement with the Fund. I commend the authorities for their
commitment to work closely with the Fund and the World Bank in
implementing such a comprehensive program.

As to the objectives of the stand-by arrangement, the empha-
sis placed by the authorities on the attainment of balance of
payments viability is appropriate and consistent with the envi-
saged moderate economic growth, and an eventual reduction of
external debt. As had been brought out during the recent seminar
on the theoretical aspects of Fund-supported adjustment programs
(Executive Board Seminars 86/10 and 86/11, 10/20/86; and Executive
Board Seminars 86/12 and 86/13, 10/30/86), in certain instances—-
and Tunisia is a pertinent example-—those objectives can be
achieved simultaneously, though not necessarily within the program
period. However, to help restore confidence, it is necessary
that the authorities declare categorically that priority is
being given to attaining external viability. For Tunisia, the
envisaged acceleration of the growth rate from 1 percent of GDP
in 1986 to 3.6 percent of GDP in 1987 seems feasible. Some 15 per-
cent of idle capacity in Tunisia could be activated simply by
adopting appropriate incentives. If that were accomplished, it
should be possible to reduce investment outlays as envisaged
without compromising the growth objectives. Such measures
should also help strengthen public finances and contain the
growth in external debt.

In the medium term, while growth will help attain viability
in the external sector, the Tunisian authorities will need to
redouble their efforts to offset the adverse impact of the expected
reduction in revenues from energy exports. The need to improve
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export performance is all the more urgent in view of the prospec-
tive increase in external debt payments. In this context, the
recent important steps taken to strengthen the international
competitiveness of the economy, and the authorities' continued
cautious wage policies are commendable. However, there is still
scope for improving incentives, particularly in the agricultural
sector, and much can be gained by streamlining present administra-
tive procedures that are inhibiting growth and private sector
exports. Equally important is the need for Tunisia's trading
partners to open their markets to Tunisia's exports.

Regarding the objective of reducing the fiscal deficit, the
authorities' commitment to strengthen public finances is encourag-
ing. I am in general agreement with the thrust of the fiscal
policy envisaged in the program and with the means of achieving
its objectives. The emphasis placed on restraining expenditure is
appropriate, particularly with respect to limiting subsidies and
restructuring the public sector enterprises.

I am also pleased to see the clear intention by the author-
ities to stabilize, and eventually reduce, the size of external
debt. Unfortunately, the world community, which seems more
concerned about debt burdems that are large in absolute terms, has
paid little attention to the debt problem of countries like Tunisia,
where the burden of external debt is as great in relative terms.

I am encouraged that the new economic plan in Tunisia will aim at
stabilizing external debt, and will eventually reduce it through
reducing the ratio of investment and enhancing the ratio of savings.
Those intentions are welcome and should enable Tunisia to sustain
growth with reduced recourse to external borrowing.

I am impressed by the authorities' intention to enhance the
efficiency of the economy in general by increasing liberalization,
which should encourage the private sector to take up the possible
slack created by govermment retrenchment and, in the process, help
sustain growth over the medium term. However, to maintain and
strengthen the confidence of the private sector, it is essential
that this process not be interrupted; experience shows that it is
necessary to sustain continuity so as to convince the private
sector that these policies will be enduring.

In sum, the authorities' determination to tackle the serious
problems facing their economy is truly encouraging. The proposed
program for restoring balance to the economy and putting it back
on a sustainable growth path is comprehensive and deserves the
full support of the Board and the international community. I
therefore endorse the proposed decisions on the stand-by arrange-
ment and the 1986 Article XIV consultation. Moreover, the request
for a purchase under the compensatory financing facility meets all
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the requirements of that facility--the shortfall is attributable
to factors beyond Tunisia's control-—-and I endorse the proposed
decision.

Mr. Chatah made the following statement:

The economic program on which Tunisia is embarking is a strong
one and worthy of Fund financial support, as well as the support
of the international financial community. Moreover, Tunisia's
request for a drawing under the compensatory financing facility is
fully justified; it meets all the requirements of the facility,
and we can therefore support it.

The staff papers give a thorough account of recent economic
developments in Tunisia and the authorities' plan for dealing
with the difficulties which have emerged in recent years. Since
the staff and the authorities are in broad agreement not only on
the fundamental policy questions but also on the specific issues
regarding implementation of those policies, my comments will be
relatively brief.

It is clear that despite the good growth performance in the
period 1983-85, the underlying financial position of the country
was deteriorating during this period. The relatively high rate of
growth was not sustainable because it relied essentially on exter-—
nal and domestic bank financing to offset the decline in export
revenue and workers' remittances. Indeed, the buildup of financial
pressures and the rapid decline in foreign reserves led the author-
ities to resort to various restrictions and controls that even-
tually resulted in a sharp decline in economic growth. The author-
ities clearly recognized the problem in late 1985 and attempted to
change the direction of policy in order to deal with it. But the
dramatic fall in oil prices in early 1986 made it necessary to
develop a more fundamental and comprehensive response to the
worsening situation that could at once reduce the mounting domestic
and external imbalances and create the conditions for sustainable
growth over the medium term. In our view, the economic program
for which Tunisia is seeking Fund support constitutes such a
response.

In addition to its comprehensiveness, the program has a number
of features that are particularly welcome. First, it is set in a
medium—term framework not only in a broad sense, but also in temms
of specific targets and policies over the next few years. Second,
most of the structural measures are to be implemented according to
specified timetables. Third, the structural measures are well
coordinated with demand-management policies. Moreover, it is
reassuring that the authorities are themselves convinced that the
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policy change is needed and will lead to the economic turnaround
they are seeking-—as is evident from Mr. Msadek's comprehensive
statement; the program will thus be pursued with vigor and deter-—
mination, which is always an iwportant determinant of a program's
success or failure.

A major challenge under this program will be to revive eco-
nomic growth despite the continued decline in o0il revenue and the
necessary restraint in demand management. Indeed, the decline in
0il revenue is striking. According to the staff's projections,
the contribution of energy exports to total export revenue, which
was about 40 percent in 1982, will decline to 22 percent in 1986
and to only 5 percent by 1991. Thus, an acceleration in the
growth of nonenergy exports over the medium term is essential to
achieve the program's objectives. Nonenergy export volumes are
targeted to grow by 9 percent annually during this period. Although
that target is ambitious, the wide range of policies designed to
achieve it are likewise ambitious and should make it attainable.
However, it is also crucial that Tunisia's trading partners facil-
itate Tunisia's efforts to increase exports by maintaining adequate
access to their markets.

A number of specific elements of the program are particularly
significant. On the structural side, in addition to the exchange
rate reform, we welcome the careful coordination between import
and price liberalization in terms of both pace and coverage; the
deindexing of wages and prices, on the one hand, and the linking
of wage increases to productivity, on the other; and the intention
to implement public enterprise reform according to a specified
timetable with the objective of wmaintaining only a minority of
enterprises under government control.

On the fiscal side, the targeted reduction in the fiscal
deficit from 6 percent of GNP in 1986 to 3.9 percent of GDP in
1687 is particularly noteworthy; this reduction will still allow
for a reasonable increase in wages and a level of expenditure that
is adequate for efficient government operations. Moreover, the
strengthening of budget monitoring and the increased flexibility
in the conduct of monetary policy should also be helpful in attain-
ing the financial targets of the program.

The balance of payments projections indicate that in spite
of the strength and comprehensiveness of the adjustment program,
financing gaps will not be completely eliminated for some time.
For 1987, donor support to fill the gap will be critical. I fully
agree with the authorities that the availability of long-term
concessional financing will be particularly helpful for Tunisia's
debt profile and debt service ratios over the medium term. We are
hopeful that the donors' meeting which is being planned will
succeed in making adequate resources available on appropriate
terms.



EBM/86/177 - 11/4/86 - 12 -

The staff papers give rise to two questions. First, no pro-
jection of the inflation rate for 1987 is given in the staff
papers, although an estimate of the GDP deflator is provided.
Obviously, the structural measures that are being taken, including
the exchange rate adjustment and the import and price liberaliza-—
tion, will have an impact on consumer prices. It would be useful
if the staff could make an assessment of this impact.

As to the assumption regarding oil prices that underlies the
balance of payments projections in the staff papers, the staff
indicates that in the paper on the stand-by request the price
assumption of $13 a barrel in 1987 is the authorities' own
projection, which the staff regard as conservative. Moreover, in
calculating the export shortfall, the staff also assumes an oil
price of $13 a barrel. That price is somewhat lower than the
one assumed in the most recent world economic outlook exercise;
has there been a change in that assumption? 1If not, should the
compensatory financing projection be based on the authorities'
projections even if they differ from those of the staff? I fully
recognize the need for consistency in the projections presented in
the staff papers, and, in this particular instance, the issue
might not have any operational implication. But the issue is a
more general one, and could have significant implications in other
cases.

In conclusion, we can support the proposed decisions.

Mrs. Ploix made the following statement:

The staff papers are particularly interesting because of their
chronological succession: the Article IV consultation report,
which was issued in September, emphasizes the broad agreement
reached by the Tunisian authorities and the staff on an appraisal
of the present situation and on the general policies to be imple-
mented to correct the imbalances; the paper on the request for a
stand-by arrangement, issued in October, translates this agreement
in principle into a detailed and comprehensive program.

At the time of the 1985 Article IV consultation (EBM/85/163,
11/12/85), it appeared that agreement on the situation and on the
measures necessary to remedy it had been reached, and it was there-
fore disappointing that no concrete plan was presented. We thus
welcome the authorities' decision to tackle the numerous difficul-
ties they face and to implement the measures that the Fund has
advocated for some time. However, the main objectives of the
program might be too ambitious, taking into account the expected
lag in the revival of export growth——for example, non-oil exports
are forecast to grow at a rate of 11 percent to 12 percent from
1987 to 1989--and the slower than expected pace for phasing in
some difficult stabilization measures.



@

- 13 - EBM/86/177 - 11/4/86

, the economic situation worsene
! all in external receipts, and in
deterioration of the domestic accounts and
growth rate. These developments were in part beyond the control

of the authorities, who implemented welcome measures to moderate
these effects, including a flexible exchange rate policy. However,
these developments were harmful to an economy whose structural
weaknesses were and continue to be considerable. Thus, a more
comprehensive approach had to be adopted that emphasized struc-
tural policies to reduce financial imbalances and improve the
effectiveness of resource allocation. This new emphasis on struc-
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The main objective of the proposed program is to reduce the
current account deficit. We are pleased to see that its framework
does not embody a sharp restraint of economic activity but instead
allows room for a reasonable growth assumption. In order for
growth to be sustainable in the medium term, the structural com-
ponents must play an essential role. I will briefly comment on
some aspects of the program—-the fiscal, structural, and monetary
policies——and on the financing of the current account deficit.

The improvement of public financing is an essential part of
the authorities' plan. On the revenue side, the elemental measures

already implemented in 1986 or announced for 1987 will be rightly
supplemented by a major tax reform, including the introduction of

the value—added tax. Nevertheless, in the short term the adjust—
ment burden will be largely supported by measures to restrain
expenditure, which will have to be carefully put into place in
that regard, cautious wage and employment policies will have to be
pursued in addition to the unavoidable curtailment of subsidies
and capital transfers.

As to structural policies, both the authorities' wage and
employment policies as well as reductions in subsidies will be
facilitated by the various liberalization measures that the
authorities are committed to pursuing and by the implementation of
the proposed reform of state enterprises. These measures are far

reaching: they represent a real departure from past policies and
will profoundly change the general framework for Tunisian ecunomic
decision making. These measures are also necessary: the timetables
for the liberalization of prices, investments, and imports must be
closely adhered to in order for these measures to have an optimum
effect in terms of structural reform and of strengthening public
and private finance. The pace of these reforms could even be
accelerated, and the authorities' readiness to consider that
possibility is welcome. The shortening of delays increases confi-
dence in the authorities' commitment and cmphasizes the irreversi-
bility of the reform process.
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Credit and monetary policies are another important aspect of
the program. The objective of keeping the growth of the main
monetary aggregate below that of nominal GNP is welcome, because
it directly supports other aspects of the program. This objective
will be all the more easily attained because since 1985 interest
rates have been more flexible, which should lead to improvement in
the money supply and credit distribution. In this area as in
others, the planned liberalization and reliance on market wechanisms
should be pursued without hesitancy.

With respect to the financing of the current account deficit,
the drawing under the compensatory financing facility should not
give rise to any negative appreciation. Tunisia's share of the
world oil market—--0.3 percent of output and 0.1 percent of exports—-—
is marginal. Furthermore, petroleum exports have never accounted
for an overwhelming proportion of aggregate external earnings;
for example, they represented 30.5 percent of aggregate earnings
in 1984-85 and only 15 percent in 1986. Like Mr. Chatah, 1 would '
emphasize the necessity for Tunisia to develop nonenergy exports,
and I welcome the cooperation between the Fund, the World Bank,
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In sum, the program and the proposed decisions deserve the

Board's commendation and support. The program is cast in a mediuuw-
term frawework, and, as the staff has indicated, it "carefully
blends structural measures with demand-management n0]1r1pq.' With

the help of the Fund and the World Bank, the Tunisian authorities'

adherence to the policles which I have enumerated——and their care-— _
ful implementation at each stage—-will permit a restoration of .
financial balance and increase the authorities' ability to cope

with external resource constraints. The implementation of the

reforms outlined by the authorities would also represent a major,

welcome change in the Tunisian economy. Moreover, it would open

Tunisia's economy to outside competition—-a situation in which

Tunisia has historically done well.

Mr. Nimatallah remarked that the oil price assumption of $15 a barrel
used in the world economic outlook exercise represented an indicative
price, whereas actual unit prices varied from country to country, depend-
ing on such factors as the grade of petroleum and the location of the
country. The Tunisian authorities' price assumption—-at $13 a barrel--
was probably realistic. Whether it was conservative was a matter of
judgment; in any event, he would prefer to err on the conservative side.
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The staff representative from the Research Department explained that
the staff's price projections were based on the unit value that a country
received for an export product. In addition to other factors, marketing
arrangements influenced the unit value of Tunisia's oil exports; for
example, exports to Italy were subject to a fixed price under a long-term
contract. In addition to examining the factors relevant to a particular
country, the staff also considered forecasts made within and outside the
Fund in order to fully capture market trends for that country.

The calculation of export shortfalls was based on the staff's own
projections as a matter of principle, the staff representative from the
Research Department remarked. For Tunisia, the staff's projection of the
unit price for petroleum happened to coincide with that of the authorities.

Mr. Chatah said that the staff representative had fully answered his
question; the coincidence of the authorities' and the staff's price
projections for petroleum exports was reassuring.

Mr. Goos commented that he welcomed Tunisia's decision to request a
stand-by arrangement with the Fund. He was particularly pleased to note
that the authorities had chosen to do so in a timely manner that allowed
for an orderly adjustment of existing imbalances. That the authorities
had come to the Fund with an ongoing program was also most welcome.

The program in support of the stand-by arrangement deserved the
Fund's support, including the level of financing proposed by the staff,
Mr. Goos continued. He fully agreed with the staff's recommendations;
however, there was a clear need for firm implementation of the policy
measures agreed under the arrangement. Moreover, an accelerated pace of
liberalization might have been desirable. The comprehensiveness and
breadth of the liberalization effort left little to criticize, but it
also reflected the widespread recourse to regulaticn and control in
recent years. Although important steps had already been taken or were
intended in the immediate future, in the circumstances——particularly in
view of the serious external financial constraint and the scale of the
remaining structural rigidities—-—a bold and unambiguous liberalization
effort was needed to mobilize the private sector potential for higher
savings, exports, and growth. He was therefore scmewhat concerned
about the extended schedules that were envisaged for tariff reform, the
reduction in agricultural subsidies, and import liberalization. The
considerable degree of selectivity in import liberalization could
undermine the purpose of the reform. In particular, limiting new import
opportunities to already existing exporters and so~called integrated
industries as well as to investment projects that had met with official
approval might hamper both the necessary shift of resources toward the
export sector and improved export diversification. The authorities
should therefore adopt a general, more rapid approach to import liberal-
ization and seek protection against the risk of an undue increase in
imports by pursuing appropriate exchange rate and demand—-management
policies.
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As to the liberalization of the financial system, while the intended
reform of interest rate and central bank policies was highly commendable,
about 25 percent of credit to the economy remained subject to preferential
lending rates, Mr. Goos noted. 1In view of their potentially distorting
effects on resource allocation and efficiency, preferential lending rates
should be phased out. The authorities should also aim at an early
elimination of the existing, though apparently reduced, requirement of
central bank approval for loans granted by commercial banks.

He had no difficulties with the monetary targets or the sizable
reduction in the fiscal deficit envisaged for 1987, Mr. Goos remarked.
However, it was worrisome that the projected decline in the fiscal revenue
ratio would have to be compensated by substantial cuts in public invest-
ment in order to reach the deficit targets. Moreover, the current budget-—
ary savings ratio was projected to decline by more than 2 percentage
points from 1985 to the end of the program. While welcoming the intention
to introduce a value-added tax by January 1988, he agreed with the staff
that it would be advisable either to accelerate the introduction of that
tax or to take other, more timely supplementary measures to strengthen
fiscal revenues.

In sum, he supported the request for a stand-by arrangement,
Mr. Goos commented. The proposed program was a comprehensive and far-
reaching adjustment effort, and he was particularly impressed by the
structural measures that had been agreed. However, there were some
potential weaknesses in the design of the program. Nonetheless, he was
confident that if the program was implemented with appropriate flexibil-
ity, it should succeed. 1In that regard, the authorities' declared
"readiness to consider an accelerated implementation” of the liberal-
ization measures was reassuring, and it appeared advisable to follow such
a course also in the conduct of financial policies. He could also support
the proposed decision for a compensatory financing purchase.

Mr. Abdallah made the following statement:

Tunisia represents a good example of a country that has
strong determination, backed by appropriate measures, to cope
with its economic problems. Unfortunately, the realization of
its economic policy objectives has generally been thwarted
primarily by destabilizing exogenous developments. It is,
nevertheless, remarkable that economic activity as broadly
reflected in the real growth of gross domestic product has been
satisfactory, at least for the period 1983-85, when it averaged
5 percent annually. It is unfortunate that unexpected adverse
circumstances forestalled the authorities' implementation of
contingency policy measures formulated at the end of 1985 to
deal effectively with fiscal and external deficits as well as
exchange rate developments. The result, of course, was a less
than satisfactory rate of growth for 19846. Management of the
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economy remains difficult, owing largely to a slowdown in world
demand for Tunisia's exports, the substantial decline in oil
prices, and adverse weather.

The authorities' continued recognition of and readiness to
address their financial and economic problems is welcome. The
decision to reduce subsidies on a number of goods, including an
increase in domestic petroleum prices, will boost sagging govern-—
ment receipts. The authorities have also depreciated the Tunisian
dinar by 20 percent between December 1985 and August 1986. Thus,
strong prior actions have already been taken, which is a good omen
for the stand-by arrangement. Moreover, the staff recommendations
regarding measures to secure financial balance are realistic, and
I feel fairly confident that they will be implemented with full
vigor.

The broad elements of the adjustment strategy clearly conform
with the main recommendations contained in the staff report for
the 1986 Article IV consultation. I welcome the careful blending
of demand-management policies with the structural measures that
have been incorporated in the program. Given satisfactory growth
over the medium term, prospects are good that with timely and
appropriate funding, the program will be effectively implemented
and will lead to the desired balance of payments viability.

On the request for the use of Fund resources under the compen—
satory financing facility, there is abundant evidence of Tunisia's
cooperation with the Fund in an effort to find appropriate solutions
to its balance of payments difficulties. Finally, I support the
proposed decisions.

Ms. Bush made the following statement:

Following a further deterioration in the external position in
1986, evidenced by a virtual depletion of foreign exchange reserves,
the Tunisian authorities have embarked upon an adjustment effort
aimed at reducing the current account deficit, rebuilding reserves,
and eventually improving the external debt profile. To accomplish
those goals in the context of increasing real economic growth at a
rate exceeding that expected for 1986 will entail a fundamental
reorientation of economic policy formulation to emphasize deregula-
tion of both foreign and domestic trade, as well as other struc-
tural and fiscal reforms aimed at increasing the productive
potential of the economy, while at the same time containing the
financial imbalances that have emerged over the past several years.

The authorities appear to be making a good beginning under
their adjustment program, with a clear commitment to fiscal consol-
idation, price deregulation, tariff and trade reform, public
enterprise reform, and other measures. 1 welcome the overall
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framework of the program, which combines a variety of structural
supply-side measures with macroeconomic adjustment, although in
some areas a somewhat accelerated pace of reform might have been
desirable. More specifically, it is discouraging that the overall
fiscal deficit in 1986 will be high—-at & percent of GDP; it had
been hoped that the authorities could make further progress in
that area during 1986 in view of the financing problems that have
emerged.

Additional fiscal consolidation is being planned for 1987,
and the authorities' commitment to reduce expenditures as a
proportion of GDP is particularly welcome. However, further
savings should be possible since government spending is expected
to represent about 37 percent of GDP in 1987. More information on
possible areas of expenditure restraint, both in current and
capital spending, would be helpful. Substantial savings on subsi-
dies are expected over the next several years, as the authorities
reduce subsidies with a view to eliminating them by 1991. The
ongoing deregulation of the economy should generate substantial
producer response, which should help contain price pressures and
cushion the impact of reduced subsidies on consumers.

I welcome the authorities' intention to implement a major tax
reform with emphasis placed on reducing dependence on trade-related
taxes. The unification of the taxes on income and profits appears
to be on the right track. I would, however, appreciate any details
from the staff on the planned evolution of marginal tax rates,
exemptions, and other aspects of the reform, and any comments on
how—~-as Mr. Msadek has suggested--tax reforms will encourage savings
and production.

Supportive monetary policies will provide additional restraint
on prices and could strengthen the inflow of workers' remittances.
Several welcome steps toward the liberalization of interest rates
are being taken, but controls on saving deposit rates will be
maintained. Moreover, the authorities are continuing to provide
some credit at preferential rates. I would be interested to hear
the staff's views on the allocative effects of these policies.

Structural adjustment is an important component of the over-
all adjustment effort in view of the need to strengthen producer
incentives, improve the trade accounts, and generate employment.
The exchange rate adjustments that have already occurred are
important in this regard and are expected to generate stronger
growth in tourism and some increase in remittances over the next
few years as well as growth in nontraditional exports. Neverthe-
less, if the payments position does not evolve as expected, and,
in particular, if financing of the magnitude hoped for does not
materialize in 1987, additional adjustments in the real effective
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exchange rate should be considered. It is reassuring to note that
according to the Annexed Memorandum, the authorities are committed
to such a course of action.

Exchange rate adjustment is being accompanied by some adjust-
ments in the prices of controlled products. These steps are wel-
come, but the authorities' reasons for adopting such a cautious
phasing of price liberalizaticn are unclear. Such phasing might
lead to an unnecessarily slow pace of resource reallocation.

Also, the authorities have decided to set producer prices of
cereals at a five-year moving average; could the staff comment on
the reason for that decision? Finally, I welcome the introduction
of a new investment code, which will eliminate investment controls
on those entities requesting no special government treatment.

An action plan to reform the extensive public enterprise
sector is to be completed by the end of 1986, and under the new
five-year plan, the size of the sector will eventually be reduced
from 550 enterprises to 160 enterprises. The planned reduction is
substantial, but the number of enterprises to remain in the public
sector still appears to be on the high side; I would appreciate
any staff comment on the 160 entities to remain in the public
domain. I would also be interested in any information the staff
might have on the precise schedule of implementation of the plan
for divestment, since the plan is expected to be finalized by
end-December. Finally, I hope that the first review will pay
particular attention to this area.

The import liberalization envisaged in the program could have
the beneficial effect of reducing effective rates of protection.
In view of the steps now being taken, a somewhat faster pace of
liberalization might be desirable to avoid a partial effort that
might ultimately lead to an inappropriate reallocation of resources.

On a related matter, I would be interested to hear staff
comments on direct investment. Although investment might be
expected to pick up following the authorities' exchange rate and
liberalization actions, according to staff estimates direct invest-
ment by 1991 would exceed the level achieved in 1982 by slightly
more than one half.

I support the general thrust of the authorities' program,
which aims at liberalization of the economy and consolidation of
the fiscal accounts. Nonetheless, I remain somewhat concerned
that the pace of liberalization might be slow in view of the
urgent need to stimulate economic diversification and growth.
Also, large current account deficits are projected for 1986 and
1987, as well as large financing gaps. Staff comment on the
filling of the 1986 gap, as well as any information on the 1987
gap, would be appreciated, since the Board will not be able to
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review the matter again until February 1987. Also, will the World
Bank be able to accelerate its program in Tunisia? Substantial
disbursements from the Fund will occur upon approval of the stand-by
arrangement and compensatory financing requests, and firmer
assurances that the Bank's program will continue as planned in

1987 would be welcome. It is particularly commendable that the
authorities are not seeking debt relief in connection with their
adjustment program and that they are attempting to maintain normal
relations with creditors.

As to the request for a compensatory financing purchase, it
is clear that Tunisia has a balance of payments need, and its
cooperation with the Fund is evidenced by the program in support
of a stand-by arrangement. Furthermore, part of the shortfall in
export earnings-—particularly with respect to oil exports—-is
largely beyond the authorities' control. However, I am not con-
vinced that the shortfall in oil exports is temporary, in view of
price developments in world oil markets. The word "temporary”
implies a recovery of exports, rather than a continuing downward
trend, as seems to be the case with oil exports. I also note that
the amount of the requested purchase is substantially below the
amount of the calculated shortfall. Nonetheless, the request
gives rise to two concerns. First, the size of the purchase is
large. The full amount permitted under the compensatory financing
decision--exceeding 100 percent of Tunisia's quota--will be dis-
bursed upon Board approval of the request, whereas purchases under
the stand-by arrangement will be disbursed in tranches and are
tied to program performance. While I recognize the commitment of
the Tunisian authorities to the adjustment effort, it would be
more reassuring if purchases under the compensatory financing
facility were phased to correspond with performance over the
program period. I look forward to discussing such issues during
the forthcoming review of the facility.

Another concern is that the shortfalls for other exports,
travel receipts, and workers' remittances appear to be related in
part to the policies of the Tunisian Government, including past
exchange rate and interest rate policies. While significant adjust-
ments in these rates have occurred in recent months, in view of
their lagged effect on exports, earnings might have recovered
earlier if adjustments had been more timely. Perhaps the staff
could clarify the extent to which these shortfalls might be related
to economic policies and thus were within the control of the
authorities.

I support the request for a compensatory financing purchase
primarily because it accompanies an adjustment effort that is
designed to reverse the deterioration in the external accounts.
Moreover, the request is in respect of a shortfall that appears to
be largely beyond the authorities' control and is for an amount
substantially below the calculated shortfall.
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The staff representative from the Research Department explained
that, consonant with the Board's decision on compensatory financing, the
temporariness of the shortfall was assessed in relation to total exports,
and not in relation to a specific product or sector. Tt was necessary to
assess temporariness on that basis because, over time, the composition of
exports of a particular country might change; export products might
disappear, for example, because of the exhaustion of a mine, or because
of product substitution.

To say that a shortfall was temporary meant that it did not occur in
consecutive years, the staff representative from the Research Department
continued. To the extent that a shortfall could be measured from a declin-
ing trend as well as a rising trend, a recovery in export earnings was
not a prerequisite for determining that the shortfall was temporary. 1In
order for consecutive shortfall years to occur, a country must experience
accelerating growth rates year after vear, which no country was able to
maintain indefinitely; instead, the growth rate of total exports usually
varied from year to year, thus giving rise to the more typical situation
where shortfall years tended to alternate with excess years.

The Chairman remarked that he was reassured of the temporariness of
the total export shortfall by the figures for exports shown in Table 3 of
EBS/86/236. From 1982 to 1985, export earnings had amounted to nearly
SDR 1,800 million, owing primarily to the favorable impact of energy
prices. More recently, adverse developments in energy prices and in
workers' remittances, as well as in receipts from tourism, had adversely
affected the Tunisian current account so that in 1986 exports of goods
and services had declined. Thereafter, exports were expected to begin an
upward trend, with those of goods reaching more than SDR 2,100 million in
1991--compared with SDR 1,400 million in 1986. Although those projections
might be optimistic, they indicated that exports would not continue to
decline in the long run and that the shortfall was, therefore, temporary.

Mr. Goos stated that he had also judged the temporariness of the
shortfall along the lines described by the Chairman. In that context,
he disagreed with the staff's interpretation that the results of the
formula for calculating the shortfall, and not actual export developments,
decided the temporary nature of the shortfall. For that reason, it would
be necessary to re-examine the decision on the compensatory financing
facility. The spirit of that facility was to help bridge short-term
declines and shortfalls, but not a steady decline, regardless of the
results of applying the formula used for calculating shortfalls. The
formula could also lead to absurd results, whereby a permanent shortfall
would exist only if exports were rising at a continued increasing trend.
That aspect of the compensatory financing facility was cause for concern
and should be examined at the forthcoming review of that facility.

The Chairman remarked that, for operational reasons, it was necessary
to use the formula that had been adopted by the decision of the Board.
However, if Executive Directors felt that the formula led to illogical
conclusions contrary to the spirit of the decision, then the formula
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should be re—examined. Meanwhile, the Board was guided by the compen—

satory financing decision. It should be pointed out, however, that the
formula did not lead to illogical conclusions with respect to Tunisia,

because a recovery of exports was expected.

Nonetheless, under the present formula, a compensable shortfall
might occur, even with a linear decline in exports, as long as the short-
fall did not occur in consecutive years, the Chairman observed. That
possibility raised a more fundamental question. Tf the application of
the formula allowed for a compensatory financing purchase, and the country
was heading toward an unviable balance of payments position, the Fund's
resources were then at risk. Should the Fund embark on financing such
risky prospects? It was precisely those questions, among others, that he
would like to see addressed in the forthcoming review of the compensatory
financing facility.

Mr. Nimatallah commented that he agreed with the Chairman's remarks,
but he was concerned that Mr. Goos and Ms. Bush were focusing on the
magnitude of the shortfall for a particular sector. Whereas there might
be a decline in export revenues from oil for some time and that develop-
ment would raise a legitimate question about the temporariness of the
shortfall with respect to oil exports, for Tunisia, the calculations
showed that the magnitude of the decline was being compensated only to
the extent that there was a true temporary shortfall in o0il revenues
based on a reasonable price assumption.

The Chairman remarked that one way to transcend the contradiction of
the formula resulting in compensation to a country having a long-teram
downward trend was through the test of cooperation. Compensatory financ-
ing was not being provided to countries that were moving into an unviable
balance of payments position, because management and staff had increas-
ingly emphasized the test of cooperation, which was also incorporated in
the compensatory financing decision, even though the application of that
test had entailed criticism. Nevertheless, in addition to mathematical
formulae, there was a more general principle-—-that resources put at risk
in a program had to be repayable, and they would be repayable only if the
member's balance of payments was moving toward viability in the medium
term. To be reasonably satisfied that a member's policies were headed in
that direction, the Fund had relied increasingly on the test of coopera-
tion to alleviate the concerns that would arise from a permanent decline
in export earnings. Although for the time being, the Board must rely on
the present formula, it could also be satisfied that the more general
principle of restoration of viability in the medium term incorporated in
the cooperation test provided a safety net.

Mr. Zecchini stated that he agreed with the Chairman's remarks on
the problem raised by Mr. Goos. Once a trendline for exports had been
established based on the formula, even if the trendline was declining,
there might be a shortfall compared with the trendline, and therefore a
condition for the use of the compensatory financing facility would be
met. But, as the Chairman had stated, there was also a test of balance
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of payvments viability to be met, and in seeking a logical answer to that
test, not only export trends but also import trends and the possibility
of import compression beyond what was indicated in the trendline for
imports needed to be examined. Those issues should be extensively dealt
with in the Board's re-examination of the compensatory financing facility.
In that regard, he wished to stress the importance of looking at both
sides of the current account balance.

Mr. Goos, noting Mr. Nimatallah's remarks, said that when he raised
the issue of temporariness, he had in mind overall exports rather than
individual export components. In the past, situations had arisen wherein
exports did not recover in the postshortfall period; that experience had
prompted his intervention.

Mr. Lankester made the following statement:

The Tunisian economy has needed action on several fronts for
some time. The current account deficit has been unsustainably high
for several years, while dwindling oil reserves have clearly
indicated the need to boost non-oil exports. But the sharp fall
in 0il prices earlier this year has made matters more urgent. The
Tunisian authorities have initiated a major program of reform.

The scope of the new strategy is impressive and ambitious, and I
particularly welcome the plans to deregulate the economy.

For the stabilization to succeed in the short term, there are
three major requirements. First, fiscal policy should be kept
under appropriate restraint. In the short run, the emphasis would
probably need to be placed on curbing expenditure. Three key areas
will be consumer subsidies, which are likely to amount to 3 per-—
cent of GDP in 1986; net lending to public enterprises, which has
massively overshot the budget position for this year; and continued
restraint in public sector wages. The authorities' fiscal program
is clearly in the right direction. However, I wonder whether the
planned pace of fiscal retrenchment and of reform in other areas
is fast enough. It would have been better for Tunisia had the
pace of adjustment been more rapid and the authorities' actions
more front loaded. For example, under the present timetable, it
could take seven years to reduce subsidies as a percentage of GDP
by one third. According to the staff, "the authorities have
indicated their readiness to consider an accelerated implementation
in the light of the experience during the initial phase of liberal-
ization™; I welcome the authorities' readiness to consider this.

A second requirement for stabilization in the short term is
perseverance with the intended stance of monetary policies. Posi-
tive real interest rates will be needed, especially if emigrant
workers' remittances are to be attracted on the scale assumed in
the balance of payments projection. I note that even after the
proposed liberalization of interest rates, some 25 percent of
credit to the economy will continue to benefit from subsidized
preferential rates of interest.
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d requirement is a sufficiently competitive exchange
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9 percent a year in non-oil exports over the next five years. The
real exchange rate has fallen sharply and, in our view, appropri-
ately this year. Looking at the figures on the basis of relative
consumer prices, competitiveness is now much greater than in
1980/81. However, this basis is distorted by the prevalence of
this distortion and shows a more modest improvement in competitive—
ness——it is not clear whether the depreciation of the dinar has
gone far enough, given the authorities' desire to boost non-oil
exports so strongly. Related to this question is the authorities'
intention to maintain an average import tariff of about 25 percent
into the next decade to protect domestic industry.

Suitably restrained policies in the fiscal, monetary, and
external areas, together with a wholehearted commitment to the
major program of liberalization that the authorities are undertak-
ing, should provide the basis for sustainable growth in the medium
term. These policies should also help to fill the financing gaps
evident for both 1986 and 1987, because they will provide donors
and banks with greater confidence concerning the long-term viability
of the private sector in Tunisia and, thus, the sustainability of
Tunisia's present and prospective debt burden. In addition, it is
evident that the World Bank is prepared to play a significant role
in supporting the authorities' liberalization efforts. The financ-
ing gaps are, however, a cause for concern, and any further infor-
mation from the staff on prospects for closing the 1986 gap, and
thereby ensuring that the program gets off to a sound start, will
be welcome. The prospects for financing the 1987 gap will have to
be examined at the first review. With these comments, I am able to
give my authorities' support for the proposed stand-by arrangement.

With respect to the compensatory financing request, Tunisia ‘
clearly meets the test of cooperation with the Fund and of a balance
of payments need. The shortfall, being due primarily to the fall in
0il prices, is largely outside the authorities' control. However,
the temporary nature of the shortfall is due to the projected
recovery in non-o0il exports. Although these projections are perhaps
on the optimistic side, we can go along with the request. In doing
so, I note that the amount of the shortfall substantially exceeds
the amount of the purchase under the request.

I would like to make a few points that are relevant not only
to this request but also to the forthcoming review of the compen-
satory financing facility and to which my authorities attach
importance.

The staff notes on page 2 of EBS/86/238 that the current
account in recent years has been affected by, among other things,
"an appreciation of the real effective exchange rate.” According
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to the staff report on the 1986 Article IV consultation, the real
effective exchange rate, when measured on a wholesale price basis,
was above its 1980 level for the whole of the four years to late
1985. However, the staff paper on the compensatoryv financing
request does not mention-—-let alone attempt to quantify——the
impact on the calculated shortfall of this prolonged period of
exchange rate overvaluation; this is an unsatisfactory lacuna,
particularly as the export forecast built into the stand-by
arrangement seems to assume g strong volume response of exports
over time to the depreciaticn of the exchange rate in 1986.

For Tunisia, as for the Philippines, the loss of export reve-
nue due to falling energy prices is taken into account in the com-
pensatory financing calculation, but not the corresponding gains
from cheaper energy imports. A simple balance of payments calcu-
lation shows that about half of the export shortfall attributed to
energy products would be offset by the reduction in the costs of
imported energy.

The projected rate of growth of Tunisia's non-o0il exports is
perhaps ambitious, as are staff estimates of receipts from tourism
and workers' remittances. Receipts and workers' remittances have
fallen for four consecutive years. Although the exchange rate and
interest rate policies being followed by the authorities might be
more conducive to encouraging additional inflows in the future, it
is difficult to see clearly what factors outside the authorities'
own control give rise to any confidence that receipts will pick up
as projected in 1987/88. A purchase under the compensatory financ-
ing facility seems inappropriate when exports are projected to
increase as a result of improved government policies.

In sum, while there is scope for bolder action in some policy
areas, the Tunisian authorities had undoubtedly embarked on a
significant adjustment effort. The proposed extension of the tax
base, the liberalization of interest rates, the reform of parasta-
tals, and the liberalization of two thirds of domestic prices and
of imports are all objectives that would stand the authorities in
good stead. The more rapidly they were able to carry these measures
forward, the better. I therefore support the proposed decision.

Mr. Romuildez remarked that the program in support of the stand-by
arrangement with the Fund was well designed; it was at once comprehensive
and genuinely responsive to Tunisia's structural needs. The program con—
tained appropriate elements of demand management, with proper focus on
public finance, which had shown considerable weakness in the recent past.
The authorities should utilize expenditure control mechanisms fully and
effectively so that arrears arising from purchases of goods and services
from public enterprises——admittedly small in recent years-—did not get
out of hand. 1In addition to focusing on public finance and demand manage-
ment, the program included a wide array of structural and sectoral reform
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measures that addressed the major weaknesses in Tunisia's economy. The
participation of the World Bank in the design of the program was especially
noteworthy and welcome.

The elements of the structural reform package were appropriate,
but the authorities could show greater determination and decisiveness
by implementing some reforms at a more accelerated pace, Mr. Romuildez
continued. For example, the schedule for the reduction and ultimate
elimination of budgetary transfers——namely, a reduction by 5 percent a
year over a period of seven years——was too drawn out to be effective.
Events might overtake such schedules, negating their effectiveness
as signals to resource allocation decisions or postponing their effective
implementation, particularly in view of the possible decline of oil
revenue in the near and medium term. The timetable for the decontrol
of prices and the introduction of greater flexibility with respect to
prices still under control gave rise to similar concern. The reform of
the public enterprises was welcome, but the lack of a timetable for
that reform was disappointing. He looked forward to the presentation of
a schedule of reforms at the time of the first review. The statement
on page 19 of EBS/86/236 that the authorities intended not to increase
minimum wages during the the 1986-87 program period by more than the
inflation rate was also cause for concern. It seemed to be deliberately
broad and not entirely consonant with the Government's decision to reduce
the role of wage-price indexing in wage determinations.

He fully agreed with the staff appraisal and recommendation, partic-
ularly with respect to the need for export diversification and the pace
of liberalization in the various sectors, including the trade system,

Mr. Romuidldez remarked. The program was a tight one and deserved the
Fund's support. He also supported the request for a purchase under the
compensatory financing facility.

The authorities' decision to take so comprehensive an approach to
adjustment was commendable, Mr. Romudldez commented. He was particu-
larly pleased to see the collaboration of the Fund and the Bank on the
design of the program; the complementarity of their work was evident
throughout. However, he urged the authorities to adopt a faster pace for
the implementation of those reforms.

Mr. McCormack said that he concurred with the proposed decisions
and the staff's assessment of the Tunisian economy.

A number of aspects of the ambitious program proposed by the Tunisian
authorities were commendable, Mr. McCormack continued. In particular,
the emphasis on structural adjustment and the extensive liberalization of
markets was entirely appropriate. The authorities had prepared specific
and detailed timetables for the liberalization of prices, investment, and
imports, and similar timetables were to be prepared before the end of 1986
for reducing the number of public sector enterprises. He agreed with the
staff that the pace of liberalization could be accelerated to provide
clearer signals to the economy, and he welcomed the authorities' indication
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that they were open minded about the possibility of accelerating the
implementation of reforms in the light of experience. Setting out policy
commitments according to a detailed and specific timetable was a valuable
procedure; it provided a measure of discipline for policymakers—-which

was a necessary, but perhaps not always sufficient, condition for credible
ad justment--and in a sense constituted a contract tetween policymakers

and the public. He wondered whether the timetables that had been prepared
and the one yet to be prepared were to be publicized. Although doing so
might raise some practical difficulties, making at least the essential
features of the timetables public might serve to enhance the degree of
discipline and credibility of the authorities' adjustment effort.

He had a number of specific questions concerning various aspects of
Tunisian policy and the proposed adjustment effort, which taken together,
had a common theme, Mr. McCormack noted. They illustrated how difficult
it was for policymakers to move from a regulated economy to a more liberal
one. Indeed, in some instances, the arbitrariness that seemed to accomn—
pany direct control of an economy appeared to linger on in Tunisia.
Although the conceptualization of policy issues was undergoing a profound
change, the prevailing mode of thought about policy formulation was still
somewhat dirigist rather than market oriented. For example, the author-
ities' wage and pricing policies would continue to subsidize, apparently
indefinitely, the consumption of a particular category of goods——namely,
socially sensitive goods. Income transfers effected in the context of
the ongoing tax reform might be a more efficient means of income distri-
bution than continued direct subsidization would be.

The description of the authorities' price liberalization effort was
somewhat unclear, Mr. McCormack commented. The staff had indicated that
the authorities had committed themselves to decontrol manufactured prices
gradually--a process that would be completed by 1991; he wondered what
proportion of industrial goods was expected ultimately to be decontrolled.
Also, what were the authorities' criteria for "sufficient competition™?
The manufactured product prices to be liberalized included those items
for which competition was assured, either because of the existence of
three domestic producers or because importation of the product was
liberal; he wondered whether the authorities had taken sufficient account
of the availability of product substitutes, a factor that would become
more important as the trade regime was progressively liberalized.

The effort to reform the public enterprises aimed at reducing the
number of entities under direct control from 550 to about 160,
Mr. McCormack observed. He wondered what criteria had been used to
determine which firms would be privatized and which firms would remain
under government control; in particular, why was such a large proportion
of the existing enterprises to remain subject to government control?
Moreover, he wondered how important the remaining 160 entities were in
the Tunisian economy.
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The staff had noted that the proposed course of money and credit
policy implied that the authorities had a firm grasp of the relationship
between the provision of primary liquidity and the expansion of credit
and money in the economy, Mr. McCormack remarked. He asked the staff to
expand on the determinants and form of that relationship; that point was
not entirely clear since, despite the planned liberalization, financial
markets would remain subject to extensive direct control.

His chair supported the proposed decisions and commended the
Tunisian authorities on taking the difficult decisions that were embodied
in the proposed program, Mr. McCormack concluded.

Mr. Isleifsson said that he welcomed the Tunisian authorities' timely
approach to the Fund and the World Bank for support of their adjustment
and development efforts. The deterioration in Tunisia's terms of trade,
combined with its weak balance of payments position, made the undertaking
of the stabilization program a matter of urgency. For some time, consensus
had existed within the Govermment to embark on a comprehensive ad justment
program. He hoped that that consensus would be followed up with a strong
commi tment to implementing the measures envisaged in the program.

It was encouraging that the adjustment program proposed by the author-
ities conformed closely with the recommendation contained in the staff
report for the 1986 Article IV consultation, Mr. Isleifsson commented.

He commended the authorities for acting decisively in response to the
deteriorating external position. Some measures had already been imple-
mented, including the nominal depreciation of the dinar. He attached
importance to the authorities' proposal to pursue a flexible exchange
rate policy, which would be the subject of one of the reviews under the
program; of course, the basic criteria of the appropriateness of the
exchange rate would be the competitiveness of the Tunisian economy.

Another important, welcome measure to be implemented in January 1987
was the liberalization of interest rates, with certain exceptions,
Mr. Isleifsson noted. He hoped that those exceptions would be phased ocut
in the near future.

As to the fiscal situation, the 1987 budget would need to be formu-
lated within tight constraints, with restraint being exercised largely on
the expenditure side, Mr. Isleifsson observed. The measures envisaged in
that area were welcome. However, the central government consolidated
deficit was still expected to be relatively high in 1984-at almost 4 per-
cent of GNP--and he wondered whether the pace of adjustment in that area
was rapid enough.

He welcomed the comprehensive structural measures proposed under
the program, particularly in the fields of investment and price liberal-
ization, Mr. Isleifsson commented. He was particularly pleased to
see that some of those measures had already been implemented or were
scheduled for implementation in the coming few months.
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The balance of payments outlook underscored the need to pursue the
duJUSLﬁiE'ﬁL effort for a number of years, and he welcomed the authorities
intention in that respect, Mr. Isleifsson remarked. Furthermore, it was
reassuring that Tunisia's debt servicing record was good and that in 1990

and in 1991--the two years when repurchases to the Fund were bunched--

R . . .
Tunisia's debt service obligations to the Fund would be equivalent to

only 2.7 percent of current receipts. He therefore had no hesitation in
supporting the request for a stand-by arrangement.

As to the request for a purchase under the compensatory financing
facility, it met all the basic requirements under that facility, and he
therefore supported the proposed decision, Mr. Isleifsson continued. He

also supported the decision concluding the Article XIV consultation.
Mr. Zecchini made the following statement:

The staff report for the 1986 Article IV consultation indi-
cates that Tunisia's economic situation was rapidly deteriorating
under the combined effects of a worsened external enviromment and
inadequate domestic economic policies. Specifically, financial
policies were supporting an excessively rapid rate of GNP growth
and the internal and external imbalances were being tackled by
reinforcing the widespread system of direct controls on prices,
imports, and investment, which instead reduced the economy's
resilience.

I welcome that shortly after the issuance of the staff report
for the Article IV consultation, agreement was reached with the
Fund on a program that involves a broad reorientation of economic
policies through a combination of structural reforms and tighter
financial policies. Partly because of their nature, many impor—
tant reforms, such as those relating to the restructuring of
public sector enterprises, to price liberalization, and to import
liberalization, are viewed by the authorities in a medium-term
context and specifically in the framework of the 1987-91 develop-
ment plan. Therefore, I wonder whether, because of its longer
time span, an extended arrangement might not have been preferable
in order to sustain this prolonged adjustment effort.

With respect to specific aspects of the program, areas in
which structural changes are needed relate to the liberalization
of prices, investment and imports, and to the reform of the public
enterprise sector. Measures in these areas are either being imple-
mented or being planned. However, some further clarifications
seem needed on two aspects: the expected pace of these reforms
and their monitoring. As for the former, on page 31 of EBS/86/236
it is stated that "the staff believes that the pace of liberali-
zation could be accelerated to provide clearer signals to the
economy and that the authorities do not disagree with this.” In
this respect, I note, for example, that the liberalization of
manufactured product prices will be completed only by 1991 and
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that import liberalization will be extended to consumer goods
only after 1988. 1 wonder whether it is possible that, if the
process of price liberalization is carried out in an uneven way
and with long delays, its impact might be insufficient, if not a
source of other distortions, in the program period. Moreover,
more precise timetables still need to be defined in some areas,
such as the restructuring of public enterprises. I therefore
encourage the authorities to tackle these problems resolutely.

In Table 5 of EBS/86/236, there is a dichotomy between the
description of the program measures and the summary relating to
the monitoring of the program. More specifically, under item 7
of the Table, references were made only to targets and performance
criteria relating to fiscal policy, monetary policy, and external
indebtedness, but no reference was made to the structural measures
included in items 1, 2, and 3 of the Table. This again raises the
point made by this chair, as well as by other chairs, during the .
discussion of the stand-by arrangements with Mexico and with the
Philippines, as to the most appropriate ways of monitoring
structural reforms in Fund-supported ad justment programs. I
look forward to discussing these issues during the forthcoming
discussion on program design and performance criteria.

As to fiscal policy, the objective of reducing the central
govermment consolidated deficit by about 2 percent of GDP to
3.9 percent seems realistic, although it falls short of the
authorities' initial target for 1986 of 3.2 percent. Also, on
the expenditure side, attention is correctly being given to a
reduction in subsidies and to a rationalization of the public
investment program. However, a faster pace for reducing consumer
subsidies might be required.

On the revenue side, measures such as the introduction of a .
value—-added tax and the reform of the tax system should lead to

an increase in the tax base and the income elasticity of public

revenue. However, some of the specific measures relating to the

1987 budget still need to be spelled out; therefore, I look

forward to having more information on these issues on the occasion

of the first review.

As for credit and monetary policies, a major liberalization
ef fort is needed both to give flexibility to interest rates and to
eliminate the direct controls on individual loans given by commer-
cial banks. Those liberalization measures are complementary. The
monetary authorities should proceed toward a more market-oriented
monetary management by leaving individual loan decisions to commer-—
cial banks and concentrating on controlling broader monetary and
credit aggregates. By relaxing direct credit controls, market-
determined interest rates might gradually emerge as a leading
mechanism to allocate financial resources as well as to promote
increased financial savings and capital inflows. Therefore, I
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welcome the important liberalization measures that will be intro-
duced in January 1987. However, the usury ceilings, which will
remain, should not prevent attaining the necessary flexibility in
interest rate movements. In this respect, it should be noted that
nominal interest rates could rise considerably as a result of the
need to tighten monetary policy with a view to curbing Inflationary
pressures that could stem from price liberalization.

Finally, Tunisia's request under the compensatory financing
facility is consistent with the established criteria, and I can
support the proposed decision. In this respect, I note that the
shortfall is due largely to a shortfall of oil revenues. 1In the
0il sector, Tunisia has pursued a production policy aimed at
maximizing output, and therefore qualifies for use of the facility
under the guidelines on compensatory financing requests by oil-
exporting countries approved by the Board at EBM/83/80 (6/2/83).

Mr. de Groote remarked that Tunisia's program in support of a stand-by
arrangement was balanced; it combined demand management and structural
policies and embodied fruitful cooperation between the Fund and the Bank.
He especially welcomed the Tunisian authorities' commitment to a moderate
rate of GNP growth that was compatible with a viable balance of payments
position over the medium term, as well as their movement toward privati-
zation. The timetable for price liberalization and the focus of the
first review on import liberalization and tax reform went some way in
meeting the Board's concern that the design of Fund-supported programs
should incorporate structural objectives.

He was especially interested to see the relative distribution of
the monitoring strategy between quarterly performance criteria and
indicative targets, Mr. de Groote continued. There were good reasons
for considering the consolidated budget deficit, total revenue, and
total expenditure as indicative targets, because noncompliance in those
areas would ultimately lead to further consultation with the Fund and
to the adoption of new measures. It was even more interesting that
domestic credit ceilings and credit to the Govermment were initially
regarded as indicative targets and became performance criteria in the
course of the program. "Indicative target"” was thus used in two differ-
ent senses: initially, for domestic credit and net credit to the
Govermment, it was a future objective; and later, with respect to the
consolidated budget deficit in total revenue, it became an objective
that led automatically to consultation with the Fund.

The targets for investment were not included in the program, although
they were extremely important for its implementation, Mr. de Groote
observed. They were perhaps indirectly included as a by-product of the
implementation of the objectives in terms of domestic credit and goverm—
ment credit and also perhaps linked with the notion of the introduction
of an investment code. Also, the staff had mentioned that there was a
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specific timetable for liberalization of investment. In view of its
importance, he would have preferred to see the inclusion of investment
targets in the program.

He was particularly pleased to see that the program set out in
operational detail how it would be implemented, Mr. de Groote remarked.
For example, the real effective exchange rate was to be maintained at
the August 1986 level and central bank rediscounting was to be rechan-
neled through the money market so that interest rates would reflect
overall monetary targets and the expansion of credit and money could be
controlled through the money base. The degree of specificity of the
use of instruments in the program was very attractive. The program
also carefully described the areas for cooperation between the Fund and
the World Bank in helping Tunisia to attain a viable balance of payments
position by 1991, whereby the current account deficit would represent
only 3 percent of GNP and the debt service ratio only about 28 percent
of GNP.

An acceleration of the liberalization efforts and of the pace of
structural reform was needed to ensure the correct implementation of the
program, Mr. de Groote considered. Indeed, if the implementation of the
program was too gradual, there was a danger that opposition to some of the
measures could build up over time and, more fundamentally, the positive
effects of the first phase of the adjustment in the areas of consumption
and prices could be rapidly jeopardized if they did not lead to supply-
side effects. 1In particular, how could the targeted expansion of exports,
which was necessary to the program, be achieved if the tariff and nontariff
protection of domestic industry was not rapidly eliminated? According to
Mr. Msadek, tariff and nontariff protection would be fully eliminated only
by 1991, which posed a real danger to the realization of the desired supply
effects in the meantime. Moreover, the phasing out of subsidies extended
over a long period, and the reform of state enterprises was not subject to
a specific timetable at present.

Wage policy remained vague, and he would be interested to hear
Mr. Msadek's comments on it, Mr. de Groote remarked. The retention of a
system of frozen and adjustable wages following deindexation of the wage
system might not be favorable to the best allocation of resources and
larger utilization of capacity. Instead, it might simply hide an insuffi-
cient budgetary adjustment and the maintenance of excessive subsidies.
Over time, the program would not be credible unless a fundamental readjust-
ment was attained between prices, the wage level, and the supply of goods.
The program seemed to avoid a basic readjustment between macroeconomic
magnitudes—-that should be the primary topic for the coming review.

In sum, he was convinced that on the occasion of the quarterly
reviews, there would be a need to introduce elements to accelerate
performance under the program, Mr. de Groote concluded.




- 33 - EBM/86/177 - 11/4/86

The Deputy Director of the African Department remarked that the staff
shared many of the reservations expressed by Executive Directors, particu-
larly about the need to accelerate the pace of liberalization, reduce the
degree of sensitivity in the implementation of liberalization measures,
and take more rigorous steps to improve budgetary savings as well as the
need for a more specific timetable for the reform of state enterprises.
However, in the course of the discussion of a possible reform program, the
authorities had indicated their intention to move from a dirigist system
of economic management toward "controlled liberalization.” The agreed pace
of liberalization thus represented a considerable departure from the author-
ities' previous position; nevertheless, the pace needed to be accelerated,
and the staff hoped that the authorities would adopt measures to do so.

The authorities had shown their commitment to liberalization by
taking all the measures anticipated for the last quarter of 1986 prior to
the Board's discussion of the stand-by arrangement request, the Deputy
Director continued. The program reflected the authorities' concern that
the achievements might not live up to the commitments, and they had there-
fore heen somewhat cautious in setting the pace of liberalization. The
staff was relatively optimistic that, if experience with the first phase
of liberalization turned out to be satisfactory, the authorities would
implement measures more rapidly.

The staff had described the elements of the tax reform in the back-
ground paper on receat economic developments, the Deputy Director noted.
With regard to the value—added tax, a faster pace of implementation than
was proposed did not seem feasible. The proposals for the tax had been
formulated; they were being discussed with the private sector and others
affected by the tax, and there was insufficient time for their inclusion
in the 1987 budget. Moreover, the authorities considered that while it
might have been feasible to introduce a value-added tax in mid-1987, such
a politically important measure should be introduced in the context of a
full year's budget. Thus, January 1, 1988 had been decided as the appro-
priate time for the introduction of the reform. Meantime, discussions
would be held with the Fund staff on the various measures that were
needed to ensure that there would be no slippage with respect to the
deadline for the implementation of the tax.

The rate of income surtax for the highest income categories had been
reduced in 1986 from 80 percent to 68 percent, and a ceiling of 60 percent
of total income had been placed on the marginal income tax, the Deputy
Director remarked. As regards other aspects of the tax reform, the unifi-
cation of income and profit taxes could also be introduced in time for
the 1988 budget. However, the authorities were reluctant to introduce
the value-added tax and incomes and profit tax unification simultaneously,
because the burden of both those reforms would fall basically on the same
group. To avoid opposition to the introduction of tax reform, the author-
ities preferred to introduce the reforms over time. Of course, the
question of the unification of incomes and profit taxes would be considered
during the second review.
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The staff and the authorities had examined budgetary expenditure
restraint and had identified four specific areas where additional
restraint was feasible, the Deputy Director explained. The authorities
would be pursuing restraint in formulating their 1987 budget and the
medium—-term budgetary program; current subsidies and transfers would be
cut by at least 5 percent every year——and the authorities were hoping
that greater cuts would be possible; capital subsidies and transfers
would be reduced by even a larger percentage; and direct investment would
be reduced by 4-5 percent in real terms by canceling, delaying, or stretch-
ing out projects. The reduction in investment expenditures would be
relative in order to reflect the greater emphasis being placed on employ-—
ment creation; the authorities would be examining investment expenditures
more carefully with a view to reducing costs. Expenditure restraint would
also be exercised with respect to the wage bill. Whereas in the past,
government recruitment had averaged an increase of about 8 percent a year,
under the program the increase in recruitment would be kept to no more
than 2 percent. A larger share of new employment was expected to be
provided by the private sector.

The authorities had also attempted to break the link between wages
and inflation with a view to reducing the rate of increase in wages over
coming few years, the Deputy Director continued. The large wage increases
between 1981 and 1983 were due not only to the increase in minimum wages
but also to increases granted In the context of general wage-bargaining
agreements. In recognition of the defects of the wage-bargaining agree-
ments, the authorities had tried to move to a new system, which would
link wage increases to productivity gains. Minimum wages would still be
subject to govermment determination, but they accounted for only about
20 percent of the total wage bill.

The liberalization of producer prices was fairly complicated and
reflected the policies and timetable already agreed with the World Bank
in the context of the structural adjustment loan, the Deputy Director
noted. Under that policy, the authorities would move away from deter—
mining producer prices on the basis of a cost of production formula to
determining them on the basis of world market prices as the best indi-
cator of the country's opportunity cost. That new formula would apply
basically to cereals; producer prices would be fixed and would increase
progressively over the next four crop years, reaching a five-year moving
average equal to the price of corresponding unsubsidized imported products
plus freight and a minimum import duty of 15 percent imposed in the
context of the tariff reform; consequently, prices would exceed world
market prices by the cost of freight plus 15 percent. The immediate
effect of the new formula would be to improve the relationship between the
producer prices of various goods. For example, in Tunisia the prices of
hard wheat and soft wheat were at present the same, whereas in the world
market a premium was paid for durum wheat; the new formula would allow
for price differentiation in line with world market prices over the next
three or four vears.
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The number of public entities remaining after privatization—-some
160—-was large, but nearly half of those enterprises were in fact public
institutions, that in other countries formed part of government depart-
ments, the Deputy Director observed. For example, irrigation services
provided by public enterprises in Tunisia might be provided by extension
services of the department of agriculture in another country. 1In a
stricter sense, the number of remaining public entities would perhaps
reach 100. Public enterprise reform would be examined in the context of
the first review; subsequently, the staff should be able to provide more
information to the Board on the importance of the remaining entities'
activities and the timetable for their reform.

Assessments of the competitiveness of the real effective exchange
rate would differ when wholesale prices rather than consumer prices were
used, the Deputy Director remarked. They would also differ depending
upon the base year that was used. For monitoring future exchange rate
movements, the staff and the authorities had agreed to use the wholesale
price index because the consumer price index was obviously biased by the
operation of the subsidy policy. However, as Chart 3 of EBS/86/236
showed, taking 1982-83 as the base period, the rate of depreciation of
the exchange rate was about the same when deflated by either index. For
that reason, the index used in examining competitiveness was not a cause
for concern.

The inflation rate as measured by the consumer price index was
expected to be between 9 percent and 9 1/2 percent in 1987 and about
8 percent in 1986, the Deputy Director noted. In fact, inflation perfor-
mance for 1986 might be better than expected because in the nine-month
period from end-December 1985 to end-September 1986, the rate of inflation
had been 3-4 percent, notwithstanding the depreciation that had occurred
during that period. That improved performance might be explained to some
extent by the relatively restrained monetary policy that had already been
put into operation.

On interest rate policy, Directors had expressed concern about the
authorities' grasp of the relationship between the monetary base and the
actual expansion of credit and money, the Deputy Director recalled. The
authorities' policy was to some extent indicated in the monetary survey
provided in Table 8 of EBS/86/236. The projections for the assets and
liabilities of the Central Bank and the deposit money banks implied a
particular relationship between the amount of refinancing facilities
available from the Central Bank and the credit expansion that would occur.
Claims on deposit money would be examined each month and compared with
demand in the money market; to the extent that demand approached the
maximum assumed in the credit program, interest rates would be adjusted
to reflect the difference between the offer and demand for loanable funds
in the money market. The authorities had not yet worked out the details
of the new policy, but the staff should be able to provide additional
information to the Board at the time of the first review.
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With respect to the monitoring of structural reforms, the memorandum
on economic and financial policy indicated that there would be three
reviews of the program and referred specifically to some of the structural
measures that would be the subject of those reviews, the Deputy Director
noted. For example, the first review would focus on, among other things,
price liberalization and public enterprise reform. The content of the
reviews was covered in sections 3 through 7 of Table 5 of EBS/86/236.

Most of the structural reforms had been clearly identified by information
provided in the first five sections of Table 5 and would be monitored in
relation to the date given in section 7 of that table.

In a detailed speech before the National Assembly, the Prime Minister
had described the objectives of the program as well as the timetable for
various liberalization measures, the Deputy Director remarked. The public
had thus been fully informed about the program and was clearly looking
forward to the implementation of the various measures.

It had been noted that one interesting aspect of the program was
that Tunisia was not seeking debt relief, the Deputy Director recalled.
The authorities were, however, seeking additional exceptional assistance,
and they hoped that there would be sufficient response from the inter-
national community to close the financing gaps. The gap for 1986 seemed
to have been filled. Since the program was negotiated, the authorities
had received fimm commitments of additional assistance, including a
commodity loan of $100 million from Italy. Additional assistance from
the Netherlands was also certain, and the authorities intended to send a
mission to Japan in the near future to discuss possible financing. The
authorities had also requested the World Bank, in cooperation with the
Fund, to try to mobilize donor assistance, and they hoped that an informal
meeting of aid donors in early 1987 would take place before the completion
of the first review. Taking into account the contribution of commercial
banks, the staff expected that the 1986 financing gap of SDR 375 million
would be filled, and that some $250 million in donor assistance would be
needed for 1987. The staff would report on the financing of the 1987 gap
as part of the first review.

It had been noted that staff projections of foreign direct investment
were perhaps rather modest when compared with investment in the early
1980s, the Deputy Director remarked. 1In the early 1980s there had been
substantial investment in the petroleum sector, but investments were
declining as a result of lower prices for oil and limited fields for
exploration. However, nonpetroleum sector investments were projected to
increase substantially, reflecting the liberalization of the authorities'
investment policy.

On the decontrol of prices of manufactured goods, Table 5 of EBS/86/236
indicated the percentage of goods to be liberalized at each point in time,
the Deputy Director commented. For example, price liberalization for
approximately 25 percent of manufactured goods had been announced for
September 1986. 1In determining the extent of price liberalization, the
authorities had utilized the notion of sufficient competition—--nanmely,
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goods—~the importation of which was free or those goods for which there
was a minimum of three independent producers existing in the country.
That notion did not take into account the availability of substitute goods.

The program target for investment and the timetable for liberaliza-
tion would be worked out once the new investment code was available,
perhaps before the end of 1986, the Deputy Director remarked. A World
Bank staff mission would be visiting Tunisia before the end of the year
to discuss the investment code, among other things, after which further
details would be incorporated in the liberalization program for investment.

The staff had not suggested an extended arrangement for Tunisia for
two reasons, the Deputy Director of the African Department explained. On
the Fund side, the staff had not had sufficient experience with Tunisia's
performance under a program. On the Tunisian side, the authorities did
not have sufficient experience with the use of Fund resources. In fact,
initially, the authorities had intended to request only a compensatory
financing purchase; only later did they decide that compensatory financing
should be requested in the context of a comprehensive economic framework
under a program supported by a stand-by arrangement. Once some experience
with a Fund program had been gained, the authorities might request an
extended arrangement toward the end of 1987 if the pace of ad justment, as
well as performance under the program, pointed in that direction.

The staff representative from the Research Department remarked that
although the paper on the compensatory financing request had not formally
assessed the impact of exchange rate policy on the shortfall, the staff
was satisfied that variation in the exchange rate had not contributed to
the shortfall. The exchange rate had appreciated in the preshortfall
years and depreciated in the shortfall year, so that, ignoring the lagged
effects on exports, the exchange rate had the effect of lowering exports
in the preshortfall years and raising them in the shortfall year. Both
those changes would have reduced, rather than increased the shortfall.

In fact, the strong growth of non-oil exports by more than 15 percent in
the shortfall year was almost entirely related to volume; further growth
was projected in the following two postshortfall years, but at a less
substantial rate of about 12 percent. Assessing the lagged effects of
exchange rate changes on exports was a difficult exercise, but in the
present instance, export volume had performed well in the shortfall year.

The main factors adversely affecting tourism were more related to
tension in the regiom-which resulted in cancellation of bookings—-and
those affecting workers' remittances were more related to the slowdown
in economic activity of neighboring countries than to movements in the
exchange rate, the staff representative from the Research Department con-
tinued. Thus, although the staff paper did not contain a formal analysis
of the impact of the exchange rate changes on the performance of receipts
from exports and services——which would ultimately require an assessment
for each of the five years comprising the trend period--the staff believed
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that evidence strongly indicated that exchange rate policy did not con-
tribute to the shortfall, and, therefore, the staff was satisfied that
the shortfall was beyond the authorities' control.

Mr. Msadek remarked that over the past three decades, the management
of Tunisia's economy had gradually evolved from a centralized system to a
more liberalized system, and in view of the difficulties recently encoun-
tered owing to external factors, the authorities had decided to review
all aspects of the economy with a view to reform. The record of growth
that had been achieved and the infrastructural facilities that had been
put in place had to be viewed in that context. Developments in 1986,
particularly with regard to the sharp decline in o1l prices and the
gradual depletion of oil reserves, had led to a decision to review the
economy's structural imbalances. A program was thus drawn up and put
into place before the Tunisian authorities requested Fund assistance, and
it must be recognized that the pace of implementation depends not only on
the success being achieved as a result of the changes already implemented
but also, to some extent, on the social and political situation of the
country.

The Tunisian authorities were ready to accelerate the pace of the
program, and had indicated their willingness to do so on many occasions,
as soon as it appeared feasible, Mr. Msadek continued. In fact, since
July 1986, several measures had been introduced in the area of price
liberalization, most recently, an increase in prices for olive o1l and
dates, and the Central Bank had organized a meeting with commercial banks
to inform them of its decision to liberalize interest rates and to give
them more responsibility in the determination of the rate of credit for
depositors.

At the international level, several approaches had been made with
respect to cooperation with the Common Market, and a conference had
recently been held in Marseilles with representatives of the Mediterranean
countries and the Economic Communities to further examine aspects of
cooperation in the areas of trade as well as financial and technical
cooperation, Mr. Msadek noted. Those efforts underlined Tunisia's readi-
ness to promote its exports, while at the same time taking strong domestic
measures to rehabilitate the economy and improve its future productivity.

The reform of the public enterprises, which was being reviewed with
the Fund was also being studied by the World Bank, Mr. Msadek remarked.
The authorities' determination was clearly evident in the decision to
decontrol several of those enterprises, many of which were now being
readied to be placed on the market through participation in the Tunisian
stock market. Of course, some entities providing essential services and
those considered socially vital would remain in the public sector, but
once the study of the public enterprises was completed, the authorities
would move ahead as quickly as possible with further privatization measures.
In addition, Tunisia had signed the MIGA convention, and the authorities
expected that the investment code to be put in place as of January 1987
would enhance prospects for greater participation of foreign investment.
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Mr. Nimatallah asked whether the authorities or the staff had esti-
mated the amount of revenue that might be raised through divestment of the
public enterprises. If not, perhaps a rough estimate could be provided at
the time of the first review.

The Deputy Director of the African Department said that the staff
did not have an estimate at present. However, the authorities intended
to place the revenues arising from the sale of the public enterprises
into a special fund to be used to reform the remaining enterprises. Thus,
the funds resulting from privatization would not accrue directly as
budgetary revenue.

The Chairman then made the following summing up:

Directors noted that Tunisia's generally satisfactory per-
formance in terms of economic growth and inflation over the past
several years had been accompanied by continued interrelated
weaknesses, including a decline in the national savings ratio,
large external current account and budget deficits, excessive
increases in money and credit, a deterioration in the external
debt position, and a sharp drawdown in foreign reserves. More—
over, there had been a continued reliance on price controls, and
the economic system had become increasingly rigid. 1In the past
year the constraints had become even more severe owing to the
drop in oil prices, slack tourist activity, and unfavorable
weather conditions. Thus, notwithstanding the corrective measures
taken since late 1985, real GDP in 1986 is expected to show little
growth, and the external account and budget deficits are expected
to widen. Moreover, by mid-1986 foreign reserves were almost
depleted.

Directors therefore welcomed the authorities' decision to
address their financial problems in a comprehensive and orderly
manner. In view of the need to improve the external position,
the authorities are contemplating more modest growth targets
than in the past, combined with a substantial reduction in the
external current account deficit through 1991, and stabilization
of the debt service ratio.

Within this medium~term context, the authorities have devel-
oped an 18-month adjustment program, in close collaboration with
the staff of both the Fund and the World Bank, in support of which
they have requested a stand-by arrangement. Directors commended
the authorities for the wide~ranging actions contemplated within
the adjustment program, which combine domestic demand management
and export promotion measures with structural reforms, including
especially the liberalization and privatization of the economy.
They welcomed the early implementation of some of the policy
actions, including a substantial depreciation of the exchange
rate, supplementary measures to reduce the budget deficit,
increases in producer prices and in prices of subsidized products,
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and significant steps in price and import liberalization. Sub-
stantial additional steps in the liberalization program are to
be completed over the program period, but several Directors
commented that the implementation of many of the liberalization
measures relating to prices and investment should, in their
view, be accelerated. They also considered that there was scope
for bolder action in several key areas of the program, and that
continued emphasis should be placed on wage restraint.

Particular support was also expressed for the need to accel-
erate the reform of the public enterprise sector in close coordina-
tion with the World Bank and to strengthen the budgetary process
and the monitoring of public expenditure and external debt.
Directors urged the authorities to adopt a timely schedule for
the privatization of public enterprises, and several Directors
expressed concern that the number and the importance of enter—
prises that would remain in the public sector was still, in
their view, too great.

On public sector revenue, Directors endorsed the decision
to speed up the tax reform and the proposed reduction in tariff
protection. However, concern was expressed at the forecast
decline of government revenue in terms of GDP from 1986 to 1987.
In addition to speedy action to raise tax revenue, Directors
called for more vigorous action to restrain current expenditures,
particularly transfers and consumer subsidies, public sector
wages, and lending to public sector enterprises. The size of
the budget deficit for 1986-—at 6 percent of GDP--was regarded
as too high, and some Directors urged the authorities to reduce
the 1987 deficit below the planned 3.9 percent of GDP.

Regarding monetary and credit policies, Directors welcomed
that under the program the present complex and tight system of
regulations and preferential interest rates would be replaced by
a system of more market—determined interest rates and global
instruments of monetary control. They also considered appropriate
the authorities' commitment to limit monetary expansion to less
than that in nominal GNP.

Directors cited approvingly the intended policies regarding
the agricultural sector and supported the authorities' intentions
to raise producer prices to international levels and to reduce
input subsidies.

Directors welcomed the authorities' new stand with respect
to exchange rate policy, in particular, their commitment to at
least maintain the real effective exchange rate at its post-
devaluation level and their agreement to review the exchange
rate policy more frequently in light of developments.
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Directors expressed concern about closing the financing gap,
particularly for 1987. They urged the authorities to take the
necessary steps as early as possible to secure the financing of
the gap, which should, if possible, allow for a more ambitious
reserve target. Generous donor support was obviously critical
to close the financing gap. Directors also encouraged the
authorities to pursue rigorously their intention to improve the
debt profile by seeking concessional or long—term capital flows,
thus reducing the recourse to commercial, medium-term borrowing.
They noted favorably the authorities' record in remaining current
in their external debt obligations.

There was a broad consensus among speakers that the full
implementation of the structural reforms and the liberalization
of the economy were essential to achieve Tunisia's growth target
for the next few years. Similarly, a sharp expansion of nonenergy
exports was also essential to achieve the growth target, and
several Directors therefore emphasized the critical importance of
adequate access for Tunisian goods to export markets.

Although Directors commended the authorities' program as a
major step in terms of liberalization, a number of them believed
that the enhanced role expected from the private sector argued
for a more rapid pace of liberalization. Thus, they encouraged
the authorities to consider an accelerated implementation of
measures in the initial phase of the program. Continued close
collaboration between Tunisia and the Fund and the World Bank
would be essential to assist the member on the road toward
balance of payments viability, Directors concluded.

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

Decision Concluding Article XIV Consultation

1. The Fund takes this decision in concluding the 1986
Article XIV consultation with Tunisia, in the light of the 1986
Article IV consultation with Tunisia conducted under Decision
No. 5392-(77/63), adopted April 29, 1977 (Surveillance over
Exchange Rate Policies).

2. As described in SM/86/237, the restrictions on the making
of payments and transfers for current international transactions
are maintained by Tunisia in accordance with Article XIV, and none
of these restrictions is subject to approval under Article VITI.
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The Fund is encouraged by the authorities' intention to ease
these restrictions and urges an early and vigorous implementation
of this intention.

Decision No. 8436-(86/177), adopted
November 4, 1986

Stand-By Arrangement

1. The Govermment of Tunisia has requested a stand-by
arrangement for the period of 18 months from November 4, 1986
in an amount equivalent to SDR 103.65 million.

2. The Fund approves the stand-by arrangement set forth in
EBS/86/236, Supplement 1.

3. The Fund waives the limitation in Article V,
Section 3(b)(iii).

Decision No. 8437-(86/177), adopted
November 4, 1986

Purchase Transaction — Compensatory Financing Facility

1. The Fund has received a request by the Govermment of
Tunisia for a purchase of SDR 114.71 million under the Decision
on Compensatory Financing of Export Fluctuations (Executive Board
Decision No. 6224-(79/135), adopted August 2, 1979).

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

3. The Fund waives the limitation in Article V,
Section 3(b)(iii).

Decision No. 8438-(86/177), adopted
November 4, 1986

3. MEXICO - REPORT BY STAFF

The Associate Director of the Western Hemisphere Department, report-
ing on recent developments relating to the financing package for Mexico,
remarked that almost 60 percent of the amcunt being sought from commer—
cial banks——approximately $4.6 billion out of a total of $§7.7 billion--
had been agreed. Twelve out of 13 banks in the committee had reported
favorably. Approximately two thirds of the hanks participating in the
financing bridge had responded positively, but of the total number of
banks involved-—more than 500--only #% had responded positively.
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The Chairman commented that assembling the critical mass of financing
was a very slow process. He had contacted a number of Directors the pre-
vious day to ask them to convey to their authorities the need to accelerate
the process as much as possible, because it had been understood that the
extension beyond October 31 was to be for only a limited period. He there-
fore urged Directors to again draw the attention of their authorities to
the situation.

DECISIONS TAKEN SINCE PREVIOUS BOARD MEETING

The following decisions were adopted by the Executive Board without
meeting in the period between EBM/86/176 (11/3/86) and EBM/86/177
(11/4/86).

4, CAPE VERDE - 1986 ARTICLE IV CONSULTATION — POSTPONEMENT

Notwithstanding the period of three months specified in
Procedure II of the document entitled "Surveillance over Exchange
Rate Policies" attached to Decision No. 5392-(77/63), adopted
April 29, 1977, the Executive Board agrees to extend the period
for completing the 1986 Article IV consultation with Cape Verde
to not later than November 26, 1986. (EBD/86/287, 10/31/86)

Decision No. 8439-(86/177), adopted
November 3, 1986

5. EXECUTIVE BOARD TRAVEL

Travel by Executive Directors as set forth in EBAP/86/220, Supple-
ment 1 (10/31/86), EBAP/86/263 (10/31/86), and EBAP/86/171, Supplement 1
(10/31/86) is approved.

APPROVED: June 29, 1987

JOSEPH W. LANG, JR.
Acting Secretary






