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THE WORLD BANK/INTERNATIONAL FINANCE CORPORATION

OFFICE MEMORANDUM

DATE: January 20, 1988
TO: Operations Committee

FROH:eéLzo Grilli, Acting Director, EAS

EXT: 78061/2
SUBJECT: GUATEMALA - Country Strategy Paper - Agenda
3 The Operations Committee will meet on Monday, January 25, 1988 at
5:00 p.m. (instead of 4:00 p.m.) in Room E-1244 to discuss the CSP for
Guatemala.
2. Since the last CPP in 1984, there has been considerable political

and economic change in Guatemala. The current Government initiated a
"stabilization-cum-adjustment" program in June 1986, which has thus far
produced some notable measures, for example, a tax reform bill In 1987.
Current account and fiscal deficits have come down, real interest rates
have become positive, and the inflation rate has also been contained.

3 In view of the improved performance and prospects, the CSP
presents the option of doubling the lending program during FY88-92.

Instead of the six investment operations during the last 5 years, we will
have 12, four of which will be SECALs. Instead of lending $217 million, we
will lend $455 million. This expansion will maintain net transfers and net
disbursements at positive levels. The basic issue is whether the lending ||
program should be, or can be, doubled, and if so what its thrust and .
composition should be. With this in mind, the Committee might wish to
discuss the following issues.

Macroeconomic Policies and Creditworthiness

4. Thus far the new Government has shown a strong commitment to
stability. The main questions concern its willingness and ability to
continue or start key reforms for adjustment and growth, especially in the
areas of trade and exchange rates, financial policies, public expenditure
programs, and agriculture. The Region might explain:

o the status of discussions with the IMF. Stand-by discussions have
been in process intermittently for over a year.

- the status of our Export Development Project. This project was
appraised about a year ago, but we have not yet received
indications that the Government is ready to produce a satisfactory
Letter of Development Policy. Which conditionalities are the
major sticking points? Are there significant changes in the
conditionalities since the Yellow Cover was discussed by the Loan
Committee in April 19877 Is there a basic agreement in principle
that this operation would be the first step towards the eventual
goal of having only minimal trade interventions?
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- public finance. There is no provision in the Economic and Sector
Work plans for annual public sector expenditure reviews. Would
not such reviews be extremely desirable for helping the Government
maintain fiscal balance while expanding expenditures on both
social and infrastructure sectors?

- domestic savings. A related issue is the realism of our
assumption that domestic savings can be increased very
substantially and fast. How firm is this judgment? How sensitive
are the projected external capital requirements to the savings
forecast?

Lending Program and ESW

5 The main issues concern absorptive capacity, sectoral composition
and the adequacy of planned ESW:

= absorptive capacity. The record on absorptive capacity for
investment loans is not encouraging (paragraph 25 in the CSP).
What explains the long delays in signing the water and power
loans? Inasmuch as the delays are due to such matters as tariff,
are we not being too optimistic in assuming we can deliver the
eight investment loans as scheduled?

- policy loans, ESW and follow-up. The capacity to design and

implement four policy loans during this period can also be/
questioned. Although no indication is given in the CSP of the !

amount of ESW resources to be used, it seems that we intend to
rely mainly on loan preparation work. Will this be enough? Also,
since the policy reform process takes much longer than the life of
a policy loan, will we not need follow-ups to the Export
Development Project?

- the weight given to agriculture. From the point of view of both

growth and poverty redressal, the agriculture sector has a key
role to play in the Guatemalan economy. Yet the core program
includes only a Secondary Roads operation in FY89. - While the
broader program does include a SECAL in FY91, the question remains
as to whether the proposed level of lending is proportionate to
the relative importance of the sector. Would it not be better to
focus on agricultural policy reforms as soon as possible?

cc: Messrs. Lee, COD; Dubey (o/r), EAS; Shakow, SPR; Holsen, CEC; Rao,
FRS; Baneth, IEC; Thahane/Burmester, SEC; Liebenthal, SPR;
Steer, FRS; Baudon, SVPOP; Steckhan, Selowsky, Corbo, Derbez,
Park, Marques, LAC.

For Information Only

cc: Messrs. Fischer, VPDEC; Bock, DFA; Stanton, VPEXT; Frank, Parmar, IFC;
Hopper, PPR; (Ms.) Haug, EXC; Goldberg, VPLEG; Agarwala,
VPAFR.

ARay:vlw



®

'THE WORLD BANK/INTERNATIONAL FINANCE CORPORATION

OFFICE MEMORANDUM

DATE : January 21, 1988
TO : Operations Committee
FROM :Egzo Grilli, Acting Director, EAS

SUBJECT: Madagascar: Public Sector Adjustment Credit - OC Meeting Agenda

L The Operations Committee will meet on Monday, January 25, 1988 at
4:00 p.m. in Room E-1244 to discuss the Initiating Memorandum (IM) dated
January 15, 1988, for a proposed Public Sector Adjustment Credit (PSAC) to
Madagascar for $85 million. The PSAC would be the fourth adjustment credit
to Madagascar, following two sector adjustment credits in 1985 and 1986,
and a broader-based Industry and Trade Policy Adjustment Credit in 1987.

Background

2 Following modest economic growth from independence in 1960 to
1972, the Malagasy economy experienced stagnation from 1972 to 1980, sharp
deterioration from 1980 to 1982, and financial stabilization with marginal
growth from 1983 to date. The poor economic performance of the 1970°'s
stemmed largely from inappropriate economic policies introduced after 1972,
including nationalization of foreign-owned enterprises, state-directed
industrialization, pervasive controls on private economic activity, and
extensive consumer subsidies. However, cautious monetary and fiscal
policies remained in effect until 1977, and debt-service remained low.
Between 1978 and 1980, the government embarked on an ill-advised public-
investment program that led to a doubling of imports and unsustainable
fiscal and balance of payments deficits, and dramatically increased debt
service burdens. Stabilization measures were introduced in 1981, with IMF
assistance, leading to a significant improvement of the fiscal balance by
1984. Strong external adjustment measures were introduced during 1984-87.
Starting in 1985, but especially since 1987, measures have been introduced
to reorient the economy toward market incentives.

35 The proposed PSAC would support the next phase of the adjustment
process. The proposed program would complete the process of external trade
liberalization, continue with reform measures in the parastatal and
financial sectors, and extend the programs to reforms in public expenditure
and social areas.

4. The Committee may wish to discuss the following:

(a) The lack of specific and monitorable performance targets.

Apart from specific targets already covered by IMF operations and
previous adjustment credits (e.g. ceilings on credit to poorly
performing public enterprises), there are very few specific and
monitorable performance targets included. Most of the proposed
measures, e.g., "Agreement on the 3-year 1989-91 PIP and on the
1989 PEP" leave performance evaluation almost completely to
undefined staff judgements. There are only very few (and
relatively unimportant) specific measures included, such as
"comprehensive census of the civil service", or "full domestic
and external liberalization of pepper marketing".
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(b)

(c)

(d)

(e)

Agricultural Exports.

While coffee, vanilla and cloves continue to account for two-
thirds of total exports, no changes in the state export marketing
monopoly are being considered at present. Only internal
marketing liberalization is proposed for these commodities. Is
trade liberalization meaningful if two-thirds of exports remain
under a state monopoly?

Public Enterprises.

Very little is said in the IM on specific measures to be taken
with respect to the large number of poorly performing state
enterprises. Specific measures include only liquidation of five
small state enterprises. All other measures are vaguely worded
e.g. "Satisfactory progress on the implementation of the PE
rehabilitation/diverstiture process". What is "satisfactory
progress"? Would it not be time to get a more specific
commitment such as divestiture of all state enterprises in the
manufacturing sector?

Financial Sector

The classical IMF approach to economic stabilization (credit
ceilings etc.), while appropriate during the initial
stabilization period, now runs the risk of conflicting with
economic reform objectives, and particularly a larger role of
market forces in the financial sector. How does the Region
propose to deal with this issue?

Release of the Third Tranche of ITPAC.

The Government has expressed an interest in advancing full import
liberalization by a few months, and has asked for early release
of the Third Tranche (US$34) of the Industrial and Trade Policy
Adjustment Loan (ITPAC). The Region proposes to incorporate
remaining ITPAC conditionality that could not be implemented on
the accelerated calendar into the PSAC. 1Is this warranted? How
will IMF ceilings affect this increased availability of foreign
exchange to the private sector?

Messrs. Lee, COD; Dubey, EAS; Shakow, SPR; Holsen, CEC; Rao, FRS;

Baneth, IEC; Thahane/Burmester, SEC; Liebenthal, SPR;

Steer, FRS; Baudon, SVPOP; O’Brien, Denning, Ohri,
Armstrong, AFT; Isenman, Gorjestani, Varon, Capoluongo,
Devaux, Pasquier, Gervais, Bui-Quang, AF3CO; Penalver,
Schmidt, AF3IE; Colliou, Blay, Castadot, De Gaiffier, AF3PH;
Blanc, Bostrom, AF3IN; M. Long, W. Steel, PPR; R. Picciotto,
PBD; Peloschek, LEG; Renkewitz, AFTIN; Bronfman, RMM;
Schiavo-Campo, AF3CO, Siraj, COD.

Mesdames M. Alexander, Torabi, AFT; Hill, Ibrahim, AF3CO;

Kalantzopoulos, Garrity, AF3IE.
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For information only:

Fischer, VPDEC; Bock, DFA; Frank, Parmar, IFC; Hopper, PPR;
Boldberg, VPLEG; Agarwala, VPAFR; Haug, EXC.
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Minutes of the Operations Committee to Consider CONFIDENTIAL
KENYA - Industrial Sector Adjustment Credit

Held on January 13, 1988 in Room E-1244

DECLASSIFIED
A. Present AUG 02 2013
Committee Others WBG ARCHIV ES
Messrs. M. Qureshi (Chairman) H. Vergin (SVPDR)
S. Husain (LACVP) T. Baudon (SVPOP)
S. Fischer (VPDEC) E. Grilli (EAS)
W. Thalwitz (EMNVP) R. Liebenthal (SPRPA)
C. Madavo (AF2DR) E. Adu (LEGAF)
D. Rao (FRS) S. Ettinger (CODOP)
K. Amoako (AF2CO0)
H. Wackman (AF21E)
S. Lateef (AF2CO)
N. Calika (IMF)
F. Chaudhri (EAS)
B. Issues
The meeting was called to discuss the proposal in Mr. Jaycox’s

memorandum of January 5, 1988 for an Industrial Sector Adjustment Credit
(ISAC) to Kenya for US 107 Million (US $77 million IDA and US $30 million
SFA). The discussion covered the main issues raised in the EAS’s memorandum
of January 11, 1988 and some other points. The major focus was on the scope
of the proposed operation, macro-economic issues including the exchange rate
policy, import liberalization, administrative and institutional capacity, and
the social cost of the adjustment process.

c. Discussion
General
2, The first broad question raised by the Chairman related to the Bank's

SALs in the past and the proposed operation: "are not we asking Kenya to do
the same they should have done in the past and providing them more money to do
that?" The Region’s response was that the analytical basis of the work
underpinning the previous SALs was weak, the pace of reform was not realistic
and a broad consensus in the country was missing -- all of which resulted in a
less than satisfactory progress on SALs. Now that the policymakers team is a
different one, ongoing adjustment process in the agriculture sector is quite
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satisfactory and the analytical work and consensus among the technocrats have
progressed very well, the Region felt more confident on the expected outcome
of the proposed operation. The Chairman accepted the response and the general
case for the proposed operation.

Scope of the Operation

3. The first point on the Agenda regarding the dispersion and
multiplicity of objectives and measure was taken up for discussion and the
question was asked, "why start on a broad front and why could not certain
financial sector aspects be deleted?" The Region felt that in their judgement
the issues of monetary policy were included in order to reinforce the import
liberalization measures; some DFI reforms were included to ensure the
availability of credit for restructuring and stockmarket strengthening was
envisaged to encourage widespread ownership. Consequently, the Region felt
that the operation as proposed was an integral whole.

Macro-Economic and Exchange Rate Issues

4. Several questions were raised on the degree of restricted items in
total imports, quantitative restrictions and there impact on the exchange rate
and the rent they create; working of the import licensing mechanism; and terms
of trade and their effect on the macro-economic framework. The response was
that Kenya has been following a flexible exchange rate policy -- there was
some 25% devaluation in real terms since 1985 and more recently during July -
November, 1987, the currency was devalued by about 8Z. The Region further
stated, that the country could not take a more bold approach to the
dismantling of quantitative restrictions (QRs) because it is not confident
that benefits from such a move would be commensurate with the risks
particularly because of the low level of foreign exchange reserves. The
Chairman strongly suggested that it was: (i) very important to push for
liberalization within the limits of the foreign exchange availibility, and
(ii) necessary to get as much up-front action on QRs and other points as
possible. The Region agreed to try their best in seeking these assurances and
actions from the government. In response to a related question on the impact
of the terms of trade (TOT) on foreign exchange earnings, the Region felt that
both export expansion and improvement in TOT were expected to enhance the
availability of foreign exchange but if the expected improvement in TOT did
not materalize then the government would have to concentrate on improving the
foreign exchange management. The Chairman stressed that it was important for
Kenya to pursue the foreign exchange and other supporting policies actively to
support the liberalization process.

Administrative and Institutional Capability

5. In response to the issue of administrative capacity raised in the Agenda,
the Region felt that the Treasury has an ongoing technical assistance program
and can handle the import program very well. Similarly the Central Bank is
well equipped and there is no dearth of technical assistance from bilateral
resources. The Region is, however, concerned that the Ministry of Commerce
which handles exports is definitely weak and needs technical assistance to
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accomplish their task satisfactorily. The proposed appraisal mission will
look into the ministry’s requirements in this area.

Social Costs of the Adjustment Process

6. The Region's general feeling was that price decontrols and other
adjustment measures might not have much adverse effects on certain groups.
The Chairman, however, stressed the need to address this issue because it was
important to ameliorate any hardships in the short-term that are likely to
surface as the adjustment process unfolds.

Commercial Borrowings

7. One participant referred to a hint in the draft CSP to the effect that if
the country did not get enough funds from commercial resources then it could
borrow commercially. The Chairman stressed that the Region should actively
discourage Kenya from borrowing commercially at this stage because it would
generate more problems than it would solve.

D. Conclusion

8. Subject to the modifications suggested above, the Committee authorized

the Region to appraise the proposed Industrial Sector Adjustment Credit to
Kenya.

FChaudhri/mb

January 20, 1988
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Minutes of the Operations Committee to Consider
MALAWI - Industrial and Trade Adjustment Credit
Initiating Memorandum

Held on January 13, 1988 in Conference Room E-1244

CONFIDENTIAL

DECLASSIFIED

AR 1 ¢
A Present AUG 1 8 2020
Committee Others WBG ARCHIVES
Messrs. M. Qureshi (Chairman) Messrs. S. Sandstrom (AF6DR)
E. Jaycox (AFRVP) E. Grilli (EAS)
S. Fischer (VPDEC) T. Baudon (SVPOP)
W. Thalwitz (EMNVP) P. Belli (AF61E)
H. Scott (LEG) S. Ettinger (CODOP)
D. Rao (FRS) F. King (AF6CO)
R. Liebenthal (SPRPA)
H. Messenger (AF6CO)
S. Rajapatirana (EAS)
R. Scobey (AF6CO)
A. Zerabruk (LEGAF)
B. Issues
I The Operations Committee met on January 13, 1988 to discuss the

initiating memorandum (IM) for a proposed $60 million credit to Malawi. The
discussion broadly followed the agenda prepared by the Economic Advisory Staff
which raised issues relating to the suitability of the Credit to address the
macroeconomic situation, implementation of the credit,
allocation system and the sequencing of the proposed reforms.

the foreign exchange

2. On issues relating to the macroeconomic situation, the region
explained that the credit is designed within the context of an IMF stand-by.
Fiscal, monetary and exchange rate concerns are to be addressed in the context
of the stand-by and in the preparation of a policy framework paper in
concurrence with the government and jointly with the Bank and the Fund. The
fiscal deficit in the near term is to be reduced to 7-8% of nominal GDP and
the exchange rate adjusted to about the level that prevailed in 1978. The
Committee suggested to the Region to aim at a lower deficit and one consistent
with exchange rate action. It also suggested that the conditions of the
credit reflect an agreed timetable for specific action both on the levels of
revenue and expenditure; and the composition of expenditures based on the
public expenditure review currently under preparation.
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3. On the implementation issue, the Region explained that this
credit follows a number of earlier efforts to improve public administration.
These efforts have included technical assistance to improve public sector
management and the reform of tax laws. In addition the Region is in the
process of developing methodology for expenditure control in the connection
with a public expenditure study. The Malawi civil service is competent and up
to the task.

4. The main thrust of the reform of the foreign exchange allocation
system is to provide access to industrial raw materials and spare parts for
the industrial sector on the same basis as for the agricultural sector. The
Region was aware of the possibility of increasing effective protection for
some activities in the process of the reform, but in the phasing of the
reforms they will attempt to minimize it.

. 18 On the issue of sequencing of the reforms, the Region agreed that
the sequence will begin with reducing the fiscal deficit to contain excess
demand. This will be followed by exchange rate action consistent with the
fiscal deficit. Trade reforms will be implemented with fiscal and exchange
rate actions in place.

6. At the conclusion of the discussion, the Committee made a number
of suggestions: (i) introduce conditionality on a specific timetable for
fiscal reforms on the revenue as well as the expenditure side including the
composition of expenditures, (ii) provide explicit conditions for second
tranche release such as the agreement on further reduction of the fiscal
deficit, (iii) attempt to speed up the timetable for trade reforms in the
discussions with the government; and (iv) provide the Committee revised
projections to indicate the fiscal deficit, the financing gap and sources of
financing that have been agreed with the government in preparing a Policy
Frame-work Paper. The Region agreed to these suggestions.

G Conclusion

745 The Region was authorized to proceed along the lines proposed in
the Initiating Memorandum and subject to the discussion summarized above.

SRAJAPATIRANA /mb

January 20, 1988



THE WORLD BANK /INTERNATIONAL FINANCE CORPORATION

OFFICE MEMORANDUM

DATE: January 6, 1988
. TO: Operations Committee
..
FROM: Enzo Grilli, Acting Director, EAS

EXT: 78061

SUBJECT: KENYA - Initiating Memorandum for the Proposed Industrial Sector
Adjustment Credit

The Kenya Initiating Memorandum for the Industrial Sector
Adjustment Credit, which was distributed to you today by the Region, will
be discussed at an Operations Committee meeting on Wednesday, January 13 at
3 p.m. in Room E-1244. An agenda for the meeting will be issued shortly.

cc: Messrs. Hopper
Shakow
Holsen
Rao
Baneth
Thahane/Burmester
Lee
Steer
Baudon
Liebenthal
Fischer
Bock
Frank
Parmar
Hopper
Goldberg

Ms. Haug
SES:eg



WORLD BANK

INTERNATIONAL FIN ANCE ':_,\)RPLURP\TION

OFFICE MEMORANDUM

DATE:

TO:

FROM: E-€
EXT.:

SUBJECT:

January 11, 1988

Operations Committee

Enzo Grilli, Acting Director, EAS
78061

KENYA: Industrial Sector Adjustment Credit - Agenda

i i There will be a meeting of the Operations Committee on
Wednesday, January 13, 1988, at 3:00 p.m. in Room E1244 to
discuss the Initiating Memorandum (IM) dated January 5, 1988, on
a proposed Industrial Sector Adjustment Credit (ISAC) to Kenya
for US$107 million (US$77 million IDA and US$30 million SFA).

2. The IM discusses the country’s economic performance and
macro-economic management, describes the macro-economic and
structural objectives and policies for 1988-90 and presents the
measures proposed to be undertaken by the Government of Kenya as
part of the industrial and trade sector adjustment programs
intended to enhance the efficiency of the sector and improve the
incentives and environment for investment and exports. This ISAC
focuses on (i) rationalizing the import licensing mechanism, (ii)
reforming the tariff system, (iii) readjusting price controls,
(iv) improving the thrust and quantum of investment incentives,
(v) restructuring and divesting some parastatals, and (vi)
strengthening the financial sector. The proposed operation has
been designed in the context of the revised country assistance
strategy that recommends a marked shift away from the broadly
based SALs and towards a disaggregated sector-based approach to
adjustment.

3. The Committee may wish to discuss the following:

(a) Dispersion and Multiplicity of Objectives and Measures.
As indicated in the IM’s Policy Reform Matrix, the
reform programs have eight major objectives and actions
are sought in five principal areas/subsectors. There
are 12 conditions for Board presentation such as tariff,
prices and tax changes and 10 conditions for second
tranche release including implementation of a
comprehensive export-promotion program, action programs
for DFIs and divestitute of PES. Further conditions
will probably be added after appraisal particularly in
regard to the difficult public enterprise subsector and
in the restructuring of the development finance
institutions for which work is expected to begin next
month. The Bank’s rather unhappy experience with SALs
in Kenya was, among other things, due to the over-
ambitious nature of those programs and extensiveness of
conditions attached to them. Need this particular
operation include not only industrial and trade sector

P-1867



policy issues but also the financial sector issues?

Would it not be possible to leave out the financial
sector (money, capital markets and DFIs) issues,

particularly because a financial sector operation is

also being prepared?

(b) Specific Reform Measures Sought Under the ISAC.

(1)

(ii)

(iii)

Import Liberalization and Licensing. The proposed
operation aims at reducing import schedules from four

to three with some sub-categories in schedule III.
If, as proposed, schedules I, II, and III-A are all
to be made automatic, then it is not clear if all
three schedules have in fact the same degree of
automaticity or not and why is it necessary to
compartmentalize them in different automatic
categories? Can the process move towards one
category of Open General Imports and another category
of restricted imports, with varying degrees of
restrictions, if necessary.

Tariff Reforms and Quantitative Restrictions (QRs).
The ISAC’s core policy agenda concentrates on tariff
reforms with the objective of simplifying the tariff
structure, rationalizing it, lowering the effective
rates of protection and making them more even across
the sector. Two immediate questions arise: How is
the concentration of tariff reforms in raw materials,
intermediate and capital goods imports likely to
affect EPRs and is the proposed time schedule
realistic to accomplish the process of tariff
reforms? Also, it is not quite clear how extensive
the quantitative restrictions are, what proportion of
imports in relation to production are subject to QRs
and how soon QRs can be dismantled? If QRs are large
and binding, the reduction of tariff is not going to
be very meaningful. These are aspects of the
proposal that need clarification.

Kenya’s manufactured exports are small (82 of
manufacturing output and 16 of total exports) and
performance has been disappointing. Looking ahead,
manufactured exports are not projected to go beyond
227 of total exports by 1995--which is still well
below what they were in 1965 (33%). Most of the
country’s current export of manufactured goods are
subject to quota restrictions in importing countries
and severe international competition. In these
circumstances, will the proposed operation make a
sufficiently encouraging contribution to enhanced
export earnings to sustain the Government'’s interest
and enthusiasm for the adjustment process?




(iv)

(v)

(vi)

(vii)

(viii)

e

One of the crucial problems faced by Kenya is
employment of its burgeoning labor force. Is the
manufacturing sector sufficiently labor-intensive and
does it have a reasonable employment potential to
meet the challenge? Generally the small and medium
industries (SMIs) are more labor intensive than the
large scale segment of the manufacturing sector. 1In
the Region’'s judgement how effective the Government's
plans and programs are for the promotion and
assistance of SMIs?

Given the country’s rapid population increase and
growth in it’'s labor force, the question of the
social cost of the adjustment process seems to have
been treated lightly in the IM. There will be some
real transitional costs as a consequence of the
proposed operation. The magnitude of corrections in
pricing policies, industrial restructuring, etc. is
not insignificant and the short term potential
consequences are likely to be considerable. 1In
practice it may be difficult to offset the
contractionary effects of reduced activities with
simultaneous expansionary effects in other activities
as suggested in the IM, especially when the public
sector is also not expected to provide any cushion.
What specific devices the Government proposes to use
to address the anticipated social costs of the
program and it’s possible adverse effects on certain
groups?

As the IM argues it is important to decontrol prices.
About 25 product groups from a list of about 40 would
be decontrolled by end 1988. What would be the
weight of the decontrolled items and how important
would be the product groups remaining under price
controls most of which are likely to be monopolies
and "socially sensitive”" items.

Investment Incentives. The IM proposes a number of
policy actions in this area. They will take time to
become important vehicles for investment promotion.
Meanwhile the effects from the removal of
disincentives can be expected to be significant.
Therefore, what are the specific rules, regulations,
procedures and mechanisms in the investment and trade
areas that need immediate attention and what is being
done or proposed to improve them?

Administrative and Institutional Capabilities. The IM
correctly points out that institutional capabilities
are limited (particularly in the Ministry of
Industry), yet it is not clear how this important
deficiency would be rectified within the context of




the proposed operation. In its present formulation,
the Ministry of Finance and the Central Bank are the
only core agencies involved in the adjustment
operation. Could the Region elaborate in what sense
"weak administrative capabilities in Kenya (which)
could hamper preparation and implementation of the
Program" are within manageable bounds?

cc: Messrs. D. Lee (CODDR), Shakow (SPRDR), Holsen (CECDR), D. C. Rao
(FRSDR), Baneth (IECDR), Thahane/Burmester (SEC), R. Liebenthal
(SPRPA), A. Steer (FRSDR), Baudon (SVPOP)

cc for information: Messrs. S. Fischer (VPDEC), Bock (DFADR), R. Frank

(CFPVP), J. Parmar (CIOVP), D. Hopper (SVPPR), Ms. Haug (EXC), D.
Goldberg (VPLEG), R. Agarwala (AFRVP), Wackman, Khanna/Horton (AF2IE)

FMChaudhri:cmc



THE WORLD BANK  INTERNATIONAL FINANCE CORPORATION

OFFICE MEMORANDUM

DATE: January 11, 1988

TO: Operations Committee

52

FROM: Enzo Grilli, Acting Director, EAS
EXTENSION: 78061

SUBJECT: MALAWI - Industry and Trade Policy Adjustment
Credit - Agenda_

1. The Operations Committee will meet on Wednesday, January 13, 1988
at 4:00 p.m. in Room E-1244 to consider the initiating memorandum (IM) for a
proposed credit to Malawi of $60 million.

Background

2% An appraisal mission plans to leave for Malawi shortly. The
Industry and Trade Policy Adjustment Credit is a part of a large and much
needed adjustment and stabilization program to restore growth and external
balance to the Malawi economy. Policy actions contemplated under the credit
range from the elimination of the discretionary allocation of foreign
exchange, shifting taxes from external trade to domestic transactions, reform
of the trade and industrial licensing system, to the reform of the financial
sector.

3 The proposed credit follows three SALs, and successive stand-by
operations initiated since 1981. Under these programs, many reforms were
undertaken leading to price rationalization and liberalization, improvement of
public sector resource mobilization and management, rationalization of some
external sector policies and re-structuring the para-statal sector.

4. With these reforms Malawi managed to reduce its domestic and
external imbalances and resume GDP growth in the 1982-85 period. However, in
1986, a combination of external factors and policy failures halted the path
progress and partially reversed the gains of the 1982-85. Thus, in 1986
serious macroeconomic imbalances emerged and led to policies that have
deleterious effects on resource allocation and growth. The fiscal deficit
increased from 6% of GDP in 1985/1986 to 14 in 1987, credit to the private
sector was crowded out, external debt arrears and capital outflows increased
and informal controls on foreign exchange and trade became more stringent.
There is thus the need for a broad based adjustment task that relates to the
macroeconomic situation, the trade and foreign exchange regime and the
industry and financial sectors.

The Suitability of a Sector Adjustment Operation

5. Given that the basic problems facing Malawian economy today are
largely macroeconomic in nature, and effect all sectors, a wide ranging

adjustment effort is needed to address the fiscal deficit, the financial 1
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sector crowding out, the over-valued exchange rate, capital outflows and debt
arrears. Indeed the success of the proposed Industry and Trade Policy
adjustment credit will hinge on the progress achieved in addressing the
macroeconomic issues as identified in the IM.
o How does the Region propose to ensure that the economy wide
medium term adjustment issues are adequately addressed?

© What are the government’s intentions in addressing the
macroeconomic issues? Could they be clearly spelt out in a
Policy Framework paper agreed with the government before the
details of this credit can be finalized?

Implementation Issues

6. The coordination of macroeconomic adjustments and sector related
polices over a wide ranging domain could pose implementation difficulties.
The IM states that the governments management and implementation capabilities
to supervise a comprehensive macroeconomic and sector adjustment program have
been stretched. (Paragraph 18). Nevertheless, the coordination and
implementation of disaggregated sector adjustments with the many elements
described in the IM, could also pose difficulties.

© Could the Region describe the measures contemplated to improve
implementation and articulate priorities within the wide
ranging policy changes attempted through the credit?

The Foreign Exchange Allocation System

7 According to the IM the government is committed to a
liberalization of the foreign exchange allocation system. The IM proposes a
phased system that begins with the liberalization of some raw materials and
spare parts to be extended to other raw materials and spare parts and

and finally to most intermediate goods and capital goods.

o How does the Region propose to handle the bias that could
arise against non-industrial goods from the increased access
to raw materials and spare parts to the industrial sector?

The Sequencing of the Reforms

8. The IM recognizes that the success of the Industrial and Trade
Adjustment Credit depends on the proper sequencing of the overall adjustment
program. Thus, a condition for Board presentation of the credit is an
agreement with the IMF on the management of the exchange rate within the
context of a stand-by program.

o Could the Region describe the sequencing of the liberalization
polices within the trade regime in respect of exports, imports
and the exchange rate and in relation to industrial licensing
and financial reforms?
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OFFICE MEMORANDUM

DATE: December 7, 1987
. TO: Operations Committee
.%hﬁa-ﬂ-g.-
FROM: Vinyd/éﬁbey, Director, EAS
EXT: 78051

SUBJECT: Adjustment Lending Progress Report - Change in Time of Meeting

The Operations Committee will meet at 2:30 p.m. on Thursday,
December 10 in Room E-1244 to discuss the Adjustment Lending Progress
Report. An Agenda will be issued shortly by the Strategic Planning and
Review Department.

cc: Messrs. Lee, Dubey, Shakow, Holsen, Rao, Baneth, Thahane/Burmester,
Liebenthal, Steer, Baudon

cc for information: Messrs. Fischer, Bock, Frank, Parmar, Hopper,
Goldberg, Agarwala, and Ms. Haug

P-1867
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OFFICE MEMORANDUM

DATE: December 7, 1987
TO: Operations Committee
V.D
FROM: Vingﬂ’Dubey, Direttor, EAS
EXT: 78051
SUBJECT: Mexico: Agricultural Sector Adjustment Loan

Agricultural Technical Assistance Loan
Fertilizer Sector Adjustment Loan

The Operations Committee will meet at 4:00 p.m. on Thursday,
December 10 in Room E-1244. The covering memoranda by the Region which
were circulated with the documents will provide the basis for the
discussion.

cc: Messrs. Lee, Shakow, Holsen, Rao, Baneth, Thahane/Burmester,
Liebenthal, Steer, Baudon, Binswanger, Knotter

ce for information: Messrs. Fischer, Bock, Frank, Parmar, Hopper,
Goldberg and Ms. Haug
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December 10, 1987

Mr. reshi
Moeen:

Re: Progress Report on Adjustment Lending

Enzo has prepared a very comprehensive note for you (attached) on
this report and, further to our conversation this morning, I have listed
below in bullet form only a few key specific points that may be useful for
the discussion. You should first bear in mind that this is the third
report on adjustment lending we are sending to the Board; consequently,
expectations are high, which makes the shallowness of the report even less
acceptable. It puts you in the difficult position to decide whether to
let it go or not, knowing that there is no "quick-fix'" solution (a
high-quality product will take time to prepare).

The report is particularly inadequate in its treatment of the
following key concerns:

a) impact assessment of adjustment lending
b) design flaws and lessons from experience

Impact Assessment

o the methodology of impact assessment is neither explained
nor reviewed in its application. In a number of our
policy-based operations (SALs and sector loans), a fairly
comprehensive methodology has been developed to assess the
impact of the policy reform packages on macro-variables
(BOP, fiscal side, ...) as well as on the supply response
(aggregate growth, sectoral composition of output, etc...)
and on '"'social" aspects (income distribution effects,
low-income groups, etc.,..). At the same time, in the
absence of an accepted institution-wide framework for such
analysis, each Region, Department and Division has developed
its own way of carrying out this impact analysis. The
report could have:

- explained the various analytical frameworks used for
the impact assessments across the Bank and carried out
a comparative review;

- assessed to what extent this analytical framework is
sufficiently robust to be used for an ex-post review of
the key causes of deviation in the adjustment process;

= given an account of how the use of this methodology
during implementation helped in correcting design flaws
at later stages of the adjustment process.
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Design Flaws and Lessons from Experience

The design aspects are not covered in any sensible way, nor are
any lessons drawn brought to the attention of the reader. A lot more
could have been said on the following mistakes the Bank made in the early
years (and still makes in some cases):

. lack of attention to the set of conditions necessary to
generate a supply response in the economy; we have
often focused exclusively on the price system (which is
necessary but not sufficient) and ignored fundamental
structural/institutional aspects; this could have been
documented properly in the report;

= the lack of precision in the mix and sequencing of
trade liberalization and public finance components of
adjustment programs; we have come close to disaster in
a number of places by having the wrong mix in the wrong
sequence!

= excessive emphasis on export promotion without fully
exploring the trade-offs (particularly in highly
indebted countries).

Footnotes

Little is being said on experience in implementation
(particularly the political economy aspects of implementation and its
consequences on how the Bank should adjust to changing conditions in a
country), while poor implementation is probably the single largest cause
for failure in the aggregate (ahead of design problems).

On balance, even if it will require some explanation to the
Board, I would recommend that you don't let this paper go.

Th%c,ry
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. DATE: December 8, 1987
TO: Mr. Moeen A. Qureshi, SVPOP
%% JTK
FROM: Enzo Grilli“and Salah El Serafy, EAS

EXT: 78061 and 78072

SUBJECT: Progress Report on Adjustment Lending

1 The Operations Committee will meet on December 10 at 2:30 p.m. in
Room E 1244 to discuss the draft Progress Report on Adjustment Lending
which has been prepared by PPR. PPR has just circulated an agenda for that
meeting, raising the following issues:

(a) the report is mainly silent on substantive issues (e.g. what
such lending has accomplished; are the conditions well
formulated and not too harsh or too lenient) and the 0OC is
requested to provide guidance on how to handle the gap
between the report and Board expectations;

(b) at the October 13, 1987 Board meeting, the President had said
that this progress report would address the "appropriate
share of adjustment lending in total lending". The present
draft merely states that this would remain at a quarter of
Bank lending for the foreseeable future. Should the report
say more on this issue?;

(c) the report says that supervision of adjustment loans has been
inadequate, with emphasis placed on processing future
operations, and promises that better attention will be paid

to design in order to improve implementation. These
undertakings are not, however, made explicit in their
technical or operational implications. The report also

promises increased use of performance indicators to measure
program "outputs". The OC is being asked if it would endorse
such policy statements.

(d) lastly, the OC is asked if it considers the report’s analysis
of impact adequate, with reference to five country cases.

2. You will note that only item (c) above raises policy issues,
whereas the other questions are essentially requests for 0C’'s reactions to
or endorsements of largely descriptive statements.

3. Aside from the agenda, we wish to make the following observations
on the subject matter of the report which is obviously difficult. In
fairness, PPR appears to have striven to deal with the issues you raised in
your memorandum of July 16, 1987 to Mr. Hopper. It is clear, however, that
the report lacks depth, that it is derivative in several parts, and its

P.1867



message is not very clear. You may judge that putting the report in this
form to the Board may not be in the best interest of the image of the new
Bank. The possible costs of delaying the report beyond the January 1988
promised date are that: (a) Board expectations might be raised, where
considerable effort and time would be necessary before the substance of the
paper can be improved significantly or; (b) the Board may take the delay as
a sign of management uneasiness over a key set of Bank operations. Neither
alternative can be easily judged in cost/benefit terms. What follows is a
brief review of the main parts of the paper, and more precise indications
of the points of the draft on which particular attention should be focused.

4, Part II of the paper illustrates the main trends in adjustment
lending. A key issue here is why the growth of sector adjustment lending
has been much faster than that of general structural adjustment lending.
This trend is attributed in the paper to the "broadening and deepening of
the adjustment process." Yet, though not shown explicitly, sector 1loans
have often been made without being preceded by structural adjustment loans,
and have prevailed in low income countries as well, where the claim that
the adjustment process is deepening may sound rather hollow. The high
incidence of sector loans in our portfolio of adjustment operations may
well reflect supply as much as demand factors. Among the supply factors is
our less than completely elastic capacity to offer assistance for broad
structural adjustment lending. This in fact is recognized later on in the
paper, where it is admitted that the Bank does not have a comprehensive
analytical framework for designing (or evaluating ex-post) the results of
its adjustment lending (p. 26).

3 In Part III of the paper the importance of an appropriate
framework for adjustment lending is underlined. This section is fine, even
if it draws a rather schematic distinction between the macroeconomic and
the policy framework of adjustment lending. Clearly these are two moments
of the same (continuous) process.

6. Part IV deals with the core issue of the macroeconomic'impact of
our adjustment lending. It makes the point that evaluating this impact is
very difficult, because everything changes, and the ceteris paribus
assumption needed to evaluate the impact does not hold. Yet the point is
still made in the paper that of the 16 countries that undertook structural
adjustment (surveyed in Annex 3), 11 had higher GDP growth than a non-
specified "comparator group". This whole quantitative section is spurious
and quite confusing. It raises more questions that it answers. In
addition the review of the specific experience of 5 adjusting countries
(Turkey, Cote d'Ivoire, Chile, Ghana and Jamaica) is rather shallow. A
good idea--the review of country experience--seems in fact to have been
turned into a bad one. Clearly this aspect of adjustment should receive
attention in future work programs for PPR, and the Board may be told that a
more detailed consideration of impact, drawing in part on OED work would be
forthcoming at a future date.

e In Part V the paper makes an effort to deal with the
institutional and poverty impact of adjustment programs, based on the
analysis and conclusions of several Bank and non-Bank papers on the
subject. By and large the draft paper succeeds in painting an acceptably
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balanced picture of targets and instruments available to reach them. This
section is fine.

8. Part VI is probably the most puzzling one of the whole paper. It
is termed "overview" and yet it deals with 4 issues: conditionality,
design, social issues and impact, the first two of which belong to Part III

and the second two belong to Part IV and V respectively. This is clearly a
part which has been added to the paper as an afterthought, with the aim of
satisfying some of the specific requests made in your memorandum of July 16
(points iii, iv and v). But the whole section is disjointed and
superficial. The treatment of conditionality refers heavily to the finding
of the 1986 Joint Audit Committee's report on Project Performance. It
talks in a rather summary fashion of the need for careful monitoring and of
the use of detailed performance indicators, and ends with a pledge to use
them (see para. 1 (c) above). The sub-section on design is practically
non-existent. It draws from a 1986 (ERS) paper prepared for a Joint
Bank/Fund seminar in which are highlighted in a rather lopsided fashion the
major "focuses" of Bank adjustment programs. The results are predictable.
The sub-section says little if anything about the elements of design of
adjustment programs where we have been successful or have confronted
particular problems. You may decide that this part should be re-written.

9. Finally, Part VI ends with the statement (made also in the
beginning) that future (Bank) adjustment lending is expected to remain at
25% of total lending. This matter deserves attention, as nowhere in the
paper is the case made to establish why this ratio should be at that level
(see also para. 1 (b) above).

10. We would be glad to discuss the paper with you (and what may
possibly be done with it) before the OC meeting, if you think it useful.

cc: Messrs. Vergin, Dubey, Baudon

EGrilli/SESerafy:df
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DATE:

TO:

FROM:

EXTENSION:

SUBJECT:

December 7, 1987
Operatjons Committee
nr
Alexahtder Shakow, Director, SPR

34697

Adjustment Lending Progress Report - Agenda

Attached is an agenda of issues identified by SPR for consid-
eration by the Committee. The suggested agenda items are:

(a) Share of Adjustment Lending in Total Lending

(b) Trends in Type of Adjustment Loan

(c) Importance of Supervision

(d) Use of Performance Indicators

(e) Analysis of Economic Impact of Adjustment Programs
(f) Scope of the Report

The Operations Committee will meet on Thursday, December 10 at
2:30 in Room E-1244. Please note that the meeting is now at 2:30 and
not at 3:00 as originally scheduled.

Attachment

cc: Messrs: Hopper (o/r), Liebenthal, Lee, Dubey, Holsen, Rao, Baneth,
Burmester, Steer, Fischer, Bock, Frank, Parmer, Goldberg, Baudon.

Ms. Haug

PNicholas/pn



ADJUSTMENT LENDING PROGRESS REPORT

Topics for Discussion

Share of Adjustment Lending in Total Lending

L Mr. Conable promised, at the October 13 Board meeting, that
the Progress Report would address the issue of what would be an
"appropriate" share for adjustment lending in total lending. The
current draft of the Progress Report merely notes (paragraph xvii on
page viii) that adjustment lending is expected to be about 25 percent
of the total for the next several years. What further should be said?

Trends in Type of Adjustment Loan

2. The concluding remarks state (paragraph xvii on page viii):
"Within adjustment lending, current projections suggest that the
volume of sector operations is likely to increase as adjustment is
deepened and broadened in countries where macroeconomic stabilization
and restructuring programs are well underway. Within sector adjust-
ment lending there will probably be a shift away from trade loans

and towards more support for the elements of domestic supply response
such as taxation, investment efficiency and financial and investment
restructuring. This shift is likely to produce an increase in the use
of "hybrid" loans, and in the design of lending programs employing a
sequence of such loans". Does the Operations Committee agree that
this represents future trends?

Importance of Supervision

3. The current draft (paragraph xii on page v) commits the Bank
to a policy change as follows: "The Bank will therefore give higher
priority to supervision, and pay more attention in the design of
adjustment programs to the details of implementation arrangements.’
This commitment is based on OED findings. Does the Operations
Committee endorse it?

Use of Performance Indicators

4, The same paragraph also commits the Bank to make more use of
detailed performance indicators. These would measure the "output" of
adjustment programs by tracking, for example, the level of tax collec-
tion or the ratio of teachers to students (see further paragraphs
97-98 on pages 58-59). Does the Operations Committee endorse the
increased use of such indicators?

Analysis of Economic Impact of Adjustment Programs

5. The Board is keen to see an analysis of the economic impact of
adjustment programs. The report therefore provides (paragraph xiil
on pages v-vi and Section IV) some indicative statistics correlating



adjustment programs with growth rates, along with brief commentaries
on five country experiences. This analysis would not, as the report
acknowledges, stand up to much careful scrutiny. The comparison of
growth rates for adjusting countries with growth rates for comparator
countries does not attempt to factor in differences in exogenous
conditions. Does the Operations Committee feel that the analysis is
sufficiently useful to be included in the Board version?

Scope of the Report

6. As this is a Progress Report and not a major evaluation of
adjustment lending, the report says less about certain substantive
issues than the Board -- and we -- would like: What has adjustment
lending accomplished? How well tailored to individual country needs
has it been? Has conditionality been too harsh or too lenient? PPR
work programs (see paragraph iv) will explore these and other issues,
but does the Operations Committee have guidance on how to handle the
gap between Board expectations and the actual content of the report?



* " THE WORLD BANK/INTERNATIONAL FINANCE CORPORATION

.. OFFICE MEMORANDUM "

DATE: December 8, 1987
TO: Mr. Moeen A. Qureshi, SVPOP

VoMY

THROUGH: Vinod Dubey, Director, EAS

FROM: Anandarup RaéhAﬁHL,

EXT: 78073

SUBJECT: Mexico Loans: OC Meeting on Thursday, December 10, 1987

L. Here are some notes on the changes since the IM stage, with
reference to the Region's cover memoranda:

Fertilizers
2. Almost all the issues in Mr. Knotter's memo are minor. Thus:

- the concept of a mid-term review in March 1989 to replace
tranching (para. 4) was approved by the Loan Committee,

- the coordination of fertilizer and agricultural product
prices is not an issue, as explained in Mr. Knotter's para.
5. Besides the issue was always overdone. Fertilizers are a
small fraction of cost at the margin of farming. A 1% change
in output price has much larger leverage than changes in the
fertilizer price.

- Ammonia pricing. The changes since the IM are an
improvement. The remaining ammonia subsidy will now be less,

- Plant closure program, The downsizing of the program is
satisfactorily explained in Mr. Knotter's para. 7.

- This leaves Retail Distribution as an issue. Originally,

Fertimex was to withdraw from retailing within 3 years; no
studies were envisaged. Now, (i) a study will be done in the
first half of 1988 to define a plan of action; (1i) complete
withdrawal must take place no later than 5 years, and (iii)
by mid-term review, at least 10% of total sales will be
transferred to private sector.

- The Reorganization Study; this has been delayed by six

months .

Agricultural Sector Adjustment Loan

3. With reference to Mr. Binswanger’s note:
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Price guarantee system and commodity coverage. There are 13

products that are covered by price guarantee systems.
Originally, these were split into two groups: (a) 6 basic
products; changes for these were to be studied, (b) the 7
other minor products for which the guarantee system were to
be given up. Now, there is no change for the basic products.
However, the minor products are also to be studied, action
being deferred. While this is a dilution, the minor products
account for only some 0.27% of GDP, or about 3.4% of
agricultural GDP.

Milk import monopoly. Originally, CONASUPO was to give this
up . But this would not have been import liberalization.

Some private firms would have imported milk subject to quotas
instead. Now, CONASUPO is to keep the monopoly. The Region
feels that it would be difficult to transfer the monopoly
since CONASUPO uses the profits to fund subsidized milk
programs for poor families. It would take time to work out
alternative arrangements.

Consumer price decontrols. The idea of reducing products
under strict control from 21 to 3 is likely to be resisted by
the Mexicans. Hence, the Region’s plea for flexibility. We
should insist on decontrolling at least the important
potentially exportable products, like beef.






The World Bank
OPERATIONS COMMITTEE

Minutes of the Operations Committee to Consider
COTE d'IVOIRE - Initiating Memoranda for an Agricultural Sector

Adjustment Loan and an Energy Sector Adjustment Loan

Held on Monday, November 16, 1987 in Conference Room E-1208

A. Present

Committee Others
Messrs: M. Qureshi (Chairman) Messrs: I. Serageldin (AF1DR)
E. Jaycox (AFRVP) D. Singh (AF1DR)
S. Husain (LACVP) A. Benbrahim (AF1CO)
I. Shihata (LEGVP) K. Cleaver (AF1AG)
J. Wood (VPFPR) M. Wormser (AF1IE)
A. Karaosmanoglu (ASIVP) M. Wilton (AF1IE)
P. Hasan (EMNVP) . J. Bond (AF1IE)
R. Liebenthal (SVPPR) M. Cherif (AF1CO)
H. Ghanem (AF1CO)
D. Rao (FRS)
F. Earwaker (SPRPA)
T. Baudon (SVPOP)
V. Dubey (EAS)
U. Thumm (EAS)
A. Rigo (LEGAF)
A. Hovaguimian (CA1DR)
P. Lietard (CA1DI)
R. Harris (CODOP)
R. Carstens (IMF)
A. Toft (DFS)
Ms. C. Morin (LEGAF)

B. Issues

1. The meeting was called on the IMs for a proposed $150 million Agr
icultural Sector Adjustment Loan (ASAL) and a $100 million Energy Sector
Adjustment Loan (ESAL) to Cote d'Ivoire. The discussion mostly followed
the agenda prepared by the Economic Advisory Staff, with heavy emphasis on
country issues. The issues raised were (a) country creditworthiness and
Bank assistance strategy, (b) specific ASAL related issues, viz. (i) the
appropriateness of the proposed conditionality for the ASAL, (ii) the
proposed disbursement mechanism for the ASAL and (c) the design of and
proposed conditionality for the ESAL.



C. The Discussion

Country Creditworthiness and Bank Assistance Strategy

Zs The Chairman started the meeting by asking the Region to comment on the
justification of the Bank's role, the corresponding implication for Bank
exposure and burden sharing with other creditors, and the realism of the
underlying fiscal and balance of payments projections in light of past
experience. The Region responded by describing the economic situation in 1986
as the result of relatively successful stabilization and adjustment efforts
which led to a resumption of economic growth and was the basis for the MYRA with
the London and Paris Clubs. The Region then went on to explain that conditions
outside the government's control deteriorated in 1986-87 with the sharp drop in
the country's terms of trade and the appreciation of the CFA franc vis-a-vis the
dollar, that the situation was aggravated by substantial outflows of private
capital, and that the government had to declare a debt moratorium in May 1987.
It was stressed that--in spite of major efforts to diversify the economy--the
country was still hostage to the development of a small number of commodities
and that a contingency facility had not been conceded as part of the 1986 MYRA.
What was needed now was an innovative solution, preferably without increase in
the existing stock of debt and with equitable burden sharing between the country
(through additional adjustment efforts) and its creditors (through debt relief
and fresh money). The Region pointed out that the government adopted new
measures in August (which fell somewhat short of expectations) and proposed a
comprehensive refinancing plan which was reflected in the "high debt relief
scenario".

3. Several speakers expressed doubts as to the feasibility of the "high
debt relief scenario" and the justification for corresponding Bank support
through substantial frontloading of Bank assistance, particularly given the
relatively modest results of adjustment to date in terms of domestic savings and
efficiency gains, the persistent fiscal weaknesses, and the high risks entailed
in the country's continued vulnerability to external shocks. It was stressed
that improved fiscal performance was crucial to the restoration of
creditworthiness, and it was questioned whether bringing forward a SAL IV might
not be a better way of providing support for broadly based structural change
rather than the proposed ASAL and ESAL. The Region, while recognizing the risks
of external shocks, pointed out that the increase in Bank exposure would be
carefully managed with a view to actions by other creditors and through the
specific design and tranching of the proposed fast-disbursing operations. The
Region also emphasized that both the ASAL and ESAL were central to address key
concerns regarding the country's fiscal performance and the strengthening and
diversification of its economic structure to improve the country's
creditworthiness.

4. Additional doubts were expressed regarding the viability of the
adjustment program in the absence of an adequate supply response from the
private sector. The IFC representative mentioned a number of serious
impediments to increased private sector investment. While there was agreement
that the exchange rate was also an important factor affecting economic
performance, the IMF representative stated that the issue had not been discussed
during his recent mission to Cote d'Ivoire and that he did not anticipate any
IMF initiative in this regard at a higher level.



5. The Chairman concluded the discussion on the first set of issues by
saying that, given Ivory Coast's heavy indebtedness and weak creditworthiness,
the Bank could envisage a substantial increase in its exposure only if there was
a comparable response by other creditors, e.g., through a generous debt-
restructuring within the London and Paris Clubs. The Bank's resources are
designed to support the country's development efforts and therefore must be
conditioned on an appropriate burden-sharing response by other creditors. The
Region was also asked to reassess the appropriateness of the blend between
quick-disbursing and traditional project loans.

ASAL Related Issues

6. Appropriateness of proposed conditionality. Concern was expressed that
the proposed ASAL (and previous adjustment operations for that matter) did not
adequately address the issue of the proliferation of government involvement in
agriculture. The specific question was raised whether the Bank should not
demand the dismantling of all government marketing monopolies. The Region
responded by first referring to the good agricultural performance record of the
past and pointed out that some progress had been made with privatization of
marketing of cereals. While the ASAL would support some further expansion of the
liberalization process, an acceleration of the process was currently neither
necessarily desirable nor feasible given the relative efficiency of parastatals,
poor prospects of profitability, and the lead time required for effective
transfer of responsibilities to the private sector.

7. The question was also raised whether more forceful action was not
required to improve the fiscal situation by accelerating the implementation of
the proposed tax measures and possibly cutting subsidies. The Region pointed
out that the preparation of tax measures required additional time and would not
be ready for Board presentation in February. The Region also mentioned that the
government intended to improve resource mobilization as fast as possible. On
the other hand, the Region maintained that export subsidies were important and
barely sufficient to compensate for the exchange rate overvaluation. It was
added that a change in the composition of public investment in favor of rural
areas was needed to supplement the export subsidies, hence the proposed
conditions regarding rural infrastructure and social services.

8. The Chairman concluded the discussion on this topic by asking the
Region to review carefully the proposed loan conditionality and its timing, with
the burden of proof on the Region.

0 Proposed disbursement mechanism. The question was raised whether
linking loan disbursements to domestic expenditures and earmarking of $15
million of loan proceeds for TA type expenditures was justified and would not
complicate things or even create an incentive to spend without real
justification. The Region maintained that strong assurances were needed to
provide for the shift in government spending in favor of rural areas and that
the most effective way was linking loan disbursement to actual government
performance.

10. The Chairman approved the link of disbursements of the second and third
tranches in the amount of $90 million to actual domestic expenditures as
proposed. However, he decided to single out the $15 million component as a
separate operation.



Design and Conditionality of ESAL

13 Concern was expressed that the proposed design and conditionality of
the ESAL was not commensurate with the proposed disbursement profile. The
Region agreed to explore the feasibility of a hybrid operation and of the
acceleration of certain conditions. The Chairman decided that an OC meeting on
the ESAL would be convened at the Green Cover stage.

C. Decisions

12, Subject to the specific modifications and decisions reflected in paras.
5, 8, 10 and 11, the Chairman authorized the Region to go ahead with the
proposed operations.

UThumm:vlw
November 18, 1987
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OFFICE MEMORANDUM

DATE: November 11, 1987 R ﬁ SRR

TO: Operations Committee

FROM: Vigﬂé gﬁgzy, Diaector, EAS

EXT: 78051

SUBJECT: COTE D'IVOIRE - Proposed US$150 Million Agricultural Sector

1 The Operations Committee will meet on Monday, November 16, 1987 at
4:00 p.m. in Room E-1208 to discuss the Initiating Memoranda for a proposed
$150 million Agricultural Sector Adjustment Loan (ASAL) and a proposed $100
million Energy Sector Adjustment Loan (ESAL) to Cote d’'Ivoire. The
Operations Committee may wish to discuss the issues raised in paras. 4 to
11 below.

Bac d

2, The proposed ASAL and ESAL would consolidate policy reforms in
macroeconomic and public sector management initiated under previous SALs,
deepen reform action with regard to the agriculture and energy sectors, and
improve resource mobilization and resource use, particularly by directing
public expenditures towards the rural population. The proposed ASAL and
ESAL, together with other adjustment operations, constitute important
elements in the Region's proposed country assistance strategy and the Cote
d'Ivoire’s tentative external financing program for 1988-92, which was
discussed in the attachment to Mr. Poortman’s October 21, 1987 memorandum
to Mr. Qureshi "Cote d’Ivoire - Revised Update of Economic Situation and
Bank Strategy." Given the proposed loans’ broader importance and the
implications for Bank exposure it may be appropriate to discuss some issues
related to the proposed assistance strategy, in addition to those strictly
related to the ASAL and ESAL.

Country Assistance Strategy

3. The Region proposes a $1380 million lending program for FY88-92,
with about 40 percent allocated to quick-disbursing, policy-based loans.
This would be a major contribution to cover Cote d’Ivoire’s 1988-92
external financing needs. Under the preferred scenario (high debt relief),
the Bank would contribute about two-thirds to the projected net capital
flow, bilaterals over 120 percent, while private sources’ exposure would be
substantially reduced. As a result, Bank exposure would increase from a
projected 18 percent of total DOD at the end of 1987 to about 24 percent in
1992 and over 25 percent in 1995. The proposed workout plan is obviously
predicated on good economic performance as a result of continued vigorous
adjustment and no further deterioration of the international environment.
However, the case for the preferred scenario does not appear as strong as
the text suggests. Contrary to the statement in para. 30 regarding the
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"marked deterioration in the creditworthiness indicators" with conventional
rescheduling, the table on page 3 of attachment IV shows an improvement.
Under the circumstances, the net costs and benefits of the preferred
scenario as the approach to be pursued to recover creditworthiness over the
medium term need to be better established.

4., Several additional questions arise in this context:

(a) Regarding the government’s commitment to the adjustment process,

could the Region give a brief progress report on SAL III,

elaborate on the areas of "resistance" mentioned in para., 7 of

the attachment to Mr. Poortman'’s memorandum, and give a brief
overall assessment of the adjustment process to date?

(b) Given the (realistic) assessment of the external environment
(para. 20), the balance of payments and growth projections seem
to be somewhat optimistic. The assumed efficiency gains for
investment--ICOR going down to about 3 as compared to over 4 in
the second half of the 1970s and over 7 at the beginning of the
1980s--also appears optimistic. Finally, the assumed reduction
in public spending relative to GDP may be difficult to achieve
thus shedding additional doubt on the feasibility of the
financing plan. (Could the Region comment on the implications of
less favorable performance for (i) the proposed debt workout and

ii) the thrust and timi of the proposed adjustment program?
In this context, the question may also be raised., whether--in the
absence of exchange rate flexibility-- a viable adjustment

program would have to be more restrictive and impede any
resumption of growth,

(c) The preferred scenario with its exit bonds implies some loss on
the side of commercial banks (equivalent to about 5 percent of
their current portfolio at the current LIBOR of about 7-1/2%),
but allows them to reduce their exposure substantially. The

question arises whether a more traditional workout (e.g. scenario

III) with more equal burden sharing and lower Bank exposure would
not be preferable from the Bank's point of view. This would also

have implications for the size of the proposed lending program.

Specific ASAL Issues

S Pricing Policy and Taxation. A major thrust of the ongoing
adjustment process has been the adjustment of producer prices for Cote

d’Ivoire’s main export commodities towards world market levels, with
immediate repercussions for government revenues. It is proposed to
continue price adjustments (with some correction of relative prices between
coffee and cocoa) while at the same time introducing floor prices and to
expand non-export taxation. Price adjustments are also proposed for some
other commodities. Several questions could be raised:

(a) Could the Region explain why it does not pursue the first best
solution, i.e., the dismantling of the government monopoly and

the introduction of a progressive windfall tax on all traditional




ex ommodities to be a ied above a certain price threshold
to cilitate fiscal and monetary management?

(b) In the absence of the first best, why would we want to support

the introduction of floor prices which may become fiscally
unmanageable? And could action related to CSSPPA'’'s operation not

be advanced to a date earlier than the third tranche?

(c) Given the extent of earlier price adjustments and their fiscal
impact, as well as the risks entailed in the financial
projections, could some of the proposed tax measures (i.e.
expansion of VAT coverage; better collection of real estate
Laxes: preparatory steps towards land taxation) not be
accelerated?

(d) In the same broad context, could the liberalization of rice and
wheat flour marketing and the parallel reduction in subsidies not

be accelerated? Similarl could the liberalization marketin
arrangements fo alm oil and cotton be sped up?

6. Government Expenditures. Prudent government spending is
recognized as being crucial for the country’s overall economic viability,
and major reductions are anticipated in relation to GDP (possibly erring on
the optimistic side). Given the Bank’s long-standing involvement in the

adjustment process, should we not have a prior agreement (condition of
Board presentation) on a multi-vear expenditure program to be updated on a

rolling basis rather than the proposed agreements on annual programs as

second and third tranche conditions?

74 BNDA. Financial restructuring and institutional strengthening of
BNDA are proposed to improve agricultural sector financing. Does the

Region propose to make the various measures for institutional strengthening
mentioned in para. 18 formal tranche conditions?

8. Rural Infrastructure and Social Services. Master Plans are
proposed for rural health and education and annual reviews of the
infrastructure program as part of overall expenditure reviews. The
question arises whether this does not dilute the policy focus of the
proposed ASAL and make it difficult to monitor and whether these particular
aspects could not be adequately covered under the overall agreement on
government spending.

9. Disbursements. The Region proposes to disburse $135 million in
three tranches; the first $45 million would be disbursed against general
imports, without linkage to domestic expenditures, while disbursement of
the other two tranches would be also against imports but depending on
actual government expenditure items. The remaining $15 million would be
disbursed against expenditures related to specific actions under the
adjustment program (para. 39). The question arises why, in addition to an
agreement on government expenditures, Bank loan disbursements would have to
be earmarked and whether the design of the $15 million portion would not
slow down disbursements and a separate TA type loan would not be

preferable?




10. Specificity of Sector Adjustment Program. As in the case of the
ASAL, the ESAL would support the extension of the adjustment process to the
sector level and, more specifically, follow up on actions initiated under
SAL. However, while the IM describes the sector’s institutional and
financial problems in broad terms, it lacks specificity, e.g., data on the
sector’s current financial situation and projections reflecting specific
actions are not shown. Financial projections would be needed to give the
adjustment program a specific sense of direction that is monitorable. The
ttee W Re his informatio e

k1L Timing of Sector Adjustment Program. While some action was to be
initiated under SAL III and would be expected to be completed before the
appraisal of the ESAL and some additional measures would be in place before
Board presentation, many important measures (e.g., adoption of performance
contracts; revised electricity law; revised EECI statutes; definition of
rural electrification policy; implementation of revised power tariffs) are
proposed only as conditions for the release of the second tranche. Given

the severity of the sector's financial problems ;h__ggmmigggg_mgx__iﬁh_;g

the sectorms financial situation to Board preseﬁtation |
12. Justification of Quick Disbursements. The proposed ESAL forms

part of Cote d’'Ivoire’s broader medium-term financing plan. At the same
time, it is the keystone in the energy sector’s financial restructuring
plan which also depends on extensive cofinancing from other agencies.

While these features, if supported by a specific financing plan, could
justify a fast-disbursing loan, there are a number of important time-
consuming technical and institutional measures (e.g., those listed in para.
3.06 (i) b) of the IM) that would be better suited for support under a
traditional investment project. The Committee may wish to explore the
feasibility of a hybrid loan to better suit the tor’'s institutional
needs.

cc: Messrs. Lee, COD: Shakow, Liebenthal, SPR; Holsen, CEC; Rao, Steer,
FRS; Baneth, IEC; Thahane/Burmester, SEC; Baudon, SVPOP;
O'Brien, Serageldin, Landell-Mills, Cleaver, AFR.

cc: for information: Messrs. Fischer, VPDEC; Bock, DFA; Frank, Parmar,

IFC; Goldberg, VPL; (Ms.) Haug, EXC.
UThul%:(df:vlw
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OPERATIONS COMMITTEE

Minutes of the Operations Committee Meeting to Consider

SRI LANKA - Policy Framework Paper ///,*
Held on November 10, 1987
A. Present
Committee the
Messrs. M. Qureshi (Chairman) Messrs./Mmes. H. Aggarwal (AS1CO)
A. Karaosmanoglu (AS1VP) T. Baudon (SVPOP)
V. Rajagopalan (VPPRE) A. Clift (AS1co)
I. Shihata (VPLEG) V. Dubey (EAS)
W. Thalwitz (EMNVP) R. Harris (CODOP)
J. Wood (VPFPR) A. McGuirk (IMF)
R. Steckhan (LAC) C. Obidegwu (SPRPA)
0. Rahkonen (SECGE)
A. Ray (EAS)
B. Sheahan (IFC)
A. Singh (IMF)
M. Wiehen (AS1l)
0. Yenal (AS1VP)
R. Zagha (AS1CO)
B. 1Issues
1. The Committee considered the Policy Framework Paper (PFP) for Sri

Lanka that was drafted in advance of Bank and Fund missions to discuss with
the Government its policy program for the period 1988-90. The PFP would
pave the way for an IMF Structural Adjustment Facility operation. The
discussion focused first on the political uncertainties in Sri Lanka.
Thereafter the discussion followed the agenda prepared by the EAS, which
covered issues relating to program risks, public sector finances, trade and
exchange rate policies, and sectoral policy conditionalities.

C. The Discussion

2 The Region explained that the Government is firmly committed to
the basic policy framework described in the PFP. The proposed reforms
focused mainly on the control of the public deficit and on the trade and
export incentive framework. An important element was the reform of public
enterprises through divestiture and improvements in efficiency. It was
noted that the political situation remained very fragile; it is unclear
whether an enduring cessation of hostilities can be achieved given that the
implementation of the Peace Accord is being met with considerable



resistance. One can at best be cautiously optimistic at this point. A
strong economic recovery, led by foreign investments, tourism and non-
traditional exports, should result from a return to normalcy. The Bank
plans to support the Government'’s efforts through the convening of the
Special Aid Group scheduled for December 4, and subsequently through the
proposed reconstruction credit.

35 The discussion then turned to specific aspects of the policy
framework: (i) the realism of the base scenario; (ii) options available to
reduce the public sector deficit; and (iii) the benchmarks that will guide
changes in the exchange rate.

4. Base Scenario. The Region indicated that the assumptions
underlying the base scenario were perhaps on the optimistic side but still
realistic. On exports, the base scenario assumed a quick return to tourism
to levels before the war, and the high real rate of growth assumed for non-
traditional exports was still below what was achieved in the early 1980s.
The constant level of imports, in real terms, was expected as a result of a
decline in imports of military equipment and the continuation of the
Government'’'s policy of replacing food imports by domestic production.

These two factors opened room for other imports to grow in line with the
GDP, while keeping total imports constant in real terms.

5 The Reduction in Public Expenditures. The Region noted that the

Government had already achieved a substantial reduction in the fiscal
deficit from around 18% in the early 1980s to about 11-12% currently. The
further planned reduction to about 9% of GDP by 1990 is attainable if
peaceful conditions return to the country. Revenue generation at 20% of
GDP was satisfactory. Further reduction in the deficit would be brought
about by cuts in low priority expenditure. The Region indicated that one
of the main objectives of a forthcoming economic mission would be to
identify such cuts. In addition to planned cuts in defense expenditures,
several areas offered potential for reduction, including Air Lanka, the
fertilizer subsidy and investments in the Mahaweli program. In response to
a speaker, the Region agreed that cost recovery in irrigation schemes was a
major problem needing further attention. An Irrigation Strategy Review,
planned for early next calendar year, would analyze this problem; its
recommendations would be discussed with the Government with a view to
implementing them during the adjustment period.

6. The Exchange Rate. The IMF representative explained that since
1985 the exchange rate policy pursued by the Government had led to an
effective depreciation in Sri Lanka’s real exchange rate vis-a-vis both the
country'’s trading partners and the country’s competitors. The country'’s
export competitiveness has now been restored to the level prevailing in the
early 1980s, before the rupee began appreciating. The Government has now
agreed to maintain a flexible exchange rate with a view to keeping export
competitiveness at least at the current level and to achieving quarterly
net foreign exchange reserves targets to be set under the adjustment
program. Such targeting is a usual feature of standby programs but unusual
for SAFs.




b In addition to these issues, a speaker noted that two projects
(Dairy II and Mahaweli IV) contained IBRD financing and were not yet
effective. The question was raised as to whether an effort should not been
made by the Region to cancel these loans. The Region indicated that in the
case of the Dairy II, entirely funded by IBRD, there was an indication that
the Government may cancel the project by the end of the year and the Region
had been informally encouraging the Government to take such a decision. As
far as Mahaweli IV was concerned, the Government had been notified that the
effectiveness date for the loan/credit would not be further extended.

Decision

8. The Chairman indicated that the next version of the PFP should:

(1) include a few paragraphs on the Government's public expenditure program
and comment on the country'’s rehabilitation needs; (ii) be more specific on
IDA’'s sectoral strategies indicating where sufficient sectoral knowledge
exists; and (iii) indicate the role and future plans of the IMF and the
Bank in the section on external assistance requirements, highlighting the
role of the Bank in the country's reconstruction effort.

November 18, 1987
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DATE: November 5, 1987
TO: Operations Committee
\m-}\_‘_\g.c—b‘*—
FROM : V:Lngd/Dubey, Diredtor, EAS
EXT: 78073

SUBJECT: SRI ILANKA - Policy Framework Paper - Agenda

1 The Operations Committee will meet on Tuesday, November 10, 1987,
at 4:00 p.m. in Room E1244 (note change of date and room) to discuss the
Policy Framework Paper distributed earlier. This first PFP will be the
basis for a SAF and a CFF from the IMF. Discussions on a SAF had in fact
begun in September of last year, but a satisfactory PFP could not be agreed
upon. The main problem encountered at that time concerned the
monitorability of the public sector deficit. This is no longer a problem
since accounting procedures and expenditure controls have been strengthened
sufficiently.

2. As is well known, far-reaching economic reforms were introduced in
1977-78 after two decades of highly dirigiste policies. The reforms
involved sweeping deregulations across all sectors of the economy and
elicited a strong response from the international donor community. Thanks
to the policy reforms and to the increased availability of foreign
resources which led to a doubling of both public and private capital
expenditures, the annual average growth rate increased to about 5.6% during
1978-86. There were nonetheless some important policy weaknesses: (i) the
expansion in public expenditures was not matched by increases in domestic
resources; (ii) much of public expenditures was used for projects with
questionnable pay-offs, and (iii) the real exchange rate appreciated
continuously until mid-1985.

3 These policy weaknesses, coupled with the ethnic conflict and
adverse changes in the external terms of trade, have led to a sharp drop in
the growth rate. The public sector and current account deficits have
reached levels that camnnot be sustained without additional concessionary
aid. However, the medium-term program described in the PFP indicates that
the GOL Has realized the urgency of completing the reform process begun in
1977 by rectifying these macroeconomic imbalances.

4. The Committee might wish to consider the following main issues:

- The adequacy of the program and risks. The basic issue is whether
the proposed adjustment program is sufficient, or at least whether
due weight is being given to the risk of the ethnic conflict
proving to be more costly and disruptive than anticipated and to
the risk of adverse political pressures before the next election
in late 1988. The projections in Table 2 are very optimistic. 1In
particular, a sharp turnaround in exports has been assumed after
the absolute declines in 1985 and 1986; also, despite the
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projected increases in the GDP growth rate, it has been assumed
that imports will remain constant in real terms. Would the Region

comment on the realism of the projected scenario, and on the
feasibility of additional policy changes and/or external finance

that may become necessary?

- Public sector finances. The proposal calls for a ceiling on
public sector deficits of 9 or 10% in 1990. Of the wvarious

revenue and expenditure measures described, perhaps the most
critical ones are the proposed reductions in transfers to loss-
making corporations, consumption subsidies and capital
expenditures. Annual discussions with the World Bank are proposed
to establish expenditure priorities. Even so, the appropriate
policy would clearly be to reform the public sector to allow more
rational decisions (e.g., by instituting a strong central
mechanism for screening the proposals from the numerous
ministries). Would the Region comment on the institutional

changes needed to enable the GOL to control public expenditures
meaningfully and whether such changes can be included in the
proposed program? In addition, the Region might comment on the
possibility of strengthening the conditionalities on the
expenditure side by specifying separate ceilings on transfers,
subsidies and capital expenditures.

- Trade and exchange rates. The proposed conditionalities on the
reform of tariffs and export incentives are appropriate. However,
the GOL's commitment to maintain flexibility in the exchange rate
is rather vague. If the program is to succeed, and especially if
the down-side risks materialize, the GOL would need a strong
commitment to maintaining a realistic real rate. Even though it
may not be appropriate to spell out the details in a PFP, the
Region might explain the benchmarks with reference to which the

GOL and the Bank/Fund will decide on appropriate changes.

- Sectoral Conditions. Some policy conditions on agriculture,
energy, and transport are included in the medium-term program.
The questions are: (i) is our sector knowledge adequate at this
time to allow us to define the conditionalities in a monitorable

manner? (ii) do these conditionalities duplicate the covenants of
existing operations? (iii) would the required policy changes be

Better handled through sector adjustment operations?

cc: Messrs. Lee, COD; Shakow, Liebenthal, SPR; Holsen, CEC; Rao, Steer,
FRS; Baneth, IEC; Thahane/Burmester, SEC; Baudon, SVPOP;
Burki, ASIVP; Yenal, Huang, Aggarwal, Zagha, ASI.

cc for information: Messrs. Fischer, VPDEC; Bock, DFA; Frank, Parmar, IFC;
Goldberg, VPL; (Ms.) Haug, EXC.
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Minutes of the Operations Committee to Consider CONFIDENTIAL
MOROCCO - Structural Adjustment Loan I;
Initiating Memorandum
Held on November 5, 1987 in Conference Room E-3070
A. Present
Committee Others
Messrs. M. Qureshi (Chairman) Messrs. Baudon (SVP)
S. Husain (LACVP) Bouchet (DFA)
E. Jaycox (AFRVP) Brigish (EM2)
A. Karaosmanoglu (ASIVP) Burmester (SEC)
V. Rajagopalan (VPPREj) DeWitt (LEG)
H. Scott (LEG) - Dervis (EM2)
W. Thalwitz (EMNVP) Dubey (EAS)
J. Wood (FBPVP) El Maaroufi (EMN)

El Serafy (EAS)
Hadler (FRS)
Harris (COD)
Hasan (EMN)
Hewer (EM2)
Liebenthal (SPR)
Michalopoulos (EMN)
0'Sullivan (EM2)
Rao (FRS)

Reif (SPR)
Shilling (EM2)
Sacerdoti (IMF)

B. Issues

1. The Operations Committee met on November 5, 1987 to discuss the
Initiating Memorandum for a first Structural Adjustment Loan to Morocco in
the amount of $200-250 million. The discussion followed broadly the agenda
prepared by the Economic Advisory staff and focused on the timing of the
operation; the strategy proposed and the lending program; Bank exposure;
the trade liberalization provisions of the SAL (as compared with those
under ITPA I and II) and the exchange rate; the revenue impact of the
proposed tax changes; and the social cost of the program.



C. Discussion

2 The Region stated that although appraisal would probably take
place in April, this meeting was called rather early because a mission was
departing for Morocco which would explore the acceptability of the strategy
and assess the prospects of the program proposed. Despite the improvement
reflected in many indicators, including the current account and the fiscal
deficit since the Bank-supported adjustment process began, the process has
remained essentially a stabilization one, while growth has hardly exceeded
the population increase. Meanwhile total external debt has increased to
about 1102 of GDP. While the Bank has been lending $500-600 million a year
with a heavy slant towards sector adjustment lending, Bank exposure has
reached 10Z and will grow to 18Z by the mid-1990s. The strategy is clearly
not working, and what seems to be needed is to accelerate growth to 5% per
annum through a better investment effort, while simultaneously raising the
efficiency of investment in order to get Morocco to grow out of debt. If
the new strategy is successful, in eight years or so the DOD/GDP ratio
would fall to 802, and some improvement in creditworthiness would be
evident. Such a strategy would be feasible if Bank-Fund collaboration were
to be strengthened further, and a proper set of incentives worked out.

3. The Chairman said that the Region was in effect saying that after
several years of Bank-supported adjustment Morocco has a creditworthiness
problem and that there is risk to the Bank in terms of high exposure so
that continuation along the same path would not be fruitful. He questioned
the suggested approach which relied on covering the current account almost
entirely by the Bank on a net basis, and stated that very close cooperation
with the Fund was necessary, not just in defining objectives, but also on
the timing of reforms and above all on monitoring. The Chairman observed
that the projected size of the gap was not too large either in absolute
terms or in relation to GDP, but the supply response to adjustment had not
been all that great. A member, however, said that Morocco’s adjustment
record with a 3.5 or 4% growth per annum was in fact better than in many
other high-debt countries.

4. The Committee queried the burden-sharing implied in the
macroeconomic scenario presented by the Region and wondered if the
contribution of others to the financing gap could not be expanded. Members
asked why the Bank should accept the projected dramatic increase in: its
exposure, particularly since Morocco was already a high-risk case for the
Bank with the Bank debt service representing about 82 of exports. The
Region said that every effort would be made during the next several months
to increase the contribution of Morocco's other creditors, and to identify
possible new sources of financing. It was recognized that Morocco had
already availed itself of debt rescheduling and that this might reduce the
effective benefits of a new debt rescheduling initiative. The Region
further assumed that the Fund would be maintaining its exposure for the
next few years, and other creditors would be contacted to ensure their
participation. The Chairman concluded the discussion of this issue by
stating that a more equitable burden-sharing than implied in the Initiating
Memorandum should be reached during the coming months.
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L A member asked if the new strategy might be frustrated by capital
flight as has happened in some LAC countries, but the Region emphasized the
recent increased inflow of workers’ remittances, particularly in response
to exchange rate adjustments. The Region added that the private sector was
responding well, but overall response was only moderately good, and Morocco
continued to meet its debt service obligations. It also said that the
Sahara war was a limited military effort and did not represent a "raging
war" as suggested in the Agenda. The higher growth sought, together with
trade liberalization, would stimulate rather than discourage capital
inflows. While the risk is there, the success of the growth strategy would
be the best defense against our increased exposure.

6. The Region then gave an account of progress on trade
liberalization under the two ITPAs. QRs have been removed except for 12
as weighted by imports and 40 as weighted by production, and the maximum
tariff has been reduced from over 200X to 45%. A significant real
devaluation occurred in 1984 and 1985, but the real exchange rate was
constant in 1986. Perhaps a 2-3% a year real devaluation would be helpful
in order to increase competitiveness, but the IMF was leading policy advice
in this area. The Region was proposing the establishment of targets for
exports and other macroeconomic variables, to be monitored under the SAL.

Ts A speaker reminded the meeting that previous undertakings under
the ITPAs meant that the special import tax (SIT) applying to all imports
with the exception of agricultural goods and temporary admissions was to be
reduced in steps from 15 to 10 to 5 and to 0Z, and that the Fund had
thought that that might lead to a loss of revenue. The introduction of a
minimum tariff of 10Z as proposed might be construed as a reversal of
previous liberalization. A discussion then ensued on whether that would be
in fact a reversal: was not this device of a minimum tariff used in other
countries to reduce dispersion of effective protection? While such a tax
would be tantamount to a devaluation applying to imports, a currency
depreciation would work on both imports and exports and would raise the
fiscal revenue. The Chairman left it to the mission to judge which course
is preferable.

8. Other issues raised included whether conditionality should be
strengthened "up front", and the Region said that this was in fact implicit
in the delay envisaged for appraisal. The social impact was discussed and
this led to a discussion of the social services such as health and
education, and the desirability of reviewing both public investment and
expenditure as part of the program. The Chairman said that this should be
linked to the understanding to be reached on trade liberalization and the
fiscal program.

D. Conclusion

9. The Region was authorized to proceed along the lines proposed in
the Initiating Memorandum and subject to the discussion summarized above.

SESERAFY/1lcu
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'OFFICE MEMORANDUM

DATE: November 2, 1987

TO: Operations Committee

FROM: Vino Dl}é:ey, Direaor, EAS

EXT: 78051

SUBJECT: MOROCCO: 1IM for a Proposed SAL
: v oa

The Operations Committee will meet on Thursday, November 5, 1987

:00 -3- on Morocco. An Initiating Memorandum for a

first Structural Adjustment Loan for Morocco has already been circulated.
An Agenda will be forwarded shortly by EAS.

The meeting on Ecuador - Export Development Loan will now take
place at 4:00 p.m. (instead of 3:00 p.m. as stated in the Agenda circulated

on October 29, 1987) in Room E-3-070.

cc: Messrs. Lee, COD; Shakow, Liebenthal, SPR; Holsen, CEC; Rao, Steer,
FRS; Baneth, IEC; Thahane/Burmester, SEC; Fischer, VPDEC;
Bock, DFA; Baudon, SVPOP; Goldberg, VPL; Frank, Parmar, IFC;
Ms. Haug, EXC; Hasan, EMNVP; Dervis, EM2DR; Shilling, EM2CO;
Bottelier, Selowsky, Aguirre-Sacasa, Rowat, Eigen, McMullen,
LAC.
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. OFFICE MEMORANDUM

. DATE: November 3, 1987

TO: Operations Committee

VQu.Ew-Qr
FROM: Vin% Dubey, Direéctor, EAS

EXT: 78051
SUBJECT: MO A t Me dum -
1 The Operations Committee will meet on Thursday November 5 at

3.00 p.m. in Room E-3070 to discuss a proposed first SAL operation for
Morocco in the amount of $200-250 million. This SAL would be the seventh
adjustment operation since 1983, in support of reforms in trade policy (two
loans in FY84 and FY86), agriculture (two loans in FY85 and FY88, the
latter being distributed to the Board), education (FY86), and public
enterprises (FY87). Some signs of improvement in performance are evident,
but the Region argues that "the medium-term prognosis must be judged as
precarious" (IM para. 8) and that without continued structural reforms and
external support, the achievements made so far and the prospects for growth
would be endangered.

Program Onset

2. It is not clear when the fiscal program, which is the core of
this operation, will be initiated. The covering memorandum (para. 5)
proposes an appraisal mission in early 1988 if Government commitment is
judged adequate by an earlier mission. It mentions opposition to the
proposed fiscal changes which has forced the Government to delay
presentation of the supporting legislation from December 1987 to April
1988, and adds: "This delay forces us to postpone the appraisal." The
Initiating Memorandum, however, indicates a life span for the proposed SAL
of eighteen months: from January 1988 to June 1989, or alternatively from
January 1988 to June 1990 if implementation proves to be less rapid (para.
59). The Region may wish to elucidate:

- When the fiscal reform program is likely to start; is this

J 98 later?

-

- What does "Government commitment" mean, if the legislation cannot
be taken to Parliament?

- If the appraisal is to be delayved to April 1988 or later. is it
not too early for the Operations Committee to discuss the IM now?

The Macroeconomy and the Lending Program

Be The Region draws attention (para. 7) to many weaknesses remaining
in the Moroccan economy, including depletion of foreign exchange reserves,
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chronic external imbalances, the build-up of external arrears, low levels
of savings and investment, and the increasing burden of foreign debt. The
Saharan conflict continues to rage costing "5% of GDP above the level
prevailing in the early 1970s" (IM, footnote to p.2) and the ICOR levels
remain at about 7 indicating low productivity investments. Special factors
leading to the apparent improvement of the deficits have included massive
cuts in public investment, exceptionally favorable conditions that raised
agricultural production in 1986, lower interest rates, and improved terms
of trade. Even in the areas ostensibly covered already by adjustment, such
as trade "liberalization", "QRs still affect 40% of industrial production
and most agricultural production" (IM, para 9). Gross investment/GDP has
been fairly steady at about 22-23% and is not projected to rise. Domestic
savings, boosted by the good 1986 harvest, jumped from 12% in 1985 to 16%
in 1986, but interest on foreign debt of about 6% of GDP would have
depressed national savings to 10%, except that workers’ remittances,
equivalent to 9% of GDP, are reckoned as additions to savings, and have
thus pushed national savings to about 20% of GDP. The IM states (para. 10)
that much of this is being absorbed by the real estate sector or otherwise
finances the public sector deficit. As previous Bank operations had not
addressed fiscal policy, and since a 1986 joint Bank-Fund mission had
identified areas of reforms in the tax structure and administration, the
SAL is being proposed as an appropriate vehicle for pursuing fiscal
reforms.

4. Adjustment lending has constituted a large proportion of total
Bank lending to Morocco which rose to $538 million in FY86, $577.3 million
in FY87, and is projected to continue at that high level afterwards ($568.5
million in FY88--of which 75% for adjustment--and about $540 million a year
in the following two years). Several adjustment operations are foreseen in
the period to 1992, including further loans for agriculture, education,
public enterprise and another SAL. Bank exposure, already high is expected
to reach 18% by 1995 and its share in preferred creditors’ debt will be 25%
in 1990. The IM states that "the Bank cannot support such an adjustment
program alone" (IM, para. 20) and argues that a SAL is necessary for
mobilizing outside support by providing assurances of the "viability of the
Government's adjustment program" (para. 24):

- The Committee may wish to discuss whether the adjustment program
is in fact "viable" in view of the weaknesses enumerated above,
and the necessity of continuing to process quick disbursing

adjustment operations apparently without limit.

- Is the saving investment effort satisfactory and the low
productivity of investment consistent with the adjustment

objective?

- How realistic is the Region’s assessment of capital inflows and
further rescheduling from commercial and other sources?

- And is the projected increase in Bank exposure acceptable?




S

The SAL Program

oy The program to be supported by the SAL, though with a hard fiscal
core, covers a wide front including "further 1liberalization of trade",
"further rationalization of public expenditure", strengthening planning

capabilities, and developing capital markets. Annex III contains eleven
pages of policy reforms, including eight on tax and budgetary reform and
two on trade reform. A separate public administration loan would

complement the SAL, providing technical assistance and financing studies
and computerization of activities with the objective of strengthening the
statistical services, enhancing capabilities for monitoring short-term
macroeconomic developments, improving planning and modelling, developing
industrial policies and improving public investments and administration.

6. In the area of trade reforms the program suggested would
eliminate "most" of the remaining QRs by January 1989, unify the trade tax
system with a maximum rate of 60% (said to be equivalent to the 45% maximum
agreed under the ITPA loans), and coordinate trade liberalization for the
agricultural and industrial sectors. Proposed conditionality would include
affirmation of the flexible exchange rate policy. The trade conditionality
appears to go over familiar ground already covered by previous loans. In
view of the fact that the IM does not evaluate trade liberalization as
achieved under previous operations and as covered by current operations
such as the second Agricultural Sector Adjustment Loan whose conditionality
has been diluted at the grey cover package stage:

- The Region may wish to present a cogent assessment of progress so

far achieved on trade liberalization under previous operations
and indicate precisely what is to be expected under the SAL in

comparison with commitments already made.

- The Region might also wish to elaborate on the current level of
the exchange rate and whether in view of the recent setback of

industrial exports further depreciation of the Dinar might be

necessary.

7 i The fiscal proposals would raise tax revenues by simplifying the
VAT rate structure, reducing the number of rates, and improving collection
rates. They would also simplify and improve collection of corporate
taxation and personal income taxes. Double taxation of individuals would

be eliminated, and tax rates consolidated on different types of income and
the number of taxpayers reduced by tax relief on lower income groups. Tax
administration reforms are also being pursued. The IM expects "a small
revenue loss in the initial phase of the adjustment program" (para. 37).
Annex II assesses the impact of the change on revenue, and this clearly
shows a significant reduction of personal income tax revenue in 1989 and
1990. Most of the increased revenues are projected to come from the
tariffs on imports when the rates are adjusted and the QRs reduced:

- The Region may wish to throw light on the basis for calculating
this projected increase of revenue from trade taxes and assess




So m

8. The IM draws attention to the increase of the social costs as a
result of the program. This part of the IM is too brief to enable a proper
assessment of program impact:

- v w d o A
t Gove nto e poores ue d
d s u
safety net mentioned in para. 51.
9. The loan amount is proposed at $200 million, but the government
is pressing for a larger amount. In view of the fact that the second

Agricultural Sector Adjustment Loan has been raised from $200 million to
$225 million, is there justification also for increasing the amount of this
loan?

cc: Messrs. Lee (COD), Shakow, Liebenthal (SPR), Holsen (CEC), Rao, Steer
(FRS), Baneth (IEC), Thahane/Burmester (SEC), Baudon (SVPOP),
Hasan, Dervis, Shilling (EMENA), E1 Serafy (EAS).

cc for information: Messrs. Fischer (VPDEC), Bock (DFA), Frank, Parmar
(IFC), Goldberg (VPL), Ms. Haug (EXC).
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_THE WORLD BANK/INTERNATIONAL FINANCE CORPORATION My Qusrestos

OFFICE MEMORANDUM

DATE: October 29, 1987

TO: Operations Committee
FROM: Vinog/ﬁubey, Director, EAS
EXT: 78051

SUBJECT: ECUADOR - Proposed $50 million Export Development Loan
Initiating Memorandum - Agenda

1. #o=  The Operations Committee will meet on Thursday, November 5, 1987
at 300 p.m. in Room E-3-070 to discuss the Initiating Memorandum for a

proposed $50 million Export Development Loan to Ecuador. The Operations
Committee may wish to discuss the issues raised in paras 3 to 6 below.

Background ,

2. Significant progress has been made during the past few years in
liberalizing Ecuador’s trade regime and financial markets. The process has
been helped by reasonably good fiscal and monetary management and a
floating exchange rate. However, a strong anti-export bias remains
impeding the diversification and rapid growth of Ecuador’s exports. The
government intends to take an important step towards a more open trade
regime by reducing quantitative restrictions and import tariffs and
granting free-trade status to exporters while maintaining the current
highly competitive exchange rate. The Region proposes to support this
program with a $50 million Export Development Loan which would be disbursed
7 in one tranche. =&

Size of loan and Timing

3. General elections are scheduled for January 1988, with a possible
runoff in May and inauguration of the new President in August. Current
expectations are that the opposition parties would win which implies a
considerable risk that current economic policies could be abandoned or
considerably modified. The Region proposes to make a modest $50 million
one-tranche loan to support the current government’s liberalization
program, and it hopes that the new government would stay the course which
then could be supported by a second loan. While all measures considered
under the loan would be conditions for Board presentation, Board action is
not expected until March 1988 when the current government will be already

in lame-duck status. w ven th k
involved in the proposed operation, the loan should not be postponed till
h - ne mes i : Alterna = he erations
; Committee de ossibil of a W St
i tranches of a (hi cized) cance D,
sec tra ht b eterr major policy changes P_
T

by the new government than the prospect of losing a new loan.

A, Iy
At s

e
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Medium-term Financing Plan F (./, . , »

4, The proposed loan, together with the (further advanced) proposed
financial sector adjustment loan, would be an important element in

Ecuador s extemal financins plan Ihﬂ_C.QmmiLt_e_e_may_.w.;Lsh_m_ask_chg

Irade and Exchange Rate Management
Dl The free float of the sucre resulted in a major real

depreciation. While this has greatly helped export competitiveness,
additional trade liberalization measures are considered under the loan to
reduce the strong anti-export bias. In this context several questions
arise:

(a) s d ) al exchange "
could not QEg be ;educed by more than a ird (as propo lm-
the X 1+F b than 25-30
ngpgsgd in para. 5.9)7
(b) i expo ohibitions me ed
in para. 5.67

(c) Given the paramount importance of a competitive exchange rate for
export development and overall economic growth, would it not be

ble tablish a specific sche rilize futu
alls to m n the current real exchange
rate even when pet rices rise?
Socia c
6. The adjustment measures taken during the past several years and
those proposed under the loan must have a major differential impact on

different social gESIp, Could the Region provide some information on

cc: Messrs. Lee, COD; Shadow, Liebenthal, SPR: Holsen, CEC: Rao, Steer,
FRS; Baneth, IEC; Thahane/Burmester, SEC; Bock, DFA: Baudon,
SVPOP; Fischer, VPDEC; Frank, Parmar, IFC; Bottelier,
Selowsky, Aguirre-Sacasa, Rowat, Eigen, McMullen, LAC; Ms.
Haug, EXC.

UThumm: viw
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THE WORLD BANK /INTERNATIONAL FINANCE CORPORATION

- > OFFICE MEMORANDUM

DATE: October 19, 1987
TO: Operations Committee
\/.C;:) \L/L.L"
FROM: Vinod Dubey, Director, EAS
EXT: 78051

SUBJECT: CHILE - Structural Adjustment Loan III
Green Cover Package - Agenda

A i The Operations Committee will meet on Thursday, October 22, 1987
at 3:00 p.m. in Room E-1208 to discuss the green cover package for the

proposed Third Structural Adjustment Loan to Chile. The Operations
Committee may wish to discuss the issues as set out in paras 3-6 below.

Background

2 The proposed $250 million loan would be the last one in a series
of three SALs which the Bank committed itself to. It is also a condition
of effectiveness for the 1988-91 rescheduling of public debt with
commercial banks. The proposed loan would support (i) a continuation of -
sound macro-economic management emphasizing export promotion and solid
public finances; (ii) the strengthening of long-term capital markets,
particularly by putting pension funds on a healthier basis; (iii) the
enhancement of social security; and (iv) the improvement of the health care
system. The green-cover package is in line with the OC’s mandate and
addresses the concerns previously raised. However, some issues remain.

Macroeconomic Management

3. Chile’'s medium-term economic prospects and creditworthiness
critically depend on the soundness of macroeconomic management and export
performance. Fiscal and exchange rate management are obviously of
particular importance. While performance has been good and the performance
targets for the future appear to be adequate, several questions could be
raised:

(1) The Copper Stabilization Fund established in 1985 is an important
tool for fiscal and balance of payments management. While the
proposed measures will strengthen the fund, they may not be
sufficient to contain the risks for fiscal and exchange rate
management resulting from a possible substantial copper price
increase. Can t ion elaborate on the esent and proposed

u erati of the fu d discus ble outc nder
two different scenarios, with current price projections and a

higher price as suggested in para. 90 of the President’s Report?

(ii) The performance of non-copper exports is another key element in
the medium-term growth scenario, and it is proposed to modify
incentives if export growth were lower than 6% in 1987 and 7% in
1988. n the Region elaborate on the specifics of a possible
modification of incentives?

P-1867



(iii) The public investment program is an important factor in

determining the level of aggregate demand and future growth
. prospects. Would it not be more udent to set an investment
&, L’ target lower than the 7.5% of GDP envisaged for 1988. piven the

' downside risks spelled out in para. 91 of the President’s Report?
Moreove could the Region give additional information on the
current and future public investment program and the justification
of some of its components (including housing and Santiago Metro)? I

Social Program

4, The strengthening of the government'’'s social programs is a key »
feature of the adjustment program to be supported by the proposed loan.
Many measures are proposed to improve health service delivery. How does

the Region propose to monitor some of the specific conditions for second
tranche release (e.g., strengthening of preventive health care. incentives
f

or cost containment)?

5. The milk distribution program is considered important for the
reduction of child malnutrition. Yet, a good part of the program is not

very effective. (Could better targeting of the milk program become an
additional loan condition?

Financing Plan

6. At the July 27, 1987 Policy Committee meeting, Mr. Conable
emphasized that the release of the second tranche of the proposed loan
should be conditioned on the availability of suitable complementary
financing. This suggests adequate financing beyond the end of 1988. Yet,
the Region projects a financing gap of $300 million for 1989 and 1990, with
considerable risks for an even larger gap. In the projected scenario, IMF
exposure will be reduced while that of other creditors or groups of
creditors is not explicitly shown. Could the Region elaborate on the
financin an _and the spects for complementary financi to fi the

a hould we have formal condition for second tranche release?

cc: Messrs. Lee, COD; Shakow, Liebenthal, SPR; Holsen, CEC; Rao, Steer,
FRS; Baneth, IEC; Thahane/Burmester, SEC; Bock, DFA; Baudon,
SVPOP; Frank, Parmar, IFC; Selowsky, Bottelier, Eigen,
Newfarmer, LAC.

UThumm: vlw



THE WORLD BANK/INTERNATIONAL FINANCE CORPORATION

OFFICE MEMORANDUM

. DATE: October 5, 1987

TO: Operations Committee
G
FROM: Vingd Dubey, Difector, EAS
EXT: 78051

SUBJECT: CHILE - Structural Adjustment Loan III
Green Cover

The Green Cover Report for the Chile Structural Adjustment Loan
will be discussed at an Operations Committee meeting on Thursday, October
22 at 3 p.m. in Room E-1208. An agenda for the meeting will be issued
shortly.

cec: Messrs. Thahane/Burmester
Lee
Shakow
Holsen
Rao
Baneth

: Steer
‘ Ms. Haug

P-1867






THE WORLD BANK/INTERNATIONAL FINANCE CORPORATION

- OFFICE MEMORANDUM

¥
s

Date: October 13, 1987

To: Operations Committee

\/ DVLULT
From: Vinod Dubey, Director, Economic Advisory Staff

Extn: 78051

Subj: INDIA: A e - nda

1 A meeting of the Operations Committee will be held on October 20, 1987,
at 3.00 p.m. in Room E-1208 to discuss the proposed operation.

2 India's encounter with one of the severest droughts in many years has
prompted it to seek Bank assistance so that this drought will not have serious
effects on the economy and on the process of growth and adjustment that the
Government is trying to sustain. The budgetary and balance of payments costs
of drought relief works are enormous. On top of this, the social costs are
also likely to be huge. While the proposed project is essentially a balance
of payments support operation, it will also indirectly assist some of the
poorest sections of the population in drought-affected areas by supporting the
increase of budgetary resources available for emergency drought relief
operations. In considering the proposed request, the Operations Committee may
wish to discuss the following:

Gove 0 t= o orat rogra

34 Agriculture dominates the economy, accounting for about two-thirds of
labor force and over a quarter of GDP. About 40% of India's population
continues to live below the poverty line. Indian agriculture faces many
challenges including further development of irrigation, better water
management, more intensive use of new technology, efficient delivery of inputs
and services and appropriate pricing policies. The seriousness of the present
drought situation has clearly established the need to improve India's
resilience to the uneven and highly variable incidenceof the rains.

AT ne Region elaborate on e _steps na the Governmen wishe
follow for integrating drought amelioration measures into overall
-to-long- ricultu licie
vernme een follow atisfactor tockin
d icient a cultural product torage and dis bution

practices? If not, does the loan propose to address these issues?

P-1867
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4, In order to overcome some of the critical constraints on agricultural
production, it is necessary to supplement the proposed emergency assistance
with a few additional and reinforcing measures.

How e vernme effe inve
olicie eed tion of o
>rat cts broaden the scope o ts to make them
more responsive to the challenges and critical constraint on
agricultural production arising from the drought? How does the

o eorie end am_to su t the
adjustments?

E de s
B In light of the fact that the estimated budgetary cost of debt relief
works is expected to exceed US$1.6 billion and the balance of payment cost
$1.0 billion, e atio o

o oa d amou sed ope
6. While the proposed operation has many features of a program-type and

SAL-type operation, nevertheless it remains a special type of drought related,
development assistance. Under these circumstances, why should not disbursement

be against directly or indirectly drought-related imports?

7 The balance of payments and budgetary effects of the drought will be
spread over the next several months. Meanwhile, the Bank has to be satisfied
with the Government'’s drought amelioration programs as well as its grains
storage and distribution policies. For these reasons, is not there a case for

tranching the proceeds of the proposed loan/credit and making sure that some

of the necessary adjustments in policies, programs and projects modifications
are followed through?




THE'WORLD BANK/INTERNATIONAL FINANCE CORPORATION

~ OFFICE MEMORANDUM

DATE:

. TO:
FROM:
EXTENSION:

SUBJECT

October 9, 1987

Mr. Attila Karaosmanoglu, ASIVP
Ibrahim F. I. Shihata, LEGV?fi;’
74945

INDIA: Drought Assistance

1 I refer to the proposed Drought Assistance Loan/Credit to India,
to be considered by the Operations Committee on October 15, 1987.

Z. The proposal seeks to respond to India’s critical need to overcome
losses arising from the recent drought in that country. The special
circumstances in which this operation is being prepared call for assistance
that is quick disbursing and directed towards meeting some of the most
urgent financial requirements generated by the drought. The current
proposal is to meet these objectives by providing an adjustment type loan
to finance general imports subject to the standard negative list of
prohibited imports, with procurement arrangements following those generally
used for structural adjustment.

3. As you are aware, however, the SAL lending instrument is to be
used to support specific policy changes and institutional reforms to
achieve efficient use of resources and contribute to a sustainable balance
of payments in the medium and long term, while maintaining growth. It is
also necessary that agreement must be reached with the government on
precise actions to be undertaken according to an agreed schedule over the
adjustment period (OMS 2.01 dated February 1987). As it is not proposed to
obtain significant assurances from the government regarding policy actions,
it does not appear that the proposed operation should be considered a
structural adjustment operation. In order to provide a rehabilitation
import loan to stabilize the economy following the drought (financing
general imports, subject to the negative list), it would be necessary to
reach agreement on an effective stabilization program and complementary up-
front actions (OMS 2.01). Again, the current proposal does not appear to
fit into this category, in the absence of monitorable agreements on policy
actions. In view of the above, I would have difficulty supporting the
proposed operation, as currently conceived, as an adjustment loan.

4, In the past, the Bank has responded to similar natural and
economic emergencies in one of two ways. First, by financing general
imports subject to the negative list to support a clearly defined program
and based on agreement on a series of actions to be undertaken by the
Government. Second, by financing a positive list of specific items which
are urgently required as a direct consequence of the emergency. I have no
problem with either option. The latter option does not necessarily require
obtaining assurances on policy actions.

P-1866



e Under the circumstances, it may be advisable to achieve the Bank's
objective of assisting India in overcoming losses arising from the drought
by providing a loan to finance a positive list of imports that are
critically needed by India to overcome the effects of the drought.
Procurement and disbursement arrangements could be structured so as to
ensure maximum speed in implementation. Further, assurances would be
sought that the imported items would be utilized as part of identified
drought recovery activities. This would also eliminate the need to
introduce policy conditionality at this stage, for this operation.

6. Proceeding with the loan as proposed would, in my judgement,

create a bad precedent that could unduly complicate our future policy based
lending operations.

cc: Members of the Operations Committee
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THE WORLD BANK/INTERNATIONAL FINANCE CORPORATION

OFFICE MEMORANDUM

DATE : August 24, 1987

TO : Operations Committee
;S uk

FROM : Vinod Ddﬂey, Director, EAS

SUBJECT: Discussion of Somalia - Agricultural Sector and Adjustment
Program II (ASAP II) - Initiating Memorandum.

A meeting to discuss the Initiating Memorandum for the Somalia
Agricultural Sector and Adjustment Program II (ASAP II) will take place on
Friday, August 28 at 4:30 p.m. in Room E-1208. This document was
circulated to you under Mr. Jaycox’s signature on August 19, 1987. An
agenda for the meeting will be issued shortly.

cc: Messrs. D. Lee

A. Shakow
J. Holsen
D.C. Rao

J. Baneth
R. Frank

J. Parmar
D. Bock

J. Shivakumar
C. Madavo
S. 0'Brian
S. Denning
K.Y. Amoako
F. Laporte

Ms. Veronica Li

DMahar:pl
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THE WORLD BANK/INTERNATIONAL FINANCE CORPORATION &

OFFICE MEMORANDUM

. DATE : August 25, 1987

TO : Operations Committee
gs
FROM : Enzo Grilli, Acting Director, EAS

EXTENSION: 78061

SUBJECT : Somalia - Agricultural Sector and Adjustment Program II
(ASAP IT1); Initiating Memorandum - OC Meeting Agenda

i The Operations Committee will meet on Friday, August 28 at

4:30 p.m. in Room: E-1208 in order to discuss the above-referenced document
which was circulated on August 19, 1987 under separate cover. The proposed
IDA credit in support of ASAP II would be for $53 million. The African
Development Bank intends to contribute an additional $20 million. The
Committee may wish to consider the following:

Background

P The Government of Somalia (GOS) has since 1981 enacted a series
of economic reforms aimed at reducing the country’s large internal and
external imbalances within a context of economic growth. These efforts
have been supported by the IMF through successive Stand-by Arrangements
(the latest approved in June 1987) and a Structural Adjustment Facility
(SAF), and by IDA through the ASAP I (approved in June 1986). Progress to

. date has included the establishment of a foreign exchange auction, trade
liberalization, and substantial reductions in controls over agricultural
pricing and marketing. While this package of measures has contributed to a
growth in per capita GDP averaging 2 percent p.a. since 1981, improvements
in the country’s public finances and balance of payments situation have
proven to be far more elusive. Somalia remains highly dependent on
external assistance for financing its large trade and budgetary deficits,
and it is likely that this state of affairs will change only gradually in
the coming years.

Prospects for Medium and Longer-Term Economic Growth

3. Given Somalia's harsh natural environment, extremely low
education and health standards, high population growth rate, and limited
prospects for the country’s principal economic activity (livestock),
attaining self-sustained growth in the medium to longer terms will be
difficult. The Initiating Memorandum (IM) states that the appropriate
long-term strategy must be based on sustaining growth in banana exports and
creating the conditions necessary for promoting other high-value
agricultural exports (para. 17). The promotion of agricultural processing
industries is also mentioned as part of the strategy (para. 17).

Will the attainment of diversification and sustained growth
require large new public investments? If so, what are the
. Region’s views on the economic and financial justifications for

such investments?
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The Region may want to brief the Committee on the overall thrust

of the Bank's lending program for Somalia, placing emphasis on
the complementarities between ongoing and proposed operations and
ASAP I and II.

Incentives

4. One of the key objectives of ASAP I has been the liberalization
of foreign trade. It is apparent that considerable progress has already
been achieved in this area. As reported in paras. 13 and 30 of the IM,
most quantitative controls on foreign trade have been removed. 1In light of
this recent progress, it is not entirely clear why the Region is
recommending an increase in tariffs on grains and flour from 17 percent to

40 percent (para. 30), particularly before the proposed tax and tariff
study is carried out.

The Region may want to explain to the Committee the economic
rationale for raising tariffs on grains and flour.

Public Expenditures

5. The present state of Somalia's public finances as portrayed in
the IM is alarming. The deficit is very large--expected to reach 22.4
percent of GDP in 1987--and it would appear that widespread accounting
deficiencies make fiscal analyses and economically-rational budgetary
decisions almost impossible (para. 32). 1In order to help improve Somalia’s
public finances, the IM recommends as a condition of effectiveness that the

PIP be reduced selectively by 30 percent in accordance with decisions taken
at the April 1987 CG meeting (paras. 33 and 55).

Given the present serious deficiencies in fiscal management, is
it realistic to expect the GOS to meet the condition of
effectiveness regarding public investment in an expeditious
manner? What steps does the Region plan to take to improve the
Government'’s capacity in this area?

If the GOS is to be committed to reducing appreciably the size of
the PIP, why does Annex A show a rising Public Investment/GDP
ratio over the 1987-89 period?

Agricultural Sector Actions

Veterinarians and Veterinary Drugs

S The IM argues that the present prohibition of private practice
has restricted the national supply of veterinarians (para. 42). Though
this issue was raised with Government at ASAP I appraisal, no action was
taken because the then-Minister of Livestock, Forestry and Range felt that
the "time was not appropriate" (para. 42). The Region now believes that
such action is now feasible and recommends as second tranche conditions:
(i) the implementation of licensing arrangements for private veterinarians
(paras. 42 and 58); and (ii) the liberalization of trade in injectible
veterinary drugs (paras. 43 and 58).



= R =

In light of the overwhelming economic importance of livestock in
Somalia, and the present critical shortage of veterinarians, the
Region may want to explain in more detail why the conditions
pertaining to the legalization of private practice and the
liberalization of trade in veterinary drugs must be delayed until
the second tranche.

Processed Hides and Skins Exports

6. The IM states that Government monopolization of exports of
processed hides and skins costs the economy between $5 and $10 million
annually. If further states that while domestic trade in these products
was decontrolled under ASAP I, the GOS could not agree, for essentially
political reasons, to export decontrol (para. 44). The IM recommends that

export decontrol be a second tranche condition of ASAP II (paras. 44 and
58).

The Region may want to brief the Committee on the nature of the
political constraints to export decontrol of hides and skins.
What has changed that makes the Region believe that export
decontrol is now possible? If the political climate is presently
favorable, why can’t concrete action be taken sooner?

Support for Foreign Exchange Auction

7 A According to para. 64 of the IM, about 90 percent of the
resources from the proposed ASAP II ($66 million including expected co-
financing from the African Development Bank) would be used to support the
enhanced foreign exchange auction. However, the IM provides no estimates

. of the total projected volume of transactions on the auction market, nor
does it indicate how these transactions would be financed. Moreover, there
is no discussion of the Region’s expectations regarding the types of goods
that would be imported with financing from the auction.

What does the Region expect the total volume of transactions
under the auction to be? How much does the Region expect the GOS
to contribute to the auction? What are the medium to long-term
prospects for the auction system if exports do not grow as
expected?

Why, contrary to expectations, were the bulk of imports financed
from the auction under ASAP I food items and consumer goods?
Does the Region expect the structure of imports to be different
under ASAP II? If so, why?

cc: Messrs. D. Lee, A. Shakow, J. A. Holsen, D.C. Rao, J. Baneth,
R. Frank, J. Parmar, D. R. Bock, J. Shivakumar,
C. Madavo, S. O'Brien, S. Denning, K.Y. Amoako, F. Laporte,
Ms. Veronica Li
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THE WORLD BANK/INTERNATIONAL FINANCE CORPORATION

OFFICE MEMORANDUM

Date: August 17, 1987

To: Members of the Operations Committee
From: V1963 Dubey, Birector, Economic Advisory Staff
Ext: 78051

Subject: GRENADA - Policy Framework Paper

s The Operations Committee will meet on Wednesday August 19, 1987
at 3.00 p.m. in Room E-1244 to discuss the draft Policy Framework Paper
(PFP) for Grenada. A Bank mission is scheduled to depart early next week
to coincide in the field with an IMF mission. The PFP covers the three-
year period 1988-90. A Fund Structural Adjustment Facility operation and
an IDA Structural Adjustment Credit (possibly in a blend with IBRD
resources) are being considered.

Background

2. Grenada is an island of some 97,000 people, with a level of per
capita income in excess of $1,000. It has a predominantly service
economy where manufacturing is rudimentary and tourism, government service
and agriculture are the largest activities. Both the balance of payments
and the budget are highly dependent on grants and other concessional aid,
and unemployment is about 207 of the labor force. In 1986 the overall
central government deficit was 6-1/27 of GDP, and the balance of payments
current account deficit 7-1/2%. Foreign debt amounted to 43-1/2% of GDP
and scheduled debt service to 10-1/2%. The PFP outlines a general
program of policy reforms to raise savings, improve the fiscal balance and
encourage exports through better incentives. Because of the constraints on
Grenada's freedom to adjust the exchange rate, imposed by membership of
the CARICOM, currency depreciation is ruled out, and exports have to be
affected directly by such methods as raising productivity and cutting
production costs, including wages.

IDA Eligibility and Creditworthiness

3. Countries that are IDA-eligible qualify for access to the IMF
Structural Adjustment Facility. The PFP has thus to set the stage for
both IDA and SAF lending. It will be recalled that in 1985, in the
course of the mid-term review of IDA7, it was agreed with the Board that
during IDA8 Grenada, as well as a few island economies whose per capita
income levels exceed the IDA cut-off limit, would have access to IDA
resources only on "a temporary and exceptional basis", and specifically in
order to "finance projects and adjustment programs in these countries
designed to strengthen creditworthiness." [IDA/RPL/86-1.] While many of
the reforms described in the PFP might improve creditworthiness and reduce
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dependence on outside grants, the PFP stresses (para.27) that the country
will remain vulnerable to external shocks, and that Grenada's dependence
on concessional external assistance may persist beyond the medium term.
The improvement in the fiscal balance and the current account deficit
between 1986 and 1990 as projected in Table 3 (p. 16) appears ambitious:
before grants, the Central Government balance reduces from 25.47% of GDP to
10.3%, the current account balance from 27.87 to 15.37%, and external
grants from 19.07 to 7.27. Not much change is envisaged in the debt
service ratio or the ratio of interest payments to exports over the same
period. The Region may wish to elaborate on:

- the impact of the proposed reforms on Grenada's
creditworthiness during TDA8 and beyond;

- Whether the rapid improvements projected in the fiscal and
external deficits are realistic; and

- whether the external financing requirements in para. 27 are
consistent with the projected decline in external grants.

Program Objectives and Policy Adjustments

4. The paper lists eight objectives to be pursued in the context of
the 3-year program. These comprise fiscal reforms; privatization of public
enterprises and restructuring of statutory bodies; limiting government's
borrowing from the national insurance scheme; improving local capacities
to formulate the public investment program; banking sector and interest
rate reforms; various sector policy changes aiming inter alia at
rationalizing and improving the trade regime, land use, agricultural
activities, private sector investment, and tourism; improving debt
management; reviewing the exchange rate with other members of the Eastern
Caribbean Central Bank; and bolstering Grenada's statistical services.
While these reforms appear useful, the PFP does not bring out the link
between these disparate reforms and the outcome in terms of the projected
GDP growth of 47 a year; the envisaged increase of private sector activity
and the 127 a year growth in tourism receipts.

- The Region might identify the sources of the projected
increase in private sector activity and indicate the likely
growth of the important agricultural sector. Bevond extending
and improving infrastructure, why should tourism expand at the
projected high rates?

Wages and Employment

5. Reducing the unit cost of labor would seem to be the most
promising policy instrument available in the conditions described in the
PFP and characterized especially by the fact that the exchange rate cannot
be freely manipulated. Both for the purposes of demand management and to
enhance the comparative advantage of Grenada over the medium and longer
terms, wage levels need to be adjusted, and public sector employment
curbed. The high levels of consumption and the depressed levels of savings
appear to be encouraged by unsustainably high wage rates. The PFP does
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does not contain a systematic analysis of the labor market, a diagnosis of
the origins of the high incidence of employment or an integration of the
wage-employment situation in Grenada's future growth. References to wages
are scattered and mainly confined to the public sector. In para. 6 the
PFP states that wages in the unionized nonagricultural private sector had
increased at an annual average rate of 11 per cent in the period 1982-86,
as did Government wages until these were frozen in 1985. '"Government and
civil service unions are negotiating retroactive wage increases for 1986-
87." To achieve a sustainable fiscal position the adjustment program
includes implementation of the civil service retrenchment plan for 1987-88
to reduce government employment through voluntary retirements and enhanced
severance pay, and to maintain the wage bill at a lower level in 1989-90,

-~ The Region might wish to throw light on whether the apparently
high structural unemployment is due to pressures of unionized
labor to raise the wage levels unduly.

- Could the Region assess the chances of retroactive wage
increases for the civil servants for 1086-877

- And are there practicable ways to reduce the imperfections of
the labor market to raise employment and bring the wages down
to approach equilibrium levels?

Technical Assistance and the Lending Program

G The Bank and the Fund have already assisted in the preparation of
the Public Sector Investment Program (PSIP) for 1987-90 which will
largely be financed from outside sources. Need to strengthen the process
of preparing an annual PSIP and selecting individual projects indicates
that "technical assistance in these areas is a top priority." (PFP,
para.29). Various reforms mentioned in the PFP, including strengthening
the Inland Review Department, preparation of a comprehensive land-use
plan, improving the statistical services and the country's capacity to
plan and monitor development would seem to require concerted technical
assistance, possibly financed by outside donors.

- The Region might explain if technical assistance would be
forthcoming from other donors in the requisite quantity and [
gquality, and whether the Bank might be called upon to '
contribute, and how much resources would be involved.

- Apart from the Structural Adjustment Credit, probably to be
processed in FY 1989, what other lending if any is
contemplated for Grenada in the years 1988-907-

cc: Messrs. Loh, Selowsky, Voyadzis, Page, Flood (LAC); Steer (FRS);
Liebenthal, Holsen (PPR); Ryrie (IFC); El Serafy (EAS).
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THE WORLD BANK/INTERNATIONAL FINANCE CORPORATION

OFFICE MEMORANDUM

DATE: August 13, 1987
TO: Operations Compittee
-
FROM: Vino bey, Direttor, EAS
EXT: 78051/2

SUBJECT: Grenada - Policy Framework Paper

The attached Policy Framework Paper for Grenada will be discussed
at an Operations Committee meeting on Wednesday, August 19 at 3 p.m. in

Room E-1244. An agenda for the meeting will be issued shortly.

Attachment

cc: Messrs. Lee
Shakow
Holsen
Rao, D.C.
Baneth
Loh
Voyadzis

cc for information: Mr. Frank
Mr. Parmar
Mr. Bock
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OFFICE MEMORANDUM M G

DATE: August 10, 1987
TO: Operations Committee

FROM: Vin9é Dkbey, rector, Economic Advisory Staff
EXT: 78051

SUBJECT: COLOMBIA: Power Sector Adjustment Operation -
Topics for Discussion

1