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GAUTAM S. KAJI
Managing Director
Operations, Policies & Programs
Tel.: (202) 458-1384
Fax.: (202) 522-3399
FACSIMILE TRANSMITTAL FORM

DATE: August 21, 1997 No. of Pages:
(including this page)
TO: Mr. James D. Wolfensohn, President

FAX #: Through Ms. Deana Canlas

MESSAGE:

Jim,

You may be interested in seeing the attached from Bloomberg on Camdessus’ press
conference. Please note his warning to Brazil.

All the best,
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BN IMF's Camdessus Says Worst of Thai Economic Crisis Is Past

Aug 21 1997 10:54

Washington, Aug. 21 (Bloomberg) -- The worst of Thailand's
economic crisis, which has pummeled the Thai baht in recent
weeks, is past, the managing director of the International
Monetary Fund, Michel Camdessus, said today.

"I strongly believe that, yes, we have seen the worst of
the crisis provided this program is implemented with perseverance
which should match the boldness of the measures which have been
adopted, '' Camdessus said at a news conference.

"I have no reason to doubt it and, as a matter of fact, I
have been reassured by the reaction of the markets today.''

Moreover, Camdessus said he doesn't expect a comparable
economic crisis in other emerging market economies in the near
future. ~"If action in Thailand was too late, the action in the
other countries is timely and strong enough, so I can tell you
that I don't expect a new banking crisis,'' he said.

““Thailand's problems could have been corrected at much less
cost to the economy and to the economies of neighboring countries
if they have been addressed in a more timely manner,'' Camdessus
said.

Camdessus said the ability of the IMF to put together a

Bloomberg-all rights reserved. Frankfurt:69-920410 Hong Kong:2-521-3000 London:171-330-7500 New York:212-318-2000
Princeton:609-279-3000 Singapore:226-3000 Sydney:2-9777-8600 Tokyo:3-3201-8900 Sao Paulo:11-3048-4500
G165-15-3 21-Aug-97 11:06:23
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$16.7 billion rescue package for Thailand
safety net is working, and working well.'!

He defended the IMF's role in the crisis, and its oversight
of the Thai economy, saying the organization had repeatedly
warned Thai authorities the country faced economic problems.

The IMF yesterday approved a $3.9 billion loan for Thailand,
its portion of the $16.7 billion intermational bailout package
for the troubled Southeast Asian country.

Thailand's economy, the world's fastest-growing between 1985
and 1995, is suffering from the slowest growth since the 1960s, a
depreciated currency and the closure of 58 failing financial
institutions.

India, Brazil

Camdessus was asked specifically about India and Brazil.
While India has some problems in its ~“fiscal domaine, '’
Camdessus said, ~“the risk of a major accident for India is not
presently with us.''

Brazil, he said, is one of many countries with current
account deficits that are too high, even if those countries enjoy
a steady flow of foreign financing. While the continued flow of
foreign investment into emerging markets ~"is reassuring,'' that

Bloomberg-all rights reserved. Frankfurt:69-920410 Hong Kong:2-521-3000 London:171-330-7500 New York:212-318-2000
Princeton:609-279-3000 Singapore:226-3000 Sydney:2-9777-8600 Tokyo:3-3201-8900 Sao Paulo:11-3048-4500
G165-15-3 21-Aug-97 11:06:18
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shouldn't lull governments or international financial
institutions into complacency, he said.

Brazil, in particular, should ~“strengthen its current
account position,'' Camdessus said.

The Thai bailout package will bolster Thailand's foreign
currency reserves, which were severely depleted when the
government tried to fight off speculators' attacks on its
currency. The country's net foreign reserves shriveled to as low
as $6.6 billion from almost $40 billion last October.

Bank of Thailand Gov. Chaiyawat Wibulswasdi told a news
conference reserves at the end of July totaled $30 billion. The
government owes $23.4 billion of that on foreign-currency
contracts used to support the baht and due by August 1998.

Thailand's foreign-exchange contracts will be paid when they
come due, and the central bank will receive baht for the
contracts, he said. Thailand stands to lose at least 25 percent
of the value of those transactions, because that's how much the
baht has fallen since the contracts were made.

Reserves Depleted

In a best-case scenario, Thailand's current foreign-
exchange reserves are worth about $23 billion. Economists expect

Page 3 of 8
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the currency to drop even further by the time the contracts come
due 12 months from now.

““They're clearly out a lot of money on this,'' said John
Seel, an economist at Bear Stearns Asia Ltd. in Hong Kong.
““That's a lot of swap contracts.''

Thailand needed the IMF package to help pay its $89 billion
of foreign debts, about $40 billion of which is due within a
year. More than $30 billion of the total is owed to Japanese
banks.

Under the terms of the agreement, Thailand must keep its
foreign-exchange reserves at about $23 billion this year and $25
billion next year.

The disclosures are part of the government's agreement with
the IMF to reveal more information about Thailand's finances.

The goal, the IMF said, is to ~“achieve an orderly
adjustment of the domestic economy to the sharp, forced reduction
in the current account deficit to about 5 percent of GDP (gross
domestic product) in 1997 and 3 percent of GDP in 1998.''

The first $1.6 billion of the IMF loan will be available
immediately, with $810 million more coming after Nov. 30 if
economic performance targets are met, the IMF said. Further
disbursements will be made quarterly ~“subject to the attainment
of performance targets and program reviews.''
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Defense

The decline in reserves stems from Thailand's failed defense
of its currency, which came under pressure this year as traders
bet it was overvalued. One of the world's widest current-account
deficits and a slowing economy made the baht -- pegged mainly to
the strengthening U.S. dollar -- a fat target.

The central bank tried to prop up the currency by buying
forward contracts, committing it to buy baht at a specified time
and price. The central bank finally threw in the towel July 2,
prompting Malaysia, the Philippines and Indonesia to scrap their
currencies' peg to the dollar.

Since Thailand devalued the baht it dropped almost 25
percent to 32.2 against the dollar.

Chaiyawat said the baht may continue to weaken, suggesting
interest rates will remain high and slow an economic turnaround.
Economic growth will be about 2.5 percent this year, compared to
rates near 10 percent from 1986 to 1995. ~“We have to accept
there will be pressure on the baht,'' he said.

In addition to the IMF loan package, the Bank for
International Settlements has agreed to provide a $1 billion
bridge loan to help prop up Thailand until the bulk of the
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international funds arrive.
The U.S., which is not participating in the international
loan package, will contribute to the BIS bridge loan, Treasury
Secretary Robert Rubin said.
“"The US is prepared to participate in a short term multi-
lateral bridging facility, if needed and under appropriate
conditions, to provide liquidity in support of Thailand's
program, '' Rubin said in a statement.
The BIS loan, which would help cover a balance of payments
shortfall, would be short term, repaid by the funds from the
international aid package. The U.S. would contribute an
““appropriate fraction'' of that, Treasury officials said,
probably around $250 million.

--Michael McKee in Washington (202) 624-1895 and James Hertling
in Hong Kong, with Lee Miller in Bangkok/tre

Story illustration: To chart the performance of the Thai
economy, type: ECST <Go>. To graph the baht's performance
against the dollar, type THB <Crncy> GIP, GPC.

News by category:
NI IMF International Monetary Fund
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ROUTING SLIP DATE: January 15, 1997
NAME ROOM. NO.
Mr. Gau aji D 10-065
/
URGENT PER YOUR REQUEST
FOR COMMENT PER OUR CONVERSATION
FOR ACTION NOTE AND FILE
FOR APPROVAL/CLEARANCE FOR INFORMATION
FOR SIGNATURE PREPARE REPLY
NOTE AND CIRCULATE NOTE AND RETURN

RE: PAKISTAN Weekly Breifing Note - December 20, 1997
Prepared by Ms. Antoinette Sayeh, SA1CO

REMARKS:
Gautam:

For your ease of reading, following is a “translation” of JDW’s
remarks on the attached weekly briefing note for Pakistan:

“Where does this leave Burki? Do we still expect him back as 1
hope?”

Best regards.

FROM ROOM NO. EXTENSION
Atsuko Horiguch E 1229 84256

N
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ROUTING SLIP DATE: December 20, 1996

NAME ROOM. NO.

iMr. Wolfensohn

cc: Messrs./Mmes. Kaji, Koch-Weser, Frank, Einhorn (EXC);
Wood, Williamson (SASVP); lida (MIGEX);
Lindbaek (CEXVP); Bruno (DECVP);
Nishimizu (SA1DR); Wilton (FPICR)

Yap (SA1CO); S. Ahmed (SA1PK).

URGENT PER YOUR REQUEST

FOR COMMENT PER OUR CONVERSATION

FOR ACTION NOTE AND FILE

FOR APPROVAL/CLEARANCE o FOR INFORMATION

FOR SIGNATURE PREPARE REPLY

NOTE AND CIRCULATE NOTE AND RETURN
_ . PAKISTAN -- Briefing Note -- STRICTLY CONFIDENTIAL
REMARKS:

Attached please find this week’s briefing note on Pakistan.

FROM ROOM NO. EXTENSION
Antoinette Sayeh, SA1CO \; T8-114 34719

President Has Seen




JT LEES

Pakistan Weekly Brief
December 20, 1996

STRICTLY CONFIDENTIAL

Key Financial Indicators

e The free market exchange rate appreciated for most of the week. However, a slight
‘depreciation on December 19 (to Rs 42.00/US$) raised the premium over the official
rate to 4.2% (from below 4% the previous day), the first increase in more than a week.

e The downturn in the stock market continued, with the KSE-100 index losing another
2.6% of its value, ending the week below 1400, which is considered to be a
psychological barrier. The index fell by almost 1% on December 18 alone, on news
that purchases under the IMF Stand-by Arrangement were being split into two
tranches (see below).

e Atabout US$ 650 million (2.6 weeks of imports) on December 18, the level of
official foreign exchange reserves are almost US$ 100 million lower than a week ago.
The reserve loss is due to debt service payments and net withdrawals from foreign
currency deposits of US$ 50 million (on December 18).

Political Highlights

¢ In a possible political setback for the interim Government, the Law Minister resigned
on December 18, in protest against proposed amendments in the accountability
ordinance (apparently favored by President Leghari), and the Chief Justice’s reported
interference in the appointment of the Law Secretary. The Federal Minister for
Education also resigned from the interim cabinet to contest the general elections.

e Former Prime Minister Bhutto’s husband, Asif Ali Zardari, was ordered released by
the Sindh High Court , but was subsequently re-arrested on December 18 for his
alleged involvement in the murder of Murtaza Bhutto (Ms. Bhutto’s brother) last
September.

e Senators from all parties (except Nawaz Sharif’s Pakistan Muslim League) staged a
walkout from the Senate on December 15 to protest steps by the interim Government
to reduce public sector employment.

e Two separate strikes paralyzed Karachi on December 14. One by a religious party
was against the induction of a minister in the Sindh government. The other by the
Karachi Transport Association was to protest the increase in petroleum prices. At
least eight people were reportedly injured.



Economic Highlights

The interim Government has informed the two Swiss pre-shipment inspection
companies, SGS and COTECNA, of the termination of their contracts with effect from
March 3, 1997. The Government had been concerned about the cost-effectiveness of
their services (in relation to yields from customs revenues), and governance-related
problems in awarding the contracts. The Central Board of Revenues had also been
pressing for the abolition of pre-shipment inspection for some time, reportedly in an
attempt by customs officials to retain discretionary powers in assessment of import
duties.

The National Bank of Pakistan, one of the two largest state-owned commercial banks,
announced plans to lay off all staff appointed after April 1995 in contravention of
established recruitment policy (affecting about 5,000 employees).

IMF Board Approval of Second Review of SBA

On December 18 the IMF Executive Board approved the second review of the Stand-
by Arrangement, allowing Pakistan an immediate purchase of SDR 53.58 million.

The next drawing of SDR 53.58 million by January 15, 1997 is contingent on
fulfillment of the end-December performance criteria and elimination of the
concessional 5% General Sales Tax rate (a revenue-raising measure agreed to by the
Delegation that visited Washington last week). Pakistan had initially expected to draw
the full amount of 107.16 million immediately following the Board meeting, but a
decision was made to split it to ensure implementation of agreed measures.

Discussion at the meeting was dominated by skepticism on the part of many Executive
Directors about the Government’s commitment to reform and the credibility of the
program, given Pakistan’s poor track record. A number of Executive Directors
explained their approval as merely “giving the authorities the benefit of the doubt”.

Prepared by: Antoinette Sayeh, SA1CO.
Approved by: Mieko Nishimizu, SA1DR.
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/ . ROUTING SLIP DATE: October 31, 1996
NAME ROOM. NO.
Mr. James D. Wolfensohn, EXC E12-27
THROUGH: Mr. Gautam Kaji, EXC[ / D10-065
V)
CC: Mr. Caio K. Koch-Weser 7 D10-093
URGENT v PER YOUR REQUEST
FOR COMMENT PER OUR CONVERSATION
FOR ACTION NOTE AND FILE
FOR APPROVAL/CLEARANCE FOR INFORMATION
FOR SIGNATURE PREPARE REPLY
NOTE AND CIRCULATE ‘| NOTE AND RETURN

RE: Bosnia: Note for your discussions with U.S. officials on Bosnia ~ =

REMARKS:

1. As you requested, we have prepared bullet points for your phone calls/discussions with the
U.S. officials on Bosnia.

2. The letters to Messrs. Sklar and Bildt are being prepared. We would like to incorporate the
results of your interventions in those letters.

FROM (/,yz——-—ﬂ ROOM NO. EXTENSION
Johannes F. Linn, ECAVP H12-071 80602

(



Brief for Discussions with US on Bank’s Role in Bosnia Reconstruction

The Bank (and EC) has recently been criticized in a charge led by Dick Sklar and Carl Bildt that we
have not delivered on either reconstruction assistance or coordination of the reconstruction effort.

The Bank has done well by all standards in delivering support for reconstruction; we have met the
targets we set.

The Bank:

1. Set up a $150 million special fund in February, prior to Bosnia’s membership, and within three
months approved five operations fully committing these resources.

. Approved an arrears resolution package in March so that Bosnia could become a member in
April. Also approved an exceptionally high per capita IDA allocation and a total of $400
million for three years.

3. Pledged $310-350 million at Donors’ Conferences for 1996. $326 million (for 13 operations)
is now committed (Annex 1); we are likely to commit somewhat more than $350 million by
end-year, including three new projects ready for negotiations.

4. Explicitly supported the Federation-building efforts of the U.S. and other G7 countries through
a Transition Assistance Credit (TAC; a one-tranche $90 million operation).

« Has achieved sound implementation progress: During the first 10 months, about $160 million'

has been disbursed of the Bank’s own resources, including $90 million for the TAC (in all,
about 50% of total commitments). In addition, a further $90 million has been contracted. The
Bank has also disbursed $32 million from Bank-administered trust funds. Some of the key
physical accomplishments with our support: two road bridges between Sarajevo and Mostar
have been rebuilt; three principal power plants are being repaired; thousands of apartments are
being rehabilitated; heating is being restored to tens of thousands of Sarajevo dwellings; some
1,000 tractors have been imported; and essential social supplements are being made to 400,000
citizens monthly.

A comparison with the two other major donors, the EC and the U.S., is shown in Annex 2.

The Bank has succeeded, with the EC, in coordinating reconstruction under difficult circumstances.

The Bank, with the EC:

b

Bank disbursements include initial deposits to special accounts that are used as advances for future
payments to contractors. Per our operational procedures, these deposits are calibrated for three to four
months of anticipated expenses; in practice special accounts have been replenished by about one-third
every month. The amount of advances that has not been used to pay contractors could therefore
currently be estimated at about $20 million.



Prepared a 3-4 year reconstruction program as a framework for donor support and received the
endorsement of the donor community for this program at a first Donors’ Conference held Dec.
21-22, 1995, one week after the Peace Agreement was signed.

Co-chaired two successful Donors’ Conferences to raise $1.8 billion for the 1996 financing
needs of the reconstruction program. To date, $1.9 billion has been pledged and close to $1.7
billion has been firmly committed. (Note: these amounts include $120 million committed for
peace implementation; firm commitments for reconstruction proper plus balance of payments
support amount to $1.57 billion.) Regarding implementation of the overall program, some
$700 million has been disbursed (including the TAC and the advances of the Bank and other
donors, most notably the U.S.). Contracts signed (including the $700 million disbursed) total
some $1 billion (about 60% of the firm commitments). Annex 3 provides donor-by-donor
information on pledges, commitments and implementation.

Set up and maintained a donor information database to monitor implementation, and reported
back to the donor community on progress achieved. The database is now being broadened to
better capture physical progress, as suggested by Sklar. Success of this effort depends
critically on donors’ willingness to provide very detailed information.

Helped to set up sector task forces in the field which are actively coordinating the
reconstruction efforts in many sectors (good examples: agriculture, transport). These task
forces were weak initially given limited donor presence in Sarajevo; by now they are becoming
viable vehicles for donor coordination. The sector task forces are discussing these days the
sector strategy papers that have been prepared by the Bank for the next donors’ conference.

Most donors want to maintain visibility and set their own priorities. Coordination has not been easy
and has clear limits. Under these difficult circumstances, we have had more success than could have
been expected.

Recommendation:

In light of the facts above, the criticisms which have been raised are unfounded. It is particularly
important to redress this message within the U.S. government, where we have previously had excellent
collaboration and support.

We recommend that you send the message to the U.S. (and then to others, including Carl Bildt and
his supporters) that:

(a)

(b)

the World Bank has delivered, on both the reconstruction assistance and donor coordination
fronts;

the Bank is at the disposal of the international community to continue its coordination role,
however, we are not asking for it. We will be ready to cede the role to the U.S., the Office
of the High Representative, or whoever the donor community considers most appropriate; and



© the role of coordination -- which includes preparing the reconstruction program, monitoring
and reporting to the donor community and arranging for cofinancing, among other tasks -- is
not an easy one. It is not immediately evident that there are other actors in a position to
assume these responsibilities.

AHorvai/MSheehan
October 31, 1996

m:\bosnia\us.jdw



Background Note on Dick Sklar’s Views:

1. His philosophy: quick results on the ground (which is fine) and do not deal with the
government ("they are all corrupt"). His strong-arm tactics can yield results; for example he got more
than $20 million for an important power project by walking over USAID bureaucracy. But he has a
very short-term agenda.

2 He is not at all happy with the U.S. agencies’ performance in Bosnia; he is a major critic of
USAID. Therefore, comparing the Bank’s performance with that of the U.S. is not likely to be

productive.

3. Beyond his general criticism of the Bank (too slow and bureaucratic), he recently made three
specific points:

(i) The Bank overstates implementation progress by using the disbursement figure as a main
indicator of progress; according to him this figure is meaningless since it includes advances
(both the World Bank’s special account deposits and advances made by USAID). He would
prefer to look only at progress on physical implementation.

Our position: Disbursement, as a financial indicator, is a reasonably good proxy for
implementation progress, given current lack of data on physical progress. We have also
reported on the value of signed contracts, an equally important indicator. Qur definition of
disbursement, including special account-type advances, is widely used in international practice.
As soon as we have better information from donors on physical progress (a detailed contract
monitoring system is currently under preparation, in fact with help from Sklar), we will also

use that.

(ii) The Bank has accepted to finance payroll taxes on local labor which increase the cost of
contracts and provide "uncontrollable" revenues to the "corrupt government”.

Our position: Payroll levies, in Bosnia as all other countries, are a legitimate component of
the gross cost of labor that finances government pension, health and unemployment programs;
we agree that their rate is too high and will address this in the next adjustment credit. We are
also working on the development of viable budgets at all levels of government, and will
examine the use of such taxes in the pension and unemployment funds in that context. Any
specific "wrongdoing" by the government will be followed up as appropriate; but we cannot
react to general allegations. So far, no specific corruption case has been made, and the one
quoted in the Washington Post turned out to be completely unfounded.

(iii) The Bank has been slow in landmine clearing.
Our position: We are not happy with the slow progress either. The main issue has been

employment of foreign companies to jump-start the program in the absence of local capacity,
which the government has strongly resisted. They have recently modified their position and



have agreed with employing foreign supervisors for local companies to ensure adequate safety
and effectiveness. Works have started (in October) on four sites and further progress is
expected. To our knowledge, no actual mine clearing has taken place under the U.S., EC or
UN programs. We, IFOR and the Norwegians are the only ones undertaking actual mine
clearing.

4. Finally, Sklar’s views do not necessarily represent the views of the State Department or the
Treasury. However, we have recently noticed that our friends in both Departments no longer take his
comments lightly -- probably in anticipation of some important role he might play after the elections.



WORLD BANK-SUPPORTED PROJECTS
Financing Plans and World Bank Disbursements

(as of October 30, 1996)

(US$ million)

Annex 1

WB Amount
Project Project Cost WB Grant/Credit Other Donors Financing Gap Disbursed *
Emergency Recovery 160.0 450 82.0 33.0 23.8
Emergency Farm Reconstruction 50.4 20.0 19.7 10.7 6.4
Emergency Water Supply 70.0 20.0 50.0 0.0 5.3
Emergency Transport Reconstruction 163.0 35.0 112.7 16.3 8.6
Emergency War Victims 30.0 10.0 12.7 7.3 1.0
Emergency Education Reconstruction 32.8 10.0 7.3 16.5 4.2
Emergency District Heating 381 20.0 14.0 4.1 5.8
Emergency Landmine Clearance 67.0 7.5 42.2 17.3 0.6
Emergency Housing Repair 50.0 15.0 35.0 0.0 49
Emergency Power Rehabilitation 196.4 356 116.4 44 4 7.5
Demobilization Support and Reintegration 20.0 7.5 04 121 0.9
Public Works and Employment 450 10.0 4.0 31.0 14
Transition Assistance Credit 110.0 90.0 20.0 0.0 90.0
TOTAL 1,032.7 325.6 516.4 180.7 160.4

m:\bosnia\support.xis

' Includes any amounts withdrawn or paid out from the Credit/Grant accounts for (i) payments to suppliers/contractors, (ii) the initial deposits for and replenishments of




Annex 2

Bosnia and Herzegovina
Implementation Status of the World Bank, U.S. and EC Programs
As of October 30, 1996

(US$ million)
Procurement
Cogt;:(;tztsylgred Disbursed Tota
Disbursed
World Bank 89.5 160.41 249.9
u.s 98.2 123.4% 2216
" “Peace Implementation | 394 7 739 TG 753
Reconstruction 58.8 87.5 146.3
EC 68.3 85.7° 154.0
" “Peace Implementation {15 {132 [ " 147
Reconstruction 66.8 72.5 139.3
' Includes an estimated $20 million of yet unused advance payment.
2 Includes an estimated $35 million of yet unused advance payment.
3 Somewhat under-estimated since EC reports disbursement only when EC monitors verify the delivery of goods.

m:\bosnia\andras.x!s



Annex 3

PRIORITY RECONSTRUCTION PROGRAM IN BOSNIA AND HERZEGOVINA
October 1996
Pledges, Commirments, Amounts Under Implementation and Disbursed by Donor’
in US$ million

UNDER
DONOR ToTAL PLEDGES ToTAL COMMITMENTS? | IMPLEMENTATION’  DISBURSED!
EEErEEsEErEeEe o e e e T e L M LT
ALBANIA 0.02 0.02 - -
AUSTRALIA 1.13 1.13 1.13 1.13
AUSTRIA 11.50 22.95 22.58 11.56
BELGIUM 7.57 7.48 - -
BRUNEI 2.00 18.70 18.70 16.70
BULGARIA 0.01 - - -
CANADA® 25.44 29.61 11.72 11.72
CROATIA 0.50 0.50 - -
CZECH REPUBLIC 6.00 6.00 5.50 0.04
DENMARK 5.10 3.76 3.76 3.66
EGYPT 1.00 1.00 0.60 0.60
ESTONIA 0.07 - - -
F.R. YUGOSLAVIA 10.00 10.00 - -
FINLAND 5.00 9.09 3.06 3.06
FRANCE 9.29 13.19 11.65 10.94
FYR MACEDONIA 0.10 0.10 - —
GERMANY 39.25 38.70 35.67 28.41
GREECE 7.00 7.00 7.00 -
HUNGARY 1.00 1.00 1.00 1.00
ICELAND® 1.60 1.60 0.15 =
INDONESIA 2.10 2.10 - -
IRELAND 6.00 4.51 3.33 3.33
ITALY* ¢ 63.65 70.70 7.51 7.51
JAPAN® 136.70 95.70 43.60 36.60
Kuwarr 35.00 35.00 - -

Information on commitments and status of implementation not available for the following countries: Bulgaria, Croatia, Latvia, Portugal, and
Russia.

Total commitments include both firm and indicative commitments. A firm commitment is 2 pledge which has been: (i) approved by a
national legislative body or multilateral Board; and (ii) allocated to a specific sectoral program or project. An indicative commitment is a
pledge which has either legislative approval but is not yet allocated to a specific sectoral program project; or, a pledge which has been
allocated in principle to a particular program or project, however, is pending legislative approval. The total of indicative commitments
amounts to $175 million.

Under implementation includes (i) amounts disbursed; (ii) procurement contracts signed but not yet disbursed, and (iii) contracts under
tender.

Disbursed funds are those transferred to an account in the name of a Bosnian agency, or a disbursement agency (foreign or local) in Bosnia,
and include expenditures made against works, goods and service contracts, for balance of payments, and advanced for the purpose of payment
of contractors. In-kind assistance is considered disbursed once provided.

Donors who have placed grant funds to Bosnia and Herzegovina in a Trust Fund with the World Bank include: Canada $3.6 million; Iceland
$150,000; Italy $20 million (a further $16 million has been committed); Japan $9 million (a further $41 million has been indicated but not
yet committed); Luxembourg $520,000; The Netherlands $75 million; Norway $4 million; Sweden $1 million; and Switzerland $5.8 million.
Funds have been disbursed into accounts with the World Bank unless noted as committed or indicated. These funds are considered to be under
implementation or disbursed once actual works contracts are underway or payments made.

Donors who contributed to resolution of arrears with IBRD are as follows: Italy $15 million; the Netherlands $6.5 million; Norway $1.5
million; and Switzerland $2 million. These amounts are additional to the total reconstruction pledges shown.

BOSNIA AND HERZEGOVINA DONOR DATABASE



Annex 3

UNDER
TOTAL COMMITMENTS? | IMPLEMENTATION'  DISBURSED'

TOTAL PLEDGES

DONOR

LATVIA 0.09 - - -
LITHUANIA 0.07 0.08 - o
LUXEMBOURG® 3.23 2.87 2.63 2.63
MALAYSIA 12.00 12.00 12.00 -
NETHERLANDS*S 100.02 103.00 66.56 55.58
NORWAY™>® 40.76 42.40 31.67 37.67
POLAND 2.90 2.9 - -
PORTUGAL 1.00 - - -
QATAR 5.00 5.00 2.00 2.00
REPUBLIC OF KOREA 1.00 1.00 1.00 1.00
ROMANIA 0.21 0.21 0.21 -
RussIA 50.00 - - -
SAN MARINO 0.14 0.23 - -
SAUDI ARABIA 50.00 42.00 20.00 5.00
SLOVAKIA 1.50 1.50 1.50 -
SLOVENIA 2.89 3.19 3.19 1.53
SPAIN 17.50 17.76 4.65 4.65
SWEDEN® 30.40 31.30 19.88 18.67
SWITZERLAND®>¢ 33.50 27.60 26.15 12.01
TURKEY 26.50 11.50 2.20 -
UNITED KINGDOM 39.70 38.93 38.93 34.21
UNITED STATES 281.70 296.96 232.20 123.36
CE Soc. DEv. FuNp’ 5.00 5.00 - -
EBRD? 80.21 87.21 - .
EUROPEAN COMMISSION 367.10 385.88 185.97 85.70
IsDB 15.00 19.00 6.00 6.00
ICRC’ 1.50 1.50 1.50 1.50
IFAD 7.30 7.30 7.30 6.82
OIC 3.00 3.00 3.00 3.00
SOROS FOUNDATION 5.00 5.00 - -
UNDP’ 2.00 0.64 0.64 0.31
WHO’ 1.18 1.18 1.18 1.18
WORLD BANK 330.00 325.60 293.00 160.40
TOTALS 1,894.43 1,861.58'" 1,146.32 699.48

m:\bosnia\donorlst\newtable.amt

As of October 15, 1996 the CE Social Development Fund reduced its pledge from $10 million (made in December 1995) to $5 million.
As of August 15, 1996, the EBRD had reduced its pledge from $100 million (made in April 1996) to about $80 million.

ICRC, UNDP and WHO implement various programs on behalf of bilateral donors, in addition to carrying out programs funded by pledges
made at Donors’ Conferences in December 1995 and April 1996.

Uncommitted pledges totating $120 million are not included. Total commitments plus uncommitted pledges add to more than the 1996 pledged
amount, since several donors have committed funds over and above their 1996 pledges in order to continue ongoing activities. Because these
funds have not yet been formally pledged, they have not been shown as part of total 1996 pledges.

BOSNIA AND HERZEGOVINA DONOR DATABASE



e ‘THE WORLD BANK/IFC/M.1.G.A.

OFFICE MEMORANDUM

DATE:

TO:

THROUGH:

FROM:

EXTENSION:

SUBJECT:

October 31, 1996
Mr. James D. Wolfensohn, EXC

Mr. Gautam S. Kaji, EXC

80602

BOSNIA and HERZEGOVINA -- Proposed Essential Hospital Services, Industry
Re-Start and Local Initiatives Projects

As we have reported to you, the above three projects were to have been presented
to the Board on November 21, 1996. After reviewing the situation on the ground in
Bosnia, I have suggested that this presentation be postponed for about two to three weeks.

We expect that a new government will be formed in the coming weeks. We
consider the new administration’s firm commitment to these projects essential to their
successful 1 . The additional time would allow us to negotiate these
projects with the new government prior to presenting them to the Board.

This slight change in schedule would not have any major impact on the
implementation of our Bosnia program.



Mr. James D. Wolfensohn -2- October 31, 1996

Distribution:
Messrs./Mmes.  Koch-Weser [o/r] (EXC); Linn (ECAVP); Severino, Wallich [o/1],
Sheehan, Horvai (EC2DR); Apitz (EC2ET); O’Sullivan (EC2BA)

The World Bank
M:\BOSNIA\BD-JL.DOC
October 31, 1996 1:41 PM
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THE WORLD BANK/IFC/M.I.G.A.

‘)FFICE MEMORANDUM

DATE:

TO:

FROM:

EXTENSION:

SUBJECT:

October 29, 1996

Mr. Gautam Kaji, EXC

Shahid Javed Burki, LAC 1
82332 |

ARGENTINA - Second Yacyreta Hydroelectric Project
(Lns. 2854-AR and 3520-AR)
Management Response to the Request for Inspection

L. Attached is the Management Response to the Request for Inspection registered by
the Inspection Panel on October 1, 1996, and a covering memorandum to the Chairman of
the Panel. It incorporates the comments and observations made by LEGLA in their
memoranda of October 10 and 28 on this subject.

2. We are in a strong position to respond to all the claims and allegations made in the
Request. While the project has been delayed and has encountered multiple problems in
implementation, we do not agree with the allegation that the Bank has failed to follow its
own procedures and policies and therefore caused the problems and resulting
consequences for the local population.

cc: Messrs./Ms. Koch-Weser (o/r) (EXC); Alexander (OPRDR); Ody (LACVP),
Ecevit (LATSO); Nankani (LA1DR); Augusto, Hagerstrom
(LA1C2); Faiz, de Franco, Jadrijevic (LA1IU); Oliver (LA1ER);
Collell, Molnar (LEGLA)



THE WORLD BANK/IFC/M.I.G.A.

. OFFICE MEMORANDUM

paTe:  October 30, 1996
To:  Mr. Richard E. Bissell, Chairman, The Inspection Panel
FrRoM:  James D. Wolfensohn

EXTENSION: 81384

suBlecT: ARGENTINA - Second Yacyreta Hydroelectric Project
(Lns. 2854-AR and 3520-AR)
Management Response to the Request for Inspection

1. On October 1, 1996, the Inspection Panel registered a Request for Inspection
concerning the above-referenced project, the implementation of which is currently
supported by two Bank loans. The attached Response has been prepared in close
coordination with the Inter-American Development Bank, and addresses all of the issues
raised in the Request. In our response, we provide supporting evidence and details to
demonstrate that the Bank has not been remise in complying with our policies for such
operations. In particular, the response highlights the thoroughness of the Environmental
. Assessment in identifying environmental risk and mitigation measures.

2. The crux of the matter is that not everything has gone, nor will go, perfectly well
and there are still large uncertainties in completing the operation. This has to do with the
planned privatization and the need to complete a very substantial resettlement component
prior to filling the reservoir to the next levels -- 78 meters above sea level (masl) and 83
masl. For the works done to date and the filling to the 76 masl level, while there have
been delays, there is little evidence of harm having been done to the affected parties. The
next major hurdle is a decision to be taken on privatization: that will determine what
happens next. In our response, we stress that the Bank has adequate safeguards to ensure
that all resettlement and environmental mitigation measures are implemented before raising
the reservoir above the elevation 76 masl, regardless of who operates the Yacyreta
complex.

cc: Messrs./Mmes.: Kaji, Koch-Weser (o/r) (EXC); Shihata, Rigo (LEGVP); Alexander
(OPRDR); Burki, Ody (LACVP); Ecevit (LATSO); Nankani
(LA1DR); Augusto, Hagerstrom (LA1C2); Faiz, de Franco (o/r),
Klockner, Jadrijevic (LA1IU); Oliver (LA1ER); Collell, Molnar
(LEGLA)

A Tate
' MAENERGY\PANEL\YACYRETA\BISELMEM.DOC
October 30, 1996 6:41 PM
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Managing Director

October 28, 1996

Mr. James D. Wolfensohn

Jim,

Attached is the response to Peter
Nicholl’s comments on the CODE
discussion.

Ve

Attachment

GAUTAM S. KAJI
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The World Bank
Washington, D.C. 20433

‘ USA
JAMES D. WOLFENSOHN

President

October 28, 1996

Mzr. Peter W. Nicholl

Dear Peter,

Thank you for your very thoughtful and constructive comments on the public
sector management (PSM) paper which was discussed by CODE early in September.
Your comments served us well in challenging our thinking in the PSM field as well as in
the context of our internal renewal program. I agree with you that we need to shift from
an input orientation to an outcome and output focus and that our goals and purpose must
be given a clear operational context. These principles are the cornerstones of our internal
renewal process.

. I have asked the PSM Unit in PSP to respond to your detailed comments. Their
response is attached. Please feel free to talk directly with the Unit (Mike Stevens, ext.
37493) or contact me personally if you consider that there are broader ramifications that
we should discuss.

Sincerely yours,

James D. Wolfensohn

Attachment



CODE - PUBLIC SECTOR MANAGEMENT PAPER

RESPONSE TO STATEMENT OF MR. PETER W. NICHOLL (EDS09)

1. We welcome the comments since we share a common perspective — the
importance of public sector management (PSM) to the Bank’s operations and to
development effectiveness generally. We agree completely with the comment in the first
paragraph that “it is not meaningful to consider public sector management in isolation
from other related topics, such as private sector development and regulatory reform.” We
try to reflect a similar view by supplementing the focus on the enabling environment for
the private sector with a recognition of the importance of an enabling environment for the
public sector. Without the latter, a country will not achieve the former. An enabling
environment for the public sector is one which is conducive to performance in areas such
as the provision of classic public goods, regulation, the delivery of social services and
policy making and implementation generally. For many of our borrowers, the
environment within the public sector is disabling.

2. We have followed closely many aspects of the successful public management
reforms of New Zealand, first with the corporatization and eventual privatization of
departments and agencies providing commercial services, and second, with the reform of
core government itself. The political dynamics, the reform principles and the processes
and organizational forms adopted have been of great interest to many Bank staff, and
especially its public management specialists.

3. While the particular processes and organizational structures the public
management reforms in New Zealand have taken may not be readily transferable (New
Zealand is a small, unitary state, with a long tradition of good public administration, a
skilled population and a high degree of social consensus), we agree that the basic
principles underpinning the New Zealand experience provide many valuable lessons for
any country. As you know, earlier this year, the PSM Unit in PSP engaged as a visiting
scholar a former senior New Zealand public servant, Rob Laking. His task was to
research the principles of public management reform in New Zealand and other reforming
OECD countries, as the first of a two-part study of the transferability of (or “lessons to be
learned from”) New Public Management. His report, “Good Practice in Public Sector
Management: Issues for the World Bank,” has been shared with the EDs office.

4. At the organizational level, it is important that public sector departments and
agencies should have a clear goal and purpose. However, we would argue that the key to
the New Zealand’s reform (and other successful public management reforms in OECD
countries) is broader than the statement implies, and includes the aggregate processes of
government budgeting, financial management and cabinet decision making that reconcile
policy commitments with resources, and, in turn, force organizational clarity. While a
well functioning organization is part of a well-functioning government, public sector



management is as much about the systems which achieve this across a government as it is
with what happens within specific organizations. We think of this as the institutional
setting within which organizations have to operate. This is illustrated in the attached
slide which we use in presentations both inside and outside the Bank (note, in particular,
the reference to both “clear purpose” and “well specified tasks”).

5. The New Zealand model, as the Statement describes, makes a distinction between
the responsibilities of departments and agencies (the production of outputs) and the
responsibilities of ministers (the achievement of outcomes). @ We have had a long
standing concern that the New Zealand model draws too sharp a distinction between
output and outcomes. In a well performing government, which need not operate on an
explicit contract basis, the emphasis of public officials will be on both outputs and
outcomes.

6. Even “simple” PSM projects may be technically complex because of the linkages
between the various systems of public management. Too many projects in the past have
been approved without adequate consideration of the preconditions or the accompanying
institutional change necessary for their success. On one hand this has reflected a focus on
solutions rather than problems. On the other hand, it has been associated with a tendency
to see PSM projects as an “add-on” to make other projects work better. Having said that,
we agree that technical complexity at the project level is less important as a factor in
project success than is the complexity of the public sector environment.

7. The comment referred to on page 3, para 2 of the Statement can, indeed, be read
as a criticism of past Bank advice. In our reviews of past Bank projects, we have on
several occasions come across situations where a task manager, specialist staff, or a
consultant has advocated budgetary reform without the prior analysis that would
determine whether the particular technical solution would fit. Indeed, there is a risk that
this could happen with the New Zealand reforms. Advisors will focus on the particular
technical solution - the most likely candidate being output budgeting - without
understanding either the underpinning institutional setting or the quite radical changes in
that institutional setting.

8. There was certainly no intention of suggesting that decentralization was an end in
itself. In fact, it has been a concern that many countries and their advisors have begun
from that position. The result is that many of those countries are today encountering
difficulties, particularly with their intergovernmental finances. We have been critical of
the view, implicit or otherwise, that the issue was about decentralization v. centralization.
It seems to us that we are really talking about a spectrum and that the balance between
centralized and decentralized approaches will vary among, for example, countries, issues
and structures.

2 How closely the reward system for public officials should be tailored to individual
performance continues to be the subject of vigorous debate. While staff should have their



performance monitored, a tight link with individual pay may not be achievable or
desirable. Performance management does not necessarily entail performance pay.

10.  The reference to the Bank’s non-lending work is to current research in PRDPE on
the impact of institutions on budgetary outcomes. We see this as important work, and
separately we are sending you a recent working paper. The thesis is that budgetary
systems can be assessed for performance at three levels: (i) the capacity to set and
achieve fiscal targets; (ii) the allocation of resources according to strategic priorities, and
(iii) the extent to which program and projects achieve technical efficiency. This work is
important to shifting attention to the institutional framework for resource allocation. We
believe it also provides a very sound framework for confronting performance issues in the
public sector more generally.

11.  We hope to be able to continue this important dialogue and look forward to
working with you and other Board members in drawing applicable lessons from world-
wide experience.



WELL PERFORMING
PUBLIC SECTOR ORGANIZATIONS

REQUIRE:

— Government-wide systems and processes which are
results oriented:
® Policy Making
® Budgeting

® Personnel Management

— Strong coordinating mechanisms

— Organizations which have:
® A clear purpose
® Well specified tasks
® Authority to perform

® Accountability for the use of the authority
provided
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The World Bank
Washington, D.C. 20433

‘ o U.S.A.
JAMES D. WOLFENSOHN '

President

October 29, 1996

His Excellency Amre Moussa
Minister of Foreign Affairs
Cairo

Arab Republic of Egypt

Your Excellency,

Thank you for your‘ invitation to participate in the Third Economic Conference for
the Middle East and North Africa (MENA II), to be held in Cairo from November 12 to
14, 1996.

§

While I will not be able to attend personally, due to other commitments, I have
asked Mr. Kemal Dervis, Vice President of the Middle East and North Africa Region, to
represent the World Bank on my behalf.

The Cairo conference comes at a critical time for the region. The momentum
generated by the Casablanca and Amman conferences toward regional economic
collaboration must be restored, if the aspirations of the people of the region for durable
peace and prosperity are to be realized. You may count on the World Bank to continue to
be an active partner in this effort.

With best wishes for a successful conference.

Sincerely yours,

James D. Wolfensohn

‘ cc: Mr. Khalid M. Al-Saad, Executive Director



His Excellency Amre Moussa -2- October 29, 1996

bee: Messrs./Mmes. Koch-Weser (EXC); Dervis (o/r), Page, Bouhabib (o/r) (MNA);
Ritchie (MN1DR); Sud (o/r) (MN2DR); Kanaan, Van Gelder
(MN2CO); Correspondence Unit, File

EXC Ref: 12728
D. Ritchie
m:\kd\egyptjdw



No.: EXC-12728

CORRESPONDENCE MANAGEMENT FOR THE PRESIDENT'S OFFICE
CHORUS

External Correspondence Profile U R G E NT

High Priority

FOR ACTION: Kemal Dervis STATUS: Open
VPU: MNA Room #: H7065 Telephone: — . Log Date: 10/21/96 !
' Logged in by: Amy J. Morrow I

! Response Date: |

CORRESPONDENCE DESCRIPTION:

[ From: Amre Moussa :
Organization:  Minister of Foreign Affairs !

To: Mr. Wolfensohn 4 l
Dated: 10/09/96 .
Topic: Invitation to the Third Economic Conference for the Middle East and North Africa (MENA) on

12-14 November 1996 in Cairo.

ACTION INSTRUCTIQNS: Due Date: 10/31/96

1. PLEASE PREPARE A RESPONSE FOR MR. WOLFENSOHN'S SIGNATURE.
Foilow the macro for the President's letter or use the sample layout in the correspondence guidelines for
the formatting of the letter.

Only ONE original is needed, printed on the appropriate stationary (availabie from the Front office

of each VPU). If an item requires an urgent signature, please bring this to our attention;

Include the bcc distribution pages. Please note that cc's (for Executive Directors and other parties
the recipient shouid be aware of having received a copy) should be included on the original signed letter;
Attach copies of relevant incoming correspondence;

If you would like our office io handle the dispatch of the original, please include an enveiope with
your division's code marked clearly on the envelope. If no envelope is attached, the letter will be
returned by special messenger as soon as it is signed. If a letter is to be couriered, please attach both
an envelope and the courier request sheet;

You will receive one copy of the signed originail by special messenger on the same day the item has
been dispatched. VP Units are responsible for the distribution of copies of the letter both internally
and outside the Bank.

If the action instruction is incorrect, or an item of correspondence has been overtaken by events, please
send a brief E-Mail to the "Correspondence Unit” All-in-One Account, quoting the EXC reference number.

Thank you.

SPECIAL INSTRUCTIONS:
JDW cannot attend, rerouted from A. Tsatsakis

INFORMATION COPIES:

Please return to:
Correspondence Unit, Room E1247 (Ext. 82441)
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EMBASSY OF THE ARAB REPUBLIC OF EGYPT
3521 INTERNATIONAL COURT, N.W.

WASHINGTON, D.C. 20008
TELEPHONE. (J02)895-5400 * FAX: (202)244-4319/3131

No. 170/96

‘ The Embassy of the Arab Republic of Egypt presents its

' compliments to the World Bank and has the honour to enclose an
invitation to Mr. James Wolfensohn, President of The World Bank, to
participate in the Third Economic Conference for the Middle East and
North Africa (MENA III) which will be hosted by Egypt in Cairo from
November 12 to 14, 1996.

The Emﬁassy of ‘the Arab Republic of Egypt avails itself of
this opportunity to renew to The World Bank the assurances of its
highest consideration. / '

14 October 1996

Washington, D.C.
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MINISTER OF FOREIGN AFFAIRS

Cctlobers, 1996

Your Excellency,

Or behslf of the Government of Egypt it gives me great
pleasure to invite you to participate in the Third Economic
Conference for the Middle East and North Afnica, MENA IIl, which
will be hosted by Egypt in Cairo between 12 - 74 November 1996.

The' third in fts series after Casablanca and Amman, the
Conference js taking place during a critical and important juncture
' in the FPeace.Process oOf the Miccle East which started with the
Maorid Peace Conference /n 1997. A phase where the people of
the regicn can lay the foundation for a jusi, comprefhensive and
durable peace on the basis cof fulfilling their cobligations and the
principles of the peace process which we all accepted as the basis
to settle the Arab-israelr conflict snd ta achieve peace with jts three
piflars i[.e. polifical seftlement arms control/ and regional secunty,
and economic development.

The Cairc Conference is being heid under the overal! therne
entitled "Building for the Future: Creating an /nvester Friendly
Environment” in order to encourage national, regional and
intermational eapital to participale in developing the Midd/e East so
that our peopie can hope for a better ruture.

/n organizing the Ccnference, Egypt is mindful of the /essorns
learmed from the previous conferences in Casablanca and Ammanrn
and is working to ensure that the Cafiro Conference provides for
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MINISTER OF FOQEIGN AFFAIRS
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diglogue and interaction among government represerntatives,
businessmen and enterprises. The Conference will also deliberate
on different issues of economic cooperation such as; Transport,
Energy. Trade, Tourism, Industry. Environment... etc. with the aim
of preparing the grounds to accelerate the devetopment path in the
region and attract foreigrt investment.

Your persocnal participation in the Conference would be highly

appreciated.
i
Besr wishes until we meet in Cairo.

=

Sincerely,

@003

P. 003
P.a3

4‘—5 ——r

Amre Moussa

Mr. James Woilfensohn
President of the Worid 8ank
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The World Bank

Washington, D.C. 20433
U.S.A.

GAUTAM S. KAJI
Managing Director, Operations

August 30, 1996

Mr. James D. Wolfensohn, President

Jim,

Welcome back to Washington! I do hope that your stay in Jackson Hole gave you a chance to

unwind a bit and get the much needed rest.

Since we are getting together for lunch on Tuesday, I thought it would be most useful if I were to
brief you verbally first and, as required, provide you any written input thereafter, instead of writing you a

. detailed note covering a score of major and minor issues.

You have a VPs meeting on Tuesday morning. During your absence, I adhered to your regular
schedule of VPs meetings, though, as you may imagine, attendance was quite sparse. We should have a
reasonably full house on Tuesday. The Board meeting is in the afternoon, and, on the Bank side there is
nothing on the agenda other than a number of streamlined procedures projects. The IFC has one item on
enhancing IFC’s development effectiveness. Papers are being sent to you at your home. I understand

Jannik would be available to chair the meeting on IFC should you so wish.

Catch up with you on Tuesday.

£ s




The World Bank

Washington, D.C. 20433
US.A.

GAUTAM S. KAJI FIDENTI

Managing Director, Operations

August 29, 1996

Mr. James D. Wolfensohn

RE: Borrower Accountability
Jim,

You will have seen the exchange between Jules and myself. I am sorry to
inflict this on you but I don’t have much choice. I have serious reservations about Jules
Muis’ memo of August 21* to you. While I am certain that we can do better, I am not
convinced that Jules’ memo either correctly diagnoses the problem or contains the right
corrective actions.

We need to debate this further. We have to keep the issues raised by Jules in
perspective and view them in the context of our larger development agenda. Already, the
documentation reviews associated with World Bank disbursements are more stringent
than other banking institutions. To date, the multiple layers of audits required by the
Bank under each investment operations have not revealed any major mis-use of Bank
funds. This is an enviable record under very challenging circumstances. In many ways,
the problems encountered in the timeliness and quality of audit reports are a proxy for
deeply seated development problems facing our borrowers. Sound financial management
indeed is one of our development goals. This ought to be the focus of the debate and not
mixed with the issue of the Bank’s fiduciary responsibilities.

The memo itself is based on a misleading interpretation of data on audit
compliance. While the fundamental issues of improving borrower accountability have to
be addressed, the memo is unnecessarily alarmist in the way it presents the problem and
lacks understanding of Bank policies and standards in some of the proposed solutions. It
understates what we are already doing, and several of the solutions are not feasible, being
based on a misunderstanding of the relative roles of the borrower and the Bank. In
addition, the memo is surprisingly silent on Controller’s Departments own accountability.

My basic concerns with the memo are outlined below.

Statement of the Problem

Jules’ diagnosis hinges on the timeliness of project audits. Jules himself
acknowledges that the Bank ultimately receives most audit reports due. Records indicate



Mr. James D. Wolfensohn -2- August 29, 1996

that the vast majority -- 95 percent --of the reports are received within 12 months of the
due date (and not two to three years later as noted in Jules’ memo), with the bulk of the
outstanding reports relating either to borrowers in non-accrual status or countries
suffering from conflict in which operations have effectively ceased. Over 95 percent of
the audits, including those received late, are clean. Any qualifications are rarely related
to the use of Bank funds and, as indicated in the memo, are usually not material.

The primary argument is that $15.4 billion in disbursements was in “non-
compliance”. This is an attention catching number often repeated to you but it far
exaggerates the problem. There are difficulties with: a) the completeness of data in the
Audit Report Compliance system (ARCS) at any given point; and b) the methodology
for interpreting these data, including using June 30th as the cut-off date. Jules’ analysis,
further, attempts to combine together, in a simplistic manner, three very different issues

related to overdue audits, statement of expenditures (SOEs) and qualified audit reports.

To illustrate our differences with the analysis, we have recalculated the
Summary Exposure figure in Jules’ memo, using more reasonable assumptions based on
historical experience on the receipt of audit reports and projected disbursements for the
first quarter of FY 97. As indicated below, these assumptions reduce dramatically the
amount of disbursements associated with delayed and/or qualified audits from $ 15.4
billion to $ 7.5 billion. This drop simply reflects the reality of the time it takes to submit
and process audit reports by moving from a June 30th cut-off date to September 30th.
Two other adjustments are made: first, to drop the amount associated with qualified
audits and, second, to take into account the fact that, while an audit may be overdue,
disbursements (except for SOEs) were done with full supporting documentation. With
these adjustments, exposure falls to $ 2.5 billion. This is, in effect, the amount of
disbursements under SOEs for which audits are overdue. The reasoning behind these
different assumptions is explained below.

Bank Disbursements Linked to Audit Reports

Summary Exposure
(S billion)
Disbursements related to
projects with overdue audits:

as of July 7, 1996 154
(figure from memo)

as of September 30, 1996 7.3
(estimated figure) *

Further Adjustments

less: qualified audits -0.9 6.6

less: disbursements

with full documentation -4.1 25

* Based on historical performance and projected disbursements for Q1 FY 97
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Overdue Audits

It is misleading to derive estimates of non-compliance by borrowers in FY 96
by using data in the system as of July 7, 1996. A very large number of audits are due
from the borrowers on June 30th each year. When the borrowers send an audit report to
the Bank, it takes a number of weeks for the report to arrive at headquarters and be
reviewed and logged into the system. This is especially true in July. It is not realistic to
expect all of these reports to be recorded in the central system within a few days of the
borrower deadline.

To underline this point, please note that the ARCS system shows that the
overdue reports have dropped by one fourth between July 8 and August 26: some 800
additional audit reports have been recorded in the system in the intervening six weeks.
In dollar terms it is worth noting, for example, that for East Asia the amount drops to less
than $200 million compared to $4 billion mentioned by Jules. As staff return from
summer leave and work through the backlog of reports already in the Bank, most of the
reports regarded as overdue as of July 8th are likely to be found to have been received.

My own view is that it would only be reasonable to provide a three month
period for submission by the borrowers and our internal processing of the reports before
declaring “non-compliance”. That would mean that a good point to assess compliance
would be September 30th, since most audits are due on June 30th." This is consistent
with our past experience, which shows that the majority of overdue reports--some 75
percent-- are entered in the ARCS system within three months of the due date.

As illustrated above, the amount of disbursements associated with the delay of
audits shrinks significantly when we take into account the need for such submission and
processing time by using the September 30th date.

Statement of Expenditures (SOEs)

The use of SOEs was expanded by the Bank a few years ago in recognition of
increased Bank lending to social sectors, which typically involves small transactions that
can not be processed cost-effectively in Washington. The current system was proposed
by the Loan Department and has yielded the desired results of accelerating disbursements
and reducing Bank costs. Borrowers also gain considerably from this and do not have to
provide the Bank copious documentation for relatively small expenditures. This initiative
foreshadowed recent Bank efforts to provide more responsive client services.

Documentation justifying the disbursement under SOE:s is retained by the
borrowers and Bank policy requires ex-post reviews of 5% or more of those transactions,

' As noted in Annex A, audit reports are typically due six months after the close of the borrower's
fiscal year which is frequently December 31st but could also be March 31st or June 30th, for
example.
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either by regional staff or by Controllers. This review taff is intended to act as a safe

uard in addition to the specific audit of these disbursement the external auditor.
sample approach is perfectly acceptable practice and it was never expected, as implied in
Jules’ memo, that 100 percent of SOE transactions have to be reviewed by staff.

Jules correctly points out that the ex-post review even on a sample basis is not
being done systematically. Based on feedback from task managers and anecdotal
evidence we know that most task managers do not see this as a priority. Nevertheless,
some of the Regions, particularly those with large resident missions such as Jakarta and
Delhi, do carry such reviews regularly albeit on small samples. This is an area of
vulnerability but there are offsetting factors.

First, much of the Bank’s disbursements are subject to prior review of the
procurement process and/or require full supporting documentation at the time of
disbursement. According to the most recent Annual Financial Report issued by the
Controller’s, IBRD/IDA disbursements during the last four fiscal years (FY93 through
FY96) aggregate to $71.5 billion. Of this, investment operations account for $52 billion.
Audits are no doubt important, but the fact is that out of the $52 billion disbursed for
investment operations, $35 billion was disbursed after a review of full documentation
(prior review of contracts and shipping of documents or invoices in respect of all
expenditures before effecting disbursement). Thus, timely audit reports assume
importance mainly in the case of disbursements against SOEs.

Second, while task managers may not be carrying out ex-post reviews of
individual transactions, it is unfair to imply from that that they are completely in the dark
as to how the monies are being used. Staff regularly monitor budgets and corresponding
workplans, agree to ex-ante allocation of funds and review actual expenditures against
plan. Such provisions are usually part of the project legal agreements. For smaller, more
frequent expenditures that would be disbursed under SOEs--it must be remembered that
SOEs can only be used for certain kinds of expenditures--staff would typically agree ex-
ante to unit prices and the number of units to be acquired, services to be performed or
persons to be trained, etc. While it is clear that such ex-ante agreement and monitoring of
actual expenditures are not substitutes for ex-post reviews of individual transactions,
regular supervision does provide the basis for identifying anomalous situations,
highlighting unjustified levels of expenditure, if not specific items, and monitoring the
overall use of SOEs.

ualified Audit

I agree with Jules that the Bank must treat this issue seriously and take
corrective actions wherever feasible. Yet, we should keep in mind that the total amount
of related disbursements is relatively small ($906 million). Moreover, as Jules’ notes in
his memo, the qualifications tend not to affect project funds and are usually not material.
In addition, ineligible expenditures, if identified as part of a qualification, are recovered.
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It seems to me that, on balance, this is an area which does not pose a grave risk to the
Bank.

Interpretation of Bank Policies and Accountabilities

[ also take issue with the way in which some key Bank policies and the
relative responsibilities and accountabilities of our borrowers and, within the Bank, of
operations and Controller’s staff have been interpreted. I give two examples.

e One of the major recommendations is that the Bank, in effect, take over all
audit work related to Bank operations and negotiate directly with one or more of
the six international auditing and accounting firms under global “framework
agreements”. This proposal ignores the fact that, while the Bank requires its
borrowers to arrange and submit audits, the responsibility for doing so is clearly
the borrowers and must remain so. The borrowers pay for the audits. Moreover,
this recommendation assumes that the “big” six international auditing firms are
the only firms that are qualified for such a task. As a development institution that
promotes competition and encourages local institutions, it will be highly
inappropriate for us to take such a position.

e Throughout the memo, the impression is given that Controller’s has no
accountability for reviewing documentation against which disbursements are
made or for the audit of SOEs. In reality, all of the disbursement applications are
processed by Controller’s. As noted earlier, the bulk of the Bank’s disbursements
are made against full documentation. Staff in Controller’s, together with the task
managers, are responsible for ensuring that the documentation is complete and
that the disbursement request is valid. In the case of SOEs, operations staff and
Controller’s jointly determine what type of expenditures are eligible for SOE
disbursements and the contract limits and, in addition to the operations staff’s
responsibility for spot ex-post reviews, Controller’s has the authority for and
Loan Administration staff do undertake selective audits in the field. Moreover,
several of the areas recommended for improvement--eg, standard terms of
reference for project audits--are within Controller’s domain and action on these
issues can be taken directly.

Remedial Actions

I agree with Jules that we need to tighten our managerial processes and
strengthen staff skills in addition to enhancing capacity among our borrowers. We can
always do more but it is only fair to point out that the situation is not as bleak was Jules’
memo would have you believe.

For many years, the Regions have been trying to help borrowers. There are a
substantial number of projects, in addition to IDF grants, which provide support for
countries to improve their financial systems; many structural adjustment operations
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involve improvements to public sector budgeting, accounting and auditing processes and
technical assistance projects provide needed investment and training in these systems. In
total, we have some 300 on-going projects which explicitly include assistance to improve
financial management in a variety of agencies and countries.

We have also taken steps internally. Each Region has a senior adviser on
accounting and auditing. Diagnostic reviews of financial management are being done in
selected countries, as Jules points out. In addition, the decision of the OVPs in late June
to establish and adhere to tighter business standards for the time taken to review and
follow up on audit reports is designed to both emphasize the importance of audits and
expedite corrective actions. The recent reissue of the staff instructions on audit
requirements already tightens by three months the “grace” period on receiving audits
before the Bank can take remedial action to suspend disbursements. I am also instructing
the regions to take firm and decisive actions whenever we receive qualified audit reports.

Beyond these steps, it is clear that we need to take a more fundamental look at
both the justification of our current audit requirements and the way we handle SOEs, so
as to minimize the Bank’s risk exposure and to be cost-effective and client responsive. In
reviewing our policies, we need to re-think why we are requesting four different levels of
audits and sometimes require a dozen or more audits every year under the same project--
at great cost to our borrowers. For example, does the requirement to have separate audits
of special accounts add any value when we also review the full documentation that
accompany the related requests for reimbursement?

We should also agree within the management team that we will allow about
three months’ of “grace period” for internal Bank review and processing of audit reports
submitted by the borrowers before treating an audit report as in non-compliance; this will
be consistent with the above mentioned business standards.

In addition, we need to discuss how Controller’s can better assist operations
staff in undertaking a more systematic ex-post reviews of the SOE accounts to
complement steps the Regions are taking to adhere to Bank policy, e.g. contracting of
auditors to do this work on behalf of the Bank.

My final observation is that I was most interested to read Exhibit III of Jules’
memo which is the back-to-office report by Mr. Michael Ruddy, who was Director of the
Accounting Department until December 1995, and who visited India, China and
Indonesia—which represent 25% of the Bank’s portfolio—to examine the reporting and
auditing arrangements in these countries on how they fit into the Bank’s own system of
risk management. Mr. Ruddy’s conclusions are that:

“in these three countries, there are comprehensive management control
system in place, including auditing systems. It was also clear that all three
governments are making a significant effort to respond to Bank accounting
and auditing requirements...... After looking into the government auditing
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procedures in these countries, I came away with a substantial level of
comfort on questions of: exposure or overall risk management, adequacy of
audit work and the level of interest on the part of these governments to meet
Bank requirements”.

As you can see, the report by someone who was Controller’s own senior
manager and who had responsibility for advising us on Bank policies related to
borrowers’ accountability does not support Jules’ assessment. I also find it curious that I
should be seeing this important document for the first time now—almost five months after
Mr. Ruddy’s report was written. It was not discussed with the Country Departments
concerned, nor did Jules refer to it during the last three months of discussion, not even
when he and I met on August 20.

Messrs/Ms. Sandstrom, Einhorn, Koch-Weser, Muis

a:/wd/jdwba/ma
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Washington, D.C. 20433
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CONFIDENTIAL
JULES W. MUIS August 21, 1996
Vice President and Controller
Mr. James D. Wolfensohn
Re: Borrower Accountabilit
Jim,
1y I refer to your request to prepare a memorandum on the borrower accountability

landscape and tentative remedial action proposals. Subsequently, Sven requested to prepare a
memo jointly with Gautam to present you a joint view.

2 Controller’s prepared a first draft dated August 14 (Exhibit II).

3. Gautam responded to this draft on August 15, per Exhibit I, which I subsequently
discussed with him on August 20.

4. On the eve of my vacation, I am faced with the question whether there is a reasonable
prospect of a joint position paper in the very near future. Although I am hopeful that we can
make more headway than ever before with Operations in terms of corrective action, I still think
the outcome to be too uncertain and the time too long to let you wait for a briefing at least from
Controller’s perspective. Hence, the enclosures, for your optional reading.

5. I have discussed with Gautam the unadulterated expression of his view that the
Controller’s draft of August 14 paints (for the first time) a 'dollarized' picture which serves to
be too sensational. Based on the explicit assumptions of the draft paper, we have properly
pictured the volatility of non-compliance in dollar terms over time -- recognizing that the cut-
off date is of particular significance. This cut-off date, i.e., July 1, has been the traditional cut-
off date used by operations for many years. The Bank used to take stock also at a December 31
but that was dropped some years ago on request by the regions because it proved too laborious
in terms of value for money.

6. Although the OPR Information System that is supposed to keep track of non-
compliance needs quite some upgrading, [ can comfortably confirm that my initial "seat off the
pants" guesstimate for July, i.e., close to $15 billion non or substandard compliance with our
own standards, is about right. Although we may get some (false) comfort from the fact that the
amount drops over the subsequent months to about half, this cyclical but structural non-
compliance with our own standards signifies reputational and prudential exposure in a system
that is already poor at entry, i.e., borrower financial project management level.

7. Of that a hard core of around $5 billion, the bulk, represents annualized disbursements
on a SOE bases, meaning disbursements where the task manager is supposed to check the
underlying evidence, but does not do it and/or mostly does not have the management skills for
it. We will be proposing fundamental procedural changes to Operations to remedy that.



. 8. Another core problem area is audit reports overdue for more than a year but against
which we keep disbursing ($410 million disbursement in FY96 on top of $0.5 billion
"overdue"). I have asked my Department to prepare a listing of the relevant projects and ask
the regions explicit explanation of the situation and why we should continue disbursing.

9. Finally, we have the qualified opinions Controller's will insist to review these, as a
matter of course to assure proper follow-up.

10.  We will propose other system changes, some fundamental, some procedural (see
Exhibit I and III) within the context of LACI, including limiting some of the Institution's
onerous audit requirements, subject to proper quality at entry.

11.  The Bank cannot afford taking the same picture year after year again of the same
unsatisfactory situation without either changing the goal posts, or enforcing its own standards.
It is my prediction that alternative calculations will not change the borrower accountability
problems as reported by Controller's this year and, year after year again, i.e., (a) weakness at
entry (financial project management level), (b) weaknesses at exit (audit timeliness, audit
quality, follow-up on qualifications), (c) weaknesses in process (skills), (d) weaknesses in the
SOE product (no review, skill problem), and (e) weaknesses in enforcement (reluctancy in
disbursement deferral upon violation of rules).

12, Controller's has a monitoring/reporting function/authority as regards borrower
accountability; prime authority to do something about it rests with Operations; we could, and

will be, more proactive on the subject than before.

13.  Although senior operational management may play down the nature and scope of the
problems, the annual non-compliance reports by middle management at regional level are very
self-incriminating. This internal inconsistency between appraisal and action is a major
reputational exposure of the Bank, unless it acts one way, or another, or changes its standards.

14. I hope that, upon my return from my vacation, progress has been made in our
discussions with Operations on a joint solution. Ad interim, I thought it important to give you
a head start on the issues of substance as this was promised to you by last week.

15. As for the dynamics of the disbursement process, in particular the weak links in the
decision/validation chain, the crucial junctures and responsible units, please find enclosed a
color-coded story line, per Exhibit IV. We'll be pleased to explain it to you.

cc: Messys. Kaji, Sandstrdm, Raghavan, Joscelyne, Choudhury, Andersen

‘ Ms. Einhorn
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Washington, D.C. 20433
Lib A,

GAUTAM S. KAJI
‘ Managing Director, Operations

August 15, 1996
Mr. Jules Muis, Vice President & Controller

Jules,

RE: An Overview of Borrower Accountability

I refer to your note of August 14 and the attached draft joint memorandum to the
President, which I received today.

I regret I am unable to sign it. In my opinion the draft memo and the underlying
analysis, by acts of commission and omission, paints a picture (the much heralded $15
billion!) which by confusing multiple elements, taking a snap shot on a cut-off date which

‘ produces the worst possible slant and not providing the full background and facts, serves
to create a sensational and alarmist document. While fully respecting your specific
functions in the Bank, I do believe all of us have a responsibility as officers and
professionals to present a balanced and considered assessment to the President.

All this is not to say that I disagree with the thrust of all your recommendations.
There are areas where we need to exercise greater care and follow through. We also need
to pay much greater attention to financial management capabilities in our borrowing
countries from a broader development perspective. But all such responses should be
considered against the backdrop of careful analysis and understanding of multiple
objectives being pursued.

Since your cover note makes it clear that the draft for joint signature is sent to me
on a take it or leave it basis, you are welcome to send your memorandum to the President
if you wish. I will then convey my views to the President separately. I will do so with
much regret as it is contrary to the values and management culture Jim is keen to
establish. On the other hand, if you wish to seriously discuss the issues, I will be pleased

to meet with you on Tuesday, August 20.
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The World Bank
Washington, D.C. 20433
LLEIA,

JULES W. MUIS
Vice President and Controller

August 14, 1996

Mr. G. Kaji

Gautam,

Enclosed please find the proposed joint memorandum for Jim on the borrower
accountability landscape, and tentative remedial action proposals. These are penetrating
and will need further study as to how to implement.

My experience in and out of the Bank with joint papers on positions is not very
good. On a number of topics -- i.e., MOV, pensions costs and cost savings opportunities,
IDA's financial policies and management oversight, outsourcing, salary scales -- where I
have shown restrain in communicating directly with the President, | ended up in the
quicksand of bureaucratic deliberations. One day this will catch up with Controller's and
its reputation. [ am not asking you to agree with all or everything in this proposed text --
the style is "Mouse" but as a matter of fact I have the impression we've come a long way

' to seeing this issue the same way -- but I hope you realize that I have my own

responsibility in letting Jim know if and when I foresee (ongoing) structural problems.

Thanks for accepting such a brief "reading period" and I trust we will put this
issue to rest in the coming couple of years: there is no quick fix!

Encls.

cc: Messrs./Mmes. Einhorn, Sandstrom, Joscelyne, Bassinette
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‘ DATE:  August 14, 1996 DRAFT

T0: Mr. James D. Wolfensohn

FroM:  Jules W. Muis, CTRVP and Gauw Director

EXTENSION: 81674 and 81384

susJecT:  An Overview of Borrower Accountability

1. This memorandum responds to your request for a summary of the current situation
with respect to borrower accountability, i.e., the dollar amount of disbursements unvetted,
in terms of unaudited or unsupported Statements of Expenditure (SOEs) as well as audit
reports qualified or not yet received; analyzes the underlying reasons for it; and offers our
recommendations for what structural actions the Bank should take to correct the situation.

1. THE PROBLEM

2 The World Bank does not seriously enforce the financial covenants in its loan
agreements. As a result, as of July 8, 1996, approximately $15 billion in disbursements
was in non-compliance with the Bank's own rules -- measured in terms of disbursements

' against projects with overdue audits, qualified audit opinions, and SOE documentation not
reviewed, or inadequately reviewed, by the Task Manager.

3. This figure of $15 billion approximates the ceiling of the Bank's current exposure

due to formal non-compliance with its own financial covenants. There are a number of
assumptions underpinning it which, if changed, would move this figure up or down. (See
Annex A.) One such variable is the timing of the snapshot, to which the number of

overdue audits in particular is sensitive. This reflects the variation in due dates, in turn a
function of fiscal year-ends of projects, which vary from borrower to borrower (with some
degree of homogeneity within certain Regions). We have used the traditional cut-off date ;-

of June 30. Given the aging of disbursements in non-compliance, it is reasonable to / :
assume that the $15 billion will come down dramatically within the next six months. And : ' 7 ™
ultimately, non-compliance typically diminishes to less than 5% within two to gars é“i;,

following disbursement. However, unless the Bank changes its ways, the cycle will repeat v
itself in the course of the next 12 months. And in any event, the dollar figure for non- s
compliance is too big to be tolerated.

4. Over the years, the exception has gradually become the de facto rule. This lack of
enforcement is due to an unwillingness to look at borrowers' non-compliance with the
prudential provisions of the Bank's loan covenants as sufficient reason for suspending
disbursements. This view has in turn led to inadequate resource allocation in the Regions
for staffing and training to ensure borrower accountability, resulting in the current severe
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shortage of skills among Bank staff with this responsibility. Equally lacking is sufficient
specialized support from which they can seek professional advice within the Bank. This is
not intended as criticism of the existing accounting and auditing specialists in the Regions;
on the contrary, we believe they are doing excellent work and under extremely difficult
conditions, in that they are seriously overstretched and current incentives for operational
staff do not value borrower accountability. Our assessment of the current situation is
corroborated by the resuits of the recent Control Self-Assessment with senior Task

Managers from across the Bank.

. SUMMARY OF RECOMMENDED ACTIONS

5% We recommend the following actions:

(a) First and foremost, the Bank's operational management -- at all levels -- needs
to demonstrate leadership and commitment to the Bank's making sound project
financial management a key development objective, and recognize it as one of
the primary contributors to development impact at the project level, as well as
a key accountability tool.

(b) The Bank should be serious about enforcing its own rules:

e by following its own stated policy of requiring that the borrower
establish proper financial management, accounting, and internal control
systems, acceptable to the Bank and formally reviewed by the external
auditor for the project, prior to project implementation; and

e by enforcing its own financial covenants regarding the receipt of timely
and reliable audits acceptable to the Bank.

(c) For those audits performed by the private sector under Bank-financed projects,
the Bank should negotiate audit framework agreements with international
accounting firms -- effectively franchising the audit work by region or country
cluster -- to allow for a much more focused and cost effective value added per
audit, beyond ex post accountability; and the Bank should examine from a
structural standpoint how audits are awarded to the public sector (Auditors
General) versus private firms.

(d) For each borrower country and over a period of time, the Bank should carry
out a diagnostic review of institutional capacity to sustain financial
accountability, to be fed into the governance and transparency aspects of the
Country Assistance Strategy, and to form a basis of discussion and action at
Consultative Group and Round Table meetings with borrowers and donors.

(e) Each Region should have a senior level financial accounting and auditing
capacity to assume a leadership role and to serve as the Regional focal point on
all aspects of borrower accountability.
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(f) Controller's needs to complete its Loan Administration Change Initiative
(LACI). Not to prejudice its outcome, recommendations here are still
tentative, but this much is clear: the loan administration function needs to
evolve from transaction processing to an integral part of the various phases of
the project cycle, with key responsibilities for portfolio financial management
(e.g., mandated review by Controller's of audit opinions that are not "clean").

(g) A major change in the Bank's skills base in financial management and
accounting and auditing is required, in Controller's as well as in the Regions.

6. It is important that all of the above actions be pursued and ultimately implemented.
Any one without the others will most certainly fail. Given the paradigm shift required, a
transitional period is needed. Some of the recommendations could be implemented in
selected Regions or for certain groups of borrower countries. Disbursement rates would,
in all probability, decrease initially but over the medium term rally to current levels or,
more likely, better. However, the pace of a transitional phase should not compromise
achievement of the overriding goal of making financial management a development
objective and ensuring that the Bank enforces its own borrower accountability policies
and, by so doing, nurtures a more enabling environment for development. Proper
execution of the Bank's fiduciary responsibilities cannot be cost-free. But it is reasonable
to expect that over the medium term, many of these upfront expenses will have proven to
be a high-yield investment in significantly strengthening both the Bank's and its borrowers'
efficiency and effectiveness.

IO PROJECT FINANCIAL MANAGEMENT: A DEVELOPMENT OBJECTIVE

2 8 If the Bank is to strengthen its effectiveness as a development institution, it must
make a paradigm shift, and make sound project financial management a key development
objective. To do otherwise is a disservice to our borrowers in terms of promoting good
governance, as well as to all of our shareholders in terms of our fiduciary responsibilities.

A. Current Situation

8. The Bank, in fulfilling its responsibility for the accountability of its funds, has
traditionally relied on (i) its procurement procedures; (ii) the receipt of properly approved
supporting documentation as evidence of the eligibility for disbursement against
expenditures for goods, works, and services; (iii) the physical observation by its staff of
the implementation and achievements of project components; and (iv) its requirement for
an independent audit of all projects to ensure that proceeds of loans and credits have been
used for the purposes intended.

9. Disbursements against SOEs have risen significantly (SOEs now account for 50%
of all disbursements) due to (i) increased lending in the social sectors, where
disbursements are of individually smaller amounts and relate to a much greater number of
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documents, and (ii) an increasing threshold for prior-review of procurement contracts, for .
which disbursements are generally made under SOE procedures. The move to SOEs has
signaled the increasing importance and need for Task Managers to review SOE
documentation in the field -- a Bank requirement as part of supervision missions. This
need is not being met, however, as it is widely recognized in the Regions that Task
Managers do not have the time, expertise, or motivation and incentives to carry out this
type of review.

10. A review of financial compliance by the borrower and the Bank as of July 8. 1996

showed a non-compliance equal to about $15.3 billion (based on the assumptions
discussed in Annex A). Of this amount, $8.9 billion is disbursements against

documentation, and $6.4 billion is disbursements against Statement of Expenditure (SOE)
procedures. Broken out by the three types of noncompliance, of the total figure of $15.3
billion, $11.8 billion relates to non-compliance by the borrower in terms of timely
submission of audited financial statements (only 41% of audits for projects disbursing in
1995 were received by the Bank on time, with "on time" defined as six to nine months
after the end of the financial year of the project entity); $0.9 billion relates to qualifications
with respect to audit reports received; and $2.6 billion in terms of SOE documentation not
reviewed by Task Managers in the field, as is required. The aging of those disbursements
in non-compliance is as follows: $5.3 billion relating to 1996 disbursements through end-
June, 39.6 billion relating to 1995 disbursements, and $0.4 billion relating to
disbursements for earlier years. (See page 1 of Annex A.)

11. A summary of these amounts by region, together with the assumptions used, is
shown on page 2 of Annex A. The SAS Region shows a relatively superior performance
(20% of audits for SAS projects disbursing in 1995 were overdue), with poor
performances from the LAC, ECA and MINA Regions (each with more than 70% overdue
for projects disbursing in 1995). It should be noted, however, that until recently, SAS has
benefited from having more time to comply -- a nine month grace period after the project's
fiscal year-end, as opposed to the six months more common in other Regions.

12.  The primary impact caused by the late submission of audit reports is the reduced
usefulness of these reports, both for providing financial management information for
project implementation, and for the Task Manager to monitor the project. Also, it is
highly likely that when an audit report is overdue, the quality of the eventual audit suffers
because key project managers have changed, records have become more difficult to find,
and consequently the audit becomes more form than substance. Over the past three years,
the records show that about 96% of all audit reports are eventually received, leaving 4%
unaccounted for. Those unaccounted for relate in part to problem projects in nonaccrual
and/or war-torn countries (e.g., Somalia, Yugoslavia), with some relating to projects
closed for which the audit reports were not further pursued.

13.  Non-compliance as shown in Annex A also includes about $900 million relating to
1995 disbursements for which the audit reports received had qualified, adverse or
disclaimer audit opinions. In most cases, these qualifications were not subject to
professional review and follow-up to ascertain the impact of the qualifications on project
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financing and whether the Bank's funds were being used efficiently and for the purposes
intended. Furthermore, Bank studies have shown that the receipt of most "clean”
(unqualified) audit reports does not provide sufficient evidence of financial accountability
for the use of project funds. Terms of reference for the auditors are not harmonized and
clear. Furthermore, audit reports are frequently not substantively reviewed by the Bank,
as those Operational staff charged with this responsibility are usually unskilled to carry out
these reviews.

14.  We observe that audit costs are abnormally high, triggered by the poor quality of
the accounting records, inadequate borrower capacity to judge value per audit. Auditors
frequently, therefore, carry out a significant amount of the accounting work themselves
and after the fact, and they often lack of a clear understanding of the project, Bank
procedures (e.g., SOEs and Special Accounts), and the financial structure of Bank-
assisted projects. In many cases, Bank staff have not properly defined the scope of the
audit engagement, which has added to confusion and cost. Based on discussions with
Bank staff in the Regions, we estimate that total audit costs (including government as well
as private auditors) for the Bank's approximately 1,800 ongoing projects amount to $55
million per annum. It is regrettable that the high amount of funds spent on audits provides
only limited benefits for the projects and the borrower, as audits are typically viewed as
merely a compliance control mechanism rather than as a transparent feature of
accountability and integrity.

B. Underlying Reasons

15. A Control Self-Assessment (CSA) which Controller's held recently with 42 senior
Task Managers with wide regional representation confirmed a substantive lack of financial
management skills and capacity in the Regions. While the Task Managers agreed that
good project financial management contributes significantly to good project management,
they also acknowledged that this was not the norm among Bank-assisted projects and
among borrowers in general. They also readily acknowledged that they simply did not
have the financial management skills themselves to fulfill effectively their mandate to
appraise and monitor borrowers' accountability and to take appropriate steps when this
was lacking. These views have been corroborated by the draft findings and
recommendations of the sub-group on Accounting, Financial Management and Auditing,
which formed a part of the Working Group on Core Services Needed by Task Managers
(created at the request of the Operations MDs' office).

C. Recommended Actions

(i) Meaning What We Say

16. First and foremost, the Bank's operational management -- at all levels -- needs to
demonstrate leadership and commitment to the Bank's making sound financial
management a key development objective, and recognize it as one of the primarv

contributors to development impact at the project level. as well as a kev accountability
tool. To give project financial management strategic priority, management needs to
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ensure that the new OP/BP 10.02 and the associated financial covenants in the Bank's loan
agreements are seriously enforced, even if this causes (short-term) delays in lending and/or
disbursements. Any such delays would probably be short-term only, in that over the
medium to longer term, strengthened project financial management should, in fact,
facilitate lending and disbursements.

17.  More specifically, the Bank should follow its own stated policy of requiring that
the borrower establish a proper financial management. accounting, and internal control

systems, acceptable to the Bank and formallv reviewed by the external auditor for the
project. prior to project implementation.. Without proper financial reporting and
accounting systems in place ex ante, subsequent project audits (also required by the Bank)

are meaningless (inasmuch as there is nothing meaningful to audit), there is no public or
private sector accountability, hence a country cannot survive economically, and the Bank
therefore compromises its own development effectiveness. If, however, the Bank is
serious about enforcing its own requirement that project financial management systems be
in place prior to project implementation, then it is far more likely that the borrower will be
able to produce timely and reliable audits for the Bank's -- and, more to the point, its own
-- review. The external auditor for the project should play a key role, by reviewing the
financial management system in place prior to project implementation -- the system that
will generate the information that the external auditor will subsequently be auditing.

18. The Bank should nonetheless also be serious about enforcing its own financial

covenants regarding the receipt of timely audits acceptable to the Bank. Per its current
policy, the Bank may -- at the discretion of the Regional Vice President -- suspend

disbursements for a given loan if an audit is nine months overdue or if the audit reveals
major deficiencies in internal controls, including insufficient evidence that funds have been
used for expenditures eligible under the loan agreement. The reality is that this sanction is
rarely enforced. The recent report from the Bank's Inspection Panel with respect to the
PLANOFORO project in Brazil is an example of a project which had inadequate project
financial management arrangements and audits outstanding for more than three years, with
no consultation with Controller's regarding the waiving of the financial covenants.
Experience shows that overdue audits are most often a symptom of inadequate financial
accountability, which in turn is detrimental to development effectiveness.

19.  The benefits -- to the borrower as well as to the Bank -- from timely and reliable
accounting and auditing include:

(a) providing the comfort needed by both the borrower and the Bank (and donors
where relevant) that project funds have been used efficiently and for the
purposes intended,;

(b) providing information needed to manage the project by those responsible for
implementation, and needed by both the government oversight department and
by the Task Managers to monitor project progress, to compare actual
achievements against plan for both cost and other key performance indicators,
thereby providing the opportunity for speedy remedial action where needed,
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(c) improving the efficiency of project monitoring by the Bank, by facilitating the
identification of project problems in a timely manner, thereby enabling the Task
Managers to focus on priority issues during supervision missions and to
monitor project progress even before going on mission,

(d) setting an example to the government for good financial management,
demonstrating the benefits therefrom and acting as an example for wider
adoption (as is currently the case with the Bank's procurement guidelines),

(e) serving as a deterrent to fraud and corruption; and

() allowing the Bank to simplify and streamline a number of its control
procedures (e.g., Task Managers' review of SOEs, disbursement procedures,
and the extent of audits required).

(ii) Audit Framework Agreements

20.  Each Bank loan generates, on average, 2.5 audits per year, for which the costs are
borne by the borrower. Approximately 50% of audits for Bank-financed activities are
performed by the public sector (Auditors General) and 50% by private auditing firms. Of
the latter, most are local affiliates of the "Big Six" international accounting firms. Last
March, Controller's sponsored a forum with representatives of these firms to discuss issues
of common concern related to these audits. The auditing firms' shared frustration
regarding lack of coordination on the Bank's side, as well as among cofinancing donors,
was apparent. Likewise, the Bank expressed its frustration with the lack of coordination
within a given international firm vis & vis the Bank as a principal co-user of the hundreds
of audits performed in connection with Bank-financed projects over the course of a year.
It was agreed that both sides of the table should consult internally and propose how a
more consolidated approach might be put in place.

21.  The Bank should seize this opportunity to rationalize its dealings with the
international accounting firms in connection with audits conducted for its borrowers. We
propose that for those audits performed by the private sector, the Bank negotiate audit
framework agreements with these firms -- effectively franchising this audit work by region

or country cluster -- to allow for a much more focused and cost effective value added per
audit, bevond ex post accountabilitv, In addition, the Bank should examine from a

structural standpoint how audits are awarded to the public sector (Auditors General)
versus private firms. Each firm would have one international partner responsible for
managing that firm's relationship with the Bank and the relevant borrower governments.
Such an arrangement would significantly reduce, if not eliminate, the fragmentation and
lack of coordination that exist today, and would provide better quality assurance in
auditors' services to the Bank and its borrowers. Terms of reference could be more
standardized, with audit framework agreements drafted by Bank staff with professional
expertise in accounting and auditing, rather than left to the discretion of individual Task
Managers not skilled in these areas. The quality of audits would improve ("quality in,
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quality out" as opposed to "garbage in, garbage out") and at the same time, audit fees for
our borrowers would be reduced significantly, in light of better guidance to the auditors by
knowledgeable Bank staff -- with the result that the cost of introducing good financial
management would be more than offset by the savings on audit costs within a short period

of time.

22.  Inlight of the international accounting firms' frustrations with the inconsistencies
among audit terms of reference for different donors under a given project, the Bank
should also consider including other donors in audit framework agreements. Initially, the
Bank should pursue this idea with the other multilateral development banks (MDBs), and
Controller's has included it in the agenda for the upcoming (September) MDB Controllers'
Forum. At a later stage, it could be discussed with bilateral donors as well.

(iii) Diagnostic Country Reviews

23.  To reiterate from the Financial Reporting and Auditing Task Force (FRAT)
Report, as well as from recent internal audit reports on financial accounting, reporting and
auditing in lending operations in the LAC and MINA Regions: We propose that for each

borrower country and over a period of time, the Bank carry out 2 diagnostic review of
institutional capacity to sustain financial accountability. The Bank should begin with those

countries where we know of serious accountability issues, and also where project
implementation problems are widespread, to avoid having to resolve the problem of poor
financial management on a project-by-project basis when many of these problems may be
of a similar nature. Therefore, a most urgent task would be to monitor the quality of the
financial management and reporting information currently provided to the Bank for
ongoing projects, and to assess their general level of accountability. Some Country
Portfolio Performance Review (CPPR) activities have looked at this cross-sectoral issue,
but usually superficially. And most Private Sector Assessments have ignored analysis of
the financial accounting and reporting basis of the country.

24.  Diagnostic reviews -- such as those performed in Moldova, South Africa, Angola,
Mozambique and Peru -- allow both Bank and borrower staff to be fully informed as to
the levels of efficiency of financial accountability likely to be available in a given country.
They identify what changes to institute and/or professional services to upgrade, possibly
under a subsequent Institutional Development Fund (IDF) grant or lending operation,
either free-standing or as a project component. Such diagnostic reviews have already led
to lending operations in several countries as well as IDF grants in others, to strengthen the
accounting and auditing profession. As such, these diagnostic reviews of institutional

capacity to sustain financial accountability should feed into the governance and
transparency aspects of the Country Assistance Strategy (CAS) and form a basis of

discussion and action with the borrower and donors at Consultative Group and Round
Table meetings.

25.  Our concern about the degree of efficiency of the financial services in a country
relates to the performance of both the public and the private sectors. Supported by an
adequate legal framework, a strong accounting and auditing profession is important for a
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program of privatization and for attracting private investors. The types of relevant
technical assistance that could be financed under an IDF grant (as already done in several
African and Asian countries) or a Bank loan (also as already done in a handful of
countries) would support: (i) drafiing of new or revised legislation; (ii) design or
modification of accounting, financial reporting and auditing systems in the public sector;
(iii) development of accounting standards and guidelines; (iv) design of new or modified
educational programs; and (v) training of trainers.

(iv) Efficiency Gains

26. A byproduct of ex ante financial management systems and the receipt of timely,
reliable audits is the opportunity to streamline the disbursement process itself. That is,
with proper internal controls in place, the Bank could afford to make larger disbursements
and fewer per project. This would be more cost effective for both the Bank and its
borrowers from an administrative and transaction processing standpoint. Over the longer
term, these savings -- together with (i) those generated by the efficiency gains accruing to
the Bank and its borrowers described in para. 19 above, and (ii) those derived from lower
aggregate audit fees under the audit framework agreements proposed in paras. 21-22
above -- would more than offset the additional costs associated with introducing good
financial management and serious enforcement of the Bank's current financial covenants,

IV. ORGANIZATIONAL IMPLICATIONS FOR THE WORLD BANK

27.  The above recommended actions have several organizational implications for the
Bank. Some pertain to the Regions, some pertain to the loan administration function
performed by the Loan Department in Controller's, and others pertain to how the Regions
and Controller's interface on borrower accountability issues.

A. The Regions

28.  Concurring with the views expressed by Task Managers, we believe that the
promotion of good financial management in project work requires senior level financial
accounting and auditing capacity in each Region, to assume a leadership role and to serve
as the Regional focal point on all aspects of borrower accountability. This function would
coordinate and manage the diagnostic reviews proposed above, advise on technical
assistance projects and project components that may emerge as a result of these reviews,
review incoming audits, assist with the design of project financial management systems as
part of project preparation and appraisal, and generally provide support and advice to
Task Managers on borrower accountability issues.

29.  Each Task Team needs -- and should have -- the support of staff assigned to
provide advice and assistance in all aspects of financial management. Some Country
Departments already have them in place. The support at the departmental level would
vary from being a direct assignment in the department to that of being provided through a
shared staff located in a Technical Department, an Operations Support Family, or their
equivalent.
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B. Controller's

30.  Aspart of LACI (launched in April 1996), Controller's is considering possibilities
for how to better integrate the loan disbursement and repavment process into the various
phases of the project cvcle, to ensure that this function is client responsive and cost
effective, while maintaining the Bank's financial integrity. (See Annex B for a schematic
description of the current loan disbursement and repayment process, and its inherent
control weaknesses.) Preliminary conclusions that have emerged thus far from the
information gathering phase of LACI are:

(a) the focus of the disbursement/repayment function must shift from transaction
processing to project controllership and financial portfolio management;

(b) the Bank's borrowers need better integration of the various aspects (i.e.,
technical, financial, disbursement, audit) of project review and monitoring by
Bank staff, and

(c) senior management in the Regions and in Controller's must jointly define the
competencies, skills and organization structures (including skills gaps and
training needs) required to maximize the Bank's effectiveness in ensuring
project financial management systems are in place.

C. Interface Between the Regions and Controller's

31.  From the borrower's standpoint, there needs to be a seamless integration of the
respective roles of the Regions and Controller's. In line with the above preliminary LACI
conclusions, Controller's is considering options for offering better support to Task
Managers on borrower accountability issues. Specialized support from within the Bank
would release the Task Managers from duties they currently try to carry out, frequently
without the required competence.

32. The Regions and Controller's would need to collaborate closely in negotiating the
proposed audit framework agreements and the audit terms of reference governed by them.
Bank operational policy should be changed such that any audit reports sent to the Bank
with qualified, adverse, or disclaimer opinions should automatically be sent by the Task
Manager to Controller's for review, to determine whether the audit is satisfactory to the
Bank. Current operational policy details appropriate consequences if it is not satisfactory.

V. SKILLS IMPLICATIONS

33.  The above organizational implications in turn call for a paradigm shift in the skills
base in Controller's as well as the Regions. As recommended above, the Bank will need to
ensure that each Region is staffed with a nucleus of professional accountants and financial
management specialists. In addition, the Loan Department plans to undertake a major
retooling initiative, to develop the skills of current LOA staff in project finance and
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financial management, or to recruit staff with those skills where training is impractical --
with the goal of shifting the loan administration function away from transaction processing
to portfolio financial management and controllership.

VI. TRANSITIONAL PHASE

34. The recommended actions outlined above are ambitious, and will take time to
implement. We should therefore envision a transitional phase, during which some of the
recommendations could be implemented in selected Regions or for certain groups of
borrower countries. Disbursement rates would likely initially decrease, but over the
medium term rally to current levels or, more likely, better. The pace of this transition
should not compromise achievement of the overriding goal of making financial
management a development objective and ensuring that the Bank enforces its own
borrower accountability policies and, by so doing, nurtures a more enabling environment
for development. Proper execution of the Bank's fiduciary responsibilities cannot be cost-
free. But it is reasonable to expect that over the medium term, many of these upfront
expenses will have proven to be a high-yield investment in significantly strengthening both
the Bank's and its borrowers' efficiency and effectiveness.

Annex A: Summary of Bank's Exposure as of July 8, 1996

Annex B: Schematic Overview of Loan Disbursement and Repayment Process

B Messrs./Mmes. Koch-Weser, Einhorn, Sandstrém, Joscelyne, Picciotto,
Choudhury, Raghavan, Andersen, Russell, Morris, Willams
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Page 3 of 4
BANK EXPOSURE DUE TO AUDIT NON-COMPLIANCE
. as of July 8, 1996
ASSUMPTIONS
1. Quality of ARCS data: The status of audit reports due and received has been

obtained from the Audit Review Compliance System (ARCS). The ARCS changes on an
ongoing basis as new entries are made, always providing an up-to-date snapshot except
when the system is frozen for data review. It provides, with respect to each Bank FY,
information such as reports due, received, status of audit reports received, etc. The
current review resulting in the figures in the "Summary of Bank Exposure" table is based
on a snapshot which was frozen on July 8, 1996 with respect to reports due for FY96.
The ARCS, which ACTCO inherited and reviews, is managed by OPRIS, with the
Regions responsible for managing their own inputs and for making adjustments where
necessary. Historically, the Regions have not paid sufficient attention to the ARCS, have
exercised poor control over inputs and adjustments, and have usually waited until annual
reviews are institutionally mandated. The ARCS also suffers from some system
weaknesses and is not user friendly. It is currently being reviewed for overhaul and
conversion to a PC-based system. We believe, however, that the information used for the
review is sufficiently reliable to provide a reasonable picture. The table does not include
the impact of about 100 audit reports for which due dates and audits received or overdue
have yet to be entered into the ARCS. Once these are entered, it is expected that they
‘ may increase marginally the percentage of non-compliance (now 59%). ACTCO has
requested the Regions to obtain and input the necessary information as soon as possible.

2. Percentage of audits as proxv for percentage of disbursements: The amounts
shown in the "Summary of Bank Exposure" table were arrived at by applying the

percentages of the number of audit reports to actual dollar disbursement information
obtained from LOA (e.g., 59% of audit reports for 1995 disbursements were overdue at
the review date; this was applied to the dollar amount disbursed in 1995 to arrive at the

{ value of such overdue). The exception to this approach was the project-by-project review

i carried out for those reports which were overdue by more than 12 months. While the

+ table shows $402 million disbursed in FY94 and FY95, with respect to projects overdue at
the review date for more than 12 months, it is worth noting that another $590 million was

" disbursed against them in FY96.

T,
3. Sensitivity to timing of snapshot: Due dates for the submission of audit reports to
the Bank vary, but are most often six months after the end of the projects' fiscal year.
Many, particularly in the SAS region, have due dates nine months after the end of the
fiscal year. (OP/BP 10.02 seeks to have all projects using a six months due date [grace
period] for submission of reports). Financial year-ends also vary -- typically December 31,
March 31 or June 30 of each year. For the purposes of this review, we have used
December as the year-end, and six months as the grace period, because it is the most often
used and we feel it provides the closest to an average picture. For example, SAS currently
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compares favorably with other regions, as most of its projects have March year-ends and
December due dates (a review at June 30 allowing a period of 15 months before it shows
non-compliance); compared to LAC projects, which usually have December year-ends and
six months grace period (a review at June 30 showing non-compliance immediately after
the grace period of six months), How the Regions fare in a comparison with each other is
therefore influenced by the date of the review. A more in-depth review may show for each
Region the truer picture of delays with respect to the grace period allowed, but such a
review at this time would be faulted by the current poor management of the ARCS,
including data entry dates well after the Bank's actual receipt of audit reports. It should be
noted that the 59% non-compliance figure for 1996 disbursements would be even higher if
we had included those reports received but after their due dates.

4, Qualified audits: The table shows $906 million relating to 1996 disbursements for
which the audit reports received had qualified, adverse or disclaimer audit opinions. (This
dollar figure is derived from the percentage of such reports received.) If the same
percentage (15%) were applied to the disbursements of the entire year (including reports
not received), the amount exposed would increase considerably to $2.2 billion. Instead,
the lower amount has been used in the table, as experience shows that many of the audit
qualifications are not material and do not relate to the use of funds. Many qualifications
are with respect to immaterial amounts and insignificant regulations that have no impact
on project funds and relate more to comments expected in a management letter instead of
in the audit report. However, about 50% of all audits are carried out by government
auditors, who tend to be more reluctant than private auditors to give audit qualifications.
When LOA is informed by the Region that an audit qualification identifies ineligible
disbursements, the amount is always recovered or covered by substitute expenditures.

- Disbursement against SOEs: The table includes SOE disbursements during the six
months period January to June 1996 in the amount of $2.6 billion. The SOEs for these
disbursements should have been reviewed by Task Managers as a normal part of their
project monitoring, but it is almost never done. No recognition is made in the table of the
Task Managers' lack of review in the year to December 1995, since we assume that the
audit would have covered this period. We should note, however, that the Task Managers'
review should consist not merely of checking documents but, more importantly,
identifying expenditures ineligible for financing under the project. This safeguard has also
been missing for earlier years, even though audits may have been received.

6. Special Accounts beyond project closing dates: The table does not include $29
million in Special Account balances for projects which are more than six months beyond

their closing dates.

2 Adjustment loans: The table does not include any reference to disbursements
under adjustment loans ($4.6 billion in FY96) even though by their nature, these funds are
not effectively monitored by the Bank to ascertain their ultimate use.
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LOA provides written instructions
to borrower on withdrawal procedures
including min withdrawal threshold

LOA establishes loan
characteristics in LAS <
| (Loan Administration System) |

Borrower submits
specimen signatures

‘ Sanctlon
Withhold SA advance until comfort letter received.

hvttestes e il aopesl treakdowag
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Lo,Disbursement & Repayment Process .

L.og application into LAS within 24hrs.

of receipt - done by staff independent
of processing function

Control Point
Review

Withdrawal
|_Application

® Appropriate application form

* 35,000 applictions ® Signed by authorized signatory
per year of which 95% ® Check that application is not a duplicate
are Investment Lending ® Sufficiency of funds

® Application amount above min threshold

® Compliance with disb. conditions

® Payment instructions appropriate

® Correct disbursement % applied

® Correct arithmetic, calculations

® No suspension of disb. in effect

® Application Summary Sheets match submitted
documentation (for full doc only)

Special Commitment

- Request for Issuance S

e Application Form 1931 + Application Form 1903
* Copy of I‘./C * Tables detailing expenditures -
* Contract if greater than procure “Statements of Expenditure”
ment prior review threshold *Detailed information required
i ] if foreign supply > $100,000
Request for Payment - Name/address of supplier
. - Contract number and date
di‘;ﬁg::’:;gv i]:vnk performs - Description of goods
g - Contract amount
* Negotiating Bank sends | - Amount and date paid
TR e, fo Bk W *Summary information required

if local supply or foreign supply
< $100,000 - type of expenditure
- country of supply

= QG (4

Ll e

(LT LS T TR [

illorrcwer } lOperutIon;II LOA l CSH

Determine app

Determine if submitted documentation is satisfactory

Investment Lending Contn’oints

Capture details of expenditures such as:
4+ currency & amount approved * expenditure type |

e disbursement category « source of supply
» SOE or full documentation e contract details

| * L pendiinres consistent with project descripiion

{itevirate detaritinarion ot be wrgedy vhie fo lisured

| prrenieet Reosleefoe of LA syl

*Goods/services from eligible countries

*TM procurement clearance received if contract subject
to Bank prior review

® Expenditures incurred during period of eligibility

®* Amount excludes taxes

® Check that expenditures not duplicates

If SOE, info. provided may be insufficient to verify these items

' Full Ddcumentation

« Application Form 1903
* Tables detailing expenditures -

SA

*SA bank “Summary Sheets”
statement  Contract
*Borrower SA * If Goods - supplier invoice and
reconciliation bill of lading
« If Works - contractor statement
of work performed

|« If Services - consultant invoice
|« If Reimbursement- evidence of

payment




Lo,Disbursement & Repayment Process . Investment Lending ControlPoints

Control Point

Perlorm Sample SOE

| Obiain ideqguale nancial Link project ‘ Perdvnin sample
FEpITES 1o mmilor hormwer Pl et ‘ review of procure-
financial management and status with | ment posi-review
dccoumting sy siem disbumscement siams | Lonieacts
L = Depending aon

‘Supervision | i

' EL « [nform borrowers,
povernmenl, and
independent aoditors
ol [ndings

L \ o
Lind to 1 m 20
o [f loan agrecmiehl reguires contracts
subimissaong of such reparts, :
disburscments may be
suspeiided

o Summgrize S1E
Finnclities in anncey
Form 590 and specily
Limiinge of nexl review.
Copy annex to
Disbursement Officer

. —= == * LOA supplements TM
Monitor Special Account Status including: SOE review - (less than
- misuse of funds 1% of total SOE
- receipt of monthly SA bank statements applications)

- receipt of monthly SA replenishment applications

b Sonction
o If SA inactive for 6 months: send notice requiring
refund in 90 days unless account becomes active

Sanction

o [f Lpplure (o meci SA t:mligali()rls continues Lo o AFR has conditioned board
12 months: suspeid disbursements or tongdition presentation / advance in

bosard presentation [ SA advince oF pew logns several cases

(L RERT TR R T
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Lo,Disbursement & Repayment Process . Investment Lending Contro’oints

Send billing ol _

statement to 2% Payment

borrower 6 weeks §— T received?
before due date T

At 5 and 15 days overdue,
LOA reminds borrower of overdue payment

Sanction
presentation and loan signing on re

At 35 days,
LOA notifies borrower of loss of eligibility for waiver of interest charge;

« If RVP decides to delay notice,
must advise MD, CTRVP, FPIVP,
and LEGVP

At 53 days,
CD director informs cofinanciers of impending suspension

| RVP recommends any delays
| to MD and advises CTRVP,
FPIVP, and LEGVP

Adier al least 30 days of continunus suspension,
RYP approves cancellation of loan balances




Lo.l)isbursement & Repayment Process ‘ Investment Lending Contr(’()ints

Thresholds
*85 million for direct payment

to suppliers, negotiating banks, etc.
310 million for reimbursements

to borrower

Control Point

Review the application review
process - done by reviewer’s
supervisor

If application amount is above
threshold, 2 LOA supervisor
approvals are required

A

significant

Application
problems?

No problems

Extent of
problems?

correctable

deficiencies limited to

As appropriate, coordinate part of application

with TM, Resident

Mission, and Borrower
to correct problems

Reduce application
by amount of ex-
penditures claimed

whose eligibility
cannot be confirmed

deficiencies related
to entire application

Approve application and transfer
payment instructions electronically
to Cash Management Department
or
If application for Special Commit-
ment, issue SC to negotiating bank

Reject application
and return to
borrower

Indicates areas of control breakdowns

gBorrow.e:.EE IOpentlons] L LOA l CSH KeyControH’oinb




Lo,Disbursement & Repayment Process ‘ Investment Lending Controlr oints

% 3 ovie . : -? 3 ] v » AR - .
Select auditor : Review auditor’s independence, Monitor compliance

activities § TOR and agree 10 auditor deadlines

iy - tl by start of project  § gualifications, experience. and with report submission
Control Point | B project | 1

. Imroving trend begun last year

Yoo it Receive e No
reports?

* Limited report review «41% of " reports due )
by qualified staff : : in FY 96 received on time Closing date on loan not
Audit reports Inform borrower extended, condition
Yes acceptable? & request revised negotiation or board

submission

presentation of new loans

* Limited problem

identification due
to poor report,
quali

Identify ran? ‘ sl i
Report S —1l * Limited follow- W/in 30 days send warning
; emediz i : e
identifies : l:( 2 : up due to limited notice of requirement for
: ; : actions, ¢.g., ; ; :
project financial A Bank report review submiission w/in 90 days
i tech. assistance £

accountability . :
problems? > or special audit —
arrangements Sancuons
e Limited link between It 90 day deadline passes,
Operation’s audit status discontinue SOE
* Limited ineligible monitoring and LOA’s disbursement and withhold
expenditure withdrawal application SA replenishment
identification due approval

Request borrower
{0 submit substitute

If audit compliance 1s not

Disburse- > T
achieved within 9 months.

ment of

ineligible expenditure RVP may suspend
i panﬂur o documentation or disbursement
< o
refund amount

disbursed

Provide ongoing
updates to Audit
Reports * For most projects update
Compliance is only performed when the
System (ARCS) annual Bank-wide review is
; carried out

Indicates areas ro

!LBnrrowerj Ppentm“ LOA ] CSH KBth)mrd?dm




THE WORL D BANK/INTERNATIONAL FINANCE CORPORATION EXHIBIT III

CFI1CE MEMORANDUM

ATE: March 25, 1996
TO: Mr. Fayezul Choudhury, ACTDR and Mr. V.S. Raghavan, LOADR

FROM:  Michael E. Ruddy Y} § ¢

EXTENSION: 81664
SUBJECT: Financial Reporting and Auditing of Bank Projects and Their Adequacy for Risk
Management
1. The purpose of the study is to look at how well, in the countries with best practices

(India, China and Indonesia), the reporting and auditing requirements of the Bank promote
financial control, project implementation and project management oa the borrower side, and
how well the products of these requirements fit into the Bank’s own system of risk
management. These countries were selected because they represent about 25% of the
Bank’s portfolio and because, in the opinion of the Loan Department staff, they represent
best practices worldwide with respect to borrower compliance with Bank reporting and
auditing covenants. This study does not look at the broader issue of environmental
controls over the use of government funds.

2. In order to ground the study and focus on concrete processes, practices and
problems, 15 projects were selected (5 in each.country) to use as a basis for dialogue on
what is being done today by borrowers and by Bank staff to carry out agreements and
responsibilites for accounts and audits. Bank task managers for these projects were
interviewed at headguarters and in the field to determine how specific requirements were
defined in a project (how the accounts, financial statement and audit TOR were defined)
and how task managers carried out their responsibilities with respect to reviewing audit

. reports and Special Account operations. On the borrower side, these same 15 projects
were the basis for a dialogue with four separate constituencies in the governments (the
Minisuy of Finance office responsible for Bank operations, the government line agency at
the central level responsible for implementing Bank projects, the central audit agency and
the project entity at the implementation level) to see what role they played in defining these
projects’ financial statements, audit requirements and how they used the audit reports
produced.

3e The interviews with task managers showed that there is a significant gap between
what is expected of task managers and what they can in fact do. For the most part. they do
not have the time, the skills or the interest to deal effectively with issues of accounting and
auditing. These findings do not differ from other studies on this subject. They confirm
that task managers are not, as a general rule, able to carry out a number of responsibilities
assigned to them. This is particularly true of the SOE monitoring function that should be
done as part of regular supervision.

4. On the borrower side it is clear that in the three countries visited there are
comprehensive management control systems in place, including auditing systems. There
are primarily government systems of management (budget systems, transaction processing,
budget accounting and cash disbursement systems) which are strong on the control side,
but weak on the project management side. It was also clear that all three governments are
making a significant effort to respond to Bank accounting and auditing requirements.
China has some 3,000 auditors working on 170 Bank projects for seven months a year.

In all cases the independence of the audit agencies is not an issue nor is the credibility of the
audit work being done, given the compliance nature of audit TORs agreed to by the Bank.
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De After looking into the government auditing procedure in these countries, I came
away with a substantial level of comfort on questions of: exposure and overall risk
management; adequacy of audit work; and the level of interest on the part of these
. governments to meet Bank requirements. I also came away from the experience with some
questions on : how well the Bank has been able to articulate what it wants in the way of
audits and what it wants to get from these audits; how fully Bank staff understand the
complexity and linkages between management systems and financial control systems in
various project structures; why we have fragmented the process of requirements and
standard setting across operauons when this could be done so much more professionally
from the center; and how do we expect to move forward in the areas of accounts and audits
when the people given the principle responsibility (task managers) do not have the time, the
skills, the resources or the interest in this work.

6. Against this backdrop of findings the report makes four major recommendations:

0 Drop formal audit requirements for Special Accounts. These audits
duplicate what is done by the disbursement officers when a Special Account
is replenished, and they add little value to the process of risk management.
The loss of these audits would not alter the risk profile for the Bank (page 9
of the report);

) Place responsibility for Statement of Expenditure audits with the Loan
Department, and relieve task managers of this burden.. How SOE accounts
are set up, what kind of reporting is appropriate, what is audited and how
should be the business of the Loan Department (pages 9 and 10 of the

report);

0 Differentate borrower accountability requirements for revenue projects
executed by separate legal entities from projects implemented by
government agencies (non revenue projects). Revenue projects are prepared
by Bank staff who are fully conversant with the financial and accounting
aspects of operations in these entities. These staff are, therefore, in the best
position to manage financial covenants and all other aspects of borrower
accountability for these kinds of projects. In the case of non revenue
projects executed through line agencies of the government, the
responsibility for setting minimum standards and for monitoring compliance
should be with Controllers (pages 10 and 11 of the report); and

0 Some experimentation with alternative audit compliance approaches is in
order -- the use of periodic instead of annual audits (start up year, mid term
and completion); introducing performance audit to replace financial audits in
some countries to improve the value of the reports and audit input; waive
project account audit where the Region has developed alternative ways of
assessing risk; and develop formal technical assistance training programs
for government audit agencies to up grade the quality and content of audit
work, not just for the Bank but for the countries as well (pages 12 and 13 of
the report).

Attachment

o Messrs/Mmes. Muis, CTRVP; Andersen, ACTCO; Hwang, LOAEL; John,
LOAAS:; Perera, LOAAS; Russell, ACTCO; Sengamalay; LOAAF
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The World Bank
Washington, D.C. 20433
U.S.A

GAUTAM S. KAJI
Managing Director
Operations

August 27, 1996

Mr. James D. Wolfensohn

RE: Interim Trus¢ Fund

Jim:

As you know the resolution establishing the Interim Fund delegates approval
authority to the President in consultation with a Committee of Executive Directors
representing contributors and borrowers.

We have some credits which now need to be approved and hence we need to agree
on the specific procedures. Please see the attached draft which has been agreed with
‘ Shihata and Zhang. I had discussed the concept briefly with Sven. All of us are in
agreement and I want to check with you whether you had any concerns. The procedures
proposed would essentially mirror the “streamlined procedure” we have today, except
that it’s the President who approves, and not the Board.

’2&%““ =
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The World Bank
Washington, D.C. 20433

US.A.
‘ JAMES D. WOLFENSOHN

President

August 27, 1996
Memorandum to the Executive Directors

Procedures for Consultation and Approval of Credits
Funded out of the Resources of the Interim Trust Fund

L The Resolution of the Board of Governors of IDA (Resolution No. 184 adopted on June
26, 1996) establishing the Interim Trust Fund (the Resolution) provides in Section 5 (c) that:

“Each Interim Fund Credit will be approved by the President of the
Association after consultation with'a committee of Executive Directors

’ representing the Interim Fund contributors and eligible borrowers of the
Association or the IBRD.”

2 The “Report of the Executive Directors of IDA on the Interim Trust Fund for FY97”
(IDA/R96-64), dated April 16, 1996, states that the Deputies agreed that a separate approval
procedure should be established for operations financed by the Interim Fund. They
"recommended that operations be approved by the President of IDA after consultation with a
committee composed of Executive Directors representing the contributors and eligible IDA and
IBRD borrowers (the Committee). The Report further states that the Committee “would agree on
appropriate procedures for reviewing and commenting on draft project documents, which would
be similar to those prepared for IDA-financed projects.”

3 In view of the foregoing, and in order to give effect to the provisions of Section 5 (c¢) of
the Resolution, the following procedures are proposed for adoption by the Committee:

(a) In all cases other than those referred to in sub-paragraph (b) below, the concerned

Managing Director would circulate the documents for the operation consisting of a Memorandum

from the Managing Director together with a staff appraisal report (the Documents) to the

members of the Committee for their comments. Questions and comments would be referred to

the staff specified in the covering memorandum from the Vice President and Secretary within

fifteen working days of circulation in the case of adjustment operations and within thirteen

‘ working days thereof in the case of other operations. The Managing Director, after the expiry of
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the period specified for receipt of comments made by the members of the Committee, would
submit the proposed operation to the President for approval noting the comments received from
the members of the Committee and, when applicable, the measures taken in response to such
comments. The President would issue his approval after reviewing the submissions by the
Managing Director. However, in the event that the comments received from the members of the
Committee raise significant issues on which the views of the Executive Directors cannot be
reconciled, the President intends to convene a meeting of the Committee to consider such issues
prior to issuing his decision on the proposed operation.

(b) Where the proposed operation raises new policy issues, or otherwise covers a
complex or controversial project, the Managing Director concemned would circulate the
Documents for the operation to the members of the Committee for their review and discussion in
a meeting to be chaired by the President or a Managing Director acting for him on a date which
shall not be less than fifteen working days for adjustment operations and thirteen working days
for other operations after the date of circulation of the Documents by the Vice President and
Secretary. The President would decide on the operation after such review and discussion by the
Committee taking into consideration the outcome of such discussion.

4. Recommendation:
I recommend that the Committee of Executive Directors referred to in Section 5 (c) of the
Resolution adopt the procedures described in paragraph (3) of this memorandum.

Acting President



THE WORLD BANK GROUP

ROUTING SLIP DATE: August 23, 1996

" OFFICE OF THE MANAGING DIRECTOR |
OPERATIONS

NAME ROOM. NO.

Mr. James D. Wolfensohn . =

By fax 307-733 9110

To Handle ' 7 Note and File
Appropriate Disposition | Prepare Reply )
Approval ‘ Per Our Conver;ation
information hécbmn?endations
RE: :
JORDAN
REMARKS:
Jim,

Attached is a current report on the Jordan situation and issues that
might come up when you see the Governor of the Central Bank of Jordan.
Please see the para marked on page 2.

Gautam

FROM: EXTENSION:
Gautam S. Kaji 81384

fo dbpund w(fle —



THE WORLD BANK GROUP

ROUTING SLIP

DATE: August 23, 1996

OFFICE OF THE MANAGING DIRECTOR

NAME ROOM. NO.
Mr. James D. Wolfensohn, President
By FEDEX
To Handle ) Note and File
Appropriate Disposition Prepare Reply
Approval Per Our Conversation
Information Recommendations

RE: Pakistan - Contingency Plan

REMARKS:

Jim,

Please find attached our current reading of the situation and the
contingency plan. I would like to discuss with you next week how
we come to closure on a “go/no go” on the Pakistan part of your
South Asia trip.

FROM:
Gautam S. Kaji

EXTENSION:
81384

fd ooy w / Gle
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The World Bank
Washington, D.C. 20433

Gautam S. Kaji
Managing Director, Operations
Tel.: (202) 458-1384
Fax.: (202) 522 3399
Facsimile Transmittal Form

DATE: AUgUSt 22, 1996 No. of Pages: 8
(including this page)
TO: Mr. James D. Wolfensohn, President

FAX #:  307-733 9110

CONFIDENTIAL

Jim,

Attached are the two notes on Pakistan that | spoke to you about.
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* THE WORLD BANK/IFC/MIGA

OFFICE MEMORANDUM

' DATE:  August 21, 1996

To:  Mr. Gautam Kaji, Acting President
Mr. Caio Koch-Weser, EXC
Mr. D. Joseph Wood, SASVP
Ms. Mieko Nishimizu, SA1DR

FROM:  Shahid Javed Burki, L&&«EW ol E'o,./..l va\; .

EXTENSION: 82332

SUBJECT:  Visit to Pakistan

My just concluded two-week home leave turned out to be a working vacation.
Given Pakistan’s current economic, political and social situation, I don’t think I could have
avoided the meetings sought by senior policy makers or the media attention that inevitably
accompanied these deliberations. There was only one regrettable episode that occurred
during my stay: a headline carried by one of the English language newspapers (The
Nation, August 16, 1996) that the World Bank was taking a serious view of corruption in
Pakistan. The story that followed the headline was reasonably accurate, given the
standard of journalism in the country. The story grew out of a long conversation with a
‘ few journalists. I was asked about the World Bank’s view on corruption. [ said that the
Bank’s view was articulated by Mr. Wolfensohn in a recent Financial Times write-up. We
regarded corruption as a highly corrosive phenomenon. It results in a severe misallocation
of resources, people invariably lose confidence in corrupt states. What was the Bank
doing about it, I was asked. I said that the macro-economic policies we advocated reduce
the opportunities for rent creation and, therefore, the incidence of corruption. I said that
we had a highly effective system of procurement in place which ensured transparency and
competition. Countries would do well to adopt similar systems of government. Those
who had moved in that direction - as China had done - had benefitted a great deal.

Let me now return to the main point of this note: impressions gleaned from the
conversations I had with the country’s senior policy makers and my own analysis of the
situation in the country. I had two meetings with President Farooq Leghari and spent a
total of nearly five hours with him. I met General Jehangir Karamer, Chief of Army
Staff, for more than an hour and had extended conversations with V.A. Jafarey, Shahid
Hasan Khan, Igbal Haider Zaidi, Special Assistant to the Prime Minister, and Moeen
Afzal. 1 also met with Sartaj Aziz, Mahbubul Haq and a group of businessmen and had a
three hours long “open dialogue” with a group of academics on the subject of the reforms
I thought needed to be launched immediately and those that needed to be implemented
over the medium and long term. A transcript of this presentation was prepared and is
likely to be published in Dawn.
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I avoided meetings with politicans. Both leaders of the opposition—Nawaz Sharif
and Imran Khan—wanted to get together with me but since I had not met with Benazir
‘ Bhutto, I thought it would be imprudent to meet with them.

I return from Pakistan with the following impressions:

¢  One, the present government has lost all credibility with the people. At the
same time Islamabad has little confidence in the opposition. People expect
some action some time soon from the Islamabad establishment.

e Two, the economy is moving towards a serious crisis. (In all my discussions I
very deliberately avoided using the world “crisis”; preferring to talk about
problems and difficulties. Jafarey told me that he very much appreciated that.)
There are five pressure points building up: increased budgetary deficits, with
almost panic spending by the government to buy political support; inflation,
with a serious erosion in real incomes; possible bank failures; flight of capital;
serious industrial recession accompanied by a sharp increase in unemployment.
There is enough going wrong with the economy to produce a Mexico-like
situation.

e Three, breakdown of law and order, which now engulfs most large cities. Only
Islamabad has been spared.

® Social restiveness, which may bring people to the streets as they have done in

‘ the past.

Those who understand the economy—Jafarey, Shahid Hasan, Moeen
Afzal—share some of these perceptions. Jafarey said to me that he will have a crisis of
unprecedented proportions if the does not reach agreement with the Fund by end-
September.

As to the Bank’s role in the near term. Jafarey believes that he needs the Bank
(and, of course, the Fund) to come to the aid of the government. He is puzzled by the
Fund’s displeasure: “I have implemented each one of their proposals in the FY97 budget,”
he complained. Some other senior officials want the Bank to send a strong signal to the
government on the need for action on the budget, credit expansion, resolution of the
banking crisis, corruption, poor governance. A number of people worry that, in spite of
earnest efforts by the Bank, the Social Action Program funds are being used for political
purposes. Some others are extremely concerned that the government may be preparing to
scuttle the energy policy since it has reduced the opportunity for graft and favoring
friends.

I am not prone to exaggeration. I am also not given to pessimism. But I thought I
should share some of my thoughts with you upon my return from Pakistan.

I would appreciate it if this note is not circulated beyond the four addressees, unless
’ you want to share it with Jim Wolfensohn.
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ines Updated On:Wednesday, August 21, 1996

WHERE DO WE GO NOW?
[Syed Shahid Husain, Dawn, August 10, 1996]

g Changes in economic policy in Pakistan generally emerge from
crises when there are few options and little flexibility. In the last few
years, debt service has been allowed to balloon, public employment has
expanded through numerous political appointments and Commitments have
been made for large defense purchases without adequate consideration of
tradeoffs. So, in making the budget, the government tied its own hands.
The sole option was to "round up the usual suspects", those who already
pay taxes, and tax them more. The goose that lay the golden egg may,
therefore, be killed. If businesses pay all the taxes, they might as well
close shop. However, if these taxes are not collected, workers and the
middle classes will pay because the value of their earnings will be eroded
by added inflation.

2 . The dilemma regarding the banking system is no less serious.

Mismanagement and cynical looting have reduced the public financial

institutions to empty shells. Thirty to forty percent of their loans may be

uncollectable. If nothing is done, as is the current policy, the entire

monetary and banking system will be jeopardized. If the government

& nses their balance sheets, the fiscal cost will be huge. In the absence of
conian reduction of public expenditure, people, at large, will bear the
through additional taxes and inflation.

i The State Bank has given exchange rate guarantee on nine

billion dollars of deposits and short term debt. With each rupee
appreciation of the dollar, the State Bank loses nine billion rupees! Foreign
banks bring dollars, get exchange rate guarantees and lend not at dollar
interest rates but rupee interest rates. What a deal! The government,
strapped for cash, has no option. The handling of the foreign exchange
situation is day to day. At all cost a run on the dollar deposits must be
prevented. So, there is panic if the Governor State Bank is purported to
resign or if the IMF refuses to send a mission. Yet, the mere reappointment
of the governor and the announcement of an I.M.F. mission are like putting
a thumb in a crumbling dike. The organic makeup of the problem does not
change; the day of reckoning may just be postponed.

4. The question is not whether an economic crisis can be

avoided. Pakistan is in a deep economic crisis. The government has no

social purpose left and is totally preoccupied by day to day survival. The
question now is whether a financial crash can be avoided. I recently spent
some time in Paidstart and met a large number of thinking people in
government, business and politics. Except for a handful in government, I

did not meet anyone who thought that the situation could be salvaged with
the current policies. This consensus is shared in bilateral and multilateral
lending agencies. A high official in an international agency described the
cuIient policies as tax and misspend. According to him, while taxes on

who pay have been raised to absurd limits, projects in Islamabad and
-- convention Center, Bhutto Memorial and Pakistan Memorial--



urces. Another international financial institution is so concerned that it
constituted an internal watch committee to monitor Pakistan’s financial

situation

,ing tens of billion rupees are going ahead as if there is no scarcity of

5. 1t would be easy to throw up one’s hands and say that Pakistan is
ungovernable. However, there have been important instances of economic

and social reconstruction in the wake of economic breakdown in a number

of developing countries- Indonesia after Soekarno, Chile after Allende,
Peru after Garcia and Argentina after the Perons and military dictators.
There are also cases where crises are never resolved and, ultimately, the
state as the principal instrument for an organized society ceases to exist,
e.g.. Somalia, and Rwanda. In Chile and Indonesia, military governments,
aided by technocrats and with the support of the middle classes,
restructured the economies and laid the foundations of vigorous growth.
Chile now has a thriving democracy and and one of the most vigorous
economies in the world. In Argentina and Peru, deep structural adjustments
took place under democratic regimes which came to power after total
economic breakdown and hyperinfiation. In each case economic

breakdown helped to solidify a national consensus for change and the
accompanying sacrifices by important sections of the population. In
Indonesia, Argentina and Peru external support was critical to facilitating
the transition and easing the pain of adjustment. In these countries there
was a solid political backing for economic policy makers. However, none

of these faced the geo-political situation that Pakistan does.

Getting back to Pakistan. It is conceivable that the

ent setup continues, the financial situation continues to deteriorate and,
after a financial breakdown, a solid national consensus develops for a
fundamental political and economic restructuring. But the underlying
economic structure is so weak that, after a total economic breakdown,
reconstruction may be close to impossible and our national unity and
security may be jeopardized. Because of Pakistan’s heavy dependence on
external finance, foreigners are an integral part of our domestic political
scene. Their price in concessions on strategic issues will be heavier the
greater the burden of adjustment and the deeper our begging bowl. Time is
of the essence. The balancing elements in our governmental structure, led
by the President, now have the responsibility for a concerted effort to
educate the people on the depth of our national crisis and what needs to be
done to resolve it. At a minimum, any future government must have the
mandate, the capacity and the tenure to plan and implement significant
economic and political reform.

7. Whatever the political sequence, we need a national
debate on the key elements of political and economic reform. Let me
suggest a few issues for such a debate:

8. Political reform: Constitutional reform, by itself,

does not change political behavior. However, the feudal stranglehold on

our political system can not be eased nor the political power structure

broadened without a census and an electoral reform. A census must be held

before another election and the constituencies reapportioned so that the
ding urban population can have the representation it now lacks in
ament. Simultaneously, we must, as a nation, focus on the urban



lem. The problem of large cities must be considered as a political, as
, as management issue. A fair measure of self government for large

ies is essential.
9. An electoral reform is essential to rectify the current
situation in which electoral expenses are so high that only moneyed people
can contest elections. Perhaps it is time to think of a complete ban on
private financing of elections and limited public financing of electoral
campaigns. With our experience of political corruption a strict code of
conduct for elected representatives and an independent tribunal to enforce it
may not be out of order.

10. Governmental reform: Our fiscal problem cannot

be solved without a drastic reduction of the size of the central and
provincial governments. There should be a comprehensive review of each
governmental organization and the justification for its existence. What
remains should be strengthened through competitive recruitment,
substantially improved training, administrative processes and salaries. The
induction of party people in government, without competition, should be
barred by law. Political handouts to legislators, now a major source of
political corruption and misuse of resources, should be abolished. The
responsibility and accountability of provincial governments in education
and health should be made specific through agreements between central and
provincial governments on targets to be achieved as conditions for the
transfer of tax finds. The management of commercial activities is one of
ibiggest sources of corruption in Pakistan. These should be privatised.

Tax reform: A modern, progressive state can not
function without a tax system which ensures adequate public revenues,
equity and economic efficiency. Our multiple taxes and exemptions and
an outdated and corrupt collection machinery ensure the opposite. A tax
reform should reduce the number of taxes and eliminate exemptions,
particularly of agricultural incomes. However, a tax reform makes no
sense without an overhaul of the tax collection machinery. Over five
years, there should be a concerted effort to improve recruitment through
competition,training, information systems and, above all, salaries. Having
tax collectors who are not paid a living wage is a sure prescription for
massive revenue leakages.

T Banking system: The biggest single source of political

corruption in Pakistan is the nationalized financial system. During a recent
meeting with the Governor State Bank, I found him in despair over the

threat the banking system posed to the nation’s financial stability- the bad
loans of public financial institutions are one hundred and twenty billion
rupees, fully one third of their total assets! An indication of the current
state of economic management- rather, mismanagement- is that the governor has
not had a detailed and formal review of the state of the banking system with
the Prime Minister and the Cabinet.

13. We need quickly a strategy to restore a minimum of
viability to the balance sheets of public financial institutions. Government
will have to play a part and bear pan of the cost. With a minimum of
ucturing, the public financial institutions should be privatised. Any
restructuring should be left to the new owners. Simultaneously, the



nced. Its board of directors should be strengthened, comprised entirely

ersons from the private sector. Its capacity to formulate monetary
policy and for research should be built up. The Banking Council should be
abolished.

’e Bank should be substantially fortified. Its independence should be

14. Foreign trade and exchange

management : While world trade and export from Developing Countries

have been increasing rapidly, Pakistan’s exports have been stagnant,
except when cotton production is good and price high. There has been no
diversification of Pakistan’s exports and, under the present policies the
prospects are poor. The exchange rate and import duties represent a
massive discrimination against their development and diversification. Far
from joining the ranks of Asian Tigers, the current economic regime will
relegate us to the status of an Asian alley cat.

15. We should significantly reduce import duties,

with no more than two or three slabs. Simultaneously, the exchange rate
should be floated. The loss in revenue should be compensated through the
substitution of excise taxes for import duties. Along with the
rehabilitation of the banking sector and general deregulation, we may,
thus, gradually move towards export led growth.

16. The current policy of providing exchange guarantees
on dollar deposits should be phased out. True, a government in crisis does
n have many options. To begin with, there should be no new contracts
exchange rate guarantees. Overtime, the stock of such contracts
1d be reduced. As the exchange rate is floated, government should
meet its foreign exchange needs by buying in the free market. A market
for foreign exchange has existed for a long time and floating the currency,
by itself, should not lead to increased instability. The critical issue is
whether the government can control its fiscal deficit. For, in its absence,
nothing works.

17 Education reform: Economic research has

established that investment in basic education in developing countries has
higher returns than almost any other investment. Pakistan has badly

lagged in this area. A substantial pan of resources saved from
administrative reform and mobilized from tax reform should be channeled

to basic education and improving its gquality. All restrictions on private
education should be lifted. Over a period of five years we should aim to
have in primary schools all children of primary school age.

18 . Relations with external lenders: Pakistan’s

dependence on external funds is heavy. Without reform, this dependence
will continue indefinitely, although with little developmental impact. If
concerted reform is undertaken, the role of external funds should be to
facilitate a transition to an open and liberal economy, with a smaller and,
yet, stronger public sector, focusing heavily on education, health and
infrastructure. During any transition, our debt service and imports must
be maintained and, domestically, the adverse social consequences of a
chinge in the structure of the economy must be alleviated. Any future

nment should approach the World Bank the I.M.F. and bilateral
rs individually and through the consortium to support such a



ram. External official resources would be pooled in support of
‘d economic reform and money disbursed as Pakistan reaches agreed

ers. A small escrow account should be established with the I.M.F. to
help with unforeseen liquidity crises.

19, This is a tall order. None of this may ever happen. And, who knows,

our country may miraculously overcome its difficulties without a trauma.
In the meantime,

it will be a good idea if Dawn sponsors a debate on the
issues I raise here. And, please, let us focus on the issues and not on the
supposed motives or right to speak of people like me.

End
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The World Bank
Washington, D.C. 20433

Gautam S. Kaji
Managing Director, Operations
Tel.: (202) 458-1384
Fax.: (202) 522 3399
Facsimile Transmittal Form

DATE: August 19, 1996 No. of Pages:
(including this page)
TO: Mr. James D. Wolfensohn, President

FAX #: 307-733 9110

Jim,

Attached for your approval is the staff announcement on Russ Cheetham.
We plan to distribute this Friday morning. Also, please find an Oxford Analytica
write-up on the set up of the new Russian Government which might be of interest,
in case you have note seen that.

| will call you later in the morning to brief you on a number of queries you
had raised.

.
&




OADB today.

USSIA: New Government
NT: Prime Minister Viktor Chernomyrdin unveiled his new government yesterday.
SIGNIFICANCE: The shape of the new cabinet presages continuity in economic, foreign and security policies.

ANALYSIS: The new government is slightly slimmer than its predecessor, with the number of federal departments
cut from 89 to 66. There will be three first deputy premiers:

-- Aleksei Bolshakov, who retains that rank from the previous cabinet, is to take charge of industrial policy,
formerly overseen by Vladimir Kadannikov;

-- Viktor Ilyushin, who has served for a decade as President Boris Yeltsin's chief aide, is to be responsible for
social policy; and

-- Vladimir Potanin, president of Oncksimbank and the man credited with having first floated the idea of the
shares-for-loans scheme last year, has been given overall responsibility for economic policy.

The deputy premiers include Vladimir Babichev, the government's chief-of-staff; Oleg Davydov, who remains in
charge of foreign economic relations; Aleksandr Livshits, hitherto Yeltsin's economic adviser, who now also
becomes finance minister; Aleksandr Zaveryukha, who remains the government's agriculture overlord; Oleg Lobov,
who has been demoted from first deputy premier, possibly owing to his reputed hardline approach to the Chechen
conflict; Vitalii [gnatenko (information); and Valerii Serov.

re is continuity in other major positions: Economics Minister Yevgenii Yasin, Foreign Minister Yevgenii
akov, Interior Minister Anatolii Kulikov and Defence Minister Igor Rodionov remain in post, as do Nationalities
Minister Vyacheslav Mikhailov and Justice Minister Valentin Kovalev.

The most prominent victim of the reshuffle is Kadannikov, who failed to make much of a mark after being appointed
first deputy premier in January (see OADB, February 1, 1996, I). The conjunction of Kadannikov's removal and
Potanin's appointment is symbolically significant: Kadannikov was formerly head of the industrial giant AvtoVAZ,
whereas Potanin is chief of one of Russia's most dynamic new commercial banks. Potanin is also the first minister to
have substantial experience of work in the Russian financial sector.

Prime Minister Viktor Chernomyrdin and Yeltsin have chosen not to broaden the government's political base by
recruiting faction is not represented. Chernomyrdin said that opposition representatives could fill some of the
remaining government vacancies, which include one deputy premiership and seven ministries. However, by
unveiling his cabinet before making such an offer, Chernomyrdin has indicated that any opposition cooperation with
the government is to be on the latter's terms.

Policy. This suggests that Yeltsin and Chernomyrdin are sufficiently confident to govern without making a deal with
the opposition. This reduces the likelihood of either policy drift or a retreat from reformist economic policies.
Considerable attention will be paid to the social aspects of for putting Ilyushin, one of Yeltsin's closest associates, in
charge of social policy. However, the social emphasis is not new, and it is unlikely to lead to reckless overspending.

Kadannikov's removal and Potanin's appointment appear to represent a victory for the government's economic
reformers, although Potanin's policy views are not as well known as his business record. Livshits is generally thought
‘e a more committed liberal than his predecessor as finance minister, Vladimir Panskov, who has become the

egoat for the government's revenue problems (see OADB, July 23, 1996, II). However, some of Livshits'
ements as Yeltsin's adviser to be a spokesman for industrialists demanding 'support for production', even if this
meant compromising stabilisation and reducing pressures for enterprise restructuring.



There is further encouragement for market reformers:

-- the central bank remains in the hands of people with solid reformist credentials, including Chairman Sergei
Dubinin and First Deputy Chairman Sergei Aleksashenko;

-- former first deputy premier Anatolii Chubais, now Yeltsin's chief-of-staff, would not stand idly by if
economic policy were to shift in an anti-reform direction;

-- a large number of reformers in low-profile but important posts at deputy and first deputy minister level (eg
Sergei Vasiliev and Yakov Urinson) are likely to remain in place; and

-- Yasin has recently adopted a higher profile and may play a greater role in the new government.
One remaining question is how Potanin, Livshits and Ilyushin experience.

Power. Politically, the distribution of top cabinet posts is finely balanced. Potanin is reputedly close to Chubais,
while Ilyushin's function would appear to be at least partly to operate as the president's man in the cabinet. Babichev
is close to Chernomyrdin. Bolshakov, the government's senior 'industrialist' (apart from Chernomyrdin), is to stand in
for the premier when the latter is away. Bolshakov does not seem to have been very influential hitherto. This would
suggest that he was designated for this role not because he is a powerful presence within the cabinet, but because he
is not a threat to Chernomyrdin, or an obvious ally of one of the premier's rivals.

Chubais appears to have built up a strong position in the presidential administration. He has recruited a number of
deputies who are close to him politically, and, in some cases, have worked under him before. Moreover, under a
presidential directive published in 'Rossiiskie vesti' yesterday, Chubais now has the authority in most instances to
determine whether or not draft presidential decrees are ready to be signed; only decrees including direct instructions
from Yeltsin are to circumvent this procedure. This power is likely to be especially important as long as Yeltsin is in
poor health.

’shin’s departure from the president's office appears to further strengthen Chubais' position. As Ilyushin does not

em to have lost the president's favour, it is difficult to see why he would have wished to leave a Kremlin post in
which he functioned as Yeltsin's 'gatekeeper'. It has been suggested that, in addition to acting as Yeltsin's eyes and
ears in the new government, Ilyushin hopes to use his new job to position himself for the eventual presidential
succession. As a Kremlin aide, he had no opportunity to establish an independent political identity, and relatively
little scope for building alliances with other politicians. Ilyushin may now be able to establish a political position
which helps him to secure a key post in any new political dispensation.

Security Council chief Aleksandr Lebed appears to be little affected by the cabinet reshuffle, although his position
vis-a- vis Chubais and Chernomyrdin has suffered by their apparent success in consolidating their positions. Lebed
could find himself isolated if reports of a rift between him and Rodionov

-- whose appointment as defence minister Lebed publicly backed -- are true. Rodionov is reported to be resisting
pressure to purge the officers in the defence ministry. Although Rodionov has been a Lebed ally, he must be
seen as an independent figure (see OADB, July 22, 1996, 1).

The interactions among the major figures running the government, the Security Council apparatus and the
presidential administration will depend to a great extent on Yeltsin's health. The better Yeltsin's health, the more
likely he is to manage their rivalries, exploiting them to ensure his own control over the executive. However, the
spats of recent weeks over such issues as Chechnya highlight the potential for contradictory statements and
in-fighting when he is unwell. This is likely to intensify as the succession approaches.

CONCLUSION: The new government may be somewhat more liberal than its predecessors as regards economic
.es, but not dramatically so. Its ability to function effectively will depend largely on how well political rivalries

in the executive branch are kept in check. This in turn will relate closely to Yeltsin's state of health.

Keywords: EE, Russia, politics, economy, government, opposition, party



The World Bank
Washington, D.C. 20433
US.A

JAMES D. WOLFENSOHN
President

August 23, 1996

STAFF ANNOUNCEMENT

Russell J. Cheetham, Vice President for the East Asia and Pacific Region, has
informed me of his decision to retire on October 1, 1996, after twenty-seven years of
distinguished service with the Bank.

Russ joined as an Economist in 1969 and held a number of senior positions in
Operations, spanning East Asia and the Pacific, South Asia, Eastern Europe, and the
former Soviet Union. Throughout his career, Russ set and met the highest standards of
professional excellence. He is recognized internally and externally as a strong and decisive
leader, with clear strategic direction, policy sense and focus on implementation. During
his assignment as Director of the Resident Mission in Indonesia in the early 1980’s, Russ
developed close and trusting relationships with the highest officials. As Director of

‘ Europe and Central Asia, Country Department III, he developed the Bank’s operational

strategy for Russia and other countries of the former Soviet Union and led the design of
substantive work programs.

With his promotion to Vice President in 1994, Russ took on an active role in the
Bank-wide change efforts. He led one of the initial task forces that shaped the agenda for
institutional change, and strengthened management processes in his Region.

Russ will be missed by the many friends, colleagues and clients who have worked
with him and have benefited from his balanced judgement and wise counsel, and I will
certainly miss his insights into the Region he knows so well. He has made many critically
important contributions to development over the years, and has been instrumental in
strengthening the Bank as an institution.

On behalf of myself and the senior management team, I would like to thank Russ
for everything he has done for our member countries and for the Bank. We wish him and
his wife Fay every happiness in Seattle and good luck in his new endeavors.

/
L{: '2 O V,/{\f“_

. James D. Wolfensohn

P



Tk 2106
I8

The World Bank
Washington, D.C. 20433

USA. 7 Lm w O\
GAUTAM 8. KAJl "
Managing Director, Operations L
# i
PR
<N
V"JM M‘W L [ 4 2 v
i > i
w \ \,;’“‘A . V’F} . August 14, 1996
v \/\-’ : ] /
Mr. James D. Wolfensohn, President C&k\ -g
Jim:

RE: Video - Investing in People

I am trying not to let the Bank intrude too much upon you, but I did think you
might enjoy seeing the attached video “Investing in People”, produced by the East Asia
and Pacific Region. The production had two main goals: one was to show audiences in
part I and part II countries that development in general, and participation in particular can
be highly beneficial. The other was to inspire communities in our client countries to take
the initiative to improve the quality of their lives.

This production cost the Bank less than $200,000 (Compared to Bank Economic
Reports which can cost between $300,000 and $500,000). The video is being produced
in eleven languages and is being marketed globally. The attached status report will give
you an indication of the interest it has generated. I think you will find it worthwhile to

spend a half hour or so viewing the video. We need to use this tool much more actively
and more broadly in the Bank.

/ *)
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!ll!:- IN-1 NOTE

DATE: 31-Jul-1996 04:43pm

TO: RUSSELL CHEETHAM ( RUSSELL CHEETHAM @A1@WBWASH )
FROM: Graham Barrett, EXTRO ( GRAHAM BARRETT )
EXT.: 80344

SUBJECT: Movie dissemination progress report

Russ ---

Here is a breakdown on the dissemination campaign for "Investing in
People" so you can gauge what we are getting for our money. Preliminary efforts
have yielded good results, with initial audiences expected to run into tens of
millions, perhaps hundreds of millions, of viewers.

- The film is to be shown on BBC World’'s "Earth Reports" gexies in the fall,

reaching an estimated three million of the satellite service’s viewers and
picking up numerous others with repeats. The series will also be screened in a
number of other countries, including Canada with VigionTV, Spaip with Televisio
Espanola and India with Doordeshan, adding an estimated 10 million viewers.

E big international German service Deutsche Welle is to screen it in German,
Spanish and English to an estimated several million viewers.

- Deutsche Welle’s French equivalent is to use an abbreviated version.

- China’'s national television channel CCTV has agreed to screen it, with
many millions of viewers. For extra impact, Li Li, our external affairs officer
in Beijing, is marketing it to provincial channels.

- The Television Trust for the Environment is distributing the film to
broadcasters in many developing countries as well as to NGOs, governments and

universities.

- The film has been adapted for a program in the British-made series "People and
the Planet", which is being distributed to channels internationally. An
associated magazine of the same name will contain a well-illustrated cover
article on our three projects.

- Our marketing effort at the recent Cannes MIP television buyers’ show has
produced expressions of interest from a number of outlets, including Korea’'s
Dong-A TV and Yongshap TV.

- The Cebu segment of the movie has been singled out for inclusion in an

environmental series entitled "Islands", being made by our co-producers

North-South Productions for screening on the Discovery Channel, SBS Television
. —-—-\-

!Stralia, and Channel 4 in the UK.
- ies of the film have been, or are being, distributed for general use to

— Eipemsomsoesn
numerous individual organizations with an interest in East Asian development




! as the Asia Society, AusAid and Human Rights Watch / Asia. A long list of
academic and research institutions is being developed for this purpose, with
each receiving a pamphlet and order form.

- The movie is being made available to major distribution houses in the US and
Europe such as Filmmakers’ Library, Cinema Guild and Film Council for inclusion
in the listings to which hundreds of television channels subscribe.

- In addition, with assistance from our film and video unit in EXT, direct
pitches will be made to a long list of broadcasters, distributors and resource
centers in the US for this and a some other markets.

- For the US general market, Blockbuster Videos is considering our proposal to
acquire copies for the "educational" or "documentary" shelves in their many

outlets.

- Sub-titled versions in 10 languages, including the major languages of our
region, are now complete and being checked for accuracy. With the help of our
resident missions and film distribution agents in East Asia, we will work to
achieve one of our primary goals, which is to place the movie on the national
television channels of all the countries of our region.

- With the help of Francis Colaco and the Singapore Foreign Ministry, Singapore
l'ialready screened it in honor of Mr Wolfensohn’s recent visit.

bther primary goal, to make the movie widely available in cur borrowing
countries as an inspiration to communities, is being piloted in Jakarta, where
the Video Resource Center, an NGO, is distributing it to groups, societies and
universities. As each language version becomes available, so we will be looking
to our resident missions to help identify appropriate means of achieving this
kind of dissemination.

--- Graham.

NICHOLAS HOPE )

MARIANNE HAUG )

HAROLD W. MESSENGER )

JAVAD KHALILZADEH-SHIRAZI )
MICHAEL WALTON )

ROBERT VOIGHT )

HARINDER KOHLI )

FRANCIS X. COLACO @Al@WBWASH )
HELEN VAZQUEZ )

CC: Nicholas Hope

CC: Marianne Haug

CC: Harold W. Messenger

CC: JAVAD KHALILZADEH-SHIRAZI
CC: Michael Walton

CC: Robert Voight

CC: Harinder Kohli

CC: FRANCIS X. COLACO

CC: Helen Vazquez
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The World Bank

Washington, D.C. 20433
U.S:A.

GAUTAM S. KAl
Managing Director, Operations

August 14, 1996

Mr. James D. Wolfensohn, President

Jim:

RE: Video - Investing in People

I am trying not to let the Bank intrude too much upon you, but I did think you
might enjoy seeing the attached video “Investing in People”, produced by the East Asia
and Pacific Region. The production had two main goals: one was to show audiences in

‘ part I and part II countries that development in general, and participation in particular can
be highly beneficial. The other was to inspire communities in our client countries to take
the initiative to improve the quality of their lives.

This production cost the Bank less than $200,000 (Compared to Bank Economic
Reports which can cost between $300,000 and $500,000). The video is being produced
in eleven languages and is being marketed globally. The attached status report will give
you an indication of the interest it has generated. I think you will find it worthwhile to
spend a half hour or so viewing the video. We need to use this tool much more actively
and more broadly in the Bank.

/ ==y
)
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DATE: 31-Jul-1996 04:43pm

TO: RUSSELL CHEETHAM ( RUSSELL CHEETHAM @Al@WBWASH )
FROM: Graham Barrett, EXTRO ( GRAHAM BARRETT )
EXT.: 80344

SUBJECT: Movie dissemination progress report

Russ ---

Here is a breakdown on the dissemination campaign for "Investing in
People" so you can gauge what we are getting for our money. Preliminary efforts
have yielded good results, with initial audiences expected to run into tens of
millions, perhaps hundreds of millions, of viewers.

- The film is to be shown on BBC World’s "Earth Reports" series in the fall,
reaching an estimated three million of the satellite service’s viewers and
picking up numerous others with repeats. The series will also be screened in a
number of other countries, including Canada with VisionTV, gpg;gﬂmighnxelev151o
i_@la and India with Doordeshan, adding an estimated 10 million viewers.

e big interpnational German service Deutsche Welle is to screen it in German,
Spanish and English to an estimated several million viewers.

——

- Deutsche Welle’s French equivalent is to use an abbreviated version.

- China‘'s national televisiom channel CCTV has agreed to screen it, with
many millions of viewers. For extra impact, Li Li, our external affairs officer
in Beijing, is marketing it to provincial channels.

- The TeleVLSlon Trust for the Environment is distributing the film to

broadcasters in many developing countries as well as to NGOs, governments and
universiti&s’

- The film has been adapted for a program in the British-made series "People and
the Planet", which is being distributed to channels internationally. An
associated magazine of the same name will contain a well-illustrated cover
article on our three projects.

- Our marketing effort at the recent Cannes MIP television buyers’ show has
produced expressions of interest from a number of outlets, including Korea’s

Dong-A TV and Yongshap TV.

- The Cebu segment of the movie has been singled out for inclusion in an
environmental series entitled "Islands", being made by our co-producers
N h-South Productions for screenlng on the Discovery Channel, SBS Television

stralia, and Channel 4 in the UK. iy

- Copies of the film have been, or are being, distributed for general use to
numerous individual organizations with an interest in East Asian development



s!! as the Asia Society, AusAid and Human Rights Watch / Asia. A long list of
academic and research institutions is being developed for this purpose, with
each receiving a pamphlet and order form.

- The movie is being made available to major distribution houses in the US and
Europe such as Filmmakers’ Library, Cinema Guild and Film Council for inclusion
in the listings to which hundreds of television channels subscribe.

- In addition, with assistance from our film and video unit in EXT, direct
pitches will be made to a long list of broadcasters, distributors and resource
centers in the US for this and a some other markets.

- For the US general market, Blockbuster Videos is considering our proposal to
acquire copies for the "educational" or "documentary" shelves in their many

outlets.

- Sub-titled versions in 10 languages, including the major languages of our
region, are now complete and being checked for accuracy. With the help of our
resident missions and film distribution agents in East Asia, we will work to
achieve one of our primary goals, which is to place the movie on the national
television channels of all the countries of our region.

- With the help of Francis Colaco and the Singapore Foreign Ministry, Singapore
l‘lready screened it in honor of Mr Wolfensohn’s recent visit.

other primary goal, to make the movie widely available in our borrowing
countries as an inspiration to communities, 1is being piloted in Jakarta, where
the Video Resource Center, an NGO, is distributing it to groups, socleties and
universities. As each language version becomes available, so we will be looking
to our resident missions to help identify appropriate means of achieving this
kind of dissemination.

--- Graham.

NICHOLAS HOPE )

MARIANNE HAUG )

HAROCLD W. MESSENGER )

JAVAD KHALILZADEH-SHIRAZI )
MICHAEL WALTON )

ROBERT VOIGHT )

HARINDER KOHLI )

FRANCIS X. COLACO @Al@WBWASH )
HELEN VAZQUEZ )

CC: Nicholas Hope

CC: Marianne Haug

CC: Harold W. Messenger

CC: JAVAD KHALILZADEH-SHIRAZI
CC: Michael Walton

CC: Robert Valght

CC: Harinder Kohli

CC: FRANCIS X. COLACO

CC: Helen Vazqguez
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‘ing Director, Operations

Mr. James D. Wolfensohn

August 8, 1996

RE: Armeane Choksi’s announcement
Jim:
Attached is the announcement for

Armeane Choksi. I think it would be
appropriate if it went out under your signature.

(2o
e

GAUTAM S. KAJI



THE WORLD BANK/IFC/M.1.G.A.

DATE:  August 7, 1996 CONFIDENTIAL )
To:  Mr. Gautam Kaji ﬁ
THROUGH:  Mr. Sven Safidstrom ;ﬁ‘ | o ' b/;::%
FROM: Dorf)‘l?y amachi a

EXTENSION: 39001

SUBJECT: Staff Announcement - Choksi

Attached is an announcement to all staff in connection with Armeane Choksi’s
departure from the Bank. Armeane has cleared the announcement.

I would be grateful for your approval or comments. The final version will be
posted in the All-in-One and distributed desk-to-desk on August 15.

Thank you.

‘ Attachment



The World Bank
Washington, D.C. 20433
U.S.A

. JAMES D. WOLFENSOHN

President

August 15, 1996

STAFF ANNOUNCEMENT

Having completed over twenty-two years of distinguished service in the Bank,
Armeane Choksi, Vice President, Human Capital Development, has indicated that he
will be leaving the Bank on November 18, 1996 to pursue a second career in the
private sector.

Armeane leaves the Bank with an outstanding record of achievement and
leadership. He joined in 1974 as a Young Professional in the Development Economics
Department, and held a number of senior positions in the East Asia and Pacific Country
Programs Department, the Country Policy Department, and the Latin America and the
Caribbean Region. During these years, Armeane gained broad recognition for his
dedication to development, the effectiveness of his dialogue with member countries and
his attention to portfolio quality.

He was promoted to his current position in 1993, where he spearheaded our
efforts to bring analytical rigor to the issues facing the public and the private sectors in
the area of human capital development and forged new initiatives to provide operational
support and disseminate best practices. He launched a major outreach program to
establish partnerships with external stakeholders in areas of critical importance to the
Bank. He also led an ambitious, collaborative effort to develop a new vision and
statement of purpose for the Bank, and managed and coordinated the preparations for
the 50th Anniversary of the Bretton Woods Institutions.

Armeane will be missed by the many friends, colleagues and clients who respect
him for his contributions to development over the years. On behalf of the senior
management team, I wish him well as he embarks on his second career, and I express
my personal regrets that he will not be here to assist us in the years ahead.

’ James D. Wolfensohn
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OFFICE MEMORANDUM

‘ATE: June 28, 1996

TO: Messrs. Gautam:Kaji and Caio Koch-Weser, EXC
FROM: Callisto l%adaGo and Jean-Loui bib, AFRVP
TENSION: 82856/34946

SUBJECT: AFR Experience with Fast-Track Projects

1. The attached memorandum from Mahmood Ayub will be of interest to you. It
reviews our experience with a sizable pilot (covering about 20% of our projects
during FY96). The Region was able to cut down the processing time of these
“fast-track” projects by up to about 50%, while still maintaining quality and a high
degree of Borrower participation.

2. We plan to apply the lessons learned from this exercise more generally to our

new projects. This should facilitate our achieving within a year or so the service
standards, approved by you on June 12 for our main operational products.

Attachments

CC: Messrs./Mmes. Lomax, Salop (EXC); Garg, Sierra (EXCQA); Shihata (LEG);
Picciotto (DGO); Alexander (OPR); Okonjo-lweala (ICD);
Cheetham (EAP); Wood (SAS); Linn (ECA); Dervis (MNA);
Burki (LAC), Rischard (FPD); AFR RMT



- THE WORLD BANK/IFC/M.I.G.A.

OFFICE MEMORANDUM

‘DATE: June 27, 1996

TO: Messrs. Callisto Madavo and Jean-Louis Sarbib, AFRVP

FROM: Mahmood A. Ayub, AFRSA  MAJ—

TENSION: 33155

SUBJECT: Striving for Greater Efficiency: Africa Region’s Experience with Fast-Track Projects

1.  Among the service standards approved recently by the MDs for our main
operational products, two relate to the processing time of Bank loans/credits:
elapsed time of 5 months from Appraisal Departure to Board, and of 4 months
from Board to Effectiveness. The comparable baseline figures in FY95 for Africa
Region were 10.3 months and 7.4 months, respectively.

2. On the face of it, achievement of these standards within a year appears a
daunting challenge. However, the Region has demonstrated through the “fast-
track” projects pilot during this fiscal year -- a year marked by significant additional
activity related to the Renewal Program -- that the new standards are not
insurmountable.

Background

3. A few words about the “fast-track” pilot. In May 1995, the SOA’s Office
selected a dozen projects (over 20% of all projects planned for presentation to the
Board in FY96) for rapid processing. The projects are listed in the attached table.
The logic of the exercise was that, until procedures were streamlined Bank-wide,
further streamlining of Regional procedures would be “tinkering at the margin”, and
that we could achieve significant speed-up of processing without changes in
Operational Procedures. Four criteria were employed to select fast-track projects:

* Strong Borrower commitment to the project;

* Significant up-front work already done (ESW, preparatory work);
* Simple project design;

* Seasoned task manager.

4. ltis interesting to note that the initial reaction of many managers to this pilot
was rather negative. Most commonly expressed reactions were:

)

We run a tight ship and there is no scope for making big gains across the board;
Quality will suffer;

* Most factors determining speed are outside our control;

* Staff don't like working under pressure.

)
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The Results

5. Of the 12 projects selected for this pilot, 9 have already gone to the Board,
with an average elapsed time between Appraisal Departure and Board of only 5.8
months (compared to the Regional average for FY95 of 10.3 months). For
projects that have already become effective, the elapsed time between Board and
Effectiveness has averaged 4 months (compared to the Regional average for
FY95 of 7.4 months).

6. Speed did not necessarily detract from quality. The Malawi Primary Education
Project and the Madagascar Social Fund Il were highly praised by reviewers and
very well received by the Board members. Similarly the ECON Iil Report, recently
prepared by OPR and OED, on the quality of economic analysis of projects
identified the Céte d’'Ivoire Railways Rehabilitation Project as a best practice
example of quantitative sensitivity and risk analysis.

7.  Similarly, rapid processing did not preclude significant stakeholder
participation and beneficiary consultation. It just meant that the participation
activities had to be planned and executed well by the Bank and the Borrower.
Indeed five of the projects with very short elapsed time of preparation were also
the ones that included significant participation by the Borrower and other
stakeholders: Malawi Primary Education;, Uganda Private Sector Competitiveness;
Madagascar Agriculture Extension and Capacity Building, Congo Privatization and
Capacity Building and Madagascar Social Fund Il. For example, the Uganda
Private Sector Competitiveness Project -- which took only a year from identification
to effectiveness -- involved heavy stakeholder participation. A project design
workshop with 80 participants from the private and public sectors as well as the
donor community was held early in the preparation process. The Borrower set up
a Private Sector Task Force (comprising five private and four public sector
representatives) which worked closely with the IDA project team. The Task Force
visited Washington, D.C. for pre-appraisal and met with over 20 task managers
from all parts of the Bank Group who had experience with similar issues in other
countries.

Critical Success Factors

8. There was no surprise in the main factors facilitating the preparation of these
projects; OED has identified many of these as elements of successful project at
entry. They include Borrower commitment; simplicity of project design; solid prior
economic, sector and project work; seasoned task team leaders; well-knit project
teams; and an X-factor referred to here as the “Hawthorne Effect”.

9. (i) Borrower Commitment and Ownership: This was a critical factor in
facilitating project preparation. Strong borrower commitment in the Lesotho Road
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Rehabilitation Project meant that agreement on the policy and institutional
framework was reached in a short time. In the Congo Pnvatization and Capacity
Building Project early involvement and commitment of the Minister of Finance was
an important facilitating factor. Strong borrower commitment and ownership was
also an important factor in the Malawi Primary Education Project, the Madagascar
Social Fund Il Project, Madagascar Agriculture Extension Project and the
Tanzania National Agricultural Extension Project.

10. (ii) Simple Project Design, Getting Away from Blue-Printing: Although
not all projects ended up that way, an important selection criterion was simplicity of
design. A good example is the Malawi Primary Education Project which responded
to an education crisis caused by a 68% increase in enrollment in the 1994/95
school year resulting from the new government'’s policy of eliminating all fees and
associated cost of primary education. To avoid a serious decline in the quality of
education, the project focused on the most urgently needed activities: construction
of new classrooms and related infrastructure; provision of teaching and learning
materials, and training of newly recruited teachers. The few project conditions
were well-focused and fully discussed with the government. A project preparation
facility was used to test out innovations in design and building the capacity of the
Ministry. In the case of the Ghana Public Enterprise and Privatization Project, a
decision was taken early on in project processing not to fine-tune the design
excessively. Acknowledging the unrealism of designing with certainty a
privatization program over a five year period, detailed plans were prepared for only
the first two years. Agreement was reached with the government to prepare
detailed plans for the remaining years at the time of the Mid-Term Review.

11. (iii) Prior Economic, Sector or Project Work: This greatly facilitated project

processing, particularly for projects with elements of the broad sector (SIP)
approach. In the case of the Ghana Public Enterprise and Privatization Project,
this technical assistance (TA) project was a follow-on from a previous TA project.
Much of the policy agenda for the privatization component had already been dealt
with in the previously approved adjustment operation (PSAC). The existing
agreement on policy, and continuity from the previous TA project made this ideal
as a fast-track operation. Similarly in the Madagascar Agricultural Extension
Project and the Malawi Primary Education Project sound upstream preparatory
work had already been done. In the case of the Céte d’lvoire Railway
Rehabilitation Project, significant familiarity with the project had been developed in
the 2-year process leading to the concessioning of the rail transport activity in Cote
d’lvoire and Burkina Faso to a private operator. In the case of the Tanzania
National Agricultural Extension Project, the supervision of the ongoing phase |
national extension project laid a solid foundation for this project.

12. (iv) Experienced Task Team Leaders: The experience has confirmed the

importance of having seasoned task team leaders who can make judgments
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where they can and cannot effect short cuts in standard procedures without
jeopardizing the quality of the final product. Where, as in the case of the Céte
d’Ivoire Railway Rehabilitation Project, the whole project team was very familiar
with both the project and its environment, it is even better.

13. (v) Well-knit Core Team: A strength of these operations was the setting up
of well-knit core teams, including relevant team members from outside the Region
(Legal, Disbursements) at the very early stage of project preparation. In each
case, the team agreed, in a meeting chaired by the SOA, on the overall objectives,
responsibilities and time-table of the project, together with the steps that would be
skipped from regular processing. Support from all relevant units and reviewers
was exemplary. Perhaps the only unit from which support was mixed was the
Legal Department. In the case of the Ghana Public Enterprise and Privatization
Project, the support and clearance from Legal Department was outstanding, as
was the case with the Madagascar Agricultural Extension Project, where
negotiations, attended by the lawyer, were carried out expeditiously in the field.
On the other hand, the sequential nature of clearances, including at late date, in
the case of the Uganda Private Sector Project, the Lesotho Road Rehabilitation
Project and the Céte d’Ivoire Railway Project (change of lawyers at a critical point
in processing) delayed the projects.

14. (vi) The “Hawthorne Effect”: The very label “fast track” was helpful in
signaling reviewers to act expeditiously. The project and the time-table were
somehow taken more seriously by everybody involved. The sense of urgency, of
a challenge, and of success near and clear developed a new “esprit’. According
to the task manager for the Guinea National Agricultural Services Project, “the fact
that these projects were followed closely by the Regional Front Office led to the
Hawthorne effect: the stimulation to output or accomplishment that results from the
mere fact of being under concerned observation”. The task manager for the
Congo Privatization and Capacity Building Project noted: “the ‘fast track’ label in
and of itself greatly reduced the time spent for reviews and clearances without
compromising project quality. In fact, | was pleasantly surprised that reviews and
clearances were obtained within record time”.

Negative Factors

15. Two main factors led to delays in some projects compared to their earlier
time-tables: over-optimism in establishing project processing schedules that over-
estimated the borrower’s capacity to prepare projects; and, in a few cases,
budgetary constraints to prepare projects.

16. (i) Under-Estimating Project Complexity and Risks: In the case of the
Lesotho Road Rehabilitation Project -- a broad sector investment project (SIP) --
there was an under-estimation of project complexity and of the Borrower's capacity
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to process legal and institutional changes which were Board or Effectiveness
Conditions. Even in the case of the otherwise speedily prepared Ghana Public
Enterprise and Privatization Project, the small delay compared to earlier schedule
came about mainly because of problems related to the implementation of the new
privatization policies and procedures, which delayed the release of the tranche of
the previously approved adjustment operation and hence this project. In the case
of the Guinea Agricultural Services Project, a SIP-like project, the deteriorating
country economic situation forced the departmental management to ask for more
progress on the reorganization of the MOA, and the downsizing of the proposed
investment program. Delays due to Borrower inaction were particularly
pronounced in the case of the Céte d’lvoire Railway Rehabilitation Project where
the elapsed time between appraisal and Board was affected by:

* delay in effectiveness of the concession agreement, a condition of
negotiations (resulting in a 2-month delay);

* delay in start of negotiations at the request of the Ivorian authorities;

* delay in Board presentation due to the country’s payment arrears.

17. Effectiveness of the Céte d’'Ivoire project took six months after Board, even
though there were no conditions of substance. In retrospect, the main problem
has been that the patrimony corporations through which the money had been
channeled at the Government’s request “seem to revel in their capacity to block the
private operator -- rather than have as their main objective to get the rail transport
activity moving again”.

18. Probably the worst example of under-estimating project complexity and risk
was the Madagascar Public Sector Capacity Building Project. With the proposed
SAC delayed, this project was supposed to act as the instrument for continued
dialogue on a wide range of substantive issues (civil service reform,
decentralization, judicial reform, etc.) dealing with several ministries. Even in the
most stable political environment, this would have been a daunting agenda. In the
politically unstable environment of Madagascar (tensions between the President
and the Prime Minister, leading to a national referendum on who selects the Prime
Minister and two changes of government) this was a virtually impossible challenge.

19. The question arises: Why did the other two fast-track projects for Madagascar
go through comfortably to the Board while this one languished? The explanation
is that the other two projects were (i) follow-up operations; (ii) dealt with single
entities; and (iii) served clear constituencies -- farmers and the poor. This project,
on the other hand, dealt with (i) issues very close to the center of political
maneuvering; and (ii) several ministries. Clearly the task team significantly under-
estimated the risks involved in the project.
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20. By contrast, the Malawi Primary Education Project recognized the weak
implementation capacity of the government and opted for the use of the private
sector for implementation. Similarly in the case of the Congo Privatization and
Capacity Building Project, the fast-track procedure was very effective in allowing
the Bank to support a government determined to exploit a window of opportunity to
introduce key reforms.

21. Administrative Budget Constraints: Three of the task managers indicated
that because of the low level of resources allocated for project preparation, a great
deal of the task managers’ time was wasted in arguing for more resources for
travel and subsistence or in seeking trust funds and consultants, many of whom
were not too familiar with Bank procedures and policies.

Coiclusion

22. It can be argued that what made the processing of these projects easy was
their simple design, significant up-front work and full Borrower commitment to the
project. But these are precisely the pre-requisites that we need to ensure if we are
to meet our service standards, and, more importantly, respond to our clients’
concern that we are too slow in delivering our products. All incentives and signals
for “Christmas tree” projects and over-designing should be removed.

23. The review also confirmed that speed of processing and quality of project are
not mutually exclusive. It is too early to know the results on the ground, but if the
speed of effectiveness is an indicator of successful project outcome (and OPR
studies indicate that this is the case), the probability of success is high. There will
always be projects which by their nature will take longer to prepare: it is not
surprising that the two projects with the longest elapsed time between Appraisal
and Board (the Guinea and Lesotho projects) were broad sector investment
projects (SIPs). However, it is also important to note that the average elapsed
time of 5.8 months includes these two projects.

24. Finally, we should ensure that the lessons learned from this exercise are
applied in our future operations, not only in terms of process simplification but also
managerial behavior, project design, task team leader selection, etc.

Attachment

CC: Messrs./Mmes. S. Weissman, M. Pulgar-Vidal, B. Mitchell, C. Trapman,
D. Ba, Q. Khan, S. Migliorisi, P. Ngomba, E. Hubert, L. Morrell,
B. Becq, F. Schorosch, P. Bermingham



STATUS OF FAST TRACK OPERATIONS

(updated 6/3/96)
Project Ln/Cr | Appraisal Board Appraisal
Dpt| ID Project Cost Amount Date Date to Board | Task Manager
(US$ mn)| (US$ mn) (# of mos.)
FY96
AF3 | 1563 |Madagascar Agricultural Extension 39.0 252 1/7/95 5/23/95 | A 45 C. Trapman
AF3 | 568 |Congo Privatization & Capacity Bldg 12.0 9.0 5/26/95 9/5/95 | A 34 D. Ba
AF3 | 35669 |Madagascar Social Fund II 450 40.0 6/15/95 9/14/95 | A 3.0 Q. Khan
AF4 | 40115 |Cote d'Ivoire Railway Rehab. 48.0 20.0 4/18/95 | 11/28/95 | A 7.5 B. Mitchell
AF2 | 35634 |Uganda Private Sector Investment 20.2 123 6/30/95 | 12/14/95 | A 5.6 S. Migliorisi
AF1 | 42305 |Malawi Primary Education 252 2.5 9/20/95 1/25/96 | A 42 M. Wodajo
AF5 | 1081 [Guinea Agricultural Services II 90.5 35.0 6/28/95 4/2/% | A 9.3 F. Schorosch
AF1 | 1403 |Lesotho Road Rehab. & Maintenance 126.0 40.0 6/30/95 5/9/% | A 105 B. Becqg
AF4 | 42516 |Ghana Public Enterprise & Privatization 30.0 20.6 2/17/96 6/11/96 | A 38 Bermingham
435.9 224.6
slipped to FY97

F2 | 2753 |Tanzania Agric. Extension 344 311 9/25/95 7/11/96 9.8 E. Quisumbing

F3 | 40019 [Madagascar Capacity Bldg. 14.9 13.8 6/6/95 9/3/96 13.1 P. Demangel
AF1 | 46 |Angola Urban Water & Sanitation 109.0 70.0 4/9/96 2/25/97 112 L. Morrell

158.3 114.9
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THE WORLD BANK GROUP

ROUTING SLIP DATE: June 28, 1996

NAME ROOM. NO.

Mr. Kaji (EXC)

cc: Messrs./Mmes. Wood (SASVP); Nishimizu (SA1DR); Ali (SA1AN);

Lindbaek (CEXVP); lida (MIGEX); Frank (EXC);

S. Ahmed (SAIPK)

URGENT PER YOUR REQUEST

FOR COMMENT PER OUR CONVERSATION
FOR ACTION NOTE AND FILE

FOR APPROVAL/CLEARANCE v | FORINFORMATION

FOR SIGNATURE PREPARE REPLY

NOTE AND CIRCULATE NOTE AND RETURN

REMARKS: _

Attached please find today’s briefing note on Pakistan for Mr. Wolfensohn.

\\ i
FROM ( \Q‘\ ROOM NO. EXTENSION
Christopher Hall, Acting Chief, SA1CO K T 8-107 3-4418




Pakistan Update
June 28, 1996

STRICTLY CONFIDENTIAL

Daily Events

Markets were closed today. However, we have more information regarding the sharp
rise in official reserves on June 26 from $1319 million to $1601 million (7.5 weeks of
imports): $150 million came from a floating rate note (terms: 4.5 years, 3-month
USS$ LIBOR plus 2% for the first 18 months); $90 million in short-term borrowing;
and $42 million inflows into foreign currency deposits.

An explosive device blew up last night near a bus terminal between Islamabad and
Rawalpindi. Local press reports suggest that seven persons died and 60 were injured.
Security forces are investigating.

Preparation of Contingency Plans

(1) Analysis of Potential Foreign Exchange Crisis

)

As noted yesterday, part of the demand for foreign exchange in the coming months is
debt service to the World Bank Group. FY97 debt service to IBRD and IDA totals
$558 million. During July to September 1996, Pakistan owes IBRD/IDA

$139 million. Pakistan now represents 3% of IBRD’s total portfolio (debt
outstanding and disbursed (DOD) from IBRD is $2.9 billion; IDA DOD is

$3.3 billion).

For IFC, total A-Loan DOD is $370 million, B-Loans $179 million, and equity and
quasi-equity $157 million, giving a total DOD of $706 million . Without the B-Loans
this is 6.8% of IFC’s portfolio. Pakistan’s B-Loans represent 4% of total B-Loans.
Debt service for A Loans is about $70 million during FY97. During July to
September 1996, debt service on A Loans is about $16 million. Data on B Loans are
still being assembled by IFC. However, debt servicing is likely to be lower than for
the A Loans as most B Loans are still disbursing.

Analysis of Banking System Vulnerability and Potential Responses

There are two IBRD partial risk guarantees for power projects in Pakistan: for Hub
and Uch at $240 million and $75 million, respectively. Under Hub, a few political
events and changes of law could trigger the guarantee now, but for all practical
purposes foreign exchange rationing in the near term would not result in calling the



guarantee. Given the timing of debt service payments, which start a year or so from
now, lack of foreign exchange will only be relevant after January 1998. For Uch, the
relevant period is even later than that as the project is only beginning.

e For the remainder of the private power program, the GOP has guaranteed the
availability of foreign exchange for servicing debt of $2.8 billion. As interest is being
capitalized, debt service for these loans is reportedly less than $20 million in 1997.
Hence for all practical purposes government guarantees would likely not be called
even if there are foreign exchange shortages in the near term. Rationing of foreign
exchange would only be relevant beginning in 1998 when debt service due jumps to
$410 million.

e Furthermore, the government -- through the state-owned oil company (PSO) -- is
responsible for supplying fuel oil to the new private power plants. If PSO fails to
provide that supply, it is liable to pay damages -- in foreign currency -- of
$370 million in 1997 rising to $1.1 billion by 2001. Our best assessment at this time
is that this situation would not come to pass: PSO would likely first cut off fuel oil
supply to WAPDA, the government’s power utility, before incurring these damage
payments to the private producers.

(3) Collaborative Work with the IMF
e Gautam Kaji and Michael Bruno will meet with Stan Fischer today at 4:30 p.m. to

compare notes on our assessment of risks and possible responses.

prepared by Chris Hall and Shahrokh Fardoust, SAICO
approved by Ridwan Ali , Acting Director SAIDR
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James D. Wolfensohn:

Re: Business Standards and Process Simplification
Jim:

Josie has passed on your question to me. As regards client surveys,
we have formed a small group which will include Mark Malloch-Brown and
others (who have had a role in designing the ad hoc surveys conducted to
date) to design an approach and thereafter develop a vehicle. Once we have
done that, we will come to the Executive Committee, because there is a need
to harmonize the surveys with those that IFC and MIGA have been carrying
out.

Our discussion with the Operational Vice Presidents was very
productive. As you will see from the attached notes that Caio and I have
sent out to all operational staff today, that the Process Simplification and
Standards have been introduced in all Regions with effect from July 1. We
will take stock at the end of this calendar year to monitor progress.

it
¥
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Note to All Staff, Operations
GETTING RESULTS ON THE GROUND: AN UPDATE

As the fiscal year draws to a close, we wanted to thank and say congratulations to everyone
in Operations on a job well done. It has been a busy and eventful year. Thanks to your hard work
and dedication, we can all feel proud of the end-year results. In our recent visits to projects in the
field--in Bosnia, Bulgaria, Kenya, Jamaica, the Philippines, Tanzania, and Turkey--we have been
impressed with the work you are doing and with the progress we are making on the ground, where it
counts.

In our March 15 note “Getting Results On The Ground”, sent shortly after we had taken
up our new assignments, we had outlined ongoing work in a number of areas related to improving
client focus and responsiveness, the quality of our services, and how to free up more “space” for
you to focus on results rather than process. The purpose of this note is to give you an update on
how far, together, we have come in these areas.

(i) Responding to Clients

New CAS: To help enhance client focus in all our operational work, first, you have made
considerable progress in making the CAS much more strategic and the centerpiece of our operational
work: designed in closer consultation with our clients and partners, with tailor-made programs to
address country needs, linked to the performance of our existing portfolio, and focused on the
country compact and monitorable objectives.

Country Management:. A second area of enhanced client focus is the experimentation in
evolving new approaches to country management. New country directors positions have been
introduced in Africa, Gaza, and Mexico to focus country directors on one or a few countries so they
can get closer to the clients and develop more strategic as well as demand-driven programs, and to
free them from the plethora of managerial tasks which currently over-burden them.

Focus on Field Offices: A third area where we are making progress is the location of work.
The Mexico Department is moving to the field--to be closer to our clients. The West Bank and Gaza
and Sri Lanka country managers are already resident in the countries. More generally, our resident
missions throughout are taking on added responsibility to ensure better, more cost effective, and
faster services to our clients. We have also made some progress in integrating our excellent local
staff. Next year, we will be preoccupied by the question of how to further strengthen our field
presence, including by assigning more responsibilities to the local staff.
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New Business Standards: Finally, we are beginning to set a faster pace of operational
response. To strengthen this further, effective July 1, a new set of ‘business standards” will be
established in Operations (see Attachment). Their introduction demonstrates our determination to be
as responsive to our clients as possible, and to measure our performance. These standards will also
help us to define a bottom line in judging the effectiveness of our internal processes and, at the same
time, help us to gauge client satisfaction. We view their introduction as a substantial step forward in
helping us to take our performance to a higher level. These standards are to be met by all regions
within 12 months.

(ii)  Improving Quality

Portfolio Quality: We also notice steady progress in the drive to improve the quality of our
portfolio. We are pleased to note that each Region now has an action plan in place at the project,
sector and country level. We have raised country portfolio reviews to a higher level of attention with
our clients--including, on occasion, Mr. Wolfensohn himself taking up issues with a country’s
leadership. Also, to support your portfolio management efforts, we have endeavored during our
own missions to visit projects under implementation and discuss portfolio issues. Please do let us
know when Mr. Wolfensohn’s or our involvement would help resolve outstanding issues.

While still early days, the ongoing review of the overall performance of our portfolio under
implementation suggests a modest improvement over last year. We are hopeful that the upcoming
-OED review of recently completed projects will show a drop in the ‘Unsuccessful”rate. And, we are
on track to eliminate the ICR backlog by end-FY97. All this is very promising, but there is still a
long way to go.

Other specific steps taken to improve portfolio quality include:

e Actions are underway to improve quality-at-entry--improving economic analysis of new
operations, enhancing stakeholder participation, and defining performance indicators--
and as of July 1 all operations will be expected to meet the agreed standards in these
areas;

e The Quality Assurance Group (QAG) is now up and running, and its recent workshops
have focused on what we can learn together and how it can best support the task teams
to apply lessons of experience elsewhere;

Non-lending Services: The Regions are introducing mechanisms for self-evaluating the
quality and testing methods to measure the impact on non-lending services. This is timely given their
increasing importance in our CAS and their potential value, including exposing our clients to relevant
experiences in other countries and informing public debate.

Professional Excellence: The overall quality of our work will be further enhanced by the
ongoing exercise to establish ‘hetworks” aimed at ensuring our professional expertise, building
cross-sectoral and cross-country linkages, and leveraging our global knowledge base. Above all, the
networks should help to restore the Bank’s professional edge.




. (iii) Freeing Up Space

In our March 15 note, we made a commitment to take steps to reduce bureaucratic burdens
and free up “space” so that you could focus more on the client and on results, rather than internal
process. Our emphasis, therefore, has been on delegating as much responsibility as possible to the
department level, minimizing the time spent on repetitious and sequential reviews, and reducing
paperwork. As of July 1, a new set of simplified business processes will come into effect which
include:

e Department directors having the authority to approve and authorize Board submission
(after guidance from the RVP, MD and/or OC at the concept stage) for some 80 percent
of investment and non-lending products;

e Front-loading of Bank-wide reviews, including senior management involvement;
e Only two mandatory reviews for all major operational products; and

e Much more selective involvement of the OC and RLC in overall operational decisions;
and elimination of duplication between them.

We are sharing with you, separately, new Bank-wide guidelines for streamlined procedures
for portfolio management, investment lending operations, and non-lending services. In addition to
these steps, there is now the real prospect of simplified project documentation--which the Executive
Directors have agreed to test on a pilot basis.

* % %k %

As you can see from the above, we have made much progress over the past six months in our
central objective of helping you deliver high-quality services to our clients. Thanks to your efforts we
are off to a good start. We have also laid the foundation for further progress in FY97. In the coming
year, we will continue to look for additional ways of getting inward looking processes out of your
way and in helping you to improve the strategic and professional quality of all Bank products.

As always, your feedback will be essential in continuing the process of change and reform.
We appreciate the feedback we have received in our meetings with staff over the period; we intend
to continue this mode of interaction with you--to keep us in touch and to help us to identify
opportunities for reaching a higher plane of development effectiveness.

We wish you and your families a safe and enjoyable summer.

S

Caio Koch-Weser

Géufém S. Ka;R '



SERVICE STANDARDS FOR MAIN OPERATIONAL PRODUCTS

Portfolic Management

Send letter to Govt. & Issue SPN report after return of mission 10 working days b/
(incl. final Form 590 in system)
Form 580 update frequency At least twice a year (100%)
Time in problem project status ¢/ 12 months (100%)
Cancellation due to lack of Effectiveness 12 months after Board

Comments on bidding docs and evaluation reports d/:

(a) under mandatory review limits 7 working days b/
(b) subject to RPA review 10 working days b/ (eg. 3 wds additional for RPA)
(c) subject to OPRC review 17 working days b/ (eg. 10 wds additional for OPRC)
Reply to procurement complaints:
(a) Within clearance authority of RPA 5 working days b/
(b) Within clearance authority of OPRPR 10 working days b/
Processing of withdrawal applications:
(a) Approval 5 working days
(b) Disbursement 5 working days
Comments on Audit Reports:
(a) Acknowledgment of non-qualified reports 15 working days
(b) Review of and response to qualified reports 45 working days
Lending
Elapsed time from:
(a) Appraisal Departure - Board 5 months
(b) Board - Effectiveness 4 months
(c) Implementation period (new entrants)
Adjustment operations 2 years
Investment operations 5 years

Non-Lending Services
Elapsed time main mission departure - delivery to client:

Major Economic and Sector Reports 5 months e/
Length of reports:

(a) Regular reports 25 pages

(b) "Reference" reports 40 pages
Other

Return phone calls 24 hours

Reply to: (a) letters; (b) faxes/telexes 10 working days; 5 working days

Note:

a/ The proposed benchmarks are of two types: service standards to be met or beat in at least 90% of cases effective immediately;
and those to be met by at least 80% of cases in each region by the end of FY97.
b/ If more time is required to resolve issues/reach decisions, an acknowledgment should be
sent outlining the timeframe within which a substantive reply can be expected.
o/ A project should not remain in problem status without corrective actions agreed and acted upon by the Borrower.
d/  Mandatory RPA review of contracts for goods > $7.5M ($5M in AFR) and for works >$15M ($10M in AFR).
OPRC reviews contracts for goods and works >$25M and for consultants >$10M.
e/ Up to four weeks more where translation of documents is necessary.




The World Bank
Washington, D.C. 20433

US.A
GAUTAM S. KAJI STRICTLY CONFIDENTIAL
Managing Director ] )
Operations
June 27, 1996
Jim,
PAKISTAN
L. Attached are briefing notes on Pakistan. They summarize the current situation,
the risks, and issues for the Bank.
2, In brief, here is the situation on the ground:

e The financial situation is highly vulnerable; net reserves are negative to the
tune of over $7 billion. This means that in a crunch, a moratorium on meeting
foreign exchange liabilities will be inevitable.

e This vulnerability notwithstanding, the markets are not showing particular
jitters at the moment; this probably reflects the fact that indeed Pakistan has

‘ long pursued a strategy of sailing close to the wind and premature cries of
“wolf” have been heard all too often in the past. The situation is simmering,
but in our judgement unlikely to reach a boiling point, without a major
political event such as an assassination or act of terrorism. Such acts cannot
be ruled out in Pakistan.

e Indeed, it is the domestic political vulnerabilities that are by far the most
worrying; and these are closely intertwined with the financial situation. Many
of the holders of foreign currency deposits are resident Pakistanis; in the
event of a moratorium, they will not be able to withdraw their funds — with
possible explosive domestic political implications. Hence, a crisis could
quickly snowball, and a military intervention cannot be ruled out.

e We are keeping a very close watch on the situation — monitoring it daily —
and will come back to you immediately if something breaks.

3. In the meantime, we are looking more closely into our plans for dealing with a
crisis should it erupt.

e We have communicated our concerns at the highest levels in Pakistan, and
have offered our help in their preparation of emergency plans.

e We are in continuous contact with the IMF on this — both Management and
staff. Michael Bruno and I will be meeting with Stanley Fisher tomorrow,



-

both to convey our worries, which seem greater than the Fund’s, and to iron
out a joint position.

e We are also discussing with IFC and MIGA, to make sure that we have a joint
position on seniority of creditors in the event of a moratorium.

e Internally, we are looking across units to make sure that we are prepared on
the financial sector, which is likely to take the direct hit in the event of a
crisis.

4, Finally, I should stress that we have been very circumspect on all this; we do not
want our concerns to trigger the very crisis we are worried about.

Attachments



Pakistan Brief
June 27, 1996

STRICTLY CONFIDENTIAL
Daily Event

e FY96/97 budget approved by Parliament with reportedly a number of small
modifications. However, we expect further changes to be made as a result of ongoing
meetings with the business community. (Details in attached note from ResRep.)

e Gross reserves increased today from $1.3 to $1.6 billion. We think much of this
increase is due to receipt of a 54-month floating rate bond issued through Citibank
and some short-term borrowing.

e The Karachi stock market index (KSE-100) recovered from 1707 to 1717. The free
market rupee/US dollar exchange rate remained stable at 37.85, with the premium
over the official exchange rate at 7.8% compared to 9% two weeks ago.

Preparation of Contingency Plans

(1) Analysis of Potential Foreign Exchange Crisis

e Potential Demand for Foreign Exchange.
Drawing on detailed work done by the Fund mission just back from Islamabad,
we estimate that trade and contractual payments will create a net demand for
foreign exchange of $400 to $500 million in the July-September quarter. The
Fund staff projections assume this will be financed without further reserve
drawdown, by FDI, portfolio investments and some commercial borrowing. We
are skeptical about these inflows, although some will occur in association with
implementation of power sector projects.

We also see a high risk of net reductions in foreign currency deposits (FCDs).
(Fund projections assume no change.) Analysis of the composition of those
deposits indicates to us that about $5 to $6 billion of the $8 billion FCDs are
neither used as collateral for domestic borrowing nor held by friendly
governments in the Gulf Region. Of this total, something on the order of $3 to $4
billion is estimated (by us and the Fund) to fall due within the next three months,
though they could be rolled over as has been the case in the past.



"

A portion of the net demand for foreign exchange is due to debt service scheduled for
the Bank Group and B loan participants. Details on these amounts are being
assembled and will be reported tomorrow. Once we have these, we will raise any
questions that need to be addressed concerning the assertion of seniority for payments
to the Bank Group and/or its co-financing partners.

(2) Analysis of Banking System Vulnerability and Potential Responses

A team is being formed included Marilou Uy and Joe Pernia (SAS), David Scott
(FSD) and Roy Karaoglan (IFC) to develop an assessment of the risks in the banking
system and to evaluate alternative responses. A progress report will be available over
the next several days.

A worst case scenario being developed assumes a loss of confidence leading to a loss
of reserves of around $ 400 million mainly due to FCD withdrawals, triggering a
substantial increase in interest rates, a devaluation and imposition of capital controls
(e.g., freezing of FCDs).

Alternative responses will include various options, including whole or partial
privatization of Habib and other public banks.

(3) Collaborative Work with the IMF

Gautam Kaji will see Stan Fischer tomorrow to compare notes on our assessment of
risks and possible responses.

The Country Department in the Fund (Paul Chabrier) intends to field a mission in
early August to try to complete the second review of the Stand-by. Chabrier has
already relayed his disappointment with the budget to the authorities via the Fund’s
Res. Rep.

Irrespective of the outcome of the Stand-by discussions, we have agreed with the
Fund to work over the next few weeks to develop a more fundamental reform package
that could be discussed with key sources of external finance (e.g. the Japanese) as a
prelude to a high level exchange with the Pakistan authorities either before or at the
Annual Meetings.

prepared by Shahrokh Fardoust and Chris Hall, SA1CO
approved by Joe Wood, SASVP
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Pakistan Budget Update: Strictly Confidential

Ridwan:

Below is an update on the new Budget. I am also taking
this opportunity to give a flavour of the debate currently
underway in the country on the new Budget, market reaction to
the budget so far, and some comments on the downside risks.

A. Parliamentary Approval of the Budget:

The FY96/97 Budget was approved by the Parliament
yesterday with a number of relatively small modifications.
However, some further changes in the Budget will be required
to accomodate agreements between the Government and the FPCCI
reached last night. The main agreement which will have
significant revenue implications is the reduction in the sales
tax rate for six exportable items from the proposed 18% to
10%. These items are: cotton textiles, garments, leather and
leather goods, surgical items, sports goods, and carpets.
Although a firm estimate of revenue loss from this change is
not available, this could result in a shortfall of about Rs.
3-4 billion over the draft budget proposal of Rs. 41 billion
of measures.

To compensate for this and the likely shortfall of
revenues from their targeted level due to implementation
difficulties, my information suggests that the Ministry of
Finance (MOF) has kept in reserve the possibility of
expenditure cut-backs of Rs. 8-10 billion. A part of this will
probably come from reduction of PSDP, which has been budgeted
at about Rs.105 billion, some Rs. 18 billion higher than what
is likely to be achieved in this fiscal year. Although we are
rightly concerned about the continuing squeeze on PSDP as a
source of fiscal adjustment, our latest PSDP review suggests
that there is scope for some cutbacks in a number of doubtful
programs. I understand that the tactics being adopted by the
MOF is to keep this expenditure reduction option up their
sleeves for negotiation when the Standby discussion with the
IMF is resumed later in July. The rationale for this strategy
is that expenditures can always be cut without Parliament’s
approval, but getting revenue measures approved is a difficult
challenge.



B. Political Economy of the Budget:

As indicated in my previous communications, the
opposition to the budget has been pervasive and across the
board (including from a large part of the bureaucracy and
segments of the PPP). Some of the resentment has already been
manifested in the form of strikes and agitation. A number of
other such activities are planned for July by opposition as
well as by groups of civil society. In this very difficult
environment, I must give credit to Jafarey and the PM for
holding the fort and providing only relatively small
concessions so far ( i.e. agreement with FPCCI as noted
above). Also, the PM is reported to be unhappy with the Punjab
government for failing to implement a tax on agricultural
incomes. As a result, my sources in the Punjab government
inform me that deliberations are still underway to see if the
tax on farm incomes could be introduced this year. If Punjab
indeed complies with this, then all four provinces will have
introduced some form of agricultural income tax. Please note
though that, even in the best of circumstances, actual revenue
vield is likely to be small in the first few years.

I have had discussions with a range of people, including
politicians, civil servants, business, household, donors,
and NGOs to understand better the opposition to the budget.
The list of concerns are as follows:

o Budget is too deflationary and will kill economic
activity, especially manufacturing and export. One of the
strongest proponent of this hypothesis is Senator Sartaj Aziz,
but it is also widely shared by private sector and local
economists.

o Budget is inequitable because it comes down too
heavily on those who comply, while a large segment
(particularly landlords) get away without paying their due
share.

o Implementation of the tax measures will lead to
further corruption, given the weak tax administration.

© Heavy reliance on indirect taxes will lead to higher
inflation.

o Government expenditures are excessive; so fiscal
correction should happen through reduction in spending,
especially non-core PSDP.

o Why get so much bogged down with an arbitrary figure
of budget deficit of 4% of GDP? 1Instead why not focus on
structural reforms, especially in the trade area, and let the
budget deficit be in the 5% range?

o Budget is dictated by the IMF and World Bank and has



no relevance to the needs of the people.

I think the concerns on the adverse effects of the
budget on economic activity and equity are genuine and need a
bit more thinking and analysis by the Bank to better inform
our fiscal policy dialogue with GOP.

C. Market Reaction to the Budget:

So far the reaction has been rather muted. On the
positive side, there has been an exchange rate correction as
rumors of an impending devaluation associated with the Budget did
not materialize. For example, the free market rate fell from a
peak of Rs 38.3/USS on June 11 to Rs. 37.8/US$ currently.
Foreign exchange reserves have been stable at around US$S 1.3
billion over the past twc weeks or so. Stock markets have
shown some small movements, but have not shown any signs of
instability. For example, the KSE index has hovered around
1700 over the last two weeks. The UBL situation also seems to
have stabilised (at least temporarily) and I am not aware of
any further reports of deposit outflow. Overall, my sense is
that the financial situation is stable although very tight.



Background Note for Pakistan Brainstorming
June 25, 1996

Short-term concerns.

Credibility. As seen last year, without a strong macroeconomic framework in place, Pakistan’s
balance of payments could deteriorate quickly and result in a foreign exchange crisis and banking
difficulties. So far, domestic reaction to the FY97 budget package announced two weeks ago, which
proposes to reduce the budget deficit from 5.6% of GDP to 4%, has been negative. The stock market
has dropped 2% in reaction to tax measures underpinning the GOP’s budget. Yesterday clashes
between Islamic radical protesters and police resulted in several deaths and injuries in Rawalpindi.
Further protests are planned, and most businesses have gone along with the strike called by the main
opposition group. The government may not have the ability to pass the budget in the National
Assembly and is likely to have difficulty implementing it even if it does pass.
External sector. The 1995/96 current account deficit is estimated at 6% of GDP (up from the
targeted 4.6%), which is too high. Imports have grown due to requirements of energy investments
and to relatively strong domestic demand. Export growth has been sluggish due to lack of a
functioning duty drawback scheme, but likely mostly due to erosion of external competitiveness.
The real effective exchange rate has appreciated by 5% since the October 1995 devaluation. Now
the premium between the market and official exchange rates has reached 8% as compared to 6% in
recent months and 3-4% in the past.
Reserves / Foreign Currency Deposits. Yet while devaluation is needed, the authorities are very
concerned about the substantial costs the government would incur. To prop reserves, the GOP has
been encouraging additional foreign currency deposits (FCDs) through higher interest rates and has
been borrowing short-term. Total short-term liabilities now total $9 billion, with FCDs at
$7.7 billion (as compared to total reserves of $1.375 billion or 6.5-7 weeks of imports), of which a
substantial amount will mature over the next 6 months. As the State Bank requires 100% surrender
of the FCDs but then provides full foreign exchange cover, a devaluation of the rupee in excess of
4.75% (which is the State Bank’s fee for the cover) will have significant quasi-fiscal and monetary
costs.
Financial sector. In this regard we are concerned about the fragility of the financial sector. While
the foreign exchange cover for FCDs needs to be eliminated to mitigate short-term quasi-fiscal costs,
taking that action, or increasing the State Bank’s fee rapidly, might actually precipitate both banking
and foreign exchange crises. In addition, privatization is necessary to improve bank governance and
improve the banks' loan portfolios (non-performing loans are now about 40% of outstanding
advances). Sound privatization now, however, will be difficult since the government does not have
the resources to "clean up" the balance sheets of the two major banks (Habib and UBL). If
confidence in these banks deteriorates further, good private bankers may be difficult to attract
without a major bank restructuring.
Operational concerns. IBRD DOD to Pakistan totals $4.3 billion, representing 3% of the IBRD
portfolio. There are two outstanding partial risk guarantees to Pakistan: the Hub and Uch guarantees
are for $250 and $75 million, respectively. IDA DOD to Pakistan totals $4.2 billion. MIGA’s
portfolio stands at $160 million (7.5% of the total portfolio). Total commitments now held by IFC
are $592 million.
Possible actions. In addition to voicing our concerns, which Mieko Nishimizu has done through a
detailed letter to the government on the health of the financial sector and most recently in her
meeting with the prime minister last week, there is little the World Bank can do of a preventive
nature. Nonetheless, there are three immediate operational actions we are planning:

e providing assistance to the State Bank on foreign exchange management, with a view to

reducing dependence on FCDs in a phased manner;



e assisting the State Bank to improve its risk analysis of banks and early warning systems; and
e supporting bank restructuring/privatization, beginning with a workshop planned for next
month on cleaning up banks’ portfolios and improving bank supervision.

Longer-term development issues.

Although Pakistan is making progress in some areas (e.g., enterprise privatization, private energy

investments), shorter-term problems are arresting movement on longer-term development issues. In

addition, without greater fiscal space, the authorities will not have the resources to address the longer
term challenges. The primary longer term challenges are:

e Public finances. In addition to the level of resource mobilization, greater attention needs to be paid
to equity issues. As it now stands, the proposed FY97 budget relies in large part for new revenues on
GST tax rate increases, which fall too heavily on the poor, rather than on broadening the tax base.
Implementing the agricultural income tax in all provinces and raising the rate and yield of the
agricultural wealth tax are needed. A new National Finance Commission Award needs to be
finalized which will strengthen fiscal responsibility at the provincial level as well as strengthen
autonomy and fiscal responsibility at provincial level.

o Trade policies. The new budget maintains the maximum import tariff at 65%, rather than continuing
its reduction to 50-55% as previously planned, and retains the 10% regulatory duty introduced last
fall. The program of tariff reductions needs to be continued in order to limit distortions and thus
improve incentives for economic diversification and boost exports. While some exemptions and
concessions are being reduced, phasing out all exemptions and concessions would also promote a
more neutral and equitable tax structure.

e Financial sector. Full privatization of all state owned banks is an important long term structural
reform. But while prudent privatization requires that the state-owned banks be solvent prior to sale,
as noted above the fiscal cost of such restructuring is a potential issue. Prudential regulations and the
State Bank’s supervisory capacity need to be strengthened. Interest rate policies need to be
rationalized to avoid disintermediation, and concessional and directed lending needs to be
eliminated.

o Sustainability of government services. While progress has been made in expanding social services in
Pakistan, there is now a need to broaden the focus to include improving quality and cost-
effectiveness and ensuring financial sustainability. The second Social Action Program, now being
developed, will be directed toward this issue. More needs to be done in agriculture where growth
and diversification away from cotton requires greater liberalized input and output markets,
decentralization of irrigation management and user charges for water to promote equity, and
improved land markets and agricultural services.

e Power policies. Work is still required to fully put in place effective regulatory frameworks for
privatized and new private investors in energy and infrastructure. Electricity tariff cross-subsidies
need to be reduced (prices for industrial users are too high while agricultural and consumer users pay
too little), and domestic petroleum and related product price adjustments in accordance to changes in
border prices need to be continued.
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Background Note for Pakistan Brainstorming
June 25, 1996

A number of concerns have arisen over the near-term situation in Pakistan. The following briefly
summarizes some of these concerns.

£s2°d WgsP:68 96. SZ2 NNL

Credihility. As seen last year, without a strong macroeconomic framework in place, Pakistan’s BOP
could deteriorate quickly. So far, domestic reaction to the FY97 budget has been negative. The
stock market has dropped 2% in reaction to the budget, and there have been clashes between Islamic
radical protesters and police resulting in deaths and injuries. Most businesses are going along with
the strike called by the opposition. The government may not be able to pass the budget, or may have
difficulty implementing it even if it does pass.
External sector. The current account deficit at 6% of GDP is too high. Imports are growing
strongly, but export growth has been sluggish. The real effective exchange rate has appreciated by
5% since the October 1995 devaluation, and further devaluation is required. Now the premium
between the market and official exchange rates has reached 8% as compared to 6% in recent months
and 3-4% in the past.
Reserves / Foreign Currency Deposits. There will be substantial costs to devaluation. The GOP has
been encouraging foreign currency deposits (FCDs) and has been borrowing short-term. Total short-
term liabilities now total $9 billion, with FCDs at $7.7 billion (as compared to total reserves of
$1.375 billion or 6.5-7 weeks of imports). A devaluation of the rupec will have significant quasi-
fiscal and monetary costs as the State Bank provides full foreign exchange cover for the FCDs.
Financial sector. Pakistan’s financial sector is fragile. While the foreign exchange cover for FCDs
needs to be eliminated, taking that action might actually precipitate both banking and foreign
exchange crises.
Bank Group exposure. IBRD DOD to Pakistan totals $4.3 billion, representing 3% of the IBRD
portfolio. There are two outstanding partial risk guarantees to Pakistan: the Hub and Uch guarantees
are for $250 and $75 million, respectively. IDA DOD to Pakistan totals $4.2 billion. MIGA’s
portfolio stands at $160 million (7.5% of the total portfolio). Total commitments now held by 1FC
are $592 million.
Possible actious. Our advice to the gavermment is that the best short-term action would be to deal
with the fundamentals, We have recently written a detailed Jetter to the government on the health of
the financial sector, and Mieko Nishimizu expressed our concerns in her mecting with the prime
minister last week. In addition, we are planning the following:
e providing assistance to the State Bank on:
e crisis management -- to give the State Bank an understanding of how other countries
dealt with crises
¢ foreign exchange management, with a view to reducing dependence on FCDs in a

phased manner

installation of an early waming system

banking supervision

privatization of the banking system, including cleaning up banks’ portfolios and

improving bank supervision.
m;m_s_mmg We see there could be a run on FCDs of about $500 million -- in addition to 2
run on the private commercial banks, which could spill-over to other commercial banks. This crisis
might also affect the Bank’s guarantees. In addition, there would be balance of payments financing
requirement for the quarter of an additional $400 million (including about $250 million multilateral
debt service falling due in 3rd quarter of 1996).
In the short run and provided there is a good macro program in place, we could use FSDIP to provide
fast-disbursing support of $150 million (first tranche). In addition, there would be an IMF Stand-by



tranche release of about $50 million, and private inflows of $450 million. The remainder could be
financed by a reserve drawdowns and/or possible help from friendly Middle Eastern countries. In
the longer term, if more is needed the Bank could provide an export development loan with $200-250
million disbursements in the first tranche (including cofinancing). There would also need to be
additional IMF financing and rescheduling of bilateral debt.
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Pakistan

The attached summary of Mieko’'s meeting with Benazir Bhutto
is interesting. It appears that Mieko was able to deliver the key
messages on macro vulnerability without provoking a strong
adverse reaction. In fact, the PM urged MIeko to continue the
dialogue on her next visit.

Meanwhile, the Fund has decided against sending a joint
letter until after the next Fund mission in August. Their goal is
to avoid getting into short-term stabilization issues until the
staff have analyzed the budget in detail and evaluated the first
steps toward implementation. While this is understandable, I
remain worried that the budget alone will not suffice to convince
the markets that Pakistan is now on the road to resolving its
external imbalance.
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SUBJECT: Mieko Nishimizu's Meeting With Prime Minister Benazir Bhutto:
Confidential

Mieko Nishimizu and I met Prime Minister Benazir Bhutto
on Sunday, June 16 at her Parliamentary office in Islamabad.
Other GOP officials present were: Ms. Shahnaz Wazir Ali (PM's
special assistant for social sector) and Messrs V.A. Jafarey
(Advisor Finance), Shahid Hasan Khan (PM's special assistant
for economic sectors), Javad Talat (Secretary EAD), Mian

Tayyab (Secretary Finance) and Ashfag Mahmood (Secretary Water
and Power) .

The meeting lasted for an hour and occurred in a
warm, cordial, and informal atmosphere and in the form of a
dialogque. The PM was very gracious, attentive and liberal in
the use of her time, despite frequent reminders by her aides
about her next engagement. Following the meeting, Mr. Talat
commented that this was the best meeting he had attended with
the PM.

A summary of the discussion follows.

A. Issues Raised by The PM

SAP: The PM started by thanking Mieko for her letter of
Apri 17, 1996 summarizing Mieko's impressions of progress with
Pakistan's social sector program (SAP) based on her immersion
visit in February-March, 1996. The PM reiterated her strong
commitment to SAP. She noted that despite progress many
challenges remained, especially ensuring better quality and
financial sustainability. These aspects will need to be
emphasized in SAPP2. She said that she has instructed GOP
officials to be vigilant and to visit schools to ensure that
there are no ghost teachers, that books are available, and
that school facilities are actually being used. She went on to
recount a pleasant experience with a surprise visit to a
school in Lahore and agreed with Mieko that surprise visits
are the best ones. The PM endorsed the positive role of
community participation in the social sector and the need to
encourage this further. She thanked the Bank for assistance on
the SAP and looked forward to continued support on SAP
implementation.

Power sector: The PM pointed out that electricity prices



have been raised substantially over the past few years. She
then went on to explain the present difficulties being faced
by GOP on power pricing due to the interplay of private power
agreements and WAPDA's inefficiencies. She said that GOP was
taking a number of steps to reduce WAPDA's inefficiencies,
while also moving ahead with privatization of electricity
distribution and corporatization of WAPDA. She hoped that the
Bank would take note of these changes and support GOP in
developing an appropriate power pricing strategy during this
transition period.

Other operational issues: She inquired about progress
with resolving the issues related to the Karachi Water Supply
Project and the proposed National Drainage Project.

B. Mieko's Response and Issues Raised

SAP: Mieko complimented the PM for her strong leadership
in promoting the SAP. She noted that SAP was already having a
noticeable impact. For example, more and more girls are
attending school in Pakistan now. She agreed fully with the
PM's view that SAPP2 should focus on ensuring better quality
and financial sustainability. She appreciated the PM's
interest in strengthening community participation and
emphasized the important role of NGOs and private sector.
Mieko also noted the need to avoid expansion of SAP to other
activities (e.g. agriculture). The PM agreed and clarified
that GOP is working on a plan to ensure the implementation of
agriculture income taxes (a provincial subject), with a
provision that the bulk of these resources will be spent on
improving irrigation, drainage and other agriculture services.
This is a separate exercise and not part of SAP.

Power sector: Mieko responded that she is fully aware of
the transition issues in the power sector and reassured the PM
that the Bank team is working closely with Ashfaqg Mahmood to
develop a proper approach to electricity pricing during this
transition phase. She complimented the PM for GOP's energy
policy for private investment, which is a model for other
countries. She also complimented the PM for placing emphasis
on putting strong managers in key public agencies and
enterprises, such as WAPDA, to run them on professional basis.
The PM expressed her appreciation for this support.

Other portfolio issues: GOP officials explained that
these issues are being discussed with the Bank. Mieko,
however, emphasized the need to build consensus and ownership
before moving ahead with the proposed reform of the irrigation
sector envisaged under the National Drainage Project. She
observed that the reform will alter the course of the nation
for the next 100 years, and investing sufficient time for such
consultations now will give high returns.

Macroeconomic issues: Mieko stated that the Bank has not



yvet completed its analysis of the new 1996/97 GOP Budget. She
regrets, therefore, that she cannot share its views. Having
seen various measures, however, she noted that the real
challenge lies in its implementation to ensure outcome as
planned on both revenue mobilization and expenditure control.
She advised the PM that credible macro policy implementation
deserves her utmost personal focus. In this context, she drew
the PM's attention to three macroeconomic issues that seem to
have become Pakistan's "Achilles' Heels":

o Exports are not growing as rapidly as necessary to
meet Pakistan's BOP requirements;

o fiscal deficits remain large and are being financed
by short-term borrowings. As a result, short-term foreign
exchange liabilities have reached US$8.9 billions as compared
with official reserves of a little over US$1.0 billion.

o The financial sector is very fragile due to the large
volume of non-performing loans.

As a result of the large uncovered short-term foreign
exchange liabilities, Pakistan's BOP is very vulnerable to any
kind of shock. This in turn could lead to a banking crisis,
given the fragile health of the financial sector. Mieko
further explained that her contacts with international market
watchers indicate that they have full knowledge of these risks
and are closely watching Pakistan's macroeconomic management.
They also perceive that there is a lack of adequate
coordination in the management of fiscal, monetary and
exchange rate policies in Pakistan. Unfortunately, Pakistan's
credibility in international financial markets is weak in view
of the country's past record. In this environment, there is an
urgent need for strong teamwork in macroeconomic management.
In particular, the PM's strong leadership in coalescing all
policy instruments at GOP's disposal to promote exports, as if
on a war footing, would be greatly beneficial.

The PM noted these points with great concern and agreed
that the downside risks are worrisome. She requested Bank
technical assistance to support the implementation of tax
reforms in the new Budget. She also requested that the
Resident Mission give briefing to her on the state of the
economy on a monthly basis. In closing, she thanked Mieko for
her inputs and invited her to visit again. She asked Mieko to
convey her warm greetings to Mr. Wolfensohn and noted that she
looks forward to welcoming him in Pakistan.

JOE WOOD ( JOE WOOD@A1@WBHQB )
ROBERT S. DRYSDALE ( ROBERT S. DRYSDALE@AL@WBHQB )
RUI COUTINHO ( RUI COUTINHO@Al@WBHQB )
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Gautam S. Kaji ( GAUTAM KAJI )
D. Joseph Wood, SASVP { JOE WOOD )
81429

Pakistan Budget

The attached note supplements what you have probably
already read in press reports or Oxford Analytica.

I would underscore two of the points made in the
attachment. First, the underestimate of the cost to the budget of
further exchange rate adjustment (and potential increases in
domestic interest rates) is potentially very serious. Second, the
scope available to Pakistan to take corrective action is now
severely constrained. They have already built into the budget
more revenues than they can likely achieve, and the expenditure
side remains dominated by non-development expenditures,
particularly on defense and interest.

It looks to me that the budget has been designed to limit
direct increases in prices to the consumers (e.g. wheat subsidy;
inaction on petrol), although much of the sales tax increase will
presumably be passed on to the consumer.

Rui Coutinho ( RUI COUTINHO )
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Pakistan -- FY97 Budget: A Quick Analysis

CONFIDENTIAL [Pls. Keep the Distribution Restricted]

]l This note, which is prepared jointly with Antoinette Sayeh,
is based on our quick analysis of the budget, on a summary we
have received from Bill Byrd, and the discussions we have had
with the IMF staff. The resident mission is preparing a more
detailed analysis.

Summary Assessment

o The budget as presented to the National Assembly (June 13)
broadly conforms to the agreements reached between the Government
and the recent IMF mission. In particular, the targeted budget
deficit is 4% of GDP and the revenue effort includes a
significant broadening of the tax base for the General Sales Tax
(GST) as well as a reduction in the scope or elimination of some
of the tax and import tariff exemptions and concessions.

However, the deficit reduction package relies much more on
revenue increases -- and less on expenditure control -- making it
potentially more difficult to implement and less credible.
Moreover, according to the budget, trade policy reform has been
postponed.

3. The budget suffers from two major weaknesses, which also
represent deviations from the agreed budget with the Fund: 1)
structurally weak on the expenditure gide; and ii)
over-dependence on tax rate increases, which could well result in
political problems for the Government and jeopardize full
implementation of the budget.

4. Given the high likelihood of a significant devaluation of
the rupee (which has only partially been reflected in the
budget), there will be important changes in the structure of the
budget and the size of the government's borrowing requirements --
especially if one takes account of the quasi-fiscal costs that
would be brought about by the effect of a significant devaluation
of the rupee on the central bank's balance sheet.

Revenues

5. Revenues will approach 18.6% of GDP and tax measures total
close to Rs 40 billion (compared to 18.2% and Rs 31.3 billion,



respectively, agreed with the Fund). The GST accounts for more
than 60% of the tax package (more than double that envisaged by
the Fund), relying on both base broadening (yield of Rs 12.3
billion) and increases in rates (yield of Rs 13.5 billion). The
latter was not envisaged in the Fund agreement. The budget does
not include the recommended new excise on gasoline (about Rs 2.5
billion), nor the Rs 5 billion expected from increasing retail
petroleum prices.

6. However, all of the agreed structural measures are included
in the budget, i.e. generalization of the GST to the import and
manufacturing stages; removal of some exemptions and concessions
from customs duties and income tax; and an increase in the rate
of agricultural wealth tax per Productivity Index Unit (PIU) to
Rs 400, with reduction of exemptions in the tax base. As
expected, the abolition of the 10% regulatory duty (introduced in
October 1995) and reduction of the 65% maximum tariff have been
postponed, although the budget includes downward adjustments in
some tariff rates on raw materials and capital goods.

P The GST will be extended to the import and manufacturing
stage with three non-zero rates of 5%, 18% (raised from 15%), and
23% (raised from 20%). Rather than further broadening coverage

of the GST to raise additional revenues (i.e. by removing
exemptions for sugar and edible oil and reducing the scope
coverage of the 5% rate), the Government has opted instead for
rate increases.

8. However, the expected GST yields may prove overly
optimistic due to delays in putting in place the administrative
infrastructure for collecting it, and the strong resistance
expected from the business community -- where anger is already
building up over postponement of the abolition of the regulatory
duty -- and the opposition groups. Tactically, the Government
may be counting on subsequent introduction of a new excise on gas
and on an increase in retail petroleum prices to make up for
shortfalls in GST revenue.

Expenditures

9. The expenditure package envisages an overall increase of Rs
1 billion compared to the baseline estimated by the Fund mission,
rather than the Rs 9 billion reduction agreed. However,
structural measures on the expenditure side include slightly
reducing defense spending as a share of GDP compared to this
year's expected outturn (from 5.3% to 5.2% of GDP) and increasing
the overall spending on SAP to 2.5% of GDP. Budgetary
development expenditures, at Rs 104.8 billion (4.1% of GDP), are
higher than agreed with the Fund. But, according to the recently
completed Bank report on the FY97 Public Sector Development
Program (PSDP), the budgetary allocation for the "core investment
program”, at Rs 38.8 billion, falls short of the recommended
level by about Rs 6 billion.



10 There appears to be an underestimation of domestic interest
payments by some Rs 4.5 billion. This may reflect the
unrealistic expectation that domestic interest rates can be kept
at current levels, despite the programmed substantial tightening
of monetary policy. On the other hand, subsidies are budgeted at
more than double the 1995/96 allocation, reflecting mainly the
sharp increase of international prices of wheat (a major import
item) and the Government's concern about its adverse impact on
the population. (The wheat subsidy is budgeted to rise to Rs 5.4
billion compared to Rs 10 million in 1995/96.) The Government
has also not been able to reduce some grants significantly
(including to Pakistan Railways) and has expanded others. For
example, the Pakistan "Bait-ul-Mal" (which is an inadequately
targeted social safety net program and includes a food subsidy
scheme and an individual financial assistance program) has been
more than tripled to Rs 1 killion.

i 3 8 Finally, it should be noted that the direct grant from the
Federal Government to the provinces on account of SAP, which was
budgeted at Rs 7 billion in 1995/96, has been eliminated in this
budget. The provincial governments are expected to £ill the
financing gap by allocating 25% of the additional tax revenues
accruing to them from the announced measures (through the revenue
sharing arrangement) to the SAP. The Bank does not have a
problem with this as long as SAP expenditures remain fully

funded.




Summary Table for 1996/97 Fiscal Operations
(billion of Rs)

IMF May Mission Budget, 6/96

no measure measure measure
Total Revenues 428.2 1.3 40.8
Tax Revenues 336.5 31.3 40.8
GST 55 & d 10.4a/ 25 .8
Customs 97 .1 7L 7.6
Excise duty 55.0 7.0 2.9
Surcharges 28.9 5.0 g_bk/
Ine. . prok .., prep. 85.7 0.8 2.5
Others 14.1 [ ) 5]
Impr.tax adm. 0 0 1.0
Non-tax Revenues P76 0 0
Use of Pr.Proceeds 14.0 0 0
Total Expenditures 569.4 - 9.0 +1.0
Current 471 .7 =9 .0 ~6:0
Federal 351.9 -9 .0 -6.0
Defence 134.3 -2.9 -2.9
Interest payment 146.1 0 -4.8_c/
Subsidies 3.5 0 +4.7
Grants to Ent.
& local govt. 14.8 -4.4 -0.8
Other 53.4_4d/ =1 7 0
Provinces 119.6 0 -2.2_e/
Development 977 0 7.0
Fiscal Deficit (narrow)-141.2 - 101.0 - 101.2

a/ Includes Rs 1.1 billion from effect of extension of customs
base on GST revenues.

b/ While there are no new measures on surcharges, the budget
estimates of gas surcharge revenue are Rs 2.6 billion lower than
the Fund's.

¢/ Mainly under-estimation of interest payments on domestic debt.
d/ Includes general administration, law and order, economic
services, social services, and the residual "unallocable"
category; the Fund measure pertains to the latter category.

e/ This is not reflected in the budget, but provincial current
expenditures will have to decline by Rs 2.2 billion over the
Fund’'s baseline estimate in order to facilitate funding of the
National Drainage Program.

Sources: IMF Mission Tables (May 23, 1996); RMP's Preliminary
Note on 1996/97 Federal Budget (June 13, 1996); Federal Budget in
Brief, 1996/97.
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89111

PHILIPPINES: Request for Waiver of Prepayment Penalt

Jim:

You asked Gautam about the proposed response to Secretary de Ocampo regarding his
request for a waiver of the prepayment penalty on a package of fixed-rate loans. Your
specific questions were: (1) is it fair? and (2) does it make sense?

Is it fair? The Bank has not waived the prepayment penalty for any borrower selectively
prepaying its higher-yielding loans since the premium was formulated and approved by the
Board in 1988. Indonesia paid a premium of $6.5 million earlier this year to prepay a
package of loans ($244 million @ 11.42%) similar to those which Philippines intends to
prepay (about $250 million @ 10.37%), for which the indicative penalty is $5.9 million.
Russ Cheetham and I agree that this fact alone would make it unfair to waive the penalty
for Philippines.

Does it make sense? I presume that your question relates not to our practice of charging
prepayment penalties for above market-rate loans, but to the rather complex formulation
included in IBRD loan contracts. The penalty is not calculated in reference to market rates
(as is typically the case in yield maintenance agreements), and is applied only when the
borrower is selectively prepaying higher-yielding loans and their overall book is not
substantially in excess of the average IBRD loan rate. This makes sense in view of the
cooperative nature of the Bank, where prepayment by one country adversely affects all
others.

A simpler draft is attached which reflects the above. It <ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>