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I. 	 Introduction
 

This paper describes the areas 
in which the Mission has been involved
 

in policy dialogue and reform. 
The nature and purpose of the dialogue/reform
 

process are also discussed. 
In the second part of the paper, an attempt is
 

made to generalize our experience and the lessons learned as a result of
 

discussions of policy issues and reform measures with senior government
 

officials.
 

7I. 
 The Process 	of Policy Dialogue and Rcform
 

A. 	 The PL 480 Program
 

Our role in economic policy reform in the Sudan has evolved from our
 

PL 480 program. Annually over the past three years the USG has provided Sudan
 

with US$ 50 	million in PL 480 wheat. In 1982, it was generally believed that
 

bread consumption was increasing at 
the ratn of about 10-15 percent per annum,
 

although the consumption of bread was largely an urban phenomenon. 
 The food
 

.grain of the Sudan has been white sorghum in the form of a spongy, flat bread
 

known 	 as "kisra".
 

Imported wheat at the time was 
 clearly beginning to replace sorghum as 

the basic food grain at least in the growing urban areas. It appeared to me 

that a consumption pattern was beginning to emerge that woul 
 in the short run
 

increase the dependence on wheat imports, which Sudan could ill-afford. In 
_,82 Sudan was facing a trade-gap of LS 600 million-, a growing external debt 

of $5 	billion and a budget deficit of LS 350 million. It was believed tnat 

Sudan had a comparative advantage in the production of sorghum, but a comparative
 

disadvantage in the production of wheat. 
 The share of domestic wheat in total
 

1/ US $1.00 = LS 1.30 at the official rate of exchange. At the time the 
commercial bank rate was $1.00 = LS 1.80. On October 21, 1984 the Bank 
of Sudan adjusted the ccmmercial bank to LS 2.10. 
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wheat consumption was declining due to the growth in consumption.
 

We were aware that PL 480 programs in many LDCs have been 

criticized as creating production disincentives, permitting governments to
 

pursue subsidized food policies which favored urban consumers over rural
 

producers, and increased the claim on scarce foreign exchange balances for
 

food imports to satisfy new consumption patterns developing in urban areas. 

Given the circumstances surrounding a potential policy issue, I decided 
to
 

investigate the economic context in which the USG was providing such massive 

aid through the PL 480 program. Since the Sudan had an overvalued exchange 

rate and the nominal bread price appeared to be "artificially cheap", it struck 

me 
that bread pricing was a critical issue which should be an analytical priority
 

of the Mission Ag :icultural Economist.- ! 

I then set out to assemble more detailed data on imports, domestic
 

production. and Jheat utilization. 
I also obtained data on the wheat/bread cosr­

price structure. 
 It soon became clear that bread consumption was being signi­

ficantly subsidized, maybe as much as 25-30 percent.
 

The situation was outlined to the Agricultural Development Officer, 

the Deputy Director and the Mission Director. A case was made to pursue a
 

policy dialogue with the appropriate government policy makers to adjust bread
 

prices with the aim to eliminate the budget subsidy. 
The Mission Director sup­

ported the idea and gave the direction to proceed with the analysis.
 

Discussions were held with officials of the Ministry of Commerce, 

Cooperation and Supply (MCCS), the government body responsible for importing
 

/ I was the Mission Agricultural Economist from December 1981 
to October 1983.
 



-3­

wheat and establishing the administered prices within the wheat/bread marketing 

system. The actual detailed cost-price structure was established. The point
 

of subsidy was identified and the magnitude calculated. The explicit budget
 

subsidy was calculated to beapproximately $30 million at the prevailing
 

official exchange rate.
 

The facts were presented to the Mission Director who then requested
 

that I present my analysis and a justification for pursuing the elimination
 

of the budget subsidy at the next meeting of the U.S. Mission Economic
 

Council.- This was done. However, the appropriateness of including the 

measure as a PL 480 self-help measure was questioned on political grounds. The
 

issue was, could the government withstand a bread price increase of the
 

necessary magnitude? 
Time was required to consider the potential political
 

Lnpact and whether the USG wanted to be responsible for the resulting bread 

price increase. In the end the Ambassador decided that USAID should not pursue
 

the 	proposed price change.
 

It was back to the drawing boards. I decided that I had made a
 

strategic error ... positive economics could not be sold to 
the Ambassador.
 

It was clear an alternative approach was required: 
 a political economy framework.
 

Fortunately, Professor Carl Gotsch, a well-knowm economist on the Faculty of
 

Food Research Institute at Stanford University, was being engaged at the time
 

by the Muission as an 
economic consultant to review agricultural policy in the
 

Sudan. 
Professor Gotsch reviewed my analysis and identified how it could be
 

reconstructed into a political-economic framework. 
 .hile the basic economic
 

analysis was not altered the presentation was recast to give more weight to the
 

salient political trade-offs. Gotsch presented the 
case to the Ambassador at the
 

l/ 	A combined USAID/Embassy forum for economists t discuss issues with the
 
Ambassador. 
With the arrival of the new Ambassador the Council has become
 
the "AID/ECON Meeting" where the Ambassador discusses current issues with
 
the USAID Director.
 



-4­

next U.S. Mission Economic Council meeting. At the end of the meeting the
 

directive of the mbassador was to proceed.
 

After five negotiating sessions which centered on the cost and
 

benefits of budget subsidies, problems associated with excess demand, domestic
 

production disincentives, opportunity costs of the subsidy, shifts in consumption
 

patterns toward imports, impacts on the claims for foreign exchange, the bread
 

price and the consumer price index, and potential consumer reactions, the
 

government decided to remove the $30 million bread subsidy. The price adjustment
 

was made during July 1983, without political repercussion, by reducing the size
 

of the loaf from 320 to 230 grams.
 

Having encouraged the government to remove the budget subsidy on 

bread, the next logical step was to tackle the implicit foreign exchange rate 

subsidy. This was a relatively straight forward cal'ulation resulting from a 

divergence between the overvalued official exchange rate ($1.00 = LS 1.30) 

and the commercial bank rate ($1.00 = LS 1.80). The calculations revealed, 

however, that a hidden tax was built into the wheat/bread cost-price structure 

due to an 18% inflated C.I.F. price for wheat. Our analysis took account 

of the overvalued exchange rate, recent changes in transport, milling costs
 

and baking margins and the impact on the price of the end-product with and
 

without alternative rates of tax (1.2 and 18%) built into the C.I.F. price of
 

wheat. Our analysis also accounted for alternative weights (loaf-sizes) and
 

nominal prices. The analysis, therefore, was able to identify the trade-offs
 

between (1) nominal prices, (2) size of loaf,(3) alternative shadow exchange
 

rates, and (4) the level of tax built into the C.I.F. price of wheat. At the
 

end of the negotiations the Minister of Commerce decided to hold the nominal
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price fixed, reducing the size of the loaf (from 230 to 170 grams) and the
 

C.I.F. tax built into the pricing structure.
 

This agreement to eliminate the implicit foreign exchange rate
 

subsidy was a self-help measure under our FY 84 Title III ($30 million) Program,
 

signed during December 1983. The price increase took place during July 1984.
 

While undertaking the initial analysis to quantify the implicit
 

foreign exchange rate subsidy it became evident that imported wheat would turn
 

out to be priced higher than domestically produced wheat. On the surface this
 

appeared to be a desirable policy result. However, it was known that domestic
 

wheat producers enjoyed factor subsidies and that the commodity price appeared
 

to be less than the opportunity cost of importing wheat. Consequently, I
 

requested one of our economists on our Agricultural Planning and Statistics
 

Project to undertake an analysis of wheat pricing and cost of production to
 

determine what the import parity price of w-eat would be at the prevailing
 

commercial bank foreign exchange rate. 
In short, the study revealed the need
 

to improve the financial incentives of wheat producers and increase the price
 

of domestically produced wheat.
 

Import parity pricing for domestically produced wheat was thus
 

included in the negotiations. The aim was to achieve comparable prices for
 

domestically produced wheat and imported wheat based upon import parity at the
 

free market exchange rate. The government agreed to adjust the domestic wheat
 

price on the basis of the study for the 1983/84 crop production season.
 

SNhile we believed we were making progress 
on wheat pricing by
 

eliminating both explicit budget and implicit FX subsidies, we came 
to the
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view that due to the price elasticity of demand for bread (inelastic) we were
 

not likely to achieve much progress on dampening the demand for imported wheat.
 

The aggregate demand for wheat flour and consequently wheat bread still appeared
 

to be increasing at an annual growth rate of not less than 10 percent.
 

During the period 1975-79 the Food Research Center of the University
 

of Khartoum had undertaken a pilot project on the technical feasibility of
 

milling composite sorghum/wheat flour for bread making. The pilot project
 

perfected sorghum milling and composite flour blending and the new baking techno­

logy. In addition, the project demonstrated that substituting sorghum for
 

wheat at a rate of 10-15% did not create technical problems in baking or detect­

able consumer reaction. The food technologists at the center had dEmonstrated
 

that a 25% rate of substitution was technically feasible.
 

We decided in consultation with the Food Research Center to include
 

the adoption of sorghum/wheat composite flour for commercial bread making as a
 

self-help measure. The Sudanese decided that weshould conduct an economic
 

feasibility study of composite flour. The results were to be available in time
 

for negotiations for the-next PL 480 agreement.
 

Through our Agricultural Planning and Statistics Project we obtained
 

a sorghum flour milling engineer, the food technologist who had previously been
 

the project manager of the University of Khartoum composite flour pilot project
 

and Professor Carl Gotsch of the Stanford Food Research In.;titute. The economic
 

feasibility study was conducted by the three consultants in collaboration with
 

Sudanese millers, Food Research Center scientis:s and Ministry of Commerce
 

officials. The main conclusions of the study were that at prevailing relative
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prices of sorghum and wheat, that with composite flour (1) the price of bread, would 

not be lowered significantly, (2) the potential savings for Sudan would be 

$10-15 million dollars per annum in foreign exchange for wheat imports during
 

the early stage of the adoption of composite flour, (3) millers could
 

obtain a good return on their investment in modern sorghum mills and blending
 

equipment and (4) given the limited export market for Sudanese sorghum,
 

would offer sorghum producers a potentially large domestic market for
 

their crop.
 

The study was discussed with Ministry officials and included on the
 

agenda for the next PL 480 negotiations. At the next session on self-help
 

measureit was agreed to conduct a commercial trial of composite flour among
 

private sector bakers over a 6 month period during CY 1984. 
 The University
 

of Khartoum Food Research Center agreed to mill the sorghum flour, blend the
 

wheat and sorghum flours and distribute the resulting composite flour to the
 

bakers participating in the commercial trial. The Center also agreed to provide
 

technical and managerial supervision of the trial. USAID agreed to provide
 

local currency support for the trial including the cost of procuring and blending
 

the composite flour. The trial is just now getting underway.
 

During late May 1984, we formulated the self-help measures for our
 

FY 84 Title I ($20 million) agreement. The focus of our self-help measures was
 

to go beyond the wheat production-consumption-sector for the first time.
 

Some earlier work done by myself and others indicated that import
 

parity was not a principle being followed in agricultural pricing policy in
 

the Sudan.
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Some preliminary calculations revealed that firmer-level prices
 

were within the range of 32-60 percent of the border price. The analysis
 

further revealed that an 
existing implicit foreign exchange rate tax was being
 

applied to agricultural exporters. Agricultural exporters were being paid
 

in Sudanese pounds on the basis of an overvalued foreign exchange rate conver­

sion formula. They are being paid LS 142 per $100 F.O.B. value for their exports
 

as opposed to LS 180 if the conversion into local currency had been based upon
 

the free market, commercial bank rate. This amounted to a tax of 21% on the 

exporter, which was being passed on to 
the producers of agricultural exports in
 

the form of lower prices.
 

Given Sudan's need to increase agricultural exports and foreign
 

exchange earnings and financial incentives for exporters and producers, we
 

decided to propose self-help measures that would tackle the economic distortions
 

resulting from the overvalued exchange rate applied to agricultural exports.
 

During the first negotiating session with officials of the Ministry
 

of Commerce, Cooperation and Supply we confronted surprise that we desired to
 

expand our PL 480 policy dialogue beyond the wheat sector. We explained that
 

PL 480 Title III legislation was not commodity specific, but more general and
 

encouraged broader analysis of sectoral issues which could rejult in self-help
 

measures broadly defined to encourage "rural development". We were also told
 

that farmers in the traditional sector did not require higher prices, and if
 

they were to receive them, they would produce less (the "backward bending supply
 

curve" revisited)!
 

After some discussion the Ministry informed us that the GOS could
 

not negotiate import parity pricing with USAID, sine our discussion involved
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exchaage rates. The government's position was that this type of discussion
 

could only be held with the IMF.
 

We did not accept this position on the grounds that import parity
 

pricing had in fact been the basis for the earlier self-help measure which
 

eliminated the implicit FX rate subsidy on imported wheat and, in part, the
 

basis for increasing the price of domestically produced wheat. We took the
 

position that economic analysis and policy formulation cannot be undertaken
 

without consideration of the exchange rate, particularly when Sudan has a mul­

tiple exchange rate regime, with a significantly overvalued official and
 

comnercial bank rate.
 

We revised our approach to propose price increases (we were focusing
 

on oilseeds and gum arabic produced in the rainfed sector) by determining the
 

percentage that auction market prices would increase to achieve import parity
 

at the free market exchange rate. This approach was to "avoid" the exchange
 

issue. However, for our next seszion with the government the Ministry engaged
 

the assistance of the Deputy Governor of the Bank of Sudan, the State Minister
 

of Finance and the Under-Secretary of Economy to make the case that import parity
 

pricing, which out of necessity involved exchange rate issues, could not be
 

discussed with a bilateral donor. Again we hear,! arguments in favor of not
 

increasing producer prices given the view that financial incentives were adequate;
 

or, if paid higher prices, farmers might produce less. However, in the end
 

agreement was reached that focusing upon percentage increases of auction market
 

floor prices could be the basis for further dialogue. Working in collaboration
 

with the lfinistry,up-dated estimates of production coots, returns to farmers,
 

marketing costs and export prices were prepared. Analysis was undertaken to
 

determine what farm level prices would have to be if farmers were paid a price
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which would reflect export parity at the higher commercial bank rate. In the
 

end the Ministry agreed upon a 25% increase in the auction market floor price
 

for oilseeds (groundnuts and sesame) and gum arabic.
 

The final self-help measure agreed to during the FY 84 Title III
 

negotiations was the involvement of the private sector millers in inland trans­

port. Up until now inland transport has been handled by public sector entities,
 

often with great delays in handling and distribution and at higher costs than
 

prevailing within the private sector trucking industry. Also, it 
was agreed
 

that the private sector millers would be allowed to participate directly in the
 

international procurement of wheat. 
The aim of this reform was to capture
 

potential efficiencies that could be realized by the private sector and to give
 

the millers the opportunity to control their raw material supply and supply-price.
 

Our discussions with private sector millers indicated that they had a strong
 

interest and financial ability to undertake these tasks. They also indicated
 

their intention to form a millers' federation with its own equity which would
 

operate under Company Law. The millers believed that they could achieve
 

economies of scale and would have the financial incentives to lower cost of
 

procurement, inland transport and consequently raw material (wheat) supply.
 

Turning over these functions to the private sector will pave the way for getting
 

the government out of the direct wheat import business, thereby releasing
 

government officials to pursue other legitimate functions of a Ministry of Commerce.
 

B. Petroleum Import Facility
 

1. Background
 

Without doubt, petroleum is the single most critical imported
 

commodity influencing Sudan's productive capacity today. Petroleum constitutes
 

25 percent of the import bill. The problem the country faces with respect to
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procuring petroleum is the result of trade deficits and uneconomic credit
 

arrangements that have made the management of 
scarce foreign exchange difficult
 

and long term planning impossible.
 

The government attempts to control petroleum consumption through
 

geographic allocations and rationing-while holding retail prices below inter­

national prices. Shortages occur due to excess demand at prevailing prices and
 

the black market thrives. This results in production losses, reduced exports
 

and a further constriction of the supply of foreign exchange.
 

In 1982 and 1983 Sudan paid $60 million over iworld prices for its
 

petroleum imports. Because Sudan could not meet obligations under a $9 billion
 

debt, it lost access to normal international commercial credit. Therefore, the
 

government was compelled to deal with petroleum dealers who were prepared to
 

take unusual risks for unusual profits. High administrative fees and exorbitant
 

interest rates were charged. To obtain its petroleum, the Government of Sudan
 

has taken to pledging cotton futures, which were often heavily Ciscounted.
 

The debacle has been administered by a public sector corporation
 

which imports, prices and allocates fuel administratively. The four petroleum
 

companies operating in the Sudan -- Shell, Mobil, Total and Agip are only
 

permitted to distribute. Misallocation is chronic. Illicit sales at the
 

wholesale level are habitual. A black market rages along, with prices at two
 

to three times the administered level. Outlying regions are plagued by constant
 

shortages. Public sector entities 
are favored in allocation. Difficulties
 

with allocation result in economic inefficiencies that could push total losses
 

to $100 million annually.
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2. Objectives
 

The idea of a Petroleum Facility first was discussed with the
 

govern.'ent when President Nimeiri visited the U.S. in November 1983. 
 At the
 

time it was decided to try to find a new system to overcome Sudan's fuel
 

shortages and high cost procurement practices. At the Consultative Group meeting
 

in December 1983, discussions were held to determine how Sudan could overcome
 

its problems with importation, allocation and internal distribution. USAID
 

was asJ:ed to work out the establishment of the Facility with the Government 

of Sudan and to coordinate donor support. The purpose of the Facility is to
 

help assure a sufficient and reliable supply of petroleum purchased at world
 

prices and to establish an efficient system of financing, procuring, importing,
 

allocating and distributing petroleum products for the Sudanese economy.
 

3. Nature of the Reforms
 

The Petroleum Facility calls for all fuel to be purchased under
 

competitive bidding from prequalified bidders. This procedure is expected to
 

save the Sudan $60 million per year in petroleum imports, or will permit
 

approximately a 17 percent increase in supply. Planning will be done under
 

the auspices of a committee of representatives of the General Petroleum
 

Corporation, the Bank of Sudan and the four private petroleum companies. 
The
 

private companies will import and have a voice in making regional and institu­

tional allocations. No special allocations will be allowed individuals at the
 

wholesale level as has been the case. 
An added reform was to move the pricing
 

of diesel off the overvalued official exchange rate (LS 1.30/$1.00) and price
 

diesel at the higher free market rate to reflect international prices. The
 

savings indollars was to be used to increase the importation of diesel,
 

considered to be the fuel of the economy..
 

http:1.30/$1.00
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Financing will be through a special fund to which donc rs and the
 

Bank of Sudan would contrib:te. Sources of funding for the first year were
 

anticipated to be as follows:
 

(million)
 

Saudi Arabia $ 60 

United States 40 

Other Donors 15
 

Sudan 
 205 

Private Petroleum Companies 
(Commercial Credit) 40 

$360 

With this level of financing, the supply of petroleum products can be increased 
2/

by as much as 17 percent. Or, if the savings were used for only diesel, the 

supply of diesel could be increased by about 30 percent. 

The funds from the petroleum companies are expected to be in the 

form of forward finaacing of 90 days. Because this financing will roll forward 

as supplies are received, for the first year it will constitute a net resource. 

In order to induce this financing, the U.S. contribution will be held approxi­

mately 9 months as a guarantee. Should Sudan prove unable on any occasion to
 

pay for petroleum, the guarantee could be used to meet any obligation incurred
 

under forward financing. During the final quarter of the year the U.S. funds
 

could be used to purchase petroleum. The Petroleum Facility is. the first
 

occasion upon which AID funds have been used in the Sudan to leverage a financial
 

arrangement with the private sector.
 

1/ 	The USG support is intended to be for 3 years. The facility is also intended
 
to be a device to improve the allocation of foreign exchange of the Bank of
 
Sudan, with the ultimate objective to get petroleum purchases out of the Bank
 
of Sudan and petroleum off the official exchange raLe.
 

2/ 	Since Sudan's petroleum import bill was about $360 million, and unit import
 
prices would be internationally competitive, the savings would permit the
 
Sudan to procure more fuel.
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The petroleum initiative will require that significant changes be
 

made in the internal allocation and distribution system. Initially, gasoil
 

(diesel fuel) will be removed from the allocation system and the present mecha­

nisms and procedures for such allocation eliminated. Marketing companies will
 

then 	assume responsibility for competitively determining and satisfying customer
 

demands. 
The facility will import sufficient quantities to meet this demand.
 

This reform will insure that economic priorities are satisfied 

first, as gasoil is consumed almost exclusively in the productive transport, 

agricultural and industrial sectors. In addition, the reeform will greatly reduce 

the 	size of the allocation program (as gasoil accounts for over 50% of consumption)
 

thereby assuring greater efficiency in internal distribution and eliminating a 

major 
source of black market activities. In order to assure a reasonable level
 

of consumption, GPC will be called upon to adjust prices upward, 
to the world
 

market level.
 

4. 	 Implementation
 

AID has obligated $40 million from our FY 84 C.I.P. program as our
 

first annual contributioa. The Dutch Government has already contributed about
 

$5 million and the Saudi Arabian Government ahs indicated a willingness to
 

contribute $60 million pending an operable IMF Standby Arrangement with the GOS.
 

However, what is holding up the implementation of the facility is, an 

acute foreign exchange shortage, and the fact that the GOS cannot make its initial 2GOS 

contribution. The GOS was to contcibute $55 million. Now it is not expected that 

the £overnment will be able to do so before December or January 1985. However,
 

the structural, legal and operational aspects of the facility are in place
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pending the first financial contribution of the government. And the four
 

oil companies operating in the Sudan are awaiting the estab.ish .ent of the 

facility.
 

The policy reform regarding the removal of the subsidized -diesel 

price is currently part of 
our on-going policy dialogue with tentative targets
 

established for the price adjustment.
 

C. 	 AID's Macroeconomic Policy Reform
 

1. 	 Introduction
 

Five factors pulled USAID into a direct 
involvement with macro­

economic policy issues, and eventually reform. These were (1) a 	deterio­

rating economy and an increasingly overvalued exchange rate with the conse­

quent distortions giving the wrong signals to 
rhe 	economy, (2) conceptual
 

and analytical issues which forced us to deal with the exchange rate issue, 

(3) magnitude of our economic assistance to the Sudan (presently $200
 

million) which required us consider or notto whether our assistance program 

could have the desired impact given present government policies, (4) the
 

fact 	 that the IMF was unable, on its own, to achieve the planned economic 

reform under its 1984 standby and (5) the increasing resident capability of
 

the mission in terms of economic expertise. 
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In addition, in our FY 86 CDSS ',,e c'early stated that the Mission was 

initiacing, in July 1984, a macroeconomic policy dialogue with the government.
 

As 
stated in the CDSS a movement toward the free market foreign e.xchange rate
 

would favor the private sector and eliminate the exchange rate advantage the 

public utilities were enjoying. The private sector only had limited access to
 

the 	commercial bank rate LS 1.80/$ and was forced to 
obtain most of its foreign
 

exchange at 
the 	black market rate, LS 2.30/$. On the other hand, government
 

entities were obraining their- foreign exchange at the official rate, LS 1.30/$1. 

2. 	 Background
 

From a macro perspective the performance of the Sudanese economy
 

has 	 continued to deteriorate over the past several years despite a few 

hopeful reforms undertaken in the past two 
years. But the external debt has
 

continued to increase and is 
now estimated to be $9 billion. 
 Inflation is
 

running at 25-30 percent. Merchandise imports are twice the value of exports, 

and 	the overall balance of payments gap continues to require major rescheduling
 

of the external debt. Massive foreign aid flows are necessary to keep the 

economy afloat. The Central Bank is unable to finance petroleum imports without 

costly credit arrangements, nor is it able to keep up with arrears to the IMF 

and 	other major donors and regional monetary funds. The private sector has
 

become confused by the state of emergency and with policy changes that have
 

taken place over the past year as a result of Islamic Sharia Law and the changes
 

in the Civil Transactions Act and banking regulations. The reinforcement of
 

outdated administered prices has created severe shortages of many commodities.
 

Remittances from Sudanese working abroad have greatly declined, undoubtedly due
 

to the political climate and the uncertainty prevailing in the business 
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community. Earlier in the year capital flight took place, perhaps as much as 

$30-40 million per month. The Sudanese pound continued to be increasingly
 

ovarvalued.
 

Identification and 
analysis of implicit foreign exchange rate 

subsidies on imported wheat aid petroleum, and the fact that the overvalued
 

exchange rate was built into the pricing of domestically produced commodities, 

forced us to deal with the major macro-price directing the economy (i.e., 

the exchange rate). Sudan could never achieve realistic import parit-y 

pricing, improve the structure of economic incentives and direct resources 

to 
their most efficient use without adjusting its overvalued exchange rate.
 

USAID Sudan has a $120 million C.I.P., a $50 million PL 480
 

Program and $25 million Development Assistance Account. 
 It was questionable
 

to continue assistance to an 
economy that was not guided by positive pricing
 

policies, was becoming increasingly in debt and showed no positive sign of 

economic recovery. 
Thus, the Mission was forced to consider the economic
 

policy environment to which the USG providingwas such large levels of 

assistance. It 
soon became clear that the Mission could not leave
 

macroeconomic issues entirely to 
the IMF/GOS relationship. We had a 

responsibility to our government and the U.S. taxpayer to determine how AID 

could assist the government in macro policy reform. 
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During July/August 1984, 
the GOS had not implemented reforms as
 

required by 
the 1984 IMF Standby Arrangement.
 

In July the GOSwas unable to pay $42 million in arrears it owed
 

the Fund. Consequent2y, the Standby Arrangement became inoperable and
 

drawings stopped. Consultations between the IMF and the GUS could not
 

continue under Article IV.
 

We recognized the USG's commitment to the IMF a3 the principal
 

mechanism by which international financial order 
 is maintained between the 

industrial countries and the third world. 
The importance of the 1!F in
 

assisting the Sudan to restructure its economy, reforms its monetary and
 

fiscal policies, and improve its balance of payments ana 
foreign exchange
 

earning capacity is recognized within the donor community. The question
 

we asked ourselves 
was: How could the GOS/IMF relationship be reconstructed
 

We undertook a rough analysis of the cash flow situation facing
 

the Bank of Sudan, including foreign debts coming due over the next 
six
 

months. It was clear.that the Central Bank would be unable to pay its
 

arrears to 
the IMF before January 1984.1/2 Under the circumstances the
 

GOS was not likely to undertake the needed reforms or have an 
operable
 

Standby until scme 
time during the first quarter of 1985.
 

I/The arrears to the Fund would increase from $42 million in July 1984 
to
 
$82 million by January 1985.
 

2/During July, the GOS was faced with a major decision. Whether to pay the
 
arrears to the Fund 
or put .ts first contribution ($30 million) into the
 
USAID sponsored petroleum facility. 
 It made the difficult choice in favor
 
of the facility, but was soon unable to make the payment because of 
its
 
inability to monetize cotton export contracts. Thus, as it turned out, it
 
would not have been able to pay the Fund arrears in any case.
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Over the past year USAID was obligating and disbursing large sums
 

of economic assistance. In addition, it was taking 
the lead role to help
 

the government establish a $360 million petroleum import facility. 
 It was
 

estimated the facility would 
save the Sudan $40-60 million dollars annually.
 

While USAID was achieving important marginal economic reforms through our
 

PL 480 program, the IfF was clearly not making progress with required macro
 

reforms in the areas of the exchange-rate adjustments, credit expansion,
 

restraint on government expenditures, private sector incentives and export
 

promotion. 
USAID was thus forced to consider the costs and benefits of 
a
 

possible 6-8-month delay in the necessary reforms.
 

3. 
 The 	Beginning of Our Involvement
 

When it became clear that the IMF Standby was about to collapse
 

the 	USAID Director took the position that it was necessary to initiate a
 

acroeconomic policy dialogue with the GOS. 
 Discussions were held on exchange 

rate issues with the Governor of the Bank of Sudan. 
We attempted to discuss
 

budget and credit issues with the Minister of Finance. Initially both the
 

Governor and the Minister took the position that macroeconomic issues,
 

particularly exchange rate and budgetary issues / could not be discussed
 

with a bilateral donor. 
 The GOS took the position that macro conditionality
 

could not be a covenant in our C.I.P. agreement. However, the government
 

eventually agreed to foreign exchange rate adjustments in principle. We tied
 

our remaining FY 84 C.I.P. ($62 million) to macro policy reform, and our
 

assistance to the petroleum facility to gasoil pricing, with disbursements
 

tied to specific agreements on reform.
 

1/ 	 It was in fact an inapproprie.te time to discuss budget issues with the
 
Minister of Finance because the new budget was 
in preparation. In addi­
tion, the M"1inistry was also preparing its new budget in line with recently

imposed Islamic (Sharia) Law which was 
to abandon "conventional" mechanisms
 
of generating government revenue and instituting new sharia 
taxes.
 

http:inapproprie.te
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In discussions with the government it was made clear that USAID
 

was 
serious about macro reform and conditionality. The Governor of the
 

Central Bank knew he had to 
act on the economy's overvalued exchange rate
 

regime and we attempted to identify the adjustments which could be justified
 

both economically and politically. Our discussions centered on the nature
 

of the distortions and their impacts on the economy.
 

It soon became apparent that the Governor was 
considering a
 

sequential process to exchange rate reform, one which would achieve align­

ment 
of the official and commercial bank rates within 10 months but with
 

significant adjustments up front.
 

As a result of our discussions with the Governor we focused on
 

adjustments of the official and commercial bank rates and 
the 75/25 foreign
 

exchange conversion formula used to value in local currency agricultural
 

export earnings. These were principal items 
in the IfF Agenda when the standby was
 
suspended. We proposed:
 

(1) the immediate adjustment in the Commercial Bank Rate,
 

(2) alignment of the official and the free market rates not
 

later than May 1985, and
 

(3) the immediate movement on 
the 75/25 FX conversion formula
 

with the objective to abolish it by May 1985. 
 The aim was
 

to stimulate export promotion and eliminate both commodity
 

and factor price distortions within the agricultural sector.­

I/It may be useful to briefly describe these two issues 
 as they illustrate
 
the policy issues we have been dealing with in the Sudan and the role of
 
in-house economic analysis in the policy dialogue process.
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An in-house analysis of the 75/25 FX conversion formula was
 

under:aken to form the basis for our further detailed discussions. We 

also undertook a comprehensive s.udy of gasoil pricing with the aim to
 

eliminate the subsidy and reduce the excess 
demand which were creating
 

both fuel shortages and major claims 
on Sudan's meagre foreign exchange
 

earnings.
 

4. The Foreign Exchange Rate Conversion Study -/
 

At the time the study was undertaken Sudan was pursuing a policy
 

of implicitly subsidizing inputs for the public agricultural schemes and
 

taxing exporters of all agricultural commodities by way of 
an effective

2/
 

exchange rate (US$ 1.00 
= LS 1.425) significantly below the commercial.
 

bank rate. 
 Thus, Sudan had not passed on to exporters and producers costs
 

and benefits of the last devaluation. The result was the dampening of
 

incentives, particularly in light of domestic inflation, and permilting
 

factor-price distortions 
to continue, thereby not encouraging export pro­

motion or efficient utilization of imported inputs.
 

It was our view that these distortions were aggravating the Sudan's
 

economic recovery program. 
The trade gap was widening, external debt increas­

ing, and the government was running a large persistent budget deficit.
 

Inadequate foreign exchange was 
available to pay for essential imports and
 

costly credit arrangements were being pursued to 
finance a large petroleum
 

import bill.
 

1/"An Evaluation of Sudan's 75/25 Foreign Exchange Rate Conversion Formula",
 
by F.E. Winch (P. 29 plus tables).
 

2/The conversion formula works as follows: 
 seventy-five percent of the foreign

e::change was converted at the official rate (LS 1.30/$) and twenty-five percent

at the commercial bank rate (LS 1.80/'$). 
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On the other hand, 
a major source of foreign exchange is agri­

cultural exports. Agricultural production has not 
increased appreciably
 

in the last decade except for sorghum in the mechanized rainfed sector.
 

Over the past two years production in the rainfed sector has declined due
 

to the drought. 
 Foreign exchange earnings from agricultural exports have
 

not kept pace with import requirements or 
Sudan's foreign debt obligations.
 

Given the lack of response by producers to government policies,
 

it was clear that agricultural pricing policins required investigation.
 

The purpose of this study was 
to evaluate the .ppropriateness of
 

the effective exchange rate (US$ 1.00 
= LS 1.425) used to value agricultural
 

exports and to determine whether or 
not this exchange rate achieves sufficient
 

producer incentives and the necessary export competitiveness for Sudan's
 

major crops. The point of departure was an IMF paper, "Sudan: 
 Competitive­

ness of Agricultural Crops" (August 1984).
 

A case is made that contrary to the conclusion of the Fund, the
 

returns to management are not adequate and are based upon an 
inappropriate
 

criterion. Alternative methods of calculating returns to 
farmers were
 

evaluated. 
The analysis showed that net returns to the production of agri­

cultural crops and export competitiveness are 
both highly sensitive to the
 

returns imputed to the farmers' managerial skill in both the irrigated and
 

the rainfed sectors.
 

A series of sensitivity analyses illustrating the effects of
 

alternative exchange rates 
on production incentives and export competitive­

ness were undertaken. The objective was 
to identify the impacts of pricing
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policies which reduce or eliminate the overvalued exchange rate used to 

price e-:port commodities and imported inputs. Repricing on the basis of
 

a more reasonable exchange rate cculd eliminate the heakxY inplicit foreign 

exchange tax burden on agricultural exporters and the implicit foreign
 

exchange subsidies currently provided to producers using imported inputs
 

(largely the public sector irrigated schemes).
 

When the TF's original imputed return to farmers (which is based 

upon farmer's off-farm opportunity costs as a skilled worker in urban areas) 

was used in the calculations,a foreign exchange rate of not less than 

US$ 1.00 = LS 2.00 (i.e., i00 percent at this rate) is required for all but 

one crop to achieve the desired :ompetitivcnes coefficient. -

Our sensitivity analysis revealed tha.t 
at an exchange rate of 

US$ 1.00 = LS 2.00 or higher, strcig finincial incentives, significant
 

profits and the necessary export competitiveness could be achieved for
 

Sudan's principal export crops. If the gcvernment were to abandon the
 

foreign exchange rate conversion formula and price commodities and imported
 

inputs at international prices as 
reflected by a more appropriate exchange
 

rate, present implicit foreign exchange rate subsidies on imported inputs
 

and the i:-.plicit 
taxes on commodity export prices could be eliminated, and
 

at the same time provide attractive incentives to farmers. 
 Pricing prl.icies* 

based upon international prices and a real exchange rate could produce 

1/The term "competitiveness" as used in 
IMF analytical fraimiework, is used
 
in a restricted sense. It does not relate directly to Sudan's capacity
 
to compete in world markets. However, the competitiveness coefficients
 
do reveal whether or not it would be profitable to produce a commodity

for export, given world prices, imported input re-uirements and prices,

domestic resource costs, an implied production function and an exchange

rate to link domestic and international values. 
 Tt is thus a domestic
 
index of export competitiveness among Sudan's crops. 
 if the coefficient
 
of competitiveness i7 less than the exchange rate, 
the commodity is
 
profitable for e:port oriented production.
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a desirable policy result; 
a policy whereby producers, exporters and the
 

government treasury could all benefit. In the intermediate run the added
 

gains should translate into greater output and export earnings.
 

The original IMF analysis was extended in the USAID study to
 

consider net foreign exchange returns to imported inputs. 
 The analysis
 

shows that irrigated cotton earns by far the least amount of 
foreign exchange
 

per unit of foreign exchange invested in imported inputs of all the crops
 

included in the study.
 

The analysis further shows that reducing the area devoted to the 

historic crop, cotton, and increasing the area in groundnuts on the large
 

Gezira scheme would result in greater foreign exchange earnings (LS 6 million)
 

and a substantial savings (LS 93 million) in imported input requirements.
 

The additional area that could be put into mechanized sorghum
 

production was calculated, given the savings in traded and non--traded inputs
 

that would result from reducing cotton and increasing groundnut production
 

in the Gezira scheme. The analysis illustrates that such an expansion of
 

mechanized sorghum production would require a relatively small amount of
 

the savings realized from the above shift and would generate an 
international
 

value added of about LS 25 million.
 

The following are the major conclusions of the study:
 

(1) 	The effective exchange rate used to value in Sudanese pounds

agricultural exports (US$ 1.00 
= LS 1.425) is inadequate to
 
achieve attractive financial incentives to either exporters
 
or producers.
 

(2) 
The exchange rate required to achieve export competitive­
ness is highly sensitive to the returns to farmers (the

imputed return to producers' management function).
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(3) 	If attractive financial incentives are to be provided to
 
exporters and producers in the irrigated and rainfed sectors,

the effective exchange rate used to value output and traded
 
inputs should be not less than US$ 
1.00 	= LS 2.00.
 

(4) 	Removing existing input and commodity *rice distortions via
 
the exchange rate will not only generate attractive returns
 
to producers, but also -ive significant scope for explicit
 
tax revenues.
 

(5) 	By reducing its dependence on irrigated cotton 
as the major
 
source 
of foreign exchange and increasing the area devoted
 
to groundnuts in the irrigated sector, Sudan would earn more
 
foreign exchange and greatly reduce the requirement for
 
imported inputs.
 

(6) 	If a small proportion of the savings realized from reducing

the area devoted to cotton and increasing the area under

groundnuts in the Gezira scheme were 	 invested in mechani.zed 
rainfed sorghum production, substantial returns would bf
 
realized.
 

(7) 	The overall conclusion is that Sudan's agricultural pricing

policy needs to be revised immediately to reflect the real
 
cost of inputs to the economy and the real value of the
 
commodities produced. 
This would encourage farmers to
 
increase production, thereby permitting the Sudan to signi­
ficantly increase foreign exchange earnings.
 

5. 	 The Study on Re-Pricing Gasoil
 

One of the issues raised during the negotiations leading to the
 

establishment of the petroleum facility was the covenant proposed by USAID
 

for the GOS to eliminate the subsidy on diesel. 
 The GOS did not want to
 

eliminate the subsidy because of concern about the impact such a reform would
 

have 	on cost of agricultural production, particularly in the irrigated sector.
 

USAID agreed to undertake a study to address the issue. 
 Economists
 

in the Agricultural Planning and Statistics Project carried out a study of
 

i/Re-pricing of gasoil (diesel) and its effects on agriculture, by W. Bateson
 
and S. Sidhu p. 42). "Gasoil" is diesel.
 



- 26 ­

diesel pricing in order to quantify the impact of price increases on the
 

cost of production on a crop-by-crop basis. 
 The study focused on determin­

ing fuel's factor share in agriculture production in both the public and
 

private sectors.
 

The analysis quantifies the diesel supply problem. 
It shows that
 

the real value of 
revenue from diesel sales is only adequate to replace 60
 

percent of the quantity sold, given the nominal gasoil price and the price
 

of foreign exchange. It also estimates net losses due to 
inadequate supply
 

at 
over LS 100 million for the agricultural sector in 1983.
 

A sensitivity analysis estimates what the wholesale and retail
 

price increases of diesel would have to be if import parity pricing were
 

to be adopted at alternative shadow rates of exchange. 
An analysis of the
 

black market price for diesel showed that prevailing prices in this market
 

are based upon an implicit FX rate of LS 4.95/$ 
- (against a commercial 

bank rate at the time of LS 1.80/$ and a free market rate of about LS 2.30/ 

$1.00). The study shows that the impact of diesel price increases will be
 

fully felt by the public sector where the effective diesel price is the
 

subsidized administered price. It explains why the impact will be less
 

in the private sector since the import parity price will be less than the
 

prevailing black market price. 
 With diesel priced at import parity at
 

LS 2.20/$), the percentage increase in farm prices necessary to cover diesel
 

price increases at import parity was calculated. However, the increases in
 

production costs that would result from pricing gasoil at 
import parity were 

found to be much less than had been expected - a ma:ximum of 9 percent in 

the irrigated sector and less than 5 percent in the rainfed sector. 
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The main conclusions of the study are the following:
 

(1) 	The petroleum facility coild save 
Sudan about $60 million
 
in petroleum imports which if devoted to additional supplies

of diesel-could increase the supply by up to 30 percent.
 

(2) 	Since diesel sales revenue is not sufficient to replace the
 
quantity sold it is necessary to price diesel at its real
 
replacement cost or import parity price.
 

(3) 	The real import parity price should be based upon the shadow
 
foreign exchange rate of LS 2.20/$. This would translate
 
into a 90 PT (54 percent) per gallon diesel price increase.
 

(4) 	Increases in the cost of agricultural production resulting

from pricing diesel at import parity will be manageable.
 
For most crops th- necessary price increases will be less
 
than 5 percent. For cotton produced on the pump schemes,
 
the necessary producer price increase will be less than 10
 
percent. For the private sector without access to 
sufficient
 
gasoil at the official rate, the cost of production will
 
actually decline.
 

(5) 	Without supply security there can be no effective price
 
stability for diesel users, since the present pricing
 
structure does not return adequate revenues to replace
 
diesel consumed.
 

(6) 	To achieve adequate supplies of diesel, security of price

and supply, and increased agricultural production and foreign

exchange earnings, it is necessary that the government assure:
 

- adequate allocation of foreign exchange to the petroleum
 
facility,
 

- adopt import parity pricing of gasoil at the free market
 
foreign exchange rate, and
 

- a tax on diesel if supply and demand for gasoil do not
 
come into equilibrium.
 

6. 	 The Role and Usefulness of these Studies
 

During our discussions with senior government officials we were
 

able 	to identify the issues they wanted to evaluate. These included
 

magnitude of changes, impacts of proposed changes, how incentive structures
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would be altered, and relative costs and benefits, including the incidence
 

of costs and benefits. It 
was clear that policy makers required quantita­

tive analysis and identification of the trade-offs, including the cost of 

inaction versus the benefit of 
reform. These studies provided this type
 

of information and gave analytical 
as well as conceptual substance to our
 

policy dialogue.
 

When these studies were presented to the GOS they were seized
 

upon by the policy makers. 
The Governor of the Central Bank carefully went
 

over the study on the exchange rate conversion formula and spent two hours 

discussing the findings with us. It suggested drastic changes away from 

current policy and reached what many government officials considered radical 

conclusions. After studying the analysis, the Governor initiated policy
 

reforms that were clearly tied to the main conclusions of the study. 

On the diesel study, it was the Finance Minister of State who
 

spent several hours with us going 
over the study. The analysis showed how
 

the economy would benefit from raising diesel prices, a conclusion officials
 

have been loath to accept. The government has not yet moved on diesel prices
 

but the State Minister made it clear that he knows they will have to do so. 

(It is clear the Minister will also use this study as his basis for the
 

anticipated reform on diesel pricing.)
 

The importance of our studies and the credibility they achieved
 

for us was clearly demonstrated on October 19, 1984. The Governor of the
 

Bank of Sudan called us to his office to outline both the exchange rate
 

and credit policy reforms he was going to announce on October 21, 1984.
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In our discussions with the Governor of 
the Eank of Sudan and
 

the State Minister of Finance we pointed out the important policy linkages
 

between our 
two recent studies. Namely, if the government were to abandon 

the 75/25 FX conversion formula for the pricing of agricultural commodities 

(moving from LS 1.42/$ to LS 2.10/$) such a movement would not only cover 

the increase in production costs that would result from pricing diesel at 

import parity, but would also result in price increases sufficient to elimi­

nate the fofeign exchange rate subsidies for all other imported inputs
 

involved in agricultural production. 
 In addition, financial returns to
 

producers would be substantially improved, not 
to mention the increased
 

returns to be realized by agricultural exporters. 

7. Reform
 

Ca October 21st, the Governor of 
the BOS adjusted the commercial
 

bank rate from 1.80 
to 2.10 (16.7% increase). In addition, for purposes
 

of pricing exports the 75/25 FX Rate Conversion Formula was abolished for
 

all crops except cotton and gum arabic. The effective exchange rate 
was
 

thereby increased from US$ 1.00 
= LS 1.42 to 2.10 
(47.9% increase). For
 

cotton and gum arabic the 75/25 formula was maintained thereby increasing
 

the effective rate for these crops from 1.42 
to only 1.51 (since 25 percent
 

would now be converted at the new commercial banl. rate).
 

As 
a result of these price reforms the GOS has provided, with the
 

exception of cotton and gum, substantial incentives for increased production
 

and foreign exchange earnings.
 

However, for cotton the minor increase in the price is not an
 

increase in real terms given domestic inflation. In fact, the structure
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of incentives within the irrigated schemes will shift radically away from
 

cotton since farmers will earn substantially more by producing groundnuts.
 

There will also be incentives to divert imported inputs intended for cotton 

to other crops or the black market and 
 to divert labor away
 

from cotton to groundnuts. Consequently, cotton yields could be expected
 

to decline unless cotton is also moved off the formula.
 

We have pointed out these facts to both 
the Governor and the State
 

",ini1- ter. We have also explained that the government now has an ideal oppor­

tunity to price imported inputs within the irrigated schemes the basis
on 


of import parity at 
the new 2.1/$ rate, 
 We have urged the State Minister
 

of Finance to adopt the 2.1 rate for cotton, for both inputs and product,
 

thereby removing the remaining economic distortions, realigning the inter­

crop structure of incentives and paving the way for the required gasoil price
 

increase. 
 The Governor indicated he would take cotton off the 75/25 rate
 

when the Ministry of Finance decides to price imported inputs at 
import
 

parity. The State Minister agrees there should be only one exchange for
 

inputs and outputs al.ke and one 
rate for all crops. The next action is
 

thus with the Ministry of Finance. 
Both the Ministry of Finance and the Bank of
Sudan agree that there should be a unified rate somewhat above 2.10.
 

We have encouraged the GOS to move 
on cotton and gasoil pricing.
 

We encouraged the GOS to eliminate the 1.30 official exchange rate completely
 

with the aim to have only one exchange directing the economy, ncnt later than May'1985. 

-ne government has thus initiated exchange rate reforms which can only
 

imr 
 rove the situation and the FX liquidity position of the banking system.
 

More is required (e.g. a floating rate), but we are encouraged by the
 

government's moves and strategy.
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Now a great deal remains to be done on the budget and here we
 

strongly belie-re the IhF should take an active role to 
assist the Minister
 

of Finance to achieve a viable budget based upon realistic revenue collec­

tions and restraint on government expenditures, particularly in the 
area
 

of extra-budgetary expenditures (credit to government entities).
 

Thus, a viable policy reform package is still not in place, but
 

we are cautiously optimistic that some 
of the remaining economic reforms
 

will be achieved in the coming weeks and months. 
 But, what is already
 

clear is that the government has set 
real forces in motion that can only
 

improve the general state of the Sudanese economy.
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III. Generalizing our Experience
 

A. Policy Dialogue/Reform Process
 

As this paper shows USAID has been rather active in policy dialogue
 

which has resulted in meaningful reform. The process has often been
 

iterative, involving discussions, study, further discussions, analysis,
 

dialogue with policy makers and additional analysis followed by negotiation
 

of 
self-help measures, covenants or conditions precendent depending on
 

the agreement used to foster the economic reforms.
 

Economic studies have played 
a very important role and have served
 

as the basis of much of our substantive dialogue. 
To date we have relied
 

upon our own staff (mission and contract advis 
-s) to carry out these
 

studies. 
 As explained earlier, the quantitative and descriptive analyses
 

contained in the studies have been thoroughly studied by senior government
 

policy makers with whom we have held our policy discussions. If any one
 

factor has been responsible for effective policy dialogue and the resulting
 

reforms, it has been our economic analyses which have been prepared for
 

and studied by senior government policy makers.
 

Our policy dialogue and the ultimate negotiations have followed a
 

pattern. We have normally involved only two (and in the 
case of the latest
 

PL 480 self-help measures, three) senior USAID officials in our policy
 

discussions on 
any one set of reforms. As a result the issues remain
 

clear and the dialogue moves forward from one session to 
the next. Fami­

liarity with the views and the thinking of those particpating is achieved.
 

Mutual respect and credibility are achieved. 
 Less back-tracking on issues
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results, old ground does not have to be revisited. Others on both sides
 

are brought into the discussions as required but 
the ultimate responsibi­

lities and commitments remain with the principal participants in the dialogue
 

process.
 

The process involves conceptual and analytical issues, study results
 

and evaluation of where change (proposed reform) will lead. 
 In addition
 

to economic considerations, practical and political considerations 
are
 

addressed. In the end agreement on 
the issues and reforms under discussion,
 

if not always mutually arrived at, 
is usually within the expectations of
 

those involved in the policy dialogue.
 

B. Major Obstacles to Reform
 

The major obstacles to reform are the perceived non-acceptance of
 

the magnitude or value of the estimated benefits, and uncertainties associated
 

with reform. How can we be 
sure the reform will work? 
 Will the benefits
 

actually accrue? 
Will they positively affect as 
many people as we estimate?
 

Will the desired impact on 
the economy actually be achieved? Or will the
 

reform just simply result in higher prices and cost of living without
 

reducing demand? 
 How can we be sure higher prices will encourage more
 

efficient use of resources, thereby improving productivity and increasing
 

supply responses and general welfare? 
 How can we be certain the farmer
 

will produce more if we raise his product prices? 
 Some have suggested he
 

will produce less!
 

There are 
also the risks associated with reform. 
Reforms are not
 

costless--someone will be worse off. 
 What will be the political reaction?
 

Will the students and workers take to the streets? 
 Will our peers and
 



- 34 ­

colleagues within and outside the government understand and support the
 

need for reform?
 

Several of the reforms we have proposed have required the approval
 

of ministers outside the ministry in vlich our egoULiations have taken 

place. Most of the reforms we have encouraged have required the approval
 

of the President of the Republic. This was the case 
for the initial bread
 

price increase, the establishment of the Petroleum Import Facility and the
 

exchange rate adjustments which have very recently taken place. 
 Undertaking
 

reforms that require top level approval involve political and professional
 

risks, particularly if they don't work.
 

C. U.S. Foreign Policy Interests
 

U.S. foreign policy interests have never been an explicit subject.in
 

our economic policy dialogue. Our dialogue has rather centered upon what
 

is in the best economic interest of the Sudan; how can we encourage policy
 

makers to 
remove existing economic distortions, improve the structure of
 

incentives, and direct resources 
toward areas of investment where the Sudan
 

can 
achieve high economic payoffs and ultimately economic recovery. 
We
 

have operated on the assumption that our approach was within U.S. foreign
 

policy interests, as one important 
tenet of U.S. foreign policy is to
 

encourage the development of the third world, in part so 
they can become
 

viable trading partners with the U.S. and the 
rest of the world.
 

D. Size and Composition of the USAID Program
 

USAID is the largest donor to the Sudan; 
our annual disbursements
 

are now greater than the IBRD, although the World Bank has a large port­

folio of multi-year obligations. 
Our PL 480 Program provides the Sudan
 

http:subject.in
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with enough wheat to satisfy 5-6 months of consumption per year (domestic
 

wiheat satisfies about 1 months). Our annual C.I.P. is now the largest
 

single donor financed commodity assistance agreement the Sudan receives.
 

The size of our program and the-degree of the Sudan's economic depend­

ence on 
the USG are important factors which contribute to our posture and
 

success with policy dialogue. However, we have not, in my view, taken
 

advantage of our size, or abused our posture. We have never engaged in
 

policy reform to achieve a record of refor.m, nor have we chosen si.ple or
 

easily achievable reforms.
 

The dialogue we have pursued has been challenging and at times excep­

tionally rewarding professionally. 
The nature of the policy dialogue and
 

negotiations we pursue requires a great deal of preparation and constant
 

rethinking of the issues, positions and strategy. 
Policy dialogue requires
 

a strong disciplinary conceptual framework and a fluid, but well thought out
 

set of "arguments", explanations, views and tentative positions. 
 Dogmas
 

or rigidities do not achieve viable positions. 
Listening to and understand­

ing opposing views or counter positions is absolutely required. Appreciating
 

Iwhere one is coming from ' is essential. Together "both sides" attempt to
 

achieve a direction and ultimate position on 
reform within a political economy
 

framework which is acceptable to 
the donor and the host government.
 

E. Role of the IiF and IBRD in our Policy Dialogue/Reform Process
 

The policy dialogue and reform we have achieved through our PL 480
 

Program has been undertaken independently of other donors including the
 

IH. and the World Bank. The idea of a Petroleum Import Facility was
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originally conceived by USAID project advisors in the National Energy
 

Administration of the Ministry of Energy. 
The concept ,as further developed
 

collaboratively with the advisors and the Mission, aid was ultimately pro­

posed to AID/Washington and then to the President of 
the Republic while he
 

was in Washington in November 1983. The IMF was initially skeptical of the
 

plan. H-wever, it ultimately supported of the facility as a means to
 

help close Suda-.'s Balance of Payments gap. The USG presented the plan at
 

the 1984 Consultative Group Meeting to seek widespread donor support for
 

the facility. The IMF and the IBRD supported the Facility at the CG as did 

the GOS. Several donors voiced tentative financial support pending capital 

approval. In the end for the first year only the Dutch Government contributed 

to financing along with the GOS and the USG. German aid gave offset commodity 

support of $1 million. The Saudi Arabian Government also commizted financial 

support pending an operable IIMF/GOS Standby Arrangement.
 

Regarding policy diLlogue on macroeconomic issues, USAID has only had
 

limited contact with the IMF. We have attempted an open exchange of views 

with the Fund, but the stumbling block has been the inability of the IM 

to share with us the contents of their Standby Arrangement, or in any
 

meaningful way thoughts on a possible new reform package. 
However, we
 

have discussed with the Fund our policy issues and plans to engage in macro-.
 

economic policy dialogue with the GOS.
 

F. The Nature of Donor Coordination
 

In the area of economic policy dialogue (as is the case in other
 

technical areas) USAID Sudan has frequent informal discussions with the
 

other principal donors. We also meet formally on a quarterly basis through
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the Consultative Group sponsored Joint Monitoring Committee, chaired by
 

the Ninister of Finance or, 
more often, 1y one of his Under-Secretaries.
 

The aim of these discussions has been to assess 
the economic and
 

political environment in which we work, to keep up to date on what other
 

donors are doing and thinking and to share our ideas and plans with them. 

We have kept the other donors abreast of our concerns, and policy discussions 

with senior officials of the gov-rnment. We find that maintaining a close 

professional relationship and open dialogue with the other principal donors
 

is mutually beneficial and reinforcing.
 

G. "The Role of Economic Analysis
 

It would be highly presumptuous to participate in policy dialogue with­

out the underpinning of economic analysis. 
 While economic theory and comp­

arative experiences drawn from other developing countries facing similar
 

economic circumstances can be highly useful, they are not enough. 
Theory
 

per se or others' experiences do not help us 
to deal directly with the major
 

issues that confront our host country policy makers. 
 That is, how change
 

will impact on their problems, their people, their sectors, the economy,
 

or the uncertainties to be assessed when deciding upon reforms 
to adopt.
 

To deal with these issues requires economic analysis. The depth or
 

breadth of our analysis depends on the issues being investigated, the 

data available, the resources one can apply to generate the necessary
 

data and the techniques employed to carry out the analysis. However, the 

"data problem" is often overstated (albeit real) by analysts working in 

developing countries. There are many sources of useful secondary data at 

our disposal -- IMF and IBRD reports and memoranda, our own project sponsored 
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studies, and studies produced by other donors. 
 Also, various ministries,
 

govern-ment departments and agencies have assembled data and prepared studies
 

and reports which we can use.
 

During policy discussions, policy makers require numbers, other economic
 

facts, identification and analysis of trade-offs and the projected impact
 

of proposed reforms. 
 This can only be achieved via good economic analysis.
 

The analytical techniques used and the presentation of the analvsis
 

are also important as 
it must be readable and self explanatory. We have
 

also learned that it is important to discuss the conceptual issues to be
 

addressed in the analysis with the policy makers in advance and during the
 

analytical stage, to 
insure that the relevant issues and considerations are
 

being tackled in the analysis. 
 If you know the issues and trade-offs of
 

concern to the policy maker, there is 
a greater probability that your
 

analysis will be studied, seriously considered and ultimately used in
 

deciding upon the reforms 
(nature and magnitude) the government will ulti­

mately adopt.
 

Our.policy dialogue and the ultimate reforms achieved under our PL 

430 Program, in the establishment of the Petroleum Import Facility, and the 

tacrseccnomic policies pursued under our FY 84 C.I.P. program were all 

supported by economic analyses done either in-house or by our project 

advisors. The form and content of these analyses were, in part, 
influenced
 

by the government policy makers parLicipating in the dialogue process. 
If
 

we had not discussed our intended studies with the policy makers, we probably
 

would not have analyzed some of their key issues.
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H. Our Policy Reform Agenda
 

Our experience with policy dialogue was 
initiated through our PL 480
 

Program and initially addressed budget subsidies and wheat pricing issues.
 

Having tackled the major economic distortions facing the wheat consumption/
 

production sector, _,ui" analysis and policy dialogue broadened 
to include
 

setting the stage for partially substituting domestically produced sorghum
 

for imported wheat via composite wheat/sorghum flour in breadmaking. 
We
 

then followed what we believed to be a logical step 
to introduce the prin­

ciple of 
import parity pricing for imported and donrestically produced wheat
 

with the aim to 
eliminate the implicit foreign ex:change rate subsidies
 

involved in wheat pricing. 
This in turn lead us to consider import parity
 

pricing for other domestically produced crops.
 

At this stage we were forced to seriously consider the impact of an
 
overvaluea exchange rate 
on the structure of incentives facing the agricul­

tural sector as well as 
the supply and demand of diesel. We evaluated the
 

impact of the foreign exchange rate conversion formula which was implicitly
 

ta.:ing agricultural ex:porters and consequently producer incomes. 
 The study
 

on the conversion formula has been described earlier in the paper.
 

Two project economists from our Agricultural Planning and Statistics 

Project undertook a comprehensive study of the impact of subsidized diesel 

on the economy and the impact removal of the subsidy would have on the costs 

of agricultural production. 
The results of these two studies have been
 

described earlier.
 

Thus, a policy reform agenda was not based upon a detailed forward
 

plan. 
 It evolved from dealing with economic distortions influencing wheat
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consumption and letr wheat production. Our approach was micro and
 

sequential but 
 then evolved toward the analysis of more comprehensive 

macroeconomic distortions and policy issues.
 

USAID/Sudan was pulled toward consideration of the macro price direct­

ing the economy despite the usual lead role of the IMF on exchange rate 

issues. 
 In part the USAID role developed as a result of our 
policy dialogue
 

surrounding import parity pricing and 
the petroleum initiative and in part 

from an inoperable IMF Standby. 

Attention 
to macro issues began nearly 
a year ago, after US ID had
 

successfully negotiazed through the PL 480 Program the elimination of a
 

30 percent foreign exchange rate subsidy on imported wheat by bringing it
 

to import parity at the Commercial Bank Rate. 
 We then realized the sectoral
 

approach would not 
take full effect and could even cause new distortions
 

if not accompanied by reform on the 
increasingly overvalued Sudanese Pound.
 

We were convinced that a major economic distortion that was adversely 

affecting agriculture and the overall economy was 
the 75/25 foreign exchange
 

rate conversion formula. 
 This formula resulted in a 21 percent tax on
 

agricultural exporters and consequently 
a tax on agricultural producers.
 

*The FX Conversion formula was addressed for three 
reasons: because
 

of USAID's large balance of payments support program, major emphasis on
 

agriculture in 
our program portfolio, and t-ie 
fact that the IMF had deter­

mined that the resulting effective exchange rate was 
inadequate to maintain
 

incentives for exporters and producers. 
 Our analysis clearly pointed to
 

the need to improve the structure of financial incentives and the distor­

tions created by the overvalued exchange rate.
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The economic policy issues that USAID raised in order to 
help steer
 

the Sudanese economy towr-cd economic recovery are issues which others
 

have often not been able 
 to discuss successfully with the government. Why has 

USAID been reasonably successful in the area of policy reform? 
It is due
 

in part to the size of our assistance program, and the size of our resident 

economic staff. 
 In the macro area, reform came about in part because
 

discussions between the government and IMF brokenthe had down because the
 

GOS was in arrears to the Fund. Also, 
 USAID has demonstrated responsiveness 

to the government's concerns and economic issues; our response time is 

typically much shorter than that of any other donor. This gives USAID a
 

great deal of credibility.
 

The GOS in turn is responsive to the economic issues USAID raises and
 

is 
anxious to discuss specifics on proposed policy reform. 
At first the
 

government viewed exchange rate issues as a matter for discussion solely with 

the IMP. However, the value of exchange rate discussions with USAID was soon
 

realized since other policy issues could not be examined meaningfully without 

reference to the exchange rate. Once we got over this hurdle real progress 

was achieved in our policy discussions which deal with pricing issues, 

exchange rate subsidies, the role of macro prices on incentives, supply 

responses, balance of payments, foreign exchange earnings and the drive toward 

a short-term revitilization of the economy.
 

Policy dialogue with the underpinning of solid economic analysis, coupled
 

with continued balance of payments support to help the Sudan through its
 

current foreign exchange crisis, will permit USAID to make continued progress
 

in the area of policy reform.
 

FEI:inch 
October 29, 1984 


