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1. EXECUTIVE SUIDZARY

Tunisia 1S enerpiny as the most dynamic country i1n the Mahgren,
President Fen Al1's peaceful sccession to power on Noverher 7, I087
resolved tne successjion Ccrisis anéd paved the way to Increased
political freedom and plurajism. UDespite drought, locusts, and the
other challenges faced by the new government, Tunisia has stuck to
its far reaching economic adjusiment progras (SAP), imitiated in
1686 when 1t was at the brink of insolvency.

Since then Tunisia's economic performance has been very impressive,
resulting in significant improvement in public finances and
exports. Much remains to he done to implement the reforms and to
sustain growth i1n the post-petroleum econormy. The acdjustment
program wii) not be finished by 1991, It wviil enter a second and
more difficult Phase of economic transformation.

Structural adjustnent 1s 3 fragile process during which the new
Government wili he vulnerabla, at least unti] the economic benefits
pepi1n to outpace the social costs of reform. Employment is the
fcremost challenge facing the country in the comng decace. Jobhs
will be the measure of economic success for most Tunisians,

The government's strategy 1s to transform the economy into a dynamic
markel-driven, export-oriented economy abie to provide johs at honme
and compete effectiveiy adbrozd, both within a Mahgrep economic union
and vis-a-vis an integrated EEC after 1992, Shifuing from a
state-controlled, import-subtstituting economy to a private-led,
outward-looring one wiji call for new approaches, new skills, new
capacities, new technologies, new institutions, slong with stepped
up private investment. While Tunisia ranks as a middie income
developing country in terms of per capita income, it can only aspire
to becorning an advanced developing country while these gaps remain.

U.S. assistance can continue to play » vital) role 1n this
transformation process. Indeed the U.S. has a strong interest in
seeing Tunisia succeed. A stadble, democratic, dynamic Tunisia on
the southern fiank of NATO can serve as a model and constructive
ferce in the region.

Since 1986 USAID has implemented a transition strategy directly
supporting the SAP. About minety-five percent of our resources have
been quick disdursing (PL 480 Title I, s CIP and the Technology
Transfer Project) that have helped meet short ters foreign exchange
needs and finance (through local currency) temporary jobs under a
rursl pudlic works prograa. We have also responded to esergency
drought and locust needs.
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At the sare time, we have realigned our portfolio and positioned
ourselves through the APIP, Private Sector, Computer Technologv, HG
anc Family Plannming projects to address the medium and longer term
neecs as the .econory starilizes., Tnus from FY 89 through FY 91 we
will shift our emphasis from filling foreign exchange shortages to
supporting i1nplementation of sectoral policy reforms and private -
sector expansion. Local currency generated from continued CIPs and
Titie I w11l become increasingly i1mportant as » resource in support
of these activities. A more directed Technology Transfer project
wil) provide trairing in disciplines needed to further economic
transformation,

Tne Mission proposes a new assistance strategy for 1692-1996 ained
at sustainable growth and employment. In the medium term, this
means supporting the emergence of a more market-driven, export
oriented economy. The outlines of the proposed strategy Jook lijke
this:

GROUTH
&
EMPLOYMEXT

SUPPORT FOR
MARKET LED
EXPOPRTING ECONOMY

MORE PRODUCTIVE| PPRIVATE SECTO
AND EFFICIENT REVITALIZATION
AGRICULTURAL AND EXPANSION
PRODUCTION
PROCESSING AND
MARKETING

IMPROVED MATCH OF
LABOR SUPPLY AND SKILLS
WITH MARKET DEMAND
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= The proposec strategy carries forward the nigh Jeverage elements in

-
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cur current program such as policy analysis and privatization witn
s:gnlfacapt snifts in emphases and i1nnovations in progran activities
and modalities phased in over the strategy period.

New Emphases

In general, we wi1) pursue » more explicit focus on employment,
exports, and enterprase.

In agriculture we propose to concentrate increasing attention on
higher value crops and agro-business, including distribution,
processirg and marketing, in line with Tunisia's stage of
agricultural deveicpment.

In the private sector area, we propose to include key agricultural
parastatals (e.g. Office de Cerzales) 1n our privatization
assi1stance efforts and to explore ways to promote Private
investrent, particularly U.S.-Tunisian joint ventures. We asre also
prepared to Jook at export expansionh activities.

With regard to labor skilis and employment, the main innovation is
an explicit effort to nelp the government devise and implement
better enmployment anc training policies and programs recognizing the
government's short-term vuinerability to labor displaced by the
Structural adjustment process.

New lodalities

he see tne Mission's role in 1mplementing this strategy incressingly
as that of a2 catalyst and facilitator, using our scarce resources in
defined niches to remove bottienecks or take advantage of
opportunities to lever the transformstion process along and to bduijld
lasting trade, anvestment, technological or jinstitutional links
detween Tunisia and the United States.

Assuming funding and staffing at more or less current levels, we
propose a lean portfolio of 4-5 umdbrella projects providing flexible
resources to respond selectively to the predefined suhb-aress of the
strategy. Policy dialogue, technology application, training, and
institutional networking would resain the mainstay of our assistance

tools.

We will explore the feasibility of s progras grant to help isport
commodities needed by the private sector and to generate locsl
currency for strategy activities. We will continue to rely on PL
¢80 Title I for sost of our local currency generat’ -s. Local
currency vwill be used for imnstitutional grants, contracts with local
consulting firss, lines of credit through local banks and other
locally funded activities to support the strategy.
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In carrying out this strategy we wils continue builcding a more
COl1aDOTrative partnersnip reiationship; thus moving beyond the
tragitional donor-recipient relationship which nhas existed in the
past. NKe Dpeileve a new, more mature aid rejationship 15 desiranje
and possiole. Y¥e and the Tunisians will have to work out the
podalities, develop new capacities, sdjust our procedures, and aim
our sights higher. 7This wil] take time. We hope the organizational
and procedural innovations we are able to evolve can serve as 2
node) for the Agency i1n relating to more advanced developing
countries.

Tne Mission has thoungnt nard on future directions and
reistionships. This paper out)lines our conclusions and proposed
emphases. The next step will be to develop a detailec
implementation plan based on further analyses and discussions with
our Tunisiarn counterparts.
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I1. WHITHEF TUKISIA?

A. Cverview of Econonic Performance

Junr1s1a 1s 2 spmali country of neariy 8 million people with per
capita i1ncome of avpout $1140. It has sore agricultural potential,
but no major nhatural resources beyond steadily declining oii
reserves and low grade phosphates.

Tne structure of the economy has evolved considerably since
1ndependence 1n 956, with the roles of sgriculture and industry
having neen reversed. Out of GDP of $)0 billion ecurvalent in ) 088,
sgriculture contrinuted 14%, manufactrring 16%, mining and
hydrocaroons 9%, construction and puniic works 8%, services 40%, and
government 14%. Coamerce alone contributed over half of the service
sector GLP.

Nespite good progress in jovering the fertitaty rate over the last
twenty years, Tunisis stii1} faces a nurgeoning population (2.4%
growtn) 1ncreasing!y concentrated aiocng the coast and ir ats

cities, Over 56% of the population 1s urban and nearly SC% 18 under
the age of 25. Moderately rapid population growtn and urhanizatio
are expected to continuec over at jeast the next 10-)5 years, '

Despite two decades of relativeiy rapid economic growth (5.8%) and
significant export of lanor (eauivslent to perhaps 1/4 of the actual
work force), Tumisia's endemic employment probiem has worsened in
recent years, with the decline in economic growth and the virtual
halt 1n Jabor emigration. Of those classified as "emplcyed" in the
1584 census, 27% were working less than 6 months of the year. Open
unerpioyment 1n that same year was measured at 13.1%, but among
males aged 18-24 it was 28.9%, compared to less than 2% for al)
others combinred. Women Tepresented 21% of the labdbor force and 18.5%
of the unempioyed. The data from the 1984 census suggests that
perhaps 30% of the lavor force was effectively unemployed. Al)l of
these rates are now believed to be higher.

Economic growth slowed significantly in the farst half of the 1980s
(3.6%) snd wil) probably remain at reduced levels through the early
1990s (IMF/IERD project 3.5% on average). This is expected to be
the case even vwith good progress on structural adjusteent.

The older sources of rapid economic growth of the 1960s and 1970s
(export of hydiocarbons and import-substitution industrislization)
have veen fully exploited. Continuastion of import-sudstitution
industrialization, in the absence of large domestic markets, would
doom Tunisia to the doudle burden of low growth and a worsening
esployaent sjitustion. At present the econosy is providing fewer
than 3 jobs for every 4 mew entrants to the labor force, which is
growing at sore than 3% per year.



’Growth and jobs must depend increasingly on non-traditional exports.
In the abpsence of exports, agriculture (source of 27% of employment

- 1n the econory) offers littlie relief in terms of new johs and will
continue 10 contribute a declining share of GLP (14%). (One-hal)f of

. the agricuitural Jlador force already works less than 6 montns of the

+ year according to the 1984 census and 15 macde up disproportionately
of women). Similarly, the i1ndustrial sector {source of 35% of
exployhent 1n the econony) would offer feuw nev empioyment
opportunities 1f it were to continue to stagnate as it has in the
1580s or to grow in capital-intensive ways as it has up to the
present. Services, aslthough important both in terms of their
contribution to GDP ana empioyment, tend to be a following rather
than » leading sector.

Export-oriented market liberalization is clearly Tumisia's best
option for addressing 1ts growth and erployment problems. It will
(1) promote greater efficiency from existing ressources, (ii) create
a greater hias toward laoor use, (iii) remove the small domestic
markel demand constraint from the manufacturing sector, (iv)
increasingly self-finance the external resource constraint, (v)
provide a3 much higher growth patn potential than the ola
import-substitution strategy, and (vi) result 1n much greater labor
use.

Nevertheless, restructuring of the economy will take consideraple
time and 1s Jikely to lead to stresses and strsins. Negative impacts
w11) occur for formerly protected incustries and the 25% of the lanor
force dependent on public sector emplioyment, as well as on the pore
vulneradble groups with lowe” incomes., In addition, skills,
attitudes, 1nstitutional arrangements, and existing regulations are
far from marxket-oriented. It 1s human nature to resist change,
Tunisia thus will need strong political resolve and interim donor
assistance to stay the course and help cushion the worst effects of

reforn.

.Tunisi1a is engaged 1n a classical structural adjustment program with
three essential components: (1) the liberalazation of the overall,
macro/cross-sectoral policy framework, (ii) the restructuring,
li1beralization and finetuning of key sectoral policy areas, and (iii)
the shifting of the balance of economic power and control
progressively from the government and pudlic sector toward the
private sector. The emphasis in on freeing up incentive 3ysteams
(prices and regulations) and moving towvard an outwsrd lecoking
(export-oriented) policy stance in order to prosote efficiency,

productivity, and esployment.
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.Employnent 1S to be promoted both by the implicit higher levels of
grostn and oy the implicit increase in the average labor intensity of

T output. The role of the private sector i1n the economy is to be
1ncreased by tne freeing up of incentive systems, restraining

: government subsidies and transfers to pudlic enterprises, decreasing
the snares of government and pudlic enterprises 1n new investment,
&nd by privatizatior. The restructuring of the economy is to ke
accosplished within a macro frasewerx of progressive improvement ir
external and internal balance which recguires restraint of consumption
and implicitly, subsidies, wages and salaries.

Progress on Tunisia's medium-term structural sdjustment progranm
(1987-91) has been encouraging to date. However, s Phase 1I
adjustment program (1992-96) wiil nhe needed. Realistically, it will
regquire another 8 years or more to complete and fully implement »
ccrprehensive adjustment program. The pace and extent of pubdlic
enterprise reform is a major question marx st this point ancd private
investment iS & major concern as are human resource and technology
devejopment.

Tne chatlenge is daunting, but other countries with less favorahle
circumstances have succeeded. Conpletion of the structural
adjustment process 1s Tunisia's key to success.

E. A New Vision

J. November 7th

November 7, 1987 marked a watershed in Tunisia's modern history.
Since the mi1d-1980s, Turisia nad faced a serious economic downturn,
growing unenployment and a government 1n paralysis.

The peaceful assumption of power by the SI year old Prime Minister
Zine EI Abidine Ben Ali generated renewed hope. The speed and
breadth of his political and economic liveralization measures have
sparked excitement anc¢ a new dynamism. The recora of his first 16
months in office has been comwendabdie {rom almost all perspectives
and is reflected in continuing popular support.

2. The VIIth Plan (1987-91)

Worsening balance of payments and dudgetary deficits ip the »id-1980s
provoked the Bourguiba government to take stringent seasures in 1985
and, to respond with s coasprehensive macroeconomic adjustment program
in 1d-1986. This became the basis of the new VIIth Plan and
provided the policy frameworx for an IMF Stand-by Arrangement and an
I1BRD Agricultural Sector Adjustment Loan in the Fall of 1986.



»Tne VIItn Flan strategy is export-oriented, market liberalization

-within a macro frameworx of internal and externa) balance. It -
stresses expansion of productivity, exports and employment tnrough

_ the private secter. Tne plan accepts the need to contain

- consumption, expand private sector investment, improve the efficiency
of resource use and atjocation, and reorient the economy toward labor
intersive technologies and export growth. Macroeconomic policy
adjustment covers eight areas: wages and salaries, the budget,
interest rates, monetary and credit policies, the exchange rate, and

‘price. investment and import i1ibdberajlzation.

Tne VIIth Plan entails a comprehensive reform package that, if
successfully 1mpiemented, will represent a fundamental restructuring
of the Tunisian economy during the 19950s and sddress the perennial
prodlems of productivity and emsployment. The Plan is highly
ambitious, 1n its commitment to export-oriented market
liberalization. The new government, to its credit, embraced this
long-term strategy (despite ius evident short-term political costs)
and nas made 1ts 1mplementation a top priority.

C. Structura) Acjustment Frogress

1. 1BRD an¢ IMF Support

Tne VIIth Pian has served as the framework for three structural
adjustment related loans from the JBRDP, two from the ADB, and an IMF
Stancony Arrangement and Extended Financing Facility teialling $928
million. It will serve as the framework for four more adjustment
related IBRD i1oans through 169;.

In the process of negotiating and implementing these loans, the
macroeconomic adjustment program has been refined and strengthened by
cobplementary macroeconomic and sectoral adjustment programs and
through close monitoring by tne IBPRD and IMF.

2. Progress Since 1986

Concensus holds that Tunisia's progress on structural adjustment has
been good, based on review of macroeconomic indicators and scheduled
reform actions and targets. Tunisia has set or exceeded its targets
and taken promsised actir s according to schedule.

Tne IBRD and the IMF have given Tunisia good marks on the
implementation of its structurs] adjustment program and have made
disbursements in perforsance-conditioned programs within 13-19 months

of their agreements.

Tne IBRD and the IMF negotiated further agreements in wid-1988,
expressing satisfaction with progress and concurrence on the
soundness of the revised medius-tera sdjustsent progras 1988-9].
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» No official word nas oeen received oy the Mission on progress under

= tne INF Extended Financing Facility (7/88) or the IBRD Structura)
Adjustrent Loan (5/88). Nevertheless, expsctations are that

- conaitions for the 2nd_(and final) tranche of the IBRD Structural
Adjustment Loan will be met by mid-Spring 198° and that partial
drawdown on the IAF Extended Financing Facility will take place as
scheduled in the first quarter of 198S.

a. The Macroeconomic Tadleau

Macroeconomic performance was exceptional in 1987 and good in 1988
within the context of the 1987-9] adjustment program negotiated with
the IMF. Exogenous factors, particularly weather, tended to boost
performance in 1987 and lessen it in 1988.

1987 Performance - Performance was aided by an unusually good
agricuvltural year, a strong redound in tourism, higher petroleum
prices, and strong export performance in textiles and mechanical/
electrical exports.

Following negative growth in 1986, caused in part, by severe drought
snd terms of trade deterioration, the economy recovered in 1987,
Strong performance in agricuiture, tourism, and i1ncreasing exports
noosted real GDP growtn to 5.8%, (corpared with -1.6% in )1986) and
the IMF program target of 5.0%. Tne current account deficit dropped
to 1.4% of GDP (IMF program targets were S5.8% 1n 1987 and 8.0% 1n
1986). Tne government budgetary 2sficit was significantly reduced
from 5.7% of GDPF 1n 1586 to 3.6% 1n 1987 compared to the IMF program
target of 4.2%. Inflation increasea from 5.8% in 1986 to 8.2% in
1987, and was slightly higher than the 8,0% program target. Officral
reserves increased from 1.3 months of imports in 1986 o0 2.0 months
1n 1987, compared to a program target of 1.8 months. A&ltough the
external public debt/GLP ratio increased from 56.1% to 57.8% in 1987,
3t remained below the program target of 60.8%. Finallv, the debht
service ratio fell from 27.9% to 26.2% »n 1987, compared to s program
target of 27.0%. '

Although some shortfalls occurred in the program targets for growth
in budgetary revenues, use of domestic credit dby government, money
supply growth, and share of gross capital formation in GDP, 1987
performance exceeded IMF progras expectations. Still the larger than
anticipated decline in domestic demand, drought on in part by lagging
investment, negatively affected activity in those sectors geared
tovard the dosestic econoay.
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*1988 Performance 1/

Overall economic growth lessened significantly. Tne current account
deficit i1nireased moderately. The budgetary deficit increased
siightly and infiation apparently abated. 1In reijation to IMF program
targets, performance ranged from fair to good. 1In contrast to 1987,
where exogeneous’ factors such as weather ana terms of trade tended to
favor the adjustment process, 1988 experienced the reverse. Severe
drought caused a 24% decline in real agricultural output and created
serious l1nocme and empioyment pressures for a sector employing over a
quarter of the nation's labor force. This created the dilemma of
meeting budgetary targets while responding responsibly to the

crisis. In view of the unanticipated purden posed by the drought on
the budget and related indicators, overall 1988 performance probanly
will be judged mixed, but good on balance.

Real GDP growth fel) dramatically to 0.9% 1n 1988, though still in
Jine with the program target. Nevertheliess, excluding the
agriculture and fishery sector, reaj growth was 5.2%, up from 4.0% in
1987, demonstrating a favorable response to the structural adjustment
process. The current account deficit increased moderately to 2.3% of
GDP, but below the 3.8% program target. As a consequence of the
mi1xed performance, the budgetary deficit increased to 4.4% cf GDP
siightly above the program target of 4.1%.

Inflation fell from 8.2% to slightly below the program target of
6.5%. Tne ratio of external dept to GDP increased slightly to 60.1%,
but was sti1)) bhelow the program target of 60.6%. Debdt service
decreased to 24.3%, pelow the program target of 26.4%. Finally,
offici1a) reserves msy have 1ncreased significantly (possinly 200«
mil.ion SDRs).

On the positive side, it would appear that perforsance was bdbetter
than programmed for growth 1n exports, government revenues, current
budgetsry expenditures and domestic credit, and the gross national
savings rate. On the negative side, it wouid sppear thst performance
was worse than prograamed for growth in imsports, budgetary capital
expenditure and net lending, total budgetary expenditures and net
lending, government domestic credit and expansion of the money
supply, and the rate of gross cepitsl formation.

1/ Official statistics are mot yet in and the IMF and IBRD have not
released their initial evaluations. However, prelisinary assessaent
of perforsance can de made for most key indicators on the dasis of
GOT estimates in the Budget Economique 1989 which were based on 9 to
10 sonths of data.
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*On the basis of this review, the macroeconomic and structural
adjustment program through 1988 remains on target with good progress
overall. Externai performance, 1n particuiar, has been very good,
although led to date almost entirely by the extraordinary turnaround
1n tourism and, to a lesser extent, by .the performance of textile and
mechanical/engineering exports. Nevertheless, there appear to bhe
worrisome signs -relating to excesssive budgetary expenditures
(particusarly capitai expenditures and consumer subsides), low
private sector investment rates, and excessive expansion of liauidity.

b. Policy Reform Highlights 1986-88

}J. Price Lidberalization

-80% of agricultural producer prices decontrolled; remaining
prices raised significantly 1686-87.

-Subsidized agricuitural input prices raised in 1986/87 and
1987/88 crop seasons; fertilizer retail margins liberalized 8/87
and full cost cnarging for mechanization services achijeved.

-60% of vajue of manufactured goods producer prices decontrolled
ny m1d-1588; controls on most remaining items relaxed.

20% of distripbution aargins decontrolied 1/89.
-Certain pubiic tariffs and petroleum prices raised in 1988.

-gg;re of consumer subsidies in oudget dropped from 3.5% to 3% 1n
‘ L] ’

2. Restructurinpg of Puolic Enteprises

-State control limited to enterprises with 50% government
participation, up from 34%.

-legislation promulgated to permat gradual ssle of government
share of public enterprises to private sector and process has
been initiated.

-Systematic review underwsy with view to improving financial
viability of those enteprises remaining in pudlic sector.

3. Jlmport Liberalization

-Quantitative restrictions on ispor:s of rav materials,
semi-finished goods, snd investment goods resoved (with sinor
exceptions) by 1/88; value of freely imported goods S3% in 1988.
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-Companies exporting more than 15% of output allowed to freely
import needed inputs.

-Maximun tariff rate reduced from 236% to 41%; minimum tariff
raised to 15%. .

-Other tariff rates between 26% and 55% were reduced by 6
percentage points 1/87 and 9 percentage points 1/88, subject tc a
minimun tariff of 17%.

4. Erchange Rate, Exchange System and External Debt

-Floating rate exchange rate system adopted 10/85.
-9% devaluation of nominal effective exchange rate 8/86.

=21.5% depreciation of real effective exchange rate during 1986
with further depreciation of 4.5% in 1987,

-Real effective exchange rate maintained in 1988 with further
nominai depreciation of 2%.

-Elhmination of government subsidized exchange rate guarantee
system 8/88 and replacement with temporary alternative government
guarantee system.

-IMF progran limits on non-concessional external debt 1987-88
observec.

-Estanlished monitoring unit to centralize data on external debt
structure 1n )88 for purposes of managing external deobt,
incjuding attendant exchange risk,

S. Tax_Reform

-Value acded tax system introduced 7/88 and extended to wholessie
trade 1/89, replaced three turnover taxes,

-New personal incose tax system with simsplified structure and
saximum rate reduced to 50% introduced 1/89.

-Corporate tax systes refors under preparation.

6. Credit and Monetary Policies

-Prior approval of new credit and refinancing by Central Bank
eliminated 1/88.

-Reserve loss provisions of dbanking system strengthened 1/88.




-Money market system strengthened by authorization of i1nterbank
transactions and participation of nonbank financial institutions
and certain enterprises; certificates of deposits of these
institutions now freely traded. .

-Cost of credit effectively reduced by 2.1% by reduction on
service tax on interest charges from 14% to 6% on 11/87.

-Interest rate controls on loans and deposits lessened; deposit
Tates essentially deregulated and ceiling on lending rates
replaced by bank spread of 3% above money marke: rate.

-Money market rate raised to about 9.5%; treasury bond rates
raised from 5.5% to 6.5%.

-Preierential interest rates limited to agriculture, exports and
SMES, and artisanal and craft industries.

;flo7r on preferential interest rates to be effectively raised to
1/86.

-0Offshore banks permitted to accept deposits and make ]Joans in
local currency, thus increasing domestic competition.

-Mechanisms availanle to Central Bank for intervering in money
market diversified. '

-1988 study conducted 1n preparation for introduction of treasury
bilis.

7. Investment Lidberalizaiion

-Implementation of new investment codes with no advance
application necessary unless special incentives reauested in 1987,

-Tax rates on investment earnings reduced by introduction of tax
credit concept.

Government is consciously constraining public enteprise and
government use of domestic credit in order to make greater
proportion of credit facilities availatle to private sector.

In sum, overall progress on Tunisia's structursl adjustmsent 1986-88
Bust be judged very good both on the basis of programsed
macroeconomic indicators and refora steps taken to date. The economy
has made 8 good, strong start in the first two and one-half years of
its mediun-ters adjustaeent pro;ran. Substantial) progress has been
sade toward shifting relative factor prices in favor of greater labdor
use, skeving incentive systems toward tradeable goods, and reducing
the role of governsent and pudblic enteprises in the economy i favor
of the private sector. Meanvhile good progress has been made toward

pr
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- attayning internal and external balance, wnile maintaining conditions
of relative price stabilaty and reasonaole growth (discounting for
the 1987/88 drought). Much remains to be done both in the three
resmaining years of the ‘current adjustwent program and in the program
that will foliow in the VIIItn Plan 1552-96.

D. Cnallenges and Frospects

1. Cha]lenges
a. Managing the Political Risks of Reform

The structural adjustment program 1s a highly cormplex and
inter-related set of macro and sectoral reforas that shift the
bajance of economic power and control progressively to the private
sector.

It requires careful phasing 1p order to avoid undue jolts to the
economy. Considerable time will be needed for implementation and for
the economy to subseaquentiy adjust. In the interim, there will bde
belt tightening, people adversely affected and, i1n some cases,
significant changes 1n socia) and economic stacus.

Managing structural adjustment will reguire an acute sense of
political economy, 3s well as technical skill. The process is
Challenging but the rewards can outweight the risks if the government
hoids fairm to the present course set.

b. Finishing the Mediun-Term Adjustment Program

The most 1mportant strategic task facing Tunisiz is the successfui
completion of the 1987-9] medium-term structural sdjustment progrim,

Key Remaining Actions - Looking anead over tne period 1989-91,
Tunisia has piedged to completely eliminate remaining sgricultural
1nput subsidies, align most agricultura) producer prices with
international leveis, increase the percentage of decontrolled
sanufactured goods producer prices (in value terms from the present
S5% to 75%), and increase liberalized distribution sargins from the
present 20% to S0%. The government has pledged (details and
schedules are presently being negotiated with the IBRD) to
restructure certain pudlic enterprises, privatize others, and to
iaprove operational efficiency of those which remain pudlic.

Tunisia has comsitted itself to liderriize imports and remove
quantitative restrictions from 80% of all goods (up from S3%) and
achieve an average effective protection rate of 25%, within s range
of 15% to 35% (down from present 41% maximum). Tunisia has pledged
to maintain the real effective exchange rate of end-1987 and to limit
adding new non-concessional debt. The governsent has sade
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commtments to limit the budgetary cefi1cit to 2.5% cf GIT hy )€S)
(down from 4.4% 1n 1988) and to steadily reduce consumer subsidies,
and transfers and subsidies to puplic enterprises. It has pledged to
reform corporate taxation. Finally, the government has agreed to
eliminate the 1nterest rate differen:ial between preferential credits
and money market rates by 199) and to i1ntroduce 3 market for treasury
bonds as well &s to raise their ratv:s.

Tne Toughest Questions The privatization and restructuring of
enteprises and reduction of consumer supsidies on bread and ed:ibdble
o1l w1ll be the toughest reforms to carry out. Delay on the subsidy
1ssue while trouplesome, will not overly threaten the structural
adjustment process givedh the present size of budgets and the relative
discipiine achieved thus far. In fact, 1t may be necessary to
cushion the effects of structural adjust@ent on the more vulnerabdle
groups. Better targeted subsides may be the best interim soluzion,

Failure to substantially reform the public sector enterprises,
however, wou)d substantially undermine the ultimate potentisl of
structural zdjustment. Public enterprises loom so large snd are so
1ntegral to the economy that failure to address their gross
mefficiencies would jeave an impossible burden for the rest of the
economy to carry. Purlic enteprises by the early 1980s accounted for
25% of GDP value aoded, 24% of empioyment, 40% of investment, 75% of
exports and 45% of inports. Surveys of individual public enteprises
have almost invar:abiy found profitadbility te he ni)l or negative,
necessitating continuous direct budgetary subsidies and transfers
plus use of substantial domestic credit.

Whether the private sector will adeauately respond (as assumed in
adjustment scenarios) if government folsows through on the reforms
and incentives as promised is 8 major question. If government
reduces the share of central government and pudlic enterprises
investment from 13% of GCP in 1987 to the targeted 9% in 199), will
the private sector expand 1ts share from 9% to 13% as envisioned?
Private investment Jevels currently are lagging behind earlier
projections. This 1s not cause for alarm yet, given the political
transition in late 1987, but it will be an increasing source of
concern 1f private sector does not respond over the next two to three
years.

c. Moving to Phase II of Structural Adjustaent

Although not yet announced, it is clear that the GOT sust continue
the structural adjustsent refora process into the VIIIth Plan
(1992-96) 1f it wants to cosplete what it started in 1986.
Implementation of pudlic enterprise reforms will need to be continued
well into the next Plan period. But there are other likely items on
the agenda if Tunisia wishes to sucized in its export-oricinted market
liberalization strategy. Anticipusting that VIIth Plan targets are



.set, these would 1nclude further liberasization of the remaining 20%

of controlied agricultural producer prices, the remaining 25% of
controlled manufacturing prices, and the rzmaining 50% of controlled
distraobution prices. Phase Il should also consider making further
progress on removing the 20% of 1mports that vill sti)) be under
qQuantitative controls and reducing the anticipated average 25%
effective tariff rate further. Liberalization 1in credit and
financial market policies wil] remain in order. Undoub:=dly, there
will be other unfinished tasks from the VIIth plan as well as second
round sectoral reform targets, to be added to the agenda.

2. Prospects

Tunisia's economic Dprospects are encouraging given its commitment to
an export-jed growth strategy.

Tunisias's position today 1S in many respects historicsily analagous
t0 certalh Other small countries (Taiwan, Singapore, Hong Kong,
korea, Japan) which adoptea an outward looking development strategy
because of their lack of resources and small i1nternal markets and
succeeded agalnst the conventional wisdom of the day.

Tne lack of employment opportunities with good wages 1s the central
1ssve confronting tne Tunisian Government today. Resolution of that
probiem would 1nvariadvly improve tne political situatijon and would
directly attack many of the socio-economic issues it confronts. It
would asso tend to make Tunisia more impervious to external shocks.

Tunisia's success in achieving equitable growth will) depend on the
sk11) and Juck with which structursl adjustment ;s implemented,
favorable 1nternational economic trends, rain, and 1ts abrlrty to
capitaiize on 1ts asvets and overcome 1ts liabilities., Let's review
what Tunisjia's assets and lijablilties are.

ASSETS

-Tunisia is advantageously located less thsn a day's sail from
southern Europe and within 2.5 flying hours from most major European
capitals. It 1s the keystone of the Maghred and is reforging close
economic relations with its fellow North African nations. Despite
the Sahara, it is closely tied to francophone Africs and has bdbeen
increasing 1ts trade in this direction.

-Relative to population, Tunisis has an adequate supply of arabdle

and productive agricultural land. Ddver 200,000 hectares are

frrigated. Although this area represents only 4% of the aradle land,

it produces 40% of agricultural GDP.

w



-A functioning network of physical i1nfrastructure 1s 1n place.
*Benefatting from 1ts smali size and good petroleum based income 10
- the past, Tumisia installied roads, power, telecomnunications and-

irrigation systews. The infrastructure needs upgrading and
- modernization 1o permit Qguicker ecohomic expansion.

-A rejatively well educated ladbor forc> exists with a 67%
literacy rate and 90% of school age children attending school.

-Tunisia enjoys a relatively high per capita income of $1140 and
relatively equitabple 1ncome distritution with respectable quality of
life 1ndicators.

-kni1le the society does not bubble with entrepreneurial spirit as
does Hong Kong or Tsiwan, Tunisians are mobile and ready to adjust
~themselves tO market realities, which gives them a distinct advantage
over many competing economies.

~-The economic adjustment program is an indigenous initiative,
formulated and managed by Tunis:ans aware of the nation's strengtns
and limits. The architects of the nrogram are presently in control
of Tunisia's economic and fainancial policies.

-Tne November 7, 1987 change gav> Tunisia a relatively stable
political system which promices more accountability to the public.
Tnis movement wi1ll continue with the el=ctions scheduled for April
1S89. Tne political malaise and uncertsinty of the mid 80's was an
1mportant disincentive to 1nCreased private sector activity,

LIABILITIES

-Tunisia will become a net importer of oil in the early 90's and
the price of pnosphates is not expected to improve. There are
roughly 400,000 Tunisians working offshore who provide remittances
which are i1pportant to sustained economic growth. All of these were
important factors in the 70's ana 80's but they can no longer be
considered engines of growth. Indeed, should vorkers return,
phosphates become less competitive and o1l prices remain low, Tunisia
could well suffer another economic crisis similar to that experienced
1n 1986,

-Labor is still too expensive, food is too cheap and the cost of
soney does not reflect market risk snd expected return. The concept
that economic balance can be achieved by administering the cost of
the factors of production still persists.
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. -The technological environmuent in Tunisia has been defined as at
- the "i1slards of modernization" stage in a recent report. 1/ Thus,

it 1s at the level of Kenya and Sri Lanka and well below that of
Malaysia, Singapore or Thailand. Tne technological i1nfrastructure 1s
presentiy not sufficiently developed to0.effectively support a
competitive export economy.

-Tunisia's education and banking systems are also ill-suited to
the demands of a market economy.

~The quality of oroduction in Tunisia is generally low.
Fooastuffs are ungraded and often of poor cuality. Manufactured
products are roughly finished and function unevenly. designs are not
attractive to target markets, packaging is inappropriate and
unattractive and services are uneven and vareliable. Islands of
excellence exist which demonstrate potential extant in Tunisia, but
these firms are few.

Although the adjustment process has begun tc work its way
through, the economy continues to suffer from over regulation and
control which stifles both investment and productivity. Erratic
interpretation of import regulations and agreements heighten risks
associated with investment. Conditions of employment remain highiy
controlled making the relative cost of ladbor high.

-A relatively high rate of population growth and nearly 30% open
unemployment among youth threaten the GOT's ability to assure
continued growth and to take diffacult economic decisions. Bread
riots in 1984 left lasting scars on political decision makers who
remain cautious when making decisions which will impact young people.
The emergence of popular democracy will i1ncrease the risks from this
source during the pian period. Tunisians will be testing their new
freedom and finding that the previously free lunch era now has a
price tag just at the time when some of the more painful unravelling
of the dirigist economy is dbeing put in place.

Tne weighing of these factors has been a strong determinant in the
choices of which directions to follow in our developasental
interventions between 1992-96.

1/ VWeiss, Scientific and Technological Constraints to Economic
Development.



I11. REVIEW OF CURRENT U.S. ASSISTANCE

-

A. OVERVIEL OF TRANSITION STRATEGY

USAIM/Tunisia 1s currently in the second year of impiementing a
program in accordance with the assistance strategy which was revised
and spproved in AID/X in early 1987. From a traditional
Jnfrastructure and institutional development type program up to that
time, the revised strategy shifted emphasis to one of supporting
economic reform for renewved growth. The strategy aims the bdulk of
USAID's resources at support for the Government of Tunisia's
comprenensive SAP adopted in late 1986. The revised assistance
strategy was intended to be a short-term, transitional one, relevant
to iunisia's macroeconomic stabilization reqguirements through the
1n1t13) period of the SAP (i.e. to 199)). It was also intended to
silow tne ANE Bureau andg the Mission to gauge the GOT's coamitment to
reforn and to see the actual Zirection and pace of the reform process
as a vas1s for Jonger term assistance pianning. To date the GOT nas
clearly demonstrated i1t has the political witl and the economicC
munageria) capacity to carry out a comprehensive reform prossss.
Significant progress has been made in stabilizing the macroeconomy
and laying the foundations for faster, more sustainable growth in the
medium term.

Tne USAID program under the transitional strategy has sade, and
continues to make, significant contributions to the overall economic
reform process and the accomplishments sttained to date. Under the
strategy new USAID assistance, both project and non-project, (ESF and
food 21d) nave veen programmed in accordance with two wain
objectives: a) providing foreign exchange for short term balance of
payments relief, wnile supporting a "safety net'" labor intensive
public works program and b) assisting in preparing the way for
renewed growth over the medium term, through agricultural) sector
optimization, private sector development, health/family planning and
technology transfer. Activities which were ongoing at the time of -
1nitiation of the transitional strategy have either been phased out
(Centrai Tunisis Rural Development project and the Agricultural
Research project) or progressively modified or refined to detter fit
the revised strategy (e.g. Private Sector Developsent project snd
Technology Transfer project).

B. EASING THE SHORT-TERM EFFECTS OF STRUCTURAL ADJUSTMENT

To help carry out the Structural Adjustment Program, Tunisia arranged
the dbefore mentioned losns and standby from the IBRD and IMF in late
1986. The IMF noted at the time that these resources alone would not
provide all the foreign exchange needed for implesentation of reforas
proposed under the SAP. Heavy reliance on the donor cossunity to
hejp f11] the gap was foreseen as a necessity.
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<Tunisia aiso recognized that the buman costs of pursuing the
adjustment program were potentiaily quite high and 1f not addressed
-could derail the reform efforts. The Government was especially
concerned with the negative effects of reform on the more
disadvantaged and vulnerable groups, particulariy the unemployed.

USAID's transitionai strategy provided for resources to address both
1mmediate needs, balance of payments relief and "safety net"
assistance 1n order to better assure the economic and social
stability to undertake pilanned reforas.

1. Balance of Payments Relief

Substantial support for dalance of payments relief has been provided
to date through non-project assistance, i.e., food ai1d under the
Title I program and ESF grant funded Commodity Isport Programs
(CIPs). Title I concessional food sales and the CIPs helped to save
scarce foreign exchange as weil as reduce the revenue gap resuliting
from certain structural reforms, such as reduction of tariffs. To
date, since FY-87 and 1mitiation of tne transitional strategy, a
total of $65 miliion 1n Title I concessional) credits and $16 million
under three CIP's have been committed. Wnile the HG Program is not
specificaliy 1ntended as paiance of payments relief, because of its
untied foreign exchange feature, 1t has, in fact, contributed $2)
million since August, 1986. The approximate $5 million from the ESF
budget programmed for the Technology Transfer project (664-0315) each
year provides furtner oalance of payments relief in that, like the
ClFs, funas are disbursed within one year of obiigation. CIPs and
aliotments for the Technology Transfer project together have
constituted upwards of 75 percent of the ESF bdudget annually since
FY-87. All toid, USAID's foreign exchange contriovution (Title I,
CIFs ana Technology Transfer project) amounted to $91 million over
tne FY-87/FY-88 period. The GOT's current account deficit over the
same period was the equivalent of $364 million. Tnerefore, USAID's
$51 million contridbution, whije relatively modest, vas of significant
penefit to the GOT which greatiy appreciated our rapidly disdbursing,
essentially free foreign exchange assistance.

2. "Safety Net" Assistance

The response to short term balance of payments relief slso resulted
tn generation of considerable local currency proceeds. Under the
transitions]l strategy, sonetization of Title ] and CIP assistance has
generated approximately $75 million in local currency. To deate,
approximately $47 sillion of this amount, from Title I proceeds, have
been programsed to the GOT's lador intensive Work Relief Programs
(Chantjers Regionsux) under which the GOT provides productive work
for unemployed persons.}/

1/ The remainder has been prograsmed for Section 108, locust control
and policy change support under CIP. Once the FY 1989 commodities
arrive approxisately $9 milljon will remain to be programmed.
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- Tne zondrenensive SAP ncgotiated between GOT and IBRL did not make
direct provision for Tunisia's serious unemployment problems, and

- Bany even have led to a worsening. Title I support fer the Chantiers
Regionaux program aims at providing jobs for 35,000 unemployed
workers, thereby contributing significantly to a real "safety net"
undertaking intended to better assure economjc and social stability
that wiil allov the GOT to pursue further needed, if not popular,
reforn measures. An evaluation of the Chantiers Regionaux program,
conducted by an outside contractor in May 1988, revealed that the
program was proceeding well and measurably easing the unemployment
si1tuation.

3. Drought Relief

In response to the 1987/88 drought, the worst 1n Tunisia's recent
history, an Emergency Section 416 Program was provided in late 1988.
Tne 60,000 MT of feedgrain furnished under the program will be soid
ahd are expected to generate approximately $6 million in loca)
currency. Tnese proceeds, like Title I generations, are being
programmed to provide rural employment opportunities, particularly
for those most adversely affected by the drought 1n the politically
important centra! Tunisia region, where the violent bread riots of
Decenper S84 pegan.

4. Locust Control Assistance

Locust 1nvasions begun in 1988 and forecast to continue for severai
more years, have posed an additional unforseen threat to Tunisian
agriculture and econcmic reforms. USAID has heiped Tunisia to
prepare for better control of Jocust invasions through OFPA funded TA
and commodities and under the FY-89 Commodity Ieport Program which a1s
providing 3 spray planes. Moreover, the FY-89 CIP Agreement
stipulates that the GCT wiil deposit into a special account the dinar
equivalent of the U.S. spray planes (approximately $1.3 million dinar
equivaient), s81d funds to be used for locust controi efforts.

C. FACILITATING IMPLEMENTATION OF POLICY REFORM

i. Policy Dialogue

Policy dialogue is an isportant elesent of the Mission's transitional
strategy. The policy dialogue agends the CDSS Preambdle and the March
1987 Action Plan included the following sajor items which have since
been sudbjects of discussion and negotiation between GOT and USAID:

(1) Agriculture Sector Optisization:

(ii1) Promotion of the concept and role of privatization to

develop 8 healthy economy

(111) Adoption of strong family planning policies, including
rosotion of the private sector for contraceptive delivery.
IV) Rationslization of shelter finance and production and

creation of a sustainadble systes for future production, led by

the private sector.
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To date a comdination of jawboning by Mission staff ana visiting
experts, as well as reinforcement with USAILC financed technical
studies and sometimes the use of food assistance and local currency
resources as addec leverage, have advanced consideradbiy the dialogue
1n support of concrete policy reforms..

Tne Mission's Commodity Import Program (K-602, K-603 and K-603A),
currentiy amounting to $16.1 million in ESF obligations, was
explicitly designed to support the overall transitional program
strategy. Under the terms of the CIP agreements, local currencies
generated from sale of CIP commodities are programmed to support
economic reform, with particular epphasis oh private sector promotion
and 1mprovement of the agriculture sector. 7o date the dinar
equivalent of $10.5 million have been generated, with $5.]1 equivalent
aiready programmed. These resources have proven 0 be a valuabdle
mechanism to facilitate the ongoing Mission policy dialogue
associsted with the economic reform strategy objective,

2. Agriculture Sector Optimization

Twenty-seven percent of Tunisia's labor force 3s involved in
agriculture. While food self-sufficiency is not a realistic goal for
Tunisia, there 1s considerable potentiai for greater efficiency in
the agriculture secter. The GOT and the World Bank have made this
gocal (i.e., 1mprovement of agricultural sector performance) s major
element of the Structural Adjustment Program. Based largely on World
Bank/GOT agreed-on reform needs for the sector, the USAID in its CDSS
1dentified certain major areas where constraints to agricuitural
growtn exist ana wnere USAID efforts wouid dbe targetted, within its
staff and financial resource availabilities. These included, inter
a11a:

-elimination of animal feed sudsidies

-progressive increase in i1nterest rates on ag. lending

-phase down and then out subsidies ob other ag. inputs

-phase cown and then out of price controls on ag. production to
alignh them with external market prices

Under the FY 87 CIP Tunisia agreed to, and subdseauently dad,
eliminate animal feed sudsidies. But then a limited degree of
sudbsidization was reinstated as a result of the crippling drought of
1987/88. Tnis was » short ters expedient in reaction to a threat to

the national herd.

Recently, USAID has used CIP zroceeds to "facilitate” GOT policy
changes governing its APMANE fund, the leading supervised
agricultural credit fund, which has been steadily decapitaliiing
dbecause of poor policies. USAID defined four smajor policy changes
needed to restore APMANE to financial health and coasitted itself to
provide CIP proceeds for each change sade (four separate tranches,
totalling approximately $5.2 equivalent). This in turn provided
needed leverage to the Ministries of Agriculture and Plan in the face
of the danking systes which was denefitting from some of these poor
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policies. Two policy changes hiave already been made: Subsidized
_lending to the poiirticaily 1nfluertial .wheat farmers has been reducec
in favor of more diversified, sustainadle lending; and, uncoliected
loans over three years old are being purged from the books. The GOT
presently 1s actively pursuing the other two USAID recommended
reforms, i,e., reduction of administrative banking charges and
estaniishment of a collection system which better motivates
collecting. Technical assistance has been provided under APIP to
assist 1n this effort.

A cornerstone of the Mission's program under the transitional
strategy is the Agricultural Policy Implementation Project (APIP)
(664-0343). The primary purpose of the project and the major
progress indicator for the Ag Sector, as per our current Action Plan,
is the provision of reguired analyses and monitoring of the
agricultural sector in support of policy reforms under the SAP. The
AP1P, operational since 1988, greatly reinforces the Mission's
dralogue for Agriculture Sector optimization.

Unaer tnhe AFIP project, USAIL has collaborated closely with IBRD
teans icplementing their joans. APIP has supported GOT decision
making unJdes these lcans ty providing studies of Tumisia's major
export crops and the i1mpact of sudbsidies on the economy, among
others. Tnis has heipcd the GOT to make decisions regarding policy
changes covenanted under tne IBRC agriculturai loans, for which
insufficient evidence existed to permit the changes to be made. As
well, 1t has helped focus the attention of the GOT and IBRD on the
most 1mportant areas. In preparation for the second tranche of the
IBRD agricujtural 10an USAIL 1s provading the needed analysis to
assist tne GOT i1n now to liberalirze the sector and i1n defining a
residual role for the parastatals, presently heavily involved in
marxeting most of Tunisia's agricuitural production.

‘Under the FY-87, FY-88 and FY-89 Title I Agreements USAID
successfully negotiated certain self-help measures, includang:

-impprove private sector fertilizer distribution margins;
-analysis of opening up the export market of olive o1l

to the private sector;
-analysis prelisinary to formulating for a drought strategy;
-design of isproved crop forecasting methods;

-examination of alternative uses of land presently in cereals
crops to protect fragile soils and cushion incomes against
adverse ispacts of drought,

These self-help seasures provide positive reinforceament for our
strategy objectives, both for ag sector optimization and private
sector prosotion.
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) 3. Private Sector Promotion

*In eariy 1987 wne USAID Action Plan 1dentified the private sector as
a priority area for assistance under the transitional strategy. This
focus was deveioped 1n recognition of the heavy burden 1Bposed by the
country's 500 parastatals and the all pervasive government controls
and reguiations on the econcmy and private initiative. Objectives
and progress i1ndicators for the private sector were tentatively
definea and left to further refinement. The Mission used its private
sector project with flexibie resources to respond to needs and
opportunities. Thne USAID's Private Sector Strategy completed in late
1988 further defined a three-pronged approach emphasizing trade
liberatization ana promotion, development of financial
intermediation, and privatization,

Notable progress aiready has been attained in the area of
privatization under the Private Sector Development project
(664-0228). 1In early 1587, "“privatization" was an unspoken word 1n
Tunisia. One used 'restructuring'. 1In April 1987 USAID organized
and funded a seminar on "Why privatization?'" and invited experts from
numerous countries to participate. Tunisia's daily newspapers
Carried tne devbate to the public. A second AID financed cclloquium
took place 1n early 1988. . Jt focused on the topic "How to privatize”
and nad neavy participation from the private sector. Privatization
1s now an accepted concept and is a top priority. The GOT in
December 1988 nired a USAID-funded advisor to sit in the office of
the Prime Minister and assist with 3ts privatization efforts; a major
breakthrough. Another advisor who arrived in December 1988 works for
the Director of the nascent stock exchange in transfering financiasl
1nteraediation techniques. Three hoteis are scheduled for imminent
pravatization and a major textile company has already been
privatized. The issue in Tunisia is no longer whether to privatize,
but what, how and how fast. White USAID cannot take all the credit,
a very large part of the progress made to date is the result of our
skillful and timely assistance, our willingness to fund the dialogue
and our encouragement of the involvement of Tunisian policy makers at
every turn. '

Tne March 1987 Action Plan goai for the private sector was:
"Increased production of goods and services and increased esploysent
by a more dynamic Tunisian private sector." Within this context, our
strategy and the GOT's Structural Adjustment Progras call for export
enhancement. An isportant tool in achieving this goal is insurance
to cover risks to the exporter. Traditionally the Tunisian insurance
comspany COTUNACE, has provided this coverage but the cospany has been
severely under-capitalized and does not provide coverage to large
parts of the world where export opportunities exist. In late 1988
USAID agreed to the use of CIP proceeds to incresse the
capitalization of COTUNACE if COTUNACE would agree to take steps to
increase its exposure in non-traditional but promising markets. The
GOT agreed to gather data and put in place a system to evaluate risk
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1n Latin America, Sub-Saharan Africa and Asia in return for the
capital increase. USAILD further agreed to make funds availabdje from
tne Privsre Sector Development project (664-0328) to provide short
term TA to assist 1n tnis effort anc to advise on how to keep and
build a data base. We expect that COTUNACE will be prepared to
evaluate possible exposure in these new markets within a year's

time. The potential for new markets 1s significant and without our
local currency and Private Sector project, as well as continued USAIL
policy dialogue, this would not have occurred.

As part of our policy dialogue on private sector development, USAID
directly supported an important Tunisian trade and investment mission
by financing assistance in international trade and mavrketing for the
Tunisian Joint Commission for Trade and Investment (JCTI). The JCTI,
comprised mainiy of private sector businessmen, visited & U.S. cities
in December 1988 to raise Tunisia's profile as a trading and
1nvestment partner with the U.S. USAIL worked directly with the
Tunisian Manistry of Industry and Commerce to sharpen tne JCTI
program 1n the U.S. and to focus the program on areas of comparative
advantage for both countries. The JCTI was well received 1n the

U.S. Numerous private sector contacts were made, some of wnich
alreacv are proceding beyond 3nitia} planning. For example,
imnmediately fcllowing the JCTI visit, » U.S. bio-tech company
invoived in bovine genetics sent 4 of its officers to Tunisia to
negotiate terms and financing for a cattle genetics investment
project. Other projects such as saQuaculture investments are under
serious study.

Frivate Sector development nas been given further impetus under
USAID's Section 108 Program, for whicn $5 million in Title I
generated local currencies have been programmed. Tunisia was the
first country to sign a Section 108 Agreement. Our first loan was
signed during the week of October 30, 1988 with one of the three
privately owned banks in Tunisia. The USG is receiving market value
of interest on this loan which will be on-lent by the recipient binks
to private firms for industrial investments. It js projected that
these investments will, in turn, create more jobs. Private Sector,
local currency and employment aspects of our strategy have all been
supported by this action.

4. Rationalized Shelter Production Systess

The Mission's Housing Guaranty Program contributes toward seeting our
transitional strategy odbjectives. A broad sectoral agenda has been
negotiated, designed to 1imit and clarify the role of the pubdlic
sector in housing, while stisulating increased land and shelter
provision by private developers. The first evidence of success has
been the transforsstion of the forser housing fund (CNEL) imto a full
service, largely privste Housing Development Bank (BDH), which can
now finance land development and provide construction financing to
private developers. The agenda also targets increasing the supply of
l1and availadle to private developers for shelter construction and to
lower 1ncome families, dy limiting a pudlic sgency (AFH) to s land
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"wholesaler" for the private sector. In addition, the agenda
supports: streamlininy the regulatory environment; 1mproving
coordination among public and private ‘'sector entities; revising norcs
ang standards; encouraging municipal participation in shelter; and
institutional restructuring.

D. SETTING THE STAGE FOR MEDIUM TERM GROWTH

Wnile the foregoing policy dialogue agenda and accompanying
supporting activities contrabute to a reformed, revitalized econonmy,
two major elements in the portfolio are aimed at growth over the
longer fun: technology transfer ana population development and
family planning.

1) Technoiogy Transfer

Through technology transfer USAIL 1s hesping to prepare the way for
renewved economic growth 1n Tunisia, both i1n the near term during the
period of Structural Acdjustment, as well as over the medium term.

Tne Computer Technology project (664-0334) 1s assisting the GOT to
devejop 1tS capacCity to apply microcomputer technology to the
national education system and to undertake research that will lead to
tne 1ntroduction of this technology in other productive sectors of
the economy. Tne project is already applying microcomputer
technology 1n practicsl ways which benefit of Tunisia's economy. One
current application involves the use of computer technology for
‘'greeness™ mapping to assist in Jocust contro) and eradication,
Project-financed computer technology 1S using satellite data to
assist technicians in locating locust breeding grounds. The project
is also training computer science professionals in the preparation
and 1nterpretation of this advanced mapping technology. In another
effort, the project 1s working on the development of an optical
character reader for Arabic script. IRSIT, the counterpart sgency,
plans to patent the software, which was developed i1n-house, and then
to develop a joint relationship with ATET for future production and
distribution.

The major portion of the USAID's technology transfer assistance to
Tunisia is through the scholarship progras under the Technoiogy
Transfer project (664-0315). To date, this progras has sent almost
700 students to the U.S. for academic degree training. The program,
which was initiated by Tumisis with its own funds several years prior
to USAID's initial participation in 1982 provides testimony to the
high value the GOT assigns to U.S. higher education and technology.
Over the past 18 sonths the USAID has refocussed the Technology
Transfer project tovards meeting the needs of economic sdjustment by
esphasizing training in disciplines such as business administration,
economics, and comsputer engineering. Approxisately 45 percent of the
Mission's annual ESF budget is being applied to this human resource
developsent endeavor which, as noted previously, also supports the
balance of paysents objective.




- 2) Population

~-ITne strategic goal for this sector, as 'set forth in the current,
approved Action Plan is: 'Reduced population pressures leading to
reducec economic. pressures." Key progress indicators established
were: :
-Increase contraceptive prevalence (wodern methods) among
married women of reproductive age (MWKRA) by 9 percentage
points, from 33.7% 1n 1985 to 42.7%, and

-Increace distribution and incentive pricing for
contraceptives in the private sector.

To date significant progress has been made. Based on a demographic
health survey conducted oy Westinghouse in October 1988 the
contraceptive prevalence rate among MWRA has already increased 7.2
percentage points, to 40.S5 percent. Moreover, through its innovative
contraceptive social marketing (CS!) program the Family Planning and
Population Development project (664-0331) is actavely contributing to
efforts to promote private sector involvement i1n FP and make the
Nationais Family Pianning Office (ONFP) a sesf-sufficient entity. As
a result of project related dialogue, 1n early 1988 the price of one
cycie of piiils distributed through tne private sector increased
si1x-foid. Pills and condoms are now being soid by private sector
pharmacies throughout the country. The ONFP has been given
permission to adopt additional measures to improve distribution of
contraceptives ana increase revenues. These include: a price
increase for condoms, a uniform increased price for private sector
p1ils, expanding the list of CSM products, and changing private
physicians for IUDs which they presently receive free.

Wnile the CSM program is making steady progress, there is room for
inprovement. Important next steps will be to assist the GOT to more
effectively expand into the private sector and to most efficiently
utilize newly derived revenues resuiting from private sector measures
fostered under the project over the longer term, ONFP will reauire
additional improvesents to managesent.

E. ALIGNING THE PORTFOLIO

The USAID's transitionsl strategy called for the orderly phase down
of certain ongoing, classically-oriented development activities. The
Mission has made great strides in consolidating jts portfolio to
increasingly devote more of its limited financial and sanagerial
resources to econosic refors oriented odbjectives. Since emdarking on
the transitional strategy, six separate Central Tunisia Rural
Development (CTRD) umdbrells project activities have been phased out
successfully. The present remaining Range Developwent and Management
Project (664~0312.l§ will terminate, as planned, at the May 1989
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PACLC. A tracditional Agricultural Research project was ended in an
_orderiy fashion and the Rural Community Heaith project, a 10 year
effort, was concludea. A Title Il feeding program of 22 years
duration was weaned from U.S. support. In the last 18 months
significant amounts of funds from the CTRLC umbrella project were
deonl:igated for reobligation 1nto key project activities supporting
the transitional strategy. In sum, USAID's program has, and
continues, to focus on our and the GOT's clearly stated economic
reform objectives.

F. CONCLUSION

When viewed against ongoing activities and progress achieved to date,
the USAID's transitional strategy as articulated ir. the CDSS Preambie
and March 1987 Action Plan appears to be appropriate. Many of the
major targets and benchmarks of the transitional strategy should be
met as planned by the end of the strategy period, i.e. end of 1981,
By that time, economic stabilization, which USAILC has been supporting
through such means as Commodity Import Programs and Title 1 for
palance of payments relief and "safety net" assistance, should be
well advanced.
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1V. STRATEGY OUTLINES FOR THE 90'S

In formulating an assistance strategy for the 1990's we have been
guided by Tunisia's aspirations and actions to become a more
democratic polity and a more competitive economy; by the successes
and lessons of our assistance in support of the Tunisian structural
adjustment program; by the challenges and opportunities facing
Tunisia in the decade ahead; by its assets and liabilities; and oy
our own best judgements of how our limited resources can be focussed
strategically to facilitate Tumisia's success in this social
transformation process.

To nhelp us decide on future directions, we held a series of meetings
to examine possibilities and to identify areas of promise. We
listened to & number of i1n-deptn presentations and engaged in lively
discussions of Tunisia's economic geography, human resources,
empioyment problems, science and technology capacities and needs,
popusation dynamics, private sector activity and economic history and
policy since indepenaence. We also considered Tumisia's exporting
potential, i1nvestment promotion, urbanization and eauity. A thorough
review of U.S. political interests in Tunisia and Tunisia's political
outlook was held with the Country Team. We assessed A.]I.D.'s
comparative advantage vis-a-vis other donors' plans and sought areas
of compiementarity, especially with the World Bank programs.

This exercise, wnen comdbined with data and analysis contained in the
private sector strategy, the revisited agriculture sector strategy,
the ATDI and JCT! reports, the S&T review prepared oy Charles Weiss
and other studics provided an objective filter through which the
Mission examined six different strategic options. (See
bibliography.) Three choices, a S&T strategy, a poverty oriented
strategy and a targetted export strategy were discarded for various
reasons. The three remaining options, employment specific, private
sector specific and structural adjustment support specific were
debated at length and combined into a unified option emphasizing
sustaina™ie growth and eapioysent. The outlines of this strategy are
discussed in the next section. :

In this way, our preliminary CDSS analyses and delibderations have
peramitted us to identify clearly and with somse confidence what should
de out central objectives and to deiineate the core program foci we
should pursue in the first half of the 90's. We have also zeroed :in
on possible progras niches: some of which we are already
implementing and will want to duild upon; others of which we will
need to explore in greater depth in termss of relevance and
feasability. Clearly, with limited resources, we have to be highly
selective about what we choose to do and modest about how much impact
we expect tc have. Figure No. 1 shows a schematic of our strategic
thinking at this stage of developasent.
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A. OBJECTIVES

Tne long term development goal of the Tunisians, which we can
readily espouse, is that of sustainable growth with expanded
ewployment opportunities. Tunisia taces the chalienges ot
sustaining a respectable growth rate (e.g. 3.5%) in a
post-petroleum exporting economy while, at the same time, creating
enough employment opportunities for an increasingly large, young,
and urban labor force.

Sustainable growth depends on Tunisia's ability to efficiently
produce a wider range of products that can compete effectively in
the domestic market with 1nported goods, and can ccmpete
1nternationally to compensate for lost foreign exchange from oil
exports after 1992. The aim of such production would be to reduce
vulneradllity to i1nternational price swings in primary commodities
and to expiolt Tunisia's comparative advantages of lower cost
labor ana proximity to Europe. The structural adjustdent program
1S aimed at establishing a favorabie macro-economic climate to
encourage this evolution.

Eupiloynent creation wijl both c¢epend on and determine the success
of the structural adjustment process. But this process wijl take
tike. lieanwhlie, population growth and uroanization will bring at
least 70,00C new entrasnts into the Jabor force annually against 2
backiog of at least 275,000 joo seexers. As structura) adjustment
unfolds, the effects of aeclines 1n real income, of higaer prices,
and of public sector layoffs wil1 become more apparent. Tne
derands for remurerative jobs will become i1ncreasingly insistent.
In an increasingly open politicat system, these demands, if unmet,
can be exploited polatically and Jead to the retarding or
derailing of structurai adjustment reforms. This puts a premium
on accelerating job creation and on facilitating labor absorption
in the snort term.

Given the twin challenges of growth and employment and our
compsrative advantage, we have concluded thst we can de of
greatest help to Tunisia by selectively supporling the emergence
of a more market-driven, export-oriented econoay in the sedium
term, whiie mindful of the short ters eaplioyment imperative.

Despite the impressive progress sade in structural sdjustment in
the first two years of the programs, Tunisia resains a highly
state-dominated and regulated economy, with heavily subsidized
social and economic benefits, and entrenched anti-market attitudes
and interests in the public as wel' as in the private sector. A
strong USAID voice in favor of a private sarket economy, matched
with judicious use of our influence and resources, can strengthen
and legitimize thne pro-market forces. The faster and further
Tunisia can travel in a private market direction the more dynasic
growth and esployment creation is apt to be. A second isportant
consideration in pointing our sights in this direction is to
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encourage and facilitate investments, whether public or private,

T1n activities that promise relatively earlier and nigher returns
1n teras of market-driven growth and empioyment. A third
consideration, I$ that thls objective will not be easy to pursue
nor will our 1mpact be predictable or precisely measurable. Ve
will need to be practical, dbalanced, and flexible rather than
rigid in our approacn.

B. PROGRAM ELEMENTS

To contribute to achievement of the jong-term goal and to the
Mission's mediuc-ierm objectives, three program elements have been
delineateda. First, we wili target increased productivity and
efficiency of agricultural production, processing and marketing.
We envisage continued support of lideralization i1n the
agricultural sector, of greater exploitation of high value
agriculture potentiai, of promotion cf greater efficiencies in
irrigation management, and of devejopment of agro-industry.
Secondly, we will continue 1mplementation and refinement of our
cCurrent private sector strategy through activities in support of
privatization and deregulation of tne pubiic sector, improved
financial 1ntermediation, and through examination of ways to
furtner promote private investment (Tunisian and American) snd to
enhance exports. Lastly, in support of the first two elements we
w111 assist Tunisia to improve the match petween its supply of
labor and the needs of the economy, both 1n the sport term and
ovelr the long term.

Tnese areas of concentration are i1nterdependent and outually
reinforcing. Policy dratogue, technology asdaptation, training,
and 1nstitutional networking will be the prancipal
instrumentalities for impiementation. We propose to integrate
gender concerns into our overail program which is the most
efficient way to addaress the special needs of women and children,

1. Increased Productivity and Efficiency of Agricuitural
Production, Frocessing, and Marketing

Tunisian sgriculture has s continued role to play in sustaining
growth and employment in a more open econosy. Like many countries
in transition to a balanced, diversified and industrialized
economsy, Tunisis has experienced a relative decline in the
isportance of agriculture over the past three decsdes. The sector
novw accounts for adout 14% of GDP, 27% of employment and 13% of
export earnings. Tnis is a desirable evolution that reflects the
growing importance of other sectors; chiefly petroleus,
sanufacturing, and tourise. But it also reflects a decline in the
erformance of the sector over the last decade and & failure to
ully exploit the demand at home and abroad for higher quality
produce such as fruits and vegetadbles, meat, poultry, dajry
products, fish and proc.3sed foods. Public sector dominance of
agriculture has retarded private agricultural input, processing,
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marketing, anc¢ transportation industries and services. Moreover,
.in view of population, production, and-consumption trends and
given comparative advantages in the agricultural) sector, Tunisian
agricuiture, even at 1ts maximum potential, will be unable to
satisfy more than 50% of its food and feedgrain recuirements. Ve
foresee continued decline 1n employment i1n the cereals and
livestock sector. Some of the released labor could dbe absorbted in
nigh vajue agriculture and 1n agro-industry which tend to have
high labor intensities and higher wages. We have concluded that
wWe Can make a major contrioution by helping Tunisia accomplish the
shift from traditional cereals and livestock production to a
diversified, high value agricultural and agreo-industrial econony.

a) Pricing and Market Liberalization

Our anajysis suggests USAID can make the greatest contribution
toward this end by continuing to assist tne GOT to adjust input
and output prices and to support the liberalization of markets.
Tne GCT has committed itseif to a move to market pricing of all
agricultura) products but foodgrains and edible o1ls by 199),
Tnese politically sensitive items will undoubtedly be targetted
for liberalization by the mic 90's and the Mission can help the
Government 1n this process tnrough policy anaiysis and advice on
now« to i110eralize the cereals sub-sector, including parastatal
reform. We are collaborating with the GOT and the Worlid Bank on
the 1niti1al stages of this process. We are working successfully
on seea and fertilizer subsidy removal and private distribution.
Another profitaple area of collaboration in the future could be
agriculturai credat. By 1992 interest rates will be at market
tevels, in line witlh commltments wmade to the Worid Bank. At this
point, banks may be more inclined to direct more of their assets
toward agriculture and U.S. experience in this area would be
useful 1n assuring the smooth and rapid growth of credit
facilities.

®) High Value Crop Research and Marketing

Experts provided under APIP and World Bank projects have
encouraged Tunisis to lessen its eaphasis on cereals and target
its attention to marketing its high value, differentisted crops in
the EEC and, to a lesser extent, in the U.S. The recent
Agricultural Trade and Developsent Mission (ATDM) concurred with
this finding. Poor packaging and grading, lack of knowledge of
sarket potential and deteriorated genetic saterjal all hasper
Tunisia's ability to compete. Experts have noted that the timing
of Tunisian vegetadle crops is such that if they could transport
properly graded and packaged produce to the EEC they could sell
all they could ship for a 6-8 week perjod with littie
coampetition. Physical proximity is an isportant element of this
advantage. As well, certain speciality fruits almost unique to
Tunisia have a market far greater than Tunisia's ability to
supply. U.S. technology in the areas of packaging, grading,
hygiene and marketing could dbe most useful in assisting Tunisia
with these types of exports. Judicious interventions in these
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areas aimed at improving technologies, efficiencies, and marketing
will neip Tunisia become competitive, adding to empl)oyment and
foreign exchange earnings as well as lessening the pressure to
continue with urwise 1nvestments in crops 1n which Tunisia has a
streng comparative disadvantage.

Our analyses of the changes in the sector have led us to the
conclusion that Tunisia will not receive the full benefits of its
enormous effort in structural adjustment unless complementary
steps are taken to increase the efficiency of technology transfers
to the private sector. Entrepreneurs at all levels are searching
for new and adapted technologies which are appropriate to the new
econcmic conditions they face. At the farm levei, several of our
APIP studies have shown that export potential for traditional
Tunisian crops--e.g. fruits, olave o1l and wine grapes-- could ve
sigmficantly ipproved witi introduction of new agricultural
tecnnologies 1o redguce per unit production costs and to increase
production. Improved technosogy could, for example, lead to
1ncreased production of virus-free root stock for fruit trees;
better pruning techniaues and weed control methods for olive
piantations; and i1mproved wine grape varieties for production of
higher quality wines,

c) Irrigation Water Management and Technology Improvements

In reviewing our medium-term options, we remain convinced that
ympreving efficiencies 1n water use, increasing yieids of
irrigated crops--particularly those of high value for export, and
InCcreasing land use intensity in the irrigation sub-sector are
1mportant to the prospects for overall success 1n the agricultural
sector adjustment program. Tne sub-sector is clearly functioning
at below optimuc efficiency -- i.e. degree of irrigation intensity
is only about 70 percent on public perimeters. The benef:rts of
moving that intensity to, for exampie, 110 percent would be
enoreous. Tnere 1s evidence from APIP reports that many of the
irrigation tecnniques used for high value crops waste large
quantities of water through poor scheduling of deliveries and lack
of producer familiarity with more appropriate technologies. We
believe, therefore, that significant increases in productivity can
be achieved over the mediuam-term with wel)-targeted assistance
mounted quickly and aimed at reforming current operational
policies and encouraging greater private participation in the
ownership and management of the existing perimeters. Our efforts
will complement current World Bank efforts in the irrigation

sector,

Moreover, since the GOT has already made substantial investments
in irrigation infrastructure, our assistance at this point has the
distinct potential of gains in operational efficiencies and

1~
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proauvction without enormous up-front investment costs. Tne
skewing of 1nvestment decisions whicm has resulted from
lnappropriately priced water needs to de reduced if Tunisia is to
reasize a fuller measure of the potential from its agricultural
sector. For these reasons, the Mission intends to work in the
area of irrigation management and appropriate technology transfer
during the CDSS period. Our concentrations will be on policy
Change and on selection and adaptation of technologies both to
increase the profitability of agriculture and to reduce costs.
Thne possibility of joinmt ventures between Tunmisian and American
firms producing irrigation equipment will be explored.

d) Agro-Business Support

A final area of emphasis in the agriculture sector will be the
support of agro-business. The GOT is moving steadily toward
freeing up the marketing of agriculturail i1nputs and cutputs. As
decisions are made to privatize state enterprises which control
agricutural inputs, assistance will be needed to assure that these
actions proceed smoothiy. Likewise private enterprises moving
1nto tnis sector to take up and expand production and services
related to fooc transportation, processing, packaging, and
marketing will need to understand the new rules of the game, and
to nave access to improved technology and investment capital.
American expertise 1n agricultural) research and agro-industrial
processing and marketing technoiogies can make a significant
contribution to Tunisia in thnis effort. Through technical
assistance, training and pijot programs we can help foster closer
links pbetween American and Tunisian researchers and businesses in
seiected high pay off areas.

Joint ventures between U.S. and Tunisian companmies is snother
promising area. For exanpie, there is scope for production
investment 1n aquaculture i1n Tunisia and several U.S. firms have
expressed 1nterest in joint ventures. WNe have just sponsored
aquacuiture training for 4 private sector representatives and 2
public sector representatives in this field. The recent Joint
Commission on Trade and Investment (JCT]) concluded that Tunisia
would be a good platform for U.S. investors interested in
investing in food processing for the EEC. Low cost lasbor in an
enclave setting enhances the profitadbility of such investments.
Our intervention in this area is attractive given the need for
investment in Tunisia, the lasbor intensive characteristizs of many
sgro-industries, and the potentisl for creating additional markets
for U.S. agricultural products, sachinery, and feed grains. Given
the proven success of the enclave sector and the projected
cospetitiveness of Tunisian agriculture once prices are in
balance, the Mission believes investments of expertise in agro-
business will result in large paybdbacks in the mid 90's.
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As we orient our agricultural assistance in these directions,
tnere are many prooblems in other areas that will pe left to the
GOT anc other.donors to .address. One area, which is a particular
agency priority for which we neither expect to have resources nor
provide a priority focus, is Natural Resources Management. It
should be noted that efficient jand use and conservation of
natural resources in Tunisia is constrained by fragmentation of
land noldings, lack of clear titles and security of tenure, and
inefficient management of collective and public lands. Land
consolidation measures have been launched in irrigated areas and
public agricuitural lands (1es Terres Dominates) are being turned
over to private enterprise. Tne problem of overgrazing and
extension of agriculture into marginal lands piaces heavy pressure
on rangelands. Except for occasional policy analyses, training
and short-term consultancies, the Mission does not intend to
assist tne GOT i1n this domain.

2. Pr:ivate Sector Revitalization and Expansion

Tne second major focus of our activities will dbe the
revitalization and expansion of the private sector. It 1s useful
to note that until the eariy 196C's there was a strong and vital
private sector i1n Tunisia. Regretadbly for Tunisians, virtually
al) of the enterpreneurs were French or Italian. The socialist
experiments of the 60's and 70's did littie more than displace the
expatriate businessmer and produce an extremely unbalanced
economy. Recognizing the unsustainably high costs sssociated with
th)s dirigist approach, the GOT decided to move toward greater
private sector invoivement i1n the econorny as part of the economic
adjustment program. The November 7, 1987 change of Government
further accelerated the move toward private sector activity.

Tne Mission's private sector strategy, spproved in August 1988,
presented a three part strategy with concentration on )
privatization, financial intermediation and trade libersiization.
The Mission further refined the strategy in light of the recent
Joint Commission on Trade and Investment and additional experience
gained over the seven months since the strategy vas finslized. NWe
have added deregulastion and investment promotion to the list of
priority areas for U.S.-GOT collavoration in the private sector.

a) Privatization

Pernaps the most important contribution which A.I.D. can make
during the CDSS period will be to continue to support the
privatization efforts of the GOT. It is estimated that it will
take at least until the year 2000 for the progras to reach its
conclusion. Advice on how to approach privatization and
techniques of assuring its success are presently being provided by
the U.S. 1In the future newly privatized firss will need



managerial training as well as technical advice on operations.
Also, tne opportunity exists to engage U.S. joint venture partners
1n privatization to the mutual advantage of Tunisia and the U.S.
Privatization assistance will not oniy be targetted at
sgricultural, industrial or manufacturing sctivities. There 1s
potential for government savings and private profits, as well as
greater efficiency, 1n the privatization of municipal services.

I1f resources permit, privatization of nealth service delivery and
private contraceptaive distrinution will also be encouraged.

) Financial Intermediation

Financial intermediation is key to privatization and
revitalization of the private sector. At present, interest rates
aTe relatively low and financial instruments are limited. While a
stock exchange exists, it has neither breadtn nor depth. Other
1nstruments norcajly used to raise capital are virtually
non-cxistent. Over tnhne CDSS period there wi1ll be a continuing
need for expert advice on how to structure and create financial
systems which wiil permit Tunisian firms to raise capital for
investment and keep their profits working. Wnile the financial
1nstruments presently being created wilil de primarily directed at
the Jocal wmarket, increased liveralization of the focreign exchange
regime wll) create a greater need for financial) instruments with
international standing. This will do much to attract and keep
outside private capital. A sopnisticated and complete legal
environment 3S also needed to support these markets and in this
the U.S. nas a clear comparatiave advantage. Training of Tunisians
1in finance and financial management and analysis will be a
component of this element of our private sector strategy.

In the urban area, the country will need financial instruments and
institutions wnich will permit municipalaties, including those in
the central areas of Tunisia, to provide services, such as housing
and nfrastructure, for theiar growing populstion. The Mission
will work with RHUDO to focus GOT attention on the need for these
underpinnings, which can make urban areas more efficient and
thereby facilitate private sector investment.

c) Deregulation

Over-regulation is s major drag on the ability of firms to operate
profitadly. Firms with offshore status, which is tantamount to
operation as an enclave, are highly profitadle. These firas are
not subject to Tunisian pricing or lador regulations; they set
their own hours, pay what the market demands and can reduce their
labor force when cyclical circuastances require. Deregulation in
Tunisia will be a difficult but important aspect of the transition
to a more sarket-driven economy and we intend to explore the
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targeting of deregulaticn as an important component of our private
sector expansion strategy. Analysis which will feed a policy
dialogue on this matter will be 1mportant 1n convincing GCT
decision makers of the need to change long-existing practices.

a) Investwent Promotion

Thne promotion of greater investment i1n Tunisia by U.S. firms 1s an
lmportant aspect of our strategy. Tunisia is likely to continue
to enjoy a privileged relationship with the EEC after 1992. 1If
so, Tunisia will be an excellent site for U.S. firms i1nterested in
seliing to the EEC. Lower labor costs in Tunisia coupled with
reiatively skilled labor and close physical proximity make Tunisia
attractave. Tne GOT 1s interested in creating additional ties
with EEC firms to reduce the possibility of exclusion from the
Common Market in tne future. U.S. firms are technologically
well-suited to i1nvestments in agro-processing here and such
1nvestment would be most useful) 1n addressing the employment
difficulties wnich Tunisia wil) face in the 1990's. The Missicn
wil) desi1gn appropriate assistance for the JCT] as wei) as the
various service agencies: the Investment Promotion Agency (AFI),

the Agracultural Investment Promotion Agency (APIA), Thne Tunisian

Federation of Industries and Handicrafts (UTICA). This assistance
will focus on helping them to articulaste Tunisia's case as well as
to act as brokers for investment rather than regulators and paper
pusners. Fitn the freer exchange regime which 18 to be
established by the next plan period the possibilities for
investuent and profit will be notably i1mproved.

We are encouraged by the initial success of the JCTI and the
proposed foiiow-up plans wnich i1nclude:

-follow-up on leads in the U.S. to 1dentify potential traders
and 1nvestors
-development of contacts with U.S. subsidiaries in Europe
-sectoral trade and i1nvestaent missions in the U.S.

(e.g. aquaculture and electronics)
-A "Tunisia-Europe 1992" Conference

-Studies of comparative advantage and technical constraints
-Support for a Business Council and a private trading company
-A set of trade and investaent initiatives with the Ministry

of Industry

We expect to build on these initiatives and provide flexible
support for U.S. investaent.
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e) Export Expansion

In 11ne witn our objectives of 1nCreasing emplcyment opportunities
and of reorienting the agriculture sector, tne Mission will work
with the Tunisians to increase exports. The increased export of
agricultural products 1s essential if that sector is to redirect
itself from a cereals orientation to one dealing with high value
exports. Advice on grading, packing and marketing as well as
pricing will be i1mpcrtant during the CLSS period. Across sectors
we ray want to offer selective help on trade policy. We will also
explore ways to develop exporter services. The Center for Export
Promotion (CEPEX), the Federation of Private Exporters (FEDEX) and
tne Export Training Center of the Institute of Higher Management
Studies are all possidble partners. Continued collaboration with
COTUNAS on export insurance is also attractive. Other
opportunities will no doubdt arise which we should be prepared to
consider.

3. Improved Matcn of Labor Suppiy and Ski1jis with larket Demand

Tne finay) major progranm eJement of our strategy will de improving
the match of tne labor supply and skilis with market demand. This'
broad area of i1ntervention simuitaneously confronts the challenge
of creating s nhuman resource base suilted to a transformed economy
4s well as tne serious adversity of identifying productive
caployment for & laovor force at jeast temporariiy cisplaced.
Neither the short-term unempioyment probjem nor the development of
new Ski1ils were deait witn conscientiously prior to the GCT
decision to proceed with the Structural Adjustment Program. Thus,
the Mission's financial and management contridbutions to the rural
puolic works program (Chantier Regionaux) have been duly applauded
as an appropriate measure. Given the lengtn of time reguired for
the economy's revita)ization, however, additional remedies are
reqQquired.

During the CDSS period the Mission expects tc continue more
targetted short-term programs. Sisultaneously, tde Mission will
provide substantial analytical and policy support to the GOT to
assure that the structural impediments to eaployment generation
are identified and cptisum responses defined. Preliminary
evidence fros other countries undergoing structural adjustaent
prograas indicates that the short-tera negative ispacts may hurt
vomen sore than sen. Thus, our support will include gender
disaggregated analyses and interventions where appropriate.

In addressing the effectiveness of the formal education sector,
the Mission recognizes that we have neither resources nor a
comparative advantage to deal with an essentially outsoded

" French-based educational system. The World Bank is undertaking a
major sector loan which well suits these needs. The loan will
target refores of the primary and secondary systeams and, of equal
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lgport, will aim to deveiop stronger links between professional
training and the productive sectors of the economy. The Mission
plans to compiement the horld Bank support oy focusing mainly on
training 1n mapagement and other market-oriented skill areas.

a) Labor Absorption

Unemployment will be one of the serious constraints to Tunisia's
successful adjustment and transition to a more open economy.
Reduced absorption by the pupiic sector of young pesople coming on
the job market may result i1n less than 3 out of 4 new entrants
obtaining work. Wnile the economic adjustment will ultimately
resuit 1n expanded employment opportunities in the private sector,
the large numper of jobs required make 1t unlikely that the
majority of job-seekers will be requited, even by the mid 1950's.
Tne existance of a large body of unemployed youth is likely to be
the source of considerable concern to the government in the early
1990's. Many of tne present problems with the parastatals stem
from their use as empioyment sumps notwithstanding the costs to
el{ficiency. Tne Government's sale ana restructuring of
parastatals will mean the remaining parastatal enterprises (some
22C oy 1996) wiii nave at least 30,000 fewer empioyees at the end
of the CLSS period. Tne GOT will need to find ways to retrain,
pension off, nelp establish them in business or find temporary
work for these individuals until the market 3s able to provide
jobs.

Whije there is no possibiiity that U.S. assistance will be able to
provide jobs for these anc¢ the existing unemployed, our experience
witn tne onguing rural public works program (Chantiers Regionaux)
shows that U.S. i1nvestment can lever additionz)] investment fronm
the GOT and other donors. VWe plan to assist with the more serious
analytical work required and with development of more efficient
and targetted programs. We intend to continue U.S. involvement in
the area of public works with modifications: our target will be
smaller, and we will require a greater contribution from the GOT.
Finally, wve will target the programs more directly at the youthful
unepployed and those in the secondary cities of Tunisia.
Additional snalysis is required to determine appropriate
targetting of female beneficiaries. A productive urban focus will
characterize the short ters efforts to sbsord displaced labor and
the un- and semi-skilled unesployed. We delieve that the
"pressure relief" aspects of this program will provide sufficient
stability to help the GOT stay the course on some of the more
difficult decisions of economic adjustaent which will need to be
sade in the first half of the 90's.
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o) Balancing Populaticn Growth

Tne Mission sees an opportunity to Continue 1ts work on reducing
the Jong term.si1z2e of the labor force and consequentliy will
continue 1ts work on family pilanning. Tne goal is a rate of
population growth of 2.2% by the year 2000 down from the present
2.4%. We estimate that sejective inputs of U.S. private sector
experience to support the GOT's efforts in social marketing,
inproved linkages with U.S. population research institutions as
well as U.S. technology and training will return large dividends
1n the early 90°s. We may not need large amounts of assets nor do
we envision a need for interventions past the CDSS period.

¢) Human Resources Development

The two objectives noted thus far will work on the size of the
unempicyed labor pool in the snort run and size of the entire pool
in the 1ong run. Our analyses has shown that the quality of labor
SK1l1s needs 1mprovement. A major impediment to increased
efficiency of both puolic anc private enterprises is a lack of
mapagement talent, both technical and general. Consequently the
Mission will undertake to train Tunisians in skiils appropriate to
tne needs cof the reshaped anc modernized economy. Skills such as
financial management, computer engineering, business
aaministration, marketing, bilo genetics, etC. will be important to
maintain the pace of transformation. Such skills will also permit
Tunisia to 1mprove 1ts product quality. A correlary benefit will
be to 1ntroduce U.S. technologiles to a future population which
will be making major economic decisjons in the 2lst century. We
wiil also look for ways to improve employment referral services
for returned trainees and to expand training opportunities for
women and private sector sandidates.

C. IMPLEMENTATION

J. Risks and Uncertaintaies

In pointing our sssistance in these directions it is importan: to
note that we need additional analysis, and that we have not fully
vetted these ideas and their implications with the Tunisian
Government. At the same time we need to recognize that Tunisia
jtself 1s in an early stage of both its structural adjustaent and
of a new government that is opening up the political process as
well. We can see several variadbles that will affect Tunisia's
pace of refors and the ease with which we say be able to move with
success in these strategy directions.

- Parastatal reform and privatization, especially in
agriculture, will not be easy.
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- Removal of subsidies on farm inputs and ovtputs will
be a3 slow and risky process.

- A freer trade regirme wi1ll conflict with
entrenched interests.

- Private sector expansion ray be slower or less
competitive than expected with discontinuities in
service and production.

- Demands from unemployed youth and displaced workers
could become an explosive issue.

- Tunisia's access to the EEC could wind up to be less than
expected with serious repercussions for the export-led
growth strategy.

e w11l oe assessing tnese risks as we refine our thinking and
seek to 1mplement our strategy.

We also need to recognize that pursuing this kind of a strategy
will ailso challenge us to find more innovative, fiexible ways of
doing business 1f we are to be responsive to private sector trade
and 1nvestment opportunities.

2. Pnasing 1n New Strategy Elements

Figure 2 on the following page depicts the evojutjon 1n the
program, retrospectively and prospectively.

3. Implementation lLevers

e now need to delineate these areas of assistance and develop a
portfolio of activities most appropriate for pursuing our
assistance objectives and foci. We can identify certain levers at
our disposal that are well suited to our purposes, resources, and
Tunisian needs. These include: policy dialogue, technology
transfer, training and institutional networking.

a) Policy Dialogue

The GOT has demonstrated its comsmitment to policy reforam and its
capacity to foraulate a sound macro-economic policy framework. It
looks to USAID as s colleague in helping the responsible
ministries implement these reforas at the sectoral and subsectoral
level. WNe can make a valuadble contridbution by providing analysis
and advice on policy options, impacts, and implementation plans,
through short and long tera advisors, policy research, and
frequent dialozue at high levels. We see our role as facilitator
rather than enforcer of policy reform. We do not see the need for
heavy conditionality in our program, though we are prepared to use
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TUNISIA

PROGRAM EVOLUTION
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PL 480 self-help measures and local currency proceeds to reinforce
positively tne i1opiementation of difficult reforms. We do see the
need to focus our resoutces cn helping the GOT carry out reforms
in a few critical areas with potentially high i1mpact on medium
term growtn and empioyment.

Wnile our policy agenda must be an :v>lving one, certsin areas
already emerge as likely priorities for us in the coming years:

Agricultural price and subsidy policies
Privatization

Credit and 1nterest rate policies

Employment

Investment and business regulation

Private social service delivery and cost recovery
Technoiogy policy

We will need to determine wnich specific policies i1n these areas
we wish to concentrate on. NWe will need to ensure the timely
dissemination of policy research results so the key policy makers
will be aple to make i1nformed decisions and manage the refornm
process sensibly. Thnis will require close relations, based on
mutual trust and respect, with the Prime Ministry, Ministry of
Pian, Ministry of Agriculture, Ministry of Industry anda Coammerce,
the Central Bank, and others. We also will look for ways to help
institutionalize local policy research flows into GOT policy
making.

b) Technology Transfer

Tunisia will require improved technologies across a wide spectrum
1f it 1s to produce i1nternationally competitive products anc
services. At Tunisia's present stage of technology development ijt
is not yet able to effectively mobilize technology to serve its
development odbjectives., Major constraints to Tunisia's technology
development still exist: an elitist/conformist education system;
a rigid, public dominated research establishment; weak private
sector demand. We do not see a role for USAID in the major
transformation required in the S+T systema, The Carthage Instirute
of Technology proposal, for example, was an initiative designed to
respond to this challenge; but the GOT is not yet ready to tackle
the prodlem through this major investsent. While we will remain
flexidble with regard to possible institutional developament, vwe see
our main roles as a catalyst for improved technology and a
facilatator for Tunisia's adaptation of availadble technologies.
Technology areas in which the U.S. has s cosparative advantage and
which respond to critical gaps in Tunisia's sove to a
msrket-driven, export-led econosy include:
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lianagement

Informatics and telecommunications
Bio-Tecnnology

Irrigation/water management
Agro-business and food processing
Contraceptive researcn’

Mass media applications

he willl be developing a technology applications project to support
research 1n such areas tnrough support of joint ventures between
U.S. and Tunisian ccmpanies, research grants to local institutes
like IRSIT or 1SG, scientific exchanges and technical assistance.

¢) Training

Tunisia needs to have avallable an increasingly better aualified
lavor force, including skilled workers and tradesmen, to support
1ts econoti‘c transformation. 7The U.S. has a long established
rejationship with Tunisia 1n this area. We see training, both
long and short term, in-country ana U.S., public and private
sector, as an important vehicle for our assistance strategy. In
tne coming moNntns we will assess how to most productively target
training resources, whije responding to Tunisian interest 1n
continued 1ong term U.S. degree training as an alternative to a
French education.

a) Instatutional Networking

As Tunisia moves toward a more open and private econory and a more
piuralistic society, closer links between private, goverament, and
academic institutions wilil need to be deveioped. Likewise, as the
U.S. ana Tunmisia move toward a more mature aid rejationship,
closer 11nks oetween Tunisian and American businessmen,
scilentists, and a wide range of institutions are desirable. WNWnile
recognizing the difficulty involved, we will be looking for ways
to heip foster such linkages as we implement this strategy.

4. Financial Resource Needs

Tne Mission estimates that between FY 1992 and 1996, the period
covered by this strategy, $75 million in ESF and $75 million in
PL-480-1 resources will be needed. The availadbility of local
currency is important to the success of the program. PL-480-1
resources will be used to generate local currency to support
selected aspects of the program, as outlined below.
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The ESF rescurces will be directed essentially toward provisior c¢f
L7 anc ST technical assistance and training needec to develop and
‘compunicate the policy changes and new activities which wil) occur

as a result of tne new emphases. One of the areas which the
Mission wiil expiore further 1s the use of a CIP to support new
activities. For exanpie, the CIP could be used tc support
agro-business development or improved irrigation efficiency by
targetting importation of U.S. food processing machinery or
irrigation equipment. Introduction and adaptation of new
techncliogies can be reinforced by local currency resources. We
will aiso examine the desirability of using s CIP for
contraceptive procurement.

‘In addition to any CIP generations, it iS our i1ntention to use
PL-480-1 generations to support several aspects of the program
1ncluding privatizastion, pricing and marketing liberaiization,
agro ousiness support, and displaced lavor absorption. WNWe can
envision a greatly expanded Section 108 program to support
Increasec exports as well as to support higher ievels of domestic
investment.

Market aeveloprnent for U.S. proagucers can continue to be an
exciting by-product of the PL 48C-1 ana CIP programs, in pursuit
of our trade odjectives. In the past two years PL 480-1 and CIP
have reintroduced soymeal pellets to Tunisia as well as sorghum
for animal feea. There are numerous other pcssibilities for U.S.
exports which could be assisted by a PL-480-1 program. We
anticipate that the bulk of Tunisia's food and feed needs will be
met througn less ccncessional channels such as the GSM 102 and 103
programs ana that FL-480-] resources will be based on export
promotion needs and Jocal currency support for the development
objectives being pursued oy the USG.

"Finally, gven the increased urbanization of Tunisias, we anticipate
that HG assistance could be programmed over the plan period. Tnis
could support deveiopment in urdan areas as well as privatization
and expansion of municipal services. To the extent that funds are
available the Mission will support these efforts under the private
sector revitalization focus of our program.
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V. JCVARL A MORE MATURE RELATIONSHIP KITH TUNISIA

A. The Rejationship

In order to characterize the type of assistance relaticnship that
should prevail between the U.S. and Tunisia through the
21d-1990's, the Mission has examined three elements: the nature
of the aid program, the ability of Tunisian public and private
SeCctor entities to manage the assistance, and the vehicles
available to AID to successfully deliver the assistance.

The transition strategy under which the Mission has ismplemented
1ts program since early 1987 has slready signalled a new, more
mature response to tne development needs of Tunisia. From a
traditional infrastructure and institutional development
portfolio, the program of support has shifted focus to the more
specialized needs of a transforming economy. The strategy options
outlined fcr the CDSS period 1952-¢6 articulate even more
decicedly a program attuned to serjous economic analysis,
lpnovations in tecnnology and management and strategic niche
piaying selected subsectors.

In managing that transition strategy during the last two years,
tne Mission has determined that the type of assistance reguired,
whlle Dot experimental 1n nature, has to be more specislized and
sophisticated. For exampie, the Mission conducted an extended
dialogue witn the Prime Minmistry on implementing the GOT decision
10 begin to privatize the economy. One conclusion of the diajogue
wa$S tnat the Prime Ministry did reguire x long-term expert to help
set policy and to draft a detailed action plan. The task required
development of a scope of work and identifaication of a special
1ndivadual with nands-on experience ih actually privatizing an
economy. Tne Mission succeeded in meeting the understandadbly high
expectations on the part of the Tunisian counterparts. However,
tnat particular ievel of dialogue and the placement of an
unusually qualified consultant will, in the next few years, become
the pattern rather than the exception in our program. The demands
for expert assistance as well as for custom tajlored short-term
training from non-traditional sources will increase.

In light of our strategy forsulation, our judgement on where
Tunisia is placed on the developaent continuus, and the above
speculations on the character of the assistance program, we began
to evaluate Tunisia's capacity to assume greater responsidility
for managing the assistance program. The institution-duilding
odbjectives of many of the traditional projects have continued
within the donor-recipient mode. In moving toward the new
strategy of assistance it was assumed that the Tunisian-U.S.
relationship should also undergo transforsation. The Mission
assupes that a more collaborative style of operations, a
partnership if you will, is wvarranted by the new strategy.
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Wnile the program will take advantage of opportunities to 1ncrezse
collsdoration as they arise, it appedrs that in the snort-term the
donor/recipient approach will persist. The predominant reason
that leads us -to this conctusion is a dearth c¢f Tunisian
1ntermedlary institutions through which more colJaborative
assistance progracs can be designea and implemented. Private
voluntary organizations or foundations, as such, do not exist in
Tunisia, naving been trampled by the GOT enthusiasm for a3 socia)
welfare approach since independence. Private financial
institutions, business counciis and professional associations are
still few in numvter and require substantial nurturing before they
would oe able to independently manage aspects of an assistance
program. The umiversity system, with some minor exceptions,
retains a stroag French academic fiavor. It is a system
1ill-suited to the analytical probiem-solving approach reguired in
dealing with the transition of the economy.

In sumcary, the assistance strategy wili take advantage of
1ntermediary institutions to the extent possible in easing into
coljaborative impiementation, and will encourage tne emergence of
joCal resource i1nstitutions that we cad work with, Scme capabdle
1pstitutions i1ncilude several with whicn AID has worked in the
transition strategy: Institute Supérieur de Gestion (ISG),
Institut Régional des Sciences Informatiques et Telecommunications
en Tunisie (IRSIT), two private commercial banks under the Section
108 Program, and the Institut de Financement du Développement du
Magnreo (IFIC). 1In addition, tne Mission plans to continue its
coilaboration witn Peace Corps in an effort to place appropriately
skilled voiunteers, especialiy 1n technology £1elds such as
arrigation which AID has targetted. As the Mission becomes
invoived in more i1nnovative technology and private sector
endeavors we will need to be prepared to work in different modes
depending on the capacity of cooperating ministries or
organizations. We will] be ajert to opportunities to work with and
to support the emergence of private groups, associations, and
federations.

B. Tne Modalities

In the course of examining new or more innovative funding
mechanisms for delivering development assistance to Tunisia, wve
have made three assusptions:

- During the CDSS period the Tunisia program will continue
with an annual ESF progras estimated at $1S million in
rant funds, with a food aid program estimated at $15 to
20 million per year and with continuing access to AID
centrally funded activities;
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- All as an agency will continue to have a physical presence
- 1n Tunisia with a 1ean staff during the CDSS period; and

. - Tne concept of an endowed foundation, similar to the
Portugal arrangement, is premature for Tumisia.

Tnere are si1x funding mechanisms or modalities which the Mission
has deterprined are most appropriate to its business in Tunisia in
the CDPSS period: project grant, program grant, commodity import
program, PL 480 Title I, Section 416, and the HG program. The mix
of these funding mechanisms will continue to provide to the
Mission and to the GOT the flexibility needed to respond to the
dynamics of the assistance program. We continue to view centrally
funded prcjects as a major source of expertise and cuick access
through buy-ins from our portfolio.

With regard to projectized assistance, the Mission will reduce its
current portfclio tc eight active projects by mid-198¢ with
further recductions possible as older projects are completed by
1951. For the CDSS period, the lission expects to design an
efficient portfolio of four to five long term projects in the
areas of poricy, technology, private cector, and training. These
projects would support the primary program emphases of the
strategy, 1.e. increased productivity and efficiency in the
agriculture sector; private sector revitalization and expansion,
1mproved match of Jadbor supply and skills with maraet demands.
Within each of these glodal projects, the Mission would seex to
implement 1nnovative components tajllored to particular needs. The
components would cover a range of possibilities: research grants
to Tunisian ainstiwutions, funding cf Jinkage agreements between
Tunisian and U.S. institutions, support for joint ventures, etc.

Tne only one of six funding mechanisms identified above which is
not currently being utilized 1s the program grant. Particularly
in the agraiculture sector, the Mission plans to examine the
possioility of a program grant in lieu of a project, combining
elements of policy analysis and implementation, introduction of
technologies, support to fledgling agro-business concerns and
compodity imports. The feasidility and utility of this approach
in Tunisia have not yet been examined in detail.

Under the rubric of food zid, the Mission anticipates continued
Title I and possibly Section 416. While it is expected that the
loca) currencies use plan will be revised to parallel certain new
strategy elements, the local currencies have already been spplied
to support a range of target prograams including displaced labor
sbsorption (through the Chantiers Progras) and private sector
expansion (through the Section 108 progras). Further matching of
local currencies generated by the food aid program will de
explored in the CDSS analysis.
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Staff rescurces at appreximately the current levels will he needed
tc carry forward this strategy though between now and 1950 at
least one additjonal USDH private sector officer will be essential
to meel the eariy demands of strategy phase 1n anc¢ ioplemen-
tation. We wiil also need more operating expenses to support
legal, contractor, and other direct hire TDY services. Some
adjustment in staff mix wii) be in order. Given the Jean staff it
is loperative that we devise efficient programs that concentrate
energies on implementaticn rather Than frequent design
documentation. Tne Mission's current strong reliance on
evaluations conducted by outside experts will be maintained.
Objective project and program evaluations, particularly mid-term
reviews, will continue to serve as a valuable means of
supplementing staff capabiiities, of identifying innovative
approaches, and of assuring responsiveness to the dynamics of an
economy in transition. '



-8} -

VI. CDSS REQUIREMENTS ANLC TIMING

Tn1s strategy paper has gone farther 1n analysing and synthesizing
Tunisian development cirections and needs than we originaily
expected. As shown by thé bibliography far more recent good
analytical work and data existed than was first anticipated. As a
result we have been adble to define tne bdbroad outlines of a
strategy for the S0's with considerable confidence. ¥hat we need
now are certain additional data and in-depth analyses to determine
the feasibility and the actual detalls of implementing such a
strategy.

Ke plan to undertake or draw on the following analyses in
develcping our 1de=as and i1mplementation plans:
Completion

Analysis Sponsor Funding Date

1. Employment Assessment USAID PDS Dec. 8¢

2. Tunisia's Economic USAID Prvt Sector Dec. 89
Relations within Mangreb Project

Economic Union and with
EEC Post 1992

3. Pubiic Enterprise IBRD NA Sept. &9
KRestructuring Plans and
Impilications

4., Updatea Agricuijtural USAILC PDS May 89
Strategy Statement

S. Agro-Processing and Export USAID PLS/APIP Oct. 89
Potentials and Assistance
Friorities

6. Ag Pracing, Subsidy, and USAID/ AP1P Dec. 89
Marketing Studies MinAg

7. ST Assessment Follow up USAID PDS Nov. 89

8. Trade and Investaent USAID Pvt Sector Nov. 89
Follow-up Min J<C project

9. Savings Mobilization USAID/ Pvt Sector May 89
Conference Results IFID project

10. Private Sector Training USAID ‘Pvt Sector June 89
Needs Assessaent project

11. WID Action Plan USAID Central Oct. 89

Funds

In view of the timetable for this analytical work and Mission work
schedule we recoanmend that the next submission and reviev be
scheduled for February of 1990 or later. We will also need
additional Ds funds i1n FY 1989 to carry out these studies.
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ANNEX 11

OTHER DONOR ASSISTANCE 'AND RELEVANCE TO
STRUCTURAL ADJUSTMENT

AID FLOWS

The donor response to the Tunisian Structural Adjustiment Program
has been excellent. Net official assistance flows recse from $211
mijlion in Pre-Adjustment 1985 to an average of $437 million
between 1586 and 1989. In 1988 18% of Gross budgetary receipts
were from concessional foreign sources demonstating the relative
importance of dcnor assistance in the Adjustment Process.

{AJOR DONORS

The major donors in the adjustment process to date have been the
IBRD, IMF, France, Italy, the EEC and the African Development Bank
1n tnat order. Other significant donors have oeen the USG, the
Arav funas, Spain ana Japan. Minor amounts of aid have been
providec¢ by Canada, Feigium, UK the FRG ana the UNDP and
speciallzed agencies.

1BRD

Tne IBRD 1s tne major donor, with five Structural Adjustment
related Joans totalling approximately $500 miliien in its portfolio
in addition to 1ts regular lending program., It provides the
leadership to the donor community in the policy area as weil. The
first loan, the Ag Structural Adjustment Loan ] (ASAL 1) was
executed in October 1986 and provided $15C million in auick
disoursing assets for agricuitural commodities. Numerous policy
changes were covenanted for the Ag Sector as well as for the
economy as a whole. A large number of non covenanted policy
suggestions were noted in the loan. Foliowing closely was an
Industrial and Trade Policy Adjustment Loan (ITPAL) for $100
milliion which covenanted numerous policy changes intended to
liberalize industry ana trsde. Like ASAL I, this was a fast
disbursing loan for commodities. An ASAL II Loan is presently in
final negotiation and should be signed in March 1989. This will bde
partly fast disbursing assets and partly projectized. A fourth
loan, the public enterprise restructuring losn will aim at
revitalizing the mining and railroad companies, large users and
losers of GOT official resources. Tnis Josn will also address the
privatization of certain GOT Pudlic Sector companjes. A final
program loan the SAL of $150 million was approved in the spring of
1988 and became effective in the sumaer. The further adjustment
and rationalization of tax, and credit policies as well as
subsidies, trade, foreign exchange and producer prices vere
conditions of effectiveness of the loan. Accospanying the IBRD's

S
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SAP programs were )oans to assist Ag-Credit, and impact the social
si1de of tne SAP as well as educatish training and employment
projects. A 5mall and medium 1ndustry project was also recently
approved.

U.S. programs are closely linked witn IBRD efforts. Tne APIF
project provides studies on various policy changes and was critical
in permitting the GOT to meet conditions of effectiveness under
ASAL 1. The private sector project has fed data to the design of
the PERL project and the expert in place in the prime minister's
office wi1ll assist i1n pronulgating the policies which will guide
;mplementation of this loan. Tne UNDP is also involved in this
ector. '

AFI'B

In 1987 and 1989 tnhe African Development Bank approved $205 &.’'lion
of support to the SAP. The most recent loans directly complement
the overatl SAL Joan of $150 million and, with slignt di1fferences,
carried the same conditions for effectiveness as the IBRD loan.

In July of 1988 the IMF approvec an extended asrrangecent for
Tunisia 1n an amount of $270 mi1llion. Conditions were aimed at
rationalizing panking credit profile and the Government external
ocbt maturity profile.

EEC

Tne EEC 1s a major donor, having committed $430 million since tne
start of the Adjustment Program. $195 million of this is in the
form of loans from the European Investment Bank to be made
avallable to Tunisian entities. The remainder includes
capitalizing various Tunisian development Banking institutions and
a few projects. The EEC has esphasized agricultural development,
with 1arge credits going to the agricultural developeent bank,
irrigation projects and isprovemental of crop yields. Touirism and
improvement of the railroac system have also been targetted. All
of the EEC activities complement the SAP.

FRANCE

Tne French Government has a regular program of approximatly $200
sillion per year, most of vhich is tied to French technical
assistance and commercial endeavors. A large percentage of this is
directed toward payment for seized French assets and French
teachers (cooperants) Food AID 1s also provided.
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- WniJje useful for Structural Adjustrent the Frencn Government has

* not made any extraordinary effort as have other donors to assist
tne GOT 1n the adjustment process with greater and more
concessional resources. Perhaps the difficult economic issues
which remain 1n contention between France and Tunisia accounts
for this anomaly.

ITALY

The Italian Government has committed $600 million since the SAP
started, a sharp increase 1n their usual levels. $100 million
in creaits for Italian products at highly concessional rates
(1.75% S year grace 30 year pay back) was extended in October
1986 at the launching of the SAP. A second $500 million package
corprised of $175 in new credits, a $75 mi)lion grant, $175
mission for Italian development projects in Tunisia and $75
mil)ion for TA was approved during 1988. As the Italian credits
are for gooc¢s, the drawdown has been rejatively slow. Italian
developnent projects are centered on the Southern part of the
country and, although there has heen some interest in using US
Peace Corps Volunteers in these projects, close coordination in
the fieid rerains ejusive.:

OTIERS

Otner donors, realizing the need for quick disbursing assets in
the early years of the SAP (Tunisian foreign exchange reserves
3n June of 1586 approached $0), nave come forward with
concessional quick disbursing programs. Spain loaned $50
mijiion as dig Japan. The Arab monetary fund and Kuwait fund as
well as other middle East donors m2de available slightly over
$100 miilion in soft loans in February 1987. These were non
projectized assets directed at permitting the Tunisian economy
to function wnile the adjustments were made. Japan, at the
urging of the USG provided a $50 million fully untied loan 1n
early 1988 to support sdjustment. Tne first drawing of this
loan wvas for US spray airplanes for the locust campaign.

Canada and the FRG nave been helpful with food AID and credits
respectively. The FRG increased its yearly levels slightly and
accelerated disbursements. The UNDP has continued its normal
programs of technical assistance as have the specislized U.N.
agencies.

DONOR COORDINATION

Comsunication between donors on the SAP and policies related
thereto has been excellent and the GOT has supported these
interactions.
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Tne UNLP resident representative chairs infornmal meetings on a
reguliar basls during which subjects of ‘general interest are
discussed. Most recently, these meetings discussed techniagues
of tracaing and programming local currency generations and the
dcnor response to the locust energency. In the latter case,
genulne cost savings resulted from a realistic projection of
pesticide supply and demand which cdevolved from the donor
meetings.

In February 1587, » major donor coordination meeting was held in
Paris chaired by the World Bank. A full and frank discussion
was held and the meeting succeeded in raising $270 million 1n
additional assets. A major result of the meeting was the
acceleration of drawdowns of existing lines of credit by the
Tunisians and a confairmation of support from the donor community
so long as the GCT continuea to perform weil against targetted
objectives. Neither the IBRD nor Tunisia have seen fit to cail
another meeting and, given the ciose coordination amongst donor,
none appears necessary at this time. There is no full time IMF
or IBRT represertaticn 1n Tumis, aithough IBNLC Missions are in
country 4-5 times per year.

The USG prugrams contirue tc re closeay coordinated with those
of the bank and there are numerous areas of synergy with otner
conors. Both the Beigium ana Worid Food Program are
collaborating with the PL-480-1 funded workers program. The
Italians are considering using some local currency in that
progranm as are the Canadians. To date, communist country donors
have not beenh 1nvolved with the SAP.

OUTLOOK FOR DONOR RESOURCES ANT PRIORITIES

Future concessional assistance is not expected to rise at the
pace of the last few years. IBRD lending will revert to its
previous level and the extraordinary Italisn transfers will
probably not reoccur. It 1s expected that major inputs by other
European nations will be through the EEC, which maintains a
sizeadble Mission in Tunis. French AID is expected to continue
at existing levels. The GOT will probably use commercial credit
markets more actively at the end of the current SAP.

Tunisia's credit rating is excellent, with Tunisian paper
trading at par or better. European programs will mest likely
continue to be closely tied to parochial comsercial objectives
in the outyears. Pressure to continue drawdowns as &
respectable pace will be a constant requiresent for the donor

community.
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