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TO: Private Sector Workshop Participants
FROM : AAA/AFR/PRI - H.I. Munson
SUBJECT: Workshap Notebook

Enclosed herewith ars tha agenda and readings for the Private
Sector Workshop.

Al1 reading materials are nighly relevant to workshop sessions
and have been cut back to the irreducible minimum for informed
discussion. We would like you to read them all. If that is
not possible, plexsze, at the very least read the following:

Privice Sector Strategy

o »frica Private Sector Development Policy Strategy
A¥F/ORE~DP-PD.

Deveioping and Implementing A Country Private Sector
Strategy :

— L et

o USAID/Kenya Private Enterprise Strategy Statement,
(iSAID/Kenya.

Finzricial Markets Development

O Excerpts from Draft Policy Paper on Financial
Markets Development, AFR/PRE.
O Kenya Private Enterprise Development Project,

A¥F/PRE.

Privatization

O ©Policy Guidance on Implementing AID Privatization
Objectives, AID/PRE-AID/PRE.

O Privatization in the Agqricultural and Agribusiness

Sectors, Dr. Ian Marceau.



Promoting Foreign Investment

o Termination of the Booker T. Washington Project,
AFR/PRE, H.I. Munson Memorandum.

o IFC's African Prcject Development Facility, IFC.

O Assessment of Investment Promotion Activities,
SRI International.

Promoting Small Scale &ndlgenous Business

© Small Scale Industry in Sub-Saharan Africa:
Emperical Evidence and Strategic Implications,

: C. Liedholm and D. Mead.

O Policy and Program Planning Issues in the Private
Informal Sector, Harold Lubell, TSAID/Senegal.

I look forward to seeing you at the Workshop.

/L/
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AFRICA BUREAU
PRIVATE SECTOR WORKSHOP
ABIDJAN, IVORY COAST
September 24 - 26

INTRODUCTION TO THE WORKSHOP

The primary objectives of the Jorkshop are to:

- Raeview, discuss and promote understanding of A.I.D.'s and
the Africa Bureau's private sector policy and strategy.

- Present, discuss and critically examine the objectives,
processes and many components (policy reform, financial
markets, privatization, investment promotion, etc.) of private
dector development. : .

- Exchange and assess views, experiences and recommendations
concerning private sector development, and report them back to
AID/W.

This Workshop is action oriented. We will critically and
candidly examine private sector policies, strategies, programs
and projects; take a best shot at determining what is gcod and
not so good about them, what has worked and not worked; what
has been or has not been worth the time, cost and effort
invested; and what recommendations you want to make to AID/W
and field Missions to improve our private sector development
performance. '

Workshop findings and recommendations will be reported back in
writing and commentary to AID/W, the Africa Bureau's Mission
Director's Conference in November and to all Missions.

We request and need maximum participation by Mission
representatives in all Workshop sessions and have designed the
agenda to accomplish that purpose. Consider all presentations,
panel discussioas and case studies as an open invitation to )
solicit your questions, ideas, comments ard recommendations.

We look forward to workiang with you. Have a good Workshop.



AFRICA BUREAU
“RIVATE SECTOR WORKSHOP
ABIDJAN, IVORY COAST
September 24 -~ 26

WEDNESDAY, September 24

2:00 - 2:30
Welcoming Remarks Charge' Carl C. Cundiff
REDSO/CWA Director, Laurance Bond
AAA/AFR/PRE, H. I. (Bud) Munson
PRIVATE SECTOR STRATEGY
2:30 - 3:30

Agency and Africa Buicau private sector policy and strategy

Overview:

0 3:30 = 3:45

Readings:

3:45 ~ 5:30

Presantation:

Development and implementation of Africa Bureau
private sector strategy. Speakers will solicit
Missions' views and suggestions.

Speakers: AFR/DP, Jerome Wolgin; AFR/PRE,
H. Munson

Coffee Break
AA/AFR Mark Edelman Statement before the House
Appropriations Committee Subcommittee oa Foreign

Operations, March 18, 1986.

Africa Private Sector Development Policy and
Strategy AFR/PRE - DP - PD.

A.1.D.'s Experilence with the FY 1985 African
Economic Policy Reform Program (AEPRP) AFR/DP

DEVELOPING AND IMPLEMENTING A COUNTRY

PRIVATE SECTOR STRATEGY

Kenya private sector strategy
development

¥~



Readings:

Evening

-2

Speaker: DAA/PRE Bureau, Charles Gladson
Moderator: Deputy Director, AFR/PRE, Charies
Buchanan

USAID/Kenya Private Enterprise Strategy
Statement USAID/Kenya

Developing a Private Sector - Mauritania Case
Study AFR/PRE

REDSO/CcwaA Direccof Bond reception

8:30 - 8:40

Introduction:

8:40 = 9:15

Presentation:

9:15 - 10:45

THURSDAY, SEPTEMBER 25

FINANCIAL MARKETS DEVELOPMENT

Case Discussion:

Common components of financial markecs, the
criticality of appropriate policies

Soeaker: J. Wolgia

Kenya privata enterprise development project -
venture capital, exporc credic, investment
promotion, technical assistance for managenent

Speaker: C. Gladson

Kenya rural private @ncterprise project -

‘consideration in establishing a credit fund

through local banks

Participants will be divided into three
sub=2roups which will Analvze tna casea
separately (9:15-10:00) and report findings and
recommendations back to the plenary session
(10:00 ~ 10:45)

Coffee available duriag subgroup sessions

Discussion Leaders: C. Gladson
He Munson

"Project Resources: Richard Loth, PRE/I

Elizabeth Rhyne, AID/Kenya



. 10:45 = 11:15

Presentation:

11:15 - 11:50

Panel Discussion:

Panel Members:

11:50 - 12:00

Summary:

12:00 - 1:30

Readings:

Factors in developing a stock market in Togo and
a regional stock market based in Abid jan.
Comments on the background paper "Considerations
in the Establishment of a Stock Exchange"”.

Speaker: John Moore - U. S. entrepreneur and
steel plant owner/operator in Togo

Moderator: J. Wolgin

Financial market development potential in West
African countries

3 Mission participants'to be selected in Abidjan
John Moore

R. Loth

Ivory Coast bank representative selectad by REDSO

Moderator: H. Munson

Ma jor factors, problems and opportunities in
financial market development

Speaker: Je Wolgin
Lunch

Excerpts from Draft Policy Paper on Financial
Markets Development AFR/PRE

Financial Constraints in African Private
Enterprise Development World Bank

Kenya Private Enterprise Development Project
AFR/PRE

Kenya Credit Facilities AFR/PRE

.Considerations in the Establishment of a Stock

Exchange AFR/PRE
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PRIVATIZATION

1:30 - 2:00

Review: A.I.D. Privatization Policy. Solicitation of
Missions' views and suggestions

Speaker: PRE/PD,

2:00 - 4:30

Privatization Activities in West Africa

presentations.

Factors and issues that have emerged in
including A.I.D. policy; scope of work,
political considerations and risks; and

Paul Haire

- a series of 20 minute

promoting privatization
time and effort required;
financial demands

- Overview of Privatization
divestiture in Africa:
Adrian Ford: Director, Development Finance

consultants, Letd.

= Nigeria Family Planniang Project:
Utilization of Private Sactor

L. Zicher: A.L.D. dizeria Heal:zh 0OF

tn

igear

- Privatization in Guinea

Mark Wentling:
. Adrian Ford

AID/AAQ Guinea

- Privatization in Gambia

T. Herlehy, Program Analysist: A.ID. Gambia

3:20 - 3:35 Coffee Break

= Privatization in Senegal
He Lubell: A.IL.D. Senegal Program

Officer

= Privactizing steel mills - Togo, Cameroon and

Ivory Coast
John Moore

- Privatization in

Mali

W. Thomas - A.I.D. Deputy

pireCCOr, Mali



$:30 - 5:30

Panel Discussion:

Panel Membars:

3:30 = 7:00

Readings:

Review of privatization issues and lessons
learned to date

3 Mission representatives - to be determined in
Abid jan

Paul Haire

Moderator: Adrian Ford

Break

Policy guidance on Implementing A.I.D.
Privatization Objectives A.LI.D./PPC -
A.I.D./PRE ’ )

Privatization in the agricultural and
agribusiness sectors - Dr. Lan Marceau

Zimbabwe: Agriculture and the Private Sector
Eric Witt, USAID/Zimbabwe

Agriculctural Input Privatization - Country X
Case AFR/PRE

Agricultural Development and Marketing Corp.
(ADMARC) AFR/PRE

INVESTMENT AND BUSINESS DEVELOPMENT IN AFRICA

7:00 ~ 7:30

7:30 - 9:00

Panel Discussion:

Panel Members:

Cash Bar

Opportunities and problems confronting investing

and business development in West Africa
including equity and loan funding, impact of
government policies, negotiating deals,
accessing international financial markets

Head, U. S. Chamber of Commerce,
Abid jan
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Esom Alintah, President Ashland 0il,
Nigeria

John Moore

Adrian Ford

R. Loth

One or two more mgmbers may be added

Moderator: H.Munson

FRIDAY, SEPTEMBER 26

PROMOTING FOREIGN INVESTMENT

USAID and IFC actions to promote foreign private investment in Africa

8:30 - 8:40

Summary:

8:40 - 9:00

Presentation:

9:00 - 10:-00

Panel Discussion:

Panel Members:

OPIC/Booker T. Washington project

Speaker: He Munson

The IFC Africa project Development Facility
(APDF) -

Speaker: A. Crocco, LFC APDF Office, Abidjan

How can U.S. government and aulciaational
organizations best promote local and foreign
investment, and private sector development in
Africa?

Stanley Cleveland - Managing Direccor
Togo stael mill. Previously, U.3. nead Togzo
Investment Bureau, President, Bendix

International and career foreign service officer

A, Crocco

E. Elintah

\D



L. Boad
Moderator: H. Munson

10:00 - 10:15 Coffee Break

Readings: Termination of the Booker T. Washington
Project AFR/PRE, H. I. Munson Memorandum

IFC's African Project Development Facility IFC

Assessment of Investment Promotion Activities
SRI International

PROMOTING SMALL SCALE INDIGENOUS BUSINESS

10:15 - 10:30

Introduction: Opportunities and problems in promoting
development of small scale business and
entrepreneurs

Speaker: Michael Farbman, S&T/RD/ESE
10:30 - 11:00
Presentation: Chad VITA froject
Speaker: A.1.D. Chad representative
11:00 - 11:30
Presentation: Liberia Small Enterprise Finance Organization
(SEFO0)
Speaker: He Marwitz, A.I.D. Liberia Program
Officer
11:30 - 12:30
Panel Discussion: Ma jor issues in promotion of small scale

enterprises - costs vs benefits;
self-sustainability; impact of government tax,
foreign exchange, lmport and other policies

Panel Members 4 Mission reprasentatives to be
determined in Abidjan

H. Munson

Moderator: M. Farbman



12:30 = 2:00

Readings:

Lunch

Small Scale Industry in Sub-Saharan Africa:
Empirical Evidence and Strategic Implications
C. Liedholm and D. Mead

Policy and Program Planning Issues in the
Private Informal Sector Harold Lubell,
USAID/Senegal

Chad VITA Small Enterprise Project - to be
handed out at Workshop :

Liberian Small Entérprise Finance Organization
(SEFO0) AFR/PRE -

AID/W RESOURCES AVAILABLE TO MISSIONS

2:00 = 2:45

Explanation of AID/W resources available to support Missinn private
sector strategies and programs

2:45 - 4:00

AFR/PRE resources - C. 3uchanan
PRE Bureau resources - C. Patalive

S&T 3ureau cresour-es - M.Farbman

Private Sector Workshop Wrap=-up

Panel discussion:

Panel Members:

Review of the major factors involved in and what
was learmed about: planning and implementiag
Mission private sector strategies; and the xiads
of initiatives and actions typically employed to
utilize the private sector ia davelopment, aad
0 promoLe Drivaie seccor ievelopment. Jscain
recommendations Irom Mission jsarzicipancs ca sow
AID/W and USAIDs in fiald can iaprove lanagzamen:
and support of private sec:tor ucilization and
promotion.

4 mission representatives to be determined in
Abidjan

C. Peasley, Director AFR/P

Moderator: H. Munson



AFRICA BUREAU
PRIVATE SECTOR WORKSHOP
NAIROBI, KENYA
September 28-30, 1986

SUNDAY, September 28, 1986

8:30 = 9:00

Welcoming Remarks Ambassador Gerald Thomas
’ REDSO/ESA Director, Arthur Fell
AAA/AFR/PRE, H.I. (Bud) Munson

PRIVATE SECTOR STRATEGY -

9:00 - 10:00

Agency and Africa Bureau Private Sector Policy and Strategy

Ooverview: Development and Implementation of Africa
Bureau Private Sector Strategy. Speakers
will solicit Missions' views and sugges-
tions.

Speakers: AFR/DP, Jerome Wolgin; AFR/PRE,
H. Munson

10:00 - 10:15 ‘ foffec Break

Readings: AA/AFR Mark Edelman Statement before the
House Appropriations Committee
Subcommittee on Foreign Operations,
March 18, 1985,

Africa Private Sector Development Policy
and Strategy AFR/PRE-DP-PD.

AID's Experience with the FY 1985 African
Economic Policy Reform Program (AEPRP)
AFR/DP

DEVELOPING AND IMPLEMEMTING A COUNTRY
PRIVATE SECTOR STRATEGY

10:15 - 12:00

Presentations: Kenya Private Sector Strategy Development

Speaker: DAA/PRE Bureau, Charles Gladson



Presentations:
(continued)

Readings:

12:00 - 1:30

1:30 = 1:40

Introduction:

1:40 - 2:15

Presentation:

2:15 = 3:45

Case Discussion:

 Somalia Private Sector Strategy

Speaker, AID Somalia Mission Director,
Lou Cohen

Moderator: Deputy Director, AFR/PRE,
Charles Buchanan

USAID/Renya Private Enterprise Strategy

. Summary Statement - USAID/Kenva

Developing a Private Sector - Mauritania
Case Study - AFR/PRE

Lunch

FINANCIAL MARKETS DEVELOPMENT

Common Components of Financial Markets,
the Criticality of Appropriate Policies

Speaker: J. Wolgin

Kenya Private Enterprise Development Project
Venture Capital, Export Credit, Investment
Promotion, Technical Assistance for Manage-
ment :

Speaker C. Gladson

Kenya Rural Private Enterprise Project -
Considerations in ZIstablishing a Credit
Fund througn Local 3anks

Participants will be divided into three
sub-groups which will analyze the case
separately (2:15-3:00) and report findings
and :zecommendatio's back to the plenary
session (3:00-3:45)

Coffee available during sub-group sessions

Discussion Leaders: C. Gladson
E. Munson

Project Resources: Richard Loth, PRE/I
Zlizabeth Rhvne,

AID/Xenva )

X



3:45 - 4:15

Presentation:

4:15 - 4:50

Panel Discussion:

Panel Membezs:

4:50 = 5:00

summary:

Readings:

Factors in Developing a Stock Market,
comments on the background paper
"Crnsiderations in the Establishment
of a Stock Exchange"

Speaker: To be announced at Workshop

Moderator: J. Wolgin

Financial Market Tevelopment Potential in
East African Countries

3 Mission participants to be selected in
Nairobi

Business Representatives: To be announced
in Nairobi

R. Loth

Moderator: H. Munson

Major Factors, Problems and Opportunities
in Financial Market Development

Speaker: J. Wolgin

Excerpts from Draft Policy Paper on Financial
Markets Development - AFR/PRE

Financial Constraints in African Private
Enterpr ise Development - World Bank

Kenya Private Enterprise Development Project
AFR/PRE

Kenya Credit Facilities - AFR/PRE

Considerations in Establishment of a Stock
Exchange - AFR/PRE



MONDAY, September 29, 1986

PRIVATIZATION

8:30 - 9:00

Review: AID Privatization Policy
Solicitation of Missions' views and
suggestions

Speaker: PRE/PD, Paul Haire

9:00 - 11:30

Privatization Activities in East Africa - a seris of 20 minutes
presentations.

Factors and issues that have emerged in promoting privatization
including AID policy; scope of work, time and effort required;
political considerations and risks; and financial demands.

- Overview of Privatization/Divestiture
in East Africa

Speaker: John Baker - Ccopers & Lybrand,
East Africa

- DPrivatization in Somalia

Speaker: L. Cohen
- Privatization in Malawi

Speaker: AID Malawi Representative
- Privatization in Rwanda

M. Mescher - AID Rwanda Prime Project
Manager

Moderator: d. Munson

11:30 - 12:30

Panel Discussion: Review of Privatization Issues and Lessons
Learned to Date

Panel Members: 3 Mission representatives - to be deter-
mined in Nairobi i

John 3aker
Paul Haira

\]
Modarasor: d. Munson N



Readings: Policy Guidance on Implementing AID
Privatization Objectives - AID/PPC-AID/PRE

Privatization in the Agricultural and
Agribusiness Sectors - Dr, Ian Marceau

Zimbabwe: Agriculture and the Private Sector
Eric Witt, USAID/Zimbabwe

Agricultural Input Privatization - Country X
Case - AFR/PRE

Agricultural Development and Marketing Corp.
(ADMARC) - AFR/PRE

12:30 - 2:00 Lunch

INVESTMENT AND BUSINES DEVELOPMENT IN AFRICA

2:00 - 3:15

Panel Discussion: Opportunities and Problems Confronting
Investing and Business Development in East
Africa Including Equity and Loan Funding,
Impact of Government Policies, Negotiating
Deals, Accessing International Financial
Markets

Panel Members: Local American business representative -
To be announced in Nairobi

Locan Kenyan business representative -
To be announced in Nairobi

R. Loth
One or two more members may be added
Moderator: H. Munson

3:15 - 3:30 Coffee Break

PROMOTING FOREIGN INVESTMENT

USAID and IFC Actions to Promote Foreign Private Investment in Africa

3:30 - 3:40

Summary: OPIC/Booker T. Washington Project

Speaker: H. Munson



3:40 = 4:00

Presentation:

4:00 - 5:00

Panel Discussion:

Panel Members:

Readings:

5:00 = 6:30

The IFC African Project Development Faclility
(APDF)

Speaker: Richard Parry, IFC APDF Office,
Nairobi

¢
How Can U.S. Government Multinational
Organiztaions Best Promote Local and Foreign
Investment, and Private Sector Development
in Africa?
R. Parry

Two or three local Kenyan and U.S. business
representatives - To be announced in Nairobi

Moderator: H. Munson

Termination of the Booker T. Washington
Project - AFR/PRE, H. Munson Memorandum

IFC's African Project Development Facility

Assessment of Investment Promotion Activities,
SRI International

Break

PROMOTING SMALL SCALE INDIGENOUS BUSINESS

6:30 - 7:00

7:00 - 7:15%

Introduction:

7:15 = 7:30

Presentation:

Cash Bar

Cpportunities and Problems in Promot ing
Development of Small Scale 3usiness and
Entrepreneurs

Speaker: Michael Farbman, S&T/RD/ESE

Renya Rural Private Enterprise Project -
Small Enterprise Ccmpenent

Speaker: Fred O'Reagan, World Education, Inc

c

T\ ®



7:30 - 8:00

Presentation: Liberia Small Enterprise Finance Organization

(SEFO)

Speaker: To be announced in Nairobi

TUESDAY, September 30, 1986

8:30 - 9:30

Panel Discussion: Major Issues in Promotion of Small Scale
Enterprises - Costs vs. Benefits; Self-~
Sustainability; Impact of Government Tax,
Foreign Exchange, Import and Other Policies

Panel Members: 4 Mission representatives to be determined
at Nairobi Workshop

H. Munson
Moderator: M. Farbman

Readings: Small Scale Industry in Sub-Saharan Africa:
Empirical Evidence and Strategic Implica-
tions - C. Liedholm and D. Mead
Policy and Program Planning Issues in the

Private Informal Sector - Harold Lubell,
USAID/Senecal

Liberian Small Enterprise Finance Organization

(SEFO) AFR/PRE

AID/W RESOURCES AVAILABLE TO MISSIONS

9:30 - 10:15

Explanation of AID/W resources availabe to support Mission private
sector strategies and programs

AFR/PRE Resources - C. Buchanan
PRE Bureau Resources - C. Patalive

S&T Bureau Resources - M. Farbman

“\4



10:15 - 12:00

Private Sector Workshop Wrap-Up

Panel Discussion:

Panel Members:

Review of the major factors involved in
and what was learned about: planning
and implementing Mission private sector
strategies; and the kinds of initiatives
and actions typically employed to utilize
the private sector in development, and
to promote private sector development.
Obtain recommendations from Mission
participants on how AID/W and USAIDs

in field can improve management and sup-
port of private sector utilization and
promotion.

Four Mission representatives to be
determined in Nairobl

C. Peasley, Director AFR/PD

Moderator: Y. Munson



PRIVATE SECTOR STRATEGY




STATEMENT OF Tde HONORABLE MARK L. EDELMAN
Marcn L8, 19486
BEFORE TdE HOUSE APPRUOPRIAPLIONS
COMMIITEE SUBCOMMITIEE ON
FORELGN OPERATIONS

Mr. Chairman, Member of the Subcomnmittee,.

It has become apparent in Africa that it will take more tnan
wishful thinking and fiscal resources to nasten the pace of
development. We have, over the years, told you apout policy
reform, agricultural developments, and improvements in social
services. It nas all nelped, but with tne exception of a few
countries, development progress has slowed in Sup-Sanaran
Africa.

The U.S. cannot solve Africa's development prablems. Altnougn
we have been the lead donor promoting innovation and cnange in
development strategies, fundamental responsipbility for Africa'.
development should and inust rest witn Africans tnemselves. we
can provide financial and moral support for tneir erforts, help
develop nev tecnhnology and offer guidance, put evein our
contripution is a minor part of the total bilateral development
resources availaple (about 14% of all official development
assistance) and the overall development process. Most
important for successful development is tne question of African
leaders' motivation. and will. It cannot be borrowed or bougnt
or sold to tne highest pidder. It must come froin tne heart of
Africa and its people.

I am not going to tell you that we have the answer to the
African development quandary. wor am I going to say that
everything we are doing will pe successful - altnougn we can be
proud of our record to date. but [ would like to share a few
of my recent observations with you.

fnere are two important tinings that nave aappened during tne
past year.

The Drought: For tne past two and one half years, Sup-Sanaran
African has undergone a severe drouygat witnout tne anticipated
massive loss of Life. ‘his nolds true nokt only for tne

Sanelean countries wnere crop saortages continued into a tnird

and fourtn year, but also in nations torn by civil strife. In .

ghiioupia, Juere donors received litkle cooperation from tpe
Jovernment, the drougnt's toll, altnough nign, was nowhere near
the projections from on-the-ground ouvservers. +The donor
community made an unprecedented humanitarian food aid
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contribution. We can all pe proud of that effort. dowever, I
think it is particularly significant tnat the important
traditional, failsafe drougnt mecnanisms of tne rural
populations worked once again.

The Recovery: Tne second notable occurrence over tne past year
nas been the startling post-drougnt recovery tnat nas pbegun
throughout much of Africa. With governmental services and
supply links stretcned to capacity nandling emergency relief,
and with the donor community and private and voluntary
organizations occupied with the provision of Life saving
services, somehow agricultural inputs nave been made avaitable
to farmers, crops nave been sown, tne rains came, and a good
harvest was gathered and is now being marketed.

This, I believe, not only demonstrates tne resilency of
Africans as a whole, but also the effectiveness of the private
sector and tne tremendous uncnarted trade and commerce patterns
at work in Sub-Sanaran Africa.

The two lessons learned from the drougnt, (the resilency and
resourcefulness of tne African people, and tne strengtn of tne
parallel market economy) make it increasingly clear tnat
Africans must play to tneir strengtns in foriwutiating tneir
development stratagiss.

fortunately, this appears %o oe napoening at a surprisingly
rapid rate. [ne Africans are oecoming. more creative in tpe
formulation of development policies and strateqgies.

We see more and more evidence tnat African leaders are moving
away from strong centralized governments whicn promote
over-zealous social service programs and state coatrol of tneir
economies. Africans are beginning to exploit tne traditional
strengtns in tneir private sector and tne free market economy.

In Somalia, tne government has eliminated agricutitural price
controls and begun snifting grain marketing to tne private
sector. These ackions nave oeen 1 sijnificant fackor in
iacreased grain oroduction. Somalia nas iiso adoptad a2 poLicy
Lo sell off some non-profitaoia parastatals ko tne orivate
sector and convert otaers =0 a aixkure of ounlic and privata
firms.

In Togo, similar changes have taken pltace. Plans to sell
twelve of seventy parastatals to tne private sector nave been
announced by the government. In addition, tne government is
studying the possioility of getting out tne tne agricultural
export system.
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In Kenya, a capinet level privatization panel was appointed
more than a year ago, and tae government recently sold Kenya
Fisheries Ltd. and put up tne government long-naul transport
company for sale.

These are only four examples of privatization efforts occuring
across the African continent. We are making a strong attempt
to tailor our assistance to support the growing pace of
economic reform,

Enhancing Qur Development Impact

The recent drought experience illustrates the importance of our
emphasis on agricultural devélopment and tne improvement of
social services programs. Africa is not food self-sufficient
on a year-to-year oasis, Jntil it is, countries witn a solid
and progressive developmental history can be almost devastated
overnignt py food shortages. )

Agriculture and food production will continue to serve as tne
foundation for our program. But we can puild upon some of tne
lessons learned during the drought. [his re-examination of our
programming serves not only to Jjustify some revised strategies,
but also adds immediacy to tneir introduction.

The fact that we want to build on tne non-governmental
strengths in Africa snould not come as a surprise,

I find myself tninking of Mark Twain's story aoout tne eighteen
year old boy wno tnought nis fatner was tne dumbest man he had'
ever known, and then upon reacning twenty, ne was startled to
see how much his father had learned in two years of time.
Africans, too, nave had the answer to tneir development dilemna
all along. But it has taken tne maturity caused by tne
drought, crusning deot ourdens and declining economies to bring
it to tne surface. African leaders are finally realizing that
growth comes tnrougn following appropriate economic policies
and private sector initiative, not from government dictates.

Realistic policy opased on market forces works in spite of the
pervasive governmental ineptitude, and it insures that products
£low in and out of markets vased on actual demand ratner tnan
artificial government guotas set oy ineffective parastatals.
Most importantly, tne private sector provides tne major source
of incentive and nope for aundreds of millions of people
througnout Africa.

In order to tap tne private sector developmental forces in

Africa, A.I.D. is seeking to put an ever increasing focus on
the following:

nl
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Policy Reform: In FY-87 we request funds for tne PL-438U Title
I program ($160 million); commodity import programs and cash
grants ($200 million); sector and program assistance keyed to
institutional and policy reform ($7U million); and, a
continuation of tne African Economic Policy Reform Program ($75
million). ALl of these efforts are designed to improve tne
policy environment in Sub~Sanaran Africa witn particular
emphasis on reducing thne size and control of government.

Direct Private Sector Support: wWe are planning to devote $12.2
million to new projects which will fund direct private sector
support. In addition, we are making $2.1 million availaole for
the African Private Enterprise Fund wnich will provide
technical assistance and marketing studies to fac1l1tate
private sector develcpment,

Private and Voluntary Organizations We will continue to use
private and voluntary organlzatlons in the African program.
The achievements of private and voluntary organizations during
the drougnt were extraordinary. wWe want to continue to foster
their participation during tne coming year with non-drougnt
related activities totaling $45.7 million.

Qur intention to ennance our traditional African developmental
empnasis to matcn tae pan-African swing away from centralized
governmental control is pased not onl; on “ne 2xperience 3L tiae
past two years, pbut also on tne difficult lessons Africa nas
learned tne hard way during tne post colonial period. In a
recent article put togetner by tne wWorld Bank to explain
differences in economic growth, a comparison was made pbetween
Africaan and East Asian development patterns of tne past two
decades. Several important factors were noted:

-= Bast Asian countries stimulated private
savings and initiative tnrough low taxes and
free markats. In contrast, African
governments overeaxitended knemselves,
particutarly in tae direct inanagement of
industry and agricultural marketing,

==~ 3CONOMLC Jrowtn 13 s3trongly corralated wika
real growtn of domestic cradik to kane private
sector and tne snare Of privats secrnor cradit
in total domestic credit. Growtn of credit
availanle to tne private sector nas peen mucn
nigher in EBast Asia tnan in Africa.

-- The private sector uses its resources mucn
more ecfectively tnan do government and public
enterprises.

~
., =
NI
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== Governments can stimulate private agricultural
production in such ways as reducing price
controls, permitting private sector marketing
of farm products, and providing timely,
adegquate supplies of fertilizer and seeds to
small farmers. Countries like Zimbaowe, Kenya
and tne Ivory Coast that nave done a
comparatively better job in encouraging the
private farmer, nave historically registered
significantly nigner production levels than
nave countries such as Gnana and lanzania,
wnich have had less favorable policies.

- == Many African lLeaders now admit tnat
nationalized economies and statist policies
are a major factor contriputing to their poor
economic growtn record. There is, as a
result, a strong movement to privatize state
operatad enterprises.

The necessity for African governments to divest themselves of
price and marketing responsipilities nas pbroader application
tnan breaking up parastatals and removing price supsidies. The
debt burden of African governments, wnen compined witn tne Low
tax base and recurring institutional opligations, LlLeaves Little
or no discretionary income for developmental investments.

Expansion of necessary and appropriate social services such as
healtn may well pe more effective if partially removed from tne
public sector. As an example, nealtn budgets rarely comprise
more tnan three percent of national oudgets in Less developed
Afcican countries (as compared witn five percent in middle
income countries and eleven percent in the industrial world).
This makes long-term support for publicly financed nealth
interventions extremely difficult - particularly where tne
revenue pbase is small.

Taken as a region, Africa is the most sparsely populated
geograpnic areas in tne developing world. Tnus, tne per use
cost of delivering services is very high due to transportation
and manpower constraints.

We are implementing a strategy wnica will put an increasing
empnasis on private sector support coupled witn conmnunity
controlled service systems. If curative nealth services are
now being delivered tnrougn indigenous practitioners and
druggists, tnen we snould support tnem directly rather tnan
puilding up anotner central system under government control
which lacks comamunity trust and support,
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We believe the same sort of empnasis will work in agriculture,
distorically, in areas where the production and marketing of
crops are tigntly controlled py goverament (peanuts in Senegal
and Gambia, corn in Madgascar and until recently in Gnana, rice
in Madagascar, cotton/coffee in Tanzania) production

decreases. As tne price for cash and food Crops is allowed to
flioat (sorgnam in Sudan, and recently witn corn in Gnana)
production increases. Not only does thne private market system
work in Africa, it requires a minimal infrastructure investment
from government.

In Rwanda recently, new potato varieties with tne potential to
more than dounlie yields nave been developed by tne
International Potato Center in collaboration witn tne Rwandan
national research system. In fact, tne new varieties developed
on experimental test plots are in such high ‘demand that farmers
are making midnight raids into experimental fields, digging up
new seed potatoes, planting them in tneir own fields and tnen
selling their crops to traders wno market tnem througnout
Rwanda and Eastern Zaire. In the process, the new varieties
are spreading rapidly tnrougnout tne area witnout government
assistance.

The Jop Anead

A.I.D. nas sponsorea a core orf raturned pacrticipants warougnout
Africa waiting to make a contrioution to Africa’ develooment.
Altnougnh some are ia tne oublic¢ sec-or, many of taese peoole
are in tne private sector furtnering tne development efrfort in
their country.

We also nave U.S. direct nire and foreign national staffs in
our Missions wno continue to demonstrate tpeir extraordinary
degree of dedication to duty. ©Tneir performance during tne

drought is only the most recent example of tneir work.

Certainly tae upcoming years present a real cnallenge for us in
Africa. I pelieve wWe nave mucn to offer. Africans tnemselves,
however, must take tne Lead and make the tougnh decisions. Most
nave, in fact, Jsequn gaking iramatic and Jf-=an oolLlticaliy
risky cnanges ~nicCn a0L3 ourn =ae Jom2ntial “or aealraier
economies and improved Living standards. e saouid not step
away Lrom tnem ust as tne; finally scark making tae rignec
moves.,

I would be deligntéd to respond to your guestions. Thank youd.

A
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DRAFL AFRICA PRIVALE SECLUR DEVELOPMENT POLICY AnD STRATEGY

PART I: A.I[,D. Private Sector Policy

A major A.I.D. policy repeatedly enunciated by tne
Administrator and elapborated in tne A.[.D. Policy Paper,
"Private Enterprise Development," Marcn 1985, is to strengtnen
and more fully integrate private enterprise development into
the mainstream of Agency activity. Policy goals are:

-= To encourage LOCs to op-a tneir economies to a
greater reliance on competitive markets, trade
and private enterprise in order to ieet tne
basic numan needs of their poor majorities
througn proadly-pased self-sustained economic
growtn, and;

== To foster tne growtn of productive
self-sustaining income and job producing
private enterprises in developing countries.

A. INTRODUCTION

Tne purpose of tnis paper is to lay out tne Africa 8ureau's
strategy for tne development of tne privdte sector wnicn is
inextricanly linked to tne development of African economies as
4 whole. 'fhe failure to create an environment in wnicn tne
private sector can flourish has peen the single greatest cause
for economic stagnation in Africa. Accordingly, we must focus
our efforts on limiting the role of tne puplic sector to those
economic areas wnicn it is pest suited to manage, sucn as
infrastructure and pasic education, and on creating an
environment for unleashing tne energies of tne private sector
everywnere else.

This paper is divided into two parts. Part I presents tne
private enterprise policy setting. ~Part II presents tne
strategy itself as a set of private sector Development Actions
in terms of poth tne Prograin Development Process and grograim
Activities or actions.
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3. AFRICA BUREAU PRIVATE SECLUR POLLCY

economic development. ‘ne developient of an indigenous private
sector is necessary not only to broad-nased economic growtn,
out also, over time, to tne political stavility on wnicn
economic growtn must be founded. In tnis policy paper tne term
private sector encompasses all economic activity wanican is not
performed by tne punlic sector. +This includes all tor-profit
firms from large multi-national giantg to individual vegetaple
hawkers, = wnetner "formal" or "informal," foreign or
indigenous, agricultural, industrial or service. It aiso
includes non-profit private organizations Such as trade
associations, educational groups, lapor unions, cooperative
societies, PVus, etC., insofar -5 taose groups: produce an
economic service, Jften, tne for-profit segment of the private
sactor is referred to as private enterprise. The Africa Bureau
views tne fostering or narket-oriented private sector activity
as_tne_key mecnanism for acnieving tne Agency's and tne African
Jovernment's development objectives.

Tne develooment of a vigorous private sector and an 24&panded
middle class in Africa also provides tne most likely scurce orf
2mployment and econonic Jrowtn among Arfrica's Lligmireq opcicns
and offers cae opest nope of improving lLocal investment climates
whicn will induce botn local and Zoreign invescment to maximize
taelr contrioution to African development.

A.L.C.'s policy and tnis strategy applies egually to tne
informal as well as tne formal pusiness sector. Micre
ousinesses tnat operate witn loans rrom family, fFriends and
local lenders typically comprise a significant economic sector
in Africa. #issions Snould look for ways to work efficiently
and econcmically with taese often nard-to-reacn micros and
informals. e snould work towards developing a rfavorapie
Policy eaviroanment witain wnicn tnese enterprises will pe
willing to move into tpe formal sector.

‘fae fact cnat cae Adency and 3ureau 2Mmpnasize developmenc orf
tne private sector as a najor venicle of economic aevelopment
does not demean tne importance of a rational PUbLic sector
develcpment roite. In every

A
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economy there is an important role for the government in
providing "public goods," sucn as defense, basic education,
certain types of infrastructure, research, etc. Small LLC
private sectors cannot alone finance and carry out large scale
infrastructure, nealtn and education activities. <Tne private
sector can, however, often participate in sucn activities and
grow in doing so. LbLC developimment needs tne best efforts of
both secturs and we believe that A.I.D. can utilize and promote
the private sector more effectively to ennance economic
development in Africa. wWorking witn private sectors is a
primary means to achieving development opjectives; tne private
sector is no more an end in itself tnan is working witn tne
public sector.

Central to a well-functioning private sector is an efficient
public sector. Roads must pbe maintained, legal systems
enforced, administrative procedures wmade simple and fair, the
value of tne currency maintained. ILn some special cases, the
most appropriate use of A.I.D. funds may be to help rationalize
and stapvilize government Einances. [n other cases, A.IL.v,
development objectives may be served pest oy working primarily
witn tne private sector. wnile A.L.D. funding of puplic sector
programs would not pe classified as private enterprise
development, tney would pe. part of a comprenensive :
restructuring of tne roles of public and private sectors. 'The
restructuring should include privatization, reduction of
government deficits, increased efficiency in government, and
policy reform aimed at improving tne private sector environment.

Most importantly, Missions snould seek practical ways to use
tne private sector as a delivery mecnanism for resources and
information in A.I.D. programs and projects. At least 11 '
African Missions are now utilizing private firms and PVUs to
nelp implement traditional A.I.D. agricultural, health,
infrastructure and otner projects.

Prart Il. AFRICA BUREAU PRIVATIE SECLOR STRALEGY

The Bureau and its Missions will carry out tne private sector
responsibilities and actions cited in this strategy to the
maximum degree practicaole within the varying stages of
economic and private sector development tnat exist in different
African countries. ©Tnere are three central elements tnat
underlie the
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Africa Bureau's approacn to private sector development. ‘fhey
are:

The approach of our strategy must be making private sector
development an integral part orf country strategies; it must pe
part of tne warp and woof of our programs and projects;

Ine focus of our strategy is competitive market development,
particularly financial and agricultural markets tnrougn
reducing government policy distortions, reducing investment
risk and transactions costs, increasing ‘market competitiveness,
and strengtnening market institutions.

Tne target of our strategy is primarily tae development of tne
indigenous private sector, not promoting foreign private
investment per se. Nonetaneless, A.I.D. will facilitate
foreign, particularly U.S., investment in partnersnips witn
local business when it generates significant developmentai
penefits including employment, infusion of foreign excnanygye and
tecnnology transrter.

A.  PRIVALE SECTUR VDEVELOPMENT ACTIONS

The dureau =mpnasizes tne rolliowing actions in tne development
Of private sector oroygrams.

1. Improve A.I[.u. Knowledge of the PYrivate Sector

Missions musc devalop a sound Xaowliedge of tne private sector's
composition, capabilities and limitations. gach Category I and
II Mission must develop a private sector profile. ‘fhese
profiles should address tne whole range oL private enterprise
formal and informal sectors, tne rural as well as the urpan
economy, service and production enterprises, macro and micro
enterprises and profit and non-profit organizations.

2rofiles saould idencify conscraints and opportuniti=s witn
respect to governmental policies and fegulacions. raw material
resources, foreign exchange resources, managerial and
#ntIepranedral cavacis/, Lanor S4poL/ z2nd guaLicy,cradirc
avallaplilt/, iafras=ructura, ana LnLormacion aeeas and ather
factors tnat affect :tne vrivace sector's capaoiliicy co
COntllouts co orvad cased @CONOM1IC growta. Given tneir privace
sector profiles, Missions can tnen select a limited numober of
activities tnat pest reinforce and institutionalize policy
reforns
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and promote private sector growth.

Missions should utilize all possiole sources of informwation
including private sector personnel, organi.ations such as
Cnambers of Commerce, banks and trade associations, PVUs and
NGUs, accounting firms, pusiness consultants, academics, and so
on. At tne same time, tne Africa sureau Imay conduct a series
OL studies of speciric issues trat cut aCross country lines.
ne most important of these would relate to economic policy,
administrative and regulatory practices, and financial

lnarkets. 'The Bureau intends 'to evaluate private sector
interventions in Africa and otner countries of the developing
world, by both A.I.D. and otner donors, to determine wnat WOrKs
and wnat doesn't, and what conditions are necessary to opotain
best results., wWe will also act as a clearing nouse,
disseminating new information on useful approaches to private
sector development.

2. Strengtnen a.i.d. Planning, Programming and Funding for
Private Sector Development )

Missions in Category I and II countries, and Category III
countries that have significant private enterprise programs,
are to provide narrative and budget data in CvsS, AdS, Country
Action Plans and Program week submissiens snowing now private
sector development falls within tneir overall country
development strategy and programs. sucn supbmissions should
eXplain how tne Mission is working toward achieving maxinum
practicapnle private sector involvement in its total development
program. PRrRIVATE SECTOR STRALEGIES ARE [0 8 AN INTEGRAL PAR?
OF OUR DEVELOPMENT APPRUACH, NOT" AN AODENDUM TU Tdg IMPORTANT
WURK WE ARE DOING ELSEWHERE.

Mission program and project documents Will report tne flow of
project and non-project assistance resources tnrougn or to tne
private sector by means of dollars and local currency budgeted
from DA, EBSf, and PL-43U. specific guidance on now to do tnis
will pe provided.

Missions' success in incorporating, funding and measuring
private sector related elements witnin programs and projects
will pe an important focus of Bureau reviews of CbDSS, Agds,
Country Action Plans and Yrogram week submissions.

in designing PIDs and PPs missions snould consider tne
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appropriate level of private sector involvement in
implementation of all suitaple projects, particularly in those
cases wnere A.L.D, experience in similar projects elsewhere
Snows private involvement to pbe feasible. Wnere conditions
warrant, projects can pe designed and include resources required
to expand private pusiness activity into new dareas over tne life
Of the project. The Africa Bureau will make private sector
involvement a major factor for consideration in PID and p?
reviews. For tneir ongoing projects all category I and II
Missions snould explore the feasipbility of modifying or amending
projects to incorporate private sector supcLied services and
goods, when tnis will ennance the developmental impact of tne
pruject.

3. AID/W support to FPield Missions

A, Training for A.IL.D. and LDC Personnel

Afureau and Mission personnel nave snown nigh interest in
learning more about business practices, business policy,
management tecnnigues, credit/capital markets, and tne role of
enterprise in A.I.J. programs. ©Tne PRE Bureau nolds a ten-day
frivate Enterprise Course several times eacn year in tne
d4asnington area., dission staff traveling to tne JU.S. and AILD/W
dur=2au stafrf are encouraged to enroll. Also, AFR/PRE will help
taillor tnis course Lor overseas use, and aold it in oota dest
ana Bast Africa during fY L1987. <The overseas courses wWwill pe
‘open to ootn Missions and key nost country oQcricers.

Mission and Bureau staff will develop plans and approacnes for
training ACLrican private and puoll¢ sector leaders and
technicians in roles and functions of pbotn sectors in
development. Training will empnasize snort-term approacnes sucn
as wor<snops and travel to LDCs and tne United States to opserve
now private and publicC sectors interact to promote business
growtn.

3. Private sector Advisor 2Positions

nd Large Missions are encouraged to estaolisn private
r 158 2SC J0sitions when tne voiume orf PE 2rojects and
iCtlviclas warrants emplLoying an individuai witn a solid
pusiness cackyground. 2rivace sector advisors snould take the
lead witn Missions in analyzingd and working witn the private
sector; assisting in tne development, impLementation and
evaluaation of private
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sector activities; and in designing, implementing and
evaluating private sector components of projects including
design of private sector delivery mecnanisms for traditional
A.I.D. projects in agriculture, nealtn, etc. As examples, tne
advisor would assess, recommend and assist in developing
actions and projects in sucn areas as lLoan funds tnrougn
financial institutions, cooperatives and PVUs; bank guarantee
funds; managerial assistance and training programs; important
developments in tne private sector; assistance to Cnampers of
Commerce and trade associations; and development of materials
useful to Missions' dialogues witn governments to optain
changes in policies and requlations concerning price controls,
foreign exchange, investment codes, repatriation of funds,

- labor laws, etc., tnat inhioit private enterprise dgrowtn.

C. AID/W Assistance - Africa PE Fund

Missions are encouraged to draw on tne services of AFR/PRE and
the Africa Private Enterprise Fund to optain and finance a wide
range of technical assistance to carry out this strategy and
the actions set fortn in paragrapn 2 pelow. Areas Of special
interest nave been: development and review of private sector
strategies and programs; project design and preparation;
analyses of formal and informal private sectors and of
agricultural, commercial and industrial supsectors;
organization and operation of intermediate Credit facilities
(panks, cooperatives, revolving loan funds, etc.) for term
lending including associated pbusiness advisory services;
information on A.IL.D. private sector programs, projects and
activities worldwide; business/investment Climate studies;
profiles/feasinility studies of selected potential business
ventures; analyses of government policies and practices that
inhibit private sector and overall economic developient; and
partial funding of private enterprise advisor positions staffed
by individuals with strong private sector oackgrounds.

fo date technical assistance has opeen provided on an ad noc
basis in response to eacn request for assistance. dowever,
beginning in FY 1987, Missions may propose to AFR/PRE a program
of requirements for U.S. business experts to assist them in
analyses of private/puplic sector roles, private enterprise
strategy planning and project design and support or otner
matters discussed in tnis strategy. dissions may present tnese
requirements
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and pudgets to AFR/PRE in tne same manner 4s they present
requests for »D and S resources. Irf approved, pblocks of
funding (up to $150,00U) from tne Africa Pe fund will pe made
available to individual Missione early in tnpe fiscal year for
direct Mission administration. ‘fnis Will allow Missions to
operate more independently, use their own discretion on
programming consultants and assuine direct management of tte
process.

The Africa Bureau intends to undertake a major impact
eévaluation of private Sector development programs in selected
African countriss. In addition, we wisn to, as policy reforns
undertaken by African governments take place, assess_thneir
impact on tne private sector. we believe tnat sucnp on-going
analysis will pe invaluaple Lo ootn tne Bureau and field
Missions,

3. PRIVAIE SECLUR PROGRAM ACTIUNS/ACTIVITLES'

four categories of program actions are descriped below for
Mission consideration in developing private anterprise
strategies. These are tie priority areas for private
enterprise programming. Thne List is not eXnaustive nor
linmutable put will pe adjusted and refined 0y continuing
experience. Nor do we expect dissions to develop programs in
SVerLy area. Rataer, Missions snould oe careful not to scatter
Zinancial resources ang Stra2cen starl resources wicnh €00 many
activities, put cnose tnose areas where taey can oe most
effective., Az A,IL.y. {eésources pecome more sCarce, 4issions
face inCreasingly difficult cnoices as to wnicn projects pest
acaieve develcement objectives., PL 43U, pa and &SP Local
currencies snould pe used more widely to offset dolLlar opudget
reductions. As an important financial resource, A.L.D. is
Naking a concerted efrfort L0 make better use of local
currencies. I[In tais regard, tne 1945 Food Security Act calls
for increased use of Title I Local currencies for private
enterprise credit programs.

L. Promotion of POlicy, rRegulation and Procedural Reforas

A. Reform: an A.I.». ’riority: Jne oar Mdissions’ koo
oriorit:ias snouid se =o clnclnue to assist and infiuence nost
gJovernments to adopt duraple poticies and practices tnat
lmprove the environment ln wWnich tne privace sector operates,
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In order to effectively promote necessary policy reforms it is
imperative tnat policy dialogue pe rooted in rigorous, on-goinyg
economic analysis wnicn identifies, descripes in appropriate
detail, and quantifies wnen necessary or possible, tne reforms
peing proposed. 3ucn analysis will estaplish credivility
during the policy dialogue process, nost country (and otner
donor) acceptance, and lead to reforus witn full host
government commitment. Policies and practices sougnt include:

efficient product prices;

efficient factor prices, especially wages .and interest
rates;

an exchange rate that is not overvalued;

freely functioning markets with Little control and withn
multiple marketing channels;

a well functioning, well-articulated financial market, witn
market-determined interest rates for savinc and porrowing;
a tariff system wnich does not introduce unjustified and
inappropriate effective protection;

taxes whicn do not distort incentives;

moving economic functions out of tne public sector into the
private sector;

a legal system that ensures private property rignts,
enforces contract ooliigations, and encourages exXpanded
capital ownersnip among private entrepreneurs and workers;
lapor laws tnat allow firms to adjust emplLoyment Levels to
their own needs and reduce the use of wage floors to tne
minimum;

and apsence of undue governmental interference witn private
business or crippling administrative purdens on tne conduct
of business.

fo accomplish tnis effectively, Missions snould conduct
business/investment climate assessments aimed at identifying
actions for Missions to take to eliminate policy and
institutional constraints. Missions saould searcn for ways to
include policy and regulatory reforn conditionality prov7isions
in their own projects and activities, and to coordinate tnose
provisions fully witn multinational and otner pilateral donors.

Fundamental to policy reform is rationalizing tne roles of tne
public and tne private sectors; privatizing public sector
activities wnicn are performed more
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affectively by tne private sector, and reducing the controls
and requlations which innibit private entrepreneurs from
investing tneir ”nergies, capital and labor efficientliy.

Given our objectives to increase income, employment, and
private cwnersaip, we are interested in efforts to improve tne
environment for small entrepreneurial ousinesses, particularly
those tnat are rural oased or pave backward and forward
linkages witn rural and urpan areas. Tnis does not mean
skewing inceatives in favor of sucn firms, out ratner, removing
impediments to their drowtn and development.

B. Mission Policy Dialogue Agenda: dach Category I and I[I
mission must develdp a policy reform dialogue agenda,
descriping which policies tney tnink A.I.D. can best work at
reforming, why tnese policies are important, and how tne A.I.D.
program will pe directed at acnieving tnese reforms. '[he
agendas siould pe included in all Action vlans witn annual
updates in tne A3S. In developing refor.an agendas and pursuing
change, Missions will consult witn appropriate punlic and
private sector representatives.

2. Financial Marxet Jevelooment

fundamental to any private sector development strategy is tne
development of a wWell-articulated Linancial wmarket. The
tunction of financial markets is to intermnediate petween. savers
and investors. In a Wwell-functioning market, savers will nave
féasonanlie2 iancencives to put off consumpction, and to palance
return of different financial assets Aditn tne risk of each
asset, and iavestors will oe anle to vorrow on ternms
commensurate witn tneir project's expected risk and return.

An important aspect of financial markets is tneir
articulation. By this, we mean the development of a proad.
series of financial institutions able to provide many dirfferent
financial instruments. on tae lending side tais inciudes
shorct~-term working capital Loans, real vsroperty Lloans, trade
credit, medium term investment for capital equipment, etc. oUn
tne saving side tais would mean tne develooment of monev
mar<ecs, sond .arxecs, 3LocCK marxecs, 3avings ana carife
iastitucions, creaict dnions, @tc. Lending would pe availaoLte
for a variecvy of purposes, under various

A
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conditions of risk and return, with different sorts of
collateral. <(Credit would pe availapble to all sectors from
agriculture to industry to services. A well-articulated
financial system would include all types of institutions sucn
as export credit agencies, venture capital firms, traditional
deposit banks, iavestiment panks, development finance
institutions, and traditional money lenders. In such a systenm
government regulation would pe limited to overall control of
the monetary system, reserve requirement rules, protection
against fraud, etc.

Of course, few countries in Africa are ready for a financial
intermediation system as sopnisticated as that descriped

above. Yet, we snould not underestimate tne potential for
financial market development if policies are permissive. une
need only examine thne sopnisticated instruments developed in
the Gulf States py Sudanese and sSomali nationals to offer
financial services to expatriate workers in tnese areas to
understand that the possibilities dre greater: than we currently
lmagine. In any case, financial development is a very
important element of tne Bureau's private sector strategy.

All A.I.0. financial intermediation programs will operate under
the basic A.I.D. policies witn respect to credit terms and
access. Supsidized credit is unacceptable. Thne end user of
credit must pay all the costs of credit including transactions
costs, a premium for tne risk of default, and a positive real
interest rate that reflects the opportunity cost of savings.
The cost of long-term tecnnical assistance to institutions or
borrowers should also pe covered by interest rates and fees.
Interest rates for savers snould be sufficiently hign to
encourage domesticC resource mopilization.

The pasic role of A.I.D. assistance wmust not pe to increase tne
domestic supply of credi:, although that is likely to pe a
concommitant feature of our programs, but to improve the
efficiency of financial institutions and markets, broaden
capital ownership, reduce transaction costs, and reduce risk.

J. Privatization

An important element of tne Africa 3ureau's policy involves
privatization of economic and pusiness functions sucn as
marketing of agricultural inputs and
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commadities, production of agricultunqﬁ and manufactured goods,
and services sucan as curative nealtn care, certain training and
educational services, veterinary services, agricultural
extension, etc. Wdot all of tnese activities in all African
countries will be amenapble to privatization. doevertneless,
depending on the availapility of private sector service
purveyors, the comparative advantage of private sector in
supplying the service, etc. #dissions are encouraded to
investigate privatization oppor:cunities, botn witn respect to
services provided py sovernment Ministries and those provided
py parastatals.

/
A.1.D.'s privatization policy witn respect to parastatals is
described in tne policy guidance dated May 6, LY36 wnicn states
*aA.I.D. assistance to or througn a parastatal snould be given
in the context of exposing tne parastatal to market forces and
scheduled divestiture of tne government interest ... A.I.D.
projects designed to improve parastatal performance must have
identifiable bencnmarks upon which substantive progress towards
divestiture can pe measured. T[he latter sentence is tne
uitimate condition upon whicn assistance is to be granted. In
otner words, tne selected pencnmarks must represent supstantive
evolutionary progress ian moving the parastatal towards
market-pased operations and divestiture in order to Jualify for
A.L.D. assistance.”

4., darkec GSrowtn and Jdeveloopment

Missions snouid consider ways to improve market functioning by
increasing competition in markets or reducing transaction
costs. There are several agproaches A.I.V., can consider to
achieve tnese opjectives:

A. Developing Information Services: Just as iaprovement in
transportation proadens markets so does improvement in market
communications. dJdarket information systems in particular can
serve to improve market competitiveness. delping tne
development Oof mass media iarket information services,
technology or market development advisory services, trade
journals, etc. can pe justified as increasing equity and
competition.

3. Agricultural darkets: 2rivace agricultural market
instituctions nust 3.s0 =merge 1n rural areas and marxet towns
to stimulate trade and make operative tne reforms
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instituted in macro-economic policies as tney affect tae
agricultural sector. Examples of private inarket institutions
are: credit mecnanisms, regional markets, and storage
facilities, including pazaars and wholesale/retail outlets,
private packaging and transport facilities, sales outlets for
farm inputs, market news services and local private pbusiness
associations active in monitoring, critiquing and recommending
changes in government policies and practices tnat would relieve
constraints on or open opportunity f£or ousiness growtn.,

C. Infrastructure: Africa nas a woefully underdeveloped
transport and communications network. = gfficient development of
these systems reduces transactions costs, encourages
production, increases competition, and reduces consumer

prices. A market system cannot operate if transactions costs
are so hignh as to exclude many producers and consumers rroin tne
market. In particular, Missions should encourage selective
renapilitation of existing infrastructure and investment in new
transport links witn nigh rates of expected economicC returns.
A.I.D.-sponsored analysts can identify infrastructure
improvements tnat could accelerate private sector

transactions. Jiven limited A.L.0. resources, financing for
the capital improvements tnemselves snould pe sougnt froin
domestic, IBrRD or otner donors pefore tne use of A.IL.D.
resources 1s proposed.

D. Business Services: Missions are encouraged to provide
support to local pusiness organizations, Cnambers of cCommerce,
consumer. groups, laoor unions or trade associations so tnat
they might better articulate pusiness community views on
legislation and public policy. Technical assistance can also
help such associations expand tneir services to mempers, train
mempers in policy dialogue, promote open trade practices, and
train managers and workers orf local industry, and nelp members
identify markets and sources of credit. :

Also, Missions can sponsor pusiness advisory services to assist
small pusiness start ups and turn-arounds or provide management
training tnrougn financial or tecnnicali support. Tnese
services might pe effectively extended to reacn micro aand
informal businesses. dowever, services to profit makiny
pusinesses should not, and need not in most circumstances, pe
subsidized. Such services shouid pe operated on a selcf
sustaining



-1l4-

basis and A.I.U. support snould pe provided witn tnis oojective
in mind. That is, organizations providing subsidized services
to business must consider and snow how the supsidies will be
eliminated over the period of A.I.D. assistance. A.I.0.'s aim
normally will pe to nelp estapblisn or expand business
consulting services tnat operate on a fee pasis.

t. Investment Promotion: Promoting business investments
whetner in small scale indigenous enterprises, or larger joint
ventures witn foreign partners is not a discreet activity in
and of itself.. It is a process involving alt actions set Ffortn
in tnis strategy; done effectively it calls for reform
measures, market liberalization, market ‘information, ousiness
advisory services, and financial market access. A.I.D.
assistance to the process snould pe done in lignt of these
controlling factors.



AID's Experience With The FY
FY 85 Agrica Economic

Policy Reform Policy

(AEP P)
DP Memorandum - May 14, 1986

The AEPRP offers AID a unique opportunity to provide a new and
independent voice in policy dialogue issues in Africa. This program hds
energized our Missions to redirect and expand the policy dialogue
component of our programs; acted as a magnet in attracting other donor
programs in support of policy reform objectives; and provided AID with ‘an
important entree with African governments in the policy dialoque process.

The following brief review of the FY 85 AEPRPs is divided into two ma jor
sections: (I) a review of the FY 85 programs themselves; and (II) a
discussion of the lessons learned in the design process. In addition,
there is an annex: (A) a summary of the FY 85 programs in graphic form.

I. CAPSULE SUMMARIES OF THE FY 85 PROGRAMS:

MALI ($18,000,000)

PURPOSE: To begin the process of reduction of Government
involvement in the economy, and to provide the environment for
increased private sector activity.

FOLICIES: (1) Tax reform and reduction to improve private sector
incentives; (2) restructuring expenditures to begin reduction of
civil service payroll and increase funds available for non-wage
expenditures; (3) revision of commercial code; (4) relaxation of
price controls. :

USE OF FUNDS: (1) Cash grant of $8,335,000 to reimburse GOM for
shortterm revenue shortfall; (2) cash grant of $8,365,000 to help
the GOM increase its share of expenditures on non-personal costs;
and (3) technical and commodity assistance of $1,300,000 to aid ‘in
computerization of budgzt and tax collection.

ZAMBIA (3$25,000,000)

PURPOSE: To liberalize agriculture marketing in the two major
commodities still controlled oy the Government, maize anag
fertilizer, in order to create the right incentive structure for
agricultural development.

POLICIES: (1) Elimination of subsidies on maize ana fertilizer;
(2) Introduction of regional pricing for maize and fertilizer; (3)
Allowing private sector marketing in maize and fertilizer

USE OF FUNDS: Commodities financed under a CIP will be provided
to improve agricultural marketing. These will include small
trucks, tires, railway and truck spares, road maintenance
equipment, and possibly POL. Local currency generations will be
used for credit to private sector traders, for credit to the
co-operative sector, and to provide targetted subsidies for the

poorest groups adversely affected by food price increases.

\\\‘



MALAWI ($15,000,000)

PURPOSE: To rationalize fertilizer policy. in order to promote
agricultural diversification. -

POLICIES: (1) Reduction of fertilizer suhsidies; (2) shift from

low nutrient, high cost fertilizers to high nutrient, low-cost
fertilizers.

USE OF FUNDS: Cash grant of $13,100,000 to be used to maintain
the integrity of two credit funds associated with the purchass of
fertilizer; technical assistance of $1,900,000 for studies and
assistance in budgeting, agricultural marketing including
.divestiture of parastatals, storage, and policy with respect to
strategic grain reserves.

RWANDA (3$12,000,000)

PURPOSE: To create an improved environment for the development of
small and medium private enterprises.

POLICIES: Specific changes include: 1) liberalizing price
controls, 2) examining the entire tariff structure; and 3)
increasing access of small and medium enterprises to tax
incentives and credit guarantess.

£Sg OF AID FUNDS: A cash grant af 513,000,000 will suocort a
smal. ang medium enterprise credit fund ana arfset snort-carm
revenue shortfalls to the Rwandan Gaovernment f=cm these policy
changes. 7acnnical assistance of . 32,000,300 #ill be proviced for
studies and short term acdvisors to sxamine and improve the wnaole
incentive structure for private sector, including a comprenensive
review of tariff andg trage policy.

MAURITIUS ($5,000,000)

PURPOSE: The purpase of this program is to aid Mauritius in its
reform of its industrial incentive system.

POLICIEZS: Among the policiss being called for are (1) imoosing a
ceiling of 100% on all tariffs; (2) reducing marginal persaonal tax
ratas; anc (3) imoroving expcor:s incentives.

USES OF AID FUNDS: AID is proviaing a cash transfer to oaffset the
fiscal loss afF these reforms.
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BROAD PROGRAMMING COMMONALITIES

CONDITIONALITY AND TRANCHING: Each of the AEPRPs is divided into
several tranches. Programs are authorized in FY 85, but
disbursements will occur over the CY85 to CY88 period. Before any
tranche can be disbursed, recipient Governments must .provide AID
with proof that the Conditions Precedent (CPs) to that tranche
have been met. These conditions vary from announcing new prices
which reduce subsidy levels (Malawi and Zambia) to passing
legislation or announcing administrative decisions to increase
access to certain credit guarantees (Rwanda) to changing tax and
tariff policy (Mali and Mauritius).

IMPACT OF AEPRP ON PRIVATE SECTOR: All of the AEPRPs are aimed at
elther reducing government activity in the productive sectors of
the economy, reducing or rationalizing government controls on the
private sector, or both:

-- In Zambia, the entire program is designed to reduce the
Government's role in agricultural marketing te the level
needed to ensure competition.

-- In Rwanda, the program is designed to reduce government price
controls, to broaden access to credit, and to rationalize the
tax system am to improve the climate for small entarprises.

-- In Mali, while the major thrust of the program is to improve
fiscal policy, a concommitant part of this initiative is to
improve the investment climate for private sector activity
through tax reform, reductiion of price controls, and changes
in the investment code.

-- In Mauritius, tre major objective of the program is to
increase efficient private sector activity by reducing tariffs
and marginal tax rates.

-- In Malawi, major studies are to be undertaken examining the
role or ADMARC, the marketing parastatal, with oarticular
emphasis on developing a capacity to privatize many af
ADMARC's current functions.

II. LESSONS LEARNED: While we are still implementing these proposals,
the process of design and early implementation has led to some important
observations.

EFFECT ON NORMAL BILATERAL PROGRAM: The AEPRPs will have an impact
well beyond the programs themselves. These programs have tended to be
more directed at broad development issues and our develcpment
strategies in each of these countries will be redirected to take
advantage of the new opportunities offered by the AEPRP. There are
three reasons for this phenomenon:

4
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(1) Missions saw the AEPRP, because it was funded out of ESF, as
being available for broad strategic programs. Indeed, three of the
AEPRP programs concentrated on either the indus:rial sector or the
broader issue of public vs. private sector.

(2) In all of the AEPRP countries except Zambia, AID has had a
relatively small program focussed on a few sectoral or
sub-sectoral issues. The size and nature of these programs
generally, precluded our discussing broad policy issues with the
recipient governments.

(3) The nature of the AEPRP, a concentrated and dramatic increase
in program levels, attracts considerable attention from '
recipients. It gives AID a basis for a continuing policy dialogue
as well as a seat at the policy table which it wouldn't otherwise
have.

THE IMPORTANCE QF PROCESS: Perhaps as important as the product in
each of the AEPRP countries is the policy dialogue process which these
programs have engendered.

-- In Rwanda, the Government set up a special inter-departmental
committee to develop and review policy reform proposals as part of
their discussions with A.I.D. As a result, the GOR is
concentrating on policy reform issues for the fiz-st time.

-- In Mali, the AEPRP is central to the start of a long-term process
0 move the government out of -the economy. A.I.D.'s program may
oe the catalyst needed to energize that process.

-- In Malawi, A.1I.D. has moved fraom a minor donar ta a major
infIuence on agricultural policy. As part of the Malawi AEPRP,
A.I.D. is entering into studies and discussions that may lead to
major reforms in agricultural marketing, in agricultural pricing
policy, and in divestiture of some major parastatal activities.

OONCR COOROINATIJN: The AEPRPs nave been develooed in clgse
coordination witn key donors, particularly the World Sank. Taken
together, the AEPRPs and the B8ank‘s structural adjustment progrcams
nhave achieved 3 significant svnergism not gresent when each was
levelaped 1n Ilsalacicn. Significantly, :ne AZPRPs nave jenerazily
moved oeyond wnat tne 3ank ~as doing, ana advanced the CeToIm Jrocess
more quickly ang cr-coapolv more aroaagly than would have pbeen the case
without our presence. Equally important, tne nature of thnese Programs
differs in important ways from IBRD policy reform programs, in that we
have designed them to alleviate the political stress that policy
reform brings.
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-~ In Rwanda, policy dialogue on the part of all donors had been
limited to project level issues. Neither the Fund nor the Bank
has had broad sectoral or macroeconomic programs in Rwanda. The
R:PRP has been the leading edge of what will be a major structura.
r< . 'orm prog¢ram by the Bank.

-~ In Mali, the AID program is the catalyst that has lent the
necessary impetus to implementing reforms previously agreed to.
Drawing on technical work done by the IMF and the UNDP, the AEPRP
was the mechanism which concentrated the energies of the Malian
Government, drew together different Ministries, and consolidated :
number of different, and halting reform efforts.

-~ In Zambia, the AEPRP tracks very closely with that of the IBRD
(funding for agricultural sector rehabilitation is alsc coming
from the AfDB). However, technical work done by AID staff helped
correct several misconceptions held by other donors. Moreover,
the AID program is designed to help reduce the political costs of
these changes, and thus make implementation more certair. This
program has also helped catalyze the British into a more active
policy role in Zambia. They have committed about $10 million from
their contribution to the Bank's Special Facility to the policy
reform effort.

-- - In Malawi, the AEPRP is part of a multi-donor =ffort connected to
the World Bank's Structural Rdjustment Loan (other donors include
Great Britian, Japan, and Germany). The fertilizer policy reform
is one element of the Structural Adjustment Loan. Because AID
concentrated on this issue alone, because it emphasized actions to
help implement reforms, and because of the excellent technical
staff contracted, AID's program was instrumental in making reform
in this sector pessible.

== In Mauritius, the AEPRP has been closely associated with the
IBRD's trade reform program. In fact several Mauritian officials
felt that the U.S. had shown far greater awareness of the
exigencies of adopting economic reform measures within a
changeable world economy and a democratic country :than nad tne
World Bank.

DESIGN ISSUES: Despite the fact that four of the first five proygrams
were cash grants, these programs have turned out to be more
complicated than first expected because they have been designed them
in such a way as to put great emphasis on reducing the political costs
associated with any changes. This has led AID to associate its
program funds with technical assistance and to target the use of its
non-project assistance resources carefully. For example:
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In Malawi, the political problems associated with_ the removal of
fertilizer subsidies led AID to emphasize the need to change the
types of fertilizer being used. This led to involvement in
agricultural research and extension, in improving the capacity of
the Ministry of Agriculture to test soils, and to examining the
feasibility of building a fertilizer bulk blending plant in Malawi.

In Mali, the program required both substantial technical and
commodity assistance to monitor compliance and the development of
private sector opportunities for retiring civil servants.

In Zambia, AID resources will be used to enable private sector
traders and transporters to compete with the parastatal marketing
Agency. Some of the local currencies will be used as carefully
targetted subsidies to reduce the adverse impact of food price
increases on the poorest urban dwellers. .

STAFFING: The first generation of AEPRPs were identified and designed
wlth substantial inputs of Washington staff, particularly economics
staff. These prugrams require highly talented analytic staff in their
design, but even more importantly, in their implementation. The
ability of small Missions to monitor and implement these programs
remains weak. .

RISK: These programs are hign-risk, high impact. It should not be
surprising i7v some of them fail to achieve their objectives, ar, if
Joncitions Precedent are not met and some Qrograms are ae-obligated

funds.



DEVELOPING AND IMPLEMENTING

A COUNTRY PRIVATE SECTOR STRATEGY




USAID/KENYA PRIVATE ENTERPRISE STRATEGY STATEMENT

SUMMARY
A. 'OVERVIEW

Kenyas's future prospects for higher living standards depend
greatly on growtn among her private enterprises. In view of
this, AID has made private enterprise development a top
priority in its program of economic assistance to Kenya. This
private enterprlse strategy statement describes the frameworx
under. wnich AID will pursue thls prlor;ty. :

The statement serves two main purposes. The first half
Gdiscusses the challenges Kenya needs to meet in order to
improve the private enterprise environment and thereby foster
more rapid, sustainable growth. It describgs the operating
envirc:ument facing private enterprise in Xenya, comprised of
government policies; human, institutional and natural resource
constraints; and areas of opportunity. In many respects,
Kenya's eccnomic environment supports the private sector well.
Improvements are needed, however, to imsure that growth can be
maintained or increased. Rather thai giving an agenda fcr
immediate action, this section suggests areas of emphasis and,
within them, general directions whicn AID believes the Xenya
Government and private sector should follow.

Second, th.s statenent describes AID's plans for assisting
private enterprise development in Kenya. The orinciple behind
its z2ztivities will be to help establisn thne preconditions £or
private e¢nterprise growth.  Assistance will be given botn
through the negotiations on policy change with the Govarnmant
of Kenya that accompany program assiscance and through project
developed in conjunction with key private instituticns. The
areas targeted in the second nalf cf the stateient are derived
from the first half's diagnosis of needs and opportunities,
They are: the financial system, management and entrepr=neur.a
develooment, technology and tecnnical skills, export promoktion
and finance, investment promotion and the informal sector.

B. BACXGROUND

The Government of Kenya's Development Plan, 1984-1938 statsas,
*Growth in the private sactor i1s the core ¢t the gevelopment
process .,..Without growtn in the private sector thers can oe n
effective or widespread development in Kenya."l USAID agrees
that a strong private sector must be the main source of
economic growth and improvement in living standards. Zor Kenya
in the coming years. Kenya's private economic resourcés will
have to be used to their fullest potential to achieve sucna
desired growth, and this will be an absorbing and challenging
task. ‘

1. Page 39.
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To support the shared objective of greater utilization of
private resources, USAID/Kenya has developed a private
enterprise strategy to guide its assistance to Kenva's private
enterprise from 1985 to 1990. The strategy has been developed
in the spirit of AID's recent policy paper on Private
Enterprise Development (March 1985). That paper, which applies
to AID programs worl iwide, states that the goals of AID private
enterprise development ef;orts should be:

o to encourage LDCs to open their economies to a greater
reliance on competltlve markets and private
enterprise....

o) to foster the growth of productive, self-sustaining
income and job producing private enterprises in
developing countries.

As will become evident throughout this statement, these goals
motivate USAID's private enterprise strategy for Kenya.

is based on a diagnosis of the needs of Kenva's
or. These needs have been icdentified througn a
terature on Kenva's economy, including cdocuments
the Goverament orf Xenva (GOK) and zv doncr

The strategy
private szcc
review of 13
produced ty
agencies. This has been supplemented by a series 0of iLnterviaw
with business and f£inancial leaders, aimed at decernining thel
perception of constraints to and cpportunicies Zor privace
enterprise growth. We found a convercence of views, botn .
among written sources and vetween wrikten sources and i1nterview
responses. Following from this widespread agreement and the
extensive documentation available on the status of Xenya's
ecaonomy (see Bibliography for selected items), this statement
reports results and orgenizes them into a strategic framework.
It is not intended to substitute for @ full economic analysis
of the private sector of Kenya. ‘

In the area of government volicies, the following have been
identif.ed as leading to more rapid and suscainanle drowta:
favorable macroeconomic policies such as posicive rea. interssc
rates and realistic exchange rates; fewer restrictions on
importe,. particularly of intermediate goods; fewer price
controls; less government investment in production; and a more
favorable set of regulations and administrative mechanisms
~governing new investment. The changes required constitilte a
move of government policy away from the promotion of large,
capital-intensive industries concentrated in import
substitution, and towards the pronotion of industries that
reflect the relatlve plency and scarcity in Xenya of various:

l. Page l
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inputs. These include plentiful labor and agricultural
products and scarzce capital and foreign exchange. The
Development Plan itself calls for such a shift in policies.
The agyenda presented here and is also cconsistent with
structural adjustment negotiations carried out during the past
few years between donors and GOK.

An overwhelming message is the need to rely on market-determined
prices to allocate resources, because market prices reflect
relative scarcity and abundance. This attribute of market
prices means that free markets tend to produce the most that

can be produced from limited resources. It will be crucial

that GOUK policies reflect trust in the ability of markets to
allocate resources efficiently. AID is willing to work with

the GOK to support and encourage such policies,

No country's resource base is static. Therefore, a second kind
of challenge facing Kenya is to develop the productive
potential ol its resource base. 1In some areas, such as natural
resources, size of the domestic market and the quality of local
inputs, constraints to growth cannot be altered or can be
changed only slowly. Others however, such as human, firancial
and technicaL resources, can be improved through concentrated
effort. Development of these resources is, in effect, creation
of the pre-conditions for private sector growth. In addition,
several sectors have hidh growth potential. These include
agribusiness, small manufacturing, export-oriented business and
the informal sector.

The second half of this stat2»ment outlines USAID's strategy of
assistance to private enterprise, based on these findings about
Kz2nya's needs and potential., The overall objective of the
strategy is to promote growth of private enterprises, both by
seeking to overcome the constraints that are a natural result
of Kenya's current economic status ana by promoting a
government policy environment that allows market forces to
operate more freely. AID will assign priority to industries
that are labor-intensive, local resource-based and foreign
exchange-earning or saving. These are the characteristics that
best reflect Kenya's assets and constraints. In addition,
AID's strategy will tend to promcte industries of smaller size,
those located in rural areas and those owned by indigenous
Kenvans. All of these are priorities for GOK, and are
important for developing Kenya's economic balance and
self-sufficiency. ’

AID's private enterprise projects and program assistance will
address six areas.
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In finance, AID has already developed the Rural Private
Enterprise Project to supply term credit to small and
medium-sized firms. 1t will further assist commercial lenders
to make longer term loans by the crcation of one or more
discount facilities that will give lenders wide discretion in
selecting borrowers and will include agricultural loans. It
will also develop a loan guarantee fund to help ease cellateral
requirements for smaller firms and will work towards the
creation of a venture capital fund or other source of equity
capital. ;
In managerial and entrepreneurial skills, AID has developed the
Agricultural kanagement Project, which will supply in-house
training and technical assistance to firms in agriculture or
related industries. The planned Training for Development
project will provide specialized training for selectea
individuals, many 7f whom will work for private firms.

Finally, the need to develop stronger entrepceneurial attitudes
will give rise to an entrepreneurial developnhent component.

- In technology and technical -skills, AID will fund direct
transfer Of tecnnolcgy cthnrougn tne consulting services of
Internaticnal Executive Service Corps (IESC). The Traini
Development Project will also train significanc numbers of
specialized technicians, and there may be addizlvna. support
technical training institutions in Kenya.

In evports, AID will design a major new initiative that will
cover cne arzas of export promotion, export finance and

. government policy towards exports.. It will focus particularly
on agribusiness and manufactures. Mechanisms tc be
investigated include a bills discounting system for snort tern
export credit, an export trading company and gcvernment
policies like manufacturing in bond and free trade zones.

QL =he

In investment oromotion, ATD will support the activities
her
i

Investment Advisory and Promotion Center {IAPC), and ot
government or private investment promotion croups. Pos
areas for IAPC inciuce improvements Ln tie lagislacion
affecting new investments, streamlining the investmenc
approvals process and provision of industry-specific
information for investors.

4
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In the informal sector, AID is already spousoring grants and
technical assistance to private voluntary organizations whose
enterprise development programs serve the informal scctor.
Further developments will include a search for ways to give
informal sector firms greater access to credit, either Ty
creating links to formal credit institutions or by =2ncouragirn
institutions suca as savings and credit societies to work morc
effectivery with the informal. sec:tor. ' '

({
<;L
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USAID will use siX main vehicles to provide the assistance just
described. The provision of program assistance through the .
Economic Support Fund is a means of pressing for policy changes
described here, &S well as for providing rechnical assistance
to GOK. This is an ongoing part of overall Mission

activities. Policy dialogue relating to the private sector has
focused on macroecononics, import liberalization, export
promotion and agricultural input and grain'marketing
jiberalization. These will continue to form the main policy
agenda.

Two of a total of five projects, rural Private Enterprise and
Agricultural Management, have already been developed. - The
remaining three projects include:

o Activities funded through counterpart funds in local
currency, generated as a restlt of program assistance.
Possible activities are:

-— discount facilities

——- IESC (technical business advisory services)
-- loan guarantee fund :

-~ agricultural credit

(o} The Training for Development Project, slated to begin
in FY 1986, many of whose recipients will Dpe from
private firms. '

o The 1987 Private Enterprise Development Project, which
will have five components:

-- venture or equity capital development

-- export promotion and finance

-- investment promotion

-~ training and entrepreneurial development
—- informal sector assistance '

The 1987 projeét will be the largest in terms of both scale and
coverage. The particular content of any of these activities
will be subject to expansion or modification, as needed.

The target group for this strategy, private enterprise,
includes any privately undertaken activity that is intended to
generate enough income to make a profit or sustain itself.
Wwhile most such enterprises will be traditional profit-seeking
firms, other modes o: organization, such as cooperatives, are
not excluded. The strategy does not, however, target private
organizations that depend on outside contributions for their
funding, such as private charities or other non-profit
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associations, except to the extent that they can be used to
assist target enterprises (as in the Rural Private Enterprise
Project informal sector component). AID's assistance to the
non-profit sector will be provided through the PVO Co-Financing
Project,

The private enterprise focus enunciated in this strategy
statement will guide activities in all areas of USAID's Kenya
program. USAID is strongly committed to providing assistance
through the private sector whenever possible. Use of private
enterprises can have the triple benefits: improving service
delivery, relieving burdens on government, and developing
individual enterprises. This principle is reflected in the
existing Agricultural Development (fertilizer) Program and in
the Private Sector Family Planning Project. A determination to
involve the private sector wherever possible will be
particularly important in quiding USAID's agricultural
development projects in the future. Agricultural enterprises
are by far tne largest component of Kenya's private sactor.
Projects now contemplated in areas such as agricultural
research, small scale irrigation and grain storaje, among
others, will all use private enterprises as vehicles for
implementation. Conversely, a major portion of the benefit
from activitcies discussed in more detail in this document will
accrue to agricultural enterprises.



DEVELOPING A PRIVATE SECTOR STRATEGY

- A Mauritania Case Study -

USAID Mauritania patterned 1its 1initial private sector strategy
development efforts on USAID Burkina Faso which had reported suc-
cess in organizing a USAID-private sector-Government seminar pro-
gram designed to open up communications and dialogue on policy
reforms required for private sector development, The Burkina
program utilized consultants to develop 1investment climate and
sectoral reviews which were then used by the private sector seminar
participants as a basis for general discussions, small group work-
shops and policy dialugue sessions.

In early 1986 USAID Mauritania requested AFR/PVYT to organize a
private sector coasulting team to spend one month in Mauritania
to produce an investment climate study, a private sector profile
and four sectoral overviews -- banking, agriculture, mining and
fisheries. The scope of work also included the review and recom-
mendation of possible private sector strateqy and program alterna-
tives, although the Mission stressed that its primary need was for
"information" which could serve as a basis for organizing its own
private sector-Government seminar program and for continuing policy
dialogue efforts. The consultants' final report was submitted in
August 1986 following several Mission working review sessions and
AID/W presentations.

The case materials which follow summarize the key elements of the
report presented to Mission management. o

l. Investment Climate Survey

2. Private and Public Sector Oveview

3. Current USAID Projects

4. Private Sector Strategy Recommendations

LEREFEE X ]

This case puts the reader in the position of the Mission Director —-
and his key staff -- who now have before them a reasonably full
and objective view of the investment climate, a good understanding
of the private sector, a number of options open to them in developing
a country private sector strategy, and a need to program local
counterpart funds from the PL 480 IT food grant program. The next
step facing the Mission Director is the development of a private
sector concept and priorities which can be used as a basis for
specific programming and budgeting actions.

The case study groups are asked to focus on the formulation of a
short statement of basic objective and priorities which would
provide guidance to the Mission's program planning staff in develop-
ing specific action-oriented private sector initiatives.
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ISLAMIC REPUBLIC OF MAURITNIA

INVESTMENT CLIMATE ASSESSMENT AND PRIVATE SECTOR STRATEGY

The stated objectives of the Mauritania Private Sector and Invest-
ment Climate Assessment survey were to assist the AID Mission
Nouakchott and AFR/PRE to:

o, "Formulate programs which will help Mauritania improve
the business climate and promote local and foreign
investment; and 4

o Identify the capabilities of the Mauritanian private
sector so that private enterprises may be effectively
utilized.” ’

The report is based on an examination of Mauritania's political/
regqulatory and economic/business environments, a close look at
the principal productive sectors, a review of the strengths and
weaknesses of the banking and investment community, and detailed
analysis of the composition and growth of private sector companies.
A number of conclusions emerge from these investigations:

l. The Private Sector Already Dominates The Farminag, Com-
merclal Anc 3usiness LlZe Ot tne jNation

The private enterprise sector 1is estimated o produce
63% of Mauritania's value added 'and generate 71% of

total employment. In addition to a Chamber of Zommercea, -

an active privately financed and managed Employers Organ-
ization in Mouakchott has permanent offices and staff,
and a membership of nearly 200 members. There is also an
active and well organized private fisheries federation at
Nouadhibou, the major fishing center. In addition, the
informal private sector includes a broad range of

micro businesses.

2. The Number Of Mauritanian Public And State Controllad
Parastatals 3egan To Decline 1n 1983

A total number of 46 such organizations were identified
in 1983 == 3 :rise frem 14 in 1272. THe aumpber declined
to 39 in 1985 and is scheduled to reach 36 1in 1985,

3. The Mauritanian Government Is In The Middle Of A Major
Liberalization And Restructuring Program In Response To
A National Financial Crisis

Major financial problems and the near collapse of the
banking system have forced .a complete reapgraisal of
the Government's macro-economic policies and plans.

A key element in the Government's new strategy is the
encouragement of private sector initiatives in banking,
commerce, agriculture and industry.



4. Mauritania Faces A Long Period Of Major Readjustment
And Low Growth In Both Internal And Export Markets

There are virtually no "quick fix" solutions to the pro-
blem of achieving real growth in consumer purchasing
power -- short of climatic changes and increases 1in
world market prices of iron ore. The fisheries indus-
try is the one expanding sector in terms of providing
food for "local consumption, earning important amounts
of foreign exchange, and providing employment oppor-
tunities. The rest of the economy faces a period of
slow growth, at best, over the immediately foresee-
able future. Refer to the attached Investment Climate
Summary. ' '

5. An Energetic And Risk-Taking Private Sector Faces An
Improving Regulatory Climate But Essentlally Stagnant
Economic Growth .

Mauritanian entrepreneurs have shown themselves to be
remarkably responsive to whatever opportunities there
are for establishing new local businesses. Very few
opportunities exist for foreign investment, aand funda-
mentally poor economic and market conditions face the
domestic private sector, although the political and
regulatory environment is showing improvement.

6. USAID Can Have A Limited But Tangible Impact on Private
Sector Development Particularly In the Ficheries And
Agricultural Input Sectors

Private sector strategies and policy guidelines are
proposed for assisting the development of the Mauritanian
private sector. Specific program proposals are also
recommended. The key elements in the proposed strategy
are summarized below. Refer to attached Private Sector
Strategy Recommendations.

0 Concentrate on a few priority programs primarily
in the agriculture and fisheries sectors;

0 PFocus on human resources development in trade skills;

O Work with and through private sector mechanisms;

o Make judicious use of pooled donor resources on
spec'fic cooperative projects;

O Recognize the extremely Llimited nature of AID's
staff resources; and

O Utilize funds available from existing human resources
program budgets and PL 480 counterpart funds.

INVESTMENT CLIMATE ASSESSMENT

The results of the Investment Climate Survey which represent the views
of a cross section of private sector businessmen interviewed during
the study -~ are summarized in Exhibit I which follows this page.
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"EXHIBIT 1

INVESTMENT' CLIMATLE SUMMARY - MAURITANIA .
RETATIVE IMPORTANCE GIVEN BY BUSINESS EXECUTIVES 10 GOVERNMENT

POLICILS, RBGULATIONS AND PROCEDURES IN EMCOURAGING PRIVATE SBECTOR DEVELOPMENT

Factors

Favorable

Unfavorable

Major

Mod.

Minor

Major

Mod. | Minor

POLT'PICAL STABILITY AND RiSK:

Ruling elite is Arabic-Berber with strong Islamic linkages.
Called a "one party non-repressive state,® government
considered stable and for:iyn relations with neighbors are ygoaod.
Businessnen generally express confidence in government jpolicies
but critical of operationul effectiveness. Businessnen rate
stablility and risk as weukly favorable.

X

NATIONAL DEVELOPMENT POLICIES AND PLANS: The economy is in deep
crisis. Foreign aid has markedly decllned. [Low iron ore prices,
the drought and debt are hurting. Several "white elephant®™ pro-
ducts are essentially dead. A "painful and wrenching™ program
of econamic stabilization, reform and liberalization beirgy driven
by IMF/IBRD. Strong private sector element in reforms. Private
sector responding actively to government reform initiatives.

3.

BUSTNESS FORMATION AND IWVISTMENT TNCENTIVES: While investinent
code provides useful henetits, private sector heavily critical
of long project approval d:lays, short period of exoneration,
benefits not campetitive with other West African countries,

and failure to deliver benefits. Administration of code

viewed as arbitrary and overcautious and managed by officials
who have little understanding of private sector.

)

INTERNATIONAL REMITTANCES: Situation has improved markedly.
Assuming that MF-sponsorwi financial recovery proyriam is
followed there should not he major pressures in obtaining

foreign exchange for legitinate foreign remittances.




Factors

Favorable

Unfavorable

fajor

Mod.

Minor

Major

Mod.

Minor

INTERNATIONAL TRADE RESTRICTIONS: Import controls being liberalized.

Approvals easier to obtain. Major contraband and illegal imports
a major problem. Country not benefiting fram membership in CEAO
cammon market, while other member countries are securing reduced
tariff entry to Mauritania. While improvements are required
there are no major obstacles to import and export.

INTERNATIONAL AGREEMENTS: Country has close links with important
regional, Islamic, EEC and international organizations. Improve-
ments are required to obtain trade benefits implicit in regional
cammon market membership.

TAXES: The tax system is complex and cumbersome. Tax levels are
high and enforcement is uneven. National tax system being reviewed
by IMF,

LABOR LAWS: Minimum wages lower than market rates. Employer-em-
ployee relations not confrontational. Labor laws not generally
enforced.

GOVERNMENT CONTROL AND INTERFERENCE: Direct government inter-
ference is rare. Inability of government agencies to deliver
services of any kind is major problem. When delivered, service
is poor and rates are very high. Little understanding of
private sector problems and Poor response, '

10.

AVAILABILITY OF GOVERNMENT ADVISORY AND PROMOTIONAI, SERVICES:
Virtually non-existent.




INVESTMENT CLIMA'TE SUMMARY - MAURITANIA

RELATIVE IMPORTANCE GIVEN BY BISINESS EXBECUTIVES 70 ECONOMIC AND

—

MARKET FACTORS IN ENCOURAGING PRIVATE SECTOR DEVELOPMENT

Favorable

Unfavorable

__ Factors

Major

Mod.

Minor

Major

Mod.,

Minor

ECONOMIC AND MARKET STABIL11Y: Major reliance on foreign aid,
balance of payment and debl prublems, low iron ore prices, drought,
burdensom and inefficient paruastatals and an inherently poor

agr icultural base have brought country to crisis stage. Accumu-~
lated medium and long term debt equal to 250% of GOP or five

times the average of similar countrles. Banking system in total
disarray. Growth prospects essentially unfavorable,

X

POPULATION: 1.5 million popnlation, 2.33% growth rate, life
expectancy 32-34 years, adult literacy estimated at 25:. 20%

of population in Nouakchiott “lLidonvilles.” Major citics highly
inaccessible. Market size and access to markets a major obstacle
to private sector business developnient .

BUSINESS BASE: Mining (government) and fisheries {private sector)
damlnate economy. Livestock (private) historically very important.
Growth of damestic husinesscs limited by small size of local
market. Contraband continues to be major negative factor in

local business development.

MARKET POTENTIAL: Size of local market, damestic and international
market access a critical negalive. Growth in dispusable per capita
ircame extremely limited.

BASIC MATURIALS AND PARIS: 1 major problems in obtaining,materials
and parts for approved priv.ale sectol projects. Limited financing
also available for such projects. New Nouakchott port {open in 1986)
will greatly improve timely und cost effective delivery. Morthern
industrial area canpletely dep.:ndent on European and [as Palmas

for parts or major repairs.
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Factors

Favorable

Unfavorable

Major

Mcod.

Minor

Major |Mod. [Minor

INFRASTRUCTURE: Availability and quality of infrastructure
viewed by private sector as most important negative after
market limitations. The over-the-road difficulties are
enormous — increasingly subject to major sand dune invasions.
Southern and northern areas of country are not linked by
roads. Parastatals providing utilities, port services, in-
surance, PTT, commercial air services are consistent money
losers and provide marginal services at high cost.

X

LOCAL CREDIT AND CAPITAL: ‘The banking sector is undergoing
fundamental reorganization. Credit is tight and private
sector credit is not expected to increase in the near term.

BUSINESS SERVICES, ENTREPRENEURIAL AND MANAGEMENT RESOURCES:

No offices or joint ventures with foreign” accounting or manage-
ment firms identified. Foreign equipment suppliers provide
bulk of technical assistance. Few exper ienced managers and
supervisors.,

SKILLED LABOR: No pool of skilled workers available.




PRIVATE AND PUBLIC SECTOR PROFILES

A series of public and private sector profiles were developed for
twenty private sector companies and five major parastatals to pro-
vide specific examples of size, ownership, products, investments,
sales, profits and major problems identified by management. All
parastatals were reviewed as possible targets for privatization.

The private sector controls a large and increasing share of the
Mauritanian economy. The Government has ceased the creation of
public enterprises and is currently ‘engaged in a rehabilitation
program for the public sector which includes divestiture of some
of the existing public enterprises. Ten public enterprises have
been divested since 1983. On the other hand, the number of pri-
vate enterprises has been increasing at an annual rate of 7% 1in
the period 1983-1986, while the number of private enterprises in
the fisheries and industrial sectors has ‘been increasing at an
annual rate of 15% and 1l1% respectively for the period 1981-1986.

l. The Agriculture and Livestock Segments are Primarily Private
Sector Controlled

Traditional rain fed, flood-recession and oasis agriculture are
completely private sector owned. Irrigated agriculture along
the Senegal River vValley has been developed by the public sec:or
due to high initial invescment COsSts, although management of *+he
perimeters is in the hands of private coperatives. Subscantial
drivate sector entry into irrigated agriculture has taken dlace
in recent years.

Livestock, which represents 24% of GDP, is totally in the private
sector. The livestock segment has demonstrated an ability to
survive and adjust to severe drought conditions.

2. The Important Fisheries Segment is Undergoing Major Transforma-
tion

£33 -

Government-to-government joint ventures dominate the Zisheries
industries as a result of Mauritania's efforts to gain some
measure of control of its off-shore fishing operations. Govern-
ment nolicy, however, is to “ransfar centrol ko drivate sectcr

Sperators wno ira alr=2ady active ‘n =~ommercial Iishing, Zrseczer
Storage and fish processing. Private sector invescors in deep
sea fishing vessels are receiving active procurement and finan-

cing assistance from Mauritania's major development bank.

The fishing industry is the country's most dynamic private
sector segment and the nation's fastest growing export industry.
In 1984, fisheries represented 9% of GDP, 43% of total exports
and 5% of budget revenues. Increases Were registpred in 1985,

Artisanal fishing, a major source of fish for domestic consump-
tion, is large, organized and exclusively a private sector
activity.

e —



Fisheries offer one of the few segments for foreign joint ven-
tures in fishing fleet operations, fish procesing, packaging and
canning, freezer-warehousing, and export marketing.

Construction and Public Works are Private Sector Controlled

Some twenty private companies generate more than 94% of
value added in this sector.

The Informal Private Sector has been an Important Source of
New Jobs

The handicraft and informal sector is estimated to include
12,000 small/micro businesses employing over 30,000 people in a
whole range of retail, maintenance, small manufacturing and
service businesses,

Small Manufacturing is Dominated by the Private Sector

Small and medium sized private sector manufacturing companies --
primarily import substitution -- account for 29 of the 32 in-
dustrial units currently in production. Owners are young,
aggressive and expansionist; many have foreign educational
backgrounds and business experience.

The Private Sector Controls 80% of Trade and Transport
Enterprises

While the Government maintains a monopoly on rice, sugar and
tea and operates petroleum products distribution and the two
port authorities, the private sector currently controls 80% of
trade and transport activities.

Banking, Insurance and Mining are Essentially Under Government
control

USAID Mauritania programming has focused primarily on major food
aid assistance, human resources development, and agriculture.
Budgeted USAID programs in Mauritania approximate $3 million per
year. Estimates of local currency availability for "food security"
programs from PL 480 sales are $2.5 million per year.

USAID CURRENT, AGRICULTURAL PROJECTS

A review was carried out of the Mission's current projects to deter-
mine their relationship to private sector planning.  Exhibit IT
summar izes these projects,

=
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EXHIBIT II
CURRENT AGRTBULTURAL PRQJECTS
USAID MAURITANIA

PROJECT TITLE

SUMMARY

AGRICULTURAL RESEARCH
PROJECT II (AGRES II)

SENEGAL RIVER VALLEY DEVELOFMENT

FOUR AND A HALF YEAR PRQJECT LAUNCHED

IN DECEMBER 1985 TO IMPROVE AGRICULTURE
AND FARMING SYSTEMS IN THE SENEGAL RIVER
VALLEY. PROJECT MANAGEMENT: UNIVERSITY
OF ARIZONA WORKING WITH NATIONAL AGRICUL-
TURAL RESEARCH CENTER. RESEARCH AND
ON-FARM TRIALS INCLUDING:

© NCMADIC AND SEDENTARY HERDERS:

O LAND PREPARATION, WATER SUPPL’, ANIMAL
TRACTICON AND SMALL MOTCRIZED BEQUIPMENT;

O PRODUCTION, MARKETING, AUDIT AND SAVINGS,
INSURANCE; '

O GRAIN, LIVESTOCK AND MEAT PRICING AND MAR-
RUT STRUCTURES:;

O STIMULATING FARMER USE OF NEW TEU'INOLOGY

O TBCHNIQUES FOR PRCDUCTICN OF FUELWOCD AND
FORAGE: ;

© AGRICULTURAL INPUT EQUIPMENT, SUPPLIES,
FERTILIZERS, INSECTICIDES:

O FARM CREDIT AND ENTERPRISE DEVEL.OPMENT.

1987 PROGRAM ZBLIGATICN TO INTRCDUCTE WATER

CCNTRCL TECHNOLOGIES FCR RECESSICN %RIC"L-

TORE TNCLUTINC CONSTRUCTION CF WET2S

AND SMALL DIKES. FTVE 7EAR PRCJECT WITH

INITIAL FUNDING CF S5 MILLICN.

fRURAL RCAD DEVELCPMERNT

ZXTENSION TO RCAD 3UILDING 2RCJECT ToRr
MATNTENANCE.

ACMAN RESCURCES DEVELOPMENT

PROVICE J.S. AND THIRD CCUNTRY TRAINTNG
AND DEVELCPMNT WITH "FOCD SECURITY"
CBJECTIVES.

UTILIZATION OF CCAL AND PEAT

RESOURCES TO REPLACE WOOD CHARCOAL -

U.S. GEOLCGICAL SURVEY HAS IDENTIFIED ICCAL
CCAL AND PEAT RESCURCES. SAMPLES ARE CUR-
RENTLY UNDER ANALYSIS TO DETERMIME SUITABI-
LITY FOR REPLACEMENT CF CHARCHCAL FCR DCMES~
TIC USES. IF PCSITIVE, PCSSIBLI TOLLW—NM
FEASIBILITY STUDIES FCR PRIVATE SECTCR =X-
PLOTTATICN AND MARKETING OF RESERVES.

INTEGRATED WATER AND AGRICULT.
CEVELOPMENT TCR ZNHANCED 3IMALL
TARMER PROCUCTIVITY

A PARTVMERSHI? FCR PRCDUCTI/ITY 2RCGZCT
TESTING TN AYPOTHESES 70R INCTEASING
FARM PRCCUCTIVITY INCLUDING SEVERAL >RIVATE
SECICR PCSSIBILITIZS:

CERTIFIED SEED MULTIPLICATICN

NEW WATER WELL TBHCHNOLCGY;

SMALL MACHINERY SUPPLY AND SERVICES;
PUMP SUPPLY AND MAINTEMANCE;

DRIP IRRIGATION SYST=MS.

0Oo000O0
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POLICY, STRATEGY AND PROGRAM DEVELOPMENT RECOMMENDATIONS

The consultants suggested a number of guidelines and possible
program initiatives in developing a private sector strategy for
Mauritania.

1.

Private Sector Strategy and Programs Should Address Specific
Needs Identified by Private Businessmen

While many of the needs expressed by businessmen are generic’
and some involve fundamental long range national development
issues, privaite sector strategy and program development should
respond to what businessmen say they need: a broad range of
short and medium term and trade finance; joint venture partners;
human resources development; requlatory relief; and improved
infrastructure.

USAID Programming Should Flow From a Clear, Agreed and Written
Statement of Private Sector Strategy

This strategy statement must be relevant to the Mission's
cn-going objectives, programs, budgets,'staffing and technical
capabilities., Programming focus should initially be limited

and avoid creation of expectations to which USAID cannot respond.

Policy Dialogue Elements in Any Private Sector Strategy Should
Have Concrete Objectives

An appropriate approach.for USAID might be to target its policy
intervention at areas directly related to individual projects
or food aid distribution. Earlier USAID efforts, for example,
in placing pressure on food price levels was well chosen, pro-
duced results, and shoulé continue. A review of the var ious
areas of potential policy dialogue suggests other issues which
may be useful to consider in terms of private sector development.
© Food Aid Distribution and Marketing: CSA, the National Food
Security Commission which is responsible for distribution
and selling donor food aid, could be convinced to relax its
hold on retail level activities to permit greater antry of
small private sector distributors. The objective would be
fcr CSA to restrict its activities to bulk storage and sales
to wholesalers or large private retailers.

O Agricultural Input Marketing: Pressure could be applied to
encourage strong Government support of private sector entry
into all phases of agricultural input activities on a grad-
ual "from the botton up" approach. Efforts could be made to
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change policies so as to permit elimination of remaining
controls and duties on imported fertilizers and pump snare
parts destined for agricultural uses, and to liberali:ze
margin and price controls which currently limit profits and
discourage private sector suppliers from offering credit and
"aftersales service.

~ 0 Building-In The Private Sector: The Government and all donor

agencles should be encouraged to use local private services
where available to support development projects; e.g., in
the supply and maintenance of equipment, spare parts, etc.
USAID could set a leading. example in the implementation of
its own projects.

o Private Sector Seminar: USAID Mauritania has proposed and
budgeted for follow-on work which would organize and present
a private sector-Government seminar to explors policy issues
related to private sector development. This program of
organized dialogue could serve a number of useful purposes,
but it must obviously be carefully planned so that public
and private sector participation 1is willingly secured, its
objectives are clear and USAID commitments are understood.

In summary, USAID should remain highly selective in the policy
dialogue issues it chooses to pursue. It should stay close ¢to
USAID's own field of operaticon and =2xpertise, and ensure tha:t there
Wwill be staff continuizy in deveioping, cresenting and pursuing
such !ssues with senior Goverament officials.

The Tisheries Sector Should Receive Hicgh 2rioritv in 2nv Drivate
Sector Strategv )

The fisheries sector 1is probapbly cthe country's only "growth
industry,"” is a major exporter and foreign exchange earner
and has been targeted for major private sector development Gty
the Government. Industry spokesmen are looking for capital
infusion, joint venture npartners and international marketing
relationships -- across the whole range of offshore fishing
operations, £ish processing and stcrage, and international salsas
and distribution. They believe, however, that an 2assential
requirement underlying industry growth will be human resources
development at all levels.

A Private 3ector 3trateav Sor che Fisheries rndustr-v Could
concentrate on 3iuman ReSOUrLces Deve.opment

The centerpiece for a private sector strategy for fisheries
could be built around the modern and well equipped and staffed
technical training institute Llocated in Nouadhibou currently
operated by the National Mining Comany (SNIM), This large
center, fully equipped with specialized workshoos, classrooms,
dormitories, food service and recreational faciltties, is now
operating at a very low level of its capacity. SNIM executives



and World Bank representatives agree that SNIM no longer has an
operational need for the center, and it may soon have to be
closed as part of the current economy drive. SNIM would welcome
a proposal which would serve to keep the center and its staff
operational by means of outside subsidization of training for
apprentices and specialists destined for the Nouadhibou-based
private sector fishing industry. FIAP, the private sector in-
dustry federation, has indicated a willingness to sponsor a pro-
gram of USAID scholarship support. SPPAM, the private sector
artisanal fishing company, would undoubtedly wish to participate
in the program also.

The SNIM technical training center represents a unique national
asset which could, with only minimum changes in its program, be
adapted to the urgent technical training needs of the Ffishing
industry. The survey team strongly recommends that USAID
Mauritania fund and support a survey in cooperation with FIAP,
SNIM, and SPPAM to design the training program and lay out a
program of action and a budget for launching a program for the
initial intake of fisheries industry technical apprentices.

Such a program, being directly related to national Ffood security
objectives, should in the team's opinion be eligible for finan-
cing from PL 480 II 206 local currency funds. It should be noted
that the need is almost entirely for Llocal currency, and the
foreign exchange requirements of such a program would be minimal.
The training center program would also be in line with Human
Resources Development projects already approved.

Other private sector projects in the fisheries sector deserv-
ing close attention include:

o A sufvey proposed by the U.S. Food and Drug Administration
to improve the quality of seafood export products from
Mauritania with a view to eventual approval for export to
the U.S.

o Visits of private sector fisheries industry personnel to
the U.S. for training, orientation and joint venture dis-
cussions, under existing USAID programs and budget authori-
zations.

o Assistance tc FlaP in obtaining a dry dock for Eemporary
ship repairs in Nouhadibou.

O Technical assistance in the establishment of fish-canning
operations.

0\



FINANCIAL MARKETS DEVELOPMENT




EXCERPTS FROM DRAFT POLICY PAPER ON

FINANCIAL MARKETS DEVELOPMENT

A draft policy paper on financial markets development, dated Augqust
-1, 1986, prepared by PPC/PDPR, is now under review in AID/W. The

- baper attempts to clarify in one document related guidance in the.
Private Enterprise Development Policy Paper, the Guidelines on
Terms of AID, and Policy Determination #14 "Policy Guidance on
Implementing A.I.D. Privatization Objectives,"

The policy emphasizes that, "Financial markets are extremely impor-
tant to economic growth., A healthy economy is dependent upon the
efficient transfer of funds from savers to firms and individuals
who need capital from cost-efficient and responsive financial
markets. Financial markets serve these requirements by encourag-
ing and mobilizing savings for productive use. Financial markets
perform the following functions

~ encourage savings by providing vehicles and instruments
for investments;

- assemble or mobilize these savings for the users of funds
through various appropriate instruments and institutions;

- allocate the funds to those enterprises which can provide
the highest rate of return for the use of funds, and which
reflect the country's comparative advantages;

- provide enterprises with the ability to increase their
capacity to produce more goods and services and jobs; and

- provide enterprises with the ability to increase owners'
equities or 0 sell these equities to obtain cash or to
switch tu alternative investments."

The principal components of the financial markets development
policy paper are excerpted below for background reading in prepara-
tion for the Private Sector Workshop session on financial markets.

A. A Financial Markets Strategy

"Missions should develop a comprehensive financial market deve-
lopment strategy before pursuing additional financial market
projects in order to maximize the benefits of AID's assistance
and ensure AID's efforts are designed to resolve, and not
compensate for, the fundamental econonmic distortations in the
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LDC economy and its financial sector... Policies which need to

be changed before our project goals can be achieved need to be

identified and acted upon by the host government before initia-

tion or replenishment of AID credit assistancze...

"Missicns should coordinate their efforts to help the LDCs
solve their development finance problems with those of other
multilateral agencies and ocher bilateral donors so that

our efforts are mutually reinforcing... There are many oppor-
tunities for small Missions and posts...to piggyback on IMF/
IBRD efforts,.."

Policy Dialogue

"Policy dialogue should focus on improving LDC policies to
encourage increased domestic savings, more effectively mobiliz-
ing savings for productive enterprises, and avoiding policies
that create additional market distortions."”

"Missions should ensure that the LDC private sector nartici-
pates in the policy dialogue -0 ensure :hat Policy changes
are responsive to :he'r problems and needs. "

l. "AID should not Zinance :he capitalizaticn of zre
programs in financially reoressed settings unless si
ficant policy changes toward financial liberalization
are taking place, or there is reasonable prospect that
such changes will be initiated by the LDC government.
Continued support of such projects will be conditioned
on successful policy changes. Under circumstances in
which the financial policy framework is not conducive
to the growth and viability of private IFIs or other
financial institutions, “hen Further credis srojects
should be postpcned until such time as= avidence axists
that the LDC government is prepared to correct its
policv deficiencies.”

"AID should discourage reliance on directed cradic and
encourage reliance on the frese market and market devicas
(such as market-determined incerest rates) to allocate
capital to its mocst productive uses."

2. LDC Credit Allocation Policies

"AID should encourage LDCs to eliminate interest rate
ceilings, which inhibit capital formation and ‘individual
savings and encourages capital outflow, and to adopt
policies that allow interast rates to be set by the
forces of supply and demand.”



3. Legal Regulatory Constraints

"Missions should encourage LDC governments to review

the regulatory framework with a view toward: "(a) stream-
lining and simplifying the requlatory responsibility
among government agencies; (b) establishing comprehen-
sive and uniform public reporting and auditing require-
ments; and (c) improving the capabilities of regulatory
bodies to enforce appropriate laws, rules, and requla-
tions."

4. Tax Polices

"Missions should encourage LDC governments to employ tax
incentives for savers and borrowers that promote capital
market development... In other words, tax laws should
not treat all financial instruments equally for tax pur-~
poses."

Institutional Development

"AID should focus its efforts on improving the LDC's capability

- to attract and lend capital and to attract and trade equity

instruments through private, profit-making financial institu-
tions...

"The three major approaches to institutional development
«e+s in order of preference, are improving the per formance
of the existing private sector institutional system, re-
Structuring the existing...system, and establishing naw
private sector institutions."®

"Only in rare instances, such as where the policy environ-
ment is appropriate and there are no barriers to market
entry and the financial institutions still do not emerge,
should AID establish new financial institutions."

D. Selected Approaches to Affect Financial Market Development

l. Credit Projects

a. The relationship between donor funds and the cost
of capital to IFIs: "AID should utilize fees or
interest rate spreads that provide the IFI with
a profit that is comparable to profits derived from
non-AID supported activities... Therefore, the IFT
will not receive an unfair competitive advantage
vis-a-vis other local financial institutions lending
in the same market. Furthermore, in cases where
government entities (e.g. central banks) assume the
foreign exchange risk," the discount rate charged to
the financial institution by the governmen: entity
should reflect the real cost of lendable capital to
the IFI within that LDC, including the foreign ex-
change risk."



"In addition, AID will- take such steps as are neces-
sSary to negotiate loans on more realistic terms then
have been negotiated in the past, particularly for
those countries with a greater ability to repay."

b. 1Interest rates to private enterprises and other ulti-
mate borrowers: AID will continue to support its
policy that interest rates to be charged to a pri-
vate enterprise " (1) shall be at or near the prevail-
ing interest rate paid on Treasury oblinations of
similar maturity...and (2) should not be less than
the free market terms (interest and repayment period)
prevailing in the LDC or a rate which approximates
the opportunity cost of.capital in the individual
LDC."

"Although AID believes that market-based credit is

the most effective way to promcte economic growth

and financial market development, there are instances
when political, security, or economic imperatives

will sometimes require the use of subsidized or
concessional credit., ... [However] Missions should use
concessional aid sparingly. ... The provision of
concessionality should be a one-time occurancs that

is provided only if it can be demonstrated that,

after the expiration of the concessional loan, the
institution will bne self-sustaining or continue =n
2ngage in a particular type of activity and not regquira
U.S. or other donor concessions afer the initial
cutlay.”

C. The Provision of Equitvy 2y AID: "...AID will no=-
take an equity position in a private enterprise."

Targeting of AID Resources: "Moderation and caution should
be exercised i1n the design of credit projects directed

at target groups. ({Farmers, rural small firms, etc.)! AID
needs to take care in copying the devices used Dy LDCs to
direct credit resources into neglected priority ar=as bSecause
of the risk that some of them may continue or enlarge &the
role of government in capital markets and further distort,

or continue to dispvlaca, market 2.Llocation of capikal."

1 -
. .
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PV0 Lending Activities: "When DY0s are used o 3
should »e demonstrated that they will not re re outsid
funding sources to continue operations after the organized
AID grant or loan runs out. ...The focus of AID's assistance
should be on changing policies, laws, and regulations that
restrict private initiative and on removing the barriers
that restrict or discourage entry into the formal sector.
-+.+.TO the extent that AID directs its assistance %toward

the informal sector in lieu of substantive changes in the
formal sector, it ignores the principles of policy dialogue

-
3

1}

and accepts a superficial, short-lived solution to a sys-

temic problem. ...PVOs or other non- or not-for-profit groups
are not to be utilized in those instances where an

indigenous private 2ntercrise is capable of nerform-

ing :<he desir=4 activity or program."

A%



Financial Training and Standards Development: "AID should
emphasize... the importance of (a) adequate training and
licensing requirements for accountants and auditors, (h)
generally accepted accounting principles and auditing
standards, and uniform reporting requirements, and (c) a
proper balance between self-regulation and public regqula-
tion of these matters."

Developing New Financial Instruments: "AID should work
with LDC governments to promote the policies that will
eéncourage the development and utilization of new debt and
equity instruments for directing scarce capital resources
into the most productive investments," (e.g., debentures,
leases, trade credit).

Venture Capital: "AID may provide loan Ffunds to venture
capital firms at market rates, but not grants or equity
contributions."

PL 480 Local Currency Lending for Private Enterprise:

"The Food Security Act of 1985...mandates a new program
for the on-lending of local currency for private enter-
prise promotion... Two major components of the legisla-
tion are summarized below:

"Section 106...provides that private enterprise promo-
tion activities should be operated in conjunction with
sales of agricultural commodities for dollars or converti-
ble local currency or credit terms. Local currency pro-
ceeds from the sale of these commodities are placed in
'jointly programmed accounts' and then on-lent to IFIs

for relending to eligible private enterprises.

"Section 108...deals with U.S.-owned local currencies.
This section allows for the sale of Title I commodities
for local currencies. The local currencies are paid to
a U.S.-owned depository account. pisbursements from
this account are made to IFTs pursuant to the terms of
loan agreements between the United States and IFIs.

Parastatal Financial Institutions: "Missions should
refer to Section V.D. of the Private Enterprise Develop-
mént Policy Paper for guidance on dealing with parastatal
financial institutions. The guidance states that 'AID
funds provided to financial institutions should avoid
introducing government ministries or parastatals intc the
on-lending approval process where such involvement does

A2



not now exist. Furthermore, such projects should seek to
extract government ministries and parastatals from the
process if they are now so involved.'

"In addition... loans provided to SOEs producing goods
and services for sale in commercial markets, capable

of producing revenues, or in competition with private
enterprises will be at the same rate charged to private
enterprises.”



FINANCIAL CONSTRAINTS IN AFRICAN PRIVATE ENTERPRISE DEVELOPMENT

Issues and constraints in providing investment and working capital to small
and medium sized private businesses in Africa. Taken fram the IBRD publiczation,
" "“Cpeating A Better Envirarment For Private Enterprise In Africa,’ May 1986.
f ok % % % K

Shortage of investment funds and working capital is holiding back
development of the private sector, particularly small and medium enter-
prises (SMEs), throughout Africa. In part, this secarcity is simply a
reflection of low income levels and the persistence of large subsistence
(non=-monetized) segments of their economies. But it also springs from
weaknesses in policiles and institutions which hamper resource mobilization
and restrict the private sector's access to available finance. Six
constraints are examined: first, financial market regulations which reduce
gavings deposits and discourage banks from lending to SMEs; second, the
absence of stock markats and marchant banks able to mobilize equity
capital; third, foreign exchange allocation systems which restrict the
supply of foreign exchange fuauds to private firms; fourth, crowding-out of
the privata sector from financial markets by excessive borrowing by govern-—
nent qnd qublic anterprisas; fifth, heavy taxatiou which squeezes corporate
profits and entrepreneurial incomes and therefore limits their capacity to
genarate internal investment funds; and sixth, public .investment programs
which monopolize the use of foreign loans and grants.

1. Financial Hé:kec Regulations

A World Bank analysis of intarest rate policy in a number of
daveloping countries from 1970 to 1982 revealed that by and large nominal
interest rates were sat by government, rates changed little overtime, and
hence real ratas were primarily determined by variations in the rate of
inflacion. Real deposit rates over the period were negative; in many
countries they warae 3 to 6 percentage points below the real rates that
prevailed in the developed countries in this period, thus encouraging
outflow of funds. In countries with very high inflation, deposit rates
were substantially negative, sometimes reaching levels below minus 20
percent. The variabilicy of real rates, as well as the level affected
regsoyrce mobilization. 3/ As a result, in many African countries total
domastic credit that could be made available to borrowers (public and
private) by the monetary authorities and banks expanded slowly in real
terms over the past dacade, and in soma countries actually declined in
relation to GDP.

In Ranya, for example, although its financial dapth as measured
by the ratio of mouey and quasi-money (M;) to GDP compared favorably with
other countrias in the same income category, its financial depth was
seriously eroded during the period 1978 to 1983. The ratio of My to GDP
fell from 32 parcent to 25 percent. The resurgence of inflation and the
ceilings on loan rates, along with the substantial rasarves the Government
requirsd the banking system to -hold, kept deposit ratas low and weakened
the ability of the commercial banks to mobilize deposits. The decline in

23/ See World Bani, Financial Intermediation Policy Paper, July 1985 and

A Review of Interest Rates Policles in S:lected Developing Countries,
Decembar 1984,
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the financial depth was accompanied by a slide in the domestic saving
rates. The ratio of gross private saving to GDP deterioratad from a peak
of nearly 27 percent of GDP in 1977 to a low of !l percent i{n 1983.Ef/

: Similarly, in Ghana the M3/GDP ratio declined from 29 percent in
1977 to 12 percent in 1984. At the same time, there was a decline in the
banking habit, an increasing preference for holding liquid funds ocutside
the banking, system, and an increasing valocity in money circulation as
firms and individuals sought to move out of financial asgats and into fixed
asseats as hedges against inflation. These trends wers aggravated in
1982/83 by a substantcial drop in public confidence in the banking 3system
following the demonetization of £ 50 notas and the freezing of all bank
accounts in amounts above ¢ 50,000, While the government has takan
important steps to addrass thesa problems since 1983 as part of the econo~
mlc reforms under the Ecoancmic Racovery Program, the process of reversing
past trends 1s still at an early stage and public confidence ir the banking
system has yet to ba significantly restored.

Low loan rata ceilings fixad by goveruments have also restcricted
the operating “spreads” of financial institutions and discouraged lending
to smaller, riskler businesses. In Nigeria, Z%or exampla, low intceresc
rates apolicable to agricultural credit makas lending co smallholders
extremely unattractive given Ehe high cost3s of administaring numerous small
loans and low recovery ratese_f/ In 3oma countries, Zoverimants 1ave
tTiad o compensace for these financial markat disincentives chrough -irescs
credit programs aimed ae disadvantaged groups. Most of - these dira.t.-
STedi: jrcgrams ars not designed %o reallocata fizancial resourcas sey se,
But to affact the allocation of physical rasourcas through financial ree
2lldcazion and to of%set differancas betwaer aconomiz and financial recurns
through explicit or impliciz intarest race subsidies. Experience has shown
that much of the subsidized credic programs ent to wealthy individuals or
those with political influance, while smallar borrowers had to pay higher
interest rates {n the informal cradit markats. Diracted credics often
inducad recipients to use overly capital-intansive methods.

#any goveramants have recognized thar in che past they havae
overaxtended their capacicy to 2anage the aconomy through intarvancion in
resourca allocation. A number of councries ara moving toward greatar
Taliance 3n zazkat Soress for c=adir allocaction. Complax svscoms of seadic
illocztion ars teing dismanclad and 1aZarast racas ire aow being allowed =o
T2flac? the sctats of the cradi: markac and the foreign exchange mariac,
plus iiffarontials {a risk and zaturisy. Ia Ivory Coase, for axamplae, the
central bank has pursued a mrra realiscic intarest raca policy since 1981,
kaeping domestic ratcas more in line vith internacional ones to avoid larga
oucflows of domestic surplus funds and erable daposit money baoks to
attract large foreign depositors. Real ratas of Taturn un tine and saving

24/ Saee World Bank, Renvya Industrial Pinanca, April 198S.

23/ See World Bamk, Pinancial Iatermadiscion in Yizerta, Pebruary 1983.




-3 -

deposLts became itive for large savers in 198l and all savers in 1982.
The private gector's financial savings responded posicively.EE/

Under the Second Structural Adjustment Credit to Kenya, the
Government proposed to keep the level and structure of interest rates under
review to ensure that they continued to be appropriate, given the domestic
rate of inflation and the structure cf intdrnational intarest rates,EZ/

In Malavi, the government raised deposit rates by two percent in May 1983
and proposed to make adjustments, as need arises, to keep intarest rates
posicive.ZB/ In Senegal, as a step towards improving mobilization of
personal savings, a new social housing bank was established._gf In
Guinea, the government has decided to complately rebuild the banking
gystem. The central bank is being reorganized and strengthenad. A new
Banking Law has besn adopted which creates an appropriate basis for the
. @establishment and regulation of commercial banks and other financial {nsti-
tutions. And the six existing state banks will be gradually liquidated and
independently managed commercial banks will be promoted to raplace them.
The Interna:fonal Finance Corporation is providing financial and technical
. 3991isfance for ‘the establishment of a multipurpose bank~-Banque Inter—
nationale Pour le Commerce at 1'Industrie de la Guinee (BICI-GUI) as a
Joint venture with French commarcial banks.zgj

In late 1985, the Malawi government agreed during negotiactions
for a World Bank industrial and agricultural credit project to annually
review and revise interest rates to ensure that the rates charged by ‘
INDEBANK (the Industrial and Uevelopment Bank of Malawil) and the commercial
banks on their agricultural loans are positive in real terms, in line with
the overall interest rate structure in the country, adequate to enable the

26/ Saee International Monetary Pund, Ivory Coast-Recant Economic
Development, May 198S.

27/ See World Bank, President's Report on a Provosed Loan and Credit to

thé Rapublic of Kenya for a Second Structural Adjustment Overation,
June 1982.

28/ See World Bank, President's Re OTt on a Proposed Credit to tha

Republic of Malawi for a Second Structural Adjustment Project,
Novembar 1943.

32/ See World Bank, President's Report on a Proposed Credit to the
Republic of Senegal for a Structural Adjustment Credic, December 1980,

30/ 8re International Finance Corporation, President’s Re ort on a
Proposed Investment in BICI-GUI - Republic of Guinea, Dacember 1985.
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insticutions to cover their administcrative expenses, provide for possible
losses and earn adequate profit margins.-sl/

2. Lack of Equity Punds

Vary few African countries have active equity markets, either {n
the form of .stock exchanges or merchant banks which can provide a full
range of securities related sarvices: undervriting, brokarage, dealership,
corporate financial advisory services, investment managenant, etc. The
financial policies of many countries have inadvertenzly had -an anti-equity
bias. In.the 1970s inflation with low interest ratas deepaned equity

values ti.rough retained earnings, but retarded the growth of equity markats:

extarnal to firms. A second source of anti-equity bias has baen many
government programws, which in one way or another reduced the cost and risk
of debt, but not of equity, financa. Such programs include explicit or
implicit insurance that covered not only small depositors but large sophis-
ticaced {avestors; lender~of-last-resort facilitiss thar guarantaed the
liggid;:y.of financial {intermediaries; special institucions (Davelopment
inance Institutions, agTicultural banks, etz.) aad lending programs thac
provide debt at subsidized rates; aspects of tax policy that madec equicy
financing more expensive, in particular by treating intarsst as a cost
before calculating orofit =axes and =he double taxation of dividends; and
lascly, bail-cucts Zor zormoracions :thae dixizished che danger of axcassive
financing with debt. 3Iqually importanc, controls om output prices aften
reduce corporata aarnings and 4tence theis ability 2o raise aquity funds.
dowever, 1ascent capital narkers do axist !a some sountTies,

In anya, secondary :rading in long=tara securities i3 sar=iad
out by 3ix Nairobi-~based stockbroking firms whose associacion, formed in
1954, i3 known as the Nairebi Scock Exchange. This Exchanga has no phys-
lcal trading floor. Instaad, brokars hold a daily call-over at which
pricer for concluded transactions and for securities scill om offer are
anncunced. The brokar act only as agents for clismnts and typically macch
buy and sell orders in~hougse. New Lssues of long=%ara pyrivata=saeczor
Securitiles in Kanya are coacrolled by Govermment through a Capital Issuas
Commizses set up in 1971 under the Mialsery of Pinancs and Plamning. This
Commiczes approves {ssue prices, tha timing of sales and the allocmant olan
for snarss. 3owevar, 3inca the Commitzoe’s iacapcion thara iave aen vary
l{ew 1ew pudblic {3sues 38 squlty securircias.

At the requast of thae Xanyan Government, an [7C nission 'mdertook
3 study in 1984 which recommanded several measuras to facilizatca the
davelopment of tha capital markat in Kenya. These measuras included:

= establishimenc of a Capital Markats Development Authority to
‘promota the disclosure of corporate and mackae trading laforma-
tion, registracion and regulation of sacurities professionals and
=easures Lo provide adequaca procaction for iavescors;

Yee World 3ank, Staff Aporaisal Ravere en ¥alawi Tnduse=<1l 1nd
dgrrculsural Iradicz 3Tsoiacs=, Dacempaer 1985,
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= promulgation of a Capital Markets Law to provide the legal basis
for the development activities of the Capital Markets Davelopment

Authority;

= review and amendment of other laws, such as the Companies Act and
the Foreign Investments Protection Act, which may hamper the
prisary issue, investment in and trading of capital markecs
securities.

= sgatting prices of all equizy and debt securities issues by
negotiarions between the 1ssue and his underwriter(s) rather than
by the Government through the Capital Issues Committee.ii/

IFC followed up this study in 1985 by providing additional
finance to Industrial Promotion Services (Kenya) Limited, a private venture
capital company, to expand its program of equity finance for small and
medium enterprises in Kenya._zj

Capital market atudies should be undertaken in other African
countries to ascertain the scope for: similar action and tro identify ways of
eliminating their anti-equity biases. In general these measures are likely
to include removing interest rate subsidies, eliminacing double taxation of
dividends, ceasing to bail-out loss-making eaterprises, creating special-
ized equity—~financing institutions and funds aud adopting legislation to
‘promote the disclosure of corporate and trauing informacion and registra-
tion of gtockbrokers.

3. Foreign Exchange Allocation Systems

At present, only Zaire, Guinea and members of WAMO allow their
currenciez to be fraely converted into foreign exchange. The rest have
adopted centralized systems of foreign exchange budgeting and allc.cation
usually managed by the Central Bank combined with import licersing by
Ministries of Finance and Trade. The systems are intended to limitc aggra-
gate Imports to the mmount of foreign exchange available and to regulate
the structure of imports to maximize economic benefits. These are
dasirable objectives, but in practice the use of administrative systems
rather than price as the allocative mechanism has resulted in distorted
iacentives, cumbersome and drawn-cut bureaucratic procedures and biases in
the rationing prozess which favor thosa with political powar or economic
influence over the allocating authorities.

In Ghana, for example, the import licensing system is generally
perceived by the private sector to be procedurally complex and overly rigid
and time cousuming, often resulcing in substancial delays in arrival of
imports, significant additional administrative costs and cousiderable
uncartainties in production planning at the plant level (one firm indicatad
that it had taken 5 months and some 65 visits to different govertment

w

2/ Sea IFC, Renva: Money and Capital Markets Study, October 1984.

3/ Sea IFC, President's Report on a Proposed Eauig% Line for Investments
in iarallel with Industrial Promotion Services Renya) Limited,
M

~ Septembar 1985.

tw
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0ffices to process an import license), Further uncertainty arises becauge
-3suance of an izport license does not engure a firm of accass to foreign
exchangas cover, for which approval has to be obtained subsequancly from the
Bank of Ghzna. This has resulted in additional delays, ag {n the pase

These veaknesses are now being recognizad by Several countries
and action taken Co minimize {f poe eliminata zhem, In Malawi, for
exXample, the foraign exchange aliocation System operated Joinely by the
Ministry of Trade and Industry and Lhe Reserve Bank of Malawl came under
Considerabls Pressures due to adverse 8cononic conditions that Malawi was
then experiencing., This led the Reserve Bank o LIy to rrduce impores
through dalays of foreign exchange allocaciong, Tkese éllocations also
bccﬁm?, concentrated in the established traders and discouraged the develop=-

of nevw, indiguncus entrapreneurshis, s Part of a Third Structural
Adjustment Program, the Governmene intends co pursue an aczive exchange
Fate management policy which will hopefully maka an allocation systam
redundant, 2/

Ia Junae 1985, zhe Governmenz of 2ambia dtesented An ictign
Program fur Yconomtc lestucsuriag S0 che Consultacive Group for Zambia.
This Actian feg Iam spelled-ouc chg dafaczs of eha existing forsign
exchange alloeazior Systam in rhage words~"1a ardar rq cope with che
3evare shortages of foraign exchange rhat have charactarizad the 2conomy
during the past several 78ars, a dantralizad gystam of foreigzn exchange
budge:ing and alloeation has been inscituced, Iz i3 l68cessary to have both
aa {mport licensa and foraign exchange backing prior o imporeing an item,
The syscem hag Proved o he cumbersoma and costly zo administar; officialg

Prodict-by=prodyce bases, Judgeeing of foreign exchange has alse baen
Problemacic, wirh the resule thae 2 considerable over-hang of Lmpore
licenses {sgyeq 1zhout faraim 2xXchanga aas daveloped .,., The foraign
axchange control and i{npors licansing I7stems, by exelidiag a wide raange of
competing imports of consumar goods from the domestic markat, has orovidad
high Atoteaczion rkay {3pors substizucing iCZivizias angd ‘a2nded 3 raiaforca
the Iromac=ign iffaeza of ke Sariil stTuczura,”

The Ac=4on J2og=am venz an %) 33y that "Gz ig conviacad thac the

34/ Sae Ravors of World Bank Privacs Seczor Mission o Ghana, February
1986, '

35/ See World Bank, Seafs ADDraisal Repors: Malawl Todust=4al ang
ziculrural Cradiz 2rotecs, Jec=mper 1985, and World 3ank, .
Prasidane g lavor= on 3 ?Tovosad Cradis =2 _cthe Sovermmens oy Mal Tl
Ior 1 Thirg StTucsuwra] Adiuscmene Juarat::on, Jovemper 1985.
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'gradual dismantling of the foreign exchange controls, import and
export licensing and interest rate regulations;

(11) restoring balance and increasing the uniformity of the incentive
system, particularly between exports and import substitutes, as
wall as between agriculture and industry. This implies a major
reform in the trade regime with greater reliance on the exchange
rate as a mechanism for allocating foreign exchange, elimination
of -import restrictions, rationalization of the tariff structure
and review of investment incentives; and

(i11) 1introducing greater automaticity into the determination of the
exchange rate consistent with the long-run prospeccs for exports
and tarms of trade. .

The Government of Zambia has begun to take action along the above
lines. They provide useful guidelines for other African countries to
fqllows The broad objective should be to dismantle foreign exchange
controls and import and expor: licensing, leading to free convertibility of

currency.

4, Crowding=Out by Public Sector Borrowing

Private firmy' access to bank credit has been restricced in many
countries because governments and public enterprises have been given first
claim on financial resources, both foreign and domestic. The latest IMF
data show that the public sector's share of cutstanding domestic credic
from the monetary authorities and banks topped 60 percent in 14 out of 35
countries covered bv the stacistics. The private sector's share was less
than 25 percent in six countries——Burundi, Ethiopia, Ghana, Sierra Leone,
Tanzania and Zzire. Ouly in Botswana and Cameroon were governments net
lenders rather than borrowers of domestic financial resources.ii/

Governments' demands for domestic credit increased for three
basic reasons. PFirst, the growth of expenditure on public investment and
current services outpaced the growth of revenue, resulting in widening
budgetary defici:s. For example, deficits reached 10.6 percent of GDP i{in
Kenya in 1980/81,37/ 1645 parcenc in Malawl in 1981, 38/ and 11.5 percent
in Senegal in 198‘731. / Second, the income of public enterprises did
not cover their operating costs. The gap was filled by addicional loans
provided directly by the banking system or by govermment subsidies which,
in turn, were financed by governmmeunt borrowing., In Ghana, for example, the
combined operating deficit of SOEs in 1982 amounted to 2,880 million cedis
(net of their hidden costs and subsidies), equal to 3 percsnt of GD? and
the same ag cotal govermment exBendﬁ:urn on education, health, social
security and welfare that year / Third, although foreign aid grants and
concessionary loans from abroad Einance a significant proportion of their

22/ See IMF, International Financial Statiscics, March 1986.
37/ See Renya SAL, 1982. |
-38/ Sae Malawi CEM, October 1985.

39/ See Senegal SAL, 1986.

QQ/ See World Bank, Ghana Private Sector Report, op.cit.
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public investment programs, some African countries found it incraasingly
more difficult to borrow in international commercial markats. They thara~
fore drew more heavily on private domestic savings to meet their residual

financing needs.

Howaver, thers is evidence that African countries are becoming
increasingly aware of the negative effects of budgetary daeficits and heavy
government borrowlng on privata sector opportunitias and the efficiency of
tesource utilization in the economy as a whole. Steps are being taken,
sometimes in the contaxt of structural adjustment programs, to curb the
public sector's finaneial appetite in several countries. Thasae medgures
includa:

= vrestraining the expansion of public sector emplovmen: and vagas
(for example, in Renya and Senagal);

= reducing recurrent expenditure by cost savings in such fields as
. @ducation and housing (Mauritius and Ivory Coast);

=~ reducing losses of, and subsidies to, public enterprise by
Festructuring, stricrer monitoring of thelr performance and
divesciture (Togo and Senegal); and

= subiecting public favescment programs (PIP?3) to nore rigorsus
seruciny ind nruning sorancial “wnica 2lephancs” {Xenya, Malawi,
Mauritius, Ivory Coast, Senegal, Togo).

In many cages, Afrizan govaramenrs are also €T7iag to aliminaca cheir
tudgactary deficits oy raising tax revenues. Thigs ray te achieved withous
negative rapercussions %y droadening the tax base or iomproviag cax collac-
ticn, 3But thera is a risk chac imposing higher marzinal tax rates on
individuals and fisms which are already heavily burdened by taxes may be
countarproductive: encouraging tax evasion and corruption; reducing the
citizen's willingness to work, save and invesc; and squeezing profirs which
could have been ploughed back into the business to expand capacity, raise
sroduceivicy or diversify outpuc. Thig risk is discussed 2ore fully Selow,

S+ Heavy Taxation Squeezing Corporata Profits and ZncTeoraneural Incomes

All countTias must sesk 3 Salance ‘n zheir flaeal 2olicias
Jecyean Ihe naed I3 raise rsvema 22 pay for sssencii. jovermment 3arvicas
aud the need to craaca iddeguacs incenctives to JOTK, save and invesc. Thaey
mIT also ainm for anm equitabla sharing of the cax burden, boch wiznia and
between diffarent income gToups, and avoid undue diszortions in the
aftar-tax returns to differant aconomic activitias.

In many African countrias it has proved to be di{fficule to
reconcila thesea objactives. The rates of taxes om corporaca incomm are
frequantly high by iacernacional scandards. Por exampla, thay are 60
percent ia Ghana, Zaire and Sudan comparad with 30 percant in Taiwsn and
Xorea and 13.3 paerzanz in dong Xong. and depraciazion allowances ars
usually based upon historical costs. So ina countries which have
axperianced r7pid ‘nflacion che affective fax raca on raal det ilncome has
been significantly greatar.

6&{’
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Rates of persor:l income tax also tend to be high in Africa. The
top marginal rate is 80 percent in Zambia and Rwanda, 70 percent in Sudan
and 60 percent in Zaire and Ghana. These rates are reached at relatively

low income thresholds.

, High corporate and personal income taxes have had four negative
effects. Firsr, they have reduced the private sector's capacity to accumu=~
late reservas to finance expansion, modernization and diversification
projects and reduced savings for initial investment in new enterprises.
Second, they have deterred foreign investors (especially in “footloose”
labor-intensive industries like textiles, clothing and electronics) who
have found more hospitable fiscal eunvironments in East Asia. Third, entre-
preneurial efforts. have been diverted from formal productive activities,
where financial transactions are more readily audited, to real estate
speculation, trading and “underground™ activitie- where earnings can be
rore easily hidden from the tax authorities. PFourth, high Lsx ratas have
increased the pressures for corruption of lowly-paid tax officials. Wide-
spread corruption has undermined the integriry of public administration and
. weakened. cespect’ for the law.*1 2/

In gome countries, the net result has been a contraction c¢f the
tax base and lower tax revenuas. Governmment atctempts to stem the ra . in
revemues by raising tax rates still further have only acceleratad the
decline. Ghana, for example, introduced a series of tax measures such as a
special sales tax on imports, excise taxes and advance tax payments for
gelected manufacturing sectors and a substantially higher registratiou fee
for retailers. Moreovar, Ghana postponed or kept to a minimum crucial
adjustments in the tax system such as the level of personal exemptions,
depreciation allowances for corporations and personal income tax brackets.
These adjustments were needed to take account of rapid inflation and
devaluation of the exchange rate. Consequently the tax burden on those
individuals and private entrrprises which abided by the tax laws increased
sharply, while the actual t - revenues dropped from 13.8 percent of GDP in
1975 to 6.5 percent in 1984.42 *</

Similarly, in Sudan the maximum tax rate on personal income was
ralsed from 60 to 70 percent and new development and defense taxes were
imposed, hut the tax revenue/GDP ratic declined from 15.2 percent in 1976
to 12.5 percent in 1984. As GDP in constant prices also fell during this
period, the real decline in government revenues was even greater. 1In
Zaire, "bracket creep” has resulted in the top marginal income tax of 60
percent being applied on incomes as low as $1,200 per annum. An IMT study
of the tax returns of a sample of 20 enterprises found that the average
employee paid 39 percent of his gross earnings as income tax. Enterprises

41/ See, for example, David J. Gould, Bureaucratic Corruption and

Underdevelopment in the Third Wbrld' The Case of Zaire (Pargamon

Press, New York, 1980).

ﬁg/ See IMF/Worl< bank, Memorandum on the Tax System of Ghana, Septemher
1985 and Vito Tanzi, Taxation in Sub—Saharan Africa = Statistical
Analysis (IMF, Washington, March 198l).
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are subject to a turnover tax which increased from 13.5 percanc to 18.0
percent of sales, and a development tax amounting to 7 persent of sales.
Yet total govarmment revenue in Zaira fell from 29.7 percent of GDP in 1974
to about 15 percont in 1984.f2/

A reappraisal of rax policy is underway in several African
countries. 1In Ghana, a recasnt IMP/World Bank fiscal mlssion has recom~
mended that the corporata tax rate should be lowered to 45 percent, YFor
Personal incormas, the mission proposed a three~fold increase in the tax
exemption level, and a raduction of the top marginal rate to 40 percenc.
The mlasion further recommanded an adjustment in depraciation allowances o
perwit corporations ro maintain their Zncoms generating assets in the face
of exchar a rate adjustments and ochar prics escalations.

In Zaire, several Studies ara bafng undertaken €0 assess the
incidence of current taxation practices on thae competitiveness and {nvesc-
@ent behavior of induserial énterprises. These studies are financed under
thel Wérld'Bank's SOFIDE III Credit. The adoption of a tax refora progranm
satisfactory to the Bank would form part of the conditionalicy for the
release of the second tranche of the proposed Indugtrial Seczor Adjustmentc
Credit for Zaire.iﬁ/

Mauriziug {s an example of a country which has Succassfully used
fiscal incenzives rp diversify ics aconomy and craace amploymene. Iz3
Ixport Proc=ssing Zana Acg (TPZA) of 1970 granted: (1) esax holidays on
corporata profits Sor cen years (axtended up %0 20 vears on 3 decliniag
Y2318 asince 13810); (2) cax 20lidays on dividends for any five=vear period
during the firs: 10 7ears; (3) Irea repacriacion of capital and dividands;
and (4) duty frae @NLTy of capizal goods and inputs. These incsncives Jere
available only o firwes axporting all of their output.

Purther meagsuras introduced ta 1984 included a reducsion in the
corporate tax rata on non~2pZ firms from 65 to 35 percant and a system of
corporate tax benefits o n0L=ZPZ expor.ers in which the rata i3 reduced by
2 percentaga paints for aach 10 Percent of outpuc axportad. The 1985/136
Sudget limizad zhe ¢orlorata zax rate of IPZ firmg ro 15 percanc over che
vhole 1ifa of the f4rm and exampted dividends from income tax for 3 period
of 10 years.

Againge :his Sackground, ke 3hars 3F 2anuracturing i3 GOP roge
Irom 3.0 percant in 1970 €0 15.9 percanr i{n 1983 and L{%s shara of «pcal
2mployment venz up Fmom 4.4 percant £o 19.0 parcent over the sama period,
Manufacturing, which contridbuted only 2.2 parcant of Mauritian exports in
1970, accounted for 38.6 percent in 1983. The period 1983-85 has withessed
a further {adust={al boom. Manufactursd €Xports Tovsa by 35S parcant co

43/ Sae IMF, Government Financa Staciscics Yearbook, 1984 and Iﬁ?,

Alde=Mamoira of 3 Technical Assistance Mission to Zalra, February
1984,

44/ See Rorlg 3ank, Prasidenc’s levors: sn Iaduserial Saczor Ad4uscoene
CTadi= for Zaize, Fehruary 1986,
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reach USS156 million and in 1985 are expected to surpass sugar as
Mauritius' main exports. The number of exporting enterprises increased by
118 to reach a total of 237 firms in mid 1985. Fixed investment in plant
and machinery increased by 50 perceut in 1983 and by nearly 130 percent in
1984, reaching about $12.2 million. Export firms created 22,300 addicional

jobs in 1983-1984.%3/

Botswana, which has one of the fastest growing economies in Sub-
Saharan Africa, has a corporate tax on capital gains and income of 35
parcent. The Financial Assistance Program introduced in 1982 offers
liberal grants and tax holidays for productive ventures by local and
foreign investors producing goods for export or import substitu:ion.ii/

In Malawi, the Government i3 carrying out a study of its tax
system. The study will investigate ways to improve the responsiveness of
the tax system and its efficiency, L.e., to remove or raduce disincentives
for savings and distortions in resource alloca:ion.flj In Niger, the
GOVﬁrnganc‘has racognized that the fiscal regime discriminated againsc
péfva:& enterprises by exempting parastatals from the turnover tax. In its
new Standby Program with the IMF, it 13 committed to introducing a value-
added tax. The emphasis under its Structural Adjustment Program with the
World Bank will be on improving the efficiency of the tax system. A reform
of the Investment Code will be included in a broader study of fiscal incen-
tives and taxes and duties on extermal crade.ﬁf/ Such studies are called
for in other African countries as a basis for much needed reforms of their
tax and investment codes, including reducing the reliance on import duties
‘as the major source of revenue and lowering high marginal tax rates to
strengthen incentives and opportunities to save and invest and to decrease
pressures for tax evasion and corruption.

6. ggplic Investment Programs Monopolizing the Use of Foreigm Loans

Privats domastic saving are low in many African countries, for
raasons already indicated. Public savings have also declined because
government current expendituras has risen faster than government revenue and
many stata-cwned anterprises have incurred losses. Thus African countries
have had to rely incraasingly on foreign savings, that is financial flows

ofrom abroad, to finance their gross domestic investment. This is true
particularly of IDA eligible countries (low—income countries) in Africa.
In 1970=-74 gross investment in these countries averaged 17.9 percent of
their GDP., 84 percent of this investment was financed by domestic saviags
(public and private). By 1984, h“owever, their investment/GDP ratioc had

52/ See World Bank, Draft President's Report on an Industzlal Sector Loan
to Mauritius, November 1985.

ﬁg/ Sae U.S. Department of Commerce, Investment Climate in Foreigm
Countries, Volume III, Africa, August 1985,

47/ See World Bank, Malawi: Economic Recovery: Rasource and Policy
Needs, October 198S5.

. 48/ Saee World Bank, President's Report on Propased Credit for a Structural
Adjustment Program in Niger, January 1986.
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dropped to 14.3 parcent and foreign savings accounted for S5 percent of
total investmentc.'®’/

Private enterprises have had very limirad access to nedium- and
long-term loans from abroad, either directly or indiractly through domestic
financial intermediaries. This is shown by an analysis of foreign debc
data classified by type of debtor.99/ At the end of 1984, ocutstanding and
disbursed medium— and long~term debt to Sub=Saharan African countries
amounted to $56.5 billion. Only 0.6 percant of this total reprasented
diract loans to private encerprises, whereas public eaterprises racaived
13.9 percent and mixed public/privata entarprises 1.6 percent. These
figures cover MLT lending in all forms=—suppliers credits, bank loans,
bonds and loans and credits from multilateral and bilateral aid organiza-
tions, -

Loans to development banks accounted for a further 0.8 percent of
outstanding foreign debe. This is a very low figure considering that these
.DFL's were intended to be the principal sourcs of investment funds for
enterprises in the private sector. And the amount avallable for private
enterprises was even less, because SOE's were also beneficiaries of DFI
subloans in most African countries.

Governments srovided most of the {ni=ial equicy capital for
development banks during zhe '960s and 2arly 1970s. 3uc 3ubsequencly thars
nas been little injection of lcanaole Zunds ITom public treasurias. Nor
have DF1l's been very affaccive in m0bllizing domestic privaca savings. So
they have been larzely dependent an funds S=om abroad. The respousa rrom
foreign lenders, Yoth offfcial and privaca, has clearly fallen far short of
the African privace seczor’s aeeds. '

. The responsibility for this aeglact of che privata sector may lie
more with governments than with foreign lenders, however. Governments
guarantee repayment of this debc. Governments therasfore have the final say
in how the funds are used. The dara demonstrace that African goveraments
hava prafarred to use foreign MLT loans far thelir cwn pudlic investmenr
programs and tCo cover their axtermal and osudzatary deficizs on currcsnc
dccount. Loans to central govaramencs and central banks for thesa purposes
accounted for thres quartars of total foreizn deabe. Equally avidancly,
ioreign landers have 1cjulescead v1il these sriorictiss ind serhapy avaen
ncouraged them. Some offleizi zour=es of concassional loans zay have
snarad che prefarsnce of sovaramants Zor public invescoent, Yecause (-
allowed forsign donors aors direcs iavolvement in the selaction of projeczs
and in procurement., Soma lenders may not have wizhed to challangs a
goverument'’'s choice of a public sector exacutant for a given project, on
the grounds that overt support for the privata sactor might be regarded as
intarfering with a na:.on's political soversignty. Whatevar the reason,

49/ See World Bank, Pinancing Adiuscment with Growth in Sub=Saharin
Africa, 1986~30, Fsbruary 1988,

20/ Saée Jorld 3ank, Iconemic inalvsis ind _Pvoiacsion Beﬁartzan: Cemruter
9=inz-out3, April 1985.

g;s
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the net rvesult is that foreign loans have reinforced the heavy public
sector blas of African investments.

In the case of the World Bank, IBRD and. IDA loans and credits for
DFI s in Sub—Saharan Africa amcuntad to just $109.6 million in FY84 and
FY85 combined, out of tetal Bank commitments to the region of $3,964.9
million in those two years. World Bank lending for small enterprise devel-
opment in Africa reached only $41 million in cthis period.5 / However, it
should be poiated out that some agricultural and rural development projects
include agricultural credit components intended for private farmers and
smallholders. Bank and IDA cumulative agriculzural ¢r~dit operations
represented 3 percent of total IBRD/IDA lending to Africa by June 30,
1955, Also, some proportion of non-project lending "and sector loans has
reachad private firms to ease their foreign exchange constraints on raw
material inputs and spare parts. Sector and non-project lending accounted
for 10 percent of the cumulative total.

There are signs of a reappraisal of investment strategles on the
parc bf bbch foreign lenders and African governments in recent months.
Guinea aud Togo, for example, have requestad foreign aid organizations to
help finance their privatization programs by providing loans to private
enterprises willing to take—over, invest in or acquire the physical assets
of state—owned enterprises. A USAID policy paper states that "ALD resour-
ces should be channelled through the private sector rather than the public
sector, when host country conditions make this possible. In many cases, Lt
may be feagible to contract with a private sector fimm co provide what
might have been provided through a government ministry”. / The World -
Bank is expanding its sectoral and structural adjustment lending to provide
quick~digbursing funds which can be allocated to a larger aumber of private
enterprises through commercial banks. The issue of how to achieve a becter
balance in the distribution of aid resources between the public and private
sectors should be included on the agenda of meetings of consultative groups
and aid consortia. Priority consideration should be given to action in
three areas: (i) allocating a higher proportion of foreign aid funds to
local development finance institutions and commercial banks for onlending
to SMEs; (ii) encouraging private investors to take over inefficient
state~owned enterprises and to undertake new projects currently included in
public investment plans by guaranteeing long-term loans to match the
investors' own equity contributions; and (1ii) introducing Private Sector
Development Loans to meet the short- and medium=term foreign exchange
requirements of private enterprises, linked to policy reforms that promoce
competitive markets and efficient resource .tilization.

51/ See World Bank Annual Report 1985, Tables 4.2 and 4,.5.

52/ See U.S. Agency for International Development, A.l.D. Policy Paper:
Private Enterorise Development, Washingzon, D.C., 1985,
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KENYA PRIVATE ENTERPRISE DEVELOPMENT PROJECT

INTRODUCTION

Recently, the AID Mission-Nairobi submitted a Project Identi-
fication Document (PID) for a 1l0-year $63 million Private
Enterprise Development Project to be initiated in 1987. The
purpose of the project is to increase the productive capacity
"‘of the Kenyan private enterprise sector through changes in
the policy, financial and institutional framework surrounding
private enterprise activities. The proposed project will
focus on these three areas of change through three component:
finance, management/technical assistance-and investment pro-
motion.

Each of these components will involve several separate Mission
activities working directly with the private sector rather
than through the government. The project will require $40
million in AID grant funds and $23 million equivalent from
Kenyan sources.

FINANCE COMPONENT

Description

The finance component of the project has three activities:
formation of a new venture capital firm, support to an exist-
ing venture capital firm, and establishment of an export
credit facility.

Venture Capital, New Firm. Through this activity- AID
will support the formation of a KShs. 24 million (about
$§l.3 million) venture capital fund, to be formed and
managed by an experienced independent venture capital

management company. Investors 1in the fund will con-
sist of up to seven Kenyan private financial institu-
tions and the management company. This "two tier"

structure, typical of venture capital companies in the
"nited States, insures that the management company has a
stake in the success of the investments. The fund will
take minority shareholding positions in Ffive to ten
new business projects, and will provide intensive manage-
ment, marketing and technizal inputs to its portfolio
companies, in preparation and earlv operational stages.
AID's participation will take the form of a Line of
term credit, in shiliings, that can be accessed by the
management company in tandem with equity investments by
the fund. AID will also provide partial funding for



the management company's first four years of operation
and co-financing of business plan preparation for up to
Six projects per year, of which one or two per year
would be expected to become a Ffund investment. Once
the project reaches maturity, the venture fund Wwill
sell its shares, freeing its capital for new investment.

Venture Capital, Existing Firm. The only currently oper-
ating  venture capital firm in Kenya, Industral Promotion
Services (Kenya) Ltd. [IPS(K)), has developed an ambitious
but reasonable expansion plan to carry it through 1991.
IPS(K) already operates in the way described for the new
venture firm: it makes minority investments in new pro-
jects, and provides intensive management assistance
through the project identification, preparation and oper-
ation phases. Leather Industries of Renya is one of its
recent investments. IPS(K)'s program for 1986-199L has
three parts: 1) matched lines of equity from IPS (K)
itself and the IFC, 2) increased technical assistance
staff for project development and monitoring, and 3) a
line of credit to provide long term loans to vortfolio
companies. AID will'provide about half of tha overall
technical assistance requirements and will be the sole
source of the term loans made by IPS(X).

Ixport Credit Facilitv. AID will 2stablish a medium-
term (L to 5 year) <Cradit facility for pre- and Qost-
exXport Zinance to be made availabie o small ané medium-
Sized exporters through commercial banks and aon-5ank
financial institutions !NBFIs). It will finance orocduc-
tion against firm export orders. A trust will manage
the facility and pre-qualify banks and NBFIS. Once
pre-qualified, these institutions will be eligible to
access the facility. A reasonable spread and minimum of
red-tape will be crucial to use of this facility by
banks and NBFIs. All sub-borrowers will raceive loans
at commercial races. Technical assistance wiil 3aiso one
drovided to financial institutions =o support developmnt
of expertise in export finance.

AANAGZRIAL AND INTREPREMNEURTAL ASSTSTANCT AMD TRATUING

The two venture capital companies are aporopriata2ly con-
sidered under this component as well as under finance.
One of the strongest reasons for adopting venture capi-
tal models in Kenya is that the minority shareholder's
position is particularly effective for delivering manage-
ment assistance and developing entrepreneurs. Other
component activites are:

Q-



International Executive Service Corp. I[ESC provides
short-term (about three months in most cases) manage-
ment and technical consultancies to exilsting Kenyan
businesses, using retired U.S. executives who work

on a volunteer basis. Normally, cthese executives

have skills not available within Kenya. This project
will enable IESC to expand its program from ten con-
sultancies per year to twenty per vyear, for ten years,
and it will allow it to reduce the fee Lt charges
clients to a more reasonable level for small Kenyan
firms. AID will reimburse IESC for a portion -of the
per-project cost of each completed consultancy.

Kenya Management Assistance Program (K-MAP). K-Map

1s a new institutton intended to show that the larger
Kenyan business community can be a_ source of managerial
expertise for small Kenyan firms. It proposes to mo-
bilize volunteer Kenyan executives from larger business-
es to provide management advice to small firms. It will
adapt the U.S. Service Corps of Retired Executives

(SCORE) concept to the Kenyan context, with the change
that most volunteers will be active managers rather than
retired. AID will provide a core funding grant that
will cover a decreasing portion of expenses during K-Map's
first four years of operation, and will reimburse K-Map
throughout the project period on a per-consultancy basis,
in order to provide icentives for an active progranm.

Kenya Small Scale Business Association (KSSBA). This
assoctation wLll be a source of short-term training,
seminars and information for small modern sector business-
men on topics ranging from basic management skills to
government policies affecting small ktusinesses, An AID
grant to KSSBA will enable it to 1) establish a secretar-
iat, 2) publish a journal, and 3) hold educational semi-
nars and workshops on practical topics (e.g. entrepre-
neurial attitudes, how the import licensing process works,
and how to locate overseas markets).

INVESTMENT PROMOTION POLICY

Investment Promotion Centre. This activity will support
the ongoing efforts of 1IPC, the lead GOK promotional
agency, to bring about improvements in GOK policy toward
private enterprise. It will also assist the development
of IPC capacity to promote Kenya as an investment site

and provide services to prospective investors. In
policy, AID will fund analytical and feasibility studies
for potential COK reforms. Specific studies will be

identified at the PP stage, from among topics such as:
securities market reform, export processing zones, simpli-
fication of the investment approvals process, reform of



foreign investment protections, privatization work-

ups for specific parastatals and export credit in-
surance. Investment promotion activities will include
preparation of an investor guidebook and other promo-
tional materials, investment missions of potential
foreign investors to Kenya, and promotional campaigns
abroad. 1Investor services will consist OoOf develop-
ment of informat > on promising industrial sectors
and an investor resource center, co-financing of
feasibility studies and assistance to individual in-
vestors in negotiating investment approval. AID's

grant will support in-service training for IPC staff
and short-term advisors to help carry out these acti-
vities, : -

Kenya Asscciation of Manufacturers (KAM). The pur-
poses of assistance to KAM wLll be to enable it to
play a greater role in the assessment and ‘articulation
of government policy reforms, and to improve the ser-
vices it provides its members, especially smaller ones.
An AID grant will fund studies on policy change. Thase
studies will focus on the private sector contribution
to policy change. For example, private ownership of
@Xport processing zones, joint private action to over-
come export handling constraints, or the private rcle
in stock market reform are all Dossible :topics. The
grant will also Zinance one or aore =2chnical advisors
in industrial specialties who can provide assistance
Co members, oparticularly regarding technicai issues in
GOK policies. It will alse co-finance the participa-
tion of small businesSes in XAM services similar “o
“the seminar on food packaging oresented 2y Projec:
SUSTAIN.

In April 1986, during PID preparation, the Kenya Mission
had a cable sent to AID/W. The cable set forth projec

design issues and proposed that the Director of the Regional
Management Finance C2nter and the 2rosect Develcoment JfSi-

meat with reprasentatives from AFR, FM, GC and PRE to

discuss these issues., The text of that cable follow:

-« ISAID/¥anva i3 now desizning zh2 1287 2r-lyara
Zncerprise Development Proiject., The go0aL of =he
droject is =0 gzenerat2 3rowth wikiin srivats 2nnzar-
pPrises in Kenya. In order for Kenya's economy to

achieve self-sustaining long run growth, its resource
use must be realized through changes in the policy,
financial and institutional framework surrounding
private snterprise. the project will Ffocus on *khese
three ar2as of change through t:hree components:
financtal sector innovations, management assistance,

and investment promotion/policy. .Each of these
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components will involve several separate activities,
Wherever possible, the project activities will em-
phasize types of (industries that make most efficient
use of Kenya's resources. These are: exports, na-
tural resource based production and labor intensive
businesses. At present, we anticipate working directly
with the private sector, rather than through the Govern-
ment to finance many of these -activities. The purpose
of this cable is to seek guidance on two concerns:
first, making local currency loans to end users, and
second, obligating mechanisms.

2. The first issue is lending in local currency. In
designing this project USAID/Kenya confronts an impor-
tant issue that may arise wherever AID .contemplates
credit assistance to private enterprise. The target
group, local private businesses, require credit that is
lent and repaid in local currency (Xenyan shillings).
This affects all proposed activities within the finan-
cial innovations component: lines ¢f credit to two
venture capital firms, an export credit facility,

direct investment in individual project and a loan guar-
antee fund for small business. The situation is es-
pecially difficult in Kenya because although the
Government of Kenya has approved AID's assistance to
the private sector in principle, it is unwilling to
take on foreign exchange risk for private .firms, and
it prefers that AID work directly with private firms,
not using the Governrent as a conduit for funds. The
issue is how best to reach the ‘target group with
appropriate forms of «credit, financed by AID, given
the situation that exists in Kenya.

3. Throughout most of the 1970s, development finance
for businessec in Kenya was provided by donor-funded
development banks, wusually in hard currencies. This
was the major form of long-term debt, and it was used
to finance businesses producing for the domestic market
as well as export firms. During the 1980s, the Kenva
shilling was devalued, partly due to demand Ly the
IMF and others that Kenya adopt a mors realistic ex-
change rate 25 part of a structural adjustment. Be-
tween 1980 and 1986 the dollar rose 220 percent

against the Kenya shilling. Turopean currencies rose
slightly less. More rapid inflation within Kenya

has only mitigated this effect slightly for domestic
market firms. As a result most of the «clients of
development banks have had severe difficulties in re-
paying their dollar denominated debt, and some, with
operations that are profitable within the Kenyan con-
text, are facing bankruptcy. Given this recent

el
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exper ience, Kenyan businesses are rightfully reluctant
to borrow in foreign currency. Yet no source of
development finance in local currency has been
created. The development banks have none and the
commercial lenders do not provide term credit for
capital investment., Mission i{:- well aware that the
broader issue is one of GOK willingness to expand
real private sector credit generally, and in this
context, for commercial banks to be in areas of
agrobusiness, investment proposal based term lend-
ing.  The broad issue of private sector credit is
proposd for discussion at the upcoming CG, and is
to become part of continuing macropolicy dialogue.

4. The purpose of the financial segment of the
Frivate Enterprise Development Project is to relieve
constraints in strategic¢ areas of the financial sys-
tem. Many or most of the firms served through project
financed lines of credit will sell their products in
Kenya. Thus, in the normal course of their operations,
the end users will not confront foreign exchange risk.
If AID assistance contains such funds, the demand for
credit will be very low. Firms will judge Eornlgn
exchange risk on debt service to be too high a orice
to pay for term financing. It would not be appro-
priate for 2ID to endanger the financial soundness

of the businesses it is atta2mpting to assist Hv
dringing in =nis oftherwise thfaneoua cizk. In snor-,

the proposed projecc activities are feasible oanly
Ltf credit can be made available to end users on
terms close to those of the Kenya commercial context.

5. Position of Government of XKanya. One possidblsz
arrangement is for the host country government to
absorb the foreign exchange risk before passing the
funds to private financial institutions or bBusinesses
on commercial terms. The difference between AID's
soft loan terms that the government must meet and the
terms on wnich 1. i3 z2paid Dy =he 2drivate zorzowers
are sufficent to cover the Ioreiagn =2xchange risk under
most circumstances. This is the approach used in
USAID/Xenva's Rural 2rivat2 ITnternrice Protect., HFow-

. - - - I» - -
2Uver, 3.nce i igo=2aenz2nt vas JLQWE’J, ne Tovern-

-be e =

ment OC X2nva 7as 7ade 3 20LLiCvY d2¢i3i0n znas Lt Nl
no longear aosnrb IZoreign 2xchance risk Sor non-gcvern-
mental entities., It took this decision as part of its

overall strategy for reducing its foreign debt ser-
vice obligations. Kenya's need to adopt such a strat~-
by reached near emergency proportions dur,ing the first
half of the 193830s. AID supports GOK's overall dabt
recduct ion strategy, and accordingly, most of i%s assis-
tance to Xenya in the near future will take the form

of grants. )



6. A second reason for the Government of Kenya's position
is its preference that AID assistance to private firms be
given directly, using agreements to which the government
is not a part. This practice is already embodied in the
PRE Leather Industries of Kenya project and in the PVO
co-financing project. The reluctance of the government to
be a conduit for funds stems from twc motives, both sound.
First, such a role places additional strain on the already
overburdened government bureaucracy. The government does
not want to be placed in the politically awkward position of
appearing to have control over the allocation of funds to
specific private businesses. 1In other FORA, AID has en
couraged the government to reduce its role in areas where
the private sector can do the job. Thus, government and
AID policies mandate that AID assistance be provided
directly to the private sector.

7. Given the position of the government, and given the
need of end users for local currency, AID must seek a

fully private mechanism for making credit available on
commercial terms in Kenya shillings. The original form of
asistance from AID could be a grant, a loan or a mixture

of both, as long as the final product is shilling loans at
commercial rates. USAID/Kenya requests assistance from '
AID/W to find a solution to this problem.

8. Second issue: Obligating mechanism. As currently
envisioned, the project would involve separate obligating
agreements for a number of activities. Some of these
would be with private entities and some with the government.
The reasons for this have been outlined above; both AID
and GOK prefer that AID go directly to the private sector
without passing funds through or signing agreements with
government. This avoids political and administrative
problems for both AID and the government. Once w2 mova
outside the framework of the government it becomes advan-
tageous to obligate most of the activities separately. No
private (or public) institutions in Kenya have axperience
providing umbrella administrative support for activities
performed by other private orjanizations. This is particu-
larly true for the management assistance component, where
assistance is contemplated to up to four organizations,
some relatively new. At this early stage in the history
of AID's work with the Kenyan private sector, the focus is
c¢cn developing nascent institutional capacity. It woulid be
premature for AID to push any of these organizations to
assumptions of responsibility for oversight of others.
Guidance is requested from AID/W on how best to implement
this approach. .



9. Mission proposes a one week TDY starting April 28,
1986 by Harcld Collamer, Director, Regional Financial
Management Center, and Raymond Rifenbuzg, Project Develop-
ment Officer, to meet with representatives from AFR, FM,
GC and PRE to discuss the above issues.

10. Request concurrence for proposed TDYS.

dede de e de ek

USAID/Kenya followed-up the issues cable by sending two project
design executives to Washington for design discussions and
subsequently submitted a PID for AID/W review. Although the
ECPR review held in July approved the PID and noted that the
PID was well written and reflected a creative effort by the
Mission to develop innovative ways of supporting the private
sector, it also cited several design issues that must be re-
solved before the project could be approved. On 24 July AID/W
cabled the following ECPR guidauce % USAID/Kenya.

Subject: ECPR Guidance: Private Einterprise Development
PID (615-0238)

L. The ECPR chairad by DAA SAIERS on July 2 agporoved the
Private Enterprise Deveiopment 2ID. AID, Y 411l 2e zhe
approval venue fcr the PP, The ECPR notad that the 21D
was well writtan and and reflected a crazcive afcre 5
Mission to develop innovative ways of surccorting =he
vate zector. The ECRP recagaized that thera ars sevar
important design issues waicn must be resolvad before
the project can be approved. ECPR gquidance is detailed
in the following paragraphs:

ne
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2. Equity Capital.

(A) Ligquidation: The success of this compcnent ijegends on
the ability of investors to sell out when droiects matura,
thereby realizing their capital gains. The ZCPR noted
khat despite ooocrtunities Ior arivace Jlacamenc or o

3ponsor sSuv-out, L.mitad tarizal marxe-~ iCcTovizy L Fanwvs
would make this difficuit. The Mission shcurd addrass
this problen in :wo ways. Tirst, the 20 aus: iascr be

methods of l.quidation to be used by the new venture
capital companv, and should be able to demonstrate a
strong likelihood that these channeis will be available.
Second,. the Mission should move capital market reform
higher on its policy dialogue agenda, and shouid te

able to show by the time of 2P approval that a linkage
has bewen developed between this project and such policv
dialogque.

vl
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(B) Lines of Credit: The ECPR raised two points concern-
ing lines of credit to the two equity capital firms.
First, the review asked if the commercial financial Sys-
tem could administer such lines of credit, and second,
whether the system could provide the necessary funds with-
out further injection of AID resources. The ECP encour-
aged structuring the lines of credit for eventual takeover
by the commercial financial system as that system will
have to provide tarm credit for venture firm clients in
the long run. During PP design the Mission must consider
these questions: A. 1Is a special source of credit for
venture firms necessary? B. Must it be provided cut-
side the normal banking system? c¢. What will be the
source of debt funding for the venture firms' projects
after the AID-funded lines of credit expiret? Another
concern is the allocation of credit risk: should the
venture firms take on additional credit risk beyond their
2quity position by extending loans to firms in which

they have an equity stake?

(C) Technical Assistance: While there is no legal pro-
blem with AID grant support to the two equity firms,
there is a policy concern which the Mission should note
during PP design: the grant assistance should not be
used to give the AID-assisted firms a long-term competi-
tive ‘advantage over potential new entrants. Full or
partial reimbursement of AID funds should be considered
as one way to deal with this.

J. Export Credit.

The ECPR noted that the medium term portion of the export
credit facility appears to overlap with finance provided
under the Rural Private Enterprise Project. The Mission
must demonstrate why an additional injection of medium-
term credit, and this amount, is needed. The Mission
must also quantify and justify the need for short-term
credit by describing current financing practice and
potential end users. An issue that must be addressed is
whether the short-term credit problem is due to lack

of funds or banking practice(s). TIf the latter reason,
the Mission should consider alternatives to direct provi-
sion of funds, such as risk sharing or guarantee arrange-
ments as now commonly used by PRE/W. The Mission should
continue with design of the trust fund, taking account

of legal issues including:

A. The trust must be valid under local law.

B. Conflict of interest between trustees and beneficiaries
must be avoided.

C. The trust must constitute a valid obligation of AID
funds, and principal and interest must be suitably
disposed of upon dissolution of the trust. -
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D. The trust must not simply be a means of avoiding
the intent of provisions in the Foreign Assistance Act
(FAA) , such as those requiring AID to make loans repay-
able in U.S. dollars. Resolution of this issue depends
both on the design of the trust and on the legislative
intent of the relevant FAA sections.

The Mission should keep informed of the progress on
other agency attempts to establish trust mechanisms
to ensure that is design conforms to agency policy.

5. Macro Policy.

The PID states that no changes in GOR policy are required
before project activities can go forward successfully,
This should be thoroughly demons:rated in the pp. Each
project component should be shown to yield an acceptable
economic rate of return equal to or greater than the
opportunity cost of capital. 1Individual project compo-
nents should be examined for financial viability to
ensure adequate incentives for participants. The Ppp
should discuss how other Mission mechanisms, e.g., E=SF
and other projects, will support policy change "that

will enhance private sector competitiveness.

Ae avestment 2romo:-ion.

Reviewers noted that AID worldwide nas had poor rasults
from many of its efforts to Support investor services
provided by goverament igencies because those agaencies
often lack dynaemism and commitment. JSAID/Xenya main-
tains that IPC is an energetic and effective advocate
for the private sector, and therefore is an appropr iate
focal point and coordinator for such activity. The
review observed that IPC's activities are best limited
to policy-related concerns and that the project should
2nsure that various investor services and other acktivi-
ties readily availabla from private concerns ara Jro-
7ided by the private sector (preferably on a competitive
basis).

“«  Tunding Lavel.

The review discussed the resource constraints facing =the
Kenya Mission, and noted that they could have an impact

on the size, scope, and duration of this project. The
choice of how to meet budgetary requirements, among

and within projects, will be faced by the Mission once

Lt has received parameters from the 3ur=2au. As an alterna-
tive to dollar financing, the Mission should ser iously
consider the possibility of funding local currency por-
tions 6f this project with counterpart funds from E5F or,
Food for Peace generations. '
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8. Because this is an innovative project concept, there
is a need for a well thought out monitoring and evalua-
tion plan to elucidate the lessons to be learned by the
Mission and the Agency.

The PP should detail this plan.

9. PPC/WID recommends that the social analysis for the
PP include gender as one of the information characteris-
tics gathered regarding hoth owner and employee bene-
ficiaries, and that this data be used to encourage
female participation on the project. Shultz



RENYA CREDIT FACILITIES

BACKGROUND

Kenya has a scarcity of good agricultural land, only 0.6 hec-
tares per capita. Much of this land is owned by smallholders
who now e2arn more than 40 percent of their income from off-
farm activities. Four~-fifths of Kenya's population live in
rural areas, but a substantial number of households own no
land. The population growth rate is four percent annually.
The labor force is expected to increase from 7.3 million to
15.7 million by the end of the century. Consequently the AID
Mission-Nairobi believes that it is essential to increase
employment, income and production in rural .areas by expanding
off-farm employment opportunities through accelerated develop-
ment of private enterprise located in rural areas and other
businesses with strong backward and forward linkages to
agriculture.

Two AID projects have been initiated in Kenya to contribute to
the goal of increased rural production by providing rural en-
terprises of various sizes with a package of medium and short
term credit, business advisory services, and technical assis-
tance through commercial banking institutions with extensive
rural branch networks and PVOs:

0 The Kenya Commercial Bank Projeqt,’and
0 The Kenya Rural Private Enterprise Project.

These two projects are unique for AID Missions in sub-Sahara
Africa, although AID has initiated a number of similar projects
in Latin America and the Caribbean.

Currently, several Missions in Africa are planning or consider-
ing projects to develop credit facilities. It should be help-
ful, therefore, to examine the Kenya experiences in planning

and implementing these two credit facility projects to determine

what problems were confronted and what lessons have been learn-
ad. Consideration should also be given to the replicability
of these projects elsewhere in Africa, and to what extent the
two projects conform with the draft Financial Markets Develop-
ment Policy Paper now being reviewed in AID/W (excerpts from
that draft are enclosed in the readings) .

KENYA COMMERCIAL BANK PROJECT

In January 1983, the Private Enterprise Bureau (AID/PRE) ini-
tiated a three-year project with the Kenya Commercial Bank
(KCB) and its affiliate, the Kenya Cciummercial Finance Company
(KCFC) , whereby AID/PRE provided a $2.5 million loan which
was matched by $2.5 million in local currency from KCFC to
form a $5 million fund for on-lending to small and medium



sized private KRenyan agribusiness and light manufacturing
enterprises. 1In addition, PRE provided a $250,000 grant to the
bank to cover the costs of hiring and training bank staff to
evaluate smaller loans and to provide business advisory ser-
vices at regional and branch levels.

PRE's primary project goal was to strengthen KCB/KCFC institu-
tional capability to reach out to new, primarily rural,
agribusiness borrowers with medium to long term fixed rate .
credit accompanied by business advisory services to encour age
solid new long term rural enterprises to assure highest poten-
tial portfolio quality, '

The AID loan was provided direct to KCB at 8 3/4 percent per
annum. Both AID and KCFC funds are on-lent at prevailing
commercial rates (which were set by law at 19 percent, inclu-
sive of any fees. all sub-borrowers paid to the GOK an addi-
tional one percent fee on AID funds to cover foreign exchange
risk. All on-lending, however, was in local currency. KCFC
is current on its interest payments to AID.

By June 1986, 94 loans had been made. Of those, S6 ars to focd
processors (bakeries, slaughter houses, coffee, corn and
sunflower processing), 31 to agr ibusiness and related services
(hauling, saw milling, and Ploughing) and the rast (7) to

Light manufacturing constraction <able and adhesives). GLoan-
size ranged from $4,400 to the maximum allowable size, $500,900,
50 percent of which is from AID funds. =ightv ocercent of the
loans went %to new cusinesses, 40 percent to expansions of
2xisting businesses. Small Jusinesses (assets less than
$750,000) got 33 percent of Ffunds and comprised 99 percant of
loans with $4.4 million of funds disbursed and an average :
loan of s46,000. Approximately 2/3rds of the loans were to women-
owned businesses. The average cost per new job created is
approximately $3,700, with 50 percent from AID. Business
Advisory Services report a client load of &sl.

A mid-term evaluation of the project was completed in June 1334.
That evaluation conciuded that the "project is off to an ex-
cellent start with respect to desired development impacts and
faral ontre=ach.” I+ zliac teported that from a3 compliance ==
scint, XC2/XCPC nad drawn down “unds 4s scheduiad; was curran
on all paymentsz 4o ATID, provided timelv and complace repcr:s
<0 PRE on i gjuar‘tarly Jasis; and was using AID and XC3/KCFC
funds in accordance with project objectives, loan terms and
covenants. These compliance conditions have continued to be
met to date (September 19846) .

The 1984 evaluation also indicated that KCB/KCFC had not taken
the steps required by the loan agreement to staff its Business
Advisory Services (BAS) department as planned and to disseminate
BAS capability to its branches. However, these steps were sub-
sequently implemented through recruitment and training of exist-
ing bank officers.



The KCB project is about to end and a final evaluation is about
to commence. Since both AID and the GOK are expanding the

use of commercial lenders as vehicles for support to the same
target group of sub-borrowers, it is important in the final
evaluation to analyze the impact of the loans on sub-borrowers.
The mid-term evaluation did not cover thct subject but rather
addressed the loan making proces within KCB. Currently, there
is little information available about how these businesses work,
how they finance themselves, how lvoan funds were used and how .
successfully. An evaluation along these lines would provide
insight into this critical target group and into the impact

of commercially-based credit programs in Kenya.

KENYA RURAL PRIVATE ENTERPRISE PROJECT

Project Description

The Mission's $62 million RPE Project, approved in August 1983,
was designed to increase rural production, employment and
income in Kenya through three basic interventions. The
principal one was a $24 million AID loan through commercial
financial institutions to rural enterprises (to be matched

on a one-to-one basis by commercial bank funding). The Loan
program would be backstopped by management and technical assig-
tance to project borrcwers (banks) and sub-borrowers
(businesses), and management, technical and financial assis-
tance to informal sector enterprises through PVO's.

Of the $62 million total project costs, $48 million -- includ=-
ing the $24 million matching fund contributed by the participa-
ting commercial banks, was for on-lending. The $12 million AID
grant, supplemented by contributions of $2 million from the
commercial sector and PVO's, was divided among the implementing
agencies and PVO's to hire, train and provide technical advisory
services to borrowers and administer and monitor the project

and its effectiveness.

Project mechanics were similar to revolving loan funds establish-
ed in several Latin American countries which have had mixed
success,

0 AID would lend $24 million to the GOK on concessionay terms
(40 years with a ten year grace period, with interest at two
percent annually during the grace period and three percent
during the repayment period).

o The GOK would lend the funds to commercial banks a: an in-
terest rate to be negotiated, but between 10 and 13 percent
-— probably close to ten percent. Thus, the GOK would have a
spread of about 7 percent. The GOK loans to the
commercial banks would have a grace period of two years and
principal repayment in ten years.



© The commercial banks would lend funds to private businesses
(sub-borrowers) at prevailing commercial rates, but not to
exceed the maximum interest rate fixed by the GOK (currently
19 percent). Thus the banks would have a spread of about six
percent to cover costs and commercial risk, which the commer-
cial banks have agreed to assume. The banks would provide
funds from their own resources to match AID funds (at least
one-for-one) or arrange for such matching through syndication
of third party funds. It was estimated that not more than
50 percent of the AID funds would be used for fqreign exchange
costs. The total loan to a bhusiness would have a grace period
of two years and the Principal repayment in not more than
eight years nor less than three years. - Banks would also be
eéncouraged to provide working capital require-
ments of sub-borrowers, not to exceed 50 percent of bank match-
ing funds.

O Repayments from commercial banks to the GOK (less any fee
charged by the government for assuming the foreign exchange
risk) would be deposited to a Special Account at the Central
Bank. Funds from this account could be used by the GIK to
repay the AID loan at the rate of exchange in effect when the
overall agreement is signed. Residual funds would be used
for further medium term lending to rural privats 2nternrises,
Theoretically, if =ne loreign axchange rate ramains sonstanc
and commercial banks repay all loans to the GOK, residual
funds in the Special Account =ouid JIow o ovar S$7TN
miiiion by the end of the 40th vear 1f the CBK reiends all
repayments at a spread of 7 percen-.

-1 e

Procedures and Criteria for Reviewing and Approving Loans and
Sub-Loans ‘ ,

USAID would approve all GOK loans to commercial banks. When AID
approves the loan agreement, AID would establish a Letter of
Commitment in the entira amount a: a J.5. bank wi<h representa-
tion in Xenya. The dJorrowing bank wouid then draw down, dirsctly
from the U.S. bank, Local currency based on its estimate of

local currency disbursement requirements in the next 99 days for
ipproved subloans. ‘lormal fommercial %ank arcceduress would

then de used for disbursemenc 0 zhe sub-zorznawers. Tor Ior2iza
a2xchange disbursements, :he torrowing bank w~would obtain Jovarn-
aent approval and then request the U.3. bank to =stanlish a
Letter

of Credit in favor of the intended supplier. Payment would then
be made in accordance with normal Letter of Credit procedures.

To the maximum extent possible, the procedures and‘criteria for
reviewing and approving sub-loans wouid be those already in use
by the commercial Sanks, within the parameters get oy the Loan
agreement. However, in order to ensure achievement of project
objectives certain basic criteria would be established is
follows:

|
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Types of Enterprises:

fifty percent owned by Kenyan citizens or be an integral
part of the Kenyan economy;

no limit on size of firm;

must be located outside Nairobi or Mombassa, except for

agribusiness projects approved by AID;

excludes commodity trading, real estate development,
finance, insurance, or speculation; and

on-farm production activities would also be excluded un-
less part of a vertically integrated processing enterprise,

Loan Criteria:

The project would also have to meet one of the Eoliowing con-
ditions:

be labor intensive (investment of no more than $5,000 per
job created);

have potential to increase net foreign exchange; and/or
provide increased markets, inputs, or services for agri-

cultural or other rural production based on locally
available inputs.

Loan Size:

maximum AID contributon $750,000 (unless approved by AID);
and

no minimum, but banks would receive incentive payments for
loans under $75,000.

Loan Use:

must be for new investment (either business establishment
or expansion);

refinancing of existing debt excluded; and
must be used to acquire fixed assets te.g. land, building,

machinery) and related services (e.g. equipment installa-
tion).

~.
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Management and Technical Assistance

Since rural private enterprise in Kenya face management and tech-

nical as well as financial constraints, the project provides
management and technical assistance through participating
banks. Banks assistance would be modeled on the dusiness
advisory service of the KCB which conducts feasibility studies
of proposed loans on a cost-sharing basis with potential
clients. These feasibility studies include cash~flow analysis

which provides credit managers with an alternative to Collateral
asS a means to assess a client's credit worthiness. The KCB would

continue the business advisory 'services established by the

AID/PRE KCB Project., The other commercial banks would establish

an internal capability to provide such services, in part with
the help of an AID grant,

In addition, through a contract, Deloitte, Haskins and Sells
(DHS) would supplement the banks' efforts by providing assig-
tance in analyzing the overall feasibility of proposed invest-
ments, on going management assistance to borrowers, and
management and technical training to upgrade entrepreneurial
and other skills.

Project Tarcets

3ased on a study completed prior.to projact Zesign, the major-
ity of investments would be for agribusiness witn emphasis on
Srocessing ‘fruits and vegetablas, siszal, fish, adibie 2iis,
hides wood and Livestock processing) and small manufacturing
(hand tools, footware, Soap and other consumer goods) ,

The project is expected to create a minimum of 6,000 jobs di-
rectly and 12,000 jobs indirectly, not including employment
generated through PvO programs.

USAID would monitor closely the lending profiles of the banks,
parzicularly during she fi-st vear of the srojack, anv
Substantial deviation from desired lending pattarns wouid he
corrected through modified lending criteria or incentives for
further credit allotments. :

Currently, the parascatal XCB and two private Hanks t3arclavs
and Standard) have agdr2ed to participake in =he 2roiack

Project Status

Contracts were signed in May 1984 with world Education, Inc.
(WEI) to manage the informal sector program and DHS to manaqe
the bank program. WwET has developed a staff, =2stablished a
review committee and made nine subgrants totaling SL.4 miilion
to non-governmental organizations assisting informal sec*or
enterprises. USAID/ Kenva is satisfied with progress to darce
on this portion of the project,
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DHS has assisted AID in discussions with commercial banks, pre-
pared an operational manual for participating banks, conducted
promotional visits to potential subborrowers (one of which
resulted in a totally bank-financed loan for an oil seed
processor), monitoring and system support to WEI, and complet-~
ed several projectrelated studies. However, the bulk of the

DHS effort is tied to implementation of the loan program which
has been held up for nearly two and one-half years due to an
impasse with the Ministry of Finance over the handling of repay-
.ments by commercial banks to the GOK.

According to the project agreement, loan repayments to the GOK
from commercial banks were to be deposited in a Special
Account with the Central Bank of Kenya (CBK) to provide a
refinancing mechanism for additional rural enterprise loans,
to repay the AID loan, and cover GOK foreign exchange risks
and administrative costs. As the program was similar to one
operated by the CBK under the 1982 PRE program grant, no major
stumbling blocks were anticipated. The first year of

project implementation therefore concentrated in selecting the
project contractor, the cooperating agency for the informal
sector program, and participating banks. Negotiations at the
staff level on the precise terms, conditions and procedures
for the operation of the refinancing mechanism were carried
out during January - June 1985. This longer than anticipated
process resulted in the issuance of a Project Implementation
Letter (PIL) in July 1985 proposing the operational details

of the refinancing mechanism. When this PIL was not counter-
signed, policy-level discussions by USAID Kenya with the GOK
began in August 1985.

Even though the Project Agreement, duly ratified by the Attorney
General, included provisions for this refinancing mechanism,

the Treasury officials responsible for implementing the

project felt there were legal, administrative and policy pro-
blems with the refinancing arrangements. As Kenya had never

had such a refinancing mechanism for medium-term credit, and
since the program would promote private sector growth through
other than the traditional parastatal development finance
institutions, it was controversial,

As negotiations proceeded, it became Clear that Treasury was
either unable or unwilling to undertake the project. Conse-
quently, the AID Mission took the matter to the Minister of
Finance (who committed himself to move the project forward)
and the Chief Secretary in the Office of the President,

During the period of negotiations and discussions, USAID was
on the verge of suspending the loan portion of the project or
eliminating the revolving fund, but it was decided to continue
policy dialogues. Finally, the GOK decided to find ways to
implement the project as a model for establishment of a much

\0



larger refinancing facility augmented with social security
and insurance funds, as well as other donor resources.

Two specific factors contributed to the government's interest
in the project:

First, the need to find financing for grain millers to
build-warehousing ‘as part of their increased role in
private sector grain marketing. .As agribusiness invest-
ments, financing construction of such warehousing would
£it neatly into RPE and at the same time make a crucial
contribution to liberalized grain marketing.

Second, concurrently, USAID was working closely with

the Investment Promotion Cénter (IPC) to develop new
strategies and techniques for promoting private enter-
prise (both domestic and foreign) investment in Kenvya.
Not surprisingly the IPC became a strong advocate with
the Government for the Rural Private Enterprise Project
in general, and the refinancing mechanism in particular.

Thus, AID's insistance that the rafinancing mechanism be
established before anv disbursement of loan €unds, combinad
with its continuing dialogue with and s3upport =0 :he T,

the Ministries of Finance and Planning, the Cencral 3ank

and the Office of the Prasident, have been critical factcrs
in developing the growing consensus wi:hin the 30K concerning
a central re-financing mechanism.

i



DISCUSSION QUESTIONS

What are the majér factors and considerations involved
in establishing and implementing the RPE project?

The controversy over the refinancing mechanism of the
Special Account at Kenya Central Bank has delayed imple-
mentation of the commercial financial institution loan
program for almost two years. 1Is that roadblock one
that is likely to occur in other African countries?

Are there practical and legal alternatives to using Govern-
ment institutions as the implementing agency for the revol-
ving fund, for example, going directly through a private
bank?

Do you believe that the-KCB and RPE Projects are repli-
cable elsewhere in Africa? For example in the CFaA
countries? What changes in project design would you
suggest? Are similar projects necessary elsewhere (e.g.
is lack of medium-term credit a serious constraint? TIs
development of off-farm, rural private enterprise a

high pricrity item?). Do the Projects' basic concepts
and strategy conform to the proposed Financial Markets
Development Policy Paper?

LR
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CONSIDERATIONS IN THE ESTABLISHMENT

OF A STOCK EXCHANGE

Active equity markets are rare in Africa. Very few stock ex-
changes, merchant banks, venture capital funds or other finan-
cial institutions are active in organizing private sector stock
flotations and maintaining secondary market securities trading
facilities. Government development bankg =-- many 1in serious
trouble -- have favored public sector investments and deal
primarily in débt -- as opposed to -- equity financing.

Government financial and tax policies which have resulted in
low and often negative interest rates on loans have favored
debt over equity financing. Debt "pardoning" in some countries
has also worked to make loans an attractive approach to finan-
cing. Heavy double taxation on profits/dividends has also
made equity investments unattractive.

KENYA

There are small stock markets 1in Abidjan, 1Ivory Coast and
Nairobi, Kenya. The WNairobi exchange formed in 1954 by six
Nairobi-based stock brokering firms has no physical trading
floor. Brokers announce offering and buy prices daily acting
as agents for their clients. The market serves 55 large, well
established companies -- and has added only one new companvy
in the last ten years. The Abidjan market is very small and
relatively inactive.

The public sector -- government and development banks -- has
been a major source of equity financing. This source has
largely dried up due to major liquidity problems. Foreign equity
investments have also dwindled in recent years. Kenya esti-
mates, for example, that formal sources of equity will provide
no more than 5% of Kenya's gross fixed investment in 1988. The
balance will come from retained earnings, insider investments,
and informal business sources -- business contacts, family and
religious groups. High debt-to-equity ratios prevail in Kenyan
businesses, estimated to be 8/10 to 1 in 1984.

The GOK has recently pledged to reform capital and money mar-
kets and encourage a more active stock exchange and 1increase
opportunities for raising equity capital via formal financial
channels,

SENEGAL
A preliminary review was recently made of the possibilities for

creating a stock exchange in Dpakar, Senegal. A brief summary
of the conclusions reached by the consultant follows.

£)



There are a number of pre-conditions necessary for the creation
of a stock exchange:

l. Confidence and Accountability

Potential investors must have confidence in the in-

. dividual enterprise based on full and accurate dis-
Closure of the company's financial condition under
explicit accounting disclosure laws, standards and
practices, as verified by recognized independent
auditors.

2. Volume of Shares Available for Trading

There must be a sufficient volume of shares avail-
able for trading from a minimum number of relativaly
large individual companies organized under the law
as limited liability shareholding enterprisess per-
mitted to sell their shares in an open market.

J. Interested Buvers

81
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There must Se a sufficient number of notential muv
-= individuais and iasticucions -- 4no seliiave
investments in local companies offer an accept
profit-making aifsrnative to orher notencial inv
ments, and who have the r2adilv availabls {aves
ment resources.
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4. Trading Mechanisms i

Responsible trading intermediaries must eoxis:t ==
banks, brokers, broker/dealers -- able to orovide
initial flotation of new issues and willing o
make markets for securitwv %“raders.

Some regulatory/policing agencyv must be in place -- 2 Securi:ias
and Exchange Commission tvoe Yody =-= 3ble %o astablizh z2nd
i533uance ind %tradiag o cur -~

2nrforca the rules zoverniag nhe I 3=
ti2s, and monitor the ac=tivi=ies of Ffirms angaced (0 sacurizias
trading. This agency would bha obliged to set Zorth zccounting
and reporting poliicies and scandards of Llistced companties and
police adherence to these regulations.

The consultant concluded that in the current regulatory and
economic climate of Senegal, it was premature to attempt to
organize a stock market. Neither the pre-conditions necas-~
sary for successful launch of an exchange listed above aor
the general economic climate were such as to warrant Efurther

\.



study at this time. The alternative of a regional securities
market within the West African Monetary Union, however, might
bear further 1investigation -- possibly wutilizing the small
Abidjan Stock Exchange as a springboard.

The consultant st~ted that successful long term general economic

reforms were essential -- parastatal privatization in particular
-- before any major organized efforts to establish a formal
Senegalese stock market should be launched.
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A.I.D.

POLICY DETERMINATION

IMPLEMENTING A.I.D. PRIVATIZATION OBJECTIVES

1. Introduction. The Deputy Administrator, speaking for
the Administrator, announced the following Agency cbjective
for privatization at the International Conference on
rrsivatization (February 17 - 19, 1986). He said:

"... To take advantage of the momentum generated by
this conference, the Agency for International
Development is setting a goal for itself. We have
substantial staff and resources in about 40 countries.
We will ask each of those missions to engage inp
discussions with their countries about privatization.
Our goal will be for A.I.D. to be involved in an
average of at least two privatization activities in
each of these missions by the end of fiscal vear 1987,
Now I =say average because we recognize that not all
countries are going to be interested, bu%, clearly a
number of countries are very excited..."

The Agency's privatization objective is based upon the
pragnatic realization that the entrepreneur and the
private sector are the most approvriate mechanisms for
economic growth. A healthy independent private sector and
secure individuel econcmic freedoms also serve as a strong
base from which to ensure that democratic institutions are
brought into existence and remain free from centralized
political control. Privatization of functions,

activities, or organizations currently in the public
sector should contribute to the achievement of these goals.

Implementation of the privatization objective must begin
with the determination of which public activities are
appropriate for the private sector. The appropriateness
of public versus private sector should be determined on
the basis of which sector is more likely to produce a
higher level of economic efficiency, innovation, and
incentive, and, therefore, the greater economic benefit.
Experience has demonstrated that a private enterprise
(rather than a wholly or partially sta“e-owned enterprise

W
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or parastatal), operating in a tiuly open and competitive
environment, is usually the more likely to meet goals of
economic efficiency and grewth.

The purpose of this Policy Determination is to provide

(1) additional policy guidance on implementing A.I.D.
privatization cbjectives and (2) information on sources of
technical assistance for Missions undertaking privatization
activities. This PD and the revised Private Enterprise
Developmeént Policy Paper (March 1985), which discusses the
privatization technique of divestiture, should be used as
companion documents in developing privatization plans and
activities. '

2. Definition. For the purposes of Agency policy,
privatization is defined as ‘the transfer of a function,
activity, or organization from the public to the private
sector. (Related activities discussed in Section 4B of
this paper, but not falling within this definition, may be
justified with reference to the revised Private Enterprise
Development Policy Paper.) The rmaijor techniques feor
privatization, for the purcose of complying with this 2D,
are discussed in section 4A bhelow. The term
"privatization" is not svnonymous with private enterprise.
Privatization is an impcrtanc andé unique aspect of our
privace sector procram in “hat it prings togecher DoLicy
réform, institutional development, and utilizacion of the
private sector. OQur privat2 enterprise goals and Ddrogranm
are described in the Private Encterprise Development 2olicv
Paper,.

ry o1
‘U

D «

3. Policy Guidance.

A. Existing Acency nolicy. Previous Agency policy
guidance on privatization is contained in sections V.F.
("Parastatals and Government Authorized Monooolies") and
V.D. ("Assistance =0 :zhe LDC's Private Sector”) of the
revised Policy Paper cn Private Enterprise Develcpnent
(March 1985). The cuidance in sec%ion V.F. of that policy
Paper 1s _.imited IO the srovacization zecanigue ofF
divestiture. Zrisrflyv stated, that guidance stipulares :hac
"A.I.D. assistance o or throuch a parastatal should he
given in the context of exposing the parastatal to market
forces and scheduled divestiture of the government

interest ... A.I.D. projects designed to improve parastatal
performance must have identifiable benchmarks upon which
substantive progress towards divestiture can be measured.”
The latter sentence i{s the ultimzte condition upon which
assistance is to be granted. In other words, the selected

-
[
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benchmarks must represent substantive evolutionary progress
in moving the parastatal towards market-based operations
and divestiture in order to qualify for A.I.D. assistance.

Missions have, in the past, utilized technical or capital
assistance to make state-owned enterprises (SOEs) more
efficient, more responsive to market forces, or more
attractive for buy-outs. It should be recognized, howeaver,
that enormous amounts of donor funds committed to help
SOEs meet the goal of greater efficiency have been largely
unsuccessful. There i¢ no reason to believe that new
A.1.D. resources will be better spent for that first goal
unless the process is linked clearly to both making the SOE
more responsive to market forces and actual divestiture.
Therefore, the use of A.I.D. funds in a manner that only
improves the capability of the parastatal to respond to
market forces in the absence of true policy reforms (such
as improving an SOE’s accounting procedures as opposed to
revising the tax code for all enterprises in a particular
industry) does not comply with this policy.

The guidance in section V.D. deals with parastatal
financial instituticns and applies the privatization
technique of partial divestiture. The guidance states that
"A.I.D. funds provided to financial institutions should
avoid introducing government ministries or parastatals

into the on-lending approval process where such involvement
does not now exist. Furthermore, such prrojects should seek
to extract government ministries and parastatals from the
process if they are now so involved." Based upon this
guidance, the responsibilities of the parastatal financial
institution would be separated into its purely public
functions, which it would retain, and functions that can be
carried out by the private sector, which are divested to
the.private sector,

B. Coverage and scope of new policy. This PD and its
targets apply to the A,I.D. Missions listed below. Each

of these Missions is directed to engage in discussions with
its host country about privatization, with the objective of
having at least two privatization activities in each
Mission by the end of fiscal year 1987, and two new
privatization activities every year thereafter. Although
adherence to the guidance is not mandatory for non-Mission
field operations (A.I.D. representatives, A.I.D. affairs
offices, sections of embassies,: and regional offices), it
is hoped that those overseas operations will attempt to
implement this guidance.
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Missicns Subject to Guidance

pted from complving

AFRICA ANE Lac
Botswana®* Y Bangladesh Bolivia
Burkina Paso Egypt Costa Rica
Cameroon India Dominican Republic
Ghana Indonesia Ecuador
Kenya Jordan El Salvador
Lesotho: Morocco Guatemala
Liberia Nepal Haiti
Malawi Pakistan . Honduras
Mali . The Philippines Jamaica
‘Mauritania Sri Lanka Panama
Niger Thailand Peru
Senegal Tunisia RDO/C
Somalia Yemen

Sudan

Swaziland*

Zaire

Zambia

Zimbabwe

ith the PD

W
The application of the cuidance =o these

Missions in FY 38 Wwill ose ceviewed 2t a .acer data,

C. Shorc-tera andéd Long-karnm T2pOrting ra2guicemenkts., Tt is
expected that privatizZatlon wlll oecome an lntegrai nars
of each Mission's prcogramming. Therefore, “oth shorc=-term

and long-term reporting requirements are described below.

(1) Overview. Missions may submit an overview af their
plans for meeting the Agency's privatization objective
in the 1987/1988 budget submissions due in June 1986.
The overview should contain (a) vour current
privatization activi:zies; and (o] YCUr scrategy and
schedule to achieve the privatizazion objectives,

Annex L of the ABS has heen reserved for the overview.
{Submission of zn osverview is opcional. |

(2) Shor=z-term. Missions are requestced to supmis
detailec privatization pians in an azmended annex L oy
July L. These plans should identify (a) short- and
long-term targets of opportunity for privatization;
(b) the Mission's proposed strategv for addressing
privatization; and (c) a projected timeframe for
achieving the goals of the privatization plan.
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Missions may also wish to take this opportunity to
develop their medium- or long-range privatization
strategies. An essential first step towards framing a
privatization program and dstermining priority actions
would be to assess and lay out an overview of the

. relative role and influence of private and public
sector institutions ard crganizations in individual
countries, Some of the considerations listed in
section 9 of this gquidance would bz important elements
in these plans.

(3) Long—-term. Following submission of the initial
privatization plan in the 1988 ABSs, Missions are
required to integrate their privatization plans into
the regular reporting system for ABSs, CDSSs, and
Action Plans.

4. Techniques for privatization.

A. Primary technigues for privatization. The successful
privatization process, which depends upon the country
strategy for privatization and the reasons privatization
is being undertaken, involves selection and implementation
of an appropriate privatization technique. Privatization
can take a range of forms, some of which involve change of
ownership status and transfer of decision-making authority
from the public to the private sector (complete and partial
divestiture) while others entail only the transfer of
decision-making authority (contracting out and partial
privatization). The major techniques for privatization,
for the purpose of complying with this PD. may be
classified as:

(1) complete divestiture - in which an SOE is

(a) sold, operationally intact, to a private sector
entity (such as another firm, individual investors, the
firm's own managers or workers, or the general public
through a stock offering or auction); or

(b) operationally terminated and liquidated, with its
business operations halted and its assets sold off
piecemeal. ‘Complete divestiture is the preferred
Agency approach to privatization of SOEs.

Liquidation should be considered as a positive form of
privatization as it (a) .relieves the recurrent cost
burden of an unproductive asset -on the host country
budget; (b) ends the need for special subsidies or
incentives for noncompetitive SOEs; and (c) contributes
to a greater market allocation of resources.



A variety of factors in the host
country's privatization st
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(2) partial divestiture - in which (a) the host
government enters into a jeint venture with private
investors (with the government retaining only a ~
minority equity position that allows acttal control to
pass tc private hands and the enterprise to operate as
‘@ private entity); or (b) responsibilities of the SOE
are separated into purely public functions, which are
maintained by or ansorbed into the Government (such as
setting quality control standards for agricultural
products), and functions that can be carried out by the
private sector, which are turred over (or "spun off")
to the private sector (such as the sale of agricultural
inputs that currently may be under the control of a
ministry or government-owned or -controlled marketing
beard).

(3) contracting out of service delivery - in which the
responsibility tc provide certain public services (and,
in some cases, cwnership of the assets) is retained by
the host gcvernment, but :he implementation of certain
functicns {tvpically operation and maintenance of
facilities anc egquipment) is delivered by private
entities through such mechanisms as service
contracting, franchise agreenents, or lease, or
reliance :Ipon such instruments as a voucher system or
regulacory and tax incentives.

(d) par=:al orivacization - irn Wwoich tne Mission
eéncourages reduction of the public sectar rols throush
Privacizacion of (&) Jifferent accivities in the SC:=
such as management (by hiring a private company =&
conduct managemen: - €.S., in the U.S., many public
hospitals have contracted cut management to & private
company), production (bv contracting output and
services), and finances (by requiring users to pay thne
real {unsutbsidized) costs associaced with orovision zf

the product or service =hat thev receive): or

(b) entire subsidiaries of vertically integrated firms
(such 2s Zertilizer importation and :
distridution!., 2ar=::l or: :
as & snor:I-term or inseri and shouléd be
utilizecé as par:z of 2 lon 2racesz leading :o
complete divestiture within the life of the same
particular privatization project or activity.

ra==-+"

-t el e

gshoulid =e viawed

country influence the
rategy as well as the

These factors include

the: (1) purpose for undertaking privatization;
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(2) business climate; (3) commercial viability of public
enterprises; (4) availability of capital (locally or
internationally); (%) availability of local managerial and
technical talent; (6) side effects (such as displaced
labor); and (7) sociopolitical environment of the country.

B. Other options. Missions are encouraged to be
innovative and realistic in developing their privatization
projects. In those instances where the host government

has stated that it is unwilling to divest SOEs to the
private sector or transfer functions to the private sector,
there are still options available to Missions to comply
with this PD. One option is to encourage direct
competition to the SCE Ly private firms by deregulation of
markets. Another is tc seek to change the policy
environment to allow for competition by persuading the host
government to (1) eliminate all market entry and
protectionist barriers, subsidies; and other measures that
"reduce competition; (2) reduce government monopolies; and
(3) force its SOEs to operate more like private entities

in a free and competitive market environment.

Where there is no permitted private sector alternative and
the SUE or parastatal is not likely to perform
competitively or to be privatized, the Mission should seek
to remove itself from those sectors of the economy in
which such functions are non-competitive and exclusively
public. They should shift to other sectors of the economy
where A.I.D. may more effectively operate.

5. Policy conditions important for privatization.
Commitment to privatization, in any form, must be
accompanied by the adoption of a policy environment that
allows for competition and the operation of market forces
in the sector in which the enterprise exists or an activity
is performed. Economic activity must be open to
competitive market forces (with no laws, regqulations, or
subsidies which would deter competition with what was the
SOE). Governments must be made aware that if industries
are protected from market forces, little will be gained
from privatization.

Policy reform is essential for the success of all
techniques cf privatization. The policy conditions needed
for privatization to be successful include (but are not
limited to) market-based prices (and the concomitant
removal of price controls); low, common tariff levels;
prompt and fair enforcement of contracts; equal application
of controls (in those cases where elimination of these
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factors is not feasible); equal access by all to credit and
to foreign exchange (where exchange market manipulation is
practiced); the elimination of protecticnism; market-based
interest rates; reformn of employment or labor codes; and
elimination of any other policies that would inhibit the
emergence of lower-cost and, therefore, more efficient
competitors. Reform of the legal framework, investment
code, licensing procedure, and tax code are also critical
to the success of privatization.

For example, for Employee Stock Ownershir Plans (ESOPs) to
be a useful divestiture tool, it is generally necessary to
change a country's tax code. Changes in the legislative
or administrative laws of a country may be needed to
provide incentives for the firm's current owners to
distribute stock shares to their workers and for the
employees to purchase the stock. (ESOPs are encouraged as
a method of transferring parastatals to private ownership
in section V.F. of A.I.D.'s revised Private Enterprise
Development Policy Paper.)

6. Divestiture and ownershir issues, Private ownership
and control of a firm are critical issues in privatization
of SOEs. In some instances, it is pcssionle for control of
an enterprise =0 be transferred <o “he private sector
Witzhcut zhe z=ransi=2r of ownership. These instances, in
which ownership and control are divisible, =hrocugh

2staplishment of management contracts, sheould oe viawed 2s
short-term or interim aoproaches, and should he utilized
as part of 3 longer-+erm orocess l=2ading Lo compiez2

divestiture., 1In that interim, the management of the SOE
should be expected tc exercise the same type of authority
as the management of a privatelv-held firm. Eowever, it
is preferable for ownership and control to be transferred
together whenever possible.

The new owners of a fornmer scace

(g

and :tne manage:s

ancicy,
emplcyed 2v them, wmust nhave the rich:t or freedom tc
undertake actions thev deem important to respond to
competitive Tondizions in 2 timelv manner, including
restructucing °of e Iirm, zitering :he firm's sroduct and
1ts price, cnanging lines of aczivity, using

subconcractors, anc =2xpanding some ac:tivizies wnile closing
down others. Other areas in which the owners should not be
restrained are employment and compensaticn decisions,
sourci 3, production engineering, cost structure,
financ.ng, investment, and innovation. Such flexibility
comes with private sector ownership and contzol. It is

. rare under public ownership.

"
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Preference for simultaneous transfer of both ownership and
control is based on other considerations as well,
including: (1) the tendency, where ownership remains with
the public sector, or when clear title is ill-defined, for
property assets to be undervalued by the private sector;
(2) the possibility that the motivations of the firm's
owners (the state) may still be more socially-oriented than
profit-oriented and that this may lead to less efficient
allocation of resources; and (3) the fact that public
ownership might affect or distort the judgments made by the
firm's managers on such critical issues as assessing
political risk.

A critical issue associated with divestiture in LDCs is who
is allowed to buy the SOEs. For a variety of political and
social reasons many LDCs exclude certain groups from
purchasing SOEs (especially foreign businesses,
multinational corporations, and some local entrepreneurs
‘of certain minority or ethnic groupvs). These people are
often excluded by the political process, explicitly or
implicitly, from the purchase of state enterprises. This
issue is largely irrelevant in industrial countries, where
the major issues are building a constituency for
privatization and utilizing the apprcpriate sale mechanism.

There is some concern that these foreign-owned enterprises
or local individuals or firms (who may already own or
control a large share of the LDC's economy) wili, in fact,
purchase the parastatals and increase their control of the
LDC economy. Their predominant role in the LDC economy
end potential participation in the privatization process
is, in the view of some LDCs, contrary to public policy.

Missions should encourage LDC governments to accept all
potential buyers into the privatization process and not
exclude any potential buyers on the basis of race,
nationality, or economic position.

7. Private delivery of services. The conventional
approach to providing many services is for government to
collect the revenues needed to support the service and to
deliver the service as well. The implicit premise in this
view is that local public services are all "public goods"
(i.e., goods or services that can only be produced and paid
for collectively). Yet, most local public services have
few attributes of true public goods. Most of them
(including garbage collection, transit, and aspects of
police and fire protection) have specific, identifiable
users, who are the services' principal beneficiaries. To
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the extent that discrete beneficiaries or users can be
identified, these services are viable targets for
privatization. Moreover, even for services that are closer
to being pure public goods, it is not at all clear that
government must' be the deliverer of the service,.

Many national, state, and municipal governments are
discovering that public services do not necessarily have to
be delivered by guvernment or paid for by taxes. Many
_studies have found that the services provided via
privatization are generally produced more cost-effectively
than services provided by tax-funded local monopolies.
Privatization of public services offers governments a way
to decrease the cost and improve the quality of services.

8. A.I.D. instruments and resources for implementing
privatizations. Missions should encourage, where possible,
the private sector (indigenous and other) to undertake the
entire .ange of activities related to privatization
without A.I.D. assistance. In those instances where that
is not possible, A.I.D. has a variety of instruments
availlable for privatization. These instruments are
technical assistance that prepares an SOE for divesti:zure
or assists a public organizacion in acﬁievinc orivate

delivrery of its services, and {inancial assiztcznce in =he
form of loans and grants,

A. Tecnnical assisctance, 2reparing a Jcuntry
privacizacion scrategsy (and, therefore, preparing SOEs for
divesticure and pubBlic organizaticns &2 privatize their

services) is a complex task. Therefore, che technical
assistance needs associated with privatization may cover a
wide rance of booic-. Some of these include: (1) sector-
or industry-specific analvses, including financial,
agricultural, industrial, transoort, service industries,
etc: (Z) =encerprise-specific analvses, including
organizacion, production zrocesses, finance, audit,
marketing, personnel, resctructuring, etc; (3) policy/legal/
requlatory analvses: /4) oraoiject desian, inmp lenentat on.,
and 2vaiuatlon z=2izt2d 0 Drivatizacion; ar ’51 e:e:m1“11g
the aporopriate broke=rage mechanism for zhe sale of SOEs.

ot

B. Ffinancial assistance. A great deal of risk and expense
are involved in financing privatizations, and Missions
should proceed with care. A.I.D.'s financial assistance
for privatization is limited to loan and grant activities
(as described below). <Consistent with A.I.D.'s revised
Private Enterprise Development 2olicy 2aper and the Foreign
. Assistzance Act, A.I.D. will not take an equity position in
a private =2nterprise.
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Missions should encourage the private sector to undertake
the entire privatization financing package without A.I.D.
assistance. If a Mission decides to participate in
providing loan funds for privatizations, it should:

(1) maximize its catalytic role in stimulating private
¢apital by minimizing the percentage of loan funds it
contributes to financing the privatization; and (2) direct
the bulk of its capital assistance towards assisting the
private sector purchaser, as opposed to the government
seller, in the transaction. A.I.D.'s involvement in this
type of privatization financing should be designed to
maximize private sector participation in this activity.

There may be instances when some grant assistance could be
provided to a buyer to cushion a burdensome covenant
imposed upon him by the seller for political purposes (such
as a requirement to continue all current employses for a
limited time). As execution of the covenant may be
considered a grant from the buyer to the seller, an off-
setting A.I.D. grant to the purchaser may be appropriate.
In such instances, A.I1.D. should first encourage the

seller to accept a lower sale price as a condition for
acceptance of the covenant and only as a last resort
provide a one-time, directed grant to the purchaser. (For
example, if the purchaser must provide job retraining to X
number of employees as a condition of the sale, and the
privatization depends upon the acceptance 0f that
requirement, A.I.D. may consider providing the funds for
the training.) Missions should investigate such cases as
they arise and identify these issues when they submit cheir
privatization activitiec to AID/VW for approval. Missions
should not develop a broad-based proiject that provides for
grant &ssistance in anticipation of instances such as those
described above. The availability of such funds may
distort market forces and private sector decisions in
privatization.

C. Resources for privatization. Sources of technical
assistance is found in the Annex to this PD. Resources
additional to OYB levels will not be made available for
privatization. We recognize, therefore, that some
Missions will have to adjust or amend existing priorities
and programs to meet the new Agency privatization
objective. (This should not present an obstacle to
Missions that have already initiated privatization
efforts.) It is assumed that Missions will make funds
available tc support privatization from all appropriate
accounts. :
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9. Conclusicn. All too often governments have tended to
see divestment as a simple process of announcing a
willingness to sell and finding a suitable buyer at the
price the government was willing to accept. One of the
more difficult tasks facing Missions will be to convince
governments that privatization is not a process in which
only one side sets the terms, and it may be a long, slow
and often frustrating activity.

-In formulating and implementing privatization plans and
activities, Missions should be aware of the following
considerations:

- The process of privatization is essentially peolitical
although economic forces may prompt it. Prior
understanding of the local political situation, the
power kases, and the sources of influence must be
achieved before explicit proposals for privatization
are laid before the government, Missions should
develop a conceptual dialogue with the host
government, be understandinrg of the political risks
the host government will be taking on when it embarks
upon privatization, and be able to suggest ways of
mitigating these risks.

- Privacization zlans are nore likely o Zze serijously
onsicdered by political decision makers if they
¢ontain a varliecy O options rather zhan a single

course 92I actcion.

- Before =2mbarking on privatization a governinent nust
have a clear idea of its objectives for the program
and why it is being undertaken. Countries may engage
in privatization for a variety of reasons, such as
to generate immediate cash income, immediate foreign
2xchange, or futursz cash income: settle £or=ign debt;
encourage industrial develcpment; encourace foreign
investment; improve or craace efficiency of
operaticns; Zevelop capital markets: or pursue a
Irze narketc chilosochv,

- Governments <end =0 bDe mOS:t sensitivs to zhe fiscal
and employment aspects of privatization. It becomes
important, therefore, to design options which will
reduce the subsidy burden without seriously
undermining current levels of employment,

gy for privatization must take into

- Any strate
the groups whose interests may be harmed if

account
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divestment is successful. These may include labor
groups and current managers of the firm, bureaucrats
whose positions and power may be eliminated,
political groups that favor public enterprises;
local private enterprises that will suffer
competition if the sale is to non-nationals, and
enterprises which are protected from competition
through their relaticanship with the public
institution. A divestment program must include
strategies to deal with these opposing groups.

ANNEX

AID/W offers-a variety of services to provide USAIDs with
the technical assistance and information needed for
achieving successful privatizations. These include
privatization services available in PPC, PRE, S&T, and
Africa bureaus, as discussed below; the briefing book and
background papers prepared for the International
Conference on Privatization, which have been pouched to
all Missions; and the report on the conference, which will
be made available to Missions later this year.

A. Agency-wide Resources - PPC, In addition to providing
policy guidance on privatization and working with PRE, PPC
offers a variety of independent assistance to Missions in
their efforts to assist with country divestment and
privatization plans. PPC has available a privatization
specialist who will respond to requests from Missions for
advice on proposed privatization projects. He will apply
the experience of other countries to the specific problems
faced by the requesting Mission. Missions in Honduras,
Indonesia, Jamaica, Mauritania, the Philippines, R/DOC,
and Thailand are among those that have received assistance.
PPC assistance was discussed in 1985 STATE 224591. For
additional information, please contact L. Gray Cowan,
PPC/PDPR,

PPC also has several studies on privatization and
divestment available for distribution to Missions upon
request. These include "Divestment and Privatization of
the Public Sector, Case Studies of Five Countries®™ L. Gray
Cowan (December 1983), "The Private Provision of Public
Services and Infrastructure" by Steven H. Hanke (May 1984),
and "Privatization of Municipal Services in Sub-Saharan
Africa® by Dr. Ian Marceau (October 1985). '
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Shorter studies are also available to Missions on specific
aspects of the privatization and rationalizarion process
such as management contracting, business analysis, problems
faced by LDC governments in privatization planning and the
contract plan, as well as case studies of individual
country plans (such as Tunisia, Malaysia, Thailand, and
the Philippines).

PPC is héving'prepared a technical assessment on
privatization and divestment techniques which will be
completed later this year.

B. 2gency-wide Resources - PRE. DPRE is currently 3
contracting for assistance to Missions in policy dialogue
with host governments, strategy develcpment for divestiture
and privatization, and technical assistance for the
beginning stages of privatizing specific organizations.
The PRE contract with Analysis Group, Inc. and its Center
for Privatization will provide assistance over a two year
period primarily through short-*term consultancies in a
wide range of specialties. This contracc is discussed in
1985 STATE 386291. ~For addi-ional infornation, please
contact Paul Zaire, PRI/2PR.

That PRZ contract is designed to Srovide assistance in
developing and inplemenzing strazegies and droiecss for

the divesticure and privatization of staca-ccnuzolled
enterprises, Thiz assistance may inclilude seccor or
industry speciiic znalvses in zhe agriculcural, ianduszriel,
and firancial sectors or in service industries. &Znterprise
specific analyses including organization, procduction
processes, f{inance, audit, markasting, opersonnel, and
restructuring may also be provided, as can general
analyses of the policv, legal or regulatory environment.
delp wizh 20licy dialsgue an itilizing privace secsor
alternatives to state ownersnip anc strategy development
for divestiture and privatization plans can be supplied.

PRE will :is50 nanage zhe Agency’s Privacizacion Tund,

which s currentlv deing develcped. addicional informacion
on the Fund will Ze nade available when :=s cperating
guidelines are established.

C. Agency-wide Resources - S&T. S&T has available a
variety of technical resources that can be used to assist
Missions in developving different aspects of their
privatization plans. A few of -hese are summarizec below.
Please contact Mike rarbman, SaT/RD/EED, for additional
information.
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The Employment and Enterprise Policy Analysis project
(Harvard, Michigan State Univ. and Development
Alternatives, Inc., contractors) has a buy-in provision
under which short- and long-term TA is available to
analyze sectoral and macro=-policies that may affect
privatization efforts.

An S&T/RD cooperator, the Industry Council for Development,
has substantial experience working with USAIDs in

designing action plans, assisting in political and interest
group consensus-building, and assisting directly the
process of privatization/commercialization of LDC seed
industries.

S&T/RD supports RSSAs and PASAs with the U.S. Department
of Labor (DOL) through which assistance in analyzing labor
markets and/or strengthening labor market institutions may
be obtained. The array of labor redundancy, ESOP,
retraining, and similar employment issues that acconpany
some privatization efforts may be addressed through DOL
assistance.

The Local Revenue Administration Project (LRAP) has
supported national tax reform programs aimed at improving
the environment for the private sector in several countries
over the past four years. It has a buy-in mechanism under
which Mission funds can be used to support tax reform
programs and carry out applied research through September
1987. (Please contact Ken Kornher, S&T/RD, for more

. information on this project.)

A new FY 1987 activity will provide mission support and
applied research in government reforms to foster private
sector development. S&T/RD is especially interested in
working with missions on feasibility and implementation of
"contracting out" of construction, maintenance, or other
public services to increase the role of the private sector
and improve economic efficiency. Pending an FY 87 RFP,
S&T/RD can accommodate some mission-funded TA requirements
under an existing project (Performance Management).

D. Additional Resources for Africa Missions. In addition
to accessing agency-wide sources of assistance, Missions

in Africa have available several sources to obtain
technical and financial support for privatization. A major
source for East Africa Missions is the IQC set up in 1985
by REDSO/East with a group of companies ledé by Coopers and
Lybrand in Nairobi. Others in the IQC group are Morgan
Grenfell Bank, Arthur D. Little, and Technoserve. There
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is a very limited amount of funding in this IQC so Missions
will need to utilize their own funding.

In addition, the Africa Bureau Private Enterprise Fund,
managed by AFR/PRE, can provide limited funding for short-
term business consultant services. Consultants are
obtained through existing umbrella contracts with two
consulting firms (one of which, Equator Bank, offers
specialized banking services) should they be required.

This same contract also has a buy-in provision which allows
Missions to acquire services using their own funding.

E. Private Sector Resources. Although Missions are
encouraged to avail themselves of the privatization
services offered by AID/W, there are myriad rasources
available for privatization in the U.S. and LDC private
sector. Many management consulting firms, accounting
firms, investment banking firms, and other private
enterprises offer assistance in the various aspects of
privatization. These firms maintain specialists in the
areas noted in Section 8A of the PD. Business, trade, and
membership organizations are also sources of information.
Missions should utilize these resources as well.

Y/

—
M. Peter Mcrherson

June 16, 1986
Date




PRIVATIZATION IN THE AGRICULTURAL AND AGRIBUSINESS SECTORS

. Dr. I.W. Marcean
Presentation to the USAID Privatization Conference
February, 1986

INTRODUCTION

The most frequently recognized interventions by government 1in
the agricultural economies of developing countries are the
operations of marketing boards ‘through which States attempt to
exert monopoly control over production, pricing and markating
of agricultural products, especially food staples. These organ-
izations have been dealt with in a companion paper by this au-
thor. There are many other, less wellknown interventions which
occur, carried out by statal or parastatal organizations imple-
menting governmental policies through legal coercion.

In most developing countries, the heavy hand of government is
found in the markets for agricultural production inputs such as
seed, fertilizer, chemicals, farm equipment, fuel, irrigation
water and land. Services such as extension and research and
development (to the limited extent that they exist) are much
more often than not the province of governmental ministries or
parastatals. Provision and operation of infrastructure -- the
transportation, water supply, product storage and communica-
tions systems critical to effective agricultural economiez --
are almost exclusively by governments, and in most LDCs, are
heavily tilted toward urban.interests at the expense of the rural
sector. The importa tion of production inputs from more deve-
loped natiors is often hampered by shortages of foreign exchange,
resulting from external factors in expoct markets Eor agricul-
tural and mineral products and worsened by the general incompe-
tence of those who "manage" the parastatals controlling export
enterprises in many countries. Government-dictated currency
exchange policies result in over-valued currencies which dis-
criminate against export products in international markets while
multiple exchange rates and tariffs, applied selectively by
governments seeking to protect infant industries and to foster
import substitution .discriminate against rural interest in
favor of urban areas where there is the need to create employment
and to bestow favors to buy-off potential political opposition.

The parastatal organizations have, in most developing nations,
access to financial resources at very low (or no) cost. They
borrow with government guarantees, which lower their risk to
investors and give them an advantage over the private sector
in gaining access to domestic credit. They are usually free
from public or private scrutiny in their operations, rarely
being required to account for the expenditure of funds or to
disclose losses., Profits are usually required to be returned
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to the Treasury, but this is a rare event. Being, as are the
marketing boards, labour sinks, providers of sinecures to re-
latives, friends and political cronies of ruling elites and
sources of enrichment for corrupt politicians and bureaucrats,
the parastatals are not designed to operate as efficient
economic entities with a motivation to make profits. Rather,
they are political entities used by governments, through
their .requlatory powers. to reward political support and to
punish opposition. Their regulatory povers provide opportuni-
ties for the seeking of special benefits and favours by the
politically influential. The small farmers, the key to
effective economic development in countries where agriculture
is the engine that, properly fueled, would drive that develop~-
ment, are not among the politically potent.

The outcome of the selective use &f the privilege and reguia-
tory powers of the parastatals is that special 1interests
important to the government benefit. Agro-industrial inter-
ests, urban-oriented and protected by tariffs and exchange-
rate inflation, get low-cost agricultural products as raw
materials as a result of low prices paid to farmers by market-
ing boards. Employers in industry and government get low-
Cost urbdan labour paid in iarge part by cheao food orocuragd
from the farmers. Governments <gek kax rec2ipts a2xitrac=ed
irom farmers in cthe Form of =he ow srices, =9 transcer -=o
development »rojects benefitting urban interests. 3urz2au-

crats and poiiticians 1gec weal=a and ower hy disgensinag

Privilege. The small farmers, the drivers of the deve.ozmens

2ngine, ga=% very little incentiva to croduce marketakbla sur-

Pluses and, practicing normal risk-aversion, ratr=2at in-o
(=3

subsistence and barter. Where the withdrawal is not complet
the small - farmer enters the informal (illegal) econo
relying for inputs and sale of products on the private tr
ers that operate, usually with impunity, parallel to and
competition with the parastatals.

w2
— G @ o ot

The involvement of ‘these inefficiant 2nterprises in  the
agricultural and agribusiness sector .markets Ior inputs,
capital anéd oroducts of course rasults in orice distzr-icns
ind misallocation 9f rasourc=s and sontributes =0 2conomic
inetficiency. Therefore, <{rom an 2aconomic vieweeoinz, ke
parastatals ar=2 harmful and should, in che 2pinion of zome,
be abolished tforthwith, to oe replaced by private sector
activities,

However, because they contibute to maintain governments in
power, the parastatals often contribute to stability in
inherently unstable areas,. They are therefore politically
effective and have been and are likely to be Ftatained by
governments acting in their own self-interest, regardless
of their economic inefficiency.
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International donor organizations therefore are faced with
the problem of how to improve the effectiveness of develop-
ment assistance in the face of the parastatals' continued
existence, at least in the short-term. The problem becomes
one of improving the economic efficiency of the recipient
governments' policies while recognizing that these policies
will continue to be implemented through parastatal organiza-=
tions.

THE DIMENSIONS OF THE PROBLEM

In many developing nations, the parastatals number in the
hundreds. 1In those countries in which agriculture and agri-
busines are significant contributors ko GNP, many of the
parastatals are concentrated in those sectors. Although
the data on parastatal involvement by sectors in developing
countries are poor and there are no reliable quantitative
data on the amounts of investment by public and private
enterprises in agriculture or agribusiness, the scope of
parastatal involvement is illustrated by the following:

© In a 1983 World Bank report on state-owned enterprisaes
(SOEs), Mary Shirley reported that in the early 19390's,
the non-financial SOE share of total domestic credit in
developing countries ranged from a low of 7.2 percent
in Jamaica to 91.5 percent in Indonesia. These statal
and parastatal organizations (including agricultural and
agribusiness enterprises) were responsible for more than
25 percent of domestic credit in (then) Upper Volta,
Ivory Coast, Niger, Somalia, Mali, Senegal, Bangladesh,
Bolivia, Gambia, Benin, Burma, Guinea and Indonesia.
Fifty percent of 1980 government tax revenues in Brazil
were transferred to state-owned enterprises, while be-
tween 1976 and 1980 the government of Peru assumed
foreign debts incurred by SOEs in an amount totalling
31 percent of the total foreign public debt of that
nation in 1980.

0 In' a 198l World Bank report on Sub-Saharan Africa,
Elliot Berg and others examined the procurement and
distribution of agricultural production inputs in 39
countries of the Sub-Saharan region. They reported
that:

-- With respect to fertilizer supply, 1in only Ffour
countries, Kenya, Zimbabwe, Swaziland and Mauritius
was there private sector supply. In nine countries,
there existed mixad private-public supply. In the
remaining 26 countries, fertilizers were procured
and distributed by the public sector.
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~- The same pattern applied to seed supply, chemical
supply and farm equipment supply.

Since in almost all countries of the region these agricultural
inputs are imported, it is obvious that the roles of the state
enterprises in most nations are pervasive throughout the fac-
tor markets from the national arena down to the individual
farmer. When combined with the marketing parastatals, it
becomés evident that the involvement of governmant i< pervas-
ive throughout the agricultural - and agribusiness sectors.

It is noteworthy that while most nations of the Sub-Saharan
region experienced decreases in per capita agricultural pro-
duction during the period 1963-71 to 1977-79, increases were
achieved in Kenya, Swaziland and Mauritius, three of ‘the
countries where the private sector dominates the procurement
and distribution of agricultural inputs.

ISSUES IN PRIVATIZING THE AGRICULTURAL AND AGRIBUSINESS
SECTORS

In addition to the involvemen: in these sectors by the market-

ing boards, discussed :in a tompanion paper Sy =his author,
Jovaraments intervene using statal and Darastatal 2a2ncerprises
‘n 31l Zfacets of =he agricultural induszries of dazvei00.no

£
countries. The issues fFfor consgideraticn in orivatizati
the agricultural and agridusiness sec:ors are 3s Ffollaws.

2roducticn Inputs

Involvement in the procurement and distribution of physical
inputs, seeds, fertilizer, chemicals and equipment by state
enterprises is pervasive. The argument made by the proponents
of this situation are tha* in developing countriss with Door
infrastructure and means of delivery, limited resources and
scarce foreign exchange, it i3 necessary for 2£fective Hde-
Livery Of i{nputs =2 =zhose Producers most imporrtant =9 rhe
econcmy that centralized coordination se undertaken,

The guestion that irises ~oncerns the relative 2ficacy of
drivara or Tentralized 1cvernmencal Jrocurementc ind fismoi-
Sution in stimulating zgricuicural Jutput in fevelnoping

rations. The Zfact =har -he Sub-3anaran "ations in vialch =-ha

private sector is ascendent increased their per capita agri-
Cultural output while those with extensive governmental in=-
volvement experienced per capita decr=ases Strongly suggests
that the proponents of centralism are incorrect. Experience
iln recent years in fertilizer distritution by private tragd-
ers in 3Bangladesh provides further evidenca :that private
sector handling of production lnputs can be undertaken suc-
cessfully in developing countries.

%



The issues to be dealt with in privatizing procurement and
distribution of production inputs are:

0 methods of devolving to private traders the monopoly
powers of the parastatals:

0 mechanisms for facilitating access of traders to the
capital needed to finance procurement and marketing
of inputs. Of particular importance is access to
foreign exchange at real exchange rates;

o the role of government in providing the transportation
and communications infrastructure necessary to facili-
tate access of traders to rural market centres;

0 the proper role of government in facilitating availa-
bility of credit enabling farmers to buy production
inputs and non-subsidized market pr ices,

Capital Resources

The available data show that in many developing countries the
statal and parastatal enterprises, having access to cheap
(or free) capital and enhanced borrowing power due to govern-
mental loan guarantees, consume a large provortion of the
domestic and foreign credit available.

Since access to capital by privte businesses and their farm-
er customers is crucial to privatization of the agribusiness
and agricultural sectors, the key issues to be addressed
are:

o ways of decreasing the unfair advantage of the parastatals
over private interests in credit markets;

O removal of barriers, including artificial exchange rates,
to the availability of the foreign exchange required bv
the private sector to purchase production inputs £rom
abroad.

Land and Capital Investments

Given the availability through the private sector of the
necessary inputs and financing, the remaining key to privati-
zation of the agricultural and agribusiness sectors is the
sanctity of property rights. Without the guarantee of long-
term interest in the Lland required to farm and the capital
goods needed by entrepreneurs to engage in business, privati-
zation will fail.

\7)('



Therefore, the {ssue here 1is the development of ways to
guarantee the rights in property or in the use of property
by the individual 1in the private sector. Thus the issue
is that of quaranteeing either the right to ownership and
reasonably unfettered use or the right of access to re-
sources over the long-term for reasonable purposes,

thions for Privatizing the Agricultural and Agribusiness
Sectors «

The options available for privatizing these sectors are as
follows.

O With respect to production inputs:

-~ devolution to the private sector of the nresent mono-
Poly powers of the parastatals can be accomplished
only by governments making policy decisions to do so,.
The case of Mali and the removal of che MONOPOLY DOw-
ers of -he grain parastatal 2JpPaM orovides 3 modal,
The <ev =:0 the 4onors Jroup’'s success in inducing
the government of Mali <o ‘change its colLicv =0 1
free market stance wvas “he scovision 92f guara
financial assistance in ‘huffering the rivatiz
process. A similar approach of condi-ional in
ment could be used for other parastatals.

-- facilitation of access by the private sector to the
financial capital required to fund procurement and
distribution of agricultural inputs by agribusiness
can be achieved by removing restrictions on the owner-
ship of or 13ccess ko zhe foreign currancies needed =g
purchase these {nputs abroad, where necessarv. 2E

impoctance here is the requir2ment that artifictial

2xcaange rates maintained bv many countzias hHe
ibclisned.

== <cdncerning the provision of infrastructure, aspecial-
LY transportation and communications, a recent surcvey
of the situation in Sub=-Saharan Africa by this author
has shown that the likelihood of privatization of
these services s extremely remote, Therefore, to
facilitate privatization of other components of
the agribusiness sector, the most feasible option is
to use conditional aid to change the urban-tilted
policies of most governments to ones which more aqual-~
Ly share resources with rural regions,

N
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to provide farmers with access to credit adequate to
enble them to purchase production inputs at market
prices, the most attractive option is the establish-
ment of rural credit programs, charging market {in-
terest rates and backed by governmental loan gquaran-
tees. To assist in the early stages, donors could
consider concessional assistance to induce this policy
change.

With respect go capital resources:

to decrease the competitive advantage of the remaining
parastatals in credit markets, they should be required
to borrow at market interest rates and should not be
protected from their own poor management by qovernment
loan guarantees.

the removal of barriers to private acquisition of for-
eign exchange has been discussed above. '

With respect to land and capital investments:

constitutional or at least statutory protections against
expropriation of private property should be put in
place and protected by appropriate judicial procedures;

where private ownership is not appropriate, statutory
rights of usage of resources under leasehold or other
legally enforceable forms should be established.

This is common practice in the U.S. where forest Land
are often publicly owned but guaranteed private use
has allowed a Long-term forest products industry to
develop.



ZIMBABWF
AGRICULTURE AND THE PRIVATE SECTOR

The USAID/Zimbabwve agricultural development program is directed
to supporting Zimcabwe's efforts to increase agricultural
production and lacomes in the small-hclder agricultural
sub-~sector. This sub-sector includes: small scale commercial
farmers with title to their land and with up to 100 acres and
small-scale farmers without title to their land and with access
to small plots of five acres. The other agricultural
Sub=-soctor is the lJarge s3cale commercial farmers with farm
8izes of several :housand acres.

A striking aspect of Zimbabwe's agricultural sector is the
Strong network of agricultural institutions and infrastructure
that serves agriculture. This network includes roads,
agricultural training institutions, research facilities,
marketing organizations, private tirms, farmer organizations
and a very commercially oriented farming community.

The Zimbabwe Agricultural Sector Assistance (ZASA) program is
USAID's majour agrizultural activity. It was initiated in
September 1982 for $45.0 million (an amendment to the program
for $17.0 milliaon s expected to be authorizead in early 1936),
The initial allocation of funds was split between a commodity
import program (CIF) and technical assistance, training and
equipment,

A total of $31.0 million has been allocated to the importation
of equipment and Sitpplies for the agricultural sector.
Approximately 85 percent of these funds ($26.0 million) have
been made available to Private sector importers. It is
eXpected that the imported goods will generate approximately
2$44.0 million. These local currency funds are jointly
programmed by USAID and the Ministry of Finance to support the
agricultural sector.

To date, funds have been used to finance three major
activities: agricultural education (expanding the facilities at
two agricultural colleges and the Faculty of Agriculture at the
University of Zimbabwe), and the further development of
irrigation and grain storage infrastructure.

USAID and the GOZ are interested in increasing the access of
smallholder farmers to agricultural goods, information and
services which will result in increased production and higher
farm incomes. One of the options available to USAID and the
GOZ is to make increasing usa of private firms serving the
farming community. To a certain extent this has already been
accompliished through USAID's commodity import program and its
agricultural sector assistance program. That is, foreign
exchange allocations have been made available to dozens of

e
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private firms needing to import raw materials or equipmenr.
There are, however, additional opportunities available to USAID
and the G0Z to utilize further the skills and expeztise of
Zimbabwe's commercial firms.

Local currency funding has been made available to several firms
and other activities are being reviewed for possible funding.
The major criteria for funding assistance is to identify firms
that are providing goods, services or information to
smallholder farmers. Punding suppor't has been given to:

- the Cotton Training Center (CTC) for dormitory
Construction and a scholarship fund. The CTC is managed
and operated by the Commercial Cotton Grower's Association,
4 private commodity association. The CTC is now providing
training courses to 2,400 people annually. Included in its
Curriculum is a three week cotton production c¢ourcse
designed for the small-scale producer.

© the Parmers' Coop, a private cooperative whose membecs
are large scale commercial farmers, is providing a six
Person team to work with 60 cooperatives (whose members are
small-scale farmers) during the next year. The Farmers'’
Coop will nelp develop their business manadement and
merchandising skills.

~ the Aurimi/Umilimi is a nactional farmer's magazine =hac
is commercially produced and sold. Ffunds are being
provided to the magazine to nelp it develap articles and
editorial material that would be appropriate to the
interests of small-scale farmers and to assist in the
distribution of the magazine to these farmers.

- the Pig Industry Board, an association of private pig
farmers, funds the costs of its own c2search station. TASA
funds are being provided to assist tnis stcacion in
conducting research on the use of animal wastes in
agriculture.

Several new proposals utilizing commercial “irms nave oseen
submitted for funding approval and are being reviewed oy USAID
and the Ministry of Finance, £conomic ?lanning and
Development., These include:

- the Commercial Fatmers' Union is the private association
of large scale commercial farmers and has a strong
political/economic voice in Zimpabwe. On an informal basis
CPU members, i.e., large scale ¢ommercial farmers, have
provided vear long training opportunities on their farms to
agricultural college and university studentcs. There has
been a substantial expansion of the number of students
studying agriculture at the nation's colleges and
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university. There is a requirement that each agricultural
student spend one year on a commercial farm prior to
9raduation. It is felt that the program must now be
"ingtitutionalized® and the CFU has proposed the Farm Pupil
Scheme with strong Ministry of Agriculture support. The
program would provide agricultural students, as well as
other young farmers, with a closely monitored training
experience on large scale commercial farms. Additionally,
the program would be managed directly by the Commercial
Farmers Union.

= two local accounting/audit firms have been requested to
develop short-courses in accounting and financial audit
Procedures for the staffs of various cooperatives.,

= a training fund has” been proposed tc provide for
Short-term training opportunities in the U.S. for
representatives of private sector agricultural firms and
Organizations. The program will be competitive f{i.e.,
grogram will be advertised through the local newspapers)
riority will be given to firms that are actively serving
the small-scale agricultural sector and/or firms that are
Seeking improved technologies that will assist in keeping
Zimbabwe agriculture competitive.
T a local manufacturing firm, primarily manufacturers of

irrigation equipment, have requested a *quarantee®” of a two
Year allocation of foreign exchange for certain irrigation

equipment from the U.S. With this assurance the firm will
institute a private program of smallholder drip irrigation
development. The firm will pay for the foreign exchange
with Zimbabwe dollars which will be programmed for
additional rural development activities.

To date these are some of the new private activities that have
been approved for funding or have been submitted for a formal
review prior to a decision regarding funding. These are all
activities which are directly involving private sector
firms/organizations in the agricultural development process.

There are additional agriculture sector activities whicn USAID
is funding which benefit private :tirms or individuals in
Zimbabwe. For example, loan funds have been made available to
two financial intermediaries to loan to farmer cooperatives or
individual farmers. These funds have been used to pucrchase
input supplies that are manufactured and sold by local firms.
Additionally all construction that USAID has funded (for
example new classroom facilities) has been undertaken by
private construction firms.
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USAID believes there are further opportunities to those
summarized above which could help support the services of
private firms ard organizations in our agricultural develcpment
program. In order to assist this process USAID contracted for
a study of ®Agriculture and the Private Sector®. We requested:
a list of private firms serving agriculture in Zimbabwe: a
detajled description of those firms that view Zimbabwe's
900,000 small-scale farmers as an expanded market oppotrttunity;
and, in the latter case, the constraints and successes these
firms were experiencing. The study ,identified 285 private
firms that are directly sezving the agricultural sector {(and
this does not include the 100's of retail outlets for
agricultural products located throughout the country). Of
these, 75 firms were described in terms of services they are
already providing small-holder farmers. USAID will be using
this study as a guide to eniarge support to the private
companies that are providing credit, extension, training
research and technology transfer to the emerging smallholder.
This is an important emerging partnership and we have
underpinned the process.

Eric N. Wite

Agricultural Development J{ificar
UsSald/2Zimbabwe

‘January 10, 1386



AGRICULTURAL INPUT PRIVATIZATION

COUNTRY X

- A Composite Case Study -

This "case" is a composite with the facts drawn from actual
situations in several African countries. The problems are real
and representative and address a common privatization problem in
Africa: how to support private sector entry into the agricultural
input business to fill the gaps caused by parastatal withdrawal.

The case considers the almost seamless linkages between success-
ful privatization policy dialogue in the agricultural sector and
the follow-or. actions required once a government has agreed to
withdraw services, products and subsidies provided by agricultural
parastatals. The government in such cases usually continues to
look to the donor community for assistance in encouraging private
sector entry to fill service and credit gaps left behind by para-
statal withdrawal.

Ekdekdehkkfkdkih

BACKGROUND

USAID in Country X has led and strongly supported coordinated
donor efforts to convince the-Government to withdraw from finan-
cially and operationally bankrupt parastatal involvement in the
supply, financing and subsidy of agricultural outputs and inputs:
cereals marketing, fertilizer distribution, cereals seed multi-
plication and distribution, and agricultural and irrigation equip-
ment supply and maintenance. The major agricultural parastatal now
being dismantled had national responsibility for agricultural cre-
dits, physical distribution of fertilizer, seeds and equipment,
and management of large irrigated agricultural projects.

The Government has officially announced its new agricultural priva-
tization policies and has taken specific actions to implement a Long
range strategy of maximum but planned withdrawal from agricultural
input operations in favor of local private sector operators. DPara-
statals are being closed down and consolidated, significant reduc-
tions are being made in their programs, budgets and staffing, and
subsidies are being phased out.

The Government continues to maintain close policy dialogue with
the donor community and is seeking advice and tangible support in
encouraging active private sector entry to the vital agricultural
sector. USAID's role in the country and within the donor community
is important due to substantial food aid, major €funding for
fertilizer subsidies, and a long history of general support and
cordial relationships.



PRIVATE SECTOR RESEARCH RESULTS

A key element in the Country X Mission's strategy is to
provide substantial financial and technical assistance to ensure
successful removal or rundown of the agricultural parastatals

and their

crderly replacement by the private sector. Results

of substantial research on this problem carried out by Mission

staff and

l.

'‘consultants over a two year period are summarized below,

Consumption Of Fertilizers And Animal Traction
Equipment Is Down Dramaticaly Following Parastatal
Exit

.

All-time historical Llows are being recorded in pur-
chase cf fertilizers and agricultural equipment
following withdrawal of %:he Government from agri-
cultural supply and credit activities. Field reports
show that farmers. have no access to credit through
formal channels following the withdrawal of parastatals
from credit programs.

The Private Sector Could Readilw Zandla Fertilizer
2rocurement And Districution on A National 3lasis

The srivate sector in Country X has ample =2xperience
in procurement and financing of imporsad Ffartilizers.
Country X also has  2quizy dwnersnip {n 1 neighzor.ag
regional fartilizer plant capable of producing aiji

tvpes of quality NPK blends at world market narices
and reasonable transportation costs. tertilizer dis-
tribution poses few logistic problems. Several large

private sector companies could easily "piggyback"
fertilizers on their 2xisting national transport and
distribution systems.

The orivate sector is a0 concerned acout Iiaancing
fertilizer inventories. More important ars lack of
consumer demand and mistrust of the governament's inten-
“ion to stav out of subsidized fer=:i'‘zar supely,
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A combination of artisanal shops, small factories and
large importers can meet national demand £or animal
traction and mechanized equipment and irrigated water
systems. Maintenance and spare darts services ara
available, including modern overhaul shoos and ex-an-
sive spare parts warenousing services.

The private sector suppliers states that their main
problem is lack of Ffarmer demand resulting from a
generally depressed farm economy, low £farmer ourchas-
lng power and lack of farm credi-.
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Cereals Marketing Is Already Dominated By The Private
Sector

Purchase, storage, movement and resale of domestic

and imported cereals are already dominated by the
private sector. Competition is strong and operations
are low cost. All indications are that profit margins
are moderate,

The Private Sector Is Reluctant To Enter The Cereals
Seed Multiplication Business Without Offtake Guarantees

The private sector 1is concerned about the lack of
certified breeder seed stocks with proven field pro-
duction track records. They also believe that market
demand may not exist for more costly seeds due to lack
of farmer purchasing power. Private sector companies,
however, are already importing certain specialized

seeds for sale to profitable vegetable and rice farm-
ing operators.

Farm Credit Is Not Available From The Commercial
Banking System

All commercial banks interviewed -- both private and
government controlled -- are unwilling to enter the
agricultural credit markets. They cite a combination
of liquidity problems and a historically low recovery
rate- as the primary reasons. They also are convinced
that the interest rate limits placed on loans to

the agricultural sector could only mean graduaL ero-
sion of their capital bases even with high loan re-
coveries.

Agricultural Credit Responsibilities Of The Major
Parastatals Are Being Transferred To The Government's
National Development Bank

The National Developmeiit Bank (NDB), which was created
as a project finance institution, will absorb the agricul-
tural credit operations of major agricultural parasta-
tals which provided farm credit on a national basis.
The NDB has had no previous small borrower experience
and has no natioual branch bankiny network.

Private Sector Sales Are Made On a "Cash-And-Carry"
Basis

Importers, wholesalers, large and small merchants and
shopkeepers traditionally deal on a cash-and-carry basis.
Equipment sales are normally made on a cash percentage
down and full payment on delivery. There 1is 1little
likelihood that these long-standing business practices
will change.
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9. Farmers Place Fertilizers Low Ia Their Ranking Of
Priority Needs

Farm level surveys indicate a very low order of priority
for fertilizers in the farmersg' listing of priority
needs, even though substantial quantities were sold when
government credit and subsidies were available. Food,
seeds, birth and marriage ceremoniés, and small agricul-
tural equipment take precedence. Farmers are not con-
‘vinced ~-- at least for basic rain-fed cereal crops =-
that fertilizers make a major difference in agricultural
output,

10. The Key Problem Emerging From The Research Is How
To Address The Farm Level Credit Problem

Physical distribution of agricultural inputs does not
appear to be a major problems for the private sector.
Their concern is focused on consumer demand. It

appears that until such time as private sector agricul-
tural input suppliers experience consumer Jdemand —-
that is, farmers willing and able to order and pay for
inputs -they "will zemain on the sideiines. They will
ilso have to be convinced that =he Sovernmen= ~i'l nox
suddenly jump back in =0 orovide Sree subsidized

inputs co farmers.

MPLICATIONS FOR MISSION STRATEIGY

The Mission now faces a private sactor strategy development osroblem.
While the primary focus is “"privatization" it is obvious that any
successful strategy which seeks to solve the privatization issue
will also involve consideration of credit mechanisms.

Consultants and Mission staff involved in the background research
have raised a number of other guestions which aopear to have rele-
vance in considering most agricul-ural privacization orograms.

L. Should donor privatization dialogue take 1into accoun:
-=- 5Sefora the fact -- how, when and 37 whom 2ssenkia.
igricultural input 3aps are to se <i.led?

2. How important is consultant and Yission zsseszment of
the private sector's willingness and capability to
£ill these gaps?

3. Can rural farm credit programs work successfully through
private sector commercial banks given &the banking com=-
munity's reluctance to lend to small farmers, an envi-
ronment of requlatad low interest rates, and =2 history
of farm sector loan ravayment problams?

G
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© Can private sector importers, wholesalers and retail-
ers be expected tc provide credit to farmers?

O Do private sector businessmen capable of providing
agricultural inputs need formal credit sources to
enter the market -- and expand their range of pro-
ducts and services?

Can rural credit programs be launched via private sec-
tor financial intermediaries in the absence of some form
of government--donor supported financed, subsidized or
guaranteed farm credit mechanisms?

Are there essential services being provided by agricul-
tural parastatals which can only be provided at a loss
or via subsidy?

¥



investments have been profitable, €.9., PEW (coach building) United
Transport of Malawi !bus company), and David Whitehead (textiles),
but the profits of ii‘ese firms were not adequate to compensate
for the losses of o' .er holdings, in particular two major invest-
ments in,sugar mills,

ADMARC's financial problems were magnified when it was required
by the GOM to bear the cost of acguiring, maintaining and storing
strategic grain - reserves, particularly when compounded by the
denerally poor performance of the investment portfolio, the declin-
ing prices of cotton and tobacco, price controls on ADMARC's domes-
tic sales, and skyrocketing transportation costs on imported in-
puts and crop exports, Profits fell from 29 million MK in 1978,
to 4.3 million MK in 1985, to a projected negative 26.0 million MK
in 1986. The company now faces a severe liquidity crisis despite

GOM efforts to bail it out.

AID'S Program

The AID program is divided into a 3.5 million cash 3jranc 2lemen-=
and a 3500,000 grant for technical assistance and =raining =5
support :he attainment of “he orogram’s Jpjectives., The relaase 5F
the initial S10 million is conditional on a Ainimum of M¥ 30 Ti.iion
9f divestitures of ADMARC's 2qulty shar2 holdings. ™he fundz will
be disbursed at a ratio of S1.00 for ¥K 3.30 {5l.66) 0of divestizurs
as the sale of thase assets =0 the private sactor occurs. Six

c.

Zirms are targeted for immediate divestizure as discussed 3elow,
The grant funds will help to provide urgently needed  foreign ex-
change to the GOM who, in turn, will use local currency counterpart
funds to purchasee the strategic grain reserve and silo storage
complex from ADMARC.

There are two options, or a combination 9f %he =wo, Toverning the
t2lease of the $35 million grant balarnce:

© Further divestiture of MK 13 million in 2quitv Soldings,
>r

Q

Development of a strateav Sor nandLlina =he ramatining
assets, for =2xampl2, chrough the 2staplisamenc of an
independent holding company with buy-in provisions for
private investors.

*It is anticip