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The discussions on the 2004 Article IV consultation were conducted in Conakry during May 11-23, 2004,
in parallel with World Bank and African Development Bank missions. The staff team consisted of Mr. van den
Boogaerde (head), Ms. Nkusu, Mr. Blavy, Ms. Babihuga (all AFR), Mr. Verreydt (WHD) and Ms. Hotobah-
During (Staff Assistant-AFR). It was assisted by Mr. Jones, the resident representative in Guinea, and

Mr. Barry, the resident economist.

The Guinean representatives included Mr. Madikaba Camara, Minister of Economy and Finance;

Mr. Mohamed Daffé, Governor of the Central Bank of the Republic of Guinea; Mr. Eugéne Camara, Minister
of Planning; and several other Ministers and senior officials. The mission met also with the Minister Secretary-
General at the Presidency, members of the National Assembly, the financial and business community,
representatives of NGOs, the donor community, and the press.

Guinea has accepted the obligations under Article VIII, Sections 2, 3, and 4 of the Fund’s Articles of
Agreement. Nonetheless, over the past year, the authorities have intensified multiple currency practices.

In December 2000, Guinea reached the decision point and was eligible for debt relief under the enhanced
HIPC Initiative, and started to receive interim assistance. However, owing to poor performance under the
PRGF-supported program, interim assistance from Paris Club members, the Fund, and the African
Development Bank was suspended in 2003.

At the conclusion of the previous Article IV consultation on July 16, 2003, Directors expressed concern that
expansionary fiscal, accommodative monetary policies, and an inflexible exchange rate policy aggravated
macroeconomic imbalances, raised inflation, and lowered international reserves. They urged the restoration of
fiscal and monetary discipline and a deepening of structural reforms to foster economic growth and reduce
poverty.

Guinea’s political and security situation remains uncertain and fragile. President Conté was reelected in
December 2003 for a new seven-year term, in elections boycotted by the opposition and criticized by most
observers. A new government team was formed in March 2004, but the new Prime Minister resigned on

April 30, citing difficulties in implementing reforms. On the security front, concerns remain over the instability
in the region, especially in Liberia and Cote d’Ivoire, and the continued presence in Guinea of armed Liberian
ex-rebel fighters.

Guinea’s relations with the IMF and the World Bank are summarized in Appendices I and II and
statistical issues are discussed in Appendix III. Statistics are weak in Guinea, with major deficiencies in
balance of payments, national accounts, price, and external debt data. Progress has been made in recent years,
including with technical assistance from the Fund and AFRITAC-West, but further improvements are needed.
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EXECUTIVE SUMMARY

Guinea’s economic situation worsened in 2003 as GDP growth slowed down, reflecting
exogenous shocks, inconsistent macroeconomic policies, and a significant decline in
investment. Lax fiscal and accommodating monetary policies led to accelerating inflation. A
continued de facto fixing of the official exchange rate resulted in a widening spread between
the official and the parallel exchange rates and a loss in reserves. Progress on structural
reforms also slowed down. Macroeconomic instability impaired poverty reduction efforts.

Important downside risks cast a shadow on the outlook for 2004 and the emergency
program adopted in March 2004 will be insufficient to ease inflationary pressures.
Growth is expected to remain relatively weak, at around 2.6 percent. In addition to rigorous
fiscal policy and a tighter monetary policy, liberalizing the exchange rate and advancing
structural measures are key to restoring a sound macroeconomic environment.

The medium-term framework should include sustained reform efforts to secure strong
growth and poverty reduction, as the ex-post assessment report highlights. The report
stresses the need for: (i) commitment at the highest level of government to a long-term
development strategy, (i1) early and decisive progress in implementing structural reforms,
(ii1) improving governance, and (iv) setting realistic macroeconomic objectives.

With sound policies, the staff and the authorities agreed that the economy could return
to a growth path of 5 percent by 2006, in line with the objectives of the poverty
reduction strategy (PRS). Fiscal policies would increase revenue collection, gear
expenditures toward social outlays, and strengthen public expenditure management, while
monetary policy would strive to control inflation. The exchange rate would remain market-
determined. An acceleration of structural reforms—including improving basic infrastructure,
addressing governance issues, enhancing financial intermediation, and advancing
privatization and trade liberalization—would promote private sector-led growth

The authorities finalized their first PRS progress report following a participatory
process involving civil society. While Guinea remained committed to its PRS and progress
was noted in social sectors, in particular education and health, sustained strong growth will
be needed to achieve the goals of the strategy. The more realistic revised macroeconomic
framework is a welcome step in that direction.

The absence of a mechanism to prevent the rates in the official and parallel exchange
markets from diverging by more than 2 percent and the recent administrative
allocation of foreign exchange have given rise to a new multiple currency practice
(MCP). The staff do not recommend Board approval of Guinea’s MCP.



I. RECENT DEVELOPMENTS

1. Guinea’s economic situation worsened —
uinea: Core Indicators, -
n 2003’ with real GDP grOWth SIOWlng and (In percent of GDP, unless otherwise specified)
inflation accelerating. Real GDP grew by 000 200120022003
1.2 percent, relative to an average of about Real GDP at 1996 market prices (annual
4 percent during 2001-02 (Tables 1 and 2, percent change) 19 40 42 12
Figure 1), due to a fall in agriculture growth, as C;nsur;erprices (average, annual percent
. . . change X 4 . 12.9

well as a decline in manufacturing output and 68 2430
construction activities owing to the continued Total revenue and grants 132147 138 132

L Current expenditure 93 116 122 129
electricity outages and shortage of Water anq Primary blanos b5 o6 0o e
cement. Moreover, an uncertain business climate
during the Iun—up to the presidential elections led External current account (incl. transfers) 64 27 43 33
toa Sharp decline in private investment to about Broad money (annual percent change) B4 148 192 353
6 percent Of GDP Compared Wlth over 9 percent Reserve money (annual percent change) 170 11.0 183 274
during 2001-02 (Table 3) OWlng in large part to Gross int. reserves (US$ billions) 150.3 2084 170.0 1383

rapid growth in broad money, the 12-month rate

of inflation (CPI-based) reached 14.8 percent in December 2003 (from 6.1 percent in

December 2002).

2. These unsatisfactory developments moved Guinea to the bottom of regional
economic performance (Box 1).' On average between 1998 and 2002, Guinea outperformed

the West African Economic and Monetary Union (WAEMU) and West African Monetary

Zone (WAMZ) member countries. However, in 2003, Guinea became the worst performer in
the regional context, except for higher average inflation in WAMZ countries due to the rapid

price increases in Ghana.

3. Economic performance is expected to remain weak in 2004. Real GDP growth is
projected at around 2.6 percent, in light of the poor economic performance during the first
quarter of the year and the lags for the more rigorous policy to translate into an economic
recovery. In May 2004, inflationary pressures eased somewhat, to 9.4 percent year-on-year,
owing to temporary factors, including an unsustainable freeze on domestic petroleum product
prices.

" See also West African Economic and Monetary Union—Recent Economic Developments
and Regional Policy Issues of June 30, 2004 (www.imf.org).



Figure 1. Guinea: Real Sector Developments, 1998-2003

(In percent of GDP, unless otherwise indicated)
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Box 1. Guinea: WAEMU and WAMZ—Selected Economic Indicators, 1998-2003

Source: World Economic Trends in Africa; Guinean authorities; and staff estimates.

1998 1999 2000 2001 2002 2003
Real gross domestic product growth (in percent)
Guinea 4.8 4.7 1.9 4.0 42 1.2
WAEMU 55 2.7 0.5 4.4 2.0 2.6
WAMZ 1.7 24 4.7 34 2.5 8.4
Inflation, average (in percent)
Guinea 5.1 4.6 6.8 54 3.0 12.9
WAEMU 3.7 -0.1 1.6 42 2.7 1.4
WAMZ 10.8 8.0 10.6 19.6 12.6 16.8
Central government balance excluding grants, in percent of GDP
Guinea -3.6 -5.3 -5.5 -7.5 -6.2 -79
WAEMU 4.4 5.1 4.3 3.8 3.9 4.8
WAMZ -8.8 5.9 33 43 5.8 22
Broad money growth (in percent)
Guinea 6.1 8.8 23.4 14.8 19.2 353
WAEMU 42 53 5.8 13.6 15.7 52
WAMZ 22.1 279 46.0 277 242 27.0
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4. Fiscal policy slippages persisted

in 2003 and little progress was made in the
first quarter of 2004. A one percent of GDP
revenue shortfall, coupled with a 1'% percent of
GDP overrun in current spending,” led to a
widening of the fiscal deficit (commitment
basis, including grants) to 5.1 percent of GDP
from 4.4 percent in 2002 (Table 4). In the
absence of external budgetary assistance, this
deficit was financed by an accumulation of
arrears and by increased borrowing from the
banking system. The 2004 budget envisaged a
tightening of fiscal policy (a primary surplus of
2.1 percent of GDP) and reduced borrowing
from the banking sector. However, budget
implementation in the first quarter of 2004 was
poor. Revenue registered a 0.6 percent of annual
GDP shortfall due to poor collection efforts and
use of an overvalued exchange rate to value
imports. The shortfall was accommodated by
expenditure curtailment covering domestically-
financed investment and nonwage spending in
the social sectors.

5. Monetary policy was highly
expansionary in 2003 and the first quarter
of 2004. With a limited use of T-bills, the
substantial government deficit was, to a large
extent, financed by central bank credit.
Moreover, the issuance of sterilization bills

was inadequate to control bank liquidity and,
accordingly, reserve and broad money increased

20 4 Government Finances, 1998 - 2003

(In percent of GDP) Total expenditure

_—————

Nonmining revenue
6 T T
1998 1999 2000 2001 2002 2003

Public Expenditure, 1998 - 2003
g (In percent of GDP)

Government investment

Wage bill
4 A —
—emrmemememr T Nonwage primary
24 expenditure (current)
0 T T T T T
1998 1999 2000 2001 2002 2003

1400

Monetary Aggregates, January 1998 - May 2004
(In billions of Guinean francs)

1200
1000 4
800

Broad money
600

Reserve money .-

200 4 e ' Overall credit to the government

? Defense accounted for about 50 percent of the overruns, which the authorities attributed to
the need to reinforce border security to prevent rebel incursions from unstable neighboring
countries. The balance included spending associated with the run-up to the December 2003
presidential elections. There was an almost 0.5 percent of GDP shortfall in nonwage current

spending in social sectors.



SlgnlﬁcantIY’ reaChlng 27'4 percent and 35'3 percent’ :Z | Credit to the Government and to the Private Sector,
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official reserves and rapid increase in credit to
the government. Reserve money increased by
25 percent on a twelve-month basis to
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60.8 34.5 263

March 2004.
LS TS
ST ESL
6. The financial sector indicators reveal
that the banking sector in Guinea has 2
. . . . Interest rates on sterilization bills (TRMs) and Consumer Price
remained relatively sound, in spite of the Inflation, 2001-2004

deterioration of the macroeconomic (I percent) ; \

environment (Table 6). The main banking " W\ﬁm

soundness ratios for the seven banks operating in " Consumer
Guinea have remained above prudential limits, o (onrongens
except for the ratio of risk concentration. The 0 e

large exposure to the government is a risk to Jan-01 Jun-01 Nov-01 Apr-02 Sep-02 Feb-03 Jul-03 Dec-03

the banking system, even though the government
so far has remained current on its obligations.

Large excess liquidity in the banking system, 150
. . 7. 140 1 Effective Exchange Rates, January 1998 - April 2004
reflecting the lack of lending opportunities 04 (ndex, 1990 100)
outside a few large corporate clients, suggests 1201 Relative price index
that the crowding out of the private sector by i;ﬁ
government borrowing is limited. The share of 901 Real efetiv exchange rte
nonperforming loans in the total loan portfolio o
has remained stable at around 30 percent over the - Nominal effective exchange rate
last three years, reﬂecting continued weaknesses So.lan- Jul- Jan- Jul- Jan- Jul- Jan- Jul- Jan- Jul- Jan- Jul- Jan-

in the judicial system. Because of reinforced O S0erer e 03080

supervision, provisioning of nonperforming

loans improved from 83.7 percent in

December 2003 to 86.6 percent in March 2004. The foreign exchange exposure of domestic
banks is low, limiting the direct risk of the financial sector being destabilized by exchange
rate variations.
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7. The authorities continued to de facto peg the official exchange rate of the
Guinean franc against the US dollar. The official rate depreciated only marginally

until July 2004. The spread between the official and parallel exchange rates remained

above 20 percent during the second half of 2003 and widened further to around 25 percent

by mid-2004. Notwithstanding the stickiness of the official rate, during the 12-month period
ended April 2004, the nominal effective exchange rate depreciated on average by

11.8 percent, largely because of the depreciation of the US dollar against the euro.’ The real
effective exchange rate depreciated by only 0.4 percent reflecting the acceleration in inflation.

8. The external current account deficit (excluding official transfers) narrowed to

4 percent of GDP in 2003, from 5.6 percent in 2002 (Figure 1, Table 7). This narrowing is
mainly due to a decline in imports of intermediate and capital goods associated with the sharp
fall in investment. This more than offset a fall in exports, reflecting the continued downward
trend of bauxite shipments, notwithstanding increased shipments of alumina and diamonds.*
Foreign direct investments fell to very low levels because mining and other investments were
deterred by corruption and bureaucratic inefficiency. There was a near absence of official
budgetary support because of donor discontent with policy implementation and governance
issues. Reflecting the above-mentioned factors, as well as an overvaluation of the official
exchange rate, gross international reserves of the central bank® dropped to US$138 million
(1.5 months of imports) at end-2003 compared with US$170 million at end-2002. External
arrears at end-2003 amounted to US$18 million and increased further in early 2004.°

0. Progress in the structural reform area slowed down. On the fiscal front, the
authorities prepared the draft legislation for the adoption of WAEMU’s common external
tariff (CET). They continued their efforts to better monitor government cash-flow by closing
most of the extra budgetary accounts and transferring all non-project accounts from deposit
money banks to the central bank. In the monetary area, the banking and microfinance laws
have not yet been adopted, and the computerization of the banks’ accounting plan was not

* Countries in the euro area and the West African Monetary Union account for over
60 percent of Guinea’s trade.

% The large rise in diamonds exports is believed to reflect a better recording of these exports
since the introduction in 2003 of national export certificates in line with the 2002 UN
Resolution on Conflict Diamonds.

> There is a question mark over the degree of liquidity of official reserves, given the
difficulties Guinea has had recently in meeting its debt service obligations. This matter would
be clarified by implementing the safeguards assessment mission’s recommendations.

% Guinea has a record of being in short-term arrears to the Fund, which has worsened
recently, with 11 occurrences since the beginning of 2004.
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completed, although most of the background actions were implemented. The recapitalization
of the only bank in difficulty is still pending. While progress has been made toward adoption
of international accounting standards, there were further delays in the implementation of the
main recommendations of the safeguards assessment mission (special audit of the central
bank’s reserves, set up of an audit committee, and financial audit of the central bank).

10. The authorities finalized their first PRSP progress report in April 2004,
following a participatory process involving civil society. They provided an update of the
medium-term macroeconomic framework underlying the strategy in June 2004. The report
notes that while Guinea was able to make progress in the social sectors, the deterioration in
the macroeconomic environment has significantly impaired the achievement of the PRS
targets.

II. REPORT ON THE DISCUSSIONS
A. The Ex-Post Assessment Report’

11. The main conclusion of the Ex-Post Assessment (EPA) report is that Guinea has not
yet been able to sustain consistent implementation of a long-term development strategy. The
main lessons are the need for: (i) ensuring ownership and commitment at the highest level of
government at the onset of any program; (ii) encouraging early and decisive progress in
raising fiscal revenue and implementing structural reforms; (iii) paying more attention to poor
governance; and (iv) setting realistic macroeconomic objectives and incorporating ex ante
contingency plans as a precautionary cushion should new risks materialize. These lessons
guided the policy discussions with the authorities on the way forward. The authorities were in
agreement with the main thrust and conclusions of the EPA, except for small reservations.”
They recognized that Guinea must change its behavior and persevere in its adjustment efforts.

B. Immediate Policy Challenges and Outlook for 2004

12. The staff and the authorities agreed that the continued pursuit of past policies
would result in a worsening of the economic situation. The authorities indicated that their
immediate challenge was to strengthen policy implementation to slow down inflation and

7 See Ex-Post Assessment Report of July 7, 2004 (www.imf.org).

¥ They indicated that increases in fiscal revenue would come only gradually given the

large role of the informal sector in economic activity, and that the slow pace of structural
reforms under the second PRGF (2001-04) was partly due to limited progress in terms of
increased production and employment generation from the first wave of reforms. Also, they
suggested that in assessing performance, the Fund pay greater attention to country-specific
considerations, notably the hostile regional environment that Guinea had faced.
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normalize relations with donors to facilitate access to the much needed external finance that
would help advance the implementation of the poverty reduction strategy.

13. Cognizant of the urgent need to take corrective measures and reflecting their
desire to reengage more meaningfully with the Fund, the authorities adopted an
emergency recovery program in March 2004. Key elements of the package are: cuts in
expenditure;” respecting rigorously the expenditure commitment procedures; improving
revenue collection by curtailing exemptions and strengthening fiscal administration; and
tightening monetary policy. The authorities emphasized that it would be very difficult to
make up for the revenue shortfall of the first quarter. Under the circumstances, the

original 2004 budget was revised to extend the revenue shortfall and the spending curtailment
to the year as a whole, albeit with defense spending exceeding earlier projections. The
authorities indicated that the fiscal adjustment underpinning the revised budget represented
the maximum they could accommodate in the short run without hampering the government’s
ability to provide minimal public services. The overall deficit (commitment basis, including
grants) would be limited to 2.6 percent of GDP.

14. The mission acknowledged the difficulty of realizing short-term adjustments
beyond what is currently envisaged and encouraged the authorities to persevere in
implementing their emergency program. It indicated that, while the implementation of
such a program will be a step in the right direction, it would not be sufficient to ease
inflationary pressures as initially envisaged.'® The mission urged the authorities to pursue the
strict expenditure control implemented since April and to ensure that unprogrammed
resources that may become available be used to reduce government indebtedness to the
banking sector.'’ Also, the mission and the authorities agreed that monetary policy should be
significantly tightened by active open market operations and ensuring that the budget deficit
is financed through issuance of treasury bills, as this would avoid the direct expansion of base
money by way of central bank advances to the government.

? Including a curtailment of nonwage spending on social sectors.

' The mission and the authorities estimated that to get inflation on a clear downward path

in 2004, base money growth should not exceed 10 percent, implying a bank financing of the
budget deficit limited to 1.2 percent of GDP. Considering the currently projected deficit and
the need to reduce external payment arrears to normalize relations with donors, this would
entail financing more than half the deficit by the nonbank sector or reducing the deficit itself
by more than one half. The former is very unlikely and the latter is not realistic.

11 -
Such resources could come from a better-than-envisaged revenue performance or from
privatization receipts.
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15. In light of the problems highlighted above, economic performance in 2004 is
projected to be weaker than envisaged at the time of the 2003 Article IV consultation. '
Real GDP growth at 2.6 percent is only half the rate projected earlier. The envisaged fiscal
consolidation is reflected in a slower growth in broad money."* However, end-2004 inflation
is expected to rise somewhat reflecting the pass-through of the exchange rate depreciation
(including through the upward adjustment of administered prices). The external current
account excluding grants is projected to narrow further to 3.7 percent of GDP as a low
investment rate continues to subdue imports. Owing to the lack of external budgetary
assistance and the low private capital flows, official reserves would decline further to

1.2 months of imports, from 1.5 months in 2003.

C. Exchange Rate Policy

16. The staff indicated that the rationing of foreign exchange with regard to imports
and the use of multiple exchange rates constitute a new exchange restriction and a new
MCP, and that it would not recommend Board approval of such practices.'* The lack of
a mechanism to prevent the rates in the official and the parallel markets from diverging by
more than 2 percent constitutes an MCP subject to IMF jurisdiction under Article VIII. Since
mid-2003, the government actions—(i) limiting the availability of foreign exchange in the
official market to particular categories of importers and (ii) with respect to other importers,
tolerating commercial banks to finance those imports at negotiated exchange rates which
diverged by more than 2 percent from the official exchange rate—have given rise to new
exchange restrictions and a new MCP subject to Fund approval under Article VIII.

2800
17. There was agreement between the staffand _, | Exchange Rates, January 2000 - Tuly 2004

the authorities that the de facto fixed exchange 2o (e fmespertis dolan
rate was inappropriate as it resulted in a large 2 [0 TT™
parallel market premium and an overvaluation of |

the official rate. The parallel foreign exchange 16
market has existed in Guinea for a long time, albeit as EEE |
an illegal market up to 1995. Changes that followed 1000

. . . . . Q N N > > \ 3\ v $ >
the legalization of foreign currency trading outside the & & S LTI &S

fficial exchange rate
(left scale) Spread
(right scale) |

>

&D

2 Country Report No. 03/250; 8/14/03.

" Given limited external financing and negative non-bank domestic financing, the fiscal
deficit is expected to be financed mostly through bank credit, including central bank
advances.

' The authorities administratively allocated foreign exchange to finance rice and petroleum
products imports, and allowed banks to finance other priority imports at negotiated exchange
rates in between the official and parallel rates.
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organized banking sector include the introduction of the foreign exchange auction system
in 1999. During 1999-2002, in the absence of government interference with a free determination
of the official rate at auctions, the official rate generally tracked the parallel market."
Since 2003, while market forces have led to a gradual depreciation of the parallel market rate in
light of the deteriorating macroeconomic environment, the government de facto fixed the official
rate and, in early 2004, introduced a rationing of foreign exchange with regard to imports.
Accordingly, excess demand in the official market spilled over into the parallel one, and the
spread between the parallel and official rates widened markedl