New World Bank books
WATER SUPPLY AND SANITATION —
A NEW AND TIMELY SERIES
The United Nations has designated the 1980s as the International Drinking Water
Supply and Sanitation Decade. Its goal is to provide two ol'the most fundamental
human needs—sale water and sanitary disposal of human wastes to all people.
To help usher in this important period ol international research and cooperation,
the World Bank is publishing three volumes on appropriate technology for water
supply and waste disposal systems in developing countries.
Since the technology for supplying water is more widely understood, the series
emphasi/.es sanitation and waste reclamation technologies, their contributions to
better heakh. and how they are affected by water service levels and the ability and
willingness oi" communities to pay for the systems.
The first two volumes are described here. The third. Sanitation ami DIM-UW
Health Aspects of Excreta anil Wastewater Management, will be available in the
latter half of 1981.
All three books arc published for the World Batik bv I he Johns Hopkins
University Press and are available from booksellers: directly from the Press
(Baltimore. MD 21218. U.S.A. or Ely House. 37 Dover Street. London W I X
4HQ. U.K.); or from Press distributors throughout the world

APPROPRIATE SANITATION ALTERNATIVES
A Technical and Economic Appraisal
John \l. Kulhermutten. DeAnne .V. Julia.',, anj l ' h a r i f \ (,. (iunni'r\i>n
This volume summarizes the technical, economic, e n v i r o n m e n t a l , health, and
lociocultural findings of the Bank's research program on appropriate sanitation
alternames and discuses ihe aspects of program p l a n n i n g thai an- iK-k:ess.ii> lo
implement these Iiridings h is directed p r i m a r i l y tovvaid p U n m i i t : officials and
sector policy advisers for developing countries
The most important l i n d m g is ( h a t there an- mam different kind- ut technolnir.
lhal can be satck and chcapK used on ,i w i n e scale T h r o u g h o u t , emph.i
placed on l i n k i n g improvements in environmental sanitation with poitms.si
benefits t o h v , i l i l i
Approximately 21)8 pages. Paperback I ' S S I M S .

A P P R O P R I A T E SANITATION ALTERNATIVES
A Planning and Design Manual
John U. f^tilhernitiltcH,
I) Dliin tin \lura

I>f Arm? S

Julius. Cfiarlt"-

(i

(iiitiu,'r\tit>. tin,!

Ihis manual presents guidelines. proLcdmes. ;md uvriiu)]ii(;ii:i h.isi'J i'ii ilic
I t u n k ' s U\MI research; summan/es sclccled portions ul u i h i ' r p i i h ! k . , i l i . . r i s m:
s a n i t a t i o n program p U n n i n g . and descnhes ihe cngmcenri(i d e t a i l s ol , i l l i ; i i i j i i \ e
sanii.iiion lecltiiDlit.siitJs .md liuw shc> can hu upgraded.
I h..- r i u i L - i i . i l > tnteiidL-d l u r professionallj t r a i n e d project engineers and
s t i e n u s L h and im i i - t l n u c i a i i s and t i e l d w o r k e r s who .ire k i m i l i u r w i t h ilkparticular fcogruphic and c u l t u r a l condiuori.s ;n uv.-n |'ion:ci .ircas
Approximatelj '--I p.igcs. I'apeihaek U S S I S . I K . 1

E M P L O Y M E N T POLK V IN D E V E L O P I N G ( OlM HIES
A Survey of Issues and Evidence
/ i n St/iiirc
Low uitcs oi y i o w t h in industrial employment, high tatus ol unemployment
among new entrants to the urban labor market, and low k-\fb i>l lahoi
p i o J u i ' t i v n \ .UK! remuneration are the three ISMICS ,iddi(.^-.ud in this stiul-,
The a u t h o r u k n i i l u ' s i l u - more important dcterminmils t i l ktboi ,lem.iiul ami
s u p p h .UK! t i n i1 M e n t to w h i c h t h e growth ol labor tlem:imt has hccn
eiuisir.iinc,! and la hoi s u p p K .iJv.tncn! h> i n . i p p n ' p r i.ilc policies I '11 I hi
demand side, i n d u s i n . i : n.nk- puliL 1 ). agricultural j > i i > u i h . and the o p e M N . n i ol
capita! n u t k e i s ate discussed; nn the MippK Mile, .mention is iodised u n
population and education pohc\
\lH'!"M"i:i[cK 2()S pages Cloth I ' S S h - ' i ' - papcrbact I ^ ~ "
I'hisi hook is p u b l i s h e d tor the World Hank tx ( K l o r d 1 I L I \ L - I M I \ 1'iessaiul is
.ULiilahle I n i i i i liook-L-lkTs; d i r e e t l s Irom [ho |'I L ^S [21H1 M . n i r s o s i A ' - e t m e .
New V - ' i k . ^^ HIOll.. I .S.A. or Piess Koad. \-;r,,!L-r;. I ntiihui \\\ 1C !'!'['
[ ' K . I : or t i o n i ( ) \ l o r d blanches a n d d i s t r i b u t o r s ihro'.iiitiom die w i i r l i i
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Fund
activity

The challenges facing the
International Monetary Fund

First quarter of 1981
marked by important developments
tioning of the recycling process. The increase in Saudi Arabia's quota will also result in a substantial rise in the Fund's
immediately available resources in support
of the Fund's expanded level of operations.
New loan commitments under stand-by and
extended arrangements during the first
quarter of 1981 reached SDR 4.3 billion,
compared with SDR 1.2 billion for the corresponding period in 1980. Some of these
important measures are described briefly in
this section. For full texts, please see the
IMF Surveys of March 23 and April 6, 1981.

The first quarter of 1981 was marked by a
number of notable accomplishments in
meeting the challenges currently facing the
Fund. In addition to the completion of the
final loan disbursements from the Trust
Fund, the simplification of the SDR basket,
and the decision to continue enlarged access to the Fund's resources, the Fund
reached agreement in principle with Saudi
Arabia on a quota increase and on an arrangement to borrow resources to permit
the Fund to continue its lending operations
without interruption and for the smooth func-

The nature and scope of the challenges
facing the Fund were examined by the
Fund's Managing Director, Mr. Jacques
de Larosiere, in remarks before the annual conference of the Association of
Reserve City Bankers in Palm Beach,
Florida. The three challenges facing the
Fund were described by the Managing
Director as promoting balance of payments adjustment, facilitating the recycling process, and working to improve
the international monetary system. The
full text of the Managing Director's
speech was published in the April 6,
1981 issue of the IMF Survey.

Agreement with Saudi Arabia on quota increase and borrowing arrangement
Following are excerpts from the Managing Director Mr. Jacques de Larosiere's
statement on the Developments in the
Fund's Financial Relations with Saudi
Arabia. The statement was released on
March 27, 1981.
. . . The Executive Board of the Fund has
unanimously approved today to recommend
to the Board of Governors that Saudi Arabia's quota in the Fund be increased from
its present level of SDR 1,040.1 million to
SDR 2,100 million. This will increase Saudi
Arabia's share in total quotas from 1.74 per
cent to approximately 3.5 per cent.
The increase in quota will become effective following a vote by the Fund's Board of
Governors.

The Executive Board supported the Saudi
Arabian request for an increase in quota as
an exceptional matter. The Board judged
that Saudi Arabia's quota was out of line at
the present time, taking into account the
relative importance of Saudi Arabia in the
world economy. The Executive Board also
noted the uniquely large-scale lending by
Saudi Arabia to the Fund, both in the past
as well as prospectively, and not only in absolute amounts but also in terms of its quota.
The increase in Saudi Arabia's quota will result in a substantial increase in the Fund's
immediately usable resources, which can be
used in support of the Fund's expanded
level of operations at this time.

Table 1
New loan commitments and other use of Fund resources: 1978-81
(In billions of SDRs)

New loan commitments under
stand-by and extended
arrangements in period (including
oc t where applicable)
Industrial countries
Developing countries
1.b. Purchases1
Industrial countries
Developing countries
2. Trust Fund loans disbursed
(Developing countries only)
Total (1+2)

JanuaryMarch

Calendar yeat
1979

1980

1980

0.1
1.8
0.7
0.1
0.6

2.2
—
2.2
0.7
—
0.7

7.2
—
7.2
1.0
—
1.0

1.2
—
1.2
0.4
—
0.4

4.3
—
4.3
0.1
—
0.1

0.7
3.3

0.5
3.4

1.3
9.5

0.3
1.9

0.4
4.8

1978

1981

1.3.

1.9

Source: IMF, Treasurers Department.
Note: Details may not add to totals due to rounding.
.
1
Other than purchases under stand-by and extended arrangements (that is. credit tranche, compensatory financing
buffer stock, and oil facilities).

2
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The increase in the Fund's usable resources through the rise in Saudi Arabia's
quota is timely and is in addition to the conclusion of an important borrowing agreement reached in principle on March 24 between the Fund and the Saudi Arabian
Monetary Agency (SAMA).
. . . SAMA will make a lending commitment to the Fund of SDR 4 billion in the first
year of the agreement and a further SDR 4
billion in the second year. The Saudi Arabian authorities have also indicated their intention to enter into a further commitment
for the third year if their balance of payments
and reserve position so permits. Drawing
under these borrowing arrangements will be
able to continue during a commitment period of six years, each call being subject to
a notice period of 90 days. The Fund will undertake to draw down at least SDR 1 billion
in the first year, and not more than SDR 4
billion in any one year (without the further
agreement of SAMA). The loans will be denominated in SDRs.
. . . As you know, our resources under the
supplementary financing facility are now virtually committed. It is thus most timely to be
able to conclude this agreement and to have
the resources from the increase in quota.
This will allow us to continue our lending
operations, without interruption, for the
benefit of countries whose balance of payments difficulties are pressing and for the
smooth functioning of the recycling process.
These agreements reflect the growing role
of Saudi Arabia in the world economy. I believe that they represent a most important
step to strengthen the Fund and the international monetary system.

fitin' 1981
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Final loans disbursed
from Trust Fund
The International Monetary Fund, as Trustee,
has completed the final loan disbursements
from the Trust Fund, bringing total disbursements to the equivalent of SDR 2,991 million. The disbursements were made in two
periods. During the first period, from July 1,
1976 to June 30, 1978, loans totaling the
equivalent of SDR 841 million were made
to 43 developing members, and during the
second period, from July 1, 1978 to February 28, 1981, 53 members received disbursements totaling SDR 2,150 million.
The Fund has also distributed profits
to 104 developing members totaling
US$1,288.7 million from the sale of gold.
With the completion of loan disbursements, the Trust Fund was wound up on
April 30, 1981.

Increasing the usable
resources of the Fund
Answering a question at a press conference on March 27, the Managing Director
spoke on the Fund's usable resources
and the effect on them of the borrowing
from Saudi Arabia:
. . . We have two categories of resources
that we use in our lending—what we call
ordinary resources, and borrowed resources. Some of our lending is financed
only through ordinary resources. That is the
case, for instance, with a first credit tranche
drawing or for countries who wish to remain
within the 100 per cent drawing limit, or for
countries who borrow under the compensatory financing or buffer stock financing facilities. But in many other cases, and more
and more so now, when you have a program
that goes beyond the 100 per cent—or 140
per cent in case of the extended facility—
we need to combine the ordinary resources
and an amount of borrowed resources.
Globally I can tell you that the arrangements, the programs, in high credit tranches
that we are financing and will continue to
finance will comprise approximately one
third of ordinary resources and two thirds of
borrowed resources. This is not true in each
case, of course, because much depends on
the position of the country in the Fund and
the exact amounts requested. But, generally
speaking, the lending operations under Fund
programs will be financed one third from
ordinary resources and two thirds from borrowed resources.
We have in the Fund now some SDR 2021 billion of immediately usable currencies.
This will contribute to the financing of all the
compensatory financing and first credit
tranche drawings (which are completely fi-

Table 2
Selected data on Fund's assistance to members—disbursements and repurchases:
1978-81
(In billions of SDRs)
Calendar year
1978

1979

1980

1980

JanuaryMarch

1981

Purchases under all Fund facilities
(excluding reserve tranche purchases)
plus Trust Fund loan disbursements
Industrial countries
Developing countries
Of which Trust Fund loan
disbursements

1.9
0.1
1.8

2.2
—
2.2

4.6
—
4.6

1.0
—
1.0

1.7
—
1.7

(0.7)

(0.5)

(1.3)

(0.3)

(0.4)

Repurchases1
Industrial countries
Developing countries

4.8
2.8
2.0

4.2
2.6
1.6

3.3
1.4
1.9

0.7
0.4
0.3

0.6
0.1
0.5

-2.9
(2.6)
-2.7
-0.3

-2.0
(2.8)
-2.4

1.3

0.3

1.1

(0.9)
-1.4

(0.2)
-0.4

(0.2)
-0.1

0.5

2.7

0.7

1.2

Net purchases (+) and
net repurchases (-) (all members)
Of which repaid to lenders
Industrial countries
Developing countries

Source: IMF, Treasurers Department.
Note: Details may not add to totals due to rounding.
1
The first Trust Fund loan repayments are not due until July, 1982.

Table 3
Summary of Fund operations in the General Resources Account,
January 1, 1978-March 31, 1981
(In millions of SDRs)

Total purchases
Reserve tranche
Credit tranche
Of which, supplementary financing
Compensatory financing
Extended facility
Of which, supplementary financing
Buffer stock
Total repurchases
Net purchases1
Fund borrowing
General Arrangements to Borrow2
Oil facility
Supplementary financing facility
Repayment of loans
General Arrangements to Borrow2
Oil facility
Supplementary financing facility
Net borrowing3

1978

1979

3,744.3
2,535.5
421.0

1,842.8
147.1
853.1
(205.4)
572.0
233.0
(101.5)
37.7
4,215.3
-2,372.5

(-)

577.7
174.0
(-)

36.1
4,845.2
-1,100.9

—

1981

1,505.7
202.9
1,117.3
(342.6)
19.4
166.1
(51.0)

—
—
306.9

—
—
1,218.3

—
—

587.9
2,218.3
—
2,499.3

—
900.5
—
317.8

—
—

-1,787.4

January 1March 31,

3,752.7
359.2
1,798.6
(943.1)
980.4
614.5
(275.2)
—
3,344.8
407.9

777.3

1,142.1
1 ,422.6

1980

—

592.4
913.3

393.6
—

243.2
—

150.4

Source: IMF, Treasurer's Department.
' (—) Indicates net repurchases.
2
Includes Swiss National Bank.
3
(—) Indicates net repayment.

nanced through ordinary resources) during
the period, plus, of course, the part of the
mixed financing of programs which I referred to. So we have to use this SDR 21
billion over the period from now until the
Eighth General Review of Quotas, which I
hope will be completed by 1983.
Based on projected Fund lending for the

next few years, we will need in borrowed
resources approximately SDR 6-7 billion
annually in 1981, 1982, and 1983. So you
see that having reached an agreement for
SDR 4 billion for the first year and SDR 4
billion for the second, we have gone a long
way toward meeting our needs for borrowed
resources. . . .
Finance & Dei'clopment / June 1981
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Bank,
activity
$83 million in loans for improving transportation
in Latin America and Caribbean region
Haiti, Mexico, and Peru will benefit from
loans recently approved by the World Bank
and the International Development Association (IDA) for improving communication
systems.
Haiti will receive an IDA credit of approximately US$11 million to expand and rehabilitate the country's international port at
Cap Haitien and to build, or rehabilitate,
seven other small ports. Cap Ha'itien serves
an international traffic of cruise ships and
cargo vessels vital to Haiti's economy. This
traffic is currently endangered by the deterioration in existing port facilities. The IDA
credit will ensure the continuation of this
traffic, and of the labor-intensive activities
engendered by it, thus safeguarding the
jobs of the region's population.
A $14 million Bank loan to Mexico will
help finance the preinvestment stage of a
program to develop ports for four coastal
areas of the country. Development of the

ports will help the Government to decentralize economic activity and growth from
the central plateau and provide domestic industries with direct access to international
maritime transport. The development will, in
addition, help to handle the recent increase
in traffic coming to Mexico by sea. The capacity of Mexican ports is no longer adequate for general cargo and nonpetroleum
bulk commodities, and more than 2 million
tons of the country's imports and exports are
being handled annually through United
States ports, with extensive overland movement. The Government has estimated that
more than $2.5 billion will be required for
investments in infrastructure in the four port
areas between 1980 and 1985.
In Peru, a $58 million Bank loan will go to
a project for the improvement of three regional airports in the Amazon jungle and
jungle highlands which currently have inadequate transport links with the rest of the

(Ending June 30)

World Bank

(In millions of U.S. dollars)

Fiscal year
1978

country. The project also includes the construction of a fourth airport, technical assistance for another, and the provision of necessary aviation equipment. The lack of
adequate infrastructure and facilities has restrained the growth of Peru's commercial
aviation and reduced its efficiency. Airports
are frequently shut down because of poor
operating conditions and many cannot handle the most economical aircraft for existing
traffic volumes. The project attempts to
tackle these problems.
World Bank and IDA:
lending to countries with
annual per capita income
below $360.
fiscal years 1971 -80

Table 1
World Bank and IDA lending: fiscal years 1977-80

1977

Robert S. McNamara will retire
from the World Bank, effective
June 30, 1981, after having
served as President of the Bank
since April 1968. He will be succeeded by A.W. Clausen. Mr.
Clausen's appointment becomes effective on July 1.

1979

1980

(In millions of U.S. dollars)

Loan amounts1
Disbursements2

5,759
2,636

6,098
2,787

6,989
3,602

7,644
4,363

142
44
134

144
48
135

(Number)

161
54
129

Operations approved
Borrowing countries
Member countries
International Development
Association (IDA)

(In millions of U.S. dollars)

1,308
1,298

Credit amounts
Disbursements

137
46
132

2,313
1 ,062

3,022
1 ,222

3,838
1,411

(Number)
3

Operations approved
Borrowing countries
Member countries

67
36
117

99
42

120

105
43
121

103
40
121

Source:
World Bank Annual Report 1980.
1
Excludes loans to International Finance Corporation of $20 million in fiscal year 1977. Includes amounts in fiscal
year 1977 lent on Third Window terms.
2
Excludes disbursements on loans to International Finance Corporation.
3
Joint World Bank/IDA operations are counted only once as Bank operations.
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First loan to Zimbabwe

Table 2
World Bank loans approved during third quarter of fiscal year 1981
(Ended March 31, 1981)
Amount (In millions
of U.S. dollars)

Country1

Purpose

Bahamas
Barbados
Botswana
Brazil
Colombia (2)
Guyana (2)
Indonesia (2)
Malaysia (2)
Mexico (2)
Morocco (2)
Panama (2)
Peru
Portugal
Thailand (2)
Tunisia
Turkey (2)
Yugoslavia
Zimbabwe

Vocational education
Power
Roads
Urban transport
Rural roads, power
Structural adjustment, technical assistance
Power, swamp reclamation
Rice development, rural development
Agriculture, port development
Tourism, urban development
Oil exploration, development banking
Aviation
Development banking
Industrial development, development banking
Vocational education
Agricultural exports, development banking
Rural development
Manufacturing rehabilitation

7.0
6.0

17.0
90.0

118.0
15.5*
272.0
90.0
294.0
136.0
26.5
58.0
100.0
38.9
26.0
80.0
87.0
50.0**

1,511.9

Total
Source: World Bank.
' Figures in parentheses are the number of loans approved for the respective country.
• With an $8 million IDA credit.
" With a $15 million IDA credit.

Table 3
IDA credits approved during third quarter of fiscal year 1981
(Ended March 31, 1981)
Amount (in millions of
U.S. dollars)

Country'

Purpose

Bangladesh (3)

Technical assistance, port and rail development,
development banking
Grain storage, wood industries

Burma (2)
Egypt, Arab
Republic of
Guinea-Bissau
Guyana
Haiti (2)
India (3)
Kenya
Malawi (2)
Mali
Nepal (3)
Pakistan (2)
Rwanda
Senegal
Sierra Leone
Solomon Islands
Somalia
Sudan (2)
Uganda
Upper Volta
Yemen Arab
Republic (2)
Zimbabwe

Fish farming development
Oil exploration
Structural adjustment
Post-hurricane agricultural rehabilitation, port
rehabilitation
Irrigation, telecommunications, tank irrigation
Education
Secondary education, highways
Road maintenance
Irrigation, agricultural extension and research, rural
development
Vocational training, small-scale enterprises
Coffee production
Forestry
Development banking
Development banking
Primary and secondary education
Irrigation (2 projects)
Water supply
Agricultural development
Power, development banking
Manufacturing rehabilitation

Total

91.0
55.0
14.0
6.8

8.0*
14.2
508.0
40.0
74.0
17.0
29.0
55.0
15.0
9.3

12.0
1.5

10.2
67.0
9.0

16.0
24.0
15.0**

1,091.0

Source:
World Bank.
1
Figures in parentheses are the number of credits approved for the respective country.
" With a $14 million Bank loan.
" With a $50 million Bank loan.

The World Bank recently approved two
loans to Zimbabwe, totaling US$103 million, to assist in the rehabilitation of the
manufacturing sector and to produce more
coal for use in power plants and for export.
The two loans constitute the beginning of
lending operations to Zimbabwe since the
country became a member of the Bank in
September 1980.
About $65 million will be provided by the
World Bank and its soft-loan affiliate, the International Development Association (IDA),
to support the rehabilitation of the manufacturing sector.
The loan will finance the import of raw
materials, spare parts, balancing equipment, and components. Only those goods
needed to increase utilization of the existing
manufacturing capacity will be eligible for
financing under this program. Consumer
goods and capital items will be excluded.
Expanded production of export goods is estimated at $50 million and the goods for domestic consumption are valued at $300 million in foreign exchange saving. About 8,600
additional jobs are expected to be created
as a result of an increase in the utilization
of capacity of the manufacturing sector.
A loan of $38 million will help finance an
open cast coal mining project at Wankie, to
be implemented by the Wankie Colliery
Company Limited, the only coal and coke
producer in Zimbabwe. The loan will be provided by the International Finance Corporation (IFC), the Bank's affiliate that promotes and assists private enterprises in
developing member countries, with participation by a group of commercial banks.
This new facility is of high national priority
and will produce a minimum of 3 million
metric tons of coal per year. Part of this coal
will be supplied to a new thermal power station, currently under construction near the
mine, which is needed to prevent a serious
power shortage in the mid-1980s.
Zimbabwe's immediate economic priority
is to rehabilitate its economy. The Government is attempting to mobilize substantial
amounts of resources very fast to remove
critical bottlenecks in the economy created
by the prolonged war of independence and
the economic sanctions imposed on the
country (formerly Rhodesia) by the international community after 1965. Both the war
and the sanctions, along with increases in
oil prices and two droughts, resulted in a
significant decline in economic activity between 1975 and 1979. With the attainment
of Independence and the end of the war
over a year ago, the economy once again
began to grow.
Emmanuel d'Silva
Finance & Development I ]une 1981
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The McNamara years
A personal note introducing selections from speeches by Mr. McNamara.
William Clark
Robert S. McNamara is retiring from the World Bank in June
1981, after 13 years as its President. During his tenure, there has
been a sea change in the quality as well as the quantity of the
Bank's lending operations and the development policies that it
pursued. Bank lending during Mr. McNamara's presidency has
grown from US$1 billion in fiscal year 1968 to $11.5 billion in
1980, so that today the Bank is supervising more than 1,600 projects in 100 countries. But these statistics show us only one aspect
of the McNamara years at the World Bank. They do not reflect
the unique vision of development that Robert McNamara brought
and implemented during his tenure. Nor do the statistics on
lending adequately reflect his managerial ability and remarkable
capacity for absorbing and using the vast amount of economic
and social data produced by the Bank to shape the Bank's policies
to serve his vision.
Early on, even before he had come to the World Bank, Mr.
McNamara had recognized as "the central historical event of our
times" the need to speed up the development of the poorest
countries that made up the Third World. He clearly felt that developing countries need to devise policies and investment programs to assist the poor in their societies to become more productive and to ensure an equitable distribution of basic services
to them. In response to these needs, Mr. McNamara sought to
shape the policies and programs of the Bank to improve the lot
of the poorest. He had a vision that saw the Bank as a key instrument for restructuring the world's economy so that the majority of its population—the poorest two thirds—could enjoy a
fair share of the earth's resources. He saw this as the Bank's
mission, one that could be accomplished by fashioning Bank programs and policies in consultation with, and in response to, the
needs of member countries. But he also saw the Bank's role as
a pioneer in the field, providing leadership in this direction for
national and international agencies.
He was under no illusions about the difficulty of the task, one
that later was exacerbated by massive disruptions in the world
economy. But he was impatient with those who held that it was
beyond the competence of the Bank to provide leadership to this
end. To those on his staff and to many more outside who called
for cautious prudence because "even the World Bank is only a
bank," he replied in the opening of his first speech to the Governors by saying: "I have always thought of the World Bank as
something more than a bank, as a development agency."
Early on, he asked his senior staff why no loans had been
made to several important developing countries (such as Egypt
and Indonesia) and to very many of the most underdeveloped
countries (in, for example, the Sahelian zone). The reply was (in
part) that there were severe financial constraints on the amount
of money the Bank could raise in the markets. "Then give me a
list of all projects which you would undertake if there were no
financial constraints." That was the origin of the Five-Year Plan
to double Bank lending, which he announced in his first speech
to the Governors in 1968.
That speech was to serve as McNamara's manifesto. It proclaimed his belief that poverty could be eradicated and that the
6

power to do so was at hand if the will was there. As he put it:
"The parable of the talents is a parable about power—about financial power—and it illuminates the great truth that all power
is given to be used, not to be wrapped in a napkin against risk."
To act when the power lay to hand was a moral duty, and for
13 years Mr. McNamara sought to fashion in the World Bank the
most effective practical instrument for such action on development. If it continues to be used as he intended, it will be the
living proof that his vision of a cooperative, progressive, and
uniting world was valid.
Mr. McNamara saw that the power of this instrument must
depend primarily upon the volume of resources made available
to it by the industrialized economies, and he was confident it
could be so provided. By diversifying its sources (to the Federal
Republic of Germany, first of all, and then to Japan and the
Middle East) the Bank successfully raised its borrowings in 12
years from under $1 billion to over $7 billion.
But it was always clear to Mr. McNamara that this development
instrument must be not only powerful but also precise. He therefore concentrated on improving the quality of Bank loans—
directing them more precisely to break the constrictions on
growth and development. This required an effort far more substantial than that needed to double and quadruple the financial
resources of the institution. Into the Development Policy Staff
and the Central Projects Staff he recruited the ablest experts—on
economics, agriculture, transport, education, and so on—that
could be found in the Bank's member countries. Their task, in
conjunction with the operational staff, was to devise individual
projects that would be precise, efficient, and economical.
In his early speeches, Mr. McNamara dwelt with great emphasis on the numbers of poor people in the developing world
and on the population explosion that was multiplying those
numbers. It was the billions of poor people that forced him to
mobilize multibillions of dollars to finance economic projects to
improve their lot. On the other hand, he was to learn from intensive travel in the Third World, not just to capitals but to the
rural areas of some of the poorest countries, that this development assistance never adequately trickled down to the rural poor.
From these firsthand observations he devised, over a period
of time, a comprehensive attack on "absolute poverty"—a phrase
he coined and to which he gave a clearly defined meaning. The
essence of this attack on poverty was to use development assistance to make the poor more productive; in particular to help
millions of small farmers produce enough to feed themselves
adequately and to have a surplus to sell to the cities.
This program of self-sufficiency in food was required to provide the solid base on which member countries could hope to
build real growth. In addition to Bank help, there remained obligations for the governments of the developing world: to ensure
that the state's social services (pure water, health clinics, education, and so on) were directed to the poor masses wherever
they were and not just to the privileged (and usually urban) few.
In this approach, resources were to flow directly to the poorest,
and their basic needs were to be met earlier and more extensively
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than they could be by a strategy of generalized growth in national
product. More important, from Mr. McNamara's point of view,
such a program could have a decisive effect in reducing fertility
rates—so that the planet's population might stabilize earlier and
at a lower figure.
The planning and refinement of this broad strategy, the fashioning of an instrument to give it effect, and the continuous monitoring of the projects in place to carry it out—all these were
extensively discussed by the Executive Directors, in the President
of the Bank's speeches to the Governors, and in the Governors'
responses. But there was one central issue that got little publicdiscussion: who was, in fact, to control the day-to-day operations
of this powerful instrument? No one disagreed that in theory and

William Clark joined the Bank in I9b8 and was Vice President, External Relations, from 1972 to 198(1. In 1980 he succeeded Barbara Ward as President of
the International Institute for l:.nrironnient and Droelopinent with offices in
London (U.K.) and Washington, D.C. (U.S.A.).

practice the ultimate authority on all policy matters was the
Board, where some 20 Executive Directors sat as appointed or
elected representatives of 139 member governments.
In Mr. McNamara's view, it was his duty as Chairman of the
Executive Directors arid as President of the Bank to put forward
policies that would command a broad consensus of agreement
within the whole Board. It was his particular concern to ensure
that the Board was never polarized, especially along the North/
South fault line, and on this he was nearly always successful.
On one policy matter Mr. McNamara was adamant; though it
was often requested, he always refused to submit his policy
speeches in advance. "If you insist on that you'll have to find
yourselves another President," he used to say with jovial firmness.
These speeches were his chosen method of telling his masters
and colleagues around the world what he had learnt and what
he had perceived in his relentless search for a more equitable
world order. There were many uncomfortable words for rich and
poor alike in those speeches, which contain the painful truths
and hopeful perceptions of a dedicated and practical visionary.
finance fy Development I June 1981
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Goals of development
" . . . the principal goals of development . . . are: to accelerate economic growth, and to
eradicate what I have termed absolute poverty. . . .
The two goals are intrinsically related, though governments are often tempted to pursue
one without adequate attention to the other. But from a development point of view that
approach always fails in the end. The pursuit of growth without a reasonable concern for
equity is ultimately socially destabilizing, and often violently so. And the pursuit of equity
without a reasonable concern for growth merely tends to redistribute economic
stagnation. . . .
. . . any successful effort to combat poverty would have to do two basic things:
• Assist the poor to increase their productivity; and
• Assure their access to essential public services. . . .
Development is clearly not simply economic progress measured in terms of gross
national product. It is something much more basic. It is essentially human development;
that is, the individual's realization of his or her own inherent potential."
Annual Meeting, Washington, D.C., U.S.A., September 30, 1980

Absolute poverty
" . . . absolute poverty is a condition of life so degraded by disease, illiteracy, malnutrition,
and squalor as to deny its victims basic human necessities . . . a condition of life so limited
as to prevent realization of the potential of the genes with which one is born; a condition
of life so degrading as to insult human dignity—and yet a condition of life so common as
to be the lot of some 40 per cent of the peoples of the developing countries. And are not
we who tolerate such poverty, when it is within our power to reduce the number afflicted
by it, failing to fulfill the fundamental obligations accepted by civilized men since the
beginning of time?"
Annual Meeting, Nairobi, Kenya, September 24, 1973
" . . . a poverty-oriented approach must be country-specific; it cannot be global. The areas
of intervention will differ country by country. Basic needs may not be met in one society
because it is not allocating sufficient resources for their production or importation. They
may not be met in another society because it has done little to improve the efficiency of a
delivery system. . . .
What a poverty-oriented approach offers is not a substitute for economic growth, but an
alternative way of achieving that growth through raising the productivity of the poor. The
main point is this: a targeted, poverty-oriented approach can eradicate or reduce absolute
poverty in a shorter period of time, and with fewer resources, than the more conventional
growth-oriented approach."
Annual Meeting, Belgrade, Yugoslavia, October 2, 1979

National strategies
"The need to reorient development policies in order to provide a more equitable
distribution of the benefits of economic growth is beginning to be widely discussed. But
very few countries have actually made serious moves in this direction. And I should stress
that unless national governments redirect their policies toward better distribution, there is
very little that international agencies such as the World Bank can do to accomplish this
objective."
Annual Meeting, Nairobi, Kenya, September 24, 1973
"In the past decade, the poor nations have financed over 80 per cent of their development
investments out of their own meager incomes. But it is true they must make even greater
efforts. They have invested too little in agriculture, too little in population planning, and
too little in essential public services. And too much of what they have invested has
benefitted only a privileged few.
That calls for policy reforms, and that is, of course, always politically difficult. But when
the distribution of land, income, and opportunity becomes distorted to the point of
desperation, political leaders must weigh the risk of social reform against social rebellion.
Too little too late' is history's universal epitaph for political regimes that have lost their
mandate to the demands of landless, jobless, disenfranchised, and desperate men."
University of Chicago, Chicago, U.S.A., May 22, '1979
8
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Food and agriculture
". . . despite the magnitude of the problem in the countryside, focusing on rural poverty
raises a very fundamental question: is it a really sound strategy to devote a significant part
of the world's resources to increasing the productivity of small-scale subsistence agriculture? Would it not be wiser to concentrate on the modern sector in the hope that its high
rate of growth would filter down to the rural poor?
The answer, 1 believe, is no. . . .

Without rapid progress in smallholder agriculture throughout the developing world,
there is little hope either of achieving long-term stable economic growth or of significantly
reducing the levels of absolute poverty."
Annual Meeting, Nairobi, Kenya, September 24, 1973

"As millions of people in the developing world move from the countryside to the cities,
the food production system in these countries will have to undergo a quantum change. It
will have to make the transition from a largely subsistence system to a high-productivity
system that can yield a significant surplus for the burgeoning cities.

It is, after all, agriculture that makes cities possible in the first place. Cities do not grow
food. Countrysides do. And unless countrysides--somewhere—grew a surplus of food,
Cities would have none."
Annual Meeting, Belgrade, Yugoslavia, October 2, 1979

Population
" . . . short of nuclear war itself [.population] is the gravest issue that the world faces over
the decades immediately ahead.
The population growth of the planet is ultimately in the hands not of governments, or
institutions, or organizations. It is in the hands of literally hundreds of millions of
individual parents who will determine its outcome. That is what makes the population
problem so diffuse and intractable. And that is why it must be faced for what it inevitably
is: a central determinant of humanity's future, and one requiring far more effective
attention than it is currently receiving."
Annual Meeting, Belgrade, Yugoslavia, October 2, 1979
"To put it simply: excessive population growth is the greatest single obstacle to the
economic and social advancement of most of the societies in the developing world. . . .
For the population problem complicates, and makes more difficult, virtually every other
task of development."

Annual Meeting, Belgrade, Yugoslavia, October 2, 1979

Arms expenditures
"Public expenditures on weapons research and development now approach $30 billion a
year, and mobilize the talents of half a million scientists and engineers throughout the
world. That is a greater research effort than is devoted to any other activity on earth, and
it consumes more public research money than is spent on the problems of energy, health,
education, and food combined."
University of Chicago, Chicago, U.S.A., May 22, 1979

External assistance for developing countries
"There are, of course, many grounds for development assistance: among others, the
expansion of trade, the strengthening of international stability, and the reduction of social
tensions.
But in my view the fundamental case for development assistance is the moral one. The
whole of human history has recognized the principle—at least in the abstract—that the rich
and the powerful have a moral obligation to assist the poor and the weak. That is what the
sense of community is all about—any community: the community of the family, the
community of the village, the community of the nation, the community of nations itself."
Annual Meeting, Nairobi, Kenya, September 24, 7973

"It will not be enough simply to increase the level of ODA [official development
assistance]. Its allocation must be improved as well. ODA should be increasingly directed
to the poorest nations and, within them, to programs benefitting the poorest segments of
their population."
Annual Meeting, Manila, Philippines, October 4, 197b
finance & Development I June 1981
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Apart from the major financial issues raised by the emergence of
large surpluses in the oil-rich countries of the Middle East,
important issues in economic development have arisen for them.
This article identifies the significant factors that have emerged in
the economies of six of these countries since 1973 in their efforts
to achieve economic development through diversification of their
domestic economies.
The successive increases in the price of oil
from US$2 per barrel in 1971 to $35 per
barrel in 1981 have had major reverberations on the economies of the oil importing
countries, developed and developing alike.
They have put at the disposal of a small
number of countries in the Middle East
vast additional resources, enabling them to
spend unprecedented amounts on their
own economic development while at the
same time accumulating foreign assets that
reached, by the end of 1980, some $300
billion. The principal issues involved in
this process relate to the recycling of these
surpluses through the international financial system, the absorptive capacity of the
oil producers themselves, and the related
issue of the development of their own
economies. Much has been written about
the recycling of petrodollars. This article
will attempt to trace the significant successes, as well as the problems, of six oil
surplus countries with the process of economic diversification since 1973, and review the outlook for maintaining recenl
levels of domestic absorption and growth
in the future.
The capital surplus oil exporting countries considered in this article are Saudi
Arabia, Iraq, the United Arab Emirates, the
Libyan Arab Jamahiriya, Kuwait, and
Qatar, in order of importance as oil exporters. The oil revenues of these countries
have, since 1974, consistently been large
enough to generate overall payments sur-

10

Issues
in economic
diversification
for the oil-rich
countries
Rudolf Hablutzel

pluses in spite of rapidly growing import
demand. After the second round of oil
price increases in 1979, they are facing the
prospect of even larger surpluses for some
time. Iraq is included in the group because
it is assumed that its oil exports will be
gradually restored to previous levels once
the hostilities with Iran have ceased. Iran,
on the other hand, is not included because
it has not been in a capital surplus position
for a number of years; in addition, the size
and different nature of its economy make
it difficult to apply to it some of the generalizations that can broadly be applied to
the other six countries.
Wealth and underdevelopment
When the gates of prosperity were
opened wide for the oil producing countries in 1974, the fact did not escape their
governments that the prosperity could be
flawed. The dramatic additions to their national income from the oil price increases,
for instance, still left their economies outside the oilfields in a state of underdevelopment. The per capita domestic product
(GDP), widely publicized as being extremely high, substantially misrepresented
the actual situation for the majority of their
populations. Moreover, any event that
would adversely affect the value of their
oil could jeopardize any of the present efforts to modernize their economies, and in
any case the oil reserves, as presently
known, would run out within the lifetime
of the present generation (in Iraq, the Libyan Arab Jamahiriya, and Qatar), its children (in the United Arab Emirates), or its
grandchildren (in Kuwait and Saudi Arabia).
Hence the urge for economic diversification, implying the creation of a viable
modern economy outside the oil sector that
would sustain a relatively high income
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Table 1
Oil surplus countries: national expenditures, 1973-78
(In billions of current U.S. dollars)

Total GDP
Non-oil GDP
Investment
Consumption

1973

1974

1975

1976

1977

1978

Average
annual
growth rate
(In per cent)

50.9
14.6
5.8
16.1

84.4
22.5
11.7
25.2

95.4
31.5
20.2
36.0

117.1

132.9
53.5
35.1
59.2

138.9
63.6
41.1
63.7

22.2
34.2
47.9
31.7

42.2
26.4
45.8

ing, roads, ports, electricity, and water; a
relatively smaller proportion went for investment in productive sectors for diversification. This pattern was less applicable
to Kuwait and Iraq than to the other countries because their infrastructure was more
developed and their requirements for additional housing were less.

Productive industries

It is clearly appropriate for the oil producing countries to develop industries
Investment as a
based on the oil sector. Moreover, by a
percentage of non-oil
happy coincidence for the oil-rich countries
GDP1
39.7
61.6
65.6
51.8
64.2
64.6
with small populations, hydrocarbon inInvestment growth rate
dustries are by and large extremely capital
17
over preceding year
102
73
31
33
—
intensive and provide an almost perfect fit
with
their resource endowment: low cost
Source: World Bank estimates.
—
Data not available.
hydrocarbon
(in some cases the cost for
1
The investment/GDP ratio lor the industria countries w«is about 22 per cent during this period.
flared gas can be regarded as zero since it
would otherwise be wasted), capital abunlevel after the end of the oil era. It requires through all manner of subsidies. Such ac- dance, and scarce domestic labor. For an
maintaining extremely high levels of in- tions are not entirely conducive to the cre- important range of petrochemical products
vestment compared with production in the ation of a self-sustaining agricultural sec- the mid-1970s were a period of substantial
non-oil sectors for a long time, while at the tor. The limitations of domestic labor prospective world excess capacity, but by
same time sustaining large expenditures supply, a pervasive feature for these coun- the end of the decade this situation had
on training and education.
tries, has been overcome in the first boom changed and a considerable number of
Between 1974 and 1979, the majority of period between 1974 and 1978 by the mas- large petrochemical projects reached the
the countries in the group embarked upon sive inflow of expatriate labor. The option construction or contract stage in Iraq, Kuwhat, in retrospect, might be called an ex- of inducing a massive inflow once again wait, Saudi Arabia, and other oil surplus
periment in national economic manage- after 1980 is a delicate and many-faceted countries.
ment that is unique in modern history. It policy issue.
Gas liquification is another oil-based inconsisted in pushing the investment/GDP
Given the limitations of resource en- dustry that uses petroleum gas that would
ratio in the non-oil sectors beyond all his- dowment, governments have come to see otherwise be largely wasted. Liquification
torical precedents (see Table 1), with a diversification largely in terms of invest- for export is expensive and cannot comview to implanting the basis for a fully op- ment in (1) capital intensive industries, (2) pare in profitability with oil, but the proserational and economically viable modern supporting industries, (3) infrastructure, pect of a reasonable return has induced
economy, in the style of the advanced and (4) productive services (trade, trans- several oil surplus producers to develop
countries of the world, into traditional so- port, banking, hotels, and so on).
such industries. Plants have been comcieties still marked by widespread poverty
In the first boom years from 1974 until pleted in Kuwait, the Libyan Arab Jamaand economic backwardness. Measured by the end of the decade, the countries of the hiriya, Qatar, and the United Arab Emirthe rate of growth of the productive sectors group devoted a large proportion of total ates, and have been initiated in Saudi
of the economy outside of petroleum, the investments to building up their physical Arabia and Iraq. Many more liquification
oil surplus countries made remarkable and social infrastructure, especially hous- plants are not to be expected in the future
progress in the period 1974 to 1978 (see
Table 2). Rough estimates suggest that for
the six countries the average real rate of
Table 2
growth of non-oil GDP may have been 15
Oil surplus countries: aggregate GOP by industrial origin, 1973 and 1978
per cent per annum. It was higher in Saudi
(In millions of current U.S dollars)
Arabia and lower in Kuwait.
Real
Most of the countries in the group, with
Per
Per
Annual
annual
cent
cent
growth
the major exception of Iraq, have two pringrowth
1973
1978
1973
1978
rate
estimate
cipal constraints on the balanced growth
(1973-78 in per cent)
of their economies: very limited agriculAgriculture
1,336
9
2,973
5
17.3
5
tural land and domestic labor. There is no
Manufacturing
2,640
19
7,130
11
22.0
12
scope for any significant development of
Construction
2,057
15
16,351
26
51.4
30
agriculture in Kuwait, the Libyan Arab JaElectricity/water
246
2
605
1
19.7
15
mahiriya, Qatar, and the United Arab
Services, including
Emirates. In Saudi Arabia, agriculture is
government
8,351
36,591
55
57
34.4
12
restricted too and made more difficult by
14,630
Non-oil GDP
100
63,650
100
34.2
15
Non-oil GDP per
the adverse movements of the agricultural
701
capita
2,446
28.4
terms of trade, the exodus of workers to
more remunerative urban occupations, and
Source: World Bank estimates.
the Government's efforts to pass on an element of oil rent to the Bedouin population
(In per cent)
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fundamental assertion that there simply is
no other way to diversify than through industrialization. All the while the political
concern remains about the growth of the
expatriate work force.
Construction
A common experience of the oil surplus
countries has been an unprecedented boom
in construction activity from 1974 to 1977.
While a sizable part of the construction was
carried out by foreign contractors with foreign labor, the domestic construction industry also had a golden opportunity to
expand and develop.
The construction boom turned out to be
one of the more problematic aspects of the
developments in the period. Initially, the
real estate sector appeared as a convenient
vehicle to make a start on the transfer of
part of the oil wealth from governments to
private citizens. This took place in a variety
of forms. The most important were purchases of land at generous prices by the
government, guaranteed loans to wouldbe builders and proprietors of office or
apartment blocks, and massive housing
grants and subsidized loans to public servants and other deserving citizens. This
could not fail to create a class of investors
who, lacking experience but willing to ride
the wave, went in large numbers into any
type of construction project that had shown
success in the past. Such was the speed of
this type of construction that by 1977 some
cities in the Gulf were littered with newly
completed apartment or office blocks looking for tenants that did not appear, leaving
the governments with the task of debt restructuring. Another feature of the boom
was the high cost of construction resulting
from the speed of bidding and contracting.
But the worst aspect was the escalation of

Rudolf Hablutzel
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because the quantity of the gas available
for such purposes depends on the quantity
of oil produced, which is not, in general,
likely to rise.
Hydrocarbon industries are typically for
export and have few links with the domestic non-oil economy. Industries outside the hydrocarbon sector, which are
generally smaller in scale, more oriented
to the domestic market, and typically more
labor intensive (the principal drawback),
have the advantage that they tend to engage more domestic enterpreneurship and
to depend much less on highly sophisticated technology. By all standards of developing countries, the surplus oil producers have been able to develop their
manufacturing industries outside the petrochemical sector fairly rapidly, in spite of
some psychological and commercial constraints related to the traditional prominence, in these societies, of the merchant
class, for whom prosperity derives from
the import business.
However, not only did the construction
boom induce the appearance of expatriate
workers on a massive scale, but industrialization itself has led to the creation of many
foreign enclaves in the economy, using imported capital equipment, imported raw
materials, imported management, and imported labor. The question of the future
economic viability of these investments,
while important, is perhaps not as pressing
for the policymakers as is the question of
how appropriate it will be, socially and
politically, to promote the proliferation of
such enclaves. Several governments, before the second oil price increase, were beginning to ponder the budgetary implications of providing health and education
services, subsidized housing and electricity, and other consumer subsidies to a rapidly expanding expatriate work force. The
point has been raised that the social costs
of foreign labor, if added to their wages,
might in some cases exceed their contribution to GDP, and therefore nullify the
objectives of diversification. While most of
these industries may be competitive with
imports or in export markets, this might
well be due to the absence of taxation and
the availability of concessional credit,
heavily subsidized power, free gas, free infrastructure layout, and other props. If
diversification means the creation of an
economy viable without oil at some future
date, it means it would have to stand on
its own without subsidies, pay taxes, and
forgo the benefit of low wages made possible by increasingly heavy subsidization
of basic consumer foods.
With the second oil price rise, some of
these concerns have again receded into the
background and given way to the more
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land prices, making it in some instances
cheaper to reclaim land from the sea than
to build on existing areas—which is ironic
considering the large desert hinterland.
The speculative boom in the real estate
sector in several Gulf countries terminated
around 1977, either through its own cycle
of boom and bust or because governments
deliberately cut back their expenditure
programs. Since then, there has been a
period of consolidation of construction activities, a temporary reduction in the expatriate labor force employed in the sector,
and a normalization of contract and real
estate prices—reflected in some cases in a
reduction by more than half in the prices
for new housing.
Reappraisal
By 1978 government expenditures in this
group of oil exporting countries had
reached levels that suggested that, with
the prevailing oil prices, budgetary or payments deficits might emerge within only
a few years. Forecasts of such developments were the first signal for turning the
experiment with diversification from an
open-ended enterprise into a finite one,
notwithstanding the subsequent reversal
of these forecasts in 1979. More important,
a number of negative implications of rapid
diversification came to the fore at the same
time. The two outstanding problems were
the rising growth rate of the expatriate labor force and inflation. Accompanying
these concerns was the ever present danger of a misallocation of resources.
Following the quadrupling of oil prices
and oil revenues in 1974, the six governments increased their combined public expenditures at an annual rate of 44 per cent,
from 86 per cent of non-oil GDP in 1973 to
145 percent in 1979. Their aggregate money
supply increased at a similar annual rate.
These are extraordinary ratios if one keeps
in mind that, technically, there was no
deficit financing and instead, government
budgets were substantially in surplus.
However, domestic expenditure on non-oil
GDP is inflationary to the extent, in simple
terms, that its annual increments are in
excess of its real rate of growth, are financed from an "external" resource (the
government selling petrodollars to the central bank for domestic currency), and are
not fully absorbed by imports.
There was a sharp increase in inflation
in 1975 and 1976, but the average cost of
living increase between 1973 and 1978 remained less than 15 per cent a year on average, mainly for two reasons. First, a large
part of the excess demand was absorbed
by additional imports; second, governments imposed controls on prices of essential consumer goods and introduced sub-
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sidles. That part, however, of the additional
demand that was deployed on domestic
nontradables had much more substantial
effects on their prices than in the case of
consumer goods. Urban land prices skyrocketed, the housing markets developed
in a disorderly fashion, and speculation
and graft became increasingly visible.
Starring in 1976 and 1977, some governments, aware of the inflationary pressures
both in consumption and investment markets, began to restrain the growth of public
expenditures.
The lesson of an overheated economy
through forced absorption of rapidly growing oil revenues has been learned, and the
governments now have their own specific
set of reasons to maintain an anti-inflationary posture. To the extent that they are
successful, this will affect their absorptive
capacity for the 1980s.
The concern of governments regarding
expatriate labor has become a concern regarding the future structure of their society
and their national identity. In Kuwait,
Qatar, and the United Arab Emirates the
foreign population today already outnumbers the citizen population; and in the
United Arab Emirates, expatriates from
neighboring Arab countries are already
outnumbered by expatriates from Asia.
(The issue of foreign labor is not dwelt
upon here, because it has been discussed
in "Migration and manpower needs in the
Middle East and North Africa, 1975-85" by
Ismail Serageldin and James Socknat, in
the December 1980 issue of Finance & Development.)
These concerns, of varying but growing
importance among the six countries, have
already had a dampening effect on expenditure policies in very recent years and
will not disappear because oil revenues
have taken another spectacular leap.
Outlook for non-oil investment
The future pace of domestic capital formation will depend both on the governments' attitudes toward foreign labor and
inflation, as reflected in general government expenditure policies, and on the
physical scope for new investment. While
the investment of oil surpluses abroad
made a quantum jump in 1980, such investment is fraught with the problem of
obtaining an adequate and secure rate of
return, which makes domestic investment
again look more attractive at the margin
than it did a few years ago—at least in theory. In practice, this attractiveness is offset
by the growing anxiety over the growth of
the expatriate populations associated with
the continued high growth of investment
and GDP. In parenthesis, the option of reversing the procedure of bringing the labor

to where the capital is—and embarking on
much greater direct productive investment
in developing countries (and elsewhere)—
has found increased support, but constraints still exist in terms of both the institutions and skills such a reversal would
call for and the exposure to adverse sentiment.
In many areas of physical infrastructure,
saturation has already been reached. Most
seaports have been expanded to a capacity
that will be adequate for some time to
come. Very large infrastructure facilities for
industry are already completed; highway
networks have been built—to high stan-

come redistribution. The experience of
governments in that respect has been that
the social elite and the educated middle
class can be reached with relative efficiency, but the large mass (where they exist) of illiterate farmers and Bedouins are
difficult to enrich short of systematic distribution of outright gifts. Further, governments cannot ignore the likelihood that
economic diversification in the form of an
internationally competitive production apparatus would be frustrated by excessive
generosity that would push a majority of
the domestic labor force into "rentier" class
status with no need to work for a living.

. total domestic investments in the oil surplus countries
in the next five years are very unlikely to be larger,
in relation to non-oil GDP,
than they have been in the last five years . . .
dards and on a large scale; administrative
building complexes are completed or will
be completed in the next few years; and
more universities and hospitals are built or
under construction than could be fully
utilized for a number of years.
Manufacturing industry and construction have attracted the largest number of
expatriate workers, and earlier illusions
that their presence would be temporary are
giving way to more realistic perceptions.
To bring down their growth rate, Saudi
Arabia, for example, has drastically scaled
down targets for non-oil GDP growth in
its Third Plan (1980-85) from 15.1 per cent
per annum to 6.2 per cent per annum.
In light of these factors it seems reasonable to conclude that total domestic investments in the oil surplus countries in
the next five years are very unlikely to be
larger, in relation to non-oil GDP, than
they have been in the last five years, and
that this ratio might in fact decline.
Consumption
For some sections of society, especially
the upper class, there is visual evidence
that personal consumption has reached or
surpassed the level of their corresponding
class in the industrially advanced countries; but it would be hazardous to assume
the existence of a saturation point. As regards the middle and lower classes, future
growth of personal consumption will depend, among other things, on whether the
hitherto liberal immigration policy will be
continued: in case of restrictions, competition of immigrants in the labor market
would be restrained and this would tend
to push up wages.
Another factor will be the future policies
concerning the use of oil revenue for in-

It is expected that the authorities will promote upward mobility but maintain restraint in being overgenerous to their domestic low-income working population.
Hence, the disposable income and consumption levels of the latter will rise relatively more slowly than those of the educated middle and upper classes. Total personal consumption might thus continue to
grow at a rate somewhat slower than the
non-oil GDP.
As regards government consumption,
there is, of course, scope for compression
in many services that are overstaffed, but
there is little reason to assume any drive
for economy measures, especially when
redundant staff are unemployable elsewhere. Saturation in some areas may lead
to a less rapid expansion of government
services than in the 1970s, but this will be
offset by the more rapid growth of defense
and security requirements. The growth of
total consumption should, therefore, not
be expected to slow down appreciably
from the average 1973-79 rates.
On balance, all the signs point to the
likelihood that domestic absorption of oil
revenues by the six governments will grow
at a slower pace in the near future, especially for investment, than it did in the
1970s. If this scenario is valid, the size of
their combined surplus for recycling, presently just under $100 billion per annum,
would decline at a much slower pace than
after the first oil price increase (from $32
billion in 1974 to $17 billion in 1978). This
will depend, of course, on whether the
price of oil will continue to outstrip annual
rates of world inflation and on whether the
production of oil by the six countries will
remain approximately at the level of recent
years.
HD
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look into the

1980s

As the 1980s unfolded, the international economy was entering a
difficult stage: inflation in most countries was high and showed no
signs of abating; growth rates were slowing down; and external
imbalances had increased and shifted among groups of countries.
In this article, the author examines the recent steps taken at the
Fund to support members' adjustment efforts to improve their
economic performance.
Manuel Guitian
As the decade of the 1970s came to a close,
the international economy was subject to
severe pressures, associated with a new
round of sharp increases in world energy
prices. Many member countries were still
experiencing difficulties from an incomplete adjustment to and recovery from the
troubles of the early and mid-1970s. As a
consequence, the opening of the new decade was characterized by a number of seriously disturbing features in the world
economic situation. In many countries, inflation continued at historically high rates
and showed no signs of slackening. Rates
of growth in economic activity were slowing down, particularly in the industrial
14
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countries, a trend that threatened to jeopardize a needed expansion in world trade
and to steer the world economy toward
another global recession. At the same time,
the current account surpluses and deficits
of major groups of countries increased and
underwent sudden shifts; these developments placed greater strains on world payments and gave rise to widespread concerns about how the unprecedented deficits
could be financed, especially by countries
in the oil importing developing world.
Meanwhile, the Fund was winding up
the second comprehensive review of its
practices on conditionality. (The first had
taken place in 1968.) On March 2, 1979 the

Executive Board adopted a new set of
guidelines for the use of Fund resources.
The guidelines incorporated a number of
the principles that had guided the adaptations made to the conditionality practices
in the 1970s. These principles included the
need to take into account not only the
causes of the balance of payments (BOP)
difficulties of members requesting Fund
resources, but also their social and political
objectives as well as their economic priorities. The guidelines made allowance for
longer periods of adjustment, a principle
first recognized with the introduction of
the extended Fund facility (established in
1974) and later incorporated in the decision
The first two articles by Manuel Cuitidn—
published in the December 1980 and March
1981 issues of Finance & Development—
examined the rationale of the principle of conditionality and described the implementation of
the conditionality practices that have been developed over the past three decades. This is the
last in a series of three articles on Fund conditionality.
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on the supplementary financing facility
(adopted in 1977). Acknowledging the need
for the Fund's conditionality practices to
evolve, the guidelines also provided for
periodic assessments of the experience
with adjustment programs supported by
Fund resources and for the periodic adaptation of the terms of conditionality, if
such adaptation proved warranted.
Two years have elapsed since the adoption of the guidelines on conditionality—
sufficient time to test their resilience in
guiding Fund policies to help members
cope with an unfavorable international
economic environment. The purpose of
this article is to examine how the particular
features of recent economic developments
have led the Fund to initiate further adaptations to its conditionality practices.
One of the initiatives is a new emphasis on
policies to increase productivity and to improve resource allocation in the programs
supported by Fund resources. Another is
to strengthen its collaboration with the
World Bank. The article also reviews how
the principles of the 1979 guidelines for the
policies on the use of the Fund's resources
have worked so far and discusses the most
recent changes in the framework of the
Fund's operations.
Structural changes needed
The payments problems experienced by
many member countries in the last two
years led the Fund to the conclusion early
in the period that the establishment of special facilities to provide resources subject
to no or limited conditionality (along the
lines of the oil facilities of the mid-1970s)
would not be appropriate. A more comprehensive approach was necessary, for
two main reasons. First, for many countries, payments difficulties had not only
worsened but were superimposed on longstanding imbalances; the situation required
more decisive policy action than had been
taken until then. Second, although the
causes of the increasing deficits were for
the most part external in origin, they were
not likely to be transitory. A realistic assessment of the medium-term perspective
called for timely and resolute adjustment
efforts to cope with the adverse external
environment.
From the beginning there was a consensus that the Fund should be able to respond to the needs of members in particularly difficult circumstances. The
supplementary financing facility had been
conceived to provide resources to countries
with large needs in relation to quotas, but
the bulk of its resources had remained uncommitted during the first half of 1979; it
was decided to use these funds (under the
"special circumstances" clause) to make

larger than normal commitments, bearing
in mind that the use of these resources—
which were made available under standby and extended arrangements—was of
course subject to observance of performance criteria.
Thus, as an interim step—in cases of
special need—commitments were made of
supplementary resources up to the equivalent of 300 per cent of quota. This proportion was well above the amounts that under normal circumstances had been
envisaged in the original decision on the
supplementary financing facility, which
had been 102.5 per cent of quota for standby arrangements and 140 per cent of quota
for extended arrangements. An important
aspect of this interim step was that requests by members for Fund resources
would be accommodated when the policy
measures that were introduced gave substantial assurance that the necessary adjustment efforts would be carried out—
and, therefore, that BOP viability would be
restored. In the meantime, an examination
of the wide range of issues pertaining to
the Fund's role in financing payments imbalances and in promoting adjustment policies was initiated.
There was general agreement that the
imbalances that currently existed in the international economy were structural and
therefore not amenable to correction over
a short period of time. Adjustments to
such disequilibria were likely to require
extensive changes in members' economies,
in particular those of the oil importing
countries, if restoring BOP viability was
not to jeopardize medium-term development and growth prospects.
The prevailing economic environment
rendered the necessary adjustments more
difficult. Inflation and inflationary expectations had become entrenched in many
countries; yet the danger existed that sustained anti-inflationary policies—which on
all counts were essential—might further
dampen growth rates at a time when, as
noted at the outset, they were generally
below historical levels. These developments, in turn, could slow down or even
reduce the volume of world trade and
thereby complicate the task of adjustment
even further. These considerations formed
the basis for moving to a relatively long
time frame for the adjustment effort; the
aim was to allow for structural changes in
patterns of production and demand—
changes that can only be made gradually.
The ultimate aim of Fund financial assistance is to restore viability to the BOP in
a context of price stability and sustained
economic growth, without resort to measures that impair the freedom of trade and
payments. These basic purposes of the

Fund have not been altered by the recent
disturbances that have beset the international economy; only their attainment has
become more challenging, not to say more
arduous. Consequently, the design of the
stance and the mix of the policies normally
supported by the Fund has become subject
to constraints that make it more complex.
Thus, the broad demand management
policies usually included in the Fund's
programs, particularly in the fiscal and
credit areas, continue to be needed, perhaps even more than before, to hold aggregate domestic demand down to a level
that is sustainable and consistent with the
global availability of resources. The Fund
has traditionally concentrated on these
broad macroeconomic policies, which were
examined at length in the first article in the
series (published in the December 1980 issue of Finance & Development). Demand
management provides the appropriate financial framework for development and
growth, because financial stability encourages the mobilization of domestic savings
and the efficiency of resource investment.
But recent events have called for attention
to complementary measures directly aimed
at bringing about an efficient utilization of
resources to strengthen an economy's productive base. This concern has led the
Fund to advocate policies affecting incentives for production.
Supply management
Strictly speaking, interest in supply is
not a new development in the Fund. It can
be argued that demand management
measures and financial stability may have
been proximate instruments and objectives
of Fund policies, but the full attainment of
supply potential has always been the ultimate aim. The novelty is in the emphasis
that is now openly found in the Fund and
elsewhere on the effects of adjustment policies on resource utilization and therefore
on production. It is, of course, as difficult
to distinguish between demand and supply measures as it is to determine which
of the two blades of a scissors does the
cutting, to borrow Alfred Marshall's classic
analogy. Policy measures have an impact
on both demand and supply; therefore,
they need to be catalogued according to
where their greatest effect lies for the distinction between them to be useful.
The longer adjustment period allowed
under the new guidelines partly explains
the current explicit accent on supply. On
the one hand, measures that stimulate
supply through productivity increases and
high investment rates show results only
over the medium to long term. On the
other hand, more time for adjustment requires the mobilization of resources in
Finance £f Dnvlapment
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laborated effectively in providing consistent policy advice to members while maintaining their distinct character and separate
functions.
The complementary roles of the Fund
and the Bank have acquired increased importance in the current world environment
with the sharp increase in energy costs, the
emphasis on appropriate supply responses, and the need for productive investment flows. At a time when the Fund
has extended the time frame of its arrangements and the scale of its assistance, the
Bank has undertaken a program of lending
for structural adjustment to provide support to countries with BOP difficulties that
require structural changes; this kind of
lending will be an important complement
to Fund assistance.
These recent Fund-Bank initiatives have
called for an important additional measure
of coordination. The range of subjects
where coordination is required includes:
the structure and functioning of money
and capital markets; the generation of domestic savings; the financial implications
of development programs; and external
debt management. In providing policy advice, the Fund continues to focus on the
macroeconomic and BOP adjustment policies, while the Bank concentrates on the
quality and effectiveness of development
plans and investment priorities. This division of responsibilities remains essential;
nonetheless, an increasingly close consultation between the two institutions is being
developed as more members enter into adjustment programs supported by financial
resources from both agencies.

amounts larger than otherwise would be
the case, thus allowing the process to take
place more gradually; it then becomes imperative to ensure that those resources are
productively used to attain supply potential.
The relationship between demand and
supply management is illustrated by several factors that normally constitute a part
of the design of a domestic stabilization
program. In many instances, programs incorporate foreign borrowing strategies that
directly enlarge the amount of resources
available to the member. As a result, higher
levels of expenditure can be achieved, as
well as higher growth rates over the medium term. It is also common to have a
number of important policy understandings in the formulation of an adjustment
program, which provide the basis on which
the feasibility of the domestic financial policies is predicated. These understandings
are rarely made performance criteria in
programs supported by the Fund, but they
can be critical for the attainment of financial balance and sustainable growth rates.
They normally include: public sector policies on prices, taxes, and subsidies, which
can contribute to eliminate financial imbalances and to promote efficiency in public sector activities; interest rate policies,
which foster the generation of domestic
savings and improve resource allocation;
exchange rate policy, which helps to control absorption and the external accounts
but is also a powerful tool for development; and incomes policies, which keep
claims on resources from outstepping their
availability.
Actions in these policy areas are of direct
interest to the Fund because they foster
savings and investment—the basis for expanding supply and for the sound development of an economy. Measures of this
type elicit supply responses on two different levels: by ensuring appropriate pricing
in the broadest sense, the flow of output
out of a given stock of resources is maximized, and by fostering the mobilization
of savings and the efficiency of investment,
the medium-term to long-term growth rate
of output is enhanced.

Scale of Fund assistance
Both the larger current-account imbalances and their structural nature on the
one hand and the emphasis on inducing
adjustment as well as promoting supply
responses on the other, provided a basis

Manuel Guitian

Collaboration
Both the World Bank and the Fund share
who is from Svain,
a concern over the economic and financial
graduated in lau' and
policies followed by member countries.
economics from the
Within this broad common interest, there
Universities of Santiago
and Madrid (Spain), and
is substantial scope to distinguish areas ol
holds a Ph.D. in
primary responsibility for each institution.
In general terms, it has long been agreed economics from tlie University of Chicago (U.S.A.).
that the Fund is primarily responsible foi Mr. Guitian is Senior Advisor in the Exchange and
BOP adjustment, and the Bank, for devel- Trade Relations Department of the Fund, and lias
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for a decision by the Fund in 1980 to continue lending resources in substantially
larger amounts and for longer periods than
heretofore. The guideline of 300 per cent
of quota for supplementary resources
agreed by the Board in 1979 already appeared insufficient in the months following
its introduction. For a long time, limits on
the resources of the Fund had been based
on a concept of total, cumulative use, but
attention has since shifted to a concept of
annual use, albeit within a maximum global
limit. A consensus has emerged in current
circumstances that broad norms for the
maximum use of Fund resources should be
adopted in terms of annual amounts, to
support members' adjustment efforts
which, in many instances, would in all
likelihood take more than one year to be
completed.
Two issues arise in the context of the
scale and duration of Fund lending: first,
the length of the period of commitment of
Fund resources, and second, the proportion of the amounts of assistance relative
to quota that can be provided to members.
On the basis of the quotas prevailing in
mid-1980 (those under the Sixth General
Quota Review) an annual limit of 200 per
cent of quota, or a limit of 600 per cent of
quota over a three-year period, was broadly
accepted. The operation of these limits involved resources both owned and borrowed by the Fund and excluded any financing available under the compensatory
financing and buffer stock facilities. The
Interim Committee of the Board of Governors of the Fund endorsed these guidelines during last year's Annual Meeting.
Soon after this endorsement, work on
the Seventh General Review of Quotas approached completion. This review would
result in a substantial — 50 per cent —
increase in members' quotas. The interim
limits adopted earlier had to be reassessed
in the context of the forthcoming quotas.
In December 1980, the Seventh Quota Review came into effect. During that month
new guidelines on commitments of Fund
resources (excluding, as indicated above,
those under the compensatory financing
and buffer stock facilities) were discussed
and subsequently adopted by the Fund's
Executive Board. These guidelines provide, in general terms, for commitments of
Fund resources of up to an average of 150
per cent of quota a year within a maximum
of 450 per cent of quota over a three-year
period. The new guidelines thus provided
for larger absolute amounts of assistance
than those prevailing earlier. In terms of
the new quotas, the 200/600 per cent limits,
in effect until the Seventh Quota Review,
were equivalent to 133.3/400 per cent; accordingly, the new 150/450 per cent guide-
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lines represented an increase of one eighth
over the amounts previously available.
These new guidelines, which will, of
course, be subject to periodic reviews,
were supplemented by a maximum limit
on total cumulative access to Fund resources, net of scheduled repurchases or
repayments, of 600 per cent of quota. Such
a maximum absolute limit was necessary
to take into account past use of Fund resources so that members would be treated
uniformly, regardless of whether or not
they had used Fund resources before the
adoption of the new guidelines. The question of uniformity of treatment also arose
in the context of the financial arrangements
that came into effect prior to the guidelines
and remained operative. Requests under
those arrangements for an augmentation
of the amount of resources will be considered by the Fund on a case-by-case basis
in the light of developments within the
program. This will normally be at the end
of the first year of an arrangement, but
some flexibility on the timing is allowed
for.
Flexibility was built into the guidelines
to accommodate the circumstances of a
particular member without impairing the
principle of uniformity of treatment.
Amounts in excess of the guidelines could
be allowed in clearly exceptional cases—
for example, when there is general recognition that a member's quota is unusually
low in relation to the size of its economy,
or when an exceptionally strong and wideranging adjustment program is undertaken
involving, inter alia, dismantling of controls and other restrictions that would require, at least in the initial stages, large financial support.
Actual implementation of the new
guidelines will require the Fund to enter
into new borrowing arrangements with
members or to tap other sources of financing in amounts of SDR 6 to 7 billion a year
over the next few years, a process in which
the Fund is currently engaged. The guidelines will accordingly be reviewed in light
of the experience not only with members'
adjustment programs but also with the
pace and modalities of Fund borrowing.
Both of these factors will affect the liquidity
of the Fund, a key element in its ability to
provide timely assistance to members.
The Fund as catalyst
This article, the last in a series of three
on the subject of Fund conditionality, has
examined the steps undertaken at the Fund
to help members cope with the rising energy costs, high inflation rates, and sluggish growth rates prevailing in the international economy as the 1980s opened.
These steps aimed at achieving a balance

between adjustment efforts and financing
needs over a period of time that would allow results to emerge on the one hand and
also be compatible with the revolving character of Fund resources on the other.
Guidelines on enlarged access to Fund resources were agreed upon to support a
rapid and decisive implementation of adjustment measures, the impact of which
would show over the medium term.
Thus, in the brief period since the beginning of the 1980s, the Fund has striven to
adapt the adjustment policies it supports
and the financial assistance it extends to
the needs of its membership. In its collaboration with members in the design of adjustment programs, the effectiveness of the
Fund as an institution goes far beyond its
provision of resources. One of the most
important aspects of the Fund's financial
assistance to members in BOP difficulties,
if not the most important one, has been the
close relationship between the provision of
the assistance and the adoption of comprehensive programs of economic policy
action. As a critical side-effect, the mix of
adjustment and financing built into the
programs supported by Fund resources
has helped members obtain flows of capital
from sources other than the Fund. In the
past few years, the major source of financing for an important number of countries
has been the international capital markets,
and, in particular, foreign commercial banks
in their important role as intermediaries.
This has contributed to the efficiency
and sustainability of resource transfers
among members. Generally speaking, an
arrangement with the Fund has been useful for members seeking to tap the capital
markets because it tends to reduce uncertainty by providing a clear indication of the
domestic policies to be followed and the
objectives sought. The complementarity of
the resources from the Fund and those
from the private international markets is
likely to become more important in the period to come, as countries face increasingly
serious constraints and difficult policy
choices.
A number of members have a relatively
substantial and continuing dependence on
flows of aid and concessional loans to finance their development efforts. Here
again, technical and financial assistance
from the Fund and other multilateral agencies has encouraged donor countries to
provide funds for members with a limited
resource base and at a low level of development.
At present, the problems of adjustment
faced by member countries are particularly
complex. Large imbalances in current account deficits are likely to continue to prevail for some time. Appropriate adjust-

ment policies will therefore continue to be
needed to justify and make sustainable
flows of capital on both concessional and
commercial terms. In this context, the importance of the role of the Fund as a catalyst for other sources of financing cannot
be overstressed.
The practices on the conditionality attached to the use of Fund resources are
dynamic. They evolve over time as economic circumstances change and as the
understanding of economic processes and
the transmission mechanism between policy instruments and objectives is augmented with experience. The new decade
of the 1980s is likely to see further important initiatives as the Fund responds to the
needs of its members in a rapidly shifting
international economic environment. The
developments analyzed in this article can
be viewed as an indication of the capability
of the Fund to create a workable consensus
in order to respond rapidly and resolutely
to help members adapt to these changing
circumstances.
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G. Russell Kincaid

Conditionality and
the use of Fund resources:
How the Fund made available an unprecedented volume of
resources and adapted its conditionality practices for a member in
difficult economic circumstances.

Source Jamaican authorities and Fund staff estimates
'Fiscal year basis (April-March)

For a detailed account of developments in Jamaica see the "Fund's assistance to Jamaica" by
the same author in the IMF Survey (December
75, 1980).
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Policies related to the use of Fund resources (its conditionality) have evolved as
a result of the Fund's experience with its
diverse membership and of changes in the
international economic environment. The
main objective of the Fund's financial assistance has always been to help a country
attain a viable medium-term external position, a sustainable level and rate of growth
in economic activity, and reasonable inflation rates. The precise economic policy actions required to achieve these objectives
may vary from year to year and from one
country to another according to the priorities of the authorities and the structure of
the economy. The only overriding constraint on policy is the necessity to match
the demand for resources with available
financing. The application of this principle
can often encounter difficulties, and has,
at times, generated considerable publicity.
The chronicle of the Fund's recent relationship with Jamaica is an example of such an
episode.
In the difficult years from 1977 through
1979, the Fund had a particularly close relationship with Jamaica, providing it with
a high level of financial assistance. These
resources were extended under a series of
programs to support the authorities' efforts
to reverse the economy's falling real income—a trend which began in 1974. These
programs and resources were aimed, in
particular, at increasing both imports and
exports to levels essential to restore sustainable growth. This article shows how
the design of policies undertaken to achieve
economic objectives—and even the objectives themselves—were altered over time,
in response to both the priorities set by the
Jamaican authorities and the changing economic circumstances of the country. This
collaboration was especially important because the volume of support extended

by the Fund was unprecedented at the
time in terms of the size of the Jamaican
economy.
Stand-by, 1977
A period of rapid economic growth in
Jamaica (averaging 6 per cent a year in the
1960s and early 1970s), associated with the
expansion of the bauxite and tourist industries as well as with substantial private
foreign investment inflows, came to an end
in 1972. The Jamaican authorities responded to slackening aggregate demand
by embarking upon expansionary economic policies that resulted in a rise in the
central government deficit from 5 per cent
in 1972 to 19 per cent of gross domestic
product (GDP) in 1976 (see Chart 1). Substantial increases in wages also took place,
with nominal wages doubling and real
wages rising by 30 per cent between 1973
and 1976. These developments promoted
a shift in expenditure patterns toward consumption and away from investment, with
consumption's share of GDP rising to over
90 per cent in 1976 from 81 per cent in 1972,
while investment declined to 19 per cent
from over 27 per cent. During the last three
years of this period economic activity
steadily declined, which produced a cumulative reduction of 11 per cent in GDP
(or nearly one fifth in per capita terms)
over a three-year period (see Chart 2).
By the end of 1976, after years of extensive official external borrowing to finance
substantial current account deficits, both
Jamaica's foreign reserves and its access to
foreign commercial bank credit were virtually exhausted. Jamaica was then confronted with the urgent need to adjust its
living standards to accommodate the severe constraint imposed by the reduced inflows of foreign resources.
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JAMAICA
At this point Jamaica turned to the Fund
and in August 1977 negotiated a two-year
stand-by arrangement with the Fund for
about US$75 million (that is, SDR 64 million, or 121 per cent of its quota) to support
a program to stabilize the economy. The
program sought to bring the budget deficit
into line with projected available real resources. The aim was to attract foreign
funds to allow a more gradual adjustment
in the balance of payments (BOP) than Jamaica was in fact experiencing and thereby
to arrest the rapid decline in economic activity. Substantial net foreign assistance
(equivalent to 5.5 per cent of GDP) was
expected to help finance the budgetary and
current account deficits, thus permitting
the adjustment process to be spread over
time. Under the program, a high degree of
fiscal restraint and the establishment of a
tight incomes policy were adopted to ensure that the overall measures would be
consistent with the Government's preference for limited exchange rate action.
The combination of wage moderation,
fiscal adjustment, and external financing
was not achieved. By December 1977, the
performance criteria for the stand-by arrangement had not been met, and Jamaica's drawings from the Fund were interrupted. The fiscal deficit reached 16.3
per cent of GDP, compared with a target
of 9.1 per cent. This deficit was primarily
financed by expanding domestic credit,
which led to additional wage-price pressures and to a further weakening of Jamaica's external competitiveness.
Adjustment policies, 1978-80
In mid-1978, a new adjustment program
oriented toward increasing domestic production and supported by a three-year extended arrangement—for about US$250
million (SDR 200 million or 270 per cent of
quota)—replaced the stand-by arrangement. The new program emphasized the
goals of reviving economic growth and reversing the substantial fall in investment
of the past few years: additional resources

were to be allocated to stimulate production and investment, and Jamaica's reliance on foreign savings was to be gradually replaced by greater domestic savings.
To restore incentives in the traded goods
sector, the overvalued Jamaican dollar was
devalued and a schedule of small monthly
depreciations was instituted. This exchange rate action was also designed to
permit a less restrictive domestic financial
stance. Because the depreciation would increase the prices of essential imported
foods, additional subsidies—equivalent to
about 2 per cent of GDP—were introduced
in the budget to soften the impact on
prices. Notwithstanding these new current
expenditures, it was planned that the public sector's deficit would decline from 16.3
per cent to 11 per cent of GDP in order to
bring aggregate demand and supply more
into balance and to ensure adequate financing for the private sector.
The results of the first year with the extended arrangement were mixed. Production continued to decline, although more
slowly than previously, and investment
activity remained weak. Equally worrisome were the deviations in fiscal policy
from the program target. The overall central government deficit exceeded the target
by 2.3 percentage points of GDP. Jamaica
continued to rely on foreign resources to
finance its current budgetary expenditures,
a situation that was clearly not sustainable.
On the external side, the further accumulation of arrears on international payments
meant that the anticipated private external
capital flows did not materialize (including
trade credits), which had the effect of hampering Jamaica's productive effort and intensifying its requirements for BOP assistance.
For the second year of the extended arrangement, the Jamaican authorities proposed, and the Fund agreed to, a change
in the mix of economic policies and a revision of the program targets set in June
1978, both in order to respond to the growing social tensions and in an effort to stim-
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ulate a more rapid recovery of the economy. Among the policies adopted was a
suspension of the monthly currency depreciations that was to be combined with
greater moderation in both wage demands
and price adjustments in order to diminish
the upward pressure on prices; there would
be no increase in taxes. Program targets
were revised to permit higher recurrent
and overall fiscal deficits and a greater current account deficit, which would accommodate a further expansion of imports required to foster economic growth. To
support the latter effort, and to reduce external payments arrears, the Fund doubled
its commitment for the remaining two
years of the arrangement to about US$330
million (SDR 260 million).
In 1979, Jamaica, like the rest of the
world, was buffeted by higher oil prices
and rising interest rates. The country also
experienced severe floods in mid-year that
damaged export crops and entitled Jamaica
to obtain US$42 million from the Fund unFitmnce fr DfTP/opWHf / lime 1981
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der the compensatory financing facility.
While these external shocks jeopardized
the objectives of the second extended facility program, major difficulties in the
management of economic policies, particularly fiscal policy, resulted in the nonfulfillment of the quantitative criteria employed to monitor progress.
Two major factors—greater than agreed
wage increases granted to public sector
employees and an inability to contain other
expenditures—led to a recurrent budget
deficit of 4.0 per cent, instead of a balance,
and contributed to the overall public sector
deficit expanding to 13.7 per cent of GDP,
compared with the target of 8.9 per cent.
The deficit was financed primarily by domestic credit expansion, with bank credit
to the Government growing by three and
a half times the amount envisaged in the
financial program. Excess demand pressures led to a widening of the current account deficit to 6.8 per cent of GDP, an
increase in the overall external deficit, and
a doubling of international payments arrears from their mid-year level. These divergencies from program targets led to an
interruption in Jamaica's right to make
purchases under the extended arrangement, pending a review of the conditions
under which access to the Fund's resources
would be restored.
In September 1979, when the slippages
were recognized, attempts were made to
develop new policies to return the economy to its agreed stabilization path. The
Fund was willing to modify the program's
quantitative targets relating to Fund purchases in order to accommodate the
changes arising from unforeseen and exogenous developments, just as it had under the 1978 program for that year's export
shortfall and purchase under the compensatory financing facility. However, domestic consensus on economic policies did not
emerge quickly. During this period of discussion from September 1979 to February
1980, the loss of policy momentum resulted in such departures from the program's targets that the original objectives
clearly became unattainable. Moreover,
weakening social and political cohesion
further complicated development of an
agreed economic policy. Conscious of the
need to have the broadest possible support
of the Government's programs, the Prime
Minister, in an address to the nation on
February 3, 1980, stated:
"/ believe that the country needs to settle and
decide its economic strategy and that when
that is settled, it will be easy to understand
what part the IMF should play; or whether
it should piny any part at fill. What must be
brought to an end is the present state of con-

fusion, because the country lias to settle down
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on a path and understand the efforts, the
discipline, and the sacrifices that are necessary to that struggle."

Chart 3
Jamaica: selected sources of
external financing, 1972-79
(Percentage of GDP)

The statement concluded with the announcement that elections would be held
as soon as feasible.
Even though efforts under the extended
arrangement had collapsed and the Fund's
further role in Jamaica was in question, the
Fund and the Jamaican authorities agreed
to negotiate an interim stand-by arrangement. This was viewed as a holding operation and, as such, the arrangement
sought policies consistent with those previously agreed by the Government for fiscal year 1979/80. The Fund was to maintain
the same annual level of financial support
(US$185 million, or about 6.1 per cent of
GDP) as under the extended arrangement
and to solicit, on behalf of Jamaica, expanded foreign assistance. But negotiations were broken off by the Jamaican authorities on March 23, 1980 prior to the
completion of the financial program.
Financing, 1978-80
Along with the modifications in the adjustment strategies just outlined, the Fund
participated in developing a supporting financing package in order to smooth the
adjustment process and make it less costly
both economically and socially. Given Jamaica's extreme dependence on imported
materials for production, every program
had sought an expansion of imports in an
attempt to achieve the program's economic
growth targets. To finance greater imports
between 1977 and 1979, the Fund agreed
to provide access to its resources in unprecedented amounts (about US$516 million, or 537 per cent of Jamaica's quota).
Actual Fund assistance was greatest in the
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two years of the extended arrangement,
when purchases were over US$260 million
(about 270 per cent of the quota); the Fund
also helped to mobilize additional official
BOP support (about US$193 million), as
well as supporting efforts to obtain a medium-term refinancing of the bulk of amortization payments due to foreign commercial banks (US$141 million), along with
an increase in short-term commitments of
US$39 million. Resources of this magnitude—totaling about US$630 million, or
about 12.25 per cent of GDP a year during
1978-79—could only be provided on a temporary basis in the expectation that they
would be used to build an economic base
that would make further massive assistance unnecessary and ensure the revolving nature of Fund resources.
For the Fund's contribution to assistance
on this scale could only be of limited duration, with repayments beginning three
to four years after each purchase. Between
1977 and 1979, the Fund was by far the
largest single source of external resources
(see Chart 3). In fact, the level of Jamaica's
purchases from the Fund increased from
0.8 per cent of GDP in 1977 to 7.5 per cent
of GDP in 1979—representing US$188 million—reaching a peak equivalent to 10.4
per cent of GDP in the second half of 1979.
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In that year, Jamaica's drawings on the
Fund were far greater than its borrowings
from other sources, whether private or official. Net flows from foreign commercial
banks were actually negative in 1979, by
about US$11 million, while assistance from
other international organizations was about
US$61 million.
A number of observations can be drawn
from the Jamaican experience concerning
the application of conditionality—especially regarding the strategy adopted for
adjustment and financing, the flexibility in
selecting the mix of policy measures, and
the importance of timely action to correct
imbalances. Jamaica experienced substantial imbalances that had persisted over a
protracted period prior to the Jamaican authorities' approach to the Fund in 1977. By
then, foreign sources of financing and international reserves were depleted. The repercussions of this combination of developments on economic performance were
adverse. Imports had to be cut sharply and
domestic production was disrupted due to
shortages of imported inputs. External resources were no longer available to cushion the severity of the adjustment process,
extend the time period over which it must
take place, or increase the range of policy
options open to the authorities. This demonstrates the desirability of approaching
the Fund at a timely stage. However, unfortunately, this was not the path pursued
by Jamaica.
The magnitude of the financing gap, associated with an economic and financial
program designed to secure a balance between aggregate demand and supply at the
highest possible income level, clearly indicated that actions to increase the supply
of and curtail the demand for foreign exchange were necessary. To help bridge this
gap, the Fund assisted the Jamaican authorities to develop a financing package
that included new loans from governments
and international lending institutions, and
refinancing by foreign commercial banks.
The Fund also provided Jamaica with access to its resources that was unprecedented in terms of the size of the economy.
If the resources committed under the revised two-year extended arrangement had
been fully disbursed, they would have
amounted to about five times Jamaica's
quota. Actual disbursements in 1979 were
more than three times the net amount obtained by Jamaica from foreign commercial
banks, governments, and other international organizations.
Special BOP assistance would only bridge
part, but not all, of the financing gaps confronting Jamaica during this period. Domestic policy measures then would have
to close the remaining external resource

gap in order to make the program viable.
Therefore, the domestic adjustment effort
needed was a result of both the resources
required to make the program viable and
those that were available. Nevertheless, it
is also clear that, throughout the period,
the selection and combination of domestic
policies undertaken to achieve the objectives of the programs supported by the
Fund—and indeed, even the targets of the
programs—varied in response to priorities
set by the Jamaican authorities themselves.
Thus, the Fund remained conscious of the
country's circumstances and social priorities. The particular structure of policies developed was based on the authorities' understanding of the relative social costs and
benefits, while the Fund staff provided
technical assistance as to the likely economic impact on the balance between resource demands and available resources.
Jamaica's experience with the Fund during the period 1977-79 has been used to
support the claim that the Fund's conditionality is politically impractical and applied in a rigid fashion. With regard to the
latter, the adaptations in the policies and
targets of the programs supported by the
Fund indicate the degree of flexibility that
the Fund is able to bring to coping with a
country's economic difficulties. For example, when external shocks buffeted the island's economy in 1979, the Fund was prepared to modify the program's ceilings
relating to purchases just as it had done

under the 1978 program to accommodate
the changes arising from unforeseen and
exogenous developments. However, major
difficulties also existed in the management
of economic policy, particularly fiscal policy, which meant the quantitative criteria
employed to monitor progress were not
fulfilled. The emphasis placed on various
policy instruments also varied from program to program. This flexibility enables
the authorities to construct a package of
policy measures that best suit their country's political and economic circumstances
but within existing financial constraints.
On the first point, that the adjustment
effort required under Fund programs is
politically unrealistic, it is important to recognize that, in most circumstances, adjustment will take place with or without
the Fund. Eventually claims on resources
must be reconciled with limited supply.
When a country has delayed corrective
policy actions until foreign financing has
dried up—as Jamaica did—then adjustment tends to be unduly large and swift
with relatively large social welfare costs.
Even unprecedented Fund financial support and assistance from governments and
other financial institutions may not be sufficient to lessen the constraints imposed by
this adjustment process. In any case the
adjustment with Fund support was less,
especially in the case of Jamaica, than it
would have been without its substantial
financial assistance.
HD

Recent developments
After elections in October 1980, the new Government announced that it would
initiate negotiations with the Fund on an economic program to revive the economy. In
December 1980, staff from the Fund and other international organizations, such as the
World Bank and the Inter-American Development Bank, visited Jamaica to join the
Jamaican economic team in dei>eloping a framework for economic policies and in
estimating external resource requirements. Thus, the process of designing a policy mix
capable of meeting the social and economic objectives of the authorities, while
balancing the resultant resource demands with available resources, was resumed.
As with previous programs, the Fund assisted the Jamaican authorities in
developing a financing package, consisting of new loans from governments,
multilateral lending agencies, and foreign commercial banks, that would permit the
new program to achieve its objective of resuscitating economic activity. In March
1981, at a meeting of the Caribbean Group for Cooperation in Economic Development,
chaired by the World Bank, official lenders pledged to disburse at least US$350 million
(excluding Fund resources), or 8.8 per cent of GDP, in new resources during the next
year to support Jamaica's adjustment efforts. Later in March, meetings were also held
with commercial banks to further progress on arrangements for deferral and
refinancing of amortizations due them and for new credits. The Fund staff described to
both groups the details of the stabilization effort and gave an assessment of the
prospective economic situation, focusing on the financing requirement, to provide a
frameiuork for their contributions. The Fund's direct contribution will be access to its
resources over the three-year period of the extended arrangement of about US$625
million, or equivalent to 450 per cent of Jamaica's quota—the maximum permissible
under the new policy for enlarged access. In the first year, Jamaica will be eligible to
draw about US$250 million, or equivalent to about 6.3 per cent of GDP, plus a
purchase of about US$45 million under the compensatory financing facility, or about
1.2 per cent of GDP.
Finance & Development I June 7987
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The Brandt Commission
and international monetary issues
The wide-ranging recommendations of the Brandt Commission in
its report on the world economy contained proposals for refprming
parts of the international monetary system. This article identifies
the main issues raised by the Commission in this area and
outlines the debate on each against the backdrop of the evolving
role of the Fund.
Augustus W. Hooke
The Independent Commission on International Development Issues (the Brandt
Commission) was established in December
1977. Its brief was to study the major global
issues resulting from economic and social
inequality, to suggest solutions to international development problems, and to indicate suitable directions for international
development policy in the 1980s. The
Commission's Report, which was completed in December 1979 and published as
North-South: A Program for Sunnval, dealt
with a wide spectrum of issues arising
from recent changes in international relations and the world economy. Among
these was the reform of the international
monetary system, on which its proposals
can be grouped under four main heads:
reserve assets, lending by the Fund, exchange rates, and management of the international monetary system.
This article will discuss the principal
proposals of the Brandt Commission in
specific areas and also outline the steps the
Fund has taken, both prior and subsequent
to the publication of the Commission's Report, in response to the continuing need
for changes in the international monetary
system. The discussion will be limited to
a number of specific topics in the area of
financing and international liquidity: the
changes that have been made in the valuation and use of the special drawing right
(SDR); the ongoing debate on the proposed "link" between SDRs and development assistance; the liberalized access to
the compensatory financing facility and the
proposal to establish a facility to meet the
higher costs for food imports; and the establishment of the Subsidy Account for the
supplementary financing facility. (The
Fund's conditionality practices, a subject
of concern to the Commission, are not discussed at length here because they have
been the subject of articles by Manuel Guitian in the December 1980, March, and
June 1981 issues of Finance & Development.)
The Commission's recommendations
concerning reserve assets were aimed both
at promoting the acceptability of the SDR
22
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as a reserve asset and at increasing the resources available to developing countries.
The Commission shared the generally held
view that the SDR should become the principal reserve asset of the international
monetary system. It believed this could be
promoted in several ways: by the adoption
of a valuation system for the SDR that ensures its predictability and stability; by the
relaxation of restrictions on the use of the
SDR; and by the establishment of a substitution account. The Commission agreed
that the size of new allocations of SDRs
should be determined by the world's need
for additional liquidity. It maintained,
however, that a larger share of these allocations should go to developing countries,
establishing a link between allocations and
the provision of resources for development. It also supported the demonetization of gold, which it thought could be facilitated by two actions: the use of part of
the Fund's gold as collateral for borrowing
in the capital markets to finance additional
lending to developing countries (particularly the middle-income countries) and the
sale of part of the balance of these holdings
to finance an interest-subsidy account for
the least developed countries.
The Commission's recommendations on
the provision of financial assistance by the
Fund were directed both at making more
resources available and at permitting less
restricted access to existing resources. It
proposed the establishment of new facilities, such as an interest-subsidy account
for the least developed countries, the expansion of the scope and the liberalization
of the terms of lending of the compensatory financing facility, and the reduction of
the degree of conditionality attached to the
use of Fund resources. The Commission
accepted the need for the Fund to attach
conditionality to the use of its resources
but believed that conditionality was applied severely. It argued that the Fund's
approach was monetarist; paid too little
attention to the social, political, and economic objectives of borrowing countries;
and did not make allowance for the causes
of their payments difficulties. The Com-

mission also claimed that the Fund's prescriptions were biased toward deflation,
involved inappropriate or excessive regulation of the economies of borrowing countries, and imposed a heavy burden on the
poorest sections of their populations. As
a result, developing countries had been
discouraged from making timely and adequate use of the Fund's resources.
On the exchange regime, the Commission urged the creation of an environment
that would promote greater stability of exchange rates. It believed that this would be
facilitated by the adoption of its proposals
on reserve assets and conditionality as well
as by encouraging surplus countries to accept greater responsibility for balance of
payments (BOP) adjustment. The Commission also recommended that the major
industrial countries exercise greater discipline and improve coordination of their
national policies to increase the stability of
their own exchange rates.
The Commission argued that the management of the international monetary system should not be dominated by a single
country or a small group of countries. It
should include the Council for Mutual
Economic Assistance (COMECON) countries, and it should provide a growing role
for the developing countries. Such collective leadership would, it believed, be facilitated by rules ensuring that decision
making in the Fund was not based wholly
on quotas. The Commission also recommended that the developing countries be
given enlarged participation in the staffing,
management, and decision making of the
Fund.

Changes in the SDR
The Commission's proposals on the SDR
were directed at promoting the SDR as a
reserve asset; the Commission recommended, first, that the SDR be valued so
as to ensure its predictability and stability,
and, second, that it be made available for
a wide range of uses. These were generally
acceptable to both the developing and the
industrial countries and important progress has been made on both since the
Commission's Report was published. In
1974, the stability of the SDR had been enhanced by switching its valuation from the
U.S. dollar to a weighted average of a basket of 16 currencies. Subsequently, at the
beginning of 1981, the valuation of the
SDR was simplified. The size of the basket
of currencies in which the SDR is valued
was reduced from 16 currencies to the 5
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be proportional to Fund quotas. But there
were proposals to allocate a larger share of
SDRs to developing countries prior to the
First Amendment of the Fund's Articles,
and the matter was considered more extensively in a technical report prepared for
the Committee of Twenty in July 1973. In
the last few years the issue has been revived, in part because of the rising payments deficits of the developing countries.
The ensuing debate has focused mainly on
the effects of a link on the quantity and
quality of aid, BOP adjustment, and inflation.
While most supporters of the link emphasize its potential to transfer resources
to developing countries, the Brandt Commission stressed the contribution such
transfers could make to the international
adjustment process. The Commission argued that it was in the general interest for
countries to be provided with sufficient
short-term resources to permit them to
avoid measures that could be harmful to
world trade and payments or to their own
economies. It believed that additional reserves should be created and then be allocated mainly to developing countries:
their low level of development and heavy
concentration on primary production increase the instability of their export earnings and raise their costs of adjustment,
and they have limited access to international capital markets and pay high opportunity costs in acquiring reserves.
However, in response to the Brandt
Commission's view, it has been suggested
that the effective transfer of SDR allocations from industrial to developing countries would lead to increased expenditure
on the exports of those industrial countries
that normally run large surpluses, thus
widening payments imbalances among the
industrial countries. A link arrangement
might also be effective only so long as the
additional allocations were unanticipated;
once these countries included the larger
allocations in their forecasts they could be
tempted to plan for and incur correspondingly larger payments deficits.
Finally, a common objection to the link
is its possible contribution to worldwide
inflation, as a result of the greater interest
developing countries would have in larger
allocations and of the higher propensity of
developing countries to import. It may be
noted that the Brandt Commission did,
however, stress that the si/e of SDR alloThe link
cations should be determined wholly by
The proposal to establish a link between the world's need for additional liquidity.
the Fund's allocations of SDRs and finance The Commission also observed that a defor development has been made in many cision to allocate SDRs requires an 85 per
forums. The Fund's Articles of Agreement, cent majority of the Fund's voting power
which originally established the SDR facil- and that the developing countries could
ity in 1969, specify that allocations of SDRs not push through an allocation over the

currencies most widely used in international trade and investment—that is, the
U.S. dollar, the deutsche mark, the French
franc, the Japanese yen, and the pound
sterling. This change makes the currency
composition of the valuation basket identical with that of the basket used to determine the interest rate of the SDR; the
weighting system employed in the two
baskets was also made identical. This
should help to foster the private use of the
SDR by promoting public understanding
of its nature, making the currency composition of the basket more stable, and
making it easier for participants in the private markets to cover exchange risks involved in SDR-denominated transactions.
During 1980, the Fund also permitted the
use of SDRs in donations, adding this to
a range of transactions that includes swap
arrangements, spot and forward operations, loans, and pledges.
Several other improvements have recently been made to the characteristics of
the SDR. In 1980-81, the Fund designated
seven additional institutions as "other
holders," raising to eight the number of
institutions other than national treasuries,
central banks, and the Fund itself that can
hold SDRs. In 1980, it was agreed to raise
the interest rate paid by the Fund to members on their holdings of SDRs from 80 per
cent of the market rate on specified shortterm obligations in the money markets of
the five countries whose currencies are included in the SDR valuation basket, to the
full combined market rate on those obligations. This change should make the SDR
more competitive with other reserve assets. In 1981, the Fund decided in principle
to abrogate the requirement that members
maintain, over time, a minimum average
level of SDR holdings.
These adjustments to the SDR—the
change in the valuation basket, the rise in
the interest rate, the increase in the number of "other holders," and the abrogation
of the reconstitution requirement—should
facilitate transactions in SDRs and enhance
the role of the SDR as an important reserve
asset in the international monetary system.
These changes should increase the usefulness of allocations to developing countries
since they raise the proportion of holdings
that can be used (to 100 per cent) and they
increase the willingness of a larger number
of institutions to hold SDRs.

determined opposition of the industrial
countries or even of the United States or
a small group of other major industrial
countries.
The proposal on the link is a continuing
subject for worldwide debate both in the
Fund and in other international and private forums. However, opposition to it remains strong among the industrial countries and there is little prospect of its
adoption in the immediate future.
Compensatory financing
The Fund's compensatory financing facility was established in 1963 to provide
resources at low conditionality to members, especially those exporting primary
commodities and experiencing shortfalls
that are temporary and largely attributable
to circumstances beyond the member's
control.
The Commission's proposals for liberalizing and expanding the facility were designed to make it more consistent with the
Commission's view of the underlying objectives of the facility and to take into account the individual circumstances of
countries using it. The Commission believed that quota limits on access should
be removed; the relevant factor determining the amount of assistance should be the
member's payments shortfall, not its quota.
It argued that the facility's resources should
be made available to members suffering
from any shortfall resulting from factors
beyond its control—particularly such factors as increased import prices and crop
failures—to forestall the need for harmful
cutbacks in imports. In addition, the Commission recommended that repayment
terms be made more flexible and limited to
the member's capacity to repay and that
calculations be made in real terms to allow
for the effects of inflation.
The Fund has been improving access to
compensatory financing for some time,
based on periodic reviews of its lending for
this purpose. From 1963 to 1974 there were
ceilings of 25 per cent of a member's quota
on the amount that it could purchase in
any one year and of 50 per cent of quota
on the total of outstanding purchases. In
1975, these limits were raised to 50 per cent
and 75 per cent, respectively. In 1979, the
ceiling on annual purchases was abolished
and the limit on outstanding purchases
was raised to 100 per cent. These changes
have considerably increased the proportion of member countries' export shortfalls
that can be financed under the facility.
In addition to compensatory finance on
the export side, there has been considerable support for the proposal that the Fund
provide financial assistance to net food importing developing countries. Such assisb'iiiunce ft- Development I lime 198'!
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tance would be provided to members experiencing BOP difficulties resulting from
the effects of crop failure at home or abroad
on the volume or price, respectively, of
their food imports. It would permit these
countries to maintain food consumption
levels without having to curtail those imports needed for economic development.
The Fund's existing facilities already provide assistance to members experiencing
temporary BOP difficulties of this kind. But
a new arrangement for this specific purpose, it is argued, would enable the Fund
to respond more quickly to members' needs
and would allow it to provide assistance
without reducing the ability of affected
countries to borrow from the Fund to meet
other payments difficulties. The proposed
arrangement could take the form of a special facility or a broadened compensatory
financing facility.
Since the objective of the compensatory
facility is to cushion the effects of export
fluctuations on the BOP, and thus on the
capacity to import, it could be argued that
countries should have access to the funds
only when they have an export shortfall
and an overall payments deficit, and be
obliged to make repurchases as soon as
they have an export excess and an overall
payments surplus. However, such a policy
would be administratively burdensome to
carry out; it would require repeated timeconsuming calculations on the changing
positions of all members that have purchases outstanding under the facility. It
could also work out that the Fund might
find it necessary to agree to an open-ended
extension of the repayment period. Accordingly, the Fund has always required
that repurchases under the facility be made
within three to five years, as is the case for
repurchases under its regular facilities.
Augustus W. Hooke
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The Commission believed that the Fund
should establish an interest-subsidy account to help low-income developing
countries meet the interest costs of using
the Fund's resources.
The Fund recognized the need for a subsidy account as world interest rates rose
sharply in tandem with inflation and the
developing countries made considerable
use of its supplementary financing facility.
This facility, which came into effect in
1979, is financed with resources borrowed
by the Fund at market-related rates from
countries with surpluses and, in turn,
makes assistance available to borrowers at
market-related rates of interest that are
considerably higher than the rates charged
under regular Fund facilities.
In November 1980 the Fund established
the Supplementary Financing Facility Subsidy Account to reduce the interest cost to
developing country members of using resources under the supplementary facility.
The subsidy may be as high as 3 per cent
of the member's outstanding purchases
under the supplementary facility and is
available to a group of some 69 developing
country members whose per capita incomes in 1979 did not exceed the level used
to determine eligibility for assistance from
the International Development Association
(IDA). The subsidy at half this rate is available to a second group of some 14 other
developing countries. The resources of the
facility are expected to be about SDR 1 billion, from repayments of Trust Fund loans
(SDR 750 million), donations, and borrowings.
Increased stability
The Brandt Commission's proposals on
international monetary issues are broadly
similar to those made by representatives
from the developing countries in other forums, such as the Conference on International Economic Cooperation (CIEC) and
the United Nations Conference on Trade
and Development (UNCTAD). They are
designed to give the developing countries
access to greater amounts of financial assistance on easier terms, to produce a more
stable exchange rate system, and to promote a more equal distribution of the adjustment burden between surplus and deficit countries. This article has described
some of the changes that have been made
by the Fund in areas of concern to the
Commission. It has also reviewed the debate over the link and the coverage of the
compensatory financing facility. On these,
continued technical work and possible
swings in political attitudes could lead
eventually to their partial or complete
adoption.

There are both technical and political
barriers to the adoption of the Commission's other recommendations. On some—
such as substantially redistributing voting
power in the Fund in favor of developing
countries and lowering further the degree
of conditionality associated with the use of
Fund resources—opposition is strong
among the Fund's industrial member
countries. The proposals could even be
self-defeating. If countries that are major
suppliers of resources to the Fund were to
have less control over the uses of these resources, or to believe that these resources
were no longer being used to promote international adjustment within a cooperative framework, they may become less
willing to vote for large quota increases or
to lend to the Fund.
Recent changes in the Fund's policies
should contribute to the stability of the international monetary system by promoting
the role of the SDR as a reserve asset and
by increasing the amount of assistance
available to individual countries experiencing BOP difficulties. The benefits can be
expected to be greater for the developing
than for the industrial countries since the
developing countries tend to be net users
of SDRs and will receive most of the additional assistance under the compensatory facility and all of the assistance from
the new interest-subsidy account. The
Brandt Commission Report has attempted
to focus attention on issues that are of concern to many Fund members. The proposals for changes that come regularly from
groups within the Fund's membership, together with the issues raised in the Commission Report, will become an agenda for
consideration by the Executive Board and
the staff in the immediate future, as they
deal with the continuously changing problems that confront the international monetary system.
HD
Related reading

North-South: A Program for Survival. The
Report of the Independent Commission
on International Development Issues under the Chairmanship of Willy Brandt
(Cambridge, MA, U.S.A., MIT Press,
1980).
International Monetary Reform: Documents of
the Committee of Twenty (Washington,
DC, U.S.A., International Monetary
Fund, 1974).

"Outline for a Program of Action on International Monetary Reform." Attachment
to a Press Communique issued by the
Development Committee, September 30,
1979 (Reproduced in the International
Monetary Fund's Annual Report, 7980,
pp. 160-65).
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Natural rubber a better future?
^W*

Enzo R. Grilli

aysian Rubber Bureau photo

At some point in the late 1960s, natural
rubber began to look like a doomed product. World demand for rubber, largely propelled by the growing use of automobiles,
was increasing at 6 per cent a year in the
developed countries, 7 per cent a year in
the centrally planned countries, and 10 per
cent a year in the developing countries.
Natural rubber, with its long gestation period between planting and production,
was growing at less than 3 per cent. The
gap was being filled by synthetic rubbers.
Evolved during World War II, these rubbers were able to boost output by about 9
per cent a year after 1949, thanks to a combination of technological innovation, economies of scale—and cheap energy. By the
early 1970s, synthetics had captured the
lion's share of the market.
But now, less than a decade later, it
looks as if natural rubber could regain a
good share of the market lost to synthetics.
There are several reasons why. First, between 1973 and 1980 the real price of crude
oil—that is; the price of oil expressed in
constant dollars—more than quadrupled.
The production costs and prices of synthetic rubbers, which depend heavily on
the cost of petroleum-based inputs, more
than doubled in the industrial countries.
Natural rubber costs were affected but not
nearly as much, since the share of energyrelated inputs is much smaller in the production of natural rubber. Second, during
its period of apparent stagnation, the natural rubber industry had developed a strong
base for potential growth. By the mid-

The world rubber economy,
which consists of natural rubber
and its synthetic counterpart,
underwent a profound
transformation after World
War II as synthetics began to
push the natural product out of
the market. But while 10 years
ago it seemed that natural
rubber could not retain a strong
market position, today,
principally because of the
effects of the oil price increase
and the proven resilience of the
natural rubber industry itself, the
situation could be reversed.

1970s its productivity had increased dramatically, as a result of replanting, the development of higher-yielding varieties of
trees in key producing areas, and improvements in cultivation, production, and marketing. At the same time, it seems as if the
capacity of the synthetic rubber industry
to innovate and to adjust to market changes
may have reached some limit or at least a
temporary quiescence.
The short-term effect of the oil price rises
during the late 1970s was to increase—if
marginally—the share of natural rubber in
a declining overall market. The long-term
effects are uncertain; they depend upon
such factors as whether the rubber market
will recover; how synthetics will respond
with structural changes in their production
processes, both to the end of cheap energy
and to changes in product demand itself;
and whether the natural rubber industry
will continue to increase its productivity
and to emphasize research and product
improvement. This article will contend,
however, that although the natural product still supplies only about 30 per cent of
the world rubber market, while its synthetic counterpart supplies the other 70 per
cent, the combination of rising oil prices

See The World Rubber Economy: Structure, Changes, and Prospects, by Enzo R.
Grilli, Barbara Bennett Agostini, and Maria ].
't Hooff-We/wars, JVorM Ban* Staff Occasional
Papers, No. 30.
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Chart 1
Synthetic rubber production
(In per cent of world total)

Sources: International Rubber Study Group. Statistical Bulletin, various issue
— Zero or negligible.

and the relative competitiveness of the two
industries could mean that natural rubber
has the potential to come to the fore again.
The rise of synthetics
From the end of World War II until the
early 1970s, the world rubber economy enjoyed a period of rapid and steady growth.
Profound structural changes took place,
resulting mostly from technological evolution as synthetic rubber, developed under the needs of World War II, gained a
predominant position in the world market
and dissipated the near-monopoly position
enjoyed by natural rubber since the first
half of the 1900s. Between the late 1940s
and the early 1970s the share of synthetics
in the rubber market rose from 20 per cent
to 70 per cent in industrialized countries,
from 30 to 65 per cent in centrally planned
economies, and from nearly zero to 50 per
cent in developing countries.
There was one main reason for the rapid
expansion of the synthetic rubber industry:
the fact that the surge in world demand for
rubber could not be met by existing natural
rubber production. World consumption of
rubber increased by over 6 per cent per
annum between 1948 and 1973, fostered by
the greater use of motor vehicles in industrialized countries—particularly in Western
26

important kind of synthetic rubber, was
dramatically improved by innovations in
production and processing. The industry
also developed, among others, an almost
perfect replica of natural rubber—polyisoprene rubber. Thus, the production of synthetics became more and more diversified;
different types were developed, in different places, using different processes. Petrochemical producers and tire manufacturers gained predominance in the industry.
Petrochemical interests alone appear to
control over 50 per cent of existing production capacity. Most of the remainder is
controlled by tire manufacturers which
moved into synthetic rubber production.
Economies of scale, technological innovations, and improvements and diversification in products led to lower production costs and market prices.
Natural rubber shared this overall market growth only partially, growing modestly at less than 3 per cent a year as price
and nonprice competition from synthetic
rubber became progressively more intense
and spread to new products and geographical markets. The profitability of
natural rubber production also deteriorated steadily. Falling costs and prices of
synthetic rubbers, particularly of SBR, came
to determine more and more the trend of
natural rubber prices, which in real terms
declined by one half between 1952-53 and
1970-71.
During these years, natural rubber producers were confronted with a seemingly
insurmountable challenge, as natural rubber looked increasingly like a product
whose future was threatened by the development of a superior synthetic substitute. Technological innovations in the production of synthetic rubbers seemed never
ending in the energy-happy world of pre1973; petroleum for petrochemical inputs
was available and was being offered at progressively cheaper prices.

Europe and Japan—which created a strong
demand for rubber products. Over 65 per
cent of all rubber produced is used directly
by the automotive industry in tires and
other parts. Demand for nonautomotive
rubber products (footwear, belts, hoses,
and so on) also increased quite rapidly in
the wake of the fast expansion in world
industrial production.
Stimulated by this demand, the synthetic rubber industry was able to maintain
high growth rates over an extended period
(see Chart 1). Production became concentrated in a few, large private companies in Positive reaction
a restricted number of countries. Some 65
The natural rubber industry, however,
per cent of the world supply of synthetic reacted positively to the challenges in sevrubber is now produced by the European eral complementary ways. Natural rubber,
Economic Community, Japan, and the like its synthetic counterpart, is produced
United States; 28 per cent is supplied by by a few major countries: Indonesia, Mathe centrally planned economies. Con- laysia, and Thailand in Asia account for 80
sumption is distributed in roughly the per cent of world production; India, Lisame proportions: 64 per cent of supply is beria, Nigeria, and Sri Lanka together proabsorbed by the developed countries, 28 duce a further 12 per cent (see Chart 2).
per cent by the centrally planned group, However, within each country natural ruband the remainder by the developing ber is produced by an extremely large
world.
number of productive units, estates, and
The growth of the synthetic rubber in- smallholdings. Smallholder rubber is now
dustry was helped by technological break- the predominant mode of production in all
throughs. In the early 1950s, for instance, major countries. Estate rubber is to a very
the profitability and quality of styrene- large extent owned by private domestic
butadiene rubber (SBR), the single most and public interests. Foreign concerns, in-
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eluding some large companies, account for
a relatively small share—16 per cent to 17
per cent—of rubber estate production on
a world basis. Of this 16 per cent only
about 5 per cent is accounted for by U.S.
tire companies, most of which are involved
in synthetic rubber production.
This geographical concentration of production made it easier to rationalize the industry to make it more efficient. The major
rubber producing countries realized that to
remain competitive they had to modernize.
They invested in long-term research, made
technical innovations in production and
processing, and vigorously promoted development programs. Old, unselected
seedling trees, for instance, were replaced

with high-yielding materials (clones and
clonal seedlings), which, in combination
with good cultivation practices, could improve yields several fold. The use of chemicals to stimulate yields was another important technical innovation. Ever since
rubber was grown on a commercial scale,
planters and research workers had endeavored to find some method of artificially increasing yields through prolongation of
latex flow. In the early 1970s an important
breakthrough was made with the discovery that ethylene-releasing substances
stimulated the flow of latex. It has been
shown that one substance, ethephon, can
increase tree yields by 30 per cent to 60 per
cent, if judiciously used, although some

Chart 2
Natural rubber production
(In per cent of world total)

uncertainty remains about its long-term
effects on the productive life of the trees.
Although the productivity gains were
not evenly distributed among producers,
they were nevertheless widespread enough
across countries and producing sectors
(both estates and smallholdings) for natural rubber production to remain viable, despite falling synthetic prices. To give smallholders a greater share of the gains,
attempts were also made in a number of
producing countries to rationalize production processes and to streamline internal
marketing systems.
During this period of slow growth, the
external marketing of natural rubber was
also rationalized, emulating the distribution of synthetic rubber. In the mid-1960s,
new "block" rubbers were developed, and
a process of grading the quality of natural
rubber according to rigorous technical
specifications was started. Standardizing
the quality of natural rubber rendered it
more attractive to the consumer; in addition, the smaller bale size of these block
rubbers facilitated handling and stacking,
and saved on transport, handling, and
storage costs.
Apart from the direct economic advantages of the introduction of standardized
rubber products, these improvements

Chart 3
Rubber consumption
(In per cent of world total)

Sources International Rubber Study Group,
Statistical Bulletin, various issues; Food and
Agriculture Organization, Production Yearbook, various
issues; and World Bank, Economic Analysis and
— Zero or negligible.
Projections Department.
1ncluding Oceania.
Sources: International Rubber Study Group. Statistical Bulletin, various issues; Food and Agriculture
Organisation. T;ude Ycatbcak. various issues; and World Bank. Economic Analysis and Projections Department.
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demonstrated to consumers the capability
of the natural rubber industry to meet the
changing requirements of the market place,
and gave them renewed confidence in the
inherent strength of the industry.

Chart 4
Price trends of natural rubber, styrene-butadiene
rubber, and crude oil in the United States: 1947-80
(In current dollars)

I

Oil price increase
In 1973, the world rubber economy suffered its first severe jolt: the oil crisis and
subsequent sharp rise in crude oil prices
and then the recession in the industrial
countries. For synthetic rubber, which depends so heavily on petrochemicals, the
sudden drastic increase in crude oil prices
in 1973-74 implied a major change in costs
and production (see Chart 4). As much as
70 per cent of the production cost of synthetic rubbers depends on the costs of petrochemical ingredients and energy. Between 1973 and 1975, these costs more
than doubled, labor and overhead charges
went up, and, as a result, the average cost
of producing synthetic rubber from existing facilities increased by 70 per cent to 100
per cent in the industrial countries.
Natural rubber was less affected directly—the average direct cost of producing rubber in Malaysia went up by about
30 per cent between 1971 and 1974. The
industry was, however, still subject to all
the indirect effects of the oil crisis: acceleration of world inflation, changes in consumer expectations, and rising doubts
about the long-term future of world demand for rubber in the energy-intensive
automotive sector.
Doubts about the long-term future of the
rubber industry deepened during the economic recession that affected the industrialized countries after 1973. As industrial
production fell, so did the output of the
automotive industry, and so did world demand for rubber. Between 1978 and 1980
the price of crude oil again increased
sharply in real terms, bringing the cumulative increase since 1973 to more than 400
per cent. Costs and prices of synthetic rubbers went up again and the expected profitability of new investments, facing in addition to severe cost pressures a more
uncertain outlook for demand, deteriorated further. Actual investments as well
as plans for new investments in synthetic
rubber capacity have virtually come to a
halt outside the centrally planned economies.
It is generally expected that the future
rate of expansion of world demand for all
rubbers will be below historical trends in
the next 10-15 years—perhaps by as much
as 1 to 1.5 per cent per annum. These expectations are borne out by detailed analysis of future world demand for rubbers.
The basis for this analysis is, first, the prospects of slower growth in economic activity
28

Source World Bank date

in the 1980s; and, second, the structural
changes expected in the relationships between economic activity and rubber demand, brought about by changes in consumer choices in transportation and by
government policies affecting the production and use of motor vehicles.
This slowdown is likely to be more visible in industrialized countries, where the
major structural changes in demand are
expected to occur and where demand for
rubber is already high. The reduction in
demand is likely to be less marked in the
centrally planned economies, where the
consumption of rubber is lower and is less
affected by consumer choice and by
changes in income and industrial production. Strong growth is still expected to continue in developing countries, particularly
in high-income developing countries,
where the use of motor vehicles is increasing.
Better market prospects
A key question posed by these developments is whether the relative market
position and future prospects for natural
rubber have also deteriorated with the
worsening prospects for the overall demand for rubbers. The prospects for rubber
depend critically on the competitive position of natural vis-a-vis synthetic rubbers
and on those developments of technology
that affect the choice of rubber inputs in
the production of rubber products. Analysis of these factors shows that on both
counts natural rubber is potentially in a
better market position than at any other
time in the recent past.
The long-term competitiveness of producing natural rubber from existing trees
has improved considerably, given the evolution of costs and prices in the second
half of the 1970s. It is estimated, for example, that to have invested profitably in

SBR production in Western Europe in
1977, the industry would have needed future real prices of at least 40 cents per
pound. Equally profitable investments in
natural rubber in Malaysia would have required a future real price of about 35 cents
per pound. The profitability of natural rubber investment would have been even
greater in relation to other kinds of synthetic rubbers, such as polyisoprene. The
60 per cent increase in the real price of oil
between 1977 and 1980 has added at least
another 7 cents a pound to the future expected price necessary to invest profitably
in SBR. The crude oil price increases expected in the 1980s will further improve
the long-run competitiveness of natural
rubber.
Closely reflecting the climb in the prices
of synthetic rubbers (which in turn followed the upward trend set by crude oil
prices), the prices of natural rubber increased markedly in the second half of the
1970s (see Chart 4). Natural rubber price
trends are set to a large extent by those of
synthetic rubbers. While in the late 1960s,
falling synthetic rubber prices pulled down
natural rubber prices, they have pulled up
natural rubber prices since 1973. More important yet, rising synthetic rubber prices
and favorable product developments—such
as the spreading use of radial tires, which
require relatively more natural rubber than
other types of tires—have contributed to
reverse the long-term decline in the real
prices of natural rubber. After falling by
more than one half in the 1960s, real prices
of natural rubber have increased by about
45 per cent between 1972 and 1979. This
reversal is not likely to be a temporary phenomenon. It is expected that the real prices
will continue to increase in the 1980s, as
demand for natural rubber goes up and the
prices of synthetic substitutes follow the
trend set by rising real energy costs.
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Another reason to be sanguine about the
future for natural rubber is that the scope
for future productivity gains in the synthetic rubber sector appears to be more
limited than it was. Outside the field of
specialty rubbers, technological innovations in production and economies of
scale, which were the major factors behind
the exceptionally fast growth of generalpurpose rubbers in the postwar period,
appear to have almost run their course.
Their future effect is likely to be much less
strong than in the 1950s and 1960s—although it will by no means be negligible.
The synthetic rubber industry outside the
centrally planned economies is reaching a
mature stage where emphasis is likely to
be on rationalization, consolidation, and
better planned growth. Inside the centrally
planned economies, expansion programs
are likely to continue for the sake of selfsufficiency, regardless of developments in
world rubber markets.
Apart from these economic constraints
to further rapid growth, the synthetic rubber industry will also face greater uncertainties than in the past about the availability and prices of chemical feedstocks
and mounting pressures over environmental and health issues.
Exploiting the potential

assumptions concerning the growth of demand for isoprenic rubber outside the centrally planned economies and a relatively
optimistic assessment of the likely growth
of natural rubber supply from existing
plantings and from plantings scheduled to
come into production, there is likely to be
a gap between supply and demand by the
end of the 1980s.
If this gap is not filled by increased supplies of natural rubber, it will probably be
met by synthetic polyisoprene. Since the
lags between planting and production of
natural rubber are relatively long, decisions to invest to increase supply in the
late 1980s will have to be made immediately in the key producing countries. Synthetic polyisoprene producers outside the
centrally planned economies have spare
capacities and, more important, much
shorter investment lags. Since their production can be increased more rapidly,
their investment risks are lower. Yet analysis shows quite clearly that natural rubber
producers have a substantial competitive
cost advantage over polyisoprene (at least
under known production technologies) and
that, with its technical and economic potential, natural rubber can fill the potential
demand gap for isoprenic rubber in the late
1980s.
Enough capital from public and private
sources should be available to expand the
world production of natural rubber. The
technology is not only available but also
reasonably well proven. Land for new
planting and replanting is plentiful in
countries such as Indonesia and Thailand
and, to a lesser extent, Malaysia. Brazil, the
People's Republic of China, India, the Philippines, and West Africa also offer scope

The natural rubber industry is in a favorable position to take advantage of the
present good market opportunities. Despite these favorable prospects, however,
natural rubber producers will need to fulfill
several important conditions in order to
take full advantage of this potentially favorable market situation:
• Natural rubber supply will have to
keep pace with the expected growth in demand for the synthetic replica isoprenic Enzo R. Grilli
rubber, and a secure supply will have to
be assured.
• Existing successful production technologies will have to be adopted both
from Italy, has degrees
within and across countries.
from
the University of
• Research, development, marketing,
and technical assistance programs will have Genoa (Italy) and Johns
Hopkins University
to be maintained and strengthened.
(U.S.A.). He is Chief of
Maintaining an adequate supply of natu- the Commodities and
ral rubber to meet world market demand Export Projections Division of the World Bank.
for isoprenic rubbers is clearly of the ut- Previously, Mr. Grilli was Director of the Research
most importance—yet it is uncertain that Department of the Confederation of Italian
natural rubber producing countries can Industries in Rome. He has taught at the
fulfill it. On the basis of current informa- University of Genoa and at Johns Hopkins. Mr.
tion on the area under rubber, on projected Grilli is the author of several publications on
yields of trees already in the ground, and commodities, including The World Rubber
on expected rates of replanting and new Economy and "Commodity Price Stabilization and
Developing Countries," Banca Nazionale del
plantings, it appears likely that beyond the the
Lavoro Quarterly Review (March 1978), with
early 1980s natural rubber supply will grow E. Brook and J. Waelbroeck.
at rates below potential market needs.
Even on the basis of relatively conservative

for new and higher production of natural
rubber. Even with current acreage, supply
can be increased considerably by speeding
up current replanting and using higher
yielding varieties of trees. Chemical stimulants can also increase output rates from
existing old trees.
Expanding output to meet market needs
will involve, over the next 25 years, substantial changes in the country distribution
of natural rubber production. The relative
importance of Indonesia and Thailand,
where new land and labor are more abundant than in Malaysia, will probably increase. In the long term, the People's Republic of China, and eventually Brazil,
could become major natural rubber producers. The modes of production may also
change substantially, with single smallholders becoming less important at the expense of cooperative types of smallholding
organizations, offering members common
infrastructural support in both the production and the processing of the rubber latex
and sharing the ownership of the productive unit. There are strong economic and
technical reasons—as well as examples of
successes—for this type of organization.
Geographically, however, the location of
the industry will not change much, with
Asia accounting for most of the world output.
The possibility of expanding natural rubber production will also offer unique employment opportunities in agriculture to
countries having a large and underemployed labor force. Natural rubber production is labor intensive. It also offers scope
for tangible and sustained productivity
growth. Expected future price and productivity trends should leave ample room for
increasing real returns to producers.
Natural rubber producing countries have
shown willingness to cooperate with each
other, to share technological advances, and
to further research. In October 1979 they
also entered into a new agreement with
consuming countries to stabilize market
prices. The new International Natural Rubber Agreement that came into effect in 1980
foresees the use of a fairly large buffer
stock to keep market prices from exceeding
a predetermined, but flexible, band of fluctuation. If it is successful, market stabilization will make natural rubber supply
more secure and reduce the volatility of the
price of natural rubber for its users. Together with sound policies concerning production and exports, the Agreement can
give added impetus to the resurgence of
the natural rubber industry. The market
conditions for a better future for natural
rubber seem to be in place: it is up to the
producers to take advantage of this opportunity.
ED
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John Russell

Adapting extension work
Providing farmers with relevant advice and technical support in
underdeveloped areas requires much more attention to local
conditions than is generally given. This article emphasizes the
need to integrate extension work with other development efforts
and shows how extension systems can be adapted to become
more effective in less developed agricultural areas.
Agricultural extension can be defined as
the provision of increased knowledge and
skills necessary for farmers to be able to
adopt and apply more efficient crop and
animal production methods to improve
their productivity and living standards. It
depends crucially on effective communication, which has to be a two-way process
between farmers and extension workers.
The Bank's experience with the role of
extension in improving the productivity of
I farmers in underdeveloped areas shows
^Very clearly the key function of three hill | gredients of success: inputs—seeds and
1 fertilizer—adapted to local conditions and
i § practices; an acceptable production technology; and, once the farmer has progressed beyond the subsistence stage, a
market for his products and related infrastructure. (There are other components of
success, but these are supportive. Credit,
for instance, may well assist by making inputs more readily obtainable for the farmer;
government price and subsidy policy can
likewise create vital incentives or disincentives.)
As a result of its success, particularly in
South Asia, the training and visit system
of extension is being widely adopted to improve agricultural practices and yields
elsewhere. However, when the system is
transplanted without adaptation to parts
of the world that do not possess the kind
of supporting services—the marketing systems, the staff, the high-quality local research—that exist in places where it has
been successful, it becomes all too apparent that it is not only the extension system
that leads to higher crop yields. It is the
combination of a system suited to local
needs, with well-developed supporting
services and new high-yielding varieties of
crops. Systems developed for one region
do not necessarily work in another.
This article will review the constraints on
extension work that exist in poor areas and
will discuss how present research work
and extension systems can be adapted
more closely to the needs of local farmers.
The fundamental problem is how the
farmer can be helped to progress beyond
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subsistence farming and to become more
productive; the solution rests largely in
gearing local agricultural research to develop inputs and practices that are acceptable and usable in a particular context. This
comes down to working with the local people to produce local answers to local questions. A further issue, not discussed here,
is that these answers must work in the
wider context of how surplus crops can be
marketed. Extension work enables the wide
and rapid dissemination of improved technology to large numbers of farmers, but
however good it is, it cannot be effective
if inputs, market infrastructure, and economic incentives are lacking.
Need to adapt
Over the past decade, the introduction
of the training and visit system of extension has been particularly successful in
South Asia, following its early development within Bank practice on the Seyhan
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to poorer agricultural areas
Project in Turkey. This system is essentially one of management and organization
according to simple principles that can be
adapted readily to different conditions. It
provides a framework in which all agricultural extension activities are combined into
a unified service whose staff preferably
devote all of their time to strictly extension
activities. Work is then organized in a systematic program of training and visits,
which usually has the field worker visiting
farmer groups with specified farmers once
a fortnight. A seasonal program of a few
key practices is drawn up by research and
extension personnel with farmers after reviewing their constraints. Out of a number
of improvements that could be made to increase yields, a few readily acceptable
practices are generally selected that are expected to have a significant impact. Depending on circumstances, these practices
might vary from the use of a seed dressing
to method of fertilizer placement, or from
a method or time of planting to a way to
identify pests. Extension specialists (known
as Subject Matter Specialists) then train
groups of field workers with their supervisors once a fortnight with the message
for the following fortnight, and obtain
feedback from farmers at these sessions.
These extension specialists themselves are

trained and supported by research staff,
and are responsible for overseeing adaptive field trials in their own areas. The extension effort is thus concentrated, with
new programs drawn up every season
with farmers, consistent with the farmers'
resources and abilities, while constant
feedback to and from research keeps the
system dynamic.
Its success in India is well evidenced by
the enthusiasm of farmers, extension staff,
and research workers for the new system
and the demand it has generated for both
increased inputs and help in developing
more sophisticated recommendations. A
major reason for this success is that extension had been the weak link in the fairly
well-developed agricultural sector in India;
once it was improved, yields increased.
There were several technical findings
available on research stations that had not
reached the farmer. Some required little
adaptation, like the new high-yielding varieties of wheat and rice. A reasonable infrastructure with innumerable retail outlets
for supplies was in place. Most farmers
were used to market production, and welleducated staff were available and willing
to fill the village extension worker cadre.
The success of extension work in India
was built on the three key ingredients: well

adapted inputs, suitable technology, and
workable marketing systems. If we turn to
agriculture in other developing areas such
as sub-Saharan Africa, we find a very different state of affairs. A market-oriented
agricultural economy has only developed
in certain places and sometimes only with
certain types of farmer. Research, essential
to the development of locally suited inputs
and technologies, is almost nonexistent in
some countries. In Sierra Leone, for instance, the only relevant agricultural research being done until recently was on
rice. In some countries the quality of research has deteriorated or the research itself has become restricted to the confines
of the research station. Thus, the results of
agricultural research, where they exist, are
often poor and are not well adapted to
varying ecological zones or types of farmer.
Sometimes causing, sometimes compounding the isolation of research, agricultural extension in developing countries
has tended to emphasize the passing of information from research to the farmer and
has insufficiently involved farmer participation in passing information back to research. Far too many research activities go
no further than how to obtain optimum
yields from a given crop or enterprise,
rather than actually to address the reasons
why farmers are not able to improve yields.
This one-way flow of information has
meant in many poor areas that mainly the
richer farmers benefit from the technology
and expertise that does exist. Since the
type of research carried out in most developing countries optimizes returns to particular crops, its recommendations may be
difficult for a small farmer to apply, since
in many cases he plants most of his crops
in mixtures to minimize the risk of one of
the crops failing. His first concern is subsistence; he usually only has his own family labor available and so wishes to maximize returns to his scarce resource, which
is often labor rather than land. A large
farmer, by contrast, is able to come closer
to the conditions existing on the research
station because he has better access to all
the factors of production. He can more
readily add labor to change planting dates
and can risk changing part of his cropping
pattern, as he has either other enterprises
or resources as an insurance in the event
of failure.
And finally, as might be expected in
areas emerging from a largely subsistence
agriculture, the extension services themFinance & Development I June 1981
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selves are generally provided on an ad hoc
basis and are subject to political and administrative abuse. In the absence of an
organized program, there is no regular
service to farmers, and no systematic advice is given. The extension agent rarely
has extensive farming experience and often
tends to be a young man; and his advice,
therefore, is generally not highly regarded
by farmers. Since he has no backing from
an efficiently organized research service,
he has no means of convincing the farmer
that his extension messages have something to offer.
Adapting research
The first step in improving extension
work in developing areas is to improve the
quality and relevance of research. Since
some research capability exists in most
areas, improvement usually comes down
to developing closer links between the research work and the farmer. Research is
often organized nationally in separate departments, ministries, or parastatal agencies and has no link with extension at regional levels or below. One of the biggest
advantages of the methodology developed
under the training and visit system in
South Asia was this: when carried through
to its logical conclusion, it benefited the
farmer by bringing research to him and involved the research worker intimately in
farmers' problems.
Linking research with extension work
not only involves doing adaptive trials on
farmers' fields but also implies gradually
changing an approach. It is generally agreed
that proven recommendations are most
appropriately introduced to farmers by
demonstrations on their own fields carried
out by themselves. At the same time,
adaptive research trials should test new
recommendations before introducing them
to farmers. Such trials need to be designed
to answer key problems that emerge from
local farm experience within the limitations
imposed by other factors (such as funds or
staffing). At the same time, trials should
be dispersed throughout the project area,
and field days should be held on them to
discuss findings with farmers.
Closer links with the farmer will tend to
emphasize the analysis of farming systems, which are far more important for the
small farmer than the large, since the former has many more constraints to be considered. An extension service has to look
at improvements for the small farm in the
context of the farmers' own priorities. For
example, in one area of northern Nigeria
small farmers would always plant a recommended long-maturing variety of seed
cotton four weeks late and get yields of 250
kilograms per hectare. If they had planted
32

on the correct date, the variety would have
yielded 650-800 kilograms. In fact, the
farmers always planted late in order to get
their subsistence crops in first. They would
be far better off if research developed for
them a shorter season variety, giving returns of say 450-600 kilograms, which
would be more appropriate for their planting priorities and labor constraints and yet
give them higher returns than their present
practice.
A classic example of the need for adapting existing programs to the small fanner
is the common practice of recommending
only one level of fertilizer to be applied to
obtain an "optimum" yield. What is actually needed by the small farmer is an initial recommendation for a minimum
amount and type of fertilizer sufficient to
obtain a significant increase in production
and then a series of recommendations to
enable him to increase his yields gradually
up to the optimum, while minimizing the
risks involved. This has been a key finding
in evaluating the training and visit system
in India; it is certainly even more relevant
to other areas of the world just emerging
from subsistence farming.
Adapting services to the small farmer
requires a conscious effort. In Brazil, for
instance, a major task of extension workers
has been to prepare farm plans and credit
applications for farmers, particularly the
larger ones. In many states, as the extension service obtained a percentage of the
interest rate from the credit agency for providing the service, it became a major source
of funds and hence more attention was
given to this aspect of extension work. To
overcome this inequity, the state extension
services are now changing their approach,
and programs are being introduced to
reach all types of farmers, including sharecroppers. The Bank-sponsored Ibiapaba
Project in Ceara has been a pioneer of such
new extension approaches.
The program is working well but still
inevitably has a built-in bias for helping the
John Russell
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larger farmers. The area incorporates a
transition from a humid through a subhumid to a dry zone over a few miles and
includes large and small landowners as
well as sharecroppers. Cropping programs
are easier to improve in the wetter zones
and these naturally tend to receive more
emphasis and are more easily adopted by
the larger farmer, for reasons already mentioned. Moreover, given the wide variety
of crops on which research is needed, it is
difficult to give priority to the lower value
cassava, bean, and maize crops, which are
the main, if not only, crops planted by
sharecroppers in the drier zones, on which
in any event few improved practices have
yet been identified. An effort is now being
made to rectify this in the design of quarterly research and extension programs.

Adapting the system
Most extension in developing countries
could be improved by being made more
systematic. Under the training and visit
system the approach is to demarcate clearly
the area each field worker is responsible
for covering and establish by a simple survey the number of farm families in the
area. If appropriate, at this stage, some
"stratification" of farmers bv size and type
of farm should be made, so that seasonal
extension programs can be designed to appeal initially to the largest number of farmers, and later be revised in the light of experience, with the addition of special
programs for different types of farmers.
Reorganizing field workers and developing fanner groups, who themselves assist in selecting contact farmers, are essential steps in revitalizing an extension
service. However, it cannot stop there. The
system can only work if there is a well defined program of the key improvements
that can be made initially on the major
crops planted in the area. Then it must put
in place, at district or subdivisional level,
extension specialists who will carry out
regular training of junior extension staff at
the field level throughout the growing season, oversee an adaptive trials program,
and themselves be trained and supported
by research specialists.
Apart from making these rather general
exhortations to be more systematic about
extension work, it is difficult to lay down
hard and fast rules— or even to give widely
applicable recommendations — for adapting extension work to underdeveloped
areas. So much depends on nonagricultural factors.
A major problem, for instance, especially
in sub-Saharan Africa, is the recurrent cost
of maintaining a large extension service. It
is certainly not worth setting one up if
there are only funds to pay salaries and not
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to cover other operating costs needed to
make it effective. The caliber and qualifications of extension staff also need careful
assessment. Too often staff with overly
high education levels are not prepared to
live in villages. Often a person with six to
eight years of schooling, selected by his
own village for training, makes a better
extension worker. In India, the training
and visit system benefits from being able
to recruit and use college graduates as extension workers; it will be a long time before this is possible at the field level in most
of Africa.
Multipurpose extension
It is, too, somewhat sterile to discuss in
principle the important issues of whether
or not extension workers should only concentrate on giving extension advice. Ideally
they should, providing other services are
effective; even if they are not, it is preferable that agricultural services be provided
separately. For reasons of cost, institutional weakness, and poor coordination,
however, this is not always feasible or desirable. Certainly in India, limiting extension workers to extension activities has
been beneficial (though with considerable
opposition in some states). On the other
hand, if other services are nonexistent or
weak, the introduction of an extension
service might well be counterproductive.
For however well trained the staff may be,
and however good their links with research, without a supply of inputs and a
marketing infrastructure, the credibility of
the extension worker will soon be lost.
It is thus not surprising that the initial
success of the Minimum Package Program
in Ethiopia was largely due to a better supply of fertilizer and marketing facilities, in
which extension and supply of inputs were
joint functions of extension staff working
alongside marketing/credit assistants within
the same organization. Only now are the
two being split, with marketing and input
supply being handled by a new marketing
agency. A similar approach was used in
Malawi, where the supply of inputs and
marketing facilities were integrated closely
with extension, though with separate staff
under one management system. Once the
new system was soundly established, it
was handed over to an agricultural supply
and marketing organization. With the improved input supply, marketing, and infrastructure in place, Malawi can now
benefit more readily from improved extension.
A common question is how many extension workers should cover a given number
of farmers. Again, there can be no hard
and fast rules. There is no point in trying
to set up comprehensive extension cover-

age if a viable local basis of usable inputs
and practices has not been developed.
Thus, in the proposed Koudougou project
on the Mossi Plateau of Upper Volta,
where these still have to be developed, it
was realistic to accept a 1:800 ratio of workers to farm families, since initially only a
small proportion will be reached. But in the
Bougouriba project in the same country,
where a viable "package" is available, a
ratio of 1 worker to 250 farmers seems acceptable.
There remains the issue of selecting contact farmers, who are important in enabling extension workers to reach larger
numbers of farmers by a group approach.
Traditional village leaders should be consulted in setting up farmer groups, but it
is important to choose as contacts typical
full-time farmers who are representative of
their peers. In India, contact farmers are
often used to train other farmers; in Africa
and Latin America, by contrast, it seems
preferable to rotate contact farmers among
different members of the group. Likewise,
while it is socially effective to deal just with
male heads of households in India, it
seems more appropriate to reach both husband and wife in Africa and Latin America
because of the varying organization of the
family household in managing the farm
system.
Making extension work
The format of extension essentially needs
to be pragmatic. A programmed disciplined approach is needed through a unified service. Development has to be integrated, key constraints defined, and the
strengths and weaknesses of existing institutions taken into account. A major need
is to ensure effective monitoring and evaluation. In the short term, it is vital to assess
how far farmers are adopting the key lessons selected for a season, so that problems can be addressed through appropriate research and changes in extension
approach in a subsequent season, which
will keep the whole system dynamic.
At the same time, the overall impact of
extension needs to be evaluated before
changes in the system are widely repli
cated. It is important that new advances in
methodology for evaluating the impact of
extension are regularly reviewed, particularly as it is so difficult to isolate the part
played by extension from other key factors.
This article has demonstrated that extension systems evolved for tine region ot the
world cannot simply be transplanted and
be expected to work in another In moving
from Southeast Asia to, say, sub-Saharan
Africa, one goes from a relatively rich and
well-developed agricultural environment
to one where few of the ke\ factors that

facilitate high returns to improved extension exist. This has implications for research, for the way the system is organized, and for what it aims to achieve.
Because the research base is much weaker,
initially extension work has to be limited
to improvements that bridge the gap between what is achieved by a few better
farmers and what the rest practice. Most
extension systems are hierarchical, and a
major change is needed to shift them to a
system in which farmers and extension
workers act in partnership. This shift implies not only a change in the attitude of
extension staff; it also implies an equally
difficult change in farmers' attitudes.
The constraints on extension that exist
in poorer agricultural areas imply that extension systems should incorporate a longer
time horizon than is appropriate for other
parts of the world. Targets should be more
modest, and programs should be based on
achieving them over a relatively long period. What has been achieved in extension
work in India in one decade will need a
longer time frame in much of sub-Saharan
Africa. Against this background, the challenge of the 1980s for extension work with
the small farmer will be to restructure research. This will need to combine the difficult study of farm systems with the longer
iterative approach of greater participation
by farmers in planning and evaluating as
well as implementing further improved
practices that are already being developed.
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Technical assistance from the Fund:
Central Banking Department
While the contribution that the Fund's financial assistance has
made to the strengthening of members' economies is generally
recognized, its accomplishments in the field of technical
assistance—which is no less useful to the developing countries—
are not as well known. This article explains the evolving role of the
Central Banking Department of the Fund in its efforts to meet the
needs of member countries for technical assistance in a growing
number of areas.
P. N. Kaul
Since its inception, the principal objective
of the International Monetary Fund has
been to strengthen the international monetary system, ensuring thereby balanced
growth of international trade, high levels
of employment and real income, and full
utilization of productive resources in member countries. The Fund promotes this objective by permitting its members to make
use of its financial resources in times of
need while encouraging members to pursue monetary, fiscal, and other policies
that will contribute to the steady, stable
growth of their economies. However, in
developing countries, implementation of
the desired policies often necessitates the
complementary development of an appropriate financial infrastructure and administration.
Recognizing these needs, the Fund, soon
after it commenced operations, began to
offer technical assistance and advice to
member countries requesting it. Over time
this function has become an integral part
of the Fund's activities. Initially, technical
assistance was provided on an ad hoc
basis, in conjunction with the Fund's regular consultations or by sending special
teams into the field. Later on, the Fund
provided its members with training facilities in financial analysis and balance of
payments (BOP) concepts at its headquar. ters in Washington, D.C. Because of the
sharp increase in Fund membership in the
late 1950s and particularly the early 1960s,
when numerous countries gained political
independence, the prevailing arrangements for providing technical assistance

Service—now the Central Banking Department—in 1963, and both the Fiscal Affairs
Department and the IMF Institute in 1964.
This article deals with the present functions of the Central Banking Department
and portrays how these have evolved,
partly under the compulsion of events but
largely in response to requests of member
countries for new forms of assistance. Between 1964 and 1980, the number of technical experts provided by the Department
to member countries has increased sharply;
in addition, their areas of specialization
have significantly changed. Initially, it had
concentrated on providing technical assistance on such matters as the setting up of
central banks and monetary authorities,
banking and monetary research, accounting, bank inspection and supervision, and
foreign exchange control. With the passage
of time, the Department's work has become more diversified and has developed
such new facets as advising central banks
about their relations with commercial
banks, the development of money markets, and the adaptation and refinement of
the use of monetary instruments. Thus,
the principal activities of the Department
now fall into three distinct but interrelated
categories: (1) the assignment of experts;
(2) the provision of advisory services; and
(3) research work in the use of monetary
instruments, financial sector development,
and other associated issues. In conclusion,
the article indicates how the Department's
functions will change in the future.
.
Assignment OT experts

making the request. From the beginning,
certain guidelines for administering this
program have been followed,
First, experts are assigned only to a central bank or its equivalent, such as a currency board or monetary authority. From
the vantage point of a central bank, which
constitutes an important organ of a country's policymaking apparatus and is the
leader of its financial system, an expert can
make an effective contribution to policymaking—an area in which many developing countries need assistance—and guide
the development of the financial system
along suitable lines. Where special circumstances have warranted, experts have been
assigned to such multinational institutions
as the Central American Monetary Council. Assistance has been provided to such
organizations because the ultimate beneficiaries have been the central banks of
member countries.
Second, the position of experts is well
defined. The experts are generally assigned in either an executive or an advisory
capacity, depending on the needs of a
country. Third, the relationship between
the Fund, the expert, and the host institution is also carefully defined. Though the
Fund generally contributes a major share
of the expert's remuneration, with the host
country's contribution varying according
to its capacity to pay, the experts are responsible to, and work solely under the
direction of, the host institution. They are
not regarded as employees of the Fund,
Since the experts deal with the day-to-day
affairs of a central bank, some of which

required enlargement. Newly emerging
member countries urgently needed a variety of technical assistance services to enable them to manage their economies more
effectively. In order to meet this need, the
Fund institutionalized the technical assistance program by setting up three specialized departments: the Central Banking

A principal means of providing technical
assistance to member countries is borrowing experts from older, well-established
central banks and assigning them to member countries whose central banks are in
need of assistance. As far as possible, experts are provided according to the specifications and preferences of the member

may be sensitive, the Fund decided that
the experts should owe their loyalty to the
institution to which they are assigned. The
Department evaluates the progress of the
work done by experts, through correspondence and regular staff visits, and offers
advice on technical issues when this is
sought by the expert or the central bank.
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Table 1
Central Banking Department: technical
assistance provided by experts in
specialized fields1
(In per cent)
Specialization

Accounting
Statistics
Research
Training
Management
Operations
Bank supervision
Foreign exchange
Organization
Others

1964

34.7
65.3

1970

9.2
1.6
23.5
5.6
30.7
5.3
13.5
4.3
3.3
3.0

100.0 100.0

1980

6.7

4.3
22.6

22.0
6.9
23.1
10.7
2.3
1.4
100.0

Source: Central Banking Department, IMF.
— Indicate no services were provided.
'The services of experts attached to the Department
measured in man-months are as follows: 1964: 24.5 manmonths; 1970: 582 man-months; 1980: 838 man-months.

Changing needs
Currently, there are about 70 experts
serving in the field, under the auspices of
the Department, in 45 countries. Between
1964 and 1980, the number of man-months
of technical assistance provided annually
has increased from 24 to 838 (the total
number provided during the period was
more than 10,000). Such a sharp increase
was largely accounted for by the number
of countries that attained self-government
during the 1960s and 1970s and also by the

rise in requests by individual countries for
a variety of financial specialists to meet the
increasing complexities and technicalities
involved in running a modern financial
sector.
Equally striking have been the changes
in the fields of specialization that experts
provide (see Table 1). At the inception of
the program, specializations were divided
between research and management, with
the latter dominating. With the passage of
time, the share of management experts in
the technical assistance provided by the
Department has declined (though it remains quite significant). Reasons for this
decline are the growing involvement of the
local staff in central banks, expanding education in developing countries, and the
accumulation of experience by local management cadres. Its continuation as a major
field of specialization is largely due to the
emergence of new financial activities and
institutions in a number of member countries that has led to requests for assistance.
Experts in research and statistics have
accounted for over one fifth of the program
throughout the period 1964-80. This is
easy to understand, since in a large number of developing countries that gained independence, the levels of education, particularly higher education, and the
experience that senior staff of central banks
have in research matters have been limited. It has, therefore, been difficult to generate local researchers. Furthermore, in regard to developing research capability,
"learning by doing"—which is what the

Fund's technical assistance program tries
to promote—is a relatively slow process.
Thus, the progress made by experts in this
field may be slower than the progress that
can be made in other fields of specialization.
Aside from management and research,
bank supervision has recently emerged as
an important specialization. In 1980, it accounted for about 23 per cent of total manmonths worked by experts, almost twice
its share of the 1968 total. As a country's
financial system develops and diversifies,
control and supervision tend to shift to the
center of financial management policies.
This occurs because the operations of the
established institutions, if they are to serve
the social goals of the country concerned,
need to be monitored and directed. Further, an increase in the number of new
banks, as an economy grows and becomes
more competitive, requires close vigilance
by bank supervisors. What has emerged
from the Department's experience in administering its expert assistance programs
over the last 16 years is the conclusion that
research, management, and bank supervision will be the dominant areas in which
experts will be required in the years to
come.
The geographical distribution of technical assistance provided by experts is evident from the Chart. In 1980, Africa had
the largest share, while Asia, Latin America and the Middle East claimed roughly
equal shares. This regional distribution can
be explained, in part, by the differences in

Central Banking Department: regional distribution of technical assistance provided by experts
(In man-months)

Source: Central Banking Department. IMF.

1

Includes Cyprus, Malta, and Turkey.
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the number of new central banks established in the various regions and by the
differences in the degree of development
of their financial infrastructures.
Experts selected by the Department are
generally drawn from the central banks of
member countries, academia, and (only
occasionally) from the ranks of the Fund's
staff. By and large, however, reliance has
been placed on central banks as a major
source, for the obvious reason that practical experience in central banking proves
very useful in assisting the host institution.
In the research field, however, some academics have been found to be well suited
in view of their familiarity with modern
trends in banking and monetary theory.
A further aspect of the recruitment of
experts is reflected in Table 2, which traces
the origin of experts, who have been drawn
from both developing and developed
countries. The proportion of experts drawn
from the former countries has increased
from 28 per cent in 1969 to 43 per cent in
1980. Experience has shown that interchange of experts among developing countries has been rewarding because of the
similarity of their environments, problems,
and possible solutions. Considering that
experts have been provided to member
countries as far as possible according to the
latter's specifications and preferences, it
may be surmised that commonality of experiences is at least as important in the
reckoning of developing countries as their
desire to imbibe the fruits of scientific
progress in the developed countries.
Judging the experts program by the
yardstick of its direct usefulness to the
countries for which the experts have
worked, the program on the whole appears to have been successful. Experts
have, with a few exceptions, adjusted to
the local environment, conducted expeditiously the tasks allotted to them, and seem
to have offered advice well suited to the
prevailing economic and financial conditions. However, this success may be somewhat offset if the program is judged according to whether or not it has made the
recipient countries self-reliant. There have
been several cases where experts' assignments, having accomplished their objectives, have been phased out. In some other
cases, countries have come to rely increasingly on experts, mainly because it has not
always been possible for the assigned experts to train local counterparts to take
over completely from them in as short a
time as desired. The causes of this phenomenon are, however, endemic to the
social, economic, and political milieu in the
countries receiving experts. Nevertheless,
the Department can help to alleviate them,
albeit modestly.
36

Table 2
Central Banking Department: sources of
experts providing technical assistance1
1969

Number of experts
Developing countries
Developed countries
Number of recipient
countries

64
18
(28)
46
(72)
26

1975

1980

99 1002
42
43
(42) (43)
57
57
(58) (57)
33

36

(100) (100) (100)
Source: Central Banking Department, IMF.
' Percentage distribution in parentheses.
2
There were 102 assignments filled by 100 experts.

Advisory services
At the request of members, the Department provides advice on a wide range of
financial subjects. It generally undertakes
this function in collaboration with the area
departments of the Fund, which have firsthand knowledge of the member countries,
and with other departments of the Fund,
as appropriate. In addition, the requests
for advice may touch on areas of interest
to other institutions such as the World
Bank and its affiliate, the International Finance Corporation. Therefore, the Department participates in joint missions with
these institutions. Such close and continuing cooperation between the various departments of the Fund on the one hand,
and between the Fund and other international organizations on the other, helps to
create a pool of accumulated experience,
knowledge, and expertise, while avoiding
overlapping of activities and consequent
waste of resources.
In its early stages, the Department's advice was sought on the establishment of
new central banks and the drafting (in conjunction with the Fund's Legal Department) of central bank statutes. This work
grew to embrace other banking legislation
as the financial systems of member coun-

tries expanded and became more complex.
Gradually, other matters of financial development and policy were included in the
scope of advisory work. Now, the Department's advisory activities cover virtually
the whole gamut of issues relating to the
development of a financial sector. These
issues range from the internal organization
of a central bank, the reform of a country's banking structure, the relationship
between central and commercial banks,
multipurpose banking, pros and cons of
offshore banking to monetary unions, regional cooperation among central banks,
and the establishment and operation of
forward foreign exchange markets. They
include the relative effectiveness of various
monetary policy techniques, such as interest rates, selective credit controls, and the
development of money market instruments (see Table 3).
The provision of advisory services by the
Department, measured in man-months,
increased from 10 man-months in 1965 to
a peak of 54.5 man-months in 1973 and has
declined somewhat to 31.5 man-months in
1980. The changes in the level, as well as
the relative share, of each category reflect
the changes in requesting countries' needs
for this kind of assistance. On the whole,
advice on legislation and studies related to
financial systems and central bank structure have accounted for nearly nine tenths
of the man-months of advisory service, reflecting the requesting countries' needs in
these areas. As its economy expands and
its financial institutions develop, each
country feels the impact of economic interdependence and the complexity of the
problems involved, which leads them to
seek advice promptly. Present indications
are that this area of work is likely to grow
in the future.
Research

With the expansion of its area of operations, the Department's research activities
have become more specialized and the
range of topics covered has widened. Initially, the research was confined to studies
on monetary policy techniques in develP. N. Kaul
oped countries. From these studies, it was
hoped, countries availing themselves of
technical assistance could draw lessons.
Gradually, the scope of research has significantly changed to cover an array of subjects relating to the economic and financial
an Indian national, held
development of developing countries.
various senior positions in
The principle governing this research is
the Reserve Bank of India
„_ __ _^_ until 1963 when he joined that it should complement the Depart» «• jlP ''"" f un<* '" 'ts
ment's advisory work. Research work is
° I* am. •Sill Administration
helped, particularly in its policy aspects,
Department. He is currently the Director of the
by insights and first-hand experience gathFund's Central Banking Department.
ered during advisory missions. Without
such complementary research, the advice
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Table 3
Central Banking Department: advisory services provided1
(In per cent)
Service provided

1965

1968

1970

1973

1975

1980

Legislation2
Financial system3
Central bank structure,
organization, and
operations
Central banking policies and
techniques4
Monetary arrangements5
Assessment and exploratory
missions

20.0
15.0

38.3
23.4

37.6
28.6

35.8
35.8

23.1
20.4

29.4
17.5

27.5

17.0

33.8

19.2

39.8

44.4

—
37.5

21.3
—

—
—

7.4
5.6

3.2
4.8

100.0

100.0

100.0

9.2

3.7

0.7

100.0

100.0

100.0

Source: Central Banking Department, IMF.
—
Indicate no services were provided.
1
The advisory services provided by the Department measured in man-months are as follows: 1965: 10 man-months;
1968: 11.75 man-months; 1970: 19.25 man-months; 1973: 54.5 man-months; 1975: 27 man-months: 1980: 31.5 manmonths.
2
Legislative projects are generally undertaken jointly with the Fund s Legal Department.
3
Including reform of financial system, capital and money markets, offshore banking, statistical reporting, and bank
supervision
and regulation.
4
Including structure of interest rates, savings mobilization, and monetary instruments and techniques.
5
Including studies relating to establishment of new monetary authorities.

offered to member countries would merely
consist of policy prescriptions derived from
preconceived theories that might or might
not be appropriate for the member's economic circumstances.
The Department's research activities have
generated studies on the problems of developing countries in a wide variety of
areas. These include the financial intermediation process, efficiency and cost criteria for the banking system, the money
supply process, the money demand function, selective credit controls and other allocative financial policies, the rationale and
management of interest rate policies in developing countries, multipurpose banking,
bank adequacy, offshore banking, concen-

When writingg to

tration measures in banking, and a number
of other issues relevant to financial institutions and policies. The results of the research are often used in the recommendations embodied in advisory reports. Most
of the studies have been published, for the
benefit of a wider readership, in established academic journals and the Fund's
quarterly journal, Stnff Papers.
Future evolution
As this article indicates, the Central
Banking Department has responded flexibly to the requests made by member countries. Countries have come to rely on it for
technical assistance, whether it involves
assigning experts, providing advice on fi-

i± '° Finance,
Development

nancial policies and development, or conducting supportive research. In the process, however, the Department has come
across certain lacunae in its work. One is
the need to pool the whole spectrum of
data on member countries' comparative financial systems into an up-to-date data
bank from which information on all countries can be extracted and used. Another
gap is the inadequacy of training arrangements for central bankers in operational,
as distinct from economic or theoretical,
aspects of central banking. The Department will, therefore, endeavor to move, in
conjunction with other departments of the
Fund, in two new directions: (1) creating
a data bank to meet the need of member
countries, and more particularly the developing countries, for information on
various facets of financial systems and instruments; and (2) devising some
continuing training facilities to assist central banks in developing countries to become self-sustaining and more effective
entities. By undertaking these new initiatives, the Department hopes to enhance its
usefulness to all member countries, and
particularly the developing ones.
HD
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the Technicians' Level in South and South
East Asia (Colombo, Sri Lanka, Colombo
Plan Bureau, 1961).
Technical Assistance Services of the International Monetary Fund, IMF Pamphlet Series, No. 30 (Washington, DC, International Monetary Fund, 1979).
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Is the introduction of
a value-added tax inflationary?
Using data and circumstantial evidence, an analysis of the 31
countries using VAT showed that the introduction of the tax need
not be inflationary. Concurrent acceleratipn in prices was, more
often than not, apparently due to expansionary wage and credit
policies, and often government intervention to control the effects of
these policies on prices was successful.
Alan Tait
Value-added taxes (VAT) are, as the name
implies, levied on the increment in the
value of a good (or service)—that is, on the
difference between its selling price and the
cost of the inputs to the seller—as it proceeds from initial production to distribution and final consumption. The main difference between a VAT and other taxes is
that it is, in principle, a way of "fractionating" the liability of taxation. A VAT usually extends to the retail stage of virtually
all sectors, including services, and the retail selling price represents all "fractions"
of value added through the production
chain. Thus, a 10 per cent VAT yields the
same as a 10 per cent retail sales tax but is
collected at each stage of the production
and distribution process instead of at the
final stage. Being more comprehensive
than other sales taxes, a VAT covers more
taxpayers; it is adopted by many countries
as a device to increase revenues, particularly when the rate of sales tax rises to
about 10 per cent. Denmark, for instance,
successfully used a VAT to increase total
tax revenues by over 6.2 per cent in fiscal
year 1967/68. But because it is so comprehensive it also often increases the burden
on the administrative structure of the tax
system, and policymakers have to take this
into account when planning to introduce
it. (This is one reason why many developing countries avoid it.) Aside from its
effectiveness as a device to increase and
secure revenues, the VAT is frequently
used to shift the tax burden from incomes

Readers interested in a much more extended
treatment of the data and the discussion are invited to write directly to the author.
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to expenditures as a way of managing aggregate demand—it was used for this purpose in the Netherlands and in Norway in
1968/69 and 1969/70, respectively.
Whatever the reason the authorities consider using a VAT, probably the most controversial argument advanced against its
introduction is its effect on retail prices.
From proponents of the tax who maintain
it has no effect on prices to Belgians, who,
in 1971, applied its initials TVA (taxe sur
valeur ajoutee) to the slogan tout va augmenter (which means "everything goes up"),
all commentators confront the possibility
that the tax will increase prices and aggravate current inflation. Yet there have been
no studies showing conclusively what the
effects of such a tax on inflation actually
are.
The major reason is not because of disinterest but because it appears too difficult (even impossible) to disentangle the
changes in prices attributable to VAT from
other influences on prices. "How can we
know the dancer from the dance?" This
article summarizes the conclusions of a detailed analysis that attempted to isolate the
effects on prices of the introduction of
VAT. The experience of the 31 countries
using the tax was analyzed over the period
the tax was introduced, allowing enough
time in advance of the introduction to capture anticipatory as well as subsequent effects.
The analysis itself was made at two levels. At one, the relevant data were examined—on the consumer price index and on
wages and credit before and after the introduction of the tax. At the second level
these data were set in the context of a more
detailed review of the situation in each
country over the relevant period. Other in-

fluences on prices were analyzed, and their
effects were isolated as far as possible from
those of the tax. Thus, in many cases
where the data seemed to show that the
VAT had triggered inflationary price increases, more detailed study indicated that
the rises were a result of a general uncertainty over prices or pressure for higher
wages. The overall conclusion of the study
was in fact that the introduction of VAT
had a major impact on inflation in only 4
of the 31 countries under review.
Results of data
Data on prices can in theory show the
effects of the introduction of a VAT in four
ways:
• There may be a single upward shift in
the consumer price index clearly associated
with the period when the tax was introduced, but with an unchanged, or little
changed, rate of increase in prices, if the
tax increases government revenue and if
traders pass forward the increase. This is
called the shift case. If inflation is defined
as a continuing general increase in prices,
the tax that results in a once-and-for-all
price change cannot be inflationary by itself.
• There may be an increase in the rate
of change of the index, as a result of the
introduction of the tax. This is called the
acceleration case.
• The acceleration may be combined
with a shift in the overall price level. This
is referred to as the shift plus acceleration
case.
• There may be no discernible effects at
all, if the tax substitutes perfectly for the
one it replaces or if the authorities can offset any accompanying pressures to increase prices.
Theory would suggest that if trend lines
were fitted to the price indices before and
after the introduction of the tax for the
pure shift cases, the slope of the price
graph should be approximately the same
before and after, even though price levels
would differ substantially. The data were
examined assigning the shift to the quarter
before the tax was introduced (to cover an-
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ticipatory buying and widening of margins) and to the quarter when the tax was
actually introduced. The chart shows an
example (for Denmark) of this behavior
and Table 1, column A, categorizes the effects of VAT on consumer prices.
The data on the 31 countries were examined over four years (two before and
two after the introduction of the tax). Out
of the 31 countries, 6 pure shift cases can
be identified. Honduras and Norway were
shift cases that also had clearly accelerating
inflation. Ten of the remaining countries
fell into the acceleration category, and for
the rest no effect could be identified from
the data.
Price shifts
To flesh out the background of each case
to evaluate whether the results shown by
the data were genuine effects of the tax on
prices or were due to other concurrent circumstances, a more detailed examination
was made of each country. This examination took into account such other causes of
simultaneous price rises as changes in
relative tax burdens, uncertainty, or rising
wages. It also accounted for factors that
might have suppressed price increases so
that no effect of the tax could be discerned
from the data alone; these factors included
any offsetting policies to control incomes
or prices or to reduce other taxes. This
evaluation suggested some reallocation of
the countries, shown in Table 1, column B.
Denmark VAT introduced July

Table 1
Countries allocated to categories according to the effect of VAT on
consumer price Indices
B

A

Allocation on data
alone1

Price shift upward

Shift plus acceleration

Allocation on broader
analysis2

Bolivia
Denmark
Ecuador
Netherlands
Panama
Uruguay

Denmark
Ecuador
Netherlands
Panama
Uruguay

Honduras
Norway

Norway

Acceleration

Argentina
Chile
France
Ireland
Israel
Italy
Morocco
Peru
Sweden
United Kingdom

Israel
Italy
Peru

Little or no effect

Austria
Belgium
Brazil
Colombia
Costa Rica
Germany, Fed. Rep. of
Ivory Coast
Korea
Luxembourg
Madagascar
Nicaragua
Senegal

Argentina
Austria
Belgium

Mexico

Mexico

1967

(Third quarter 196? - 100)

Unknown3

Bolivia

Brazil
Chile
Colombia
Costa Rica
France
Germany, Fed. Rep. of
Honduras
Ireland
Ivory Coast
Korea
Luxembourg
Madagascar
Morocco
Nicaragua
Senegal
Sweden
United Kingdom

Source:
IMF data.
1
Covering price, wage, and credit indices from International Monetary Fund, International Financial
Statistics.
' Covering changes in budgetary revenue, expenditures, other taxes, uncertainty, incomes policies, and
concurrent changes in wages and monetary policy.
* Introduction of the VAT too recent to categorize.

The conclusions of the more detailed
analysis did on the whole, however, corroborate those of the data regarding the
countries where prices simply shifted upward as a result of the introduction of the
tax—and where the effects of the tax could
therefore not be regarded as inflationary.
Six countries fell into the shift category on
the basis of the data, and further examination confirmed that this was the appropriate place for five of them.

The experience of Denmark with the tax
is fairly typical of the shift cases (see the
chart). The introduction of VAT in Denmark at a rate of 10 per cent was designed
to have wider coverage than the 12.5 per
cent wholesale turnover tax it replaced and
to yield about DKr 2.1 billion more in a full
fiscal year. However, the complete tax
changeover was more complex than the introduction of the VAT; higher tax-free allowances for wage and salary earners, high
Finance & Development I June 1981
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tax thresholds for low incomes, increased
children's allowances, and transfer payments to those not liable for income tax
were all attempts to compensate for the
anticipated increase in prices. These offsetting measures were estimated to have
cost about DKr 1 billion in revenue forgone, so the net revenue increase was still
over DKr 1 billion. The effect of the introduction of the VAT on relative prices was
complicated further by the taxation of food
and services, items that previously had
borne little tax.
Large wage increases, just before the introduction of the VAT, also helped to compensate workers for price increases. Generally, the study conducted by the
Monopoly Board of Denmark concluded
that, "with few exceptions, businesses
changed prices by amounts close to the tax
differential and did not use the VAT introduction as an opportunity for unwarranted
price increases." Prices rose by 8 per cent
between April and October 1967 and the
wage regulation index (which excluded
taxes) rose by 3.1 per cent; thus, the VAT
was regarded as probably responsible for
a rise of almost 5 per cent in prices. However, the rate of change for wages before
and after the introduction in July 1967 of
the VAT increased from 2.3 to 3.8 per cent
a quarter. Despite the same trend of prices
before and after the introduction of the
VAT, the shift acted as a trigger for wage
increases, and credit was expanded somewhat to accommodate this (see the chart).
Denmark indisputably introduced its
VAT to increase revenue, and in this it was
dramatically successful—taxation on private consumption was 19 per cent higher
the year after the VAT than before. Although the resulting once-and-for-all shift
in prices acted as a trigger to increase
wages by more than the price increase, the
Danish authorities were able to contain the
potential for explosive price increases immediately following the VAT introduction.
This success should probably be attributed
to those offsetting adjustments in income
taxation which, combined with substantial
wage increases (continuing a previous
trend), more than compensated labor for
the VAT-induced price shift.
Thus, in Denmark and the other countries in the shift category, the effect of the
VAT on inflation may have been modified
by direct government intervention. But in
Honduras and Norway, the data showed
not only a shift but also a marked increase
in the acceleration of prices, as the shift fed
a greater price-wage increase than in the
other countries, which in turn led to greater
increases in prices after the VAT than before it. The reason appears to have been
anticipation by the public that the tax
40

Table 2
Impact of introduction of VAT on prices

VAT
introduced

Designed
effect
on revenue

Argentina
Austria
Belgium

January 1975
January 1973
January 1971

Equal yield
Equal yield
Equal yield

Bolivia

October 1973

Brazil
Chile

January 1967
March 1975

Equal yield
or increase
Equal yield
Increase

Colombia

January 1975

Costa Rica
Denmark
Ecuador

Country

Percentage CPI
change in quarters
before and after VAT
General'

Attributed
to VAT 2

2.4
2.6

minor
nil
nil

9.5

nil

37.2

146,7

nil
minor

Increase

12.9

nil

January 1975
July 1967
July 1970

Increase
Increase
Increase

s

8.0
8.7

nil
5.0
(7.1)

France

January 1968

Equal yield

2.1

1.0

Germany, Fed.
Rep. of
Honduras

January 1968

Equal yield

1.5

0.6

January 1976

Increase

1.0

nil

Ireland

November

Equal yield

5.5

nil

15.8

1972

Israel
Italy
Ivory Coast
Korea
Luxembourg
Madagascar
Mexico

July 1976
January 1973
January 1960
July 1977
January 1970
January 1969
January 1980

Increase
Equal yield
Equal yield
Equal yield
Equal yield
Increase
Equal yield
or increase

17.9

Morocco
Netherlands
Nicaragua
Norway
Panama

January 1962
January 1969
January 1975
January 1970
March 1977

Equal yield
Equal yield
Equal yield
Loss
Increase

Peru
Senegal
Sweden
United Kingdom
Uruguay

July 1976
March 1961
January 1969
April 1973
January 1968

Increase
Equal yield
Equal yield
Loss
Equal yield

6.3

(9.0)
nil

4.1
3.5
3.2

minor
nil
nil

2.4
6.2

nil
1.5
nil
5.8
(3.1)

5

7.8
5.0
27.1

1.6
4.9
66.3

Other concurrent tax changes

Provincial tax changes
Lower income taxes
New luxury tax rates, increased excises
Taxes on gasoline, incomes & property
raised
Income, property, capital gains taxes
changed
Increased excises
Lower income tax
Mining taxes reduced
Tax exemptions abolished & income tax
adjustments

Some tariff reductions

Changed excises
Lower border VAT of 6%

(13.5)
nil
0.7
(53.0)

Change in corporate & production taxes
Lower income tax
Reduced customs duties
Reduced income & property taxes
Stamp taxes reduced & increased
excises
1% payroll tax to offset lost revenue
Selective employment tax removed

Source: IMF data.
.1 . . Indicates data not available.
The consumer price index for the quarter before VAT is deducted from that for the quarter after VAT and the difference expressed
as2a percentage increase.
Figures in parentheses represent broad estimates based on examination of the data; other figures are based on external and
contemporary commentaries.

change was going to increase prices and
that the adjustments in income taxation
would give them insufficient compensation.
Closer examination shows that the data
for Honduras are misleading. A general
ring tax was replaced by a VAT in January
1976. (A ring tax applies to transactions
between registered and unregistered traders—between those inside and outside the
ring. Small traders are unregistered, as is
the general public.) The revenue from domestic sales taxation as a percentage of private consumption increased by 12 per cent
but the effect on prices was relatively minor. The rate of the VAT was only 3 per

cent (as the ring tax had been) and the increased revenue must be ascribed to better
tax administration for checking evasion.
The rate of increase of prices was trivial
and is more appropriately attributed to the
accelerating credit expansion than to the
introduction of the VAT. Honduras can be
transferred to the "little or no effect" category.
Accelerated inflation?
The next set of cases involves those
countries where the data appear to correlate the introduction of the VAT not with
a single increase but with an acceleration
in prices. However, as shown in Table 1,
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Any other
concurrent changes

Utility rates increased, devaluation
Strict credit control
Increased wages

Price
controls

Taxes mainly replaced3

New VAT
rates4

Yes, but relaxed
Yes
Monitored*
some control
No

Wholesale sales tax
Cascade wholesale tax
Cascade wholesale tax
Multistage ring system

16
8,16
6,14,18,
25
5,10,15,

Utility rates increased & rent controls relaxed

No
No

State sales & municipal industrial taxes
Cascade turnover tax

12
20

Many incentives abolished

No

Simpler VAT

4,6,10,
15,35

Increased transfers & increased wages
Devaluation

No
No
No

Multistage ring system
Wholesale tax
VAT was a new tax, some turnover
taxes on mining & manufacturing
replaced
Simpler VAT

8
10
4

Increased wages
...

Yes, after VAT
introduced
Monitored

Rapidly expanded credit

Increased wages & tax allowances
Increased wages
Proposed VAT rate of 13% reduced to 10%

Increased wages
...
Increased transfers & wages
Increase in utility rates
...

20

Cascade retail tax

6.4,13.6,
20,25
5,10

No

Multistage ring system

3

Monitored

Wholesale and retail sales tax

No
No
No
Yes
No
No
No

Various sales taxes
Central & local government sales tax
Manufacturers VAT
8 sales taxes representing 40% of revenue
Cascade wholesale tax
Cascade production tax
Cascade production taxes

0,8
3,12,18
8
0,10
2,4,8
6,12
10

No
Yes
No
Yes
No

Cascade production tax
Cascade wholesale tax
Multistage ring system
Sales taxes on 65% of consumption
Wholesale tax

5,12
0,4,12
6
20
5

No
No
No
No
No

Cascade production tax
Manufacturers VAT
Retail sales tax
Multirate wholesale tax
Manufacturers, wholesale & retail taxes

3,20,40
—
11.1
0,10
5,14

5.26,

16.37,
30.26

3
This column is as accurate as a brief summary can be: "cascade production tax refers to a cascade tax on business turnover.
restricted to the production stage; "cascade wholesale tax extends the turnover tax to include the wholesale stage; "cascade retail
tax" extends the turnover tax to include the retail stage; "manufacturers, "wholesale, ' or "retail" taxes are single stage taxes—
some operated on a ring system, others on a credit system
4
On tax exclusive prices.
5
Monthly data unavailable for part of the period covered

column B, an examination of the particular
circumstances in each country suggests
that only in Israel, Italy, and Peru could
the acceleration be genuinely attributed to
the VAT.
The Israeli VAT can be used to illustrate
what happened. Introduced in July 1976,
it was designed to yield additional revenue, even though a number of sales taxes—
mainly on food and clothing—were simultaneously abolished. The base of the VAT
was wider than the taxes it replaced and
sales taxation was extended to services, ineluding financial services. The rate of
change of prices accelerated from 5.2 per
cent per annum before the VAT to 10.5 per

cent after. Some of the increase in prices
in the first half of 1976 before the introduction of the VAT (and therefore included
in,the pre-VAT trend figure of 5.2 mentioned above) was attributed to speculative
purchases in anticipation of VAT-induced
price increases that permitted the transfer
of higher costs into final prices. As in many
of the other countries studied, wage increases accelerated more sharply, as did
credit creation.
The Israeli experience with the VAT suggests that the new tax may have allowed
traders to pass on cost increases and justified cost-of-living increases in wages,
both of which triggered an increase in the

rate of change of prices. However, the expansionist policies of a new government in
the second half of 1977, including a sharp
increase in government expenditure and
wages, and an exchange rate reform that
increased the capital inflow and expanded
the domestic credit base, seem to have had
more impact on prices than the VAT.
Nevertheless, Israel is regarded as an acceleration case in Table 1.
In France, too, the data show an acceleration in prices of 2.1 per cent concurrent
with the VAT introduction. However,
probably less than 1 per cent of this was
due to the tax. The main problem was the
uncertainty caused by the change in taxes.
The French VAT is, of course, the original
from which all others evolved. Its modern
form, introduced in January 1968, was a
direct revenue replacement for the old tax
(domestic taxes on private consumption
represented 20.4 per cent compared with
21.1 per cent before VAT) but it did involve
an extension of the tax to most wholesale
and retail transactions. At the same time,
under the new VAT many exemptions
were abolished, and various anomalies and
forms of double taxation (for example, on
buildings and furniture) were removed,
while the number of tax rates was reduced
from seven to four. Moreover, there was
a major change in the financing of local
authorities; the changeover abolished the
main taxes earmarked for the local authorities and substituted the revenue from the
employers' payroll tax; this caused a net
loss in revenue to the central government.
Although the overall sales tax revenue involved an equal-yield substitution, adjustments (partly to compensate for anticipated price changes) in the lower-income
and middle-income brackets also cost 700
million French francs in revenue.
Prices rose somewhat faster after the tax
changeover, and wages and credit increased sharply. But the picture is distorted by direct intervention later in the
year to reinforce price controls through
program contracts covering industrial
prices, supervision of wholesale and retail
trade margins, and a price freeze for services. At the same time (November 2,
1968), rates of the VAT were increased.
So the 1968 French VAT reform might be
characterized as one which, while nominally an equal-yield change, involved
changes in coverage and in rates, with
offsetting adjustments in other parts of the
system. Although the direct effect of the
VAT on prices was probably less than 1 per
cent, the uncertainty induced by the tax
changeover may have accelerated the rate
of increase in prices. Wages increased
sharply but the vicious circle of wage-price
increases triggering each other was conFinance & Development I June 7987
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tained (only partially) by price controls. straining prices than the VAT was in
The French example should probably be stimulating them. The annual average rate
transferred to the "little or no effect" cat- of growth of domestic product in 1971-73
was 7.5 per cent, falling to 5.4 per cent in
egory.
1974 and to 3.4 per cent in 1975. The
Little or no effect
growth of manufacturing output declined
From the data, the introduction of VAT from 10 per cent in 1974 to 2 per cent in
appeared to have no (or very little) effect 1975. The increase in consumption taxes
on the rate of change of prices for 12 coun- seems to have choked off demand and an
tries. Further analysis added 9 countries to increase in interest rates to have stimuthe "little or no effect" category, making lated private savings. With the depressed
economic conditions and a substantial
21 in all.
The Federal Republic of Germany is the drawdown of inventories, merchandise
country most frequently used to show thai imports actually declined.
the introduction of a VAT need not affecl Intervention
prices. The changeover in January 1968
In Korea, the rate of inflation accelerated
from a 4 per cent cascade turnover tax (a
tax on turnover at each stage of produc- as a result of the VAT, but the increase was
tion, extending to the retail level) to an controlled by direct government intervenequal-yield 10 per cent VAT (and a 5 pei tion. The VAT, introduced in July 1977,
cent rate on foodstuffs and agricultural was a complex equal-yield substitution;
products) was estimated at the time to that is, eight taxes (all at different rates)
have increased prices by 0.5 to 1.5 per cent. representing about 40 per cent of central
Even this increase was anticipated only government revenue were replaced by a
because those sectors where prices could single-rate VAT. This change was accombe expected to fall might prove more re- panied by the introduction of excises on 29
luctant to pass forward tax changes than categories of consumer goods and services
those where tax liabilities rose and because with rates ranging from 4 per cent to 160
some services were taxed at higher rates. per cent.
This moderate impact of the tax is widely
In an attempt to meet widespread unascribed to the timing of the tax change- certainty about the effects of the VAT, the
over, which came when the rate of Ger- authorities reduced the initial proposed
man expansion had slowed and firms were single rate from 13 per cent to 10 per cent
reluctant to raise prices. In addition, the just before the introduction of the VAT and
Lander (districts) operated a price moni- increased the scope of price controls. The
toring system and no further control on Government had control over the prices
prices was deemed necessary.
charged by monopolies (enterprises with
The experience with VAT in Costa Rica 30 per cent or more of any product market)
was similar to that of the Federal Republic and oligopolies (where three firms have 60
of Germany in that the introduction of the per cent or more of the market) and control
tax coincided with a recession, and traders over ceiling ex-factory and wholesale prices
did not pass the tax on to consumers in the for 251 items. There was a huge campaign
form of higher prices. In January 1975, the to publicize recommended retail prices for
Costa Rican general ring tax of 5 per cenl
was transformed into a VAT of 8 per cent.
It was estimated to have increased revenue
Alan Tait
by 50 million colones (and 1974 revenue
from the general sales tax was £ 217 million), not through an expansion of the tax
base but because of higher effective rates.
In the event, the sales tax revenue in 1975
from the United Kingdom,
was £ 298 million and the revenue from
is Assistant Director in
this tax rose from 11.6 per cent to 13.6 per
the Fiscal Affairs
cent of total tax revenue. In addition, the
Department of the Fund.
introduction of the VAT was associated
After graduating from
with increases in the rates and coverage of
I % ^BHl* Edinburgh University
consumption taxes that were expected to (U.K.), he became a fellow of Trinity College,
raise another £ 100 million. This might Dublin (Ireland), taught at the University of
have shifted prices upward and caused an Illinois (U.S.A.), and became Professor and
acceleration in inflation, had it triggered a Chairman of the Department of Economics at
Strathdyde (U.K.). He is the author of The
wage-price reaction.
However, it appears that the introduc- Taxation of Personal Wealth (1967), The Valuetion of the VAT coincided with a marked Added Tax (McGraw-Hill, 1972), and numerous
slowing down of growth in Costa Rica that other books and articles on public finance.
seems to have been more effective in re-
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a wide variety of consumer goods. This
was an interesting example of a sharp,
short-term, widespread price control to
cover the introduction of the VAT and to
curb any price increases that might have
occurred through uncertainty, increased
business margins, and profiteering. Within
a few months these controls were relaxed.
Although the rate of price increase was
somewhat higher after the introduction of
the VAT, the price control appears to have
been successful in dampening the pricewages nexus for inflation. As a result, the
introduction of the VAT does not, broadly
speaking, seem to have had a major impact
on the rate of price increases.
Little impact on prices
After considering the circumstances of
each country in detail, in 21 of the 31 countries where the effects of introducing a
VAT on prices were evaluated, no major
impact could be identified. That is, in 68
per cent of the countries the introduction
of the VAT can be said to have had little
or no effect on prices. In four countries,
the VAT could have contributed to an increase in the rate of inflation—although
this was associated in each case with expansionary wage and credit policies. In six
countries (19 per cent of the total) the introduction of the VAT is associated with a
highly defined once-and-for-all shift in
prices, but in only one of these countries
(Norway) could this be said to have contributed to an acceleration in the rate of
inflation.
Clearly it is possible to introduce a VAT
(sometimes even to increase revenues)
without shifting, or increasing the rate of
change of, prices. If anything, the assumption should be that an equal-yield VAT
substitution will have no effect on the rate
of change of prices and that even if an increased yield is derived and prices increase, it will not necessarily accelerate inflation.
Moreover, the analysis showed that in
a wide range of situations direct government intervention can be used effectively
to offset any potential price increases from
a VAT. Government policies to inform the
public and traders about the expected effect of the VAT on prices, the use of price
controls (particularly in Austria, France,
Korea, the Netherlands, and Norway), offsetting adjustments in other taxes, the correct timing of the tax changeover, and generous provisions to ensure full credit for
previously paid taxes on business assets
and inventories were a few of the more
important government decisions that
helped to contain any potential inflationary
effect the introduction of the VAT might
have had.
ED

Finance 61 Development I June 1981

©International Monetary Fund. Not for Redistribution

Book
notices
Sylvia Ann Hewlett

The Cruel Dilemmas of
Development
Basic Books Inc., New York, NY, U.S.A., 1980, 243 pp.,
$15.

The theme of this book is that poverty and
repression have become deeply engrained
in the pattern of Brazilian development over
the past few centuries and that these trends
have speeded up with the recent emphasis
on rapid growth. A highly stratified society
emerged during the colonial period, up to
1900, and was ossified by an economic system that concentrated on primary production
for export. The author contends that as the
country began to modernize, policymakers
simply built upon existing social structures.
So Brazil has never really gone through a
social and economic revolution as it evolved
from a primary to an industrial economy.
Brazil was a late participant in the industrialization process compared with European countries, beginning to modernize only
after World War I. Initially, the Government
sought to accelerate development through
capital-intensive production techniques—
first focusing primarily on import substitution
and later on promotion of exports. As a consequence of this pattern, employment opportunities lagged behind the increase in the
country's labor force, which was growing at
over 3 per cent annually between 1940 and
1976. Rapid economic expansion was promoted by the state, which intervened widely
in the operation of the economy, both by
controlling the means of production and by
offering incentives with programs that primarily benefited the existing economic elite.
Inequities were further aggravated by a
large inflow of foreign investment, since

Richard Blackhurst and Jan Tumlir

Trade Relations Under Flexible
Exchange Rates
GATT Studies in International Trade, Geneva, Switzerland, 1980, 80 pp., $8, Sw F 12.

One of the more enduring issues in the long
and continuing debate on the relative merits
of fixed versus flexible exchange rates is
whether greater exchange rate variability
adversely affects the level and pattern of international trade. In this pamphlet, Richard
Blackhurst and Jan Tumlir of the General
Agreement on Tariffs and Trade (GATT)
take stock of the last seven years' experience with floating rates, as well as of the
relevant theoretical and empirical studies, to

multinational companies concentrated on
producing sophisticated goods for the
wealthy who were the major source of effective demand. Finally, an entrenched rural
oligarchy monopolized ownership of land
and capital, which meant that income distribution in rural areas remained highly skewed.
The author posits that these inequities
have increased since World War II and that
even with well-intentioned leaders the best
that the poor can hope for are marginal improvements in their lot over the next decade
or so. The possibilities for political liberalization are limited by the economic circumstances of the country, particularly by the
balance of payments (BOP) position and
high domestic inflation. The author contends
that significant change could only be accomplished through a radical alteration in
the political system.
Even though the book is critical of the persistence of inequity in Brazil, its conclusions
are ambiguous about whether any drastic
change would be desirable. As the author
points out, the combined social, political,
and economic costs associated with growth
in Brazil are no worse than the costs paid
by countries that have tried more radical
approaches to development, such as the
Peoples Republic of China, or even by
those using "softer" reformist approaches,
such as India or Peru between 1968 and
1975. These costs of growth are unique neither to capitalism nor to the Brazilian experience.
This book has interesting parts, particularly the discussions of inflation and the role
of the state. On the other hand, it has some
important shortcomings. The author's attempt to demonstrate that rapid growth has

been a root cause of increased suffering
and poverty is unconvincing. Even though
income distribution remains a serious problem, it is unlikely that a larger proportion of
the Brazilian population is now living under
worse conditions than 30 or 40 years ago.
Although, admittedly, existing data are fragmentary, it appears that real incomes of all
strata of the population, including the poor,
have risen substantially over this period.
(This is even demonstrated in the book's
statistical appendix.)
The judgments about Brazil's development experience, particularly over the past
half century, also seem unjustifiably onesided. Although it clearly implies that something might have been done to achieve a
more equitable society, perhaps through a
more inward-oriented development strategy
with a lower growth rate, the possible benefits and costs of such an approach are not
systematically analyzed. The author does
not explore the hard choices policymakers
actually faced during the past few decades,
nor does she consider what actions might
have improved the situation. Thus the book
never really addresses the real dilemma—
how to build an economy capable of competing in the modern world and, at the same
time, to create enough productive job opportunities in a sufficiently open political environment to ameliorate poverty and the
maldistribution of income. The solutions to
these problems are not mutually exclusive
(as the author implies) but neither can such
difficult goals be realized overnight. Unfortunately, the author offers no insights on
what constructive steps might be taken to
speed up progress in this direction in the
future.
Jack Sweeney

make an evaluation of the effect of flexible
exchange rates on trade flows. This is a
solid piece of work: questions are clearly
posed, theory and empirical evidence are
nicely entwined, and the authors' conclusions are reasonable. There are some imbalances—such as a preoccupation with inflation to the neglect of unemployment—and
some important exclusions—for example,
the discussion of monetary policy omits any
mention of the rational expectations critique
of active stabilization policy, but readers interested in a succinct review of the relationship between flexible rates and trade should
find this pamphlet well worth an hour or two
of their time.

The pamphlet is organized into four chapters. In Chapter I, Blackhurst and Tumlir examine the prima facie link during the 1970s
between the increase in exchange rate variability and the slowdown in the growth of
world trade. Like most other analysts, they
reject the view that one causes the other
and instead favor the explanation that trade
slowed during this period mainly because of
the slow growth of real output (particularly
during the 1974/75 global recession). They
go on to posit that the slower output growth
was a consequence of the prevailing high
inflation rates, which led, in turn, to restrictive monetary and fiscal policies. Because
of the large differences in inflation rates
FuuitH-'c & Dt'vt'lojnuenf
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across countries, large exchange rate
changes were inevitable. Hence, in the end,
Blackhurst and Tumlir single out inflation as
the root of both high exchange rate variability and slow world trade growth.
The latter half of Chapter I looks at the
effect of exchange rate changes on the
trade positions of major industrial countries.
Quite correctly, the difference between
nominal and real exchange rate changes is
emphasized, as is the dominance of cyclical
real income movements over relative price
changes as an explanation of observed
trade balance changes. One problem here
is that the authors expend so much effort in
countering the (by now straw-man) view that
there is a close connection between nominal
exchange rate changes and changes in
trade balance positions that they give insufficient recognition to the significant effect of
relative price changes on trade volumes in
the long run, other factors held constant.
Nor do they give sufficient attention to the
effects of flexible rates themselves on the
size of relative price elasticities or to the role
of such nonprice characteristics of traded
goods as delivery schedules, after-sales
service, and general product quality in
dampening the effects of exchange rate
changes. These complaints aside, the authors build a strong case that exchange rate
changes have not distorted the geographical patterns of international trade, at least
in the 1970s.
Chapter II tackles the question of whether
the existing system allows a country deliberately to undervalue its exchange rate to
obtain a temporary trade advantage. The
authors reject the effectiveness of quantitative controls on trade and/or capital flows,
both because these cannot increase a
country's share in world exports and because the sophistication, size, and efficiency of capital markets preclude any single country from exercising control. Nor do
the authors regard official intervention as a
Alex Radian

Resource Mobilization in Poor
Countries—Implementing Tax
Policies
Transactions, Inc., New Brunswick, NJ, U.S.A., 1980,
xxiv + 266 pp., $19.95.

Books, like products, must comply with requirements of truth in packaging. If this book
had carried the title Problems of Income Tax
Administration in Four Developing Countries, my attitude toward it would be somewhat more favorable than it is. Unfortunately, and presumably to increase its sales
appeal, Professor Radian chose to call this
book Resource Mobilization in Poor Countries. Now this title does raise some questions.
44

promising form of manipulation: first, because its track record is poor—the volume
of intervention tends to be largest when the
magnitude and frequency of exchange rate
changes are also largest; and second, because its impact on the expectations of private participants in exchange markets is so
uncertain. A country can of course alter its
(floating) exchange rate by altering its
monetary policy. The authors regard this,
however, not as manipulation but rather as
the exchange rate responding to underlying
economic conditions. Further, they point out
that the slow response of trade flows to relative price changes limits the short-run possibilities of letting the exchange rate "overshoot" to a country's advantage. Blackhurst and Tumlir conclude that the exchange
rate should not be considered as an instrument of national economic policy in the
same way as, say, the government budget,
because the exchange rate is ultimately determined by private transactions in the exchange market and because, as the ratio of
the two national currencies, it cannot be determined by the policy of one government
alone.
The chapter on whether countries have
been "injured" by exchange rate changes
is interesting in part because the authors
attempt to define injury as comprising those
(exchange rate induced) repeated shifts of
resources between sectors that could, at
least in principle, have been avoided. But
such a definition does not lend itself easily
as a basis for even rough estimation. Thus,
their conclusion that injury has been limited
under flexible rates must rest on the proposition that firms will react only slowly to exchange rate changes whose duration is uncertain. To their credit, Blackhurst and Tumlir
do recognize that in appraising injury, a distinction needs to be made between individual firms and the economy as a whole. Here,
they do acknowledge that export and import
competing firms in countries whose curren-

cies appreciated in real terms suffered
losses, in the forms of temporary unemployment and writing down of capital values.
They also provide a useful discussion of
what types of injury are inherent and unavoidable in the process of external adjustment and what types are not.
The final chapter on the real costs of international monetary stability serves to inform the reader that while Blackhurst and
Tumlir regard the costs of exchange rate
instability on international trade as having
been overestimated by others, they regard
the nontrade costs as having been underestimated. Specifically, they point to the
microeconomic costs associated with the
loss of information about relative prices on
the world market and to the macroeconomic
costs deriving from the difficulty of conducting national monetary policies in the absence of a stable international reference
currency. After discussing the various functions that an international currency should
fulfill, they attempt to detail the costs that
arise when these functions are not fulfilled.
In the end, they decry the post-1970 instability of the dollar and the inflationary policies of the United States.
In my view, this is the weakest chapter in
the pamphlet, not so much for its conclusions but rather because of the lack of depth
in the analysis. There is little discussion, for
example, of the benefits and costs of being
the issuer, as opposed to the user, of the
dominant international money. Nor is there
any appraisal of how much of the decline in
the role of the dollar was consistent with the
growth of political and economic power of
Japan and Western Europe versus irresponsible U.S. economic policies, or of how
a multicurrency reserve system compares
to a single currency reserve system, or of
how the role of the dollar as an intervention
currency has changed vis-a-vis its role as
a reserve currency.
Morris Goldstein

Consider these two limitations: first, the
book is essentially based on field research,
consisting of interviews with tax officials, in
four countries—two Caribbean (Jamaica and
Trinidad) and two Southeast Asian (Thailand and the Philippines). Surely this small
and hardly random sample cannot be considered representative of "poor countries";
it excludes all of Africa, all of Latin America,
and all of the Middle East. Second, and in
my opinion more important, the book deals
only with income taxes, which, as is well
known, play a relatively minor role in the
"resource mobilization" of developing countries. The truly important revenue sources—
foreign trade, domestic indirect taxes, and
deficit financing—receive hardly a mention.

The basic assumption that affects much
of the discussion is the belief, fashionable
in the 1960s but clearly out of favor in the
1980s, that the basic problem of poor countries is lack of public revenue. If only the
governments of these countries could raise
the average tax rate to, say, the level prevailing in rich countries, they would be able
to solve many of the economic problems
associated with low incomes, including that
of slow economic growth. This assumption
affects much of the discussion of tax reform
for which success seems to be measured
exclusively in terms of increase in revenue.
Professor Radian shows no awareness
that, given the level of a country's income,
private revenue—and consequently private
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well written and contains a fair amount of
common sense and wise advice. Of particular interest is the second section entitled
"The Instruments and Resources of Implementation." This section consists of four
chapters dealing with (1) the limitation of resources to tax administrations, (2) audit and
assessment, (3) collection, and (4) compliance and enforcement.
Chapter 4 discusses issues such as the
limitation and unreliability of data available,
the impact of decentralization on revenue,
the allocation of resources between head
office and regional offices, the shortage of
well-trained personnel, the low level of salaries, the frequent turnover of qualified personnel, and, finally, the consequences of
these factors. Chapter 5 deals with methods
to reduce evasion. The sample for audit
must include all areas of activity; it must be
sufficiently large so that the chance that a
taxpayer will be audited is not negligible;
and the audit must be thorough. The author

discusses the strategy that the auditor must
follow as well as possible outcomes. Chapter 6 deals with the collection process itself.
This process is far more complex in poor
countries than in highly industrialized countries where it may just involve sending a
check through the mail. Consequently a far
larger proportion of available administrative
resources will need to be spent on this activity in the poor countries. This means that
fewer resources will be left for pursuing delinquent accounts. Chapter 7 deals with enforcement and with penalties to induce the
taxpayer to comply.
This is, in my view, the core of the book
and the part that can be productively read
by anybody interested in developing countries. The remaining five chapters—1 through
3, dealing with theories and policy, and 8
and 9, dealing with reforms—can be ignored
by the busy reader without much loss.

Gary S. Fields

M. C. Kemp and N. V Long (editors)

Warren L. Coats, Jr and Deena R. Khatkhate (editors)

Poverty, Inequality and
Development

Exhaustible Resources, Optimality
and Trade

Money and Monetary Policy in Less
Developed Countries:

Cambridge University Press, New York, NY, U S A . , 1980, xi •
281 pp., $29-50 (cloth), $7.95 (paperback)

North Holland Publishing Company, Amsterdam. Netherlands,
1980, xii + 250 pp., $44.50

An addition to the compendium of recent work on
estimating the incidence of poverty, analyzing the
usefulness of relative and absolute measures,
and on determining the effects of growth on income distribution. Fields reviews material on
these topics, arguing persuasively for giving primacy to distributional objectives and concentrating attention on how the rate and type of growth
influences the attainment of equity. He draws
copiously on studies conducted in Brazil, Costa
Rica, India, the Philippines, Sri Lanka, and Taiwan.

Walter C. Labys

consumption and saving—must fall when
public revenue goes up and that this fall may
create more serious problems than the ones
the government is attempting to solve. There
is no discussion of the effect of higher
taxation on the allocation of resources nor
of the possibility that governments may use
the additional resources for purposes unrelated to the solution of the serious national
problems. This pro-government bias may be
due to the fact that the book was written (or
at least the research on which it is based
was done) in the early 1970s. This is confirmed by the dates of publication of most of
the works cited and by the data used in various chapters (as for example those on tax
ratios).
In spite of these shortcomings, this book
is not without merit. In fact, once one gets
over the fact that the book deals just with
problems of income tax administration and
collection in selected developing countries,
the book is useful. It is for the most part very

Vito Tanzi

Other books received

Jagdish N. Bhagwati

International Trade:
Selected Readings
MIT Press, Cambridge, MA, U S A . 1981, xxii - 414 pp., $25
(cloth), $9.95 (paperback)

In 1969, the Penguin Modern Economics series
published a collection of 16 essays on international trade edited by Jagdish Bhagwati. The current volume may be seen as a successor to the
earlier book. It includes 28 articles, only 6 of
which are carried over from the Penguin edition.
This gives some indication of the turnover in socalled classic articles in trade theory. The new
collection also shows how the continuing interest
in economic distortions, the theory of tariffs, the
effects of foreign exchange constraints, and the
nature of comparative advantage has now been
joined by a greater concern for general equilibrium conditions and for tracing the consequences
of capital accumulation in models of open economies.

Market Structure, Bargaining Power
and Resource Price Formation
D C Heath and Company, Lexington, MA, U.S.A., 1980, xiv *
238 pp., $22.95.

Both these books are about the economics of
mineral resources but they differ considerably in
their focus and in the level of theoretical sophistication. The Kemp and Long volume is concerned with deriving optimal rules for the exploitation and trade of natural resources, and
considerable mathematical skill is required to
comprehend each paper. Labys' book is more
down to earth. It goes quickly over the basic
framework for analyzing price formation and then
applies it to the pricing of copper, tin, bauxite, and
iron ore in world markets. Although the empirical
material does not extend much beyond the mid1970s, this is an informative book—especially
about the institutional arrangements underlying
pricing actions.
Christopher P Brown

The Political and Social Economy
of Commodity Control
Praeger Publishers, New York, NY, U.S.A., 1980, xvii + 375 pp.,
$3995.

An attempt to identify the principal economic, political, and organizational factors that fashioned
the Integrated Program for Commodities worked
out by the United Nations Conference on Trade
and Development. A useful guide to recent international efforts in the field of commodity stabilization with a bibliography.

A Survey of Issues and Evidence
Pergamon Press, Oxford, U.K., 1980, xiv t 827 pp., £40/$95
(cloth), £8.507520 (paperback), and £1Z.50/$30 (cloth, developing
countries).

A collection of 46 articles, of which some 40 have
been published previously in academic journals,
exploring aspects of the general problem of
adapting monetary theory to monetary management in less developed countries. Both editors
are members of the Fund's staff.
P. J. Drake

Money, Finance and Development
John Wiley & Sons, New York, NY, U.S.A., 1980, xi ^ 244 pp.,
$27.95

A useful and lucid introduction to the role of
money in development. The nine chapters cover
such topics as the money supply, informal finance, financial development and economic
growth, and the securities market, combining
fairly elementary concepts with the main findings
of relevant research. A ten-page bibliography testifies to the author's efforts in this regard. However, a reader expecting to find fresh ideas and
angles may be a trifle dissatisfied.
David Bigman and Teizo Taya (editors)

The Functioning of Floating
Exchange Rates:
Theory, Evidence, and Policy Implications
Ballinger Publishing Company, Cambridge, MA, U.S.A., 1980, xiii
+ 419 pp.,$25.

A collection of 13 papers by academic or institutional economists and 5 papers by prominent
economic policymakers on the workings of the
system of floating rates since 1973.
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a practical approach to financial policy making...

FINANCIAL POLICY WORKSHOPS:
The Case of Kenya
a publication of the IMF Institute
This book offers a series of workshops on Kenya that are
used as a case study in the IMF Institute's course on Financial
Analysis and Policy for officials of the International Monetary
Fund's member countries. The workshops combine theory

and practice to provide a better understanding of the use
of major financial policy instruments in the management
of national economies.

Topics of the Workshops:
1. Monetary and Financial Survey
2. Government Finance Statistics
3. Balance of Payments Statistics

4. Flow of Funds
5. The Polak Model: An Application
6. Projection of Monetary Aggregates

In addition to the workshops, the book includes background
information on Kenya as well as exercises and issues for
discussion (with answers to many exercises). Numerous

7. Revenue Forecasting
8. Balance of Payments Forecasting
9. Financial Programming

tables present the data for analysis, forecasting, and financial
programming on a national level. Charts and a map illustrate
the book.

xx + 315 pp.; clothbound, US$12.50.
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